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[ntroduction

MY ASSUMPTIONS ABOUT THE READER

H ow to Value Your Business and Increase Its Potential will teach
you just that: How to value your business “quick and dirty,” and
how to manage it to increase its worth. I have written it primar-
ily for business owners, but others can also benefit. Here are some
of my assumptions about the reader:

1. If you’re not currently thinking of selling your business,
you are nonetheless curious about how much it is worth
now, and very curious about what its worth will be when
you reach retirement age.

2. If you’re thinking about selling your business now, you
are burning with curiosity about its value. This is true as
well if you are considering buying a business. This book
will help you calculate the “right price” in both cases.

3. Most of you are uninterested in business valuation as a
science and as an art form and would prefer to get the
“easy version” of the math rather than the complete ver-
sion. A few of you want the hard stuff. Therefore, I have
attempted to keep mathematics out of at least the text as
much as possible. Thus, the math you’ll find in the chap-
ters is there because it’s necessary. Optional mathemat-
ics for quantitative connoisseurs appears in the appen-
dixes and occasionally in documents you can retrieve on
my Web site.

4. You may appreciate some humor to break up the mathe-
matical monotony. If you don’t find my humor funny, I
suggest therapy, but if that doesn’t work, ignore it and fo-
cus on the useful information instead. Some of the humor
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INTRODUCTION ix

is in the footnotes or in parentheses, to keep it from dis-
tracting those who prefer to stay focused on the material.

5. Some of you are comfortable with the computer. In Chap-
ter 7 there are valuation tables created in spreadsheets
in Excel format, which virtually all other spreadsheets
can read. You can download these spreadsheets from my
Web site, www.abramsvaluation.com, under “Books.” If
you have even rudimentary knowledge of electronic
spreadsheets, you can follow the directions and make ex-
cellent use of the software. If not, don’t worry: You can
also value your company using chicken scratchings on
the back of an envelope.

WHO SHOULD READ THIS BOOK, AND WHY

This book should be of benefit to the following people, or categories
of people, and for the following reasons:

Business Owners

You are the primary reader. After all, it’s your business, and no
one cares more about its value than you.

Attorneys

Your clients need to know business values, and you have special-
ized knowledge that should affect our calculation of the value—if
you only knew what could be relevant to a professional business
appraiser,. Legal rights and restrictions often impact value, and
appraisers are often knowledgeable enough about law to be dan-
gerous. Appraisers are not attorneys, and they need your help to
get it right. The better you understand valuation, the more likely
it is that you can help your client receive the most accurate valu-
ation possible.

For example, there are often restrictions on selling stock in a
corporation of which the corporate attorney may be aware that the
sale can depress the value of the stock were it not restricted. A
partner’s right of first refusal that lasts six months and provides
for payment over 10 years at 5 percent interest would certainly re-
duce the value of the selling partner’s shares. Attorneys are often
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more aware than a business appraiser of tax law or case law that
can impact value. An attorney who does not understand the valu-
ation process is at a disadvantage in recognizing what is relevant,
and his or her client may suffer because of that.

Also, it is likely that you either occasionally or frequently are
in a position of having to recommend a professional appraiser to a
client and work with that appraiser. The more that you know about
valuation, the better you can do both of those jobs.

Certified Public Accountants

CPAs are often a business owner’s trusted adviser on financial mat-
ters—Ilike a personal CFO. Because all businesses eventually need
to transfer ownership (except in the case of liquidation), whether
through sale, gift, or inheritance, you may be asked to provide val-
uation-related advice. This book will go into some of the mechan-
ics of business valuation as well as examining the valuation con-
text and environment. Understanding these, and other topics to be
discussed, should make you a more competent adviser to your
clients and provide more tools to help your client find the right pro-
fessional when specialists are needed.

Accountants who would like to develop a valuation practice
certainly can benefit from this book, which can provide and/or
sharpen and increase your valuation skills. It’s important to note,
however, that to be a valuation professional, you’ll need more quan-
titative tools than you will find in this book.

Insurance Agents

Learning to do “quick and dirty” valuations for your existing and
potential clients can enable you to spot an underinsured actual or
potential client. This could not only generate additional premiums
for your existing clients, but also distinguish you from a potential
client’s existing agent who might have ignored his or her needs
through ignorance of value.

Business Brokers

This book can sharpen and increase your valuation skills. This
should enable you to do a better job of measuring and explaining
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values to your clients, and, ultimately, closing deals. It also should
enable you to more quickly spot clients with unrealistic expecta-
tions who will waste your time trying to make impossible deals
happen.

Pension Administrators and Others Who Read
Valuation Reports

Too many professionals whose clients are strongly impacted by val-
uation results completely abdicate responsibility to the appraiser.
This is unfortunate, because a professional who understands val-
uation can add to the accuracy of the process.

ORGANIZATION

How to Value Your Business and Increase Its Potential consists of
two parts. Part One, the core of the book, contains the following
general topics:

* Chapters 1 through 8: How to value your business as of to-
day.
* Chapter 9: How to value your business as of a future date.

* How to manage your business to increase its value over
time (also Chapter 9). We will analyze the future date val-
uation equation, and go into the elements you can manage
and the tradeoffs you face in increasing the value of your
business. Creating and realizing value is the long-term
bottom line of owning a business.! By changing the ques-
tions you ask and the way you think, you can maximize
your chances of increasing the value of your business.

Part Two is about the sale, financing, and taxation of a busi-
ness. The first chapter in the second part consists of my tips about
increasing the value of, and selling, a business. The other chapters
are written by several different contributors whose areas of ex-
pertise are related to business valuation. You'll find tips by a busi-
ness broker (Chapter 11) and an investment banker (Chapter 12).

IThis is true on a personal as well as a business level, but that is largely out-
side the scope of this book.
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There’s a discussion about obtaining venture capital, and how val-
uation plays a part in that (Chapter 13), and about the taxation of
a business sale (Chapter 14).

Howard Lewis, the author of Chapter 15, is the Internal Rev-
enue Service’s top executive in charge of valuation. He writes on
the IRS perspective of valuation controversy. It’s important, of
course, to know how you can manage the valuation process better,
in order to achieve a more satisfactory result when dealing with
Uncle Sam. Much valuation controversy—whether dealing with the
local agent, the IRS Appeals Division, or litigating in court—arises
in estate and gift taxation, as well as over income tax.

While there are entire books devoted to the topics in each of
these “guest” chapters, it’s unique to find them in a book about
valuing businesses. Reading about these various topics in this con-
text will mean seeing them through valuation-colored lenses.

HOW TO READ THIS BOOK

You’ll get more out of How to Value Your Business and Increase Its
Potential if you: (1) create an extra set of copies of the tables, (2)
print and read the supplemental chapters on my Web site, (3) look
for updates, and (4) make sure you understand the vocabulary,
which can be confusing. I'll briefly go into these four points. For
your own enrichment, you can download relevant material to sup-
plement the 15 chapters, which I'll explain below.

Create Extra Tables

It is very important to understand the tables in Part One. The ex-
planation of the tables often spans two or more pages and often
does not appear on the same page as the table. In order to make
them easier to understand, I've made the tables available in Adobe
Acrobat format (.pdf) on at www.abramsvaluation.com. Click on
“Books,” then click on this particular book, and then click on the
option to download the pdf files. Once you’ve downloaded the ta-
bles, print them out, so you’ll have them at hand. This way, you
can read the explanation and have the table in front of you. Addi-
tionally, some of the tables are long, and the print will be larger
and easier to read on a letter-size page, rather than the way they
will appear in the book.
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Print and Read the Supplemental Chapters

I strongly recommend that you go to my Web site and, as described
above, click on this particular book and then print the supplemen-
tal chapters, which are listed among the resources in the back of this
book. These supplemental chapters have numerous valuable insights.

Look for Updates

I'm fond of saying that valuation is an art that sits on top of a sci-
ence. The scientific part of valuation moves on and changes. To
make sure that you're working with the latest information I can
make available, go to www.abramsvaluation.com, and again click
on “Books,” click on this particular book, and then look for updates.

You might find, for instance, errata sheets that list any errors
in this book. With my first book, Quantitative Business Valuation,
I produced one errata sheet with the errors organized by page num-
ber and another sheet with the errors organized by the date on
which I found them. That way, you only had to look for the errors
since they were last updated. I plan to produce the same type of
errata sheets with this book.

It is likely that I will also update valuation spreadsheets—up-
dated versions or entirely new versions of the valuation tables in
Chapter 7. Additionally, there may be other valuation news on the
Web site.

I can already speak of a particular, last-minute scientific up-
date. I recently downloaded a working paper by finance professors
whose article? demonstrates that a decrease in macroeconomic
volatility, i.e., the volatility of the U.S. economy, has contributed
to a decrease in the equity premium—a term that I explain later
on in the book. This article is compelling to me, and based on it, I
will post an update on my Web site, www.abramsvaluation.com, to
explain to the reader how to modify his or her calculations to in-
corporate this new knowledge.

Thus, the discount rates in Table 5.4, 6.1, 7.1, and 7.2 need
some modification. You should read the book as is, as the method-

2“The Declining Equity Premium: What Role Does Macroeconomic Risk Play?”
Lettau, Martin, Sydney Ludvigson, and Jessica Wachter, January 2004. Avail-
able at Professor Wachter’s Web site, http:/pages.stern.nyu.edu/~jwachter/.
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ology is current. After you understand what is already written in
the book, it should take the reader only 30 minutes at the most to
download, read, and understand how to apply the update. It takes
time—sometimes many years—before we can separate the wheat
from the chaff of science, and it is my experience that there must
be a fair amount of research and debate before there is consensus.
In the interim, while it is desirable to keep up with new research,
to the extent practical, but it is also irresponsible to keep flipping
methodology every two weeks with the publishing of every new ar-
ticle on the topic. The nuances of science at the cutting edge are
beyond the scope of this book.

As I will write consistently throughout this book, when you
have to make a decision based on valuation that has significant
monetary consequences, get a professional appraiser to help you.
This book is an invaluable tool to learn how valuation works, to
perform your own “quick-and-dirty” valuation on your firm for plan-
ning purposes, and to learn how to manage your business to in-
crease its value over time, but never rely exclusively on your own
amateur skills to value a business for an actual transaction.

Understanding the Vocabulary

When I use the word “we,” I picture you, the reader, sitting next
to me, looking over my shoulder and doing everything together with
me—whether reading an explanation of a table or typing the key-
strokes on the computer. I do not use the royal “we.” In the con-
text of this book, “we” means you and I learning and doing together.

I have been careful to use phrases like “professionals agree”
or “professional business valuators do x or know y” when I mean
that something is standard professional thought or practice.

In contrast, when I use the word “I,” that means Jay Abrams
is giving you his personal and/or professional opinion or research.
I have tried to use the word “I” sparingly, so you know that when
I use it, I mean Jay Abrams and no one else.

I have been a major innovator in the business valuation pro-
fession, having published significant research that touches on many
of the most important areas of valuation. My models for calculat-
ing discount rates and discount for lack of marketability are not
universal practice. Although they are widely in use, I would not
call them standard professional practice. There are other ways of
doing the same thing.
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Occasionally, I also use the first person to make the writing
more personal and user friendly, especially when recounting one
of my “war stories.” Valuation tends to be a dry topic for those who
are not committed to a lifetime of being true seekers of fair mar-
ket value. (Probably most of us should be committed, but that is
another story.) Sometimes, I found it necessary to be more personal
to warm up what might otherwise be a cold topic.

I use the terms “business appraiser” and “business valuator”
synonymously. The former is the more traditional term, whereas
the latter is gaining more favor lately. Similarly, I use the terms
“valuation” and “appraisal” as synonyms.

KNOWING THE VALUE OF YOUR BUSINESS

If you own one of the 8 million small businesses in the United
States, you must be very curious what your business is worth. You
probably want to sell it someday, and it is or will be important for
you to know whether this is the golden egg upon which you can re-
tire or an albatross around your neck that will never enable you
to afford to retire.

Almost everyone wants to show their value to the IRS as be-
ing low to minimize taxes. Many small business owners for whom
I have done tax-related valuations are shocked when I tell them
that their businesses are really worth nothing. Just because your
business is making a profit does not guarantee that it has a posi-
tive value. The majority of business owners overvalue their busi-
nesses due to a combination of emotional attachments to their
“baby” and ignorance of how to value a business. On the other hand,
a few make mistakes in the other direction—undervaluing their
businesses—and I have seen some big ones. The biggest was a firm
that sold to my client. My valuation, which was commissioned af-
ter the sale for tax purposes, showed the seller should have sold for
four times the actual selling price—many more tens of millions of
dollars! While I don’t feel sorry for the sellers, and I might be de-
lighted to trade bank accounts with them, they suffered a tremen-
dous loss due to their ignorance of the value of their business.

MY GOALS

Considering my assumptions about you as the reader, my goals in
writing this book are:
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1. To teach you the fundamentals of how to do a “quick-
and-dirty” valuation of your own business. Your results
should be good enough for early stage life-planning pur-
poses. The spreadsheets in Chapter 7 will facilitate the
valuation process for you. After completing your valua-
tion, you may want to hire a professional valuation firm
to review it, which should be far less expensive than
paying for an appraisal from scratch. Of course, the end
product is not an official opinion of value, so you would
be buying less than an appraisal, which should be fine
for early stage planning for many people. Then, when
you need the additional accuracy, you can have a profes-
sional appraiser value your business.

2. To keep Part One—the valuation “core” of the book—
relatively short, so you’ll read it and use it. (One of the
biggest challenges in writing this book has been what
not to say.) There are competent books on valuation
written for professional business appraisers, including
my own.? They are beyond the patience of the layman to
read and use. It is not worth your time to read a 500-
page book to value your business; it would be cheaper to
pay $5000 to $20,000 for a professional appraisal. CPAs
who want to become professional appraisers should read
this book, but will still need to read the encyclopedic
books on appraisal. How to Value Your Business and
Increase Its Potential is valuable, however, because it is
so short and simple. It provides an overview of profes-
sional appraisal before diving into myriad details and
variations.

3. To give you insights on how to increase the value of your
business.

4. To help you “groom” your business for sale.

5. To help you understand when you must increase your
profitability or consider closing your business.

6. To provide you with some rudimentary knowledge in fi-
nancial planning, so you can create a lifetime financial

3Jay B. Abrams. Quantitative Business Valuation: A Mathematical Approach
for Today’s Professionals. New York: McGraw-Hill, 2001.
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plan and include your valuation in it. To do this, I show
you (in Chapter 9) how to value your business at a fu-
ture date, e.g., at your expected retirement age, not just
at this moment. You can supplement this with the addi-
tional chapters on my Web site, which has material on
estate planning and exit strategies in more depth.

7. To enable you to understand the broader context of valu-
ation well enough to interface more effectively with a
professional appraiser when you need that kind of help.
There are many reasons why people hire professional ap-
praisers: buying or selling a whole business or part of a
business, establishing a buy-sell agreement, estate taxes,
gift taxes, income taxes, Employee Stock Ownership
Plans (ESOPs), litigation, etc. When the business owner
understands the valuation process, he or she becomes an
invaluable part of the process. Professional business val-
uators are human and make mistakes. They may not
find an important piece of information, one that has a
large impact on the forecast of sales, for example. Or
they might make technical errors in the valuation pro-
cess. Knowledge of valuation will sensitize you to the
type of information that may be important. The more
knowledgeable you are, the more likely it is that youll be
an important, active participant in the valuation. You
may even be able to prevent your professional appraiser
from making a mistake, or catch a mistake when he or
she makes one.

8. Last, and certainly far from least, I've written this
book to have fun. Believe me, business appraisal could
be one of the most boring topics on Earth. To spice it
up, as I said, I've added a few laughs along the way. We
can start with the definition of an appraiser: an accoun-
tant without the charisma. Remember Mary Poppins:
“A spoonful of sugar helps the medicine go down”? The
valuation equivalent is: “An optimistic growth rate
makes the value go up, the value go up, the value go
up. ...

4Sung to the same tune, of course.
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More on Laughter

I have been accused of having an off-the-wall sense of humor, which
is why I never worked on Wall Street, and I have decided not to
spare you from it. If you don’t like it, as I suggested earlier, try
therapy. Otherwise, you can always ignore it. My wife does. Why
should you be any different? Do I hear Rodney Dangerfield in the
background?

My fond hope is that this book should be enough fun that stu-
dents and housewives will also want to read this for the humor
alone. Besides, you never know when valuation formulas will be-
come a popular game show topic, and the ability to whip out a Gor-
don Model formula will enable you to bludgeon those ignorant sav-
ages who will be your opponents on Family Feud who never had
the good sense to buy this book.

It is important to understand that the purpose of the off-the-
wall humor in this book is to make your learning process fun, and
in doing so, hopefully, youll learn the material better than if your
eyeballs were hanging down to the floor in boredom. The humor
notwithstanding, I am a first-rate scientist in my field, and this
material can enable you to make wise decisions that could easily
save you tens of thousands or even millions of dollars. Let my hu-
mor enhance your learning; if you don’t respond to it, then ignore
it and don’t let it get in your way of some very important knowl-
edge.

Dear Reader,

I have struggled, strained, and groaned in order to give you
the wisdom I have gathered, and created, on the value of a
business. It is my great hope that you will value this wisdom
and take it seriously—and have a few laughs along the way. For
some of you, it may help turn your lives around and change your
retirement from a dreary trial to be endured to a golden age to
be enjoyed. I wish you much success in that and pray that this
book is a turning point in achieving that for many of you.
—dJay B. Abrams, September 17, 2003



Part One

BUSINESS
VALUATION

Part One encompasses the first nine chapters of this book. It
is the core of How to Value Your Business and Increase Its Po-
tential, being strictly about business valuation.

The first two chapters are nonquantitative and lay the
foundation for understanding what value is, the various ap-
proaches that one can use in valuing a business, and which ap-
proaches are most appropriate for you to use.

You will find in Chapter 2 that the Discounted Cash Flow
(DCF) method is the primary recommended valuation method.
The DCF method consists of the following steps:

1. Forecast cash flow
2. Discount to present value

3. Adjust the value for the appropriate level of control
and marketability

Chapter 3 teaches you how to forecast sales and net in-
come, and Chapter 4 teaches you how to forecast cash flows. To-
gether they comprise a unit that will enable you to forecast cash
flow, the first step listed in the DCF method, above.

Chapters 5 and 6 teach you how to discount your cash flows
to present value: the second step. Chapter 5 deals with discount
rates, present values, and present value factors and will enable

1
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2 PART ONE

you to discount annual cash flows to present value. Chapter 6,
the Gordon Model, will enable you to calculate the present value
of an infinite stream of cash flows that have constant growth.!
That is a necessary shortcut to greatly reduce the number of
calculations necessary to produce a valuation. For an already
mature business, using the Gordon Model can enable you to do a
valuation with very few calculations on the back on an envelope.

My Web site, www.abramsvaluation.com, contains valua-
tion spreadsheets that you can download and use to value your
business. Chapter 7 describes how to download the spreadsheets
and use them. Thus, Chapter 7 is the culmination of the valu-
ation process.

You might have noticed that we “finished the process,” but
we only covered steps 1 and 2, above. Chapter 8 deals with two
main topics: defining the valuation assignment and adjusting
the valuation for the control and marketability of your company,
or a business interest in your company. The material in defin-
ing the valuation assignment will help you think more like a
professional business valuator, and much of the purpose of pre-
senting it is to enable you to interface more effectively with a
professional when you need one.

The portion of Chapter 8 that focuses on adjusting for con-
trol and marketability is the third step of the DCF process. It
was the subject of considerable debate as to whether this chap-
ter should have come before or after Chapter 7. I finally chose
to place adjustments for control and marketability after the val-
uation spreadsheet because:

* The magnitude of the combined adjustments for both
control and marketability for most 100 percent interests
in privately held companies should be small—around 5
percent.? Given the inherent inaccuracies of the valua-
tion process, this is not enough of an adjustment to be
concerned about. Therefore, for most business owners,

IDon’t worry if this phrase puts you into a trance. You should understand its
meaning after reading Chapter 6.

2The adjustments for minority interest are large and outside of the scope of
this book.
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the numbers from Chapter 7 should be accurate enough
for your “quick-and-dirty” valuation needs.

* The actual calculations of the discount for lack of mar-
ketability are very complex and technical and are be-
yond the capabilities of most nonprofessionals. Chapter
8 also contains important strategic recommendations for
readers to protect themselves when considering an in-
vestment in a private business as a minority owner.3

In Chapter 9, I present a valuation formula to value your
business as of a future date. Then I analyze the formula to show
that there are only a few categories of actions you can take to
increase the value of your business. For most readers this should
be the most important chapter of the book. Understanding it
can change your future. It should clarify why you should man-
age your business with a “valuation thinking cap.” You should
be able to analyze any business decision with this framework
in mind, i.e., you'll know how your decision will affect the growth
rate of sales, profit structure, Payout Ratio* and cash flow,
growth rate, and business risk.

3The “minority” status means less than a 50 percent shareholder and has noth-
ing to do with race or gender.
4This term is explained in Chapter 4.
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Chapter 1

What s Value?

There are many different concepts and definitions of value, and
it is important to understand how to sort through and make
sense of them. While the theory and mechanics of measuring
value will take several chapters, in this introductory chapter we
present different definitions of value, and note how value itself
can change with the definition and the context.!

There are many reasons why you will want or need to know
the value of the stock in your company.? First and foremost,
readers need to understand how to do a “quick-and-dirty” valu-
ation, in order to manage your business over time to maximize
its value and to plan your retirement and exit strategies. How-
ever, there are other business and personal life cycle events that
can require you to obtain a professional valuation. For exam-
ple: the imminent sale of your business, either whole or in part;?

1Unless otherwise noted, all definitions of value in this chapter come from the
International Glossary of Business Valuation Terms. In subsequent footnotes
we will merely indicate the source as International Glossary. This glossary
may be downloaded from www.bvappraisers.org/glossary.

2For ease of expression, we assume a corporate form, although the essential
meaning remains the same whatever the form of the business entity.

3While a professional appraisal is not mandatory, it is unwise to rely solely
on your own valuation skills in the face of an actual sale.

5
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6 PART ONE Business Valuation

participating in a merger; making an initial public offering; gift-
ing shares of stock to your family; litigation of various types (di-
vorce, shareholder dissolution, business damages, etc.); initiat-
ing and maintaining an Employee Stock Option Plan; spinning
off a portion of your business; entity restructuring; and other
reasons.

The term “value” in and of itself can mean many things in
different contexts. Webster’s Dictionary* has two relevant defi-
nitions: (1) A fair return or equivalent in goods, services, or
money for something exchanged; and (2) the monetary worth of
something, i.e., its marketable price.

Both definitions are somewhat general, and we will need
to be more specific. Eskimos have dozens of different terms for
snow, as it comprises such an important part of their lives—and
indeed their lives may depend on the precise understanding of
what kind of snow is falling on the tundra. So, too, the valua-
tion profession uses several different terms to describe value.
They are called standards of value.

Each standard of value has its own unique definition, con-
text, and set of underlying concepts. Many of them have specific
legal definitions and contexts in which they apply. It is vital to
understand the differences of the various standards of value.
Failure to do so can cost you a lot of money. Just as the ques-
tion of what value is does not have a simple one-dimensional
answer in our complex world, how we measure value also has
multiple possibilities.

STANDARDS OF VALUE

The International Glossary of Business Valuation Terms defines
a standard of value as “the indication of the type of value being
used in a specific engagement; e.g., Fair Market Value, Fair
Value, Investment Value.”

A standard of value is a definition of value and a statement
of the context in which it applies—whether implicitly or explic-
itly. While there are perhaps half a dozen standards of value,
there are two—Fair Market Value and Investment Value—that

4www.m-w.com/cgi-bin/dictionary.
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will apply to virtually all readers, i.e., they apply to the “quick-
and-dirty” valuations you all want to do. Typically, the contexts
in which the other definitions of value are important are legally
determined. They include situations such as shareholder disso-
lution suits, divorce, other litigation, etc., in which a professional
business valuator is needed. These contexts are outside of the
main scope of this book. I mention them to accentuate the point
that in a legal context, failure to understand and use the ap-
propriate standard of value can be costly and painful.

Fair Market Value

The most common term for value is “Fair Market Value,” often
shortened to FMV. (Note: You will see the FMV abbreviation
frequently throughout the valuation chapters in this book, so it
is wise to “burn this into your memory.”)

The definition of Fair Market Value is as follows.

The price, expressed in terms of cash equivalents, at
which property would change hands between a hypotheti-
cal willing and able buyer and a hypothetical willing and
able seller, acting at arm’s length in an open and unre-
stricted market, when neither is under compulsion to buy
or sell and when both have reasonable knowledge of the
relevant facts.®

The term “property” can be a 100 percent interest in the
stock of your company—or a partnership interest in a General
Partnership or Limited Partnership, or a member interest in a
Limited Liability Company—a partial interest in the same, or
it can be the assets of your business if you are not selling the
legal business entity.

There are two important concepts buried in this definition
for you to understand. The first concept is the hypothetical buyer
and seller. FMV is measuring the amount that a financial buyer
would pay for the firm. It is not specific to any particular buyer’s
fit with the company. If there are synergies with one or more
particular buyers, FMV is less than “Investment Value,” defined

5International Glossary.
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later, which includes the synergies. Thus, a more informal def-
inition of FMV could be: “The amount that any buyer would pay
for your business.”

The second important concept implicit in the definition of
FMYV is in the term “cash equivalents.” Frequently, small busi-
nesses are sold with a down payment of approximately 40 to 60
percent of the purchase price, with the seller financing the rest.
If the interest rate on the loan is the same rate that a bank
would charge the buyer of the business, then the sales price is
identical with the “cash equivalent.” However, the most com-
mon scenario is that the interest rate on the loan from the seller
to the buyer is below the market rate that a bank would charge.
When this is the case, the “cash equivalent” price is lower than
the nominal sales price. Because most small business sales are
financed by loans, the sales price for most small businesses most
commonly is inflated.

FMV is the legally required standard of value for estate
and gift tax valuation reports. It is also required for valuation
for income tax purposes and for Employee Stock Ownership
Plans.

Investment Value
The definition of Investment Value:

The value to a particular investor based on individual in-
vestment requirements and expectations.b

Again, Investment Value takes synergy into consideration.
In acquisitions of publicly held businesses, i.e., in the Mergers
& Acquisitions (M&A) market, synergies add average premiums
of 35 to 65 percent over the minority interest trading price.
There are instances of synergies that are much larger. Thus, it
is best if you can sell to a strategic buyer who is willing to pay
for the synergies. For example, if a financial buyer should be
willing to pay $1 million for your company, then a strategic
buyer might be willing to pay $1.35 to $1.65 million.

SInternational Glossary. Note: In Canada the definition is “Value to the
Owner.”
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Fair Value

Fair Value is the standard of value currently used in at least
two legal contexts. The first use of Fair Value is that it is the
standard of value used in financial statement accounting for
publicly traded companies. The Financial Accounting Standards
Board (FASB) made its pronouncements of Statement of Fi-
nancial Accounting Standards 141 and 142 dealing with the
original measurement of and possible subsequent impairment
to goodwill.” The Securities Exchange Commission oversees this
aspect of valuation. This is a national standard used through-
out the United States. Since this is a very specialized use of this
valuation standard, we will not present that definition.

The second context in which Fair Value is the standard of
value is in shareholder dissolution suits. When one or more
shareholders are suing to dissolve a corporation, Fair Value is
the standard of value. Unlike the financial accounting use above,
here Fair Value is controlled by the states. There is no uniform
definition of Fair Value in this context. It has been interpreted
by case law. Generally, Fair Value has been interpreted the
same as Fair Market Value, except some states allow a discount
for lack of control and other states do not. If you are involved
in a shareholder dissolution suit, you will want to make sure
your attorney and your business valuator both understand these
points and are working with the correct definition of Fair Value
for your state.

Other Standards of Value

There are several additional terms for value. Some of them are
specific to certain legal contexts and purposes. It is vital to be
clear on the operating definition of the type of value relevant to
you, since the definition usually has underlying assumptions
that can affect the numerical calculations. Frequently, the ap-
propriate definition will determine which valuation discounts or
premiums (a concept we will cover later in the book) are per-
mitted in the calculations.

"SFAS 141 deals with the original measurement of goodwill, and SFAS 142
with testing for possible impairment to the value of goodwill.
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For example, in San Diego County, “Marital Value” is the
standard of value for valuing the family business in divorce
cases. It is virtually the same as Fair Market Value, except that
it does not permit a “Discount for Lack of Marketability.” Thus,
if the family business is located one block inside the border of
San Diego County, its “Marital Value” would be 10 to 35 per-
cent more than if it were one block away, outside the county.
As you can see, it is imperative to understand and use the ap-
propriate standard of value in any particular valuation context.

CONCLUSION
In this introductory chapter we have said:

¢ There are several different standards of value.

* The way we measure value depends on the standard of
value. Thus, the standard of value actually affects the
measurement of value.

e It is vitally important to be clear about the appropriate
standard of value, given the reason you need a valua-
tion.

In the next chapter we will explain the different valuation
approaches and methods.



Chapter 2
Valuation Approaches:
How We Value a Business

A Valuation Approach is “a general way of determining a value
indication of a business, using one or more valuation methods.”?
Notice the word “general.” In fact, a Valuation Approach is not
a specific technique for calculating value. Specific techniques
are called Valuation Methods, which is defined by the Interna-
tional Glossary as “within approaches, a specific way to deter-
mine value.”

THREE VALUATION APPROACHES

The three Valuation Approaches are:

* Asset Approach
* Income Approach
* Market Approach

Two or more Valuation Methods fall under each Valuation
Approach.

The Asset Approach seeks to measure value through the
calculation of assets net of liabilities.? The Income Approach at-

1 The full definition from the International Glossary is “a general way of de-
termining a value indication of a business, business ownership interest, se-
curity, or intangible asset using one or more valuation methods.”

2 The amounts can be either historical or market values.

11
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12 PART ONE Business Valuation

tempts to measure value by converting a stream of expected eco-
nomic benefits (net income, cash flow, or dividends) into a pres-
ent single amount. The Market Approach seeks to measure
value by comparison to recent transactions of similar businesses.
It is important to understand the strengths and weaknesses of
the various different valuation approaches. As for Valuation
Methods, when we finish analyzing the three approaches and
the various methods in this chapter, I think you’ll see why there
is only one method—Discounted Cash Flow—that I recommend
and teach at length in this book.

The Asset and Income Approaches are based on the Sub-
ject Company’s financial statements. (The Subject Company is
the company we are trying to value. Throughout most of this
book, we will assume that we are trying to value your company.)
The Market Approach? is based on the valuation of similar firms,
and not on the Subject Company’s financial statements, al-
though it still makes use of financial statement data. Another
way of looking at this is that the Asset and Income Approaches
are internally focused, while the Market Approach is externally
focused.

ORIGINS OF BUSINESS VALUATION

Business valuation developed from real estate valuation. Many
more of us are familiar with real estate value than business
value because real estate is so tangible, while businesses con-
tain many intangible assets that most of us never think about.
These include an assembled and trained work force, a customer
list, technical know how, trade secrets, intellectual property, and
goodwill—even though it is rare to see any of those assets on
the company’s balance sheet. Certainly, businesses are far more
than their visible bricks, mortar, desks, chairs, and computers.

In real estate, there are the same three valuation approaches
we find in business valuation: Cost, Income, and Market.

A simple explanation of the Cost Approach is that it focuses
on how much it would cost to replace a house or a building with
one that is functionally the same. Or we ask: “How much did

3 Also known as the Market-Based Approach.
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this house or building cost to build?” We adjust that for depre-
ciation, obsolescence, and inflation, but the simple essence is:
“How much did and/or will it cost?” That concept in business val-
uation relates to equity on the balance sheet, which is, more or
less, the depreciated costs of the various assets net of liabilities.

In the Income Approach to real estate valuation, the ap-
praiser may perform a Discounted Cash Flow—or, more com-
monly, a shortcut capitalization of cash flow*—to value the prop-
erty based on its cash flow—producing capacity. This is the
fundamental valuation approach that we cover in this book for
business valuation. The Income Approach requires that we fo-
cus on the income statement and the statement of cash flows.

In the Market Approach in real estate valuation, real es-
tate appraisers find comparable homes or buildings to the sub-
ject property. They tabulate how much they sold for, their square
footage, lot size, and a host of other independent variables. They
develop ratios,” make adjustments for differences of the com-
parable properties to the subject property, and perform their
mathematics to calculate the Fair Market Value of the property.
In business valuation, the Market Approach involves valuation
by comparison to the values of other businesses—public and pri-
vate. However, the principle of the Market Approach is the same
in real estate and business valuation.

ASSET APPROACH

The Asset Approach is “a general way of determining a value
indication of a business, business ownership interest, or secu-
rity using one or more methods based on the value of assets net
of liabilities.”® We will discuss three methods under this ap-

4 The International Glossary of Business Valuation Terms defines capitaliza-
tion as “a conversion of a single period of economic benefits into value.” Thus,
capitalization of next year’s forecast cash flow for an office building or a busi-
ness involves a mathematical procedure to convert that cash flow into a value.
There is normally an underlying assumption of a constant growth rate in the
cash flows.

5 Ideally they should use multiple regression analysis, but I have only known
one real estate appraiser who does that.

6 International Glossary.
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proach: the Book Value Method, the Adjusted Net Book Value
Method, and the Liquidating Balance Sheet Method.

Book Value Method

A balance sheet is a listing of the assets, liabilities, and equity
of the business. It is possible to use the net book value of eq-
uity (a.k.a. “book value”) as a measure of Fair Market Value
(FMYV). This is known as the Book Value Method. However, ac-
counting balance sheets are based on Generally Accepted Ac-
counting Principles (GAAP), such as the principle of conser-
vatism, in which accountants use the lower of historical costs,
or “market value,” in reporting asset values. This leads to a book
value that is conservative, but does not represent Fair Market
Value if it is higher than book value. If your company has real
estate with a book value of $1 million and a FMV of $30 mil-
lion, it is obvious that the net book value of the company will
be significantly less than its FMV. Thus, using the net book
value of equity from your balance sheet is almost never appro-
priate to calculate FMV. It is surprising how many shareholder
buyout agreements specify book value as the agreed-upon buy-
out value, given how inappropriate it is.

Adjusted Book Value Method

A variation of a balance sheet valuation approach is to substitute
the FMV of each asset and liability on the balance sheet to cre-
ate a “Fair Market Value” balance sheet. Also known as the Ad-
justed Book Value Method, this is a more serious candidate to be
a legitimate valuation approach since it eliminates the unadjusted
balance sheet problem of the Book Value Method described above.

Even so, the Fair Market Value Balance Sheet is still not
the best primary valuation approach for valuing an operating
business. The reason for this is that it’s likely to miss valuable
intangible assets that are not currently on the balance sheet.
Let me give you an example.

In 1984, I valued many radio stations. One of them had an
unusual, cost-efficient manner for gathering information to relay
traffic conditions. Most radio stations send a helicopter over the
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city to gather information to report traffic. This particular station,
however, had a network of people who would call in on a regular
basis and report traffic conditions on “their stretch of road.” Every
year, the station would provide them with gifts. The cost of these
gifts, and of gathering information this way, was many tens of
thousands of dollars less per year than the cost of owning, main-
taining, and flying a helicopter. The lifetime value of this cost sav-
ings was many hundreds of thousands of dollars—perhaps close
to $1 million in today’s dollars. However, such an unusual intan-
gible asset would never appear on a balance sheet. Thus, even the
Fair Market Value balance sheet is not usually good enough to be
the primary approach to value an operating company.’

Liquidating Balance Sheet

Nevertheless, we still use one variation of the balance sheet ap-
proach in every valuation, and that is a Liquidating Balance
Sheet. The purpose of this valuation approach is to determine
whether the company is worth more “dead or alive.” By dead,
we mean liquidating the company and turning it into cash. By
alive, we mean valuing the business as a going concern. Nor-
mally we assume that companies have infinite lives as a going
concern, unless there is a specific reason to assume a finite life.
The Liquidating Balance Sheet is our valuation of the company
“dead,” and we compare that to other methods for valuing the
firm “alive.” If the firm is worth more dead, it means you’re bet-
ter off liquidating the firm, investing the cash that remains af-
ter liquidation, and getting a job elsewhere.

To create a Liquidating Balance Sheet, we restate all the
assets and liabilities to their net realizable value if the company
were to liquidate. In doing so, it is necessary to add a liability
to the Liquidating Balance Sheet to measure the cost of per-
forming the liquidation itself. The company will still have to pay
one or more employees to liquidate the company and wind up

7 The balance sheet is often the best approach to value a holding company,
i.e., a firm that owns either other companies or real estate, where the busi-
ness valuator is either supplied with the FMVs of the other assets or uses
other approaches to value them.
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its affairs, and frequently there can be costs to buy out of the
company’s lease. Additionally, there are typically legal and ac-
counting costs of liquidation. (See Table 2.2 in the appendix to
this chapter for an example of a Liquidating Balance Sheet.)

INCOME APPROACH

The Income Approach—also known as the Income-Based Ap-
proach—is “a general way of determining a value indication of
a business, business ownership interest, security, or intangible
assets using one or more methods that convert anticipated eco-
nomic benefits into a present single amount.”®

This is the single best valuation approach. It’s far superior
to using the balance sheet to value an operating company as a
going concern, because it is logical that investors are willing to
pay for anticipated income or cash flows. If a company has sig-
nificant value in its intangible assets—even assets that do not
appear on the balance sheet—the Income Approach, properly
performed, will incorporate the value of those assets. It does so
because those intangible assets have value to the extent that
they produce net income and cash flow, which the Income Ap-
proach includes in its valuation calculations, while the Asset
Approach is likely to miss that component of value and under-
value the firm.

There are three different valuation methods under the gen-
eral category of the Income Approach: Discounted Future Divi-
dends, Discounted Cash Flow, and Discounted Future Net In-
come. In all three, we forecast future returns (profits, dividends,
or cash flow) and adjust the returns for perceived risk and the
time value of money. This adjustment is called discounting,
which I will explain in detail in Chapter 4.

All three of these methods measure income in a different
way, and there are advantages and disadvantages to each.

Discounted Future Dividends

Also known as DFD, this method of valuation only considers the
cash distributions to owners. It ignores cash held by a business

8 International Glossary.
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that could be dispersed to its owners but is not. The DFD method
measures the cash flows at the individual owner level. There-
fore, it is mostly applicable for minority ownership interests.
Valuing such interests are very complex and in the domain of
the professional valuator, and therefore we won’t focus on this
method. In addition, most private firms do not payout dividends,
so the DFD method is not applicable when valuing the whole
firm.

This method could work well for a business that distributes
all or at least most of its income, like Real Estate Investment
Trusts (REITs), which by law must pay virtually all of their
earnings in dividends. However, businesses that pay little or no
dividends are usually undervalued using DFD. For example, Mi-
crosoft Corporation pays no annual dividend, but it has a mar-
ket capitalization of approximately $250 billion.

Discounted Cash Flow and Discounted
Future Net Income

The DCF and DFNI methods are the same techniques applied
to different measures of future economic benefits. The DCF fore-
casts future cash flows and discounts them to present value.
The DFNI forecasts net income and discounts that to present
value. Thus, we can narrow the question of which method is su-
perior down to which measure of future economic benefits is su-
perior: cash flow or net income.
Here are the reasons cash flow is superior:

1. As we will discuss in detail in Chapter 4, cash flow in-
cludes net income, but net income does not include
cash flow. Thus, cash flow is a more complete mea-
sure.

2. In simple down-to-earth language, you cannot pay
your bills with net income, and you cannot deposit net
income in your bank account. Therefore, cash is king
in business, and it is universally recognized in finance
that cash flow is the best basis from which to measure
value.

3. The rates of return that professional business valua-
tors use, and that you will use, are calculated based
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on publicly traded firms, and those are based on cash
flows, not net income.? There are no known rates of
return based on net income. Thus, it is internally con-
sistent to discount cash flows with these discount
rates, and it is inconsistent to use the discount rates
to discount net income.

4. As you will see in the story of “Leonardo Meets the
Snakeman,” below, net income actually can be harm-
ful, whereas cash flow is always beneficial.

There is one disadvantage of discounting cash flow: Fore-
casting cash flow requires the extra step of multiplying our fore-
cast of net income by a percentage called the Payout Ratio, and
calculating the Payout Ratio can be very involved for profes-
sionals. As a result, many business valuators “cheat” and use
DFNI on some assignments. But the DFNI is a flawed shortcut
that almost always leads to mistakes and should not be used.
It trades the convenience of sweeping the conversion of net in-
come to cash flow under the rug for the disadvantages that come
with it.10 Since this book is not for professional business valu-
ators, I teach a reasonable shortcut that one can use in esti-
mating the Payout Ratio.

The following is a true story that dramatically demon-
strates the superiority of cash flow over net income. The names
and a couple of minor factual details are changed to protect the
innocent and the guilty—or is that the good, the bad, and the

ugly?
Leonardo Meets the Snakeman

My friend Leonardo opened a business with a partner,
Victor Snakeman. They both worked in the business

9 See Chapter 5 for further explanation.

10 Tt hides the assumption of the Payout Ratio, which is the percentage of in-
come available to be paid out to the business owners as cash distributions. If
the Payout Ratio is less than 100 percent and the valuator has not adjusted
the discount rates, then he or she has just overvalued the company, because
discount rates (a topic we will cover in Chapter 5) are calculated based on
cash flows of publicly traded stocks. They are not based on net income.
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full-time. Victor Snakeman was the moneyman, so they
were 75-25 percent shareholders in an S corporation.!!

After 10 years, Leonardo was taking home about
$130,000 a year, plus he was due a substantial amount of
profit sharing that was to be distributed “when there was
plenty of money.” Leonardo was on top of the world—at
least as viewed from Australia. Then he walked into
work one day, and Snakeman fired him, changed the
locks, and booted him out.

They spent two years in lawsuits. Leonardo lost. The
judge said it was legal for Snakeman to fire him. His rea-
son for doing so was that income was down and that he
couldn’t afford Leonardo. Interestingly, the year after
Leonardo was fired was the best year the company ever
had, with net income of $1 million.

To add insult to injury, Snakeman paid out cash div-
idends of $5000—probably the minimum amount neces-
sary to make it look like he was not blatantly trying to
wreak his revenge on Leonardo, since there was still
other litigation pending. In the meantime, Leonardo owed
taxes of $25,000 on the net income.

Snakeman was sitting pretty. His salary covered his
living needs and his taxes, so he was able to make the
corporation show the maximum net income possible, gen-
erating the maximum possible tax liability for Leonardo,
who had $5000 to pay $25,000 of income taxes. Obvi-
ously, Leonardo was not sitting pretty. He was facing im-
minent bankruptcy, due to a combination of the taxes, lit-
igation costs, and his other living expenses.

Leonardo was eventually compelled to make an un-
favorable deal to stave off bankruptcy. He received far
less for his stock than the Fair Market Value, which I
had calculated on his behalf. Of course, that transaction
was not taking place at FMV, since the definition of Fair
Market Value says that the buyer and seller are acting

11 An S corporation is taxed primarily like a partnership. There is no corpo-
rate tax. The net income flows through to the shareholders, who are respon-
sible for personal taxes.
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at arm’s length. That implies that the buyer is not pum-
meling the seller with brass knuckles while his hench-
man has him locked in a half nelson.!?

This story illustrates two principles. The first principle—and
the one were concerned with in this chapter—is that cash is
king.13 If the company had been a C corporation instead, Leonardo
only would have been responsible for personal income taxes on
dividends paid to him. Then he would have been fine, even though
the C corporation arguably would be worth less than the S cor-
poration to the collective ownership, because of corporate taxes.!*
Or, if Victor Snakeman were a nicer guy, Leonardo never would
have been dispelled of his illusion that he was on top of the world.

It should be obvious, from this story, that cash flow is more
important than net income. It turns out that net income is the
most important component of cash flow, and it is the starting
point in our calculation of cash flow. The reverse is not true.
Cash flow is not a component of net income.

What’s less obvious from the story, but no less important,
is that in extreme circumstances, net income in the absence of
cash flow actually can be harmful to a business owner.

MORE ON DISCOUNTED CASH FLOW

The advantages to the DCF method are straightforward. Logi-
cally, investors should be willing to pay more for a business with
higher expected cash flows than one with lower expected cash
flows, all other things being equal. Also, investors should be will-
ing to pay more for a business with less risk associated with
achieving the forecast cash flows compared to a firm with the
same expected cash flows but with higher risk.

In general terms, performing a DCF involves the following
four steps:

12 Where was Willie when we needed him? Probably singing, “Suddenly, I'm
not half the man I used to be,” with apologies to the Beatles.

13 This story illustrates a second principle, which comes later in the book, and
that is the need for a discount for lack of control, a.k.a., the minority interest
discount.

14 This is a source of considerable controversy in the valuation profession and
will be the subject of research for years to come.
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1. Forecast cash flows.

2. Discount cash flows to present value. This is the es-
sential valuation arithmetic.

3. Adjust for the level of control, i.e., a control interest or
a minority interest.

4. Adjust for the level of marketability.

The first two steps—forecasting cash flows and discount-
ing them to present value—are fundamental and primary in
valuing your business. In fact, the size of cash flows is the pri-
mary determinant of value. Chapter 3 focuses on forecasting net
income, and in Chapter 4 we will define and analyze cash flow
and explain why it is so fundamental to valuation. In Chapter
5, we will discuss discounting cash flows to present value. The
valuation adjustments in the final two steps, above, are part of
the “fine-tuning” of the valuation and will be discussed in Chap-
ter 8.

For those readers who like to ponder the unity of the uni-
verse, notice that the Liquidating Balance Sheet is also in its
essence a Discounted Cash Flow Method. The difference is the
underlying assumption of whether the business is more valu-
able dead or alive. With the Liquidating Balance Sheet, we are
valuing the business “dead” by assuming we liquidate it and
turn it into cash. The cash flow happens nearly immediately—
usually over a three- to six-month period. Indeed, we may even
discount the liquidating cash flows to present value and use that
valuation for different assets and liabilities on the Liquidating
Balance Sheet, depending on how long it takes to liquidate.

For example, suppose we estimate that it will take one
month to liquidate inventory and three months to liquidate ma-
chinery and equipment, and that each one has the same net re-
alizable value of $300,000. While it is too early in this book to
have developed the financial theory to explain the present value
calculations, please take it on faith at the moment that the pres-
ent value of the inventory is $295,476, while the present value
of the machinery and equipment is $286,633.1° Intuitively, it

15 That is assuming a 20 percent discount rate. In Chapter 4 we cover how to
calculate present value.
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makes sense that even though we expect to receive the same
nominal amount of cash for both assets, it’s the inventory that’s
more valuable. This is because we expect to receive the cash for
inventory two months earlier than the cash we expect to receive
for the equipment, and we can invest the $300,000 cash from
the inventory for two months—which we will not be able to do
for the equipment. Thus, at the end of three months, we should
have $300,000 for the equipment, but more than that for the in-
ventory.

In other words, the curtain that separates the Liquidating
Balance Sheet and the Discounted Cash Flow is much thinner
and more transparent than one would have first thought.

Hybrid Method: Excess Earnings

The Excess Earnings Method is a hybrid valuation method us-
ing the income statement and the balance sheet. It is an infe-
rior method and generally should not be used.'® However, be-
cause it is somewhat mechanical and relatively simple, it
frequently is used, and it’s even unofficially required in valua-
tion for property settlement in divorce proceedings in some ju-
risdictions.

We will only briefly go into this method, but it’s important
to know that it suffers from theoretical and empirical problems
that can produce serious distortions of value if handled im-
properly, and even if handled properly for high-growth firms!
For small, low-growth firms, its weaknesses matter much less.
It is not a tool for a business owner; but be forewarned: If you
are involved in a divorce proceeding and the company being val-
ued is a high-growth firm, it’s extremely important to have a
top-notch business valuator. Too many small practitioners do
not fully understand the limitations and the distortions in val-
uation that this method can produce.

The Excess Earnings Method involves calculating a “nor-
mal” return on tangible assets, then calculating “excess returns”
by subtracting the required return on tangible assets from net

16 Tt requires two discount rates instead of one, and generally neither of them
are empirically observable.
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income. The excess returns are attributable to the presence of
intangible assets. One would then value the intangible assets
by dividing the excess returns by a rate of return between 20
and 100 percent. That means multiples of one to five of excess
returns.

For example, if excess returns are $100,000, then the Ex-
cess Earnings Method calculation of the intangible asset com-
ponent of value would be between $100,000 and $500,000
($100,000/20% = $500,000, and $100,000/100% = $100,000).
That is a huge range of multiples, and there is no empirical ev-
idence of what it should be, since we can only see stock market
returns on entire equity interests in publicly traded companies;
we do not get to see the return on intangible assets. Finally, we
add the value of the intangible assets to the book value of tan-
gible assets to compute the value of the business using the Ex-
cess Earnings Method.

In a divorce, the “in-spouse’s” (spouse who owns the busi-
ness) valuator may be tempted to use the highest possible rate
in order to lower the indication of value (however defined)—thus
having to pay less in a property settlement—while the “out-
spouse’s” valuator may be tempted to do the opposite. Less so-
phisticated valuators rarely have the know-how to demonstrate
that the weighted average cost of capital implied by the final
product may be empirically inconsistent with historical market
returns. If it is a small business, the distortion may not be too
material. The larger the business and the higher its forecast
growth rate, the more important it is to have a sophisticated
valuator.

The reason some courts!? love the Excess Earnings Method
and dislike the Discounted Cash Flow is that former makes no
use of forecasts. It is a mechanical extension of the past. This
eliminates haggling over what is likely to occur in the future,
and overworked judges relish the opportunity to reduce the
grounds for argument and abuse. It is easy to abuse the process
by using unrealistically optimistic or pessimistic sales forecasts,
and it’s clear why judges would prefer not to have to sort through
technical arguments when each side has its own agenda. In the

17 Some divorce courts in particular are known for this.
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real world, it is our perception of the future that drives value,
and sweeping that under the rug is convenient, but it’s not the
most accurate valuation method.

MARKET APPROACH

The definition of the Market Approach—also known as the Mar-
ket Comparison Approach or “Comparable Companies”™—is “A
general way of determining a value indication of a business,
business ownership interest, security, or intangible asset by us-
ing one or more methods that compare the subject to similar
businesses, business ownership interests, securities, or intangi-
ble assets that have been sold.”'® Under the Market Approach,
the most common methods are those of Guideline Companies.
There are two types of Guideline Companies: publicly held and
privately held.

We will spend relatively little space in this book on the
Market Approach, as it has theoretical and practical problems
that render it impractical for most business owners. However,
due to its popularity, I will discuss it briefly, and I provide an
example of the Guideline Public Company Method in the ap-
pendix to this chapter.

Guideline Public Company Method

The definition of the Guideline Public Company Method (which
we'll shorten to GPCM, for convenience) is “A method within
the Market Approach whereby market multiples are derived
from market prices of stocks of companies that are engaged in
the same or similar lines of business, and that are actively
traded on a free and open market.”!® The GPCM works well
when the following conditions exist:

1. The subject company being valued is relatively the
same size as the Guideline Companies. I would feel
uncomfortable if the Guideline Companies are more

18 International Glossary.
19 International Glossary.
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than triple the size of the subject company, although
some professionals feel comfortable with an average
size that is 10 times the subject company.2°

2. There are many Guideline Companies in the same in-
dustry as the subject company. The more the better.
Statistically, there is a huge difference between hav-
ing three or four versus even seven or eight.

3. There is data on historical and/or forecast growth
(forecast is more important) on the Guideline Compa-
nies.

4. The multiples are either very consistent (meaning
they do not vary in magnitude by much) or their vari-
ations can be explained by known factors such as dif-
ferent forecast growth rates.

The less these conditions are met, the less reliable the
GPCM will be. It is ridiculous and dangerous to use public com-
pany multiples, which are typically in the 15 to 33 range for
Price Earnings (PE) multiples, on small, private companies,
which normally should have PE multiples in the 2 to 6 range
unless they are expected to be very high growth firms. Also, re-
member that the stock of publicly traded firms is almost in-
stantly marketable—you can sell today and receive cash in three
days—while ownership of a private firm is very illiquid and re-
quires a discount for lack of marketability to put it on a level
playing field with ownership of publicly traded securities.

Guideline Private Company Method

This is mechanically identical to the Guideline Public Company
Method except the nature and cost of the data that are avail-

20 There are mathematically sophisticated ways that may be able to control
for differences in size, but they are complex and beyond the scope of this book.
See Jay B. Abrams, Quantitative Business Valuation: A Mathematical Ap-
proach for Today’s Professionals, New York: McGraw-Hill, 2001, 46-52. Even
so, these methods do not always work. In regression analysis, I prefer that
the guideline companies be within the range of one-half to twice the size of
each other and the Subject Company, because of heteroscedasticity—correla-
tion of the valuation errors to the size of the guideline companies.
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able and the level of value of the Fair Market Value calcula-
tions are different.2!

Individual private companies do not have the benefit of be-
ing tracked by millions of investors. Suppose your company is
Vaporware, Inc., a software developer. There are no stock ana-
lysts tracking it. The Securities Exchange Commission has no
jurisdiction over it, and its financial statements do not have to
be audited and are not subject to SEC regulation.

There are a few private databases that record sales of pri-
vate businesses. They cost money to obtain, and I don’t think
they’re worthwhile for “quick-and-dirty” valuation purposes. If
you have a legal reason to need a valuation, you’ll probably have
a professional business valuator working for you, and he or she
will have access to at least one of the private transactional data-
bases. I am not much of a fan of any of them, except for valu-
ing very common, prosaic businesses like restaurants. There is
usually too much data that is not present—especially historical
and forecast growth—for them to be useful to me as a profes-
sional. Other professionals disagree. For those of you who are
interested in the business databases, you can see their Web sites
at www.bizcomps.com, www.instbusapp.org/, and www.bvre-
sources.com/. The latter Web site sells several private databases
and offers a single-inquiry option at a fraction of the annual
subscription price.

If you do use a private database, you would perform the
calculations in the same way as in Table A2.1, the Public Com-
pany Method sampled in the appendix to this chapter. The ma-
jor difference is that private databases at least theoretically pro-
vide much more of an apples-to-apples comparison than public
databases. Vaporware is actually a mid-size business, not a
small business. If it had sales of $750,000 instead of $7.5 mil-
lion, it would be the same size as the majority of the transac-
tions in the Institute of Business Appraisers’ database. The
firms in the database have more resemblance to most private

21 The level of value is a concept we will present later in the book. It is part
of the fine-tuning of the valuation, and it deals with the level of control and
marketability of the business interest being valued. It is not part of getting
us in the right ballpark of value to begin with.
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firms than publicly held firms, and the multiples are more rea-
sonable for application to private firms. The sales are of 100 per-
cent interests in illiquid, privately held businesses—most likely
just like yours. In contrast, the multiples of the publicly held
firms are highly liquid minority interests in huge firms with lots
of resources that most privately held firms could only dream of.

However, my disappointing experience is that for most
types of businesses, these transactional databases are still too
small, and consequently they have too few transactions per SIC
(Standard Industrial Classification) code to be of significant help
in the valuation process. Of course, there are exceptions, but
they are exceptions, not the rule. There are further comments
about the disadvantages of this valuation method in the next
section.

Rules of Thumb

Rules of thumb are ad-hoc valuation rules, the sources of which
are almost always unknown. Examples of rules of thumb that
I've heard “on the street” (I always picture some 350-pound guy
in a trench coat, chomping on a cigar, and telling me this in a
Brooklyn accent)?? are: “The business is worth one and a half
times gross.” Or, “It’'s worth three times net plus inventory.”
Continuing the “thumb” metaphor, I like to think of rules of
thumb as “valuation hitchhiking,” with results being about as
safe and reliable as hitchhiking across the country in the year
2004. Just make sure your thumbs are still attached after you've
used one of the rules of thumb. And, of course, you’re likely to
have two left thumbs in using a rule of thumb, and you are likely
to get nailed!

More seriously, if you hear of a rule of thumb for your in-
dustry, use it as a sanity check on the results from a Discounted
Cash Flow valuation. It is not meant to be a primary valuation
method. The reasons for that are (1) It has no basis in financial
theory, and (2) it implicitly relies on averages, e.g., average profit

22 How’s that for being politically incorrect? Actually, my wife is from Brook-
lyn, and she looks good in a trench coat. However, she is nowhere near 350
pounds, and she gave up cigars years ago.
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margins in an industry—and to the extent that the subject com-
pany will vary from the average, the valuation will be inaccurate.

DANGERS OF THE MARKET APPROACH

There are several dangers in using the Market Approach. The
first one is that businesses are more diverse than homes, or even
office buildings, and thus the comparability of businesses is
weaker than real estate. Homes and office buildings all do the
same thing, even if one is a little nicer than the other.

Also, there are hundreds or thousands of homes and office
buildings in the area of almost any real estate that one might
want to value. Usually, dozens of them have sold in the past six
months, and their selling prices and other important data are eas-
ily available. That is not true of businesses. The number of trans-
actions in most of the transactional databases of privately held
firms is in the low thousands. To my knowledge, the Institute of
Business Appraisers has the largest private transactional data-
base, and it numbers less than 20,000 transactions over 20 years
throughout the United States. Remember, that covers hundreds
of Standard Industrial Classification (SIC) codes. My experience
is, if I'm valuing restaurants, there are hundreds of guideline
transactions, although far fewer that are local and recent; but if
I'm valuing a distributor of airplane parts, there are perhaps
three—and none of them are local. So, there are very few truly
comparable transactions in business valuation.

Using the Guideline Private Company Method, my typical
experience has been to find three or four companies in SIC codes
that are reasonably similar to any client. One has net losses,
which makes a PE multiple impossible to use. The other three
have PE ratios of 2, 7, and 35.22 What is one supposed to do
with that? Some valuators grit their teeth and average it, some
delete the outliers and average the remaining Guideline Com-
pany observations. I trust my DCF far more than three highly

23 Large Price Earnings multiples generally arise for one reason—the market
expects high growth from the firm. However, that can happen for positive rea-
sons when the company is doing well and is expected to do even better, or it
can happen for the negative reason that it was barely profitable. In the lat-
ter case, its earnings base is very small, which pushes the PE multiple high.
This is by far the more likely explanation of high PE multiples in private firms.
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disparate business sales. More often than not, I either discard
the GPCM, or I weight it perhaps 5 or 10 percent, at most, in
the final calculation and conclusion of Fair Market Value. When
the private databases contain 100,000 transactions, including
historical and forecast growth for the firms sold, then I will be-
come more enthusiastic about that valuation method.

The second danger of the Market Approach is in using
guideline companies—public or private—that are substantially
different than the subject company. They can be different in in-
dustry, market niche, size, expected growth, and risk (later you
will see that size is an important component of risk). As men-
tioned previously, if the Guideline Companies are significantly
different in size than the subject company, then the answer is
likely to be very wrong in the absence of sophisticated adjust-
ments that are beyond the scope of this book.

In real life there can also be vast differences in risk and
growth rates for companies of similar size. For example, con-
sider two biotechnology companies of a comparable size to pub-
lic biotech firms. Mechanically using the GPCM, they would be
treated the same. But the reality may be that one of them has
five blockbuster drugs almost finishing FDA approval, while the
other has only two not very exciting drugs close to FDA ap-
proval. In this case, using average multiples in the GPCM would
grossly undervalue the company with five blockbusters waiting
to hit the market and grossly overvalue the company with the
two so-so drugs about to enter the market, because mechani-
cally using average multiples is tantamount to assuming that
we should apply the industry average growth to the subject com-
pany being valued.

Failing to adjust for differences in risk can also lead to in-
correct valuations. Suppose that one of the companies is fac-
ing a huge lawsuit and the other is free of such problems. Me-
chanically applying average multiples usually will lead to
wrong valuations. However, detailed research of the Guideline
Companies to understand if company-specific adjustments are
appropriate is a significant task that is time consuming, ex-
pensive, and may not be worth the effort, depending on the sit-
uation. Additional accuracy comes with a cost, and it is wise
to weigh the probable costs and benefits before embarking on
any additional research.
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The third danger in the Market Approach is that it may
well be a case of the blind leading the blind. If you’re using
guideline sales where people made bad deals or especially good
deals, you may get an unrealistic picture of the amount for which
you can sell your business.

Think back to the dot-com boom and bust. The dot-com
company valuations were astronomical, but almost none of them
had positive earnings. So, there was no PE multiple, no price-
to—cash flow multiple, etc. Valuators were using exotic multi-
ples like price-to-R&D, price-to—star scientists, and perhaps
even price-to—employee parking spaces multiples. (That last one
was just sarcastic humor—don’t take it literally.) Valuators were
straining to learn Real Options Pricing to explain the higher
values that Discounted Cash Flow could not explain, and in the
end the market was wrong. At the heart of it, the Internet was
a new phenomenon, and there was a great deal of uncertainty
as to how much companies could make selling over it and pro-
viding Internet services. The entire process was externally
driven. Once people lost sight of the present value of forecast
cash flows, there were no limits on value—until reality set in
and all of a sudden there were limits. That illustrates the dan-
ger of an externally focused valuation approach.

CONCLUSION

In this chapter we have examined and explained the following:

¢ The three valuation approaches.

¢ That methods are specific techniques under an approach.
* Why Discounted Cash Flow is the best single method.

¢ The Guideline Company Methods valuation.

* The Liquidation Balance Sheet Method valuation.

¢ The dangers of the Market Approach.

Now that we’ve concluded the nonquantitative introduction
to the topic of valuing businesses, as explained in the first two
chapters, we will discuss forecasting net income. From there, in
Chapter 4, we’ll go on to converting our forecast net income to
forecast cash flow, which is a precursor to performing a Dis-
counted Cash Flow method valuation.
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In this appendix, we present sample calculations, with accom-
panying tables, for two Valuation Methods we discussed in
Chapter 2: the Guideline Public Company Method valuation and
the Liquidating Balance Sheet Method.

GUIDELINE PUBLIC COMPANY METHOD

Suppose your company is Vaporware, Inc., a software developer.
We would begin to implement the Guideline Public Company
Method by doing a search of publicly held software developers
and find those that most closely match your business. Since their
market capitalization—price per share times the number of
shares outstanding—is their Fair Market Value, we could then
develop mathematical relationships between their FMVs and
various important measures of economic power that can trans-
late into value: gross sales, net income after tax (earnings), cash
flow, earnings before interest and taxes (EBIT); earnings before
interest, taxes, depreciation, and amortization (EBITDA); book
equity, the market value of invested capital (MVIC), etc. The
most commonly known resulting ratio is the Price Earnings (PE)
multiple.

Table A2.1 is a very simple example of using a Guideline
Public Company Method. Suppose we find five guideline com-
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panies that we feel are very similar to Vaporware, Inc. Since
these are software developers, the different companies could be
well-known names such as Microsoft, or they could be lesser
known names. Since Vaporware has sales of $7.5 million, Mi-
crosoft is too large to be an appropriate Guideline Company. In-
stead, we use data from firms in the same size category as Va-
porware, as measured by sales and book value.

The above table contains two sections. In the first section,
Step 1, we develop the valuation ratios, and in the second, Step
2, we apply the average valuation ratios (in real life we fre-
quently make adjustments to the ratios, so we are often not us-
ing unadjusted averages) to Vaporware, Inc. We begin with the
data on the first Guideline Company (GC), i.e., GC 1, which has
a market capitalization of $15 million (cell B9), sales of $20 mil-
lion (C9), net income after taxes of $1 million (D9), and net book
value of $12.5 million (E9).

Next we develop the valuation multiples. The market cap-
italization is the FMV of the firm, which we denote as P, for
price. We divide the $15 million FMV for GC 1 by its sales of
$20 million to calculate a Price-to-Sales multiple (P/S) of 0.750
(F9). Similarly, we divide the FMV by net income and book value
to calculate the Price-to-Earnings (PE) multiple of 15.000 (G9)
and the Price-to-Book Value multiple (P/BV) of 1.200 (H9). Then
we repeat the calculations for the rest of the Guideline Compa-
nies in rows 10 through 13.

Row 14 shows the averages for all of the raw data and cal-
culated ratios. Let’s focus on column F. The high Price-to-Sales
ratio is 1.500 (F'11), while the low is 0.480 (F13), which is less
than one-third of the high P/S ratio. It is fairly common to find
a wide dispersion in ratios, which is one reason why there may
be a lot of inaccuracy in using this method.

In any case, let’s proceed with the valuation in Step 2. In
B19 through B21 we list Vaporware’s sales, net income, and
book value, respectively. In C19 through C21 we list the aver-
age valuation ratios from F14, G14, and H14. We then multi-
ply column B times column C to calculate each variable’s “In-
dication of Fair Market Value.” An indication of FMV is not
necessarily our conclusion of FMV. It is merely the calculation
of FMV using one valuation ratio or one valuation method. Us-
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ing the Price-to-Sales ratio, we multiple Vaporware’s sales of
$7.5 million (B19) times the average P/S ratio of 0.803 (C19,
transferred from F14) to calculate an indication of FMV of
$6,020,000 (D19). We then repeat the same procedure with Va-
porware’s net income and book value in rows 20 and 21, which
result in indications of FMV of $9,482,667 (D20) and $6,640,000
(D21).1

Which is the “right” Fair Market Value? The truth is, none
of them will ever be exact, since valuation is almost always im-
precise. We are financial analysts—whether professional or am-
ateur—dealing with incomplete and sometimes conflicting in-
formation that is changing and evolving over time.

However, even though it will never be divine truth, we still
have to do our best to calculate FMV. Suppose we subjectively
decide—based on education, training, experience, and judg-
ment—that we feel net income is the most important measure,
and the sales and book value are less important. We might se-
lect weights of 25 percent for sales and book value (E19 and
E21) and 50 percent (E20) for net income. We then multiply the
indication of FMV in column D by the weighting in column E
to calculate the weighted (indication of) FMV in column F. Thus,
$6,020,000 X 0.25 = $1,505,000 (D19 X E19 = F19). Similarly,
we do the same procedure in rows 20 and 21. Finally, we add
F19 + F20 + F21 = $7,906,333 (F22).

This is an example of calculating the indication of FMV us-
ing the Guideline Public Company Method. To finish off the val-
uation, we would proceed to calculate the indication of FMV for
each method we use, decide on a weighting among methods, and
calculate the weighted average of those in order to calculate the
our actual opinion of Fair Market Value.? It is also appropriate
to round off the answer to the nearest $1000 or even $10,000,
since it’s ridiculous to pretend that valuation of an operating

L A multiple regression analysis incorporating these independent variables
and forecast growth would be a more sophisticated and accurate means of ap-
plying this approach, but that is beyond the scope of this book.

2 This is very simplified. Professionals would need to adjust for the level of
control and marketability of the interest being valued—topics we will address
later in the book.
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business is so precise that we present our final answer to the
nearest dollar. Thus, we round to $7,906,000 (F23), but it would
be entirely reasonable to round to $7,900,000—and even possi-
bly to $8 million.

LIQUIDATING BALANCE SHEET METHOD

Liquidation valuation is a method that is necessary to use in all
valuations to determine whether the company is worth more
dead or alive. Below, in Table A2.2, column B shows book val-
ues. In column C, we estimate the percentage of book value that
we forecast will be realized in liquidation. It is possible that per-
centage can be over 100%—especially for real estate and mar-
ketable securities, which are the most common assets that ap-
preciate. However, most assets realize less than their book value
in liquidation. Column D is the liquidation value and equals col-
umn B X column C.

A | B c D
1| TABLE A2.2
| 2 | Sample Liquidation Valuation
3
4 | Book Percent Liquidation
5 | Value Realized Value
6 | Cash 30,000 100% 30,000
7 | Accounts Receivable 1,500,000 80% 1,200,000
8 | Inventory 7,000,000 50% 3,500,000
9 | Prepaid Expenses 50,000 50% 25,000
10 | Property, Plant & Equipment 2,000,000 25% 500,000
11 | Leasehold Improvements 150,000 0% 0
12 | Total Assets 10,730,000 NA 5,255,000
13 | Liabilities 300,000 100% 300,000
14 | Cost to Liquidate [1] 0 100,000
15 | Capital 10,430,000 NA 4,855,000
16 | Total Liabilities & Capital 10,730,000 NA NA
17
? [1] Assume 1/2 Year * Salary of $100,000 = $50,000 + expenses of
19| $50,000 = $100,000.
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Usually, the more liquid is the asset, the higher the per-
centage realized. The liquidation value of cash is always 100
percent (C6). It is common for receivables to lose some value
in liquidation, since some customers who know the company
is going out of business will take unfair advantage and not
pay their bills. This is a subjective estimate, as are almost all
of the items in column C. Note that leasehold improvements
rarely have any liquidation value—hence the zero percent
(C11).

The book value of Total Assets in our sample liquidation is
$10,730,000 (B12), while we have estimated liquidation value
of Total Assets to be $5,255,000 (D12). Liabilities typically carry
their book value through, as the company or its owner must still
pay what it owes. If the company has a large loan at interest
rates that are substantially different than current market rates,
then the market value of the liability may be materially differ-
ent than its remaining principal. To value such debt, you will
need to read Chapter 4 and perform a Discounted Cash Flow
calculation on it.

It is necessary to estimate liquidation costs. An orderly lig-
uidation takes more time than a “fire sale.” The liquidator’s time
is an opportunity cost, as are out-of-pocket expenses. He or she
could just abandon the business or do a fire sale and begin work-
ing elsewhere immediately. In this example, we assume the
owner will spend six months to liquidate the business. If the ap-
propriate arm’s length salary is $100,000 per year, a six-month
effort costs $50,000 and is an economic liability of the business.
We further assume it will cost $50,000 in out-of-pocket costs to
liquidate the firm, for a total of $100,000 (D14). The total lig-
uidation value liabilities are $400,000 (D13 + D14). Subtract-
ing that from assets of $5,255,000 (D12) leaves liquidation value
capital of $4,855,000 (D15).

The next step is to compare the value of the business dead
and alive. It is worth $4,855,000 dead (Table A2.2, D15) and
$7,906,000 alive (Table A2.1, F23). Thus, the live value domi-
nates, i.e., Vaporware is worth more as a going concern than it
is in liquidation. This is true even though the book value of eq-
uity, $10,430,000 (Table A2.2, B15) is higher than the Guide-
line Public Company Method valuation.
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If the opposite would have been true, i.e., that its liquida-
tion value were higher than the Income Approach, then the own-
ership should liquidate the firm, and liquidation value would
dominate if we are valuing a control interest. If we’re valuing a
minority interest, it does not have the power to force the liqui-
dation of the firm, and the valuation can get complicated, since
then the valuation will depend on our assessment of the inten-
tions of the control shareholder. That is better left to a profes-
sional appraiser.



Chapter 3

Forecasting Sales and

E.conomic Net lncome

In the last chapter we established that the Discounted Cash
Flow Method is the single best valuation method. The DCF
Method contains three steps: (1) forecasting sales and economic
net income, (2) transforming forecast economic net income into
forecast cash flow, and (3) discounting forecast cash flow to pres-
ent value. In this chapter we will discuss the first of these three
steps, and we’ll go into the others in Chapters 4 and 5, respec-
tively.

It is critical to understand that in business valuation the
past in and of itself is completely irrelevant. Only the present
and the future matter. That being said, however, the past is
usually the best guide to forecast the future.

To begin the process of forecasting economic net income:

1. Analyze historical sales growth—annual and average
growth rates.! Select appropriate growth rates to fore-
cast the future. (For an example of this, see Table
3.1.)

2. Analyze historical income statements and make ad-
justments to economic net income. Calculate average

1 More mathematically sophisticated readers may also want to analyze com-

pound growth rates. We have not included compound growth rates in the text,
due to their complexity.
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and weighted average economic profit margins. Ana-
lyze the time pattern of the margins, and select the

appropriate margin(s) to forecast the future. (For an
example of this, see Table 3.2.)

Then you can forecast sales and economic net income. (After ex-
amining and analyzing the abovementioned tables, we will see
the forecasting in Table 3.3).

HISTORICAL SALES GROWTH

The easiest way to illustrate the historical analysis of sales and
sales growth is by example. Let’s take the (obviously) fictitious
Billabong Boomerang company, a manufacturing firm. It isa C
corporation, and we will assume a 40 percent corporate income
tax rate.

Table 3.1 shows the company’s historical sales and annual
growth for the past five years. In valuation, it is normally best
to have at least five years of historical financial statements for
analysis, and more years is generally better. However, there is
the danger of older results becoming increasingly “stale,” i.e.,
conditions may change, and using data that is too old may
weaken the forecast rather than strengthen it. This is a matter
of judgment.

Sales, which appear in row 6, rose from $10 million in 1998
to $13 million in 2002. Row 7 shows the annual sales growth.

A | B | c | D | E | F | @
1| TABLE 3.1
2 | Billabong Boomerangs
z Historical Sales Growth
|4
5 1998 1999 2000 2001 2002 Avg
6 | Total Sales 10,000,000 | 9,820,000 | 11,150,000 | 12,200,000 | 13,000,000
7 | Annual Sales —-1.8% 13.5% 9.4% 6.6% | 6.9%
Growth
8
z Spreadsheet Formulas:
10 | Cell C7: =(C6/B6)-1
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In 1999, sales declined by 1.8 percent (C7). The average sales
growth for 1998-2002 was 6.9 percent (G7), or approximately 7
percent per year. Growth in 1999 was negative. In 2000 it was
very high, and the last two years show a declining trend. There
is no absolutely clear trend in sales, as there would have been
if sales growth were rising or declining every year. Thus, it is
reasonable to use the average as a starting place to forecast for
2003.

In the absence of information that future sales growth will
be materially different than historical growth, it is reasonable
to forecast sales growth at 7 percent for 2003, 6 percent for 2004
and 2005, and 5 percent thereafter. There is no magic formula
to forecasting sales. It requires sound judgment. It would be rea-
sonable to forecast 6 percent for 2003 instead of 7 percent, and
indeed it would be reasonable to forecast 6 percent for every
year, which would be simpler. However, the downward trend of
sales growth in the last two years indicates that perhaps 5 per-
cent might be a better long-term forecast.

It is important to also switch from thinking about sales in
nominal dollars to sales in constant dollars. Inflation in the
United States has averaged around 3 percent. Therefore, sales
growth of 6 percent in nominal terms means 3 percent for in-
flation and 3 percent real sales growth. As a benchmark, Gross
Domestic Product in the U.S. economy has grown at a compound
average of 3.4 percent from 1947 to 2001.2

ADJUSTMENTS TO HISTORICAL NET INCOME

There are a number of standard adjustments that professional
appraisers typically make to convert historical net income to
economic net income. “Economic net income” and “economic cash
flow” are my own personal terminology. The more standard in-
dustry terms are “adjusted net income” and “adjusted cash flow.”
I use the term “economic” to convey the intrinsic, long-term earn-
ing power of the business, devoid of the effects of discretionary
decisions and infrequent or unusual income or expense items. I

2 My calculations based on data in www.economic-indicators.com/gdphist-
table.xls.
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define “economic net income” as net income with the following
adjustments:

1. Adjust owners’ compensation to arm’s length.

2. Add back discretionary and personal expenses and un-
reported cash receipts.

3. Add back onetime losses and subtract onetime gains.
4. Allocate periodic expenses appropriately.
5. Adjust for nonoperating assets.

We will discuss each of these below.

Adjusting Owners’ Compensation to Arm’s Length

“Arm’s length” refers to financial transactions performed with-
out the influence of bias causing relationships. An arm’s length
salary is the compensation that a company would pay to an em-
ployee no matter who he or she is, based entirely on talent, ef-
fort, and accomplishment.

Family members often are paid more than arm’s length
salaries for tax reasons. For example, a business owner may in-
clude one or more of his children on the payroll, even though
the children do not contribute to the business operations. This
is especially true in C corporations. In such cases, we must re-
duce owners’ compensation to arm’s length, net of entity level
income tax effects, i.e., corporate income tax or LLC income tax,
because if the business only produces enough cash flow to pay
the owners the same salary they would have to pay someone
else to do the same work, then the business is just a job.

A few business owners pay themselves salaries that are
lower than arm’s length in order to make the business “look bet-
ter.” Also, family members may not receive a paycheck, even
though they do provide real service to the business. For exam-
ple, a business owner’s spouse may not receive a paycheck even
though the spouse acts as a bookkeeper, office manager, ad-
ministrative assistant, etc. Obviously, the value of the business
should not vary just because of the owner’s arbitrary decision
how much to pay him or herself and family. In this case we
would increase the owner’s and the family’s compensation to an
arm’s length level.
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Another way of looking at the issue of arm’s length salary
is that if the owners cannot make any more money in their own
business than they could by working for someone else, then the
business has no value as a going concern. You wouldn’t pay
someone else money for the opportunity to work for them. The
employer would pay you.

Adding Back Discretionary Expenses

We add back discretionary expenses—as well as personal ex-
penses and unreported cash— because the owner has the choice
whether to spend this money. Charitable contributions are one
of the two types of common discretionary expenses. However,
not all charitable expenses are the same.

Let’s consider two types of charitable contributions. One
type is apparently discretionary, but not really so. That type is
the donation because one of your clients asked you to support
his or her favorite charity, and you fear that not doing so might
lead to losing the client. The second type of charity is the do-
nations you make of your own free will. These are truly discre-
tionary. A potential buyer of your company would not be able
to eliminate the first type of charitable contributions, but he or
she could eliminate the second type. Also, you could choose to
give personal rather than business checks for such donations.
Therefore it is not only unfair, but also incorrect to penalize the
business valuation by using the lower economic net income with
truly discretionary expenses left in.

We also add back to net income the second type of discre-
tionary expense, which is personal expenses charged to the busi-
ness, e.g., charging flowers for your wife or your personal phone
bills (except to the extent that you make business calls from
home) to the company.

There is one caveat with charging personal expenses to the
business. Even using a purely Machiavellian approach, you
should stop this practice at least three to five years before you
want to sell the company, as buyers are always wary of sellers
trying to pull a fast one on them. They may not believe that
your expenses really are personal, or they may only partially
believe you. This will cause them to discount your claims, and
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you will probably sell your business for less than you otherwise
could without the fun and games.

This caveat applies all the more so to unreported cash in-
come. If you show your valuation analysis with unreported in-
come and/or personal expenses added back to income, you run
the risk that your potential buyer may threaten to report you
to the IRS. Again, all I can recommend is that if you are “hooked”
on living off of unreported income, go to a 12-step program to
come off of it five years before you want to sell your business—
certainly if it’s a more mainstream business.

Certain types of businesses are known for being “cash busi-
nesses,” and they typically sell for rules of thumb such as “x times
gross.” Buyers can never verify expenses and net income. The tax
returns are nearly meaningless. All a buyer can do is verify sales
activity. In relying on the rules of thumb, they assume the busi-
ness will be of average profitability in that industry. I am not rec-
ommending this, but merely reporting what I hear tends to hap-
pen “on the street.” In fact, I have never personally valued any
business of this kind, because they’re typically either too small
or they’re insufficiently legitimate to work with.

Adding Back Onetime Losses

The most common onetime loss is loss from discontinued oper-
ations, such as closing a location, product, or a line of business.
Financial statements that are in accordance with Generally Ac-
cepted Accounting Principles (GAAP) require showing the gain
or loss from a discontinued operation as a separate line item be-
low net income from operations. That should help make your
life easier in knowing how to adjust your financial statements
to show the company’s ongoing earnings capacity.

However, suppose you're analyzing five years of historical
financial statements, and the operation was discontinued in the
third year. The obvious adjustment is to add back that loss in
year three. That leaves years three through five showing your
ongoing earnings capacity. However, years one and two still con-
tain losses that are probably intermingled in your income state-
ments. It is important to add back the losses (or, less likely, sub-
tract the gains) from the discontinued operation that are
included in net income for years one and two.
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Allocate Periodic Expenses

Most expenses occur on a fairly continuous basis. However, there
are some that occur periodically. Examples are moving expenses
and losses from lawsuits. Most companies move locations every
five to ten years, and the move is expensive, and many firms
will have losses from lawsuits. Most small- and medium-size
businesses, however, experience such losses infrequently—per-
haps once every five to 15 years. Therefore, it is necessary to
allocate the expense properly during the period of analysis. We
will cover an example of how to do this in Table 3.2.

Losses from discontinued operations should be allocated as
if they were periodic expenses, if it is your best forecast that
your business will continue to try new products or services, and
some of them will succeed, and some will fail. Then you cannot
say that the discontinued operation is a loss that will never hap-
pen again. This is a more difficult area of financial analysis, and
if it is unclear how to forecast, seek professional help.

Adjusting for Nonoperating Assets

Adjusting for nonoperating assets can be a complicated topic,
and depending on how material the asset is, you might need
professional help to deal with it. If your company owns a non-
operating asset, such as a condo in Aspen used primarily for
personal pleasure, you should remove any expenses paid by the
business on it—for example, mortgage interest—and add the ap-
praised value of the condo to the fair market value of the busi-
ness, whether as an operating entity or in liquidation. If the
condo is an integral, indispensable part of the business because
it generates so much sales activity, then it is an operating as-
set. Because it is complex and unusual, we won’t cover this ad-
justment category in the example in Table 3.2.

HISTORICAL AND ADJUSTED STATEMENTS

Table 3.2 shows the company’s historical and adjusted income
statements for 1998-2002. We will discuss the detail in the first
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year, 1998. The logic of the calculations in the remainder of the
columns is identical to 1998—even if the numbers change.

We begin with sales of $10 million in 1998 (cell B6). Cost
of sales were $6.5 million, leaving gross profit of $3.5 million
(B8). Total expenses were $2.2 million, which leaves net income
before taxes of $1.3 million (B10). So far, all of these numbers
are historical and are merely a listing from the company’s an-
nual income statements.

The next section, from rows 12 to 20, contains our adjust-
ments from historical to economic net income. Before we can ex-
plain these adjustments, you will need some background to the
company.

Constance Billabong, owner of the company, pays herself
$250,000—the total sum of salary, bonuses, pension payments
on her behalf, and any other perquisites—and she pays her son
Bobby $50,000 to sit around and play cards all day. (Maybe she
can hire my son and give him a raise?)? If Connie were to sell
the business to you, you would immediately fire the son (hers,
not mine). You would have to pay someone to do Connie’s work.
It could be you, her, or someone else. The relevant question is:
“How much would you have to pay for someone with Connie’s
skills and efforts, who does not have ownership in the firm, to
do that work?” Let’s say the answer is $100,000 per year in the
year 2002. If so, we adjust net income by adding back hers and
Bobby’s actual salaries and subtracting their arm’s length
salaries.

We add back Connie’s actual total compensation of
$250,000 and Bobby’s $50,000 in B12 and B13, and we subtract
their arm’s length compensation in B14 and B15. Bobby’s arm’s
length compensation is easy—zero (row 15). (Of course, my son’s
arm’s length compensation would be huge. Such genius is rare
to find.)

Connie’s arm’s length salary requires a little more expla-
nation. We show her $100,000 arm’s length compensation in

3 Actually, her son did design one product—a boomerang that does not return.
With his great marketing expertise, he came up with the trademarked name
“The Stick.” (Rim shot, please, maestro.) This is why his arm’s length salary
is zero. It is also why I haven'’t yet revealed my comic talents at amateur night
at The Comedy Store or the Improv.
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2002 in F14, and we have to deflate that number going
backward. We do this by dividing $100,000 by 4 percent per
year. Thus, her arm’s length compensation for 2001 is
$100,000/1.04 = $96,154 (E14), for 2000 it is $96,154/1.04 =
$92.456 (D14), etc., until we reach 1998, which is $88,900/1.04 =
$85,480 (B14). Alternatively, we can calculate 1998 as
$100,000/1.04* = $85,480.

Next we add back charitable contributions, which were
$25,000 in 1998.4 In 2002 the company had a loss of $500,000
(F17) from discontinued operations. Upon investigation, we find
that losses in 1998-2001 from the discontinued operation were
$10,000, $25,000, $20,000, and $15,000, respectively.

The final adjustment in this example is to add back a mov-
ing expense of $25,000 that occurred in 1999. We add that back
in cell C18. Then we estimate that the company will move every
10 years, which means the moving expense should be $2500 per
year, which we subtract in row 19 from all five years of the pro-
forma analysis.

Total adjustments to net income in 1998 are $247,020
(B20), which we add to net income to calculate economic net in-
come before taxes of $1,547,020 (B21). Next we calculate income
taxes at 40 percent,® which are $618,808 (B22), leaving economic
net income after taxes of $928,212 (B23). The economic profit
margin after tax is 9.3 percent (B23/B6 = B24).

The logic of the adjustments in 1999-2002 is the same as
2001, so we will not repeat the blow-by-blow description of each
adjustment. Let’s focus on the economic profit margins in
row 24.

4 Here I mean the truly discretionary charitable contributions, not the forced
kind.

5 If you are a nontax entity, normally you still should calculate a corporate
tax and later add a valuation premium. This is a topic of high controversy in
the valuation profession, and there is no consensus yet. Probably the major-
ity of business appraisers do not add any premium. I disagree with this. In
my opinion the appropriate premium should be in the 15 to 22 percent range.
For small businesses with relatively low values, it is likely that your poten-
tial buyer would be an individual, and it is reasonable to eliminate the cor-
porate tax entirely.



50 PART ONE Business Valuation

The Pattern of Economic Profit Margins

The economic profit margin began at its five-year high of 9.3
percent (B24) in 1998, declined to its low of 5.2 percent in 1999,
then settled into a middling pattern of 7.1, 6.4, and 6.5 percent
in 2000 through 2002, respectively. The significance of this is
to gain insight into how to forecast the future.

When there is a lot of money at stake, it can be worthwhile
to look at a detailed income statement and calculate every ex-
pense item as a percentage of sales for the five years. You would
want to look for material changes in each category over time.
For example, if liability insurance were 2 percent of sales for
1998 through 2001 and suddenly jumped to 5 percent in 2002,
that would scream for investigation. You would want to ascer-
tain if that is a permanent or temporary change and adjust your
financial statements accordingly. However, this level of detail
in financial analysis is beyond most amateurs, and it would
strain the patience of most readers, so we will not do it in this
book.

Instead, we will proceed assuming we do not have any par-
ticular information on how to interpret and forecast the pattern
of profitability. Just looking at the pattern of profitability, it
looks like the “good old days” of 1998, with its 9.3 percent (B24)
economic profit margin, are not likely to be repeated. That ap-
pears to be true of the low time of 1999, with its 5.2 percent
margin. The trend of the past three years is somewhere in the
middle.

Let’s look at two types of averages. A simple average of the
past five years’ economic profit margins is 6.9 percent (G24). A
common method to weight the most recent years most heavily
and the more distant years’ less heavily is to use the sum-of-
years’ digits (SYD) method. Accountants use SYD frequently. We
are analyzing five years of historical data, so we add 1 + 2 +
3 + 4 + 5 = 15. That is, we weight 1998, the oldest year, as 1,
1999 as 2, etc. (row 25). The denominator for the weight equals
the sum of the years added together.® The weights for 1998-2002
appear in row 26 (1/15 = 6.7%, 2/15 = 13.3%, 3/15 = 20%, 4/15 =

6 For analysis of n years, the denominator equals n(n + 1)/2 years.
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26.7%, and 5/15 = 33.3%). The weights always total 100 percent,
as long as there are no mistakes.

We multiply the economic profit margins in row 24 by the
weights in row 26 to calculate the SYD weighted profit margin
in row 27, which adds to 6.6 percent (G27). Thus, the weighted
average profit margin is slightly lower than the simple average
profit margin for the past five years.

Now, which one should we use? In the absence of more spe-
cific information (the type I mentioned above, that can come
from detailed, line-by-line expense analysis), I think the trend
is clear that the weighted average of 6.6 percent is a better fore-
cast of the future than the simple average in this example.

It is possible to calculate other averages. We could, for ex-
ample, calculate an average excluding 1998, which is 6.3 per-
cent (it does not appear in Table 3.2). That appears too low to
me, so I wouldn’t use it. Also, we could average 2000 through
2002, which is 6.7 percent, also not shown in the table. That ap-
pears too high to me.

When there is a clear long-term upward or downward trend,
it makes a lot of sense to use the economic profit margin of the
last year—unless you expect the trend to continue, in which case
you may want to use a more extreme amount. For example, if
the economic profit margins were instead percentages of 9, 8.5,
8, 7.5, 7, and 6.5 for 1998-2002, respectively, then the likely can-
didate for your forecast in the valuation is 6.5 percent. How-
ever, suppose you expect the trend to continue downward and
stop at 5 percent after three years. Then you would want to fore-
cast 6 percent for 2003, 5.5 percent for 2004, and 5 percent for
2003 and beyond. If you prefer to use one long-term growth rate,
I would suggest something like 5.3 percent, because it’s a little
higher than 5 percent but not by much.

In Table 3.2 we do not have a completely clear trend. I
would use the weighted average of 6.6 percent (G27) or perhaps
the 2002 margin of 6.5 percent (F24) for forecasting. As you can
see, this is detailed work, but it is not rocket science. Let’s se-
lect the 6.6 percent.

Forecasting economic net income is probably the greatest
source of valuation error—especially for amateurs. Think ahead
to what may change in the future before you settle on your fore-
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cast. This is the area where an amateur—and occasionally even
a professional—may err by missing something very important.
Perhaps you’ll forget that you will exceed your office space in
two years, which will cost considerably more going forward, or
perhaps you won’t foresee that new competition will squeeze
your margins more, starting next year. When there’s a lot of
money at stake in a transaction, at a minimum you should get
a professional to review your valuation. Even so, you must tell
the professional valuator the trends that you see, since you know
more about your business than he or she does, and your exper-
tise is very important to the valuation process.

FORECAST OF ECONOMIC NET INCOME

Now we’re ready to forecast economic net income. As noted at
the beginning of this chapter, our analyses in Tables 3.1 and
3.2 have led to the forecast in Table 3.3.

In Table 3.1 we see that Billabong Boomerangs had an av-
erage annual sales growth rate of 6.9 percent for 1998-2002, but
annual growth was slowing down in 2001 and 2002. In the ab-

A | B | c | D | E | F
1] TABLE 3.3
2 | Billabong Boomerangs
z Forecast Economic Net Income
|4 |
5 2003 2004 2005 2006 2007
6 | Forecast Total | 13,910,000 | 14,744,600 | 15,629,276 | 16,410,740 | 17,231,277
Sales
7 | Forecast Sales 7% 6% 6% 5% 5%
Growth
8 | Economic Net 918,060 973,144 | 1,031,532 | 1,083,109 | 1,137,264
Income After
Corporate
Taxes
9
10 | Economic Profit 6.6%
Margin
(Table 3.2,
G27)
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sence of any specific market intelligence—and, of course, it is
always preferable to have as much market intelligence as one
can afford to obtain—it is reasonable to forecast sales growing
7 percent in 2003, 6 percent in 2004 and 2005, and 5 percent
thereafter. Remember, 5 percent growth in sales in the United
States is about 3 percent inflation and 2 percent real growth.
This is slightly high long-term growth for a healthy, small- to
mid-size business, as long-term growth in the U.S. has been
about 3.4 percent, and approximately 1 to 2 percent of that
growth would have come from new businesses, net of bank-
ruptcies.

We begin with sales in 2003, which we forecast as 1.07 (1 +
B7) x $13,000,000 (2002 sales, per Table 3.1, F6) = $13.91 mil-
lion (B6). Our forecast for 2004 equals $13.91 million X 1.06 =
$14,744,600 [B6 X (1 + C7) = C6]. The sales forecast for the re-
maining years follows the same pattern as the 2004 forecast.

Our forecast of economic net income is merely the sales
forecast in row 6 times the economic net profit margin of 6.6
percent (B10, which we calculated in Table 3.2, G27). Thus, our
forecast of economic net income after corporate taxes is $918,060
(B8) in 2003, and rises every year to $1,137,264 (F8) in 2007.7

CONCLUSION

In this chapter we began our dive into the quantitative side of
business valuation. We analyzed historical sales, discussed and
demonstrated how to forecast economic profit margins, and dem-
onstrated how to forecast economic net income.

In the next chapter you will learn how to calculate cash
flow and, hopefully, how to manage it as well.

7 If you forecast economic net income is such that income tax rates vary by
year, as will happen if economic net income is between $100,000 and $335,000
for a C corporation, then it is better to forecast pre-tax economic net income
and apply the appropriate tax rate year-by-year.



Chapter 4

Defining and Measuring

E.conomic Cash Flow

In Chapter 2, we established the Discounted Cash Flow (DCF)
Method as the single best valuation method. In Chapter 3, you
learned how to forecast sales and economic net income. The fo-
cus of this chapter is defining and measuring cash flow. As cash
flow is a somewhat complex topic, we will proceed in gradual
steps of increasing complexity:

* A shortcut definition of cash flow

¢ Net working capital

* The complete cash flow definition

¢ Economic cash flows

* Required cash and net working capital
* Payout and Retention Ratios

Ultimately, you will learn a simple method to convert your
forecast of net income to a forecast of cash flow.

CASH FLOW: THE SHORTCUT EQUATION

Our shortcut definition of cash flow can be expressed in the fol-
lowing equation:

54
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Cash flow = Net Income + Depreciation — Capital
Expenditures — Increases in Noncash Net Working Capitall

Let’s analyze this definition and understand it. In spite of
net income’s limitations, which we detailed in Chapter 2, it is
the beginning of our calculation of cash flow.

Net income is the engine powering cash flow. Although a
company temporarily could have positive cash flow with zero or
negative net income, this is not sustainable in the long run. This
is because the only way positive cash flow can be created with-
out positive net income is by depleting current and fixed assets.?

If you use ordinary net income in the above equation, then
the equation produces ordinary cash flow. If you use economic
net income, it produces economic cash flow.

The next two terms after net income are depreciation and
capital expenditures. These two items really form one unit. To-
gether they account for the changes in cash resulting from
changes in the fixed assets of the business. Depreciation ex-
pense® is a deduction from net income, but it is a noncash ex-
pense. Since no cash actually changes hands, we must add back
depreciation. Capital expenditures are the mirror image of de-
preciation. They do not appear on the income statement, yet
they are a use of cash. Therefore, we must subtract capital ex-
penditures from net income in calculating cash flow.

Even in a stagnant business, the dollar amount of capital
expenditures will outpace depreciation by the average amount
of price increases separating the two, and this is a drain on cash.
For example, if you need to replace the machine that you bought

LIf any of the items are negative, we add the negative amount. For example,
if noncash net working capital decreased by $10,000, then we subtract a neg-
ative $10,000, which is the same as adding $10,000 to cash flow.

2 I'm referring to cash flow as defined in the shortcut equation. A complete
cash flow equation will indicate that there are other ways to create positive
cash flow, e.g., increases in long-term debt, sale of new equity, sale of fixed
assets, etc.

3 Amortization expense operates in the same way as depreciation. For sim-
plicity, we will discuss only depreciation, but in fact it is depreciation and
amortization that we add back in calculating cash flow.
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five years ago for $1000, last year’s depreciation expense would
have been $200 ($1000 + 5-year life). However, the next ma-
chine, assuming 3 percent per year growth in equipment cost,
will cost $1159. Thus, capital expenditures “run ahead” of de-
preciation by the price increases in the equipment, which itself
is mostly driven by inflation in the U.S. economy.

This is all the more true for a growing business, where cap-
ital expenditures will exceed depreciation by the inflationary
rise in prices and the real increase in the amount of property,
plant, and equipment (PP&E) the business will buy. For a busi-
ness in decline, capital expenditures may be greater than, equal
to, or less than depreciation, depending on the degree of the de-
cline. Later in the chapter, I will explain how to easily forecast
the difference between capital expenditures and depreciation ex-
pense.

Increases in net working capital, the final term in the short-
cut equation, are an adjustment that accounts for the cash drain
of increasing current assets (receivables, inventory, etc.) more
than current liabilities (accounts payable, short-term notes
payable, accrued salaries, etc.). As businesses grow, they need
to stock more inventory, extend more credit to customers (this
means more receivables), and maintain larger cash balances to
pay bills. Increasing these current assets requires cash. This
cash can come from sources of debt, like suppliers (accounts
payable), banks (notes payable), or it can come from the com-
pany’s own pockets, i.e., from its profits.

NET WORKING CAPITAL

Let’s begin by illustrating the dynamics of changes in net work-
ing capital. Suppose your sales increased from $1.2 million per
year ($100,000 per month) in 2001 to $1.5 million per year
($125,000 per month) in 2002. Let’s also suppose that your cus-
tomers pay their bills in 30 days, on average. Then your ac-
counts receivable should have increased from $100,000 on De-
cember 31, 2001, to $125,000 on December 31, 2002, i.e.,
receivables increased $25,000. If you use accrual based ac-
counting, you will be showing all of your sales, but you did not
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collect $25,000 of those sales.* Thus, using the shortcut equa-
tion above as our starting point to calculate cash flow, net in-
come overstates cash flow by $25,000, and we have to subtract
it to calculate cash flow. Accounts receivable is part of net work-
ing capital, and therefore the increase in receivables is part of
the increase in net working capital in the equation.

Let’s look at inventory. If inventory increases, let’s say,
$50,000, that increase does not show up in net income, as we
have not yet sold the inventory. But we did have to use cash to
buy it. Therefore, we would have to subtract the $50,000 from
net income to calculate cash flow.

Now let’s look at the right-hand side of the balance sheet.
Increases in liabilities are a source of cash. Increases in accounts
payable are an increase in cash flow, because we have bought
inventory or services on credit, but we have not paid for them
yet. Or, if we borrowed (short-term) money from the bank, the
increase in the current liability indicates that we increased our
cash. Thus, if your supplier finances the $50,000 purchase of in-
ventory with credit, you will have a corresponding $50,000 ac-
counts payable, which is a source of cash. In this case, the
$50,000 use of cash from the increase in inventory and the
$50,000 source of cash from the increase in accounts payable
will cancel each other out, for a net zero effect.

It is important to note that we add only the increase in the
balance sheet items, i.e., the net working capital (if they de-
crease, then we subtract them), while we add the full amount
of depreciation expense and subtract the full amount of capital
expenditures.

Effect on Cash Flow

A business with large working capital needs will generally have
larger changes in net working capital. These larger changes will

4 If your accounting is cash basis, then accounts receivable and accounts
payable always equal zero, and you might think that this is a “free” ticket to
not lowering cash flow. That is not true, however, since your net income on a
cash basis will be lower than on an accrual basis, because you are not record-
ing sales made but not paid for. Thus, cash flow is identical regardless of your
choice of cash or accrual accounting.
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have a more profound influence on a company’s value, because
the net working capital component of the cash flow equation will
be larger. On the flip side, a business with small working cap-
ital requirements will usually have small changes in net work-
ing capital, and consequently its net income will more closely
approximate cash flow. By reviewing the typical items that com-
prise net working capital, we will gain insight into which types
of firms will tend to have high versus low net working capital.

The typical current assets are cash, accounts receivable,
and inventory. The typical current liabilities are accounts
payable and other accrued liabilities. Firms with high net work-
ing capital as a percentage of sales will be those with a high
percentage of current assets to sales and a low percentage of
current liabilities to sales. Let’s clarify which types of businesses
will have high or low net working capital requirements:

1. Firms with high net profit margins will have a low
percentage of costs and expenses to sales. Therefore
their required cash as a percentage of sales will tend
to be low, which leads to a lower required net working
capital as a percentage of sales, which means smaller
increases in net working capital as the business
grows. This, in turn, raises the value of the business.
Of course, the converse is true. Low margin firms will
tend to have higher required net working capital as a
percentage of sales, which leads to larger increases in
net working capital as the business grows, and this
decreases the value of the firm.

2. Considering the effects of credit policies:

a. If your credit policies match those of your suppli-
ers—e.g., both bill net 30 days—then your receiv-
ables and payables have the same cycle, and the
difference between the two will be based only on
your gross profit margin.? Firms with high gross

5 It will also depend on how fast you pay your suppliers versus how fast your
customers pay you. If you pay your suppliers, on average, in 28 days, and your
customers pay you in 32 days, that will tend to increase receivables and de-
crease payables, which increases required net working capital. In other words,
the actual deviation from the credit policies affect the size of net working cap-
ital, but usually not by much.
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margins will have relatively higher receivables than
payables, and thus required net working capital
will be higher, which lowers the valuation. This
seems counterintuitive, but such a firm will “make
up” for that in higher net income. Thus, a high
gross profit margin is still desirable, even if it in-
creases net working capital.

b. If your credit policies are more lenient than your
creditors’ policies—e.g., you give your customers
60 days to pay, while your creditors give you an
average of 30 days—then your receivables will
tend to be that much higher than your payables,
and required net working capital is higher. As
sales grow, this gap will grow in dollars. In addi-
tion, this gap will increase as a business adopts
more lenient credit policies. Of course, a business
owner with such a policy should be experiencing a
corresponding increase in business and profitabil-
ity to offset the negative effect on cash flow. If not,
then it is time to change the policy. (See Jim
Ward’s chapter on my Web site for managing
cash flow.)

c. The opposite is true if your credit policies are less
lenient than your creditors, e.g., you give 30 days
and they give you 60 days. This would lead to a
smaller required net working capital as a percent-
age of sales. In this case, working capital require-
ments will not be a significant drain on profitability
as sales grow.

3. If you are a service business, your “accounts payable”
is not really money owed to suppliers (of raw materi-
als or products), it is salaries payable to your employ-
ees. There’s probably not much you can do to change
the “credit policy” on wages significantly. Probably the
best you can do is pay your employees every two
weeks instead of every week. Few employees are will-
ing to work for employers that pay as infrequently
even as once per month. That leaves your credit policy
as the major variable in determining required net
working capital.
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4. Firms with high inventory tend to have high required
net working capital, and the opposite is true of firms
with low inventories. Thus, product-based firms will
tend to have higher required net working capital,
larger changes in net working capital, and less cash
flow than service based firms with similar sales and
profitability.

CASH FLOW: THE COMPLETE EQUATION

The shortcut equation teaches us that cash flow is equal to net
income with adjustments for the cash costs of fixed assets and
increases or decreases in required net working capital. For your
own internal planning and amateur valuations, that equation
is probably adequate. Depending on the nature of the business
and the purposes of the valuation, however, a more complete
cash flow equation may be necessary.

The equation below includes all operating, investing, and
financing transactions that affect cash flow. It is rather long,
but it’s useful in acquiring a more complete understanding of
cash flow.5

Cash Flow = Net Income + Depreciation — Capital
Expenditures — Increase in Required Net Working Capital +
Cash Received for Sale of Fixed Assets — Gain on Sale of
Assets + Increase in Long-Term Debt + Sale of Stock —
Purchase of Stock — Dividends Paid

The first three terms on the right-hand side of the equa-
tion are the same terms as in the shortcut equation, so let’s look
at the additional terms and try to understand them.

Cash received from the sale of fixed assets is not included
in net income, yet it is a source of cash, and hence we must add
it to net income to calculate cash flow. The gain on sale of fixed

6 For a detailed mathematical derivation, see “Cash Flow: A Mathematical
Derivation,” Valuation, January 1994. To download, go to www.abramsvalu-
ation.com, select “Articles,” then “Articles in .pdf.” Quantitative Business Val-
uation, Chapter 1, contains a slightly more extensive derivation and expla-
nation.
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assets is the mirror image term, since it is included in net in-
come, yet it is not a source of cash. (In that sense it is like de-
preciation in its relationship to capital expenditures, and indeed
is the mirror image.) Since the gain on the sale is included in
net income, now we must subtract it from net income to calcu-
late cash flow. If the company experienced a loss on its sale of
fixed assets, then it reduced net income, but it does not reduce
cash flow and hence you must add it back to calculate cash flow.
Increasing long-term debt and selling stock in the company are
sources of cash, while purchasing stock back from shareholders
and paying dividends are uses of cash.

From this longer equation, we can understand why the
shortcut equation is useful and usually sufficient. If a business
does not have any equity transactions, sale of assets, or in-
creases in long-term debt, then the long equation becomes the
shortcut equation. Sales of assets and the related gains or losses
are normally immaterial in amount, and most businesses other
than venture capital-backed startups are not selling or buying
equity on a regular basis.

Also, we can see why net income is the only long-term
source of cash flow that provides a stable existence for a busi-
ness. While increasing debt is a short-term source of cash, and
it creates an immediate positive cash flow, debts have to be paid
back, and they create a long-term negative cash flow. While sell-
ing stock creates an immediate cash inflow, it dilutes ownership
of the firm, and the original shareholders will receive a smaller
portion of future profits. Thus, net income is the only safe source
of cash flow in the long run.

Nevertheless, it is important to manage all of the elements
of cash flow on a regular basis. There are times when it’s ap-
propriate to borrow or sell stock. These actions must be done
with wisdom and should not be viewed as a cheap panacea to
generate cash.

DEFINING ECONOMIC CASH FLOW

For valuation purposes, we need to calculate “economic cash
flow,” which I define as ordinary cash flow with the following
adjustments:
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¢ Use economic net income instead of ordinary net income
in the shortcut and fuller cash flow equations.

¢ Use “required cash” in the calculation of required net
working capital.

We already covered the first point in Chapter 3. We will
discuss the second point next.

Using Required Cash

In valuation, it is very important to distinguish between re-
quired cash and “free cash.” The former is cash that is neces-
sary for paying the company’s bills (of all types—for inventory,
payroll, overhead, etc.) and is properly included in net working
capital. Free cash, on the other hand, is the amount of cash the
company holds above what is necessary for paying its bills. In
other words, it’s the cash available to distribute as dividends—
whether or not the company chooses to do so.

For example, if you forecast cost of sales and total expenses
to be $1.2 million next year, that equals $100,000 per month. It
is reasonable to expect that at any time, you should have cash
in your checking account equal to about 5 to 10 days of expen-
ditures—let’s say 10 days, which is one-third of one month.?
That means maintaining an average checking account balance
of about $33,000. This amount is unavailable for distribution to
shareholders as dividends, and you should include it in your cal-
culation of net working capital.

It follows that any cash you have above the $33,000 for the
first forecast year is potentially available for distribution as div-
idends. If you mistakenly include all cash that you have main-
tained historically as part of your forecast of required net work-

7 There is no magic number. This is strictly a matter of judgment as to what
is a reasonable amount of cash to keep in the checking account. From a val-
uation standpoint, the ideal is to keep only as much as necessary to be able
to pay the bills smoothly without running out of cash. Keeping any cash above
that on a regular basis is a waste, since it either should be invested in pro-
ductive assets (PP&E or in people) or paid as dividends to the shareholders,
whose present value of their investment rises when they receive dividends
sooner than later.
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ing capital, you’re likely to end up with a zero value coming out
of your Discounted Cash Flow analysis, because your required
net working capital will appear to “suck up” all cash the com-
pany will ever produce.

Calculating Economic Cash Flows

It is easiest to illustrate the calculation of economic cash flows
by example. As in Chapter 3, we will use Billabong Boomerangs
for our examples. We adjust cash flows to economic cash flows
in Table 4.1A. Some of this will be a repeat from Chapter 3;
however, we will use the numbers in different ways here.

In Table 4.1A, we begin with net income before taxes of $1
million (cell B5). From this, we subtract $400,000 (B6) of cor-
porate taxes to arrive at net income after taxes of $600,000 (B7).
We add back depreciation expense of $75,000 (B8)8 and subtract
capital expenditures and the increase in net working capital of
$125,000 (B9) and $50,000 (B10), respectively, to calculate the
cash flow of Billabong Boomerangs of $500,000 (B11).

Now we make the adjustments to arm’s length salaries. We
add back Connie’s and Bobby’s actual salaries of $250,000 (B13)
and $50,000 (B14), and we subtract their arm’s length salaries
of $100,000 (B15) and zero (B16). The net adjustment is to add
back $200,000 (B17) to economic cash flow. However, if we were
to add that back to net income, the company would have been
taxed an additional $200,000 X 40% = $80,000 (B18), so the
net addition is $120,000 (B19). Thus, economic cash flow is
$500,000 + $120,000 = $620,000 (B11 + B19 = B20).

There is an alternate calculation in the bottom half of the
table that, besides verifying this result, also will enable us to
calculate the Payout Ratio.? In Section 2 we repeat net income
before taxes of $1 million from B5 in B23. We add back the
$200,000 (B24, which comes from B17) of excess compensation,
for economic net income before taxes of $1,200,000 (B25). We

8 It was already included in expenses—the detail of which is not shown in this
table—that are part of the calculation of the $1 million net income before
taxes.

9 The Payout Ratio is the percentage of net income distributed to owners.
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A | B c
1] TABLE 4.1A
| 2 | Calculation of Economic Cash Flow, Net Inc & Payout Ratio
3
4 | Section 1: Calculation of Economic Cash Flow
5 | Net Income Before Taxes 1,000,000
6 | Income Taxes (400,000)
7 | Net Income After Taxes 600,000
8 | + Depreciation Expense 75,000
9 | — Capital Expenditures (125,000)
10 | — Increase in Net Working Capital (50,000)
11 | Cash Flow 500,000
12 | Adjustments
13 | + Connie’s Actual Comp 250,000
14 | + Bobby’s Actual Salary 50,000
15 | — Connie’s Arm’s Length Salary (100,000)
16 | — Bobby’s Arm’s Length Salary -
17 | Total Adjustments 200,000
18 | Less Tax Effects of Adjustments (80,000)
19 | Adjustments, After Tax 120,000
20 | Economic Cash Flow $620,000 86.1%
(B11+B19) | ECF/Econ Net Inc (B20/B27)
21
22 | gection 2: Calculation of Economic Net Income
23 | Net Income Before Taxes (B5) 1,000,000
24 | + Total Adjustments (B17) 200,000
25 | Economic Net Income Before Taxes (B23+B24) 1,200,000
26 | Income Taxes (B25 * 40%) (480,000)
27 | Economic Net Income After Taxes (B25 + B26) 720,000 100.0%
28
29 | Section 3: Calculation of Payout Ratio
30 | Capital Expenditures (B9) 125,000
31 | — Depreciation (B8) (75,000)
32 | + Increase in Net Working Capital (B10) 50,000
33 | Total Income Retained | Retention Ratio 100,000 13.9%
(B33/B27) [1]
34 | Economic Cash Flow (B27-B33) | Payout Ratio 620,000 86.1%
(B34/B27)
3_5
ﬁ [1] Per Equation [9] in the article, “Forecasting Cash Flow: Mathematics of the Payout Ratio,”
37

Jay B. Abrams, Retention Ratio = [ (Cap Expenditures — Depr) + Increase in NWC] / NI
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A

TABLE 4.1B

2 | Calculation of Payout Ratio-With Unadjusted Income & Cash
_|Flow [1]

3

4 | Section 1: Calculation of Cash Flow

5 | Net Income Before Taxes 1,000,000

6 | Income Taxes (400,000)

7 | Net Income After Taxes 600,000

8 | + Depreciation Expense 75,000

9 | — Capital Expenditures (125,000)

10 | — Increase in Net Working Capital (50,000)

11 | Cash Flow 500,000

12 | Adjustments

13 | + Connie’s Actual Comp —

14 | + Bobby’s Actual Salary -

15 | — Connie’s Arm’s Length Salary -

16 | — Bobby’s Arm’s Length Salary -

17 | Total Adjustments -

18 | Less Tax Effects of Adjustments -

19 | Adjustments, After Tax -

20 | Cash Flow (B11 + B19) | CF/Net Inc (B20/B27) $500,000 83.3%
21

22 | Section 2: Calculation of Net Income

23 | Net Income Before Taxes (B5) 1,000,000

24 | + Total Adjustments (B17) -

25 | Net Income Before Taxes (B23 + B24) 1,000,000

26 | Income Taxes (B25 * 40%) (400,000)

27 | Net Income After Taxes (B25 + B26) 600,000 100.0%
28

29 | Section 3: Calculation of Payout Ratio

30 | Capital Expenditures (B9) 125,000

31 | — Depreciation (B8) (75,000)

32 | + Increase in Net Working Capital (B10) 50,000

33 | Total Income Retained | Retention Ratio (B33/B27) [2] 100,000 16.7%
34 | Cash Flow (B27-B33) | Payout Ratio (B34/B27) 500,000 83.3%
35
E [1] This table is identical to Table 4.1A, except the adjustments in
3_7 B13 through B16. Thus, we calculate the Payout and Retention Ratios for ordinary in-
? come and cash flow, not economic income and cash flow.
39 |
H [2] Per Equation [9] in the article, “Forecasting Cash Flow: Mathematics of the Payout Ratio,”
41 Jay B. Abrams, Retention Ratio = [ (Cap Expenditures — Depr) + Increase in NWC] / NI
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subtract income taxes at 40 percent of $480,000 (B26), which
leaves economic net income after taxes of $720,000 (B27).

In Section 3 we add capital expenditures and the increase
in net working capital and subtract depreciation expense, which
is our shortcut calculation of income retained according to the
shortcut equation. Those three items add up to $100,000 (B33).
The income retained of $100,000, divided by economic net in-
come of $720,000 (B27), is the Retention Ratio of 13.9 percent
(C33). Subtracting the income retained of $100,000 from eco-
nomic net income of $720,000 leaves us with economic cash flow
of $620,000 (B34). The Payout Ratio is the $620,000 economic
cash flow divided by the $720,000 economic net income, or 86.1
percent (B34/B27 = C34).

Table 4.1B is identical to Table 4.1A, except we work with
ordinary net income and ordinary cash flow. All of the adjust-
ments to economic net income in rows 12 through 17 are miss-
ing. This table demonstrates that the Payout Ratio formula
works even when using ordinary net income instead of economic
net income, since the result of 83.3 percent in cell C34 equals
the result in C20.

PAYOUT AND RETENTION RATIOS

We can derive cash flow from net income in an alternate format,
i.e., as a percentage adjustment to net income. Usually this will
be a much easier calculation than forecasting all the elements of
cash flow, i.e., depreciation, capital expenditures, and net work-
ing capital changes. For valuation purposes, the Payout Ratio
(POR) is the portion of net income that can be distributed to own-
ers—ideally without impairing operations.!® The portion of net
income required for operating and growing the business is called
the Retention Ratio (RR), which equals one minus the Payout Ra-
tio. In algebraic form, we can calculate cash flow through the Pay-
out Ratio, as shown in the following equations:

10 In calculating the Payout Ratio historically, it is simply dividends paid di-
vided by net income. Even if the owner did impair operations by paying out
too much in dividends, one does not distinguish whether or not operations
were impaired. However, for valuation purposes, in forecasting ahead, we con-
sider only the dividends that can be paid without impairing operations.
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CF = NI X POR

Where CF = Cash Flow, NI = Net Income, and POR = Payout
Ratio

CF =NI X (1 - RR)

Where 1 — RR = POR

Since both of these equations calculate cash flow, they are
both equivalent to the shortcut equation. I will assume you un-
derstand net income, so we need to understand the Payout Ra-
tio and the Retention Ratio.

The Retention Ratio is the percentage you withhold from
net income for the maintenance and growth of the business. Let’s
consider the investment needs of a stagnant business. Suppose
Connie’s boomerang business has no real growth. It sells the
same number of boomerangs year after year, has the same num-
ber of employees, etc. Sales and probably wages will show only
inflationary growth, which has been approximately 3 percent
per year in the United States. Such a business will not need
much new equipment. It can probably do with just replacing ex-
isting equipment when it wears out. Thus, in our shortcut equa-
tion, capital expenditures will only exceed depreciation expense
by growth in the costs of boomerang carving equipment. If we
forecast the business to decline, then if it declines by just the
inflationary difference, capital expenditures will equal depreci-
ation expense in dollars. If it declines by more than that, capi-
tal expenditures will be less than depreciation expense.

On the other hand, an expanding business will require cap-
ital expenditures in excess of depreciation expense for two fac-
tors: the inflationary increase in prices, and the real increase in
the amount and quality of machinery in the business.

Payout Ratios of Publicly Held Firms

There is a logical connection between the Retention Ratio and
the growth of the business. The faster you expect your business
to grow, the larger the percentage of net income you’ll need to
retain in order to fuel that growth. As a benchmark, the Divi-
dend Payout Ratio = (1 — RR) for publicly held firms was 47 per-
cent at the beginning of 1926 and decreased to 32 percent by



68 PART ONE Business Valuation

the end of 2000.! However, a new working paper by Boudoukh,
et al.12 suggests that stock repurchases have taken up the slack
for the drop in the Payout Ratio. This means that publicly traded
firms retain on average 1 — 47% = 53% of their income for cash
flow and growth. Publicly held firms experienced an average
growth of approximately 6 to 8 percent, which is much faster
than private firms—certainly due to their much larger Reten-
tion Ratio and greater business opportunities.13

Growth in cash flows is not the same as sales growth. Of-
ten during periods of high sales growth, the firm’s profit mar-
gin declines. Thus, it is not only possible but common to find
high sales growth coupled with stagnant profits and cash flows.
The cash flows of most healthy privately held firms grow from
1 to 6 percent per year. The 1 percent nominal growth is really
a 2 percent decline, after subtracting 3 percent for inflation,
while the 6 percent growth represents 3 percent for inflation
and 3 percent real growth. It is a rare privately held firm that
can reasonably be expected to grow forever at an average rate
of 8 percent per year. That rate is more typical of a young firm,
especially one with a very exciting or unusual product.

It’s important to note that it is growth in cash flows—not
growth in sales—that count in valuation. If sales grow by 15
percent per year but the business is losing its profit margins
and cash flows decline, it is the decline in cash flow that we use
in our valuation formula, not the increase in sales.

11 Roger G. Ibbotson and Peng Chen, “The Supply of Stock Market Returns,”
Yale ICF Working Paper No. 00-44, page 7 and Figure 4.

12 Boudoukh, Jacob, Roni Michaely, Matthew Richardson, and Michael R.
Roberts, “On the Importance of Measuring Payout Yield: Implications for Em-
pirical Asset Pricing,” available on the Social Science Research Network, 12/16/03.
13 According to Ibbotson and Chen (cited above), page 5, equation 6, geomet-
ric average capital gains in the public equity markets from 1926 to 2000 were
3.02 percent in real terms and approximately 6.2 percent in nominal terms.
Arithmetic returns are always higher than geometric returns, and the former
is the correct measure for valuation purposes. This suggests nominal capital
gains of approximately 7 to 8 percent. The author wishes to thank Dr. Shan-
non Pratt for pointing out new research by Roger Grabowski using two-year
instead of the traditional one-year arithmetic average returns that suggests
that the arithmetic averages may be even slightly lower, perhaps 6 to 8 per-
cent (see Dr. Pratt’s editorial in Business Valuation Update, November 2003).
Income returns in the Ibbotson and Chen article were 4.28 percent.
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Calculating the Payout Ratio

There are two ways to calculate the Payout Ratio: the easy way,
which is using a benchmark guesstimate of the Payout Ratio,
and the more technical way, which is my own invention and
should be more accurate and firm-specific. However, my way is
far too mathematical for all but the most quantitative readers.!*
Thus, we will stick to the easy way.

Moskowitz and Vissing-Jorgensen!® guesstimate an aver-
age 60 percent Payout Ratio for privately held C corporations
and 80 percent for privately held S corporations and other non-
tax entities. MVJ emphasize that external financing is more ex-
pensive for privately held C corporations than for publicly held
C corporations, because of their smaller size. They further state
that the nontax entities tend to be smaller yet, and external fi-
nancing should be even more expensive for them than for the
larger, privately owned C corporations. However, counterbal-
ancing this is the likelihood that the smaller, nontax entities
probably have fewer growth opportunities than the larger firms,
which is why they assume a lower retention.

It is clear from reading between the lines in their article that
the main determinants in the earnings retention decision are size
and cost of external financing, not the form of organization. Thus,
a one-person C corporation should retain as little—and pay out
as much—as a sole proprietorship with no employees.

I have valued no-growth clients with historical Payout Ra-
tios as high as 99.8 percent. On the other hand, high-growth
startup firms typically have net losses for one to two years, and
then need to retain all of their net income for the next several
years before they have a positive Payout Ratio. Thus, the Pay-
out Ratio is often zero—or at least very low—until the company
matures. It is important to use common sense. The bottom line
is that the higher your forecast growth rate, the lower your Pay-
out Ratio should be, and vice versa.

HInterested readers should refer to Jay B. Abrams, “Forecasting Cash Flow:
Mathematics of the Payout Ratio,” Business Valuation Review, June 2003,
available on www.abramsvaluation.com in “Articles.”

15 Tobias J. Moskowitz and Annette Vissing-Jorgensen, “The Private Equity
Premium Puzzle,” American Economic Review, September 2002, vol. 92, no.
4. See especially page 755, second column.
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TABLE 4.2
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Benchmarks for the Payout Ratio

Firm Size, Type, and Growth

Long-Run Growth

Payout Ratio

Large public firms (all C corporations)

Large private firms

Small to medium private firms—moderate
growth

Small to medium private firms—no growth

6 to 8%
5 to 8%
3 to 4%

0%

32 to 47%
60%
80%

90 to 99%

Table 4.2, summarizes the various benchmarks we dis-
cussed in the chapter and should help you select a reasonable
Payout Ratio, given your forecast of growth.

The estimates in the long-run growth rate column are based
on my experience. Only the 6 to 8 percent growth figure for large
public firms is primarily a fact, and even that requires a
guesstimate of the difference between the arithmetic and geo-
metric growth rates. Thus, though the estimates in this table
are reasonable, they are not divine wisdom cast in stone.

It’s important to remember that our earlier discussions in
this chapter also affect the Payout Ratio. For example, if your
credit policy is very liberal and your accounts receivable there-
fore tend to be high compared to other firms with the same sales,
then your required net working capital will be high, and conse-
quently your Payout Ratio will be lower. Thus, it is reasonable
to use your judgment to make adjustments to the benchmarks
in Table 4.2 or to select in which range your firm belongs—low,
medium, or high.

CONCLUSION

In this chapter, we have defined ordinary and economic cash
flows. We have demonstrated how to make economic cash flow
calculations, introduced Payout and Retention Ratios, and pro-
vided formulas to calculate these ratios.

In the next chapter we will cover the topic of discounting
cash flows to present value, another important building block
in the skill set necessary to value your company.



Chapter 5
Discounting to

Present Value

In Chapter 2 we explained why the Discounted Cash Flow
Method is the preferred valuation method. In Chapters 3 and 4
we focused on defining and calculating economic cash flow,
which is the CF in DCF. In this chapter you will learn about
discounting cash flow to present value, which is the D in DCF.

Present value can be a difficult concept for people with no
exposure to the topic. It is easier for most people to understand
how compound interest works to calculate future values. Once
you have that understanding, it will be much easier to under-
stand present value, which is the reverse process.

Before learning compound interest, it is first necessary to
understand Return on Investment, since the ROI is the inter-
est rate you will use both for calculating future values and for
discounting your company’s forecast cash flows to present value.

RETURN ON INVESTMENT

Return on Investment (ROI) is a measure of the profitability
and efficiency of your investment. It is also known as rate of Re-
turn on Investment, Return on Equity (ROE), rate of return,
and just “returns.” It is equal to your cash flow divided by the
amount of your investment. It is easier to understand this con-
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cept by explaining it in the context of publicly traded stocks.
Then we will apply that to investment in privately held firms.

Suppose you own shares in the XYZ Corporation, which is
publicly traded. Let’s assume the stock was selling for $100 per
share on December 31 of Year One. During Year Two it paid
dividends of $2 at the end of the year, at which time the stock
price was at $108 per share, which means you had an $8 capi-
tal gain. Your return would be the dividends plus the capital
gain divided by the beginning market price, or ($2 + $8)/$100 =
10%.! Here our measure of return is cash flow, as you actually
received $2 of dividends, and if you wish you can sell your stock
at the end of Year Two and receive $108 of cash and the $8 cap-
ital gain included in that. Our measure of equity is the market
value of equity, not book value.

Calculating ROI for a private firm requires making deci-
sions on the measure of returns as well as the measure of eg-
uity. Most privately held firms do not pay dividends, so that
part of cash flow usually does not exist. Being private means
there is no market price with which to calculate the capital
gain.? Therefore, most people measure ROI (or ROE) in private
firms as net income divided by book equity. It is important to
keep in mind that this is merely a substitute for ROI, not the
real thing. It is not directly comparable to the ROI of publicly
held firms.

CALCULATING FUTURE VALUES

To make a fairly dry topic more interesting, let’s use a well-
known historical event—the purchase of Manhattan Island—as
the scenario to understand how to calculate future values,
which, again, is the precursor to being able to calculate present
values.3

L Tt can get more complicated than this when dividends are paid quarterly,
but we won’t go into that here.

2 Tt is possible to calculate this by having annual valuations.

3 The version of the purchase you’ll read below (with some sections deleted)
is from www.tlc.discovery.com/tlcpages/newyork/1626.html.
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Historical Background of the Manhattan Purchase

In the land of city slickers and Donald Trump, the myth
of Manhattan’s purchase is one that New Yorkers love.
Legend has it that in 1626, Dutch Governor Peter Minuit
bought Manhattan Island from the local Lenape Indians
for various goods. According to a copy of Minuit’s deal,
the Indians received “some Diffles duffel cloth, Kittles
kettles, axes, hoes, wampum, drilling awls, Jews harps,
and diverse other wares.” Total value of the Manhattan
deal? Around $24.

But this swindle was not really all that cut and dry.
To begin with, the Indians weren’t the rubes this story
makes them out to be; trinkets were exceedingly valuable
to the Lenape.* They invested much time and energy ac-
quiring them, polishing them, and trading them. But why
would they sell acres and acres of land for Diffles duffel
cloth? Because the Indians had no concept of land owner-
ship. The Lenape thought they were merely granting
rights to use the island. Imagine their surprise when the
Dutch proceeded to drive the Lenape off the land they
were now “trespassing” on.

And where did the $24 amount come from? Accord-
ing to the 17th century Dutch, the value of the trinkets
was 60 guilders. However, a historian in 1847 converted
this number to $24, neglecting to take into account
events like inflation.

But in the end, who’s to say that selling Manhattan
for $24 was a bad deal? According to Wall Street maven
Peter Lynch, if the Indians had invested the $24 at 8
percent, they “would have built up a net worth of more
than $20 trillion. Enough to give Donald Trump a run for
his money.” Hopefully, this is not the American version of
Marie Antoinette’s, “Let ’em eat cake” remade into, “Let
’em eat wampum.”

4 According to www.vny.com/cf/city/Citydetail.cfm?QID=44, Peter Minuit
bought Manhattan Island from the Algonquin Indians in 1626. There are other
versions of the story too.
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Economic Analysis of the Purchase

In the last paragraph of the Web page article from which the
version above was taken, Peter Lynch compares the values
across time. If we assume there were alternative places to in-
vest the $24 at an 8 percent rate of return, which is a question
that is outside of the scope of this book, let’s work to understand
his comment, since it will enable us to apply the underlying
principle to business valuation.

It is not important that you understand the mathematics—
especially the mechanics of manipulating the equation of the
time value of money that you’ll see in the next paragraph—since
the valuation spreadsheets in this book, and those you can down-
load, will do the present value math for you. However, in order
to understand valuation, it’s important to grasp the intuition
behind the math.

The “Time Value of Money” equation, using compound in-
terest, is:

FV=PV(1+ry

Where FV is the future value of the money, PV is the present
value of the money (the amount you are investing today), r is
the rate of Return on Investment, and n is the number of years
you will invest the money.

Applying this equation to the purchase of Manhattan, we
are assuming the settlers and their descendants would keep
reinvesting the entire amount, never withdrawing any of the
proceeds of the investment.

Let’s apply the equation to Peter Lynch’s quoted statement.
The amount invested (i.e., the present value as of the year 1626)
is $24, the rate of return is 8% = 0.08, and the investment will
be from 1626 to 2002, or 376 years. Substituting those values
into the equation, the value in 2002 would be:

FV = $24 X 1.08376 = $24 X 3.693 trillion = $88.6 trillion

It looks like we have a discrepancy with Peter Lynch. Table
5.1 will enable us to see the numbers and possibly explain the
difference.
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The Value of Manhattan Island

Table 5.1, Section A, columns C through G, shows the value of
the $24 invested in Manhattan Island in various years beyond
the purchase date, and various rates of return.® Section B shows
the same thing for each $1 the settlers paid the Indians. In other
words, the numbers in Section B are 1/24 of the corresponding
numbers in Section A.6 All of the amounts in Section A, columns
C through G, are calculated using our Time Value of Money
equation.

Let’s begin with row 7 in the table, i.e., in the year 1650
(cell A7). Twenty-four (B7) years had passed since the purchase.
If the $24 were invested at a constant rate of return of 3 per-
cent (column C), its value after 24 years would be $24 X 1.0324 =
$49. If instead the settlers made a constant return of 12 per-
cent (column G), the $24 initial investment would be worth $364
(GT).

Now let’s roll the clock forward to the year 1983 (A8), 357
(B8) years after the purchase. At an 8 percent (column E) rate
of return for 357 years, the $24 would be worth $24 X 1.08357 =
$24 X $855.6 billion = $20.5 trillion (E8), which matches Peter
Lynch’s quote. So it would seem that he made that statement
in 1983.7 Also note that as of the end of 1626 (cell A6), zero
years (B6) had passed since the purchase, and the purchase was
worth $24 (C6 through G6) at all interest rates.®

We can gain several insights about future values from our
analysis of the Manhattan purchase:

1. Looking down columns C through G, we can see that
the effect of time on the amount of investment is pro-
found. This occurs because compound interest causes

5 We will assume the sale took place on December 31, 1624, and that all val-
ues in the future are as of December 31 of the various years.

6 Section B values are calculated for each $1.00 invested, i.e., when PV =
$1.00.

7 If not, perhaps he had other complicating factors in mind, such as taxes,
when he made the statement. The point is not to research Peter Lynch, of
course, but to understand compound returns.

8 Mathematically, that occurs because n, the number of years of the invest-
ment, equals zero. When we substitute n = 0 in our equation, the future value
equals the present value at all values of r, the rate of return.
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the principal invested to increase exponentially, not
linearly.

2. Moving to the right across the rows, we can see that
the effect of the interest rate on the final value is
huge. At a 3 percent return after 376 years, the Indi-
ans’ $24 would grow only to $1.6 million (C9): enough
to buy a condo in Manhattan, and certainly not worth
having sold all of Manhattan. At a 12 percent rate of
return, which is the average return on the New York
Stock Exchange for the past 75 years, the $24 received
for the sale of Manhattan would be worth $7.69 x 101°
(G9), which is probably enough to buy the world. (You
can send me your check to my P.O. box in Tahiti.)

3. The effects of time and the rate of return are interac-
tive. In 1650 the difference between a 3 percent rate
of return and a return of 12 percent is only $364
(G7) — $49 (C7) = $316, while in 2002 the difference
(G8 minus C8) is enough to buy the world. Thus, a
long time span and a high rate of return leads to
much larger accumulations of wealth than either one
without the other.?

DISCOUNTING TO PRESENT VALUE

Discounting to present value is the reverse process of calculat-
ing future values. In calculating future values, we are going for-
ward in time. In discounting, we go backward in time, normally
from the future to the present.

Suppose Ardath Bigbucks, a wealthy woman you know,
asks you for a business loan. She promises to repay you $100,000
in one year. How much would you be willing to loan her? If you
are willing to loan her $100,000, then you would have no profit
from the loan when she repays $100,000 in one year. If your
motivations are business and not personal, then you would loan
her somewhat less than $100,000—let’s say, for the moment,

9 This occurs because the interest rate is the rate of curvature of the curve.
Over short spans of time, the differences in value from different interest rates
are not very material, but over long spans of time small differences in the de-
gree of curvature will translate to enormous differences in value.
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$90,000, which means you expect to make $10,000 interest in-
come in one year.

How would your answer change if Johnny Middlebucks
asks for the same deal? Well, you know that Johnny doesn’t
have the same killer portfolio that Ardath has. He is a riskier
loan. To compensate you for the risk, you would want a higher
expected return, which means you want to make a higher ex-
pected profit on the loan. So perhaps you might be willing to
lend him $85,000, and expect to make $15,000 in interest in-
come after one year. You need the extra $5000 with Johnny com-
pared to Ardath because there’s a better chance that he’ll come
back to you after one year with a sob story instead of the cash.

The point of these scenarios is that $1.00 tomorrow is worth
less than $1.00 today. How much less? We will develop a pre-
cise answer in the equation below. Again, it’s not important that
you understand the mechanics of the algebra, since the valua-
tion spreadsheets will do that for you. But it is more important
to understand the concepts and the intuition, in order to think
about values clearly and correctly.

If we divide both sides of the above, Time Value of Money,
equation by (1 + r)*, and switch the left and right hand sides of
the equation, we get:

__FV
1+ r)n

As you can see in the above Present Value equation, the
present value of an amount of cash to be received in the future
is equal to the future amount divided by one plus the rate of re-
turn—which we now call the discount rate—to the nth power.
We call the rate of return the discount rate because we are re-
ducing the future expected cash flow in size for the time value
of money, which includes both the risk of the investment and
the investment’s length of time.

PV

Present Value Factors

It is convenient to calculate present values for each $1.00 of ex-
pected future cash flows. This is called a present value factor

(PVF), and it equals . We can do this by splitting up

1
aA+rr
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the right-hand side of our Present Value equation into two fac-
tors. Thus, the equation below states that the present value
equals the future value times the present value factor.

_ 1
1+ rn

The present value factors for the first 30 years of cash flows
for a variety of different discount rates can be seen in Table 5.2.
Column B is a 5 percent discount rate (again, this is the rate of
return), which is a fairly typical rate of return for a 30-year U.S.
Treasury bond. The U.S. Treasury is the largest borrower in the
world, and it always repays. In finance, the Treasury rates are
known as the “risk-free rate” of interest, because there is no risk
of default on the loan. The 8 percent rate in column C is a fairly
typical interest rate on corporate bonds.

The remaining discount rates, 12 to 30 percent in columns
D through M, are equity rates of return for ownership of a busi-
ness. Business owners have more risk than lenders, since
lenders are paid before shareholders are entitled to receive div-
idends. We will cover this in more detail later in the chapter,
but for the meantime, 12 to 16 percent are typical rates of re-
turn for large publicly traded stocks. The 18 to 20 percent rates
of return are typical for small, publicly traded stocks; 22 to 26
percent are typical for private business; and 30 percent is fairly
typical for valuing a startup business.!©

As I statistically demonstrated in my first book,!! this is a
logical progression; on average, the smaller the business, the
more volatile its returns. In mathematical finance, risk is de-
fined as the volatility of returns.!? Since investors like pre-
dictability, they will prefer bonds to stocks, large stocks to small

PV =FV X

10 These are long-term stock market returns. Returns in any year or any
decade, for that matter, can vary considerably from these returns. There is
reasonable professional opinion that one should use somewhat lower discount
rates than these.

11 Jay B. Abrams. Quantitative Business Valuation: A Mathematical Approach
for Today’s Professionals. New York: McGraw-Hill, 2001, Chapter 4.

12 This is measured by the variance or the standard deviation of returns. In
statistical parlance, volatility usually means the latter; however, I have seen
it used both ways, and it is best to double-check the specific meaning the user
has in mind if the difference is important.
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stocks, and publicly traded firms to privately owned firms—un-
less they are compensated for the additional risk in the form of
a higher expected return. That is what happens—at least on av-
erage over the long run.

Now let’s understand the table. At a 5 percent rate of re-
turn, you should be willing to pay $.95 (cell B6) today for the
right to receive $1.00 in one year. Why? Because you can take
the $.95, invest it at 5 percent, making $.05 interest, and end
up with $1.00 in one year.!'® Moving one column to the right,
you should be willing to pay only $.93 (C6) today for the promise
of $1.00 in one year if you require an 8 percent rate of return.
Again, you can invest the $.93 for one year at 8 percent, earn
$.07 interest ($.93 X .08 = $.07), and end up with $1.00. Of
course, as you move to the right in the table, the discount rate
rises—which means the risk also increases—and the amount
you should be willing to pay for each dollar of cash in one year
decreases. This is consistent with the intuitive explanation of
Ardath Bigbucks versus Johnny Middlebucks.

Now let’s move down a column to see how the present value
factor behaves over time. We will use the 20 percent discount
rate (column H), since that is a reasonable discount rate for mid-
size privately held businesses, and the mathematics are easy.

Assuming a 20 percent rate of return is appropriate, you
should be willing to pay $.83 (H6) for the expectation of receiv-
ing $1.00 in one year, $.69 (H7) for the expectation of receiving
$1.00 in two years, and $.58 (H8) for the expectation of receiving
$1.00 in three years. If you take the $.58 today and invest it and
receive an annual return of 20 percent, you will have $.69 at the
end of Year One ($.58 X 20% = $.11, plus the original $.58, equals
$.69),1* $.83 at the end of Year Two ($.69 X 20% = $.14, plus the
$.69, equals $.83), and $1.00 at the end of Year Three ($.83 X
20% = $.17, plus the $.83, equals $1.00). Thus, if 20 percent is

13 There is some apparent—but not real rounding error in this process. If Table
5.2 were shown to three or four decimal points, that problem would disappear.
I chose two decimal points because it is simpler and most people are not fa-
miliar with fractions of a cent.

14 Again, there is an apparent but not real rounding error that would go away
with more decimal points.
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the relevant rate of return of your business, you should be indif-
ferent to receiving $.58 today, $.69 in one year, $.83 in two years,
or $1.00 in three years—since they are all equivalent in present
value terms. Valuation is a way of financial thinking across time.

Perhaps this seems counterintuitive, all the more so be-
cause this is so mathematical and ethereal. You might be ask-
ing why a dollar today is not the same as a dollar 1, 5, or 10
years from now. After all, George Washington still looks the
same. To bring it down to earth, let’s look at Table 5.3, which
shows the price behavior of various foods over time.

At the end of 1980 a one-pound loaf of white bread cost $.52
(B6). Ten years later, at the end of 1990, the same loaf cost $.70
(C6), and at the end of 2000 it cost $.99 (D6)—for a price in-
crease of 90 percent (E6) over 20 years. That means that for
$.52 you could have bought a loaf of white bread in 1980, but
only slightly more than half a loaf in 2000. So in real terms,

A | B | c | D | E

1|TABLE 5.3

2 | Food Prices over Time
3

4 December % Increase
5 | ltems: (per Ib.) 1980 1990 2000 1980-2000
6 | Bread, white 0.52 0.70 0.99 90%
7 | Ground chuck, 100% beef 1.86 2.02 1.98 6%
8 | Chicken, fresh, whole 0.76 0.86 1.08 42%
9 | Grade A, large, per doz. 1.03 1.00 0.96 —7%
10 | Apples 0.50 0.77 0.82 62%
11 | Oranges 0.45 0.56 0.62 38%
12 | Bananas 0.35 0.43 0.49 40%
13 | Tomatoes 0.66 0.86 1.57 137%
14 | Orange Juice, per 16 oz. 1.12 2.02 1.88 67%
15 | Coffee, 100%, ground roast 2.82 2.94 3.21 14%
16 | Lettuce 0.48 0.58 0.85 76%
17 | Total 10.56 12.75 14.44 37%
18 | Average 0.96 1.16 1.31 37%
19
; Source: http://data.bls.gov/cgi-bin/surveymost?ap
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$1.00 today and $1.00 in 1, 5, or 10 years from now are all dif-
ferent.15

Referring back to Table 5.2, we can conclude that the longer
it will take to receive that dollar, the less we should be willing
to pay for it now.

Present Value of an Annuity

Now let’s take a look at the present value of receiving one dol-
lar every year for a specified number of years. That is called an
annuity. Besides showing the present value factors for each year,
by adding down the columns, Table 5.2 also shows the present
value of a 30-year annuity.

As we saw before, at a 20 percent discount rate, you should
be willing to pay $.83 (H6) for each dollar we expect to receive
in one year, $.69 (H7) for each dollar you expect to receive in
two years, etc. For the dollar that you expect to receive in 30
years, you would not even be willing to pay one penny, i.e., cell
H35 shows a zero value.l'® Adding up all of the present values
in cells H6 through H35, the total is $4.98 (H36). In other words,
at a 20 percent discount rate, for the right to receive $1.00 every
year for 30 years you should only be willing to pay $4.98. What
a cheapskate you are! So, timing is everything. Thirty dollars
received as one dollar once a year for 30 years is worth less than
five dollars at a 20 percent discount rate.

Let’s look at the 10-year patterns. The present value of the
first 10 years of cash flows is $4.19 (H39), the second 10 years
is $.68 (H40), and the last 10 years is $.11 (H41)—again total-
ing $4.98 (H42 = H36). In percentage terms, the first 10 years
accounts for 84 percent (H46) of the present value of the 30-year
annuity, the second 10 years for 14 percent (H47), and the last

15 Note that the percentage increase from 1980 to 2000 varies widely among
the different foods, as food prices are affected not only by the general level of
inflation, but also technological changes in farming, manufacturing, and dis-
tribution; weather, nutritional trends, and food tastes; and other supply and
demand conditions.

16 In fact it is worth a fraction of one cent, but with only two decimal points,
it appears as zero.
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10 years comprises only 2 percent (H48) of the present value of
the annuity.

Of course, the amounts and the percentages change with
the appropriate discount rate. At a 5 percent discount rate—
again, that is appropriate for discounting U.S. Treasury bonds—
the present value is $15.37 (B36), which is more than three times
the present value at a 20 percent discount rate. Intuitively, this
is reasonable, because, as noted earlier, the U.S. Treasury is a
risk-free!” loan, and we require less interest income—and thus
a lower discount rate—to part with our money than we would
with investing in a private business. For the 5 percent discount
rate, the last 10 years accounts for 19 percent (B48) of the pres-
ent value of receiving one dollar every year for 30 years, which
is much higher than the 2 percent (H48) at a 20 percent dis-
count rate. Since the U.S. Treasury is a risk-free loan, we dis-
count the future much less than we do for a private business.
Thus, it makes intuitive sense that the more distant cash flows
in Years 21 to 30 matter more to us when we loan to the U.S.
Treasury than when we invest in a private business.

Another way of looking at it is that with an investment in
a private business, we are much more likely to discount the “pie-
in-the-sky” forecasts of having sales in the hundreds of millions
of dollars 30 years now and focus on “the bird in the hand,” i.e.,
the forecast cash flows in the first 5 to 10 years. In valuing a
startup business, where a 30 percent discount rate is appropri-
ate, 93 percent (M46) of the present value comes from the first
10 years of forecast cash flows, and the last 10 years contribute
no material present value, i.e., M48 appears as zero percent
(which means that it is less than 0.5 percent of the present value
of the 30 years of cash flows).

17 Tt is risk-free in the sense that there is no material risk of the U.S. Trea-
sury defaulting on its loans. There is still term risk in the longer loans. For
example, a 30-year Treasury bond paying 5 percent when originally purchased
would become an unattractive investment if interest rates rise to 6 percent.
In hindsight, it would have been better for the investor to buy a short-term
Treasury bill until interest rates rose, then buy the long-term bond. This is
covered in greater detail later in the chapter.
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The next step mechanically in the mathematics is to mul-
tiply the PVF by the forecast cash flow(s). If we expect $1 mil-
lion of cash flow every year for 30 years, and 20 percent is the
appropriate discount rate for the specific investment we are
valuing, then its present value is $1 million X $4.98 (H36) =
$4.98 million. If we are expecting cash flows only for two years,
then we would be willing to pay $1 million X $.83 (H6) =
$830,000 for the first year’s expected cash flow, plus $1 mil-
lion X 0.69 (H7) = $690,000 for the second year’s cash flow, for
a total of $1,520,000, which is the present value of the two years
of expected cash flows.

CALCULATING DISCOUNT RATES

Calculating discount rates is a topic about which many hun-
dreds of thousands of pages of scholarly and professional liter-
ature have been written. For the sake of practicality, we will
keep it relatively short and useful.

In this section, we discuss some fundamentals of finance
that will be helpful in understanding business discount rates on
a deeper level. Later in this chapter you will see that small firms
are more volatile and therefore riskier than large firms. For
starters, we’ll look at the components of equity returns.

One of the few and most powerful laws of finance is the
greater the risk, the greater the expected reward that investors
will demand. Note that there is a significant difference between
the expected reward (return) on a security before we invest in
it and the actual return after the fact.

Bonds

A bond is a contract between a borrower and a lender. For a
simple bond, the usual form is that the borrower—also known
as the “issuer”—promises to pay a specific series of interest pay-
ments to the lender over time, plus the return of the principal
at the end of the term of the bond.

The interest payments are stated at a nominal rate, also
known as the “coupon rate.” For example, if a $1000 bond car-
ries a 7 percent coupon rate and pays annually, the borrower
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must pay interest of $70 per year. The coupon rate remains fixed
throughout the life of the bond.

The market rate of interest—also called the “yield to ma-
turity”—can fluctuate on a daily basis. If the market rate equals
the coupon rate, then the bond will sell for its face value—$1000
in the current example. If the market interest rate rises above
7 percent for the issuer, then the bond price will decline. Sup-
pose the market rate rises to 8 percent on new bonds being is-
sued for borrowers of the same risk. Investors would prefer to
invest in the new bond rather than the old one, preferring to re-
ceive $80 interest per year instead of $70. Therefore, investors
will bid down the price to less than $1000 to compensate for the
below-market nominal interest rate on the bond. The opposite
will be true if market interest rates decline. For example, if the
bond price declines to 6 percent, then new $1000 bonds will pay
only $60 interest per year. Consequently, this bond will be very
attractive, and investors will bid up the price to yield 6 percent.

The lowest bond interest rate is that of a 30-day U.S. Trea-
sury bill. Since the risk of default on this bill is virtually zero,
its real return, which is the return above inflation, is also close
to zero.

The next step up the ladder in risk is a Long-Term Trea-
sury bond. While there is still virtually no risk of default, there
is a new risk in this type of a bond. If you buy a 30-year bond,
for example, your coupon rate is “locked in” for 30 years. If you
buy a new 10 percent bond today and one day later interest
rates on the same type of bond rise to 12 percent, then you’re
stuck for 30 years earning 2 percent a year less than if you'd
bought a 30-day Treasury bill, followed by a 30-year bond after
interest rates rise. You can sell the bond, but, as you will soon
see, you will suffer a capital loss in doing so. When interest rates
rise, the value of your existing bonds go down, and when inter-
est rates decline, the value of your existing bonds rises—and
the longer the time horizon of the bond, the more widely the
prices swing. That is why the interest rates usually rise as the
time horizon increases: because of the greater risk of price
swings.

The interest rate differential between a Short-Term and a
Long-Term Treasury bond is called the horizon premium. Cor-
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porate bonds are riskier than U.S. Treasury bonds because they
carry a real risk of default. The interest rate differential be-
tween these bonds and government bonds is called a default pre-
mium. Moody’s and Standard & Poor’s both rate corporate bonds
for their risk. The highest-rated bonds carry lower interest rates,
because investors are less worried about losing their money than
they are with junk bonds, and consequently they require a lower
return to compensate them for their lower risk than investors
in low-grade bonds.

Stocks

Stocks, also called equities, are riskier yet. Stockholders get paid
after bondholders, and that is true whether the company is sol-
vent or insolvent. Investing in equities, being riskier, should
promise higher returns on average than investing in bonds. Oth-
erwise a rational investor would always invest in bonds. The av-
erage differential in returns on equities compared to corporate
bonds is called the equity premium.

Therefore, we could calculate the expected return on an eg-
uity as the expected return on a Short-Term Treasury bill +
Horizon Premium + Default Premium + Equity Risk Premium.
More commonly, business valuators usually use a shortcut and
calculate an equity risk premium over the Long-Term Treasury
bond rate. Beyond the equity risk premium, those who invest
in the stock market know there is also a small stock risk pre-
mium to quantify the higher return that small-cap stocks ex-
perience in the very long run (and not necessarily in the short
run) over large-cap stocks.1®

Research in my first book and in prior articles that were
published indicates that the smaller the firm, the higher the
discount rate should be, all other things being equal, because
the returns on small firms are more volatile than those on large
firms. Other researchers also found that small firms have more

18 In any particular year or even over periods of time as long as 20 years,
large stocks may outperform small stocks. Indeed, there is debate in the aca-
demic and professional literature as to whether there really is a small stock
premium. However, the dominant opinion is that there is, and we will go by
that school of thought in this book.
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volatility in their operating margins than large firms.!® Since
investors prefer stability, they prefer to buy large firm stocks—
all other things being equal—which causes the price of large
firm stocks to rise relative to small firm stocks. This lowers the
returns on the large firm stocks and raises the returns on the
small firm stocks. Thus, investors demand and receive higher
returns on the latter investments to compensate them for the
undesirable volatility.

Discount Rates According to Firm Value

My calculation of historical average rates of return in the stock
markets from the years 1938-2001 can be seen in Table 5.4,
which is a good starting point to use for discount rates.2? Again,
it isn’t necessary to understand the mathematics behind the cal-
culations since the valuation software that can be downloaded
from my Web site, (included with the purchase of this book) will
perform the mathematics for you automatically. You can relax
and do your best to understand the material without any per-
formance pressure.

The table is very simple. Column A shows various levels of
market capitalization—which is price per share times the num-
ber of shares—and is the FMV of publicly traded firms, and col-
umn B shows the average rate of return experienced in the stock
markets?! from 1938 to 2001, i.e., for the past 64 years. For ex-

19 Roger Grabowski and David King, “New Evidence on Size Effects and Rates
of Return,” Business Valuation Review, September 1999, 108-113.

20 T excluded 1926 to 1937 because those years, which included the Roaring
20s and the Great Depression, were extremely volatile, and such extreme
volatility is unlikely to recur.

21 The “semi-raw” data comes from Ibbotson Associates SBBI Yearbook for the
year 2002. However, Ibbotson’s ultimate source for data is the Center for Re-
search in Security Prices (CRSP) from the University of Chicago. CRSP di-
vides the New York Stock Exchange into 10 groups of firms—called deciles.
Each decile contains 10 percent of the firms in the NYSE, grouped by market
capitalization, i.e., size. Decile 1 contains the largest 10 percent of the NYSE
firms, decile 2 contains the next largest 10 percent and decile 10 contains the
smallest 10 percent. Then CRSP adds in American Stock Exchange and Nas-
dagq firms into the respective decile groups by size. The net result is, the CRSP
data—and hence my regression—is sized by NYSE deciles, but contains data
from all three U.S. stock exchanges.
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A | B
1 |TABLE 54
| 2 | Discount Rates According to Firm Value
3
4 Mkt Cap 12/31/01 = FMV Discount Rate [1]
5 10,000,000,000 13.7%
6 1,000,000,000 16.0%
7 100,000,000 18.2%
8 50,000,000 18.9%
9 35,388,037 19.2%
10 25,000,000 19.6%
1 20,000,000 19.8%
12 10,000,000 20.5%
13 5,000,000 21.2%
14 3,000,000 21.7%
15 1,000,000 22.8%
16 500,000 23.5%
17 250,000 24.1%
18 125,000 24.8%
19 100,000 25.0%
20 50,000 25.7%
21 25,000 26.4%
E
3 [1] Based on Abrams’ regression of the SBBI-2002 Yearbook 1938-2001
24 results.

ample, $10 billion firms averaged a 13.7 percent (B5) rate of re-
turn over the 64 years, while $1 billion firms experienced a 16
percent (B6) average return. The difference between the two size
groups is 2.3 percent. That difference extends to smaller firms
too. When we go down in size by another factor of 10, i.e., from
$1 billion firms to $100 million firms, the discount rate increases
another 2.3 percent, to 18.2 percent (B7).22 A $10 million firm
had average returns of 18.2% + 2.3% = 20.5% (B12).

22 Tt is actually 2.27 percent. Using one decimal point is simpler; however, it
causes an apparent, but not real rounding error.
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Similarly, reducing firm size by one-half increased the av-
erage rate of return by 0.7 percent. You can see this by looking
at the $20 million firms, which had an average return of 19.8
percent (B11), while $10 million and $5 million firms had av-
erage returns of 20.5 (B12) and 21.2 percent (B13).

Of the various firm sizes, $35,388,037 (A9) is the average
size of the 10th decile, which is the smallest of the publicly
traded firms. The discount rates for all firm sizes below that
(B10 through B21) are my extrapolations of the results from the
publicly traded stocks.

Most privately held firms are smaller than $35.4 million in
FMYV. Therefore, it was necessary to extrapolate the results to
forecast discount rates for smaller firms, which accounts for
rows 10 through 21 in the table.?3

Circularity of the Calculation

While publicly held firms have an objective stock price, which
is the FMV in Table 5.4, privately held firms do not. Therefore,
it’s possible to choose a discount rate that is inconsistent with
the value of your firm, and it is imperative to ascertain that the
assumed discount rate used in the Discounted Cash Flow
Method is consistent with the value calculated. If not, you must
update the discount rate in order to force consistency in the as-
sumption and the result.

This is necessary because we must first estimate a value
of the firm in order to calculate a discount rate, which we use
to calculate the value of the firm! This is circular reasoning and
is only valid if the assumption is consistent with the result, as
mentioned above. Table 5.4 provides guidance, so your initial
guess is likely to be close to the correct discount rate, and the
iterations are done semiautomatically with our valuation soft-
ware, with clear instructions on how to ensure the consistency
of the discount rate.

23 All extrapolations are never as empirically sound as interpolations. How-
ever, the results are intuitively appealing.
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Adjustments to the Discount Rate

The discount rates in Table 5.4 represent the average rate of
return for the average publicly held firm in each size (value)
category. However, not all firms are average. If your firm is
likely to differ in any material way from the average publicly
held firm in your size category, you should make adjustments
to the discount rate.

Note the following common situations that imply making
adjustments to the discount rate:

* Very high or very low financial leverage. The use of debt
as part of the financing of a business is called “financial
leverage.” The two most common quantitative measures
of financial leverage are Debt-to-Total Assets ratio,
which is interest-bearing debt divided by total assets,
and the Debt-to-Equity ratio, which is interest-bearing
debt divided by the book value of equity. Most publicly
held firms have a middling level of leverage, which often
varies by industry. If your firm has an unusually high
or low level of debt, it is appropriate to increase or de-
crease the discount rate to reflect that. Most commonly,
I add or subtract 1 to 2 percent for unusual leverage, al-
though I might make a larger adjustment for extremes,
e.g., for a firm that is 90 percent or more debt financed.
However, if your firm has very high leverage, you will
likely need to use Invested Capital Method to value the
firm, which is much more complicated and beyond the
scope of this book.

*  Depth of management, One of the obvious changes that
occur in comparing very large firms to medium and
small firms is that the quantity and quality of manage-
ment tends to decline with the reduction in firm size.
Billion dollar firms have hordes of MBAs from the best
business schools, while small firms are often managed
by a founder with no specific education in business
management. Nevertheless, you should have a sense for
how strong the management is in your firm compared to
other firms of your size. If a preliminary DCF shows a
valuation of $1 million, you should compare your firm to
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the average $1 million firm. If you happen to have three
members of the management team with MBAs from the
University of Chicago,?4 then your firm has an unusu-
ally high level of management for its size, and I would
reduce the discount rate by 2 percent. Why 2 percent
and not 1 or 3 percent? Since I'm not aware of any em-
pirical research on the impact in this case of qualitative
factors on returns or values, there is no right answer.
It’s strictly a professional judgment call. If you have no
one at the helm with any great business education,
training, or talent, I would add 1 to 3 percent to the dis-
count rate.

Dependence on the owner(s). Very small businesses are
almost always extremely dependent on the owner. This
dependence is a big risk. Large businesses tend to be
less dependent on any one person or small number of
people. If your business is substantially more (or less)
dependent on you than the average business in your
size category, then I would add to (or subtract from) the
discount rate accordingly. Also note that this factor is
usually a result of the previous one, i.e., less depen-
dence on the owner is usually a consequence of greater
depth of management, and it is important not to double
count. However, there are exceptions, e.g., firms with
depth of management that are still overly dependent on
their owners, who fail to delegate authority appropri-
ately.

Dependence on a small number of customers or suppli-
ers. If you have only one customer—who can stop buy-
ing from you at any time—your business is extremely
vulnerable, and you should add to the discount rate for
that.2® Similarly, if your business is entirely dependent
on one exclusive supplier relationship that is vulnerable
to being cancelled, this is a material risk that belongs in
the discount rate.

24 My alma mater. Yes, I am a chauvinist.

25 There may be a more sophisticated way for professionals to handle this by
forecasting multiple scenarios and weighting them. That approach is beyond
the scope of this book.
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e Unusual stability or volatility. The finding that firm size
is correlated with the volatility of earnings means that
we should adjust the discount rate for businesses that
do not fit the usual profile. If a small firm has ex-
tremely stable profit margins, then it makes sense to
treat it as if it were a large business and lower the dis-
count rate accordingly—as long as the stability is real
and not artificially generated by creative accounting to
smooth out income—and vice versa for a large business
with very volatile profit margins.

The above list is not exhaustive. Any factor that makes your
cash flow more or less risky than the average business of your
size is a candidate for an adjustment to the discount rate.

Let’s create an extreme example to illustrate adjustments
to the discount rate. If the preliminary valuation of your firm
comes to $5 million, Table 5.4 tells us the discount rate should
be 21.2 percent, which I would round to 21 percent. (There is
no point in conveying a false degree of accuracy. I try to be ac-
curate and scientific, but I almost never work in discount rates
of tenths of a percent.)

Let’s say that your firm has no interest-bearing debt and
that you have a five-star management team, but your sales are
to one customer only and you have only one supplier, with no
others available. In other words, if your customer stops buying
from you, or your supplier stops selling to you, you’re out of busi-
ness. Also, let’s say your earnings are extremely volatile.

I would subtract 1 or 2 percent for the lack of debt—let’s
say 2 percent. I would subtract another 2 percent for the all-
star management team. I would add about 5 percent for the one
customer, 5 percent for the one supplier, and perhaps 2 percent
for the extreme volatility. The net adjustment would be —2% —
2% + 5% + 5% + 2% = 8%, which when added to 21 percent
leads to a discount rate of 29 percent. If we change the facts a
little bit and say that there is another potential supplier, I might
add only 1 instead of 5 percent, which would reduce the ad-
justment to the discount rate to 4 percent instead of 8, with the
new discount rate being 25 percent. There is no magic or sci-
ence to these adjustments. These are estimates, based on judg-
ment.
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Using CAPM to Calculate the Discount Rate

If the buyer of your firm is likely to be a very large firm or a
well-diversified, wealthy individual, you should consider using
a different model for calculating your discount rate. The most
well-known discount rate model for publicly held firms is the
Capital Asset Pricing Model (abbreviated as CAPM, pronounced
as “CAP-M”). CAPM produces much smaller discount rates than
the size-based model; however, it presumes a degree of diversi-
fication that rarely exists for most small- to medium-size pri-
vate firms and their owners.
Here’s the formula for CAPM:

r=rs+ (B X ERP)

Where rris the risk-free rate, usually taken to be the yield on
Long-Term U.S. Treasury bills; 8 = beta, a measure of relative
market risk;?® and ERP is the equity risk premium, most com-
monly calculated as an historical number equal to the average
market returns minus the current risk-free rate.

The technical nuances of using CAPM are far beyond the
scope of this book, so we are going to keep this as simple as pos-
sible. Let’s take the 30-year Treasury bond rate as of October
31, 2003, which was 5.5 percent.2” The long-run equity premium
is approximately 6 to 8 percent, although it was negative for
1998-2002.28 Nevertheless, most practitioners use the long-run
ERP for CAPM calculations. Let’s use 8 percent.

Next we need to understand beta. It is a measure of the
volatility of the stock we are trying to measure compared to the
volatility of the market as a whole. As a proxy for ownership in
your own personal firm, valuation analysts would use a sample
of publicly held companies in your industry to calculate your
beta. A beta of 1.00 means that your firm is, on average, equally
as volatile as the stock market overall, usually measured by the
S&P 500 index. A beta of 1.2 means that your firm is 20 per-
cent more volatile than the market, and a beta of 0.8 means
that your firm is 20 percent less volatile. Some industries are

26 Technically, beta is the covariance of the returns on a particular stock di-
vided by the variance of the returns on the market.

27 http://www.federalreserve.gov/releases/H15/Current/.

28 SBBI-2003, Ibbotson Associates, Chicago, 77, Table 5.5.
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known to be volatile, and others are the opposite. Typically, agri-
cultural commodities are less volatile, because people need to
eat—whether the market and the economy are good or bad. Lux-
ury items, such as caviar or expensive travel, tend to have high
betas. Let’s assume your firm has a beta of 1.2, and we will see
the appropriate discount rate under CAPM.

Substituting our assumed values into the CAPM equation,
we get: r =55+ (1.2 X 8%) = 15.1%, or 15 percent rounded.
Note that a beta of 1.0 would have led to a discount rate of 13.5
percent. Both are very low for a small firm. The low interest
rates now compared to their levels in the prior 20 years draw
down the discount rate further. I would still consider adding at
least some size-based premium to the discount rate, in addition
to other firm-specific adjustments

Using the CAPM instead of the size-based discount rates
can easily double or triple your valuation. However, I strongly
caution you to be realistic about your likely buyer. Unless you
have a firm worth at least $10 million, and perhaps many times
that, your likely buyer is an undiversified individual or firm,
and it’s unrealistic to think that your buyer would require such
a low Return on Investment in your small firm (which would
result in your being paid a fabulously high PE multiple). If you
have such a possibility and there is real potential for much
money on the table, then it’s time to bring in professional help.

I had a client in 1994 with net income after corporate taxes
around $1.2 million that sold for close to $30 million. So the
dream deals occasionally happen. For planning purposes, be
very wary of the very expensive sin of self-deception. Relatively
few small businesses ever make deals like this, and for most
firms it is more realistic to use the much more conservative size-
based discount rates in Table 5.4.

CONCLUSION

In this chapter you have learned:

¢ How to calculate Return on Investment (ROI, also
known as Return on Equity, ROE) for publicly and pri-
vately held firms.
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* The mathematics of how to calculate future values and
present values.

* Volatility of Return on Investment is the way that we
measure risk. The higher the risk, the higher the ex-
pected return must be to entice investors’ money into a
particular business or project.

* The discount rate is the appropriate rate of Return on
Investment used to discount forecast cash flows to pres-
ent value.

* Inserting the appropriate discount rate into Present
Value equation will produce the present value of that
year’s cash flow.

* How to roughly select the correct discount rate from us-
ing the sized-based discount rates in Table 5-4.

* How to make adjustments to the discount rate.

* When to use the CAPM (Capital Asset Pricing Model)
instead of the sizebased discount rates.

The present value factors are the necessary mathematical
conversion of expected cash flow forecasts, which we covered in
the last chapter, to present value today. Thus, we have almost
completed the second step of the DCF Method.

There still remains one important component that we will
need to address: how to calculate the present values of cash
flows in neat and compact manner. It would be very messy if
we had to project 30 or more years of cash flows, discount them
to present value, and add them up to calculate FMV. Fortu-
nately, there is a wonderful shortcut, called the Gordon Model,
which we’ll go into in the next chapter, that will enable us to
forecast as little as one year—and probably no more than five
years—of cash flows, discount those to present value using
PVFs, and add them up. Then we can use the Gordon Model,
which is a single mathematical formula, to value the rest of the
cash flows.



Chapter 6

Valuation Using the
Grordon Model

In the last chapter we covered discounting to present value,
which is necessary in order to incorporate the risk of the busi-
ness into the discount rate and to translate forecast future cash
flows in value today. However, this only works for forecast cash
flows year by year, and we definitely do not want to have to
forecast and discount 30 to 100 years of cash flows. Life is too
short! We will need a more powerful tool to make the mechan-
ics of valuation easier: the Gordon Model.!

HOW THE MODEL WORKS
Present Value of a Perpetuity with Constant Growth

The Gordon Model multiple (GMM) is the present value of re-
ceiving $1.00 at the end of next year, $(1.00 + g) at the end of
two years, $(1.00 + g)? in three years . . . forever, when dis-
counted to present value at the discount rate, r, and where g is

1 The model was first developed in 1938 by J. B. Williams, then amplified in
1956 by M. J. Gordon, after whom it is named, and Eli Shapiro. M. J. Gor-
don. and E. Shapiro, “Capital Equipment Analysis: The Required Rate of
Profit,” Management Science, 3 (1956), 102—-110. Thinking about this, maybe
it’s time for me to replace Williams’ press agent with Gordon’s and hire him
to rename E = mc2 as “The Abrams Equation”!
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the perpetual growth rate of cash flows. For example, if g = 5%
and r = 25%, then the GMM is the present value of receiving
$1.00 at the end of Year One, $1.05 at the end of Year Two,
$1.1025 at the end of Year Three, and so on, discounted to pres-
ent value at a 25 percent discount rate.

While we will cover the formulas for the GMM later in the
chapter, for now take it as truth that the correct GMM for this
series of cash flows is equal to 4.00, which means that for every
one dollar of forecast cash flow in Year One, you should be will-
ing to pay $4.00 now for the right to receive those specific cash
flows. If you forecast the first year’s cash flow to be $10,000,
then the forecast cash flows are $10,000 at the end of Year One,
$10,500 at the end of Year Two, $11,025 at the end of Year Three
. . . and you should be willing to pay $10,000 X 4.00 = $40,000
for the right to receive those cash flows.

The Gordon Model will enable you to value a mature busi-
ness—one for which we forecast cash flows that grow at a con-
stant rate forever. If the business already is mature, all you will
need to do is forecast one year of economic cash flows, multiply
that by the GMM, and check to make sure that the answer is
consistent with the assumptions in the GMM. We will work a
numerical example of this later in the chapter. At the end of the
chapter, we’ll discuss how to handle the valuation of a firm that
is not yet mature.

The Gordon Model works exactly only for a company whose
cash flows grow at a constant rate forever. In practice, it is rea-
sonably accurate for mature firms in relatively stable industries.
Even if your own company is not in this category, this method
is nevertheless very important. There are two reasons for this:

1. While startup firms typically experience rapid growth
for a few years, that growth usually slows down to a
steady state after some number of years. We will still
need the Gordon Model formula to value all cash flows
after that point in time.

2. Even for companies with more variable sales, beyond a
certain point we lose our ability to forecast each year’s
unique high or low growth with any sort of accuracy.
For example, let’s say that after 10 years in your busi-
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ness it seems silly to presume that you can accurately
forecast cash flows as growing 8 percent in Year 11, 5
percent in Year 12, 7 percent in Year 13, 6 percent in
Year 14, etc. Nobody has a crystal ball that good. It
makes sense to say that the best we can do is assume
that cash flows will grow at some reasonable aver-
age—say 6 percent—forever, value the remaining fore-
cast cash flows accordingly, and discount them to net
present value.

I should warn you that the next few pages have some math-
ematical detail. Don’t worry if you have some difficulty under-
standing the math. My valuation spreadsheet in Chapter 7,
which you can download from my Web site, will do the difficult
calculations for you. It’s important, however, as I've stated be-
fore when we’ve encountered formulas and equations, that you
develop an intuition of what these formulas are and why they
work, which should empower you to use the valuation spread-
sheet with more accuracy.

You'll find a rigorous mathematical derivation of the Gor-
don Model on my Web site, www.abramsvaluation.com. Once
there, select “Articles,” then “Articles in .pdf,” then download
“The Gordon Model: Derivation & Relation to PE Multiple.”
More mathematically inclined readers would benefit by reading
that first before proceeding. The only skills required are alge-
bra and the ability to work with exponents.

The Value of a Stagnant Perpetuity

As the Gordon Model is the present value of a perpetuity with
constant growth, it is a helpful preliminary step to discuss the
value of a stagnant perpetuity.

A perpetuity is a cash flow that will pay a certain amount
to you (and your heirs) forever. A stagnant perpetuity is one
with a constant cash flow forever, i.e., growth is zero. Let’s say
you are entitled to $100 per year forever. The value of that per-
petuity is the annual income divided by the appropriate market
rate of return for that income. If the rate of return is 10 per-
cent, the value of the perpetuity would be $100/0.10 = $1000.
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We can check that by multiplying through the equation by 0.10,
which would give us $1000 X 0.10 = $100. In other words, at a
value of $1000, a 10 percent annual return would mean we
should receive $100 interest each year.

If the market rate of return for such a perpetuity is 8 per-
cent instead, then its fair market value is $100/.08 = $1250.
Again, we can check that by noting that an asset worth $1250
with an 8 percent annual rate of return would generate $100
per year income, $1250 X .08 = $100.

Valuation Equations

In Equation 6.1 we make the mathematical statement that the
value of the perpetuity is equal to the economic cash flow that
we forecast it will produce in the coming year, divided by the
discount rate:

CFi 1
r

FMV = (6.1)

This equation is fine for valuing a completely stagnant busi-
ness—for example, a firm with economic net income expected to
stay at $100,000 forever and whose rate of return is, let’s say, 25
percent. The value would be $100,000/0.25 = $100,000 X 4 =
$400,000. Note that dividing by 0.25 is mathematically equivalent
to multiplying by 4. Thus, a 25 percent discount rate when there
is no growth translates to a Price-to-Cash Flow multiple of 4.

Now we must generalize the above formula in order to han-
dle constant, perpetual growth (or decline), where g is the con-
stant growth—usually in the zero to 6 percent range. If cash
flow comes at the end of each year, then we use Equation 6.2,
the End-of-Year Gordon Model formula, which is:

CFiiq
r—g
Some observations on this formula:

FMV = (6.2)

* Notice the subscript # + 1 in the numerator. This means
that we use next year’s forecast cash flow, not the prior
year’s actual cash flow. This causes much confusion,
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even among professionals, since when using a Price
Earnings multiple in a Guideline Companies Method
(see the appendix to Chapter 2, Table 2.1), we use last
year’s earnings. In other words, with the Gordon Model,
we use next year’s earnings, and in a Guideline Com-
pany Method we use last year’s.

Equation 6.2 only makes sense when g < r, which is to
say, when long-term constant growth is less than the
rate of return (the discount rate). If g = r, the results
are nonsense. This could only happen in a very high
growth business, and even then, only for a few years at
most. In such cases, it will be impossible to apply the
Gordon Model multiple to the first year’s cash flows.
You will have to use a Discounted Cash Flow valuation
approach with several years of annual forecasts before
using the Gordon Model to value the subsequent lower
growth cash flows. (We covered the multiyear Dis-
counted Cash Flow in Chapter 5.)

Equation 6.2 will produce a larger number than Equa-
tion 6.1 as long as the constant growth is positive,
which is the most common case. Equation 6.2 will equal
Equation 6.1 when growth is zero, and it will be less
than Equation 6.1 when growth is negative, i.e., when
you forecast the business to have a long-term, constant
decline in cash flows.

The normal rates of return, i.e., the usual range of rea-
sonable values for r, are 12 to 20 percent for publicly
traded firms. If a private firm is of the same size as a
public firm, then it is reasonable to use a similar rate of
return—unless the business has much higher financial
risk due to high debt, or it has substantially different
business risk. Most privately held firms are smaller
than publicly held firms, and a normal range of discount
rates for smaller private firms is 23 to 26 percent (see
Table 5.4 in the previous chapter).?

2 Again, some valuation authorities feel these discount rates are too high.

There is room for legitimate difference of opinion.



CHAPTER 6 Valuation Using the Gordon Model 103

* A normal range of growth rates for most mature private
firms in the United States is 1 percent (which is a real
2 percent decline, assuming 3 percent inflation) to 6 per-
cent, or 3 percent inflationary growth and 3 percent real
growth.3 It’s true that startup firms have been known to
grow at 100 to 500 percent per year—sometimes for sev-
eral years. However, there are limits to that. Take a
firm with cash flows of $100,000 last year—Year Zero—
and project 100 percent growth for 10 years. Then Year
10 forecast cash flows will be over $100 million and
Year 20 cash flows about $105 billion. As you can see,
exponential growth at inappropriately high growth rates
or appropriate rates for too long easily leads to ridicu-
lous results. It’s all too easy to make assumptions that a
single firm will be larger than the U.S. economy by Year
20. Be careful in assuming realistic growth rates. It’s
also important to understand that growth rates in sales
and growth rates in cash flows are not the same. It’s
possible to have a rapid increase in sales and to make
less money. It’s growth rates in cash flows that count in
valuation, not just sales growth.

While Equation 6.2 is closer to reality than Equation 6.1
for valuing a business, we must make one more adjustment for
the timing of the income. Most businesses produce cash flow

3 The 55-year real (i.e., in constant 1996 dollars) growth rate in GDP from
January 1, 1949 — January 1, 2004 was 3.45 percent (from my calculations
of data in a downloadable file from the St. Louis Federal Reserve Bank,
www.research.stlouisfed.org/fred2/series/GDPPOT.XLS). However, the long-
term trend is toward slowing growth. The 25-year real growth rate was 3.0
percent, the 15-year rate was 1.8 percent, and the five-year rate was 1.2 per-
cent. It is likely that the higher growth rates in the earlier years is because
Europe and Japan had little productive capacity after World War II and needed
time to become more competitive. Some of the real growth came from startup
firms (net of the loss from bankruptcies and declining firms). Thus, it is likely
that the average existing firm grows less than 3 percent in nominal dollars.
For example, assuming 2 percent of the growth came from startup firms and
using the 1.2 percent five-year growth rate as a starting point, it is reason-
able to estimate growth of the average existing firm as 1.2 percent plus 3 per-
cent inflation, minus 2 percent from net startups, equals 2.2 percent growth.
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throughout the year more or less evenly, rather than producing
nothing throughout the entire year and making everything on
the last day. If the cash flow occurs evenly through the year, in
a present value sense it is as if all income occurs in the middle
of the year. Adjusting the valuation formula for midyear cash
flows, we use the following Midyear Gordon Model formula:

FMv=Y1*T s oR,,, (6.3)
r—8

Again, as in Equation 6.2, we use our forecast of next year’s
economic cash flow. We can create an alternative formula for
the value of the perpetuity by substituting the relationship that
cash flow equals net income times the Payout Ratio, or CF =
Inc X POR, into Equation 6.3, which leads to an alternate

Midyear Gordon Model formula:

v = Y1 o Ine, 1 X POR (6.3a)

r—§

GORDON MODEL MULTIPLES

Table 6.1, below, contains the Gordon Model multiples (GMMs)
for a wide range of discount and growth rates. Section 1 of the
table is identical with Table 5.4 in Chapter 5. It is the results
of my statistical analysis of stock market returns for 1938-2001.

Section 2 of the table contains the GMMs for growth rates
from —2 percent (column D) to 8 percent (column N), and for
discount rates of 13.7 percent in row 7 to 26.4 percent in row
22 (which relate to firm sizes of $10 billion down to $25,000, re-
spectively).

You can see that as we move down any column, the dis-
count rate rises and the GMM declines. As we move to the right
across any row, as the growth rate rises, the GMM also rises.
Thus, the GMM rises as we move northeast in the table, so to
speak, and declines to the southwest.

Gordon Model Example

Let’s do a simple example. Suppose economic net income was
$119,048 last year, and we expect cash flows to grow by 5 per-
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cent a year. That means we expect economic net income to be
$119,048 X 1.05 = $125,000 next year. We calculate (or esti-
mate) the Payout Ratio to be 80 percent. Therefore, our forecast
economic cash flow is $125,000 X 80% = $100,000 next year.
The steps in the valuation process are as follows:

1. Let’s make an initial guess—which will turn out to be
incorrect—that the FMV of the business is $1 million,
which implies the correct discount rate is 22.8 percent
(Table 6.1, B16). The GMM is 6.2 (K16). We multiply
$100,000 x 6.2 = $620,000.

2. We compare the value assumed of $1 million with the
calculated value* of $620,000 and find that they are
materially different. So we need to do another itera-
tion of calculations.?

3. We use the $620,000 we just calculated as our next
round’s assumed value. The closest FMV in Table 6.1,
Section 1, is $500,000 (A17), which has a GMM of 6.0
(K17). We multiply $100,000 X 6.0 = $600,000.

4. We compare the $600,000 calculated FMV with the as-
sumed FMV of $500,000 and find that there is no
other FMV in column A that is closer to $600,000. We
can stop now. In nerd language, we have iterated to a
steady state. (I'm sure you can breathe a lot easier
knowing that.)

5. Just to show you that this model works regardless of
your initial guess, if we had initially guessed the busi-
ness had an FMV of $100,000, we would have used a
GMM of 5.6 (K20). That would have led to a calcula-
tion of $100,000 X 5.6 = $560,000, which, in turn,
would have lead us to the 6.0 multiple again for a
$500,000 FMV firm. Thus, as long as you follow
through with the iterations, you will get the same an-
swer, regardless of your initial guess. In nerd lan-
guage, the model is convergent.

4 The spreadsheet has more decimal points than the table shows, so the ac-
tual result is different by an apparent but not real rounding error. The same
is true of subsequent calculations. For simplicity, we use rounded numbers.
5 An iteration is a round of calculations.
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Congratulations! You have just performed your first busi-
ness valuation! You could have stopped after the fourth step, so
you could have done this in one or two minutes—once you have
a forecast of economic net income and the Payout Ratio.

Shortcut Midyear Gordon Model Formula

As you have seen in Table 6.1, most small businesses should re-
quire rates of return of 23 to 26 percent. The square root of one
plus those two numbers are 1.11 and 1.12, respectively. For
mathematical ease, we can approximate the midyear correction
for small business as being about 10 percent. We can then use
Equation 6.4 as a “quick-and-dirty” Gordon Model formula ap-
proximation:

1

r—g

FMV=11X

X CFyq1 (6.4)

In other words, this approximation formula for midyear
cash flows is 10 percent larger than the End-of-Year GMM. The
approximation works over a wide range of firms, with fairly lit-
tle error. While we do not use Equation 6.4 in this chapter, we
will make use of it later in the book.

VALUATION WHEN A FIRM IS NOT MATURE

The foregoing valuation is fine for an already mature firm. If it
will take, let’s say, five years to reach “maturity,” first you will
need to discount the first five years of cash flows to present
value, as you learned in Chapter 5. Then you will forecast Year
Six economic cash flow, determine the appropriate GMM—given
your forecast of constant growth in cash flows and your best ini-
tial estimate of the value of the firm—and multiply your tenta-
tive GMM times Year Six economic cash flow. The result of that
multiplication is the present value of the Years Six to infinity
cash flows as of the end of Year Five. Then you will discount
that back five years to present value as of time zero (now), and
add the present value of Years One through Five cash flows.
This becomes a tentative FMV of your company. You will
need to go through the iteration process to make sure that the
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value assumed and the value calculated are consistent. Don’t
worry too much about the iterations, because the valuation
spreadsheet that you can download from my Web site automates
this process for you. We will present and explain this software
in Chapter 7.

For example, suppose your firm plans to retain all net in-
come for the first five years of operations. The first year in which
you forecast dividends (whether explicit dividends or implicit
dividends in the form of excess compensation) is in Year Six, for
$1 million. After that you expect 6 percent growth in cash flows
forever. The valuation steps are as follows:

1. Assume a FMV of $1 million. The GMM is 6.6 (Table
6-1, L16).

2. Multiply $1 million X 6.6 = $6.6 million. That is the
tentative FMV as of the end of Year Five for the fore-
cast cash flows from Years Six to infinity.

3. Discount five years back to present value today. Note,
here we do not use a midyear present value factor. We
discount exactly five years. The present value factor at
a discount rate of 22.8 percent (B16) is 0.36, i.e.,
(1/1.228%) = 0.36. We multiply $6.6 million X 0.36 =
$2.4 million (rounded).

4. The calculated value is closer to an FMV of $3 mil-
lion than it is to the $1 million, so we need to do one
more iteration. The GMM for $3 million is 7.0
(L15).% Then, $1 million X 7.0 = $7.0 million. Multi-
plying this by the present value factor of 0.36, the
second iteration valuation is $2.5 million (rounded),
which is consistent with the FMV that we assumed
and the 7.0 GMM. Thus, we can stop with a valua-
tion of $2.5 million.

6 If you want to be sophisticated, you could choose a GMM of 6.9. This would
be reasonable, since the GMM for a $2.4 million firm should be between the
6.6 GMM for $1 million firms and the 7.0 for $3 million firms, and closer to
the GMM of 7.0 of the $3 million firms.
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CONCLUSION

In these first six chapters I have laid the essential conceptual
groundwork in business valuation. We have developed the Gor-
don Model formulas and performed two sample valuations us-
ing the Gordon Model. You have now learned most of the math-
ematics and theory that you will need to value a business. The
rest should be relatively easy.

In the next chapter we will discuss how to use my valua-
tion spreadsheet, which you can download from my Web site at
www.abramsvaluation.com.



Chapter 7

Sample Discounted Cash
Flow Valuation

Now that we’ve gone into the fundamentals of valuation,
we’re ready to discuss a basic Discounted Cash Flow valuation.
This chapter will lead you through a spreadsheet presenta-
tion.! You can access a sample valuation spreadsheet from
www.abramsvaluation.com. The Web site also has a blank ver-
sion so you can perform a “quick and dirty” valuation of your
business.

THE SAMPLE DCF

The numbers in this sample valuation are not based on any ac-
tual company; they are arbitrary. In Table 7.1, row 5, we call
the future years simply One, Two, and Three (seen as numer-
als in the table, but spelled out in the text to avoid confusion
with economic numbers).?2 Thus, if the current year is 2003,
these years would correspond to 2004, 2005, and 2006.

1 The author gratefully acknowledges the significant assistance by Chaim
Borevitz in drafting this chapter.

2 For simplicity, we assume all years are fiscal years following the valuation
date, e.g., if the valuation date is 10/31/03, then Years One, Two, and Three
are the 12 months ending 10/31/04, 10/31/05, and 10/31/06. If your projections
are for calendar years but the valuation date is not the beginning of the year,
there are complications in the present value factors, which professionals deal
with regularly and are beyond the scope of this book.
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A B C D
1 |TABLE 7.1
| 2 [Sample Discounted Cash Flow Valuation
3
4 |
5 |Future Years 1 2 3
6 | Forecast Economic Net Income 125,000 135,000 143,100
7 | Payout Ratio (B19) 80% 80% 80%
8 | Forecast Economic Cash Flow 100,000 108,000 114,480
9 | Present Value Factor (Midyear Assumption) 0.9017 0.7331 0.5960
10 | Present Value of Economic Cash Flow 90,167 79,171 68,229
(Row 8 * Row 9)
11 | Total Present Value of Economic 237,567
Cash Flow: Years 1-3
12 | Forecast Economic Cash Flow Year 4 120,204
[D8 * (1 +B21)]
13 | Gordon Multiple 6,1614
14 | Economic Cash Flows Year 4 to Infinity: 740,626
At End of Year 3
15 | Present Value Factor to Discount Year 4 0.5374
to Infinity CF to Year O
16 | Present Value of Economic Cash Flows 398,001
Year 4 to Infinity
17 | Total Present Value of Economic 635,567
Cash Flows (B11+B16) [1]
18 | Assumptions
19 | Payout Ratio 80%
20 | Discount Rate 23%
21 | Long-Term Cash Flow Growth Rate 5%
22
E [1] Many business sales are structured in a way that the seller retains some of the working cap-
i ital items, usually cash, receivables, and payables. If you are thinking about making such a
E transaction, you will need to adjust FMV to purchase price by subtracting cash and receiv-
26 ables and adding back payables that remain with the seller. See Chapter 10 for more details.
27 |
E [2] In “The Equity Premium,” Eugene Fama & Kenneth French, Journal of Finance, April 2002, 647-
2 659, the authors forecast future returns will be lower than historical returns by approximately 4
130 |  percent. In “The Supply of Stock Market Returns,” Roger G. Ibbotson and Peng Chen, Yale ICF
i Working Paper 00-44, the authors forecast future returns will be lower than historical returns only
£ by 1 percent. It will take a long time to sort through the arguments and come to some consen-
i sus, if there ever will be one. | use my professional judgment to choose Ibbotson’s more con-
i servative 1 percent adjustment. In the meantime, obviously this creates a great deal of uncer-
35 tainty about values.
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Looking at the table, you’ll see that we assume forecast eco-
nomic net income of $125,000 in B6 for the first forecast year.
Net income grows by 8 percent in Year Two and 6 percent in
Year Three (growth rates not shown in the table). In the last
chapter you learned to use the Gordon Model multiple when
growth in cash flow, in percentage terms, is constant. In our ex-
ample we assume that in the fourth future year, cash flow will
begin growing at a constant rate. Therefore, we forecast only
three years of cash flow in detail and then use the Gordon Model
multiple to forecast Years Four through infinity.

To transform net income to cash flow, we need to select a
Payout Ratio. For simplicity, we assume a Payout Ratio of 80
percent (B19, transferred to row 7), which is the benchmark
guesstimate from Chapter 4. To calculate cash flow in row 8, we
multiply net income in row 6 by the Payout Ratio in row 7. Next,
we calculate the present value factor, which I introduced in
Chapter 5. We use a midyear present value factor, which as-
sumes cash flows occur approximately evenly throughout the
year. The formula for the midyear present value factor is

1
A+
the future year. The discount rate in this example is 23 percent
(B20).3 To discount the forecast cash flow to present value in
row 10, we multiply the forecast cash flow in row 8 by the PVF
in row 9. In B11 we sum the present value of forecast cash flow
for the first three future years. Thus, the present value of fore-
cast cash flow in future Years One to Three is $237,567.

We now use the Gordon Model multiple to calculate the
present value of forecast cash flows from future Years Four to
infinity.

First, we compute forecast cash flow for Year Four by mul-
tiplying forecast cash flow in Year Three, $114,480 (D8), by one
plus the long-term cash flow growth rate, which we assume to
be 5 percent (B21). Forecast cash flow in Year Four equals
$120,204 (B12). We calculate a Gordon Model multiple of 6.1614
(B13) by inserting the 23 percent discount rate and the 5 per-

where r is the discount rate and n is the midpoint of

3 T compute the discount rate using my log-size equation, updated for the years
1938-2001. See Quantitative Business Valuation, ibid, 117-169.
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NVi+r _
r—8
= 6.1614. Multiplying Year Four forecast

cent growth rate into the GMM formula: GMM =

V123 111
23% — 5%  0.18
cash flow by the Gordon Model multiple yields the value of cash
flow from Year Four to infinity as of the end of Year Three,
which is $740,626 (B14). Then we discount this value three years
to arrive at the present value of forecast cash flow from Year
Four to infinity. To do this, we calculate the present value fac-

tor for discounting three full years, which is m -

0.5374 (B15). This means that each dollar at the end of Year
Three equals approximately 53% cents at time zero, when us-
ing a discount rate of 23 percent. Multiplying $740,626 by
0.5374, we calculate the present value of economic cash flows
from Year Four to infinity of $398,001 (B16). We add cells B11
and B16 to produce the present value of all cash flows, $635,567
(B17).4

The total present value of cash flows in B17 is the Fair
Market Value on a marketable minority basis, a concept I'll ex-
plain in the next chapter. This is so because the discount rate
is based on returns for marketable minority interests, i.e., pub-
licly traded stock. Normally the reader wants to know the value
of control interests that are not publicly traded. In the major-
ity of cases, the value of a 100 percent interest in a privately
held firm will not be materially different than the marketable
minority value. However, there are exceptions, which can be ex-
treme, but they are not in the scope of this book. Adjustment
for control and marketability are some of the most complex and
controversial aspects of valuation. Therefore, I left them out of
this sample valuation.

Sensitivity Analysis

To help give you a sense of how changes in the discount rate
and long-term growth rate will change the valuation result, look
at Table 7.1A, a sensitivity analysis.

4 There is an apparent but not real $1.00 rounding error.
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E| F| G | H | | | J K L

ss| TABLE 7.1A

59 | Sample Discounted Cash Flow Valuation

61 Discount Rate

62 | 15% 17% 19% 21% 23% 25%
63 -1% $761,005 $680,337 | $615,806 | $563,008 | $519,010 | $481,780
64 | % 0% $799,684 $709,899 | $639,013 | $581,625 | $534,213 | $494,382
E E 1% $843,888 $743,156 | $664,799 | $602,104 | $550,798 | $508,035
| 66 | % 3% $954,398 $823,923 | $726,041 | $649,887 | $588,944 | $539,063
67 |5 5% | $1,109,113 $931,612 | $804,780 | $709,617 | $635,567 | $576,297
68 | 7% | $1,341,185 | $1,082,377 | $909,765 | $786,412 | $693,846 | $621,806

The final value calculated in the example in Table 7.1 ap-
pears in Table 7.1A, K67: $635,567. You'll notice, as you move
to the right in the table, that the discount rate increases and
the valuation decreases. Conversely, as you move to the left-
hand side, the values rise with the lower discount rates. As you
move down, the growth rate increases and so do the values. As
you move up, the growth rate declines and the values decrease.
Thus, the highest value ($1,341,185 at G68) is at the bottom
left-hand corner, and the lowest value ($481,780 at L63) is at
the top right-hand corner.

Valuation Spreadsheet

On the Web site www.abramsvaluation.com, click on the “Books”
menu, then click on the menu for this book, and you will find a
spreadsheet that looks like Table 7.2. It is a version of Table 7.1
waiting for your company’s data. The spreadsheet requires the
user to input the following items:

¢ Net income forecasts for three years in cells B6, C6, and
D6

¢ A Payout Ratio assumption in B19

* A long-term cash flow growth rate assumption in B21
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A

TABLE 7.2

Discounted Cash Flow Valuation

Future Years

Forecast Economic Net Income

Payout Ratio (B19)

80%

80%

80%

Forecast Economic Cash Flow

Present Value Factor (Midyear Assumption)

0.8980

0.7242

0.5840

'o‘wmslmmh|w|~ |-s

Present Value of Economic Cash Flow
(Row 8 * Row 9)

1

Total Present Value of Economic
Cash Flow: Years 1-3

12

Forecast Economic Cash Flow Year 4
[D8 * (1 +B21)]

13

Gordon Multiple

(5.8608)

14

Economic Cash Flows Year 4 to Infinity:
At End of Year 3

15

Present Value Factor to Discount Year 4
to Infinity CF to Year O

0.5245

16

Present Value of Economic Cash Flows
Year 4 to Infinity

17

Total Present Value of Economic
Cash Flows (B11+B16) [1]

18

Assumptions

19

Payout Ratio

80%

20

Discount Rate

24%

21

Long-Term Cash Flow Growth Rate

5%

22
23
24
25
26
27
28
29
30
31
32
33
34

[1] Many business sales are structured in a way that the seller retains some of the working cap-
ital items, usually cash, receivables, and payables. If you are thinking about making such a
transaction, you should adjust the value to purchase price by subtracting cash and receiv-
ables and adding back payables that remain with the seller. See Chapter 10 for more details.

[2] In “The Equity Premium,” Eugene Fama & Kenneth French, Journal of Finance, April 2002, 647-

35

659, the authors forecast future returns will be lower than historical returns by approximately 4
percent. In “The Supply of Stock Market Returns,” Roger G. Ibbotson and Peng Chen, Yale ICF
Working Paper 00-44, the authors forecast future returns will be lower than historical returns only
by 1 percent. It will take a long time to sort through the arguments and come to some consen-
sus, if there ever will be one. | use my professional judgment to choose Ibbotson’s more con-
servative 1 percent adjustment. In the meantime, obviously this creates a great deal of uncer-
tainty about values.
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This spreadsheet will aid you in estimating a “ballpark”
value for your business. It is not meant as a substitute for a
professional business appraisal. When conducting your own ap-
praisal with the spreadsheet, you have control over how much
detail and sophistication you want. For example, if your com-
pany does not have formal financial forecasts, you can use last
year’s net income as a guide, average your company’s net in-
come over the last few years, or use the forecasting process I
describe in Chapter 3.

I have set up the spreadsheet for simplicity and ease of use
for the most readers. For those readers who want to use a more
detailed method, there are additional spreadsheets on the Web
site (also under the menu item for this book) to aid in calculat-
ing historical sales growth and forecasting future sales growth,
transforming net income to economic net income, forecasting fu-
ture economic net income, and calculating the Payout Ratio from
historical balance sheet data. I will explain the additional
spreadsheets in the Appendix to Chapter 7.

As discussed in Chapter 4, and as you can see in Table 7.2,
row 7, you can use 80 percent as a benchmark Payout Ratio for
a small to mid-size firm with 3 to 4 percent growth. On aver-
age, if your business is growing quickly, you should decrease the
percentage, and if it’s stagnant or in decline, you should increase
the Payout Ratio.

For the long-term cash flow growth rate, we found in Chap-
ter 6 that the average nonstartup firm grows about 2 percent
per year in nominal terms (—0.5 to —1 percent in real terms, as
long-term inflation forecasts have ranged between 2 and 3 per-
cent for the last several years®). If your business is mature but
growing quickly, you may choose a long-term growth rate of 4
to 7 percent.® If your business is contracting, you may choose a
zero to 2 percent growth rate. In extreme cases of downhill
(maybe over-the-hill) momentum, the long-term growth rate
should be negative. Of course, the company’s historical growth
is normally a very important part of the forecast.

5 See the Survey of Professional Forecasters published by the Federal Reserve
Bank of Philadelphia, http://www.phil.frb.org/econ/spf/index.html.

6 Of course, startup firms usually have much higher growth rates for the first
several years.
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The discount rate is automatically calculated based on my
log-size equation and is accurate for firms worth up to $258 mil-
lion. To use the spreadsheet, you will need to forecast three years
of net income and input a reasonable Payout Ratio and long-
term cash flow growth rate, and the spreadsheet will do the rest.

Like the example in Table 7.1, the spreadsheet does not ad-
just for control and marketability issues. You will have to read
the next chapter to understand the issues of control and mar-
ketability. As we already discussed, in most cases the Fair Mar-
ket Value of a 100 percent interest in a privately held company
will not materially vary from the marketable minority interest
FMV. For our “quick-and-dirty” valuation purposes, it was rea-
sonable not to make the adjustment for control and mar-
ketability here.

There is one more important caveat to this spreadsheet.
Many business sales are structured so the seller retains some
of the working capital items, usually cash, receivables, and
payables. If you’re thinking about making such a transaction,
you should adjust the value in B17—Total Present Value of Eco-
nomic Cash Flows—by subtracting cash and receivables and
adding back payables. In Chapter 10, I explain this in more
detail.

Finally, just as Table 7.1A is the sensitivity analysis to
Table 7.1, Table 7.2A is the sensitivity analysis to Table 7.2.
While it currently appears to show zero percent everywhere in

E| F| G | H | | | J | K | L

ss| TABLE 7.2A

59 | Sample Discounted Cash Flow Valuation

| 61| Discount Rate

62 15% 17% 19% 21% 23% 25%
63 -1%

64 |2 0%

o |£ [

66 |3 | 3%

o7/ G [ 5%

68 7%
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the table, the numbers will automatically calculate when you
input the data in Table 7.2.

CONCLUSION

In this chapter we have reviewed a sample discounted cash flow
valuation spreadsheet and learned how to use the valuation
spreadsheet to perform your own business valuation. I wish you
great success using my spreadsheets!



App@mdix to Ch&pi@r /

To perform a DCF valuation, you must forecast cash flow, and
in order to do this, you need to first forecast sales, economic net
income, and the Payout Ratio. Chapter 7 presented various ways
to make these forecasts. The simpler methods are less precise,
but quicker and easier. This appendix is for readers who desire
a greater degree of precision in their valuations, and the goal is
to demonstrate how to use the spreadsheets available on
www.abramsvaluation.com, which aid in forecasting sales, eco-
nomic net income, and calculating the Payout Ratio in a more
detailed fashion.!

Note that all of the tables in this appendix except for Table
A7.3 will show apparent but not real error messages, which will
disappear when you enter your data properly.

CALCULATING HISTORICAL SALES GROWTH

The first step in forecasting is to analyze the past. Table A7.1,
is a spreadsheet that will allow you to quickly compute the av-
erage annual sales growth of your business.

1 The author gratefully acknowledges the significant assistance by Chaim
Borevitz in drafting this appendix.
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A | B8] ¢ | o | E | F | a
1 | TABLE A%7.1
| 2 | Spreadsheet to Calculate Historical Sales Growth
3
4 |
T 1999 2000 2001 2002 2003 Avg
6 | Total Sales
7 | Annual Sales Growth #DIV/0! | #DIV/0O! | #DIV/O! | #DIV/0! | #DIV/0O!
|8
9 2000 2001 2002 2003 Avg
10 | Total Sales
11 | Annual Sales Growth #DIV/0! | #DIV/0O! | #DIV/0O! | #DIV/0!
12
13 ] 2001 | 2002 | 2003 Avg
14 | Total Sales
15 | Annual Sales Growth #DIV/0! | #DIV/O! | #DIV/0!
16
17 | First forecast year | 2004 |

19 Spreadsheet Formulas:
20 Cell C7: =(C6/B6)-1

To begin using the spreadsheet, you must first determine
the first forecast year of your valuation. Normally, that will be
next year. For example, if today’s date is sometime in 2003, then
your first forecast year will be 2004. You need to input the first
forecast year into cell B17 (Table A7.1). This will automatically
set up the correct years in rows 5, 9, and 13 in the spreadsheet.

Next, you need to input the historical sales of your busi-
ness into the spreadsheet. If you have five years of sales data,
you should input the data in row 6. If you have four years of
sales data, you should place the information in row 10, and if
you have only three years of data, input it in row 14. After you
input your sales data, the average annual sales growth will be
automatically calculated in the last cell on the right.

HISTORICAL ECONOMIC PROFIT MARGIN

The purpose of Tables A7.2A, A7.2B, and A7.2C is to calculate
the historical economic profit margin. By design, these tables
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A |B|C|D|E

TABLE A7.2A

1
| 2 [Income Statements (3 Years) for Calculating Economic Net
| 3 [Income & Profit Margins
4
5

Avg or
Year 2001 2002 2003 Total

6 | Total Sales

7 | Cost of Sales

8 | Gross Profit - - -
9 | Total Expenses

10 | Net Income Before Taxes - - -
11 | Adjustments to Net Income

12 | + Owners’ Actual Compensation

13 | — Owners’ Arm’s Length Compensation
14 | + Optional Charitable Contributions

15 | + Loss From Discontinued Operations

16 | + Moving Expense

17 | — Allocated Moving Expense

18 | = Total Adjustments - - -
19 | Economic Net Income Before Taxes - - -
20 | Corporate Income Taxes - - -

21 | Economic Net Income After Corporate - - -
Taxes

22 | Economic Profit Margin #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0!
23 | Sum-of-the-Years’ Digits 1 2 3 6

24 | Sum-of-the-Years’ Digits-% 16.7% 33.3% 50.0% | 100.0%
25 | SYD Weighted Profit Margin #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0!
26
27 | First forecast year 2004

28 | Combined Federal & State Corp. Inc 40.0%
Tax Rate [1]

29

30 [1] This equals the federal corporate rate plus the state corporate rate minus the product of

31 the two. For a nontax entity, this is normally zero. However, it is 1.5 percent in California.

will also help you compute economic net income. The only dif-
ference among the three tables is the number of years of data
used to calculate the average economic profit margin.
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A |B|c|D|E|F

TABLE A7.2B

1
| 2 | Income Statements (4 Years) for Calculating Economic Net
| 3 |Income & Profit Margins
4
5

Avg or
Year 2000 2001 2002 2003 Total
6 | Total Sales

7 | Cost of Sales

8 | Gross Profit - - - -
9 | Total Expenses

10 | Net Income Before Taxes - - - -
11 | Adjustments to Net Income

12 | + Owners’ Actual
Compensation

13 | — Owners’ Arm’s Length
Compensation

14 | + Optional Charitable
Contributions

15 | + Loss From Discontinued
Operations

16 | + Moving Expense
17 | — Allocated Moving Expense
18 | = Total Adjustments - - - -

19 | Economic Net Income - - - -
Before Taxes

20 | Corporate Income Taxes - - - -

21 | Economic Net Income After - - - -
Corporate Taxes

22 | Economic Profit Margin #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/O!
23 | Sum-of-the-Years’ Digits 1 2 3 4 10

24 | Sum-of-the-Years’ Digits- % 10.0% 20.0% 30.0% | 40.0% | 100.0%
25 | SYD Weighted Profit Margin | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/O!
26
27 | First forecast year 2004

28 | Combined Federal & State 40.0%
Corp. Inc Tax Rate [1]

29

30 [1] This equals the federal corporate rate plus the state corporate rate minus the product of

31 the two. For a nontax entity, this is normally zero. However, it is 1.5 percent in California.
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A |B|C|D|E|F|G

TABLE A7.2C

Income Statements (5 Years) for Calculating Economic Net
Income & Profit Margins

Avg or
Year 1999 2000 2001 2002 2003 | Total
Total Sales
Cost of Sales
Gross Profit - - - - -
Total Expenses

10 | Net Income Before - - - - -
Taxes

11 | Adjustments to Net
Income

12 | + Owners’ Actual
Compensation

13 | — Owners’ Arm’s Length
Compensation

14 | + Optional Charitable
Contributions

15 | + Loss From
Discontinued
Operations

16 | + Moving Expense

17 | — Allocated Moving
Expense

18 | = Total Adjustments - - - - -

19 | Economic Net Income - - - - -
Before Taxes

20 | Corporate Income Taxes - - - - -

21 | Economic Net Income - - - - -
After Corporate Taxes

22 | Economic Profit Margin | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0!

(o |N|®

23 | Sum-of-the-Years’ Digits 1 2 3 4 5 15

24 | Sum-of-the-Years’ Digits-% | 6.7% | 13.3% | 20.0% | 26.7% | 33.3% | 100.0%

25 | SYD Weighted Profit #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0! | #DIV/0!
Margin

26

27 | First forecast year 2004

28 | Combined Federal & State | 40.0%
Corp. Inc Tax Rate [1]

29
30 [1] This equals the federal corporate rate plus the state corporate rate minus the product of

31 the two. For a nontax entity, this is normally zero. However, it is 1.5 percent in California.
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Table A7.2A is for three years of historical data. I will ex-
plain how to use it. Tables A7.2B and A7.2C function identically
for four and five years of data, respectively.

As in Table A7.1, the first thing you need to do in Table
AT7.2A is input the first forecast year in cell B27. Next, if your
company is a C corporation, input your combined federal and
state corporate income tax rate in B28. That will be equal to the
federal rate plus the state rate, minus the product of the two.

For example, if the relevant federal and state tax rates for
your company’s tax bracket are 35 and 5 percent, then the com-
bined rate is 35% + 5% — (35% X 5%) = 40% — 1.75% =
38.25%. If your business is a pass-through tax entity—an S cor-
poration, LLC, or partnership—you should input zero.? How-
ever, in the supplementary chapter on the valuation effects of
entity, also available on my Web site, you will discover that pass-
through entity valuation is more complicated than this, and this
may result in an overvaluation. However, for our “quick-and-
dirty” valuation purposes, the magnitude of the error is not
worth the complication of the additional calculations that would
be necessary for greater accuracy.

Next, input the historical financial data for your business
in rows 6, 7, and 9. Rows 8 and 10 calculate automatically.

The following step is a bit more difficult. Rows 12 to 17 are
the adjustments to net income to calculate economic net income.
You will need to add back owners’ salaries in row 12. This should
also include the total of all compensation to all employees that
are not arm’s length, as I explained in Chapter 3. If there are
four family members in the company who are paid at more or
less than an arm’s length rate, then row 12 should be the total
actual compensation for all four people. Then you need to sub-
tract the arm’s length compensation in row 13.

In row 14 you should include all optional charitable con-
tributions. If you had any discontinued operations, add back
losses (or subtract gains) from their being discontinued in row

2 There are exceptions. California has a 1.5 percent S corporation tax rate.
Also, if you are calculating the FMV of your firm and your relevant universe
of buyers are C corporations (which would probably mean that you own a large
company), then it is their tax rate, not your tax rate, that counts. If your firm
is acquired by a C corporation, it will pay corporate taxes on your net income.
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TABLE A7.3

Spreadsheet for
Forecasting Economic Net Income

Future Years 1 2 3
Forecast Total Sales

Forecast Profit Margin
Economic Net Income After Corporate Taxes - - -

15. This is true not only in the year of closure, but in prior years
as well. We want to forecast only continuing operations in the
future. If you had any moving expenses, you need to add them
back in row 16, and subtract the annual allocation in row 17.
As a reminder, the annual allocation equals the total amount of
moving expenses divided by the number of years you estimate
there will be between moves. Row 18 will automatically total
the adjustments,? and row 19 will calculate economic net income
before taxes. Row 21 will automatically subtract taxes to calcu-
late economic net income. Row 22 will compute the economic
profit margin, and the average economic profit margin of your
business will appear in E22. Rows 23 through 25 will automat-
ically calculate the sum-of-the-years’ digits weighted average
economic profit margin.

FORECASTING ECONOMIC NET INCOME

The spreadsheet for Table A7.3 calculates economic net income
for you, which is the first input you need for the DCF spread-
sheet in Table 7.2 in Chapter 7.

To use Table A7.3, you first need to forecast sales. This
should be easy if you used Table A7.1. In cell B6, you need to

3 You can insert rows in the spreadsheet, if you have additional adjustments
that I have not considered in this standard format. However, be careful that
the sum formula in the current row 18 includes all of the rows. If you inserted
rows at either row 12 or row 18, Excel will not do that for you automatically.
If you insert at rows 13 through 17, it should be automatically correct.
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multiply your previous year’s sales by one plus the average an-
nual sales growth rate you calculated in Table A7.1:

Salesiast year X (1 + Average Annual Growth Rate) =
Forecast Salespext year

Alternatively, if you have a specific sales growth forecast for
each year, you can use that instead of the average growth rate.
Cell C6 should equal B6 times one plus the average annual
growth rate, and D6 should equal C6 times one plus the aver-
age annual growth rate.

In row 7, you need to input your forecast economic profit
margin. You will take this from Table A7.2A (or Tables A7.2B
or A7.2C). You need to decide which profit margin is more in-
dicative of the future of your business—the simple annual av-
erage economic profit margin in E22 (F22 in Table A7.2B, or
G22 in Table A7.2C) or the sum-of-years’ digits weighted aver-
age economic profit margin. After choosing one of these, place
it in row 7. The spreadsheet will then automatically calculate
economic net income after corporate taxes, which you can input
into Table 7.2, row 6.



Chapter 8

Adjusting for Control
and Marketability

Adjusting for control and marketability is part of the fine-tun-
ing of the valuation. For our “quick-and-dirty” valuation pur-
poses, it’s the icing on the cake. It is not the cake itself. In a
professional valuation context, there can be much controversy
over these valuation adjustments, and they can become a sig-
nificant “slice of the cake.” In a number of lawsuits, the argu-
ments have been about the valuation discounts, not the Dis-
counted Cash Flow Method calculations.

If my only goal were to teach you to value your own busi-
ness as a whole, this chapter would not be in the book. How-
ever, there are two additional goals that I have in mind.

The Broader Context

My first goal in this chapter is to convey the broader context of
valuation well enough so you can interface more effectively with
a professional appraiser when you need that kind of help. Most
business owners eventually need professional appraisals for tax
reasons. Hopefully, you will not need a professional for litiga-
tion, but it does happen on occasion. And, of course, many of
you might eventually want to sell your business, at which point
it would be wise to engage professional help for greater accu-
racy.
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It’s helpful to understand how a professional business val-
uator defines a valuation assignment. Understanding it can help
you eliminate sloppy thinking that might lead to the kind of
large errors in valuation that occur when the assignment is spec-
ified incorrectly. Logically, this should have been included in
Chapter 1, since it is a foundation of business valuation. But
plunging into the finer points of valuation might well have been
a distraction when we first began. Now, however, having read
this far, you’re ready for some of those fine points.

Partial Ownership

Some readers will own a partial interest in a business, and they’ll
want to know how to value that. Valuing a partial interest is al-
ways more complex than valuing a whole interest. A control in-
terest in a business is any interest greater than 50 percent. A mi-
nority interest in a business is any interest under 50 percent. If
there are many owners of a firm, it is possible that a large mi-
nority interest may effectively control the company.

My second goal in this chapter is to help you understand
how to begin to accomplish this partial interest valuation. Ig-
norance of technical details like the levels of value can lead to
incorrect valuation results. Probably the most important part of
this chapter is advice that I give to protect the value of minor-
ity interests before you invest.

OVERVIEW OF THE PROCEDURE

Let’s begin with an overview of the valuation procedure:

1. Define the valuation assignment. This involves specify-
ing the business interest, the effective valuation date,
the purpose of the valuation, and the standard of value.
a. A valuation is only valid as of a certain date. As

time changes, value changes.

b. A valuation is only valid for a particular business
interest, and values are not strictly proportional.
Thus, for example, the value of one-half ownership
in a firm usually will be less than one-half of the
value of the entire company, because the attributes
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of control and marketability are less desirable for
the one-half interest than they are for the 100 per-
cent ownership interest. We will discuss this in de-
tail later in the chapter.

2. Perform the valuation using the Discounted Cash
Flow Method and the Gordon Model, which we covered
in Chapters 5 and 6.

3. Adjust the value to the appropriate level of control
and marketability for the business interest you are
valuing. This is the main focus of this chapter, and it
requires a discussion of the “levels of value.”

DEFINING THE ASSIGNMENT

The first step in performing any valuation is to define the val-
uation assignment. For professional business appraisers, this is
mandatory, and we have to do this in our engagement letters
with our clients and in our reports. To define the assignment,
one must specify the following items:

1. The business interest being valued. This, in turn, will
determine the level of value that is appropriate to that
interest.

2. The effective date of the valuation.

3. The purpose(s) of the valuation.

4. The standard of value.

We will cover each of these points in detail.

Business Interests

A complete description of a business interest is a statement of
the legal form of the business entity (corporation, LLC, etc.), the
size of the interest, i.e., the percentage of the company owned,
the class of ownership, and the state in which the company is
legally formed. Examples of different business interests are:

e 25 percent common stock interest in a California C cor-
poration

e 15 percent Class C preferred stock interest in a
Delaware C corporation
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* 100 percent stock interest in an Arizona S corporation

* 1 percent General Partnership interest in a Nevada
Limited Partnership

e 25 percent Limited Partnership interest in a Colorado
General Partnership

* 50 percent member interest in a Washington Limited
Liability Company (LLC)

¢ 100 percent of the assets of a Virginia C corporation

Defining the valuation assignment enables us to be precise
about what we’re valuing. This is important since the legal form
of the business, state law, the company’s legal documents (e.g.,
Articles of Incorporation, Bylaws, Partnership Agreement, etc.),
and the magnitude of the interest usually affects the degree of
control and marketability of the business interest, and this in turn
will affect its fair market value. Of course, it’s simpler when all
we’re concerned about is a 100 percent interest in the company.

Effective Date

As stated earlier, a valuation is effective only as of a specific
date. However, it often takes one month or more to receive the
year-end financial statements that we need to value a company,
and it takes time to perform the valuation. Thus, by the time
the valuation is finished, it will be somewhat “stale.”

The general rule of thumb is a valuation that is more than
three months past its effective date is in danger of being con-
sidered effectively stale. In the absence of extraordinary events
that materially impact value, it is usually reasonable to use a
valuation, for example, with a December 31, 2002, effective date
for a transaction that will take place on or before March 31,
2003.

An extreme example of a “value-altering,” extraordinary
event was the terrorist attacks on September 11, 2001. A more
pleasant and perhaps routine example would be signing a con-
tract with a major new customer that will double sales within
two years. Even so, if a reasonable investor in our example would
have attached a 99 percent probability on December 31, 2002,
to signing the contract, then 99 percent of the value of the con-
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tract should be incorporated into the valuation as of that date,
and the signing on January 31, 2003, would not be a material,
value-altering event. If the probability had instead been only 25
percent, then signing the contract would be a value-altering
event.

Purpose(s) of the Valuation

It is vital to state every purpose you have for performing your
own valuation or hiring a professional to do it for you. There
are many reasons why people hire professional appraisers: buy-
ing or selling a whole business or part of a business, establish-
ing a buy-sell agreement, estate taxes, gift taxes, income taxes,
financial statements, Employee Stock Ownership Plans
(ESOPs), litigation, etc. In turn, there are multiple reasons for
several items in that list. For instance, transactions that can
lead to a valuation for income tax purposes include: a corpora-
tion spinning off a technology to its shareholders, transferring
or selling assets to a related business entity, calculating Fair
Market Value for the net unrealized built-in capital gains for a
corporation electing S corporation status, and issuing incentive
stock options.

More than once clients or their attorneys have informed me
of one or two reasons why they needed a valuation and left out
one valuation purpose. The purpose of the valuation dictates the
scenario(s) that we need to consider. I can think of one instance
where a last minute “Oh by the way” led to $20,000 of addi-
tional work—much of which could have been avoided had we
known that valuation purpose from the beginning. Estate tax
valuation, where there can be multiple trusts and entities, such
as Family Limited Partnerships, is one area where it’s particu-
larly easy to be told to value the wrong asset—and not be told
to value the right one. As the business owner engaging a pro-
fessional appraiser, you will need to be careful to read the en-
gagement letter and make sure you understand what your at-
torney has instructed the appraiser to value and what is not
being valued—and agree with that.

Recently, I did a valuation for a corporation where the orig-
inal purpose of the valuation was for income tax purposes for
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the new CEO, who was given stock in return for joining the firm.
However, several weeks later he called me and told me the
founder of the firm was dying and he needed to restructure the
ownership of the company. The founder was personally liable
for a percentage of the long-term debt, and he did not want to
burden his family with that liability. The CEO needed to pro-
vide a valuation to the founder and his attorneys to show him
the value of the latter’s ownership of the company. Unlike the
stock to the new CEOQ, these shares did not have limited liabil-
ity, and they were worth less than the same percentage owner-
ship owned by anyone else. This is an example of how two dif-
ferent valuation purposes dictate different valuation results—
even of the same percentage ownership of the company.

I assume that the only reason the reader, as a business
owner, would do his or her own valuation is for internal plan-
ning purposes. Be careful. Your appraisal of your own com-
pany—no matter how well done—will suffer from lack of inde-
pendence, and the valuation will not be acceptable for most legal
purposes. Also, when accuracy is important, at a minimum you
should have your valuation reviewed by a professional ap-
praiser.

Standard of Value

The concept of the standard of value is extremely important in
valuation, and we covered that in Chapter 1. The standard of
value usually determines whether discount for lack of control,
discount for lack of marketability, and synergies belong in the
valuation calculations.

LEVELS OF VALUE

It’s vital to understand the concept of levels of value in business
valuation. Over the years of my professional practice, it’s been
my experience that many of my clients are initially surprised,
and a few are stunned, to discover that there is no such thing
as “the value” of a firm. Value depends on the context and sce-
nario of the valuation, as well as the nature of the business in-
terest we are valuing.
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FIGURE 8.1

4 X 2 levels of value chart

Public Company Private Company
| Strategic Value | | Strategic Value |
| Control Value' | | Control Value |
| Minority Interest (well treated) Value | | Minority Interest (well treated) Value |
| Minority Interest (abused)? Value | | Minority Interest (abused) Value |

There are differences of opinion among professionals as to
the appropriate levels-of-value chart. The nuances of this pro-
fessional controversy are outside of the scope of this book. My
own levels-of-value chart appears in Figure 8.1.3

The chart shows eight potential combinations of ownership
characteristics in a firm. The columns show whether the firm is
either publicly or privately held, and the rows show the degree
of synergy, control, and well-being, all of which affect the value.
One can value a strategic interest, a control interest, a well-

1 This level of value probably exists only in theory. It is my opinion that ac-
quisition premiums for public firms are not for control. They are for syner-
gies. See Quantitative Business Valuation, Chapter 7. However, there are dif-
ferent opinions, and the nuances are beyond the scope of this book.

2 In the United States, most minority shareholders of public companies are
well-treated, and the relatively few who are not have remedies available to
them, such as class-action law suits and SEC oversight, that private minor-
ity shareholders could only wish for. Thus, this category is close to nonexis-
tent in the U.S., although it is a well-known phenomenon in other countries.
8 Jay B. Abrams. Quantitative Business Valuation, ibid., 230. This chart is an
extension of the 2 X 2 chart proposed by Michael Bolotsky in “Adjustments
for Differences in Ownership Rights, Liquidity, Information Access, and In-
formation Reliability: An Assessment of ‘Prevailing Wisdom’ versus the ‘Nath
Hypothesis,” Business Valuation Review, September 1991, 94-110. The tra-
ditional levels-of-value chart used in the profession is one column only, with
“Strategic Value” on the top, “Control Value” next, “Marketable Minority
Value” next, and “Private (or Illiquid) Minority Value” on the bottom. It is my
opinion that this one-dimensional levels-of-value chart leads to errors in think-
ing and valuation, and therefore I do not discuss it any further in this book.
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treated minority interest, or an abused minority interest in the
firm.* Of course, there are gradations in between.

Since most financial models for calculating discount rates
use stock market data, the public minority level of value is our
usual beginning frame of reference in our Discounted Cash
Flow/Gordon Model multiple calculations. Those shares are mar-
ketable, since they can be sold and converted to cash in three
days, and they are minority interests, since buying 10 shares of
IBM does not give you control of the corporation. Therefore, the
above procedure yields a Public Minority interest, commonly
known as a “marketable minority” interest Fair Market Value.

To value a privately held firm, we must subtract a discount
for lack of marketability (DLOM). All things being equal, the
lack of instant marketability of ownership in a private firm
makes it less valuable than ownership in an otherwise identi-
cal public firm. After subtracting DLOM, the resulting level of
value is called a well-treated Private Minority interest FMV,
also known as the “illiquid minority interest” FMV.

If we want to value a control interest in a company, then
we have to add a control premium, since control has value. The
control premium is the value that people attach to the peace of
mind that comes from being invulnerable to being fired and/or
abused. Also, there is a positive aspect to control, which is the
freedom to operate the business in an optimal fashion. I am
aware of a restaurant owner who is having a lot of trouble due
to lack of control. He has significant experience successfully
running restaurants. He owns one of his restaurants with some
partners who do not have a food-service background, and the
restaurant is failing in large part because of the inexperienced
partners’ management decisions. Meanwhile, the expert is un-
able to make needed changes because he lacks control.

In Quantitative Business Valuation I estimated the control
premium as 21 to 28 percent. In our examples in this chapter
we will use the average of 25 percent. If one person has partial
control or two or more people share control, the control premium
will either diminish or disappear.

4 Remember the story of Leonardo and the Snakeman in Chapter 2.
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The levels of value are in descending order going down ei-
ther column of Figure 8.1. Thus, a strategic control interest will
have a greater value than a simple (i.e., nonstrategic) control
interest. A control interest will have a greater value than a well-
treated minority interest of the same kind, i.e., public versus
private. In turn, that will be worth more than an abused inter-
est of the same kind. There is no guarantee of the same sort of
descending order of value when moving across columns. In mov-
ing from a well-treated Public Minority interest to a private con-
trol interest, the valuation increases because of the control pre-
mium and it decreases because of DLOM. There is no guarantee
that for any particular firm either one always will dominate.
For two different firms, it’s possible that the control premium
will dominate for one and DLOM will dominate for the other,
and the private control FMV can be above, at, or below the Pub-
lic Minority FMV.

Control and marketability have an interesting relationship.
Control has value in itself, for the peace of mind it brings with
freedom of action and freedom from abuse. Control also indi-
rectly affects value through its effect on marketability. Control
interests in private firms are much more marketable than mi-
nority interests.

For example, in a corporation owned by one 90 percent
shareholder and one 10 percent shareholder, the control share-
holder can decide today that he or she wants to sell the firm,
and six to 18 months later the firm is likely to be sold. If the 10
percent shareholder wants to sell and the 90 percent share-
holder does not, the former may have to wait 30 years to sell.
There are many more potential buyers for the control interest.
There is an organized market for buying whole interests in pri-
vate businesses, while there is no organized market for buying
minority interests in private businesses. Therefore, the minor-
ity shareholder in a private firm suffers from a double whammy
in valuation—a discount for lack of control and a more severe
discount for lack of marketability. It also is important to deter-
mine if there are any restrictions or enhancements of the legal
rights of the interest being valued, since those affect the value
of the interest.
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Valuation of a Strategic Interest

A strategic buyer is one who has synergies with your company.
Often, although not always, these are two firms in the same in-
dustry, who can share resources more efficiently than each one
alone.5 The combined entity can either sell more than the sum
of the two as separate entities, achieve the same level of sales
with lower expenses, or both. Therefore, a strategic buyer can
afford to pay more than a control interest value, since the syn-
ergies of two firms with a very good fit can easily add another
35 to 65 percent of value above the control level. That is very
important to understand in selling your business, but this level
of value generally will not come into play in most valuations for
tax or other legal purposes.®

Valuation of a Control Interest

Throughout this book we have been valuing a 100 percent own-
ership interest in a business. However, the Discounted Cash
Flow Method produces a marketable minority—a public well-
treated minority—interest. To be more precise in the valuation,
we need to add a control premium and subtract a discount for
lack of marketability (DLOM). Table 8.1 shows my calculations
of DLOM, which range from 10 to 20 percent, depending on firm
size.” It’s important to note that using a different methodology®
usually leads to larger DLOMs for small businesses. Consider
Table 8.1 as the minimum DLOM. It will take further research
to decide which methodology is more accurate.

Let’s use the average of 15 percent. To convert the mar-
ketable minority interest FMV from the DCF Method to a pri-

5 The other typical strategic scenario is a technological synergy, e.g., as in the
acquisition of Lotus Development Corporation by IBM.

6 The exception to this is acquisitions by publicly held firms necessitate SFAS
141 and 142 valuations, and synergies do count in measuring fair value for
that purpose.

7 This is based on my methodology in Quantitative Business Valuation, ibid.,
Chapter 7, with calculations updated for the years 1938-2001.

8 A Black-Scholes put option, a mathematical technique beyond the scope of
this book.
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A | B | c

1 |TABLE 8.1

2 | Discount for Lack of Marketability
Z By Average Firm Size

4

5 FMV DLOM [1]

6 25,000 10.8%

7 75,000 11.0%

8 125,000 11.1%

9 175,000 11.2%

10 225,000 11.6%

11 375,000 13.6%

12 500,000 15.6%

13 750,000 19.9%

14| 2,000,000 18.0%

15| 5,000,000 15.8%

16 | 10,000,000 15.5%

17
? [1] Source: Same methodology as Jay B. Abrams, Quantitative Business
? Valuation: A Mathematical Approach to Today’s Professionals, New York:
E McGraw-Hill, 2001, 362, row 23. However, here author used the 1938-2001
? data for the regression, 1938-1986. Note: These DLOMs are averages for firms
E of that size. Specific businesses may vary in their DLOM calculations. Using
E the Black-Scholes put option often leads to a larger DLOM. That is beyond
? the scope of this book. Consider Table 8.1 as the minimum DLOM.

vate control FMV, we would multiply the marketable minority
FMV by 1.25 X (1 — 15%) = 1.0625. Thus, the private control
FMV is, on average, about 6.25 percent higher than the mar-
ketable minority FMV. Of course, that varies by firm size, at a
minimum. Professionals would be interested in a host of other
characteristics of the firm, but for our purposes in this book,
this is as accurate as we need to be.

Valuation of a Minority Interest

Valuation of a minority interest in a business generally is not
for amateurs. I will give you a general idea of how it is done,
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but this is a very detailed and controversial area of business
valuation.

Suppose you have valued a 100 percent interest in your
company at $1 million, i.e., on a private control level. The ques-
tion is: “How should we value a 10 percent interest in the same
company?” We start by calculating its net asset value, which is
the proportional Fair Market Value of the company. In this case,
it is $1 million X 10% = $100,000. If there were no adjustments
for the levels of value, this would be our answer. However, we
need to move from a private control level to a private minority
level. We do not yet know how well-treated or how exploited this
interest is, and we will discuss that further on.

I have seen enough situations in my career that the ap-
propriate combined discounts for lack of control and lack of
marketability—let’s call this the “fractional interest dis-
count”—can range anywhere from zero to 95 percent. However,
a range that wide is not very helpful to you. The most com-
mon range for the fractional interest discount is 30 to 45 per-
cent. So, for a “quick-and-dirty” estimate, the most likely range
for the valuation is one minus the discounts times $100,000,
or $55,000 to $70,000.°

Just to give you one idea of the many complicating factors
that professional business valuators need to consider, in Cal-
ifornia a coalition of one-third of the shares of a corporation
has the power to initiate a shareholder dissolution suit, while
less than a one-third interest does not have this power. There-
fore, if we were valuing a 40 percent interest in the company
(assuming it is a corporation) instead of 10 percent, the frac-
tional interest discount logically would be less, since the dis-
counts for lack of control and marketability should be smaller,
even though it is still not a control interest. Perhaps 25 to 40
percent would be a more reasonable average range for the most
likely combined discounts for a 40 percent interest, which
would then lead us to calculate the most probable range of
FMYV to be $1 million X 40% X [(1 — (25% to 40%)] = $240,000
to $300,000.

9 (1 — 0.45) X $100,000 = $55,000, and (1 — 0.30) X $100,000 = $70,000.
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If you are an exploited minority interest, you should in-
crease the discount significantly, depending on the severity of
the exploitation and the extent of your legal rights.

Again, I have to state a big disclaimer. Calculating the dis-
count for lack of marketability is one of the most difficult, con-
troversial, and technical areas of valuation. An amateur cannot
possibly understand all the complexities and nuances of valu-
ing a minority interest, so do not place much confidence in your
estimates. Your own valuation may be fine for a “quick-and-
dirty” estimate for planning purposes, but if there are many dol-
lars at stake, you'll need professional help for a transaction, or
for tax, litigation, or most other purposes.

How Minority Shareholders Can Protect Themselves

If you are considering investing in a private firm, it’s vital that
you protect the value of your investment before you sign your
contracts. There are certain rights that will protect your in-
vestment. They are:

* Limit the compensation to the control shareholder for
management of the firm. Otherwise, the control share-
holder can render your stock worthless or close to it by
sucking all the value out by paying him- or herself
enough compensation to eliminate all or most of the net
income.

* Drag-along right of sale. This is a right that gives the
minority shareholder the right to sell at the same price
as the control shareholder. Otherwise, the latter can sell
his or her stock, leaving the minority shareholder still
illiquid.

¢ Provide a mandatory buyout at Fair Market Value, as-
suming arm’s length compensation to the control owner.

* Make sure you have the right to register stock in the
event of the company making an initial public offering
(IPO). This is a right that would primarily come to play
in the event of good news. The first three items are to
protect against disaster, while this one is intended to
maximize your value for an exit via an IPO.
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CONCLUSION

This chapter has presented most of the conceptual groundwork
in business valuation. We covered:

1. How to define the valuation assignment, which in-
volves:
a. Defining the business interest
b. Specifying the effective date of the valuation
c. Specifying the purpose(s) of the valuation
d. Specifying the standard of value
2. The levels of value
a. How to value control interests
b. How to value minority interests
3. How a prospective minority investor in a business can
protect him or herself

In the next chapter we will cover how to value a business
as of a future date, and how to manage your business to maxi-
mize its value in the future.
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[ncereasing the Value of

Y our Business

To this point, we have examined how to value a business as of
a current date. Now we’ll discuss what creates value. Under-
standing the philosophy of value, you can manage your business
to maximize the price for which you can sell it at some time in
the future—whether one year or 30 years from now. Obviously,
this chapter will be more useful to those who have more time
to manage their businesses in order to maximize value before
the sale, but it’s still valuable for those with only one year to
retirement and sale.

If you plan on selling or giving your business to your chil-
dren, it is vital that both you and they understand the princi-
ples involved in increasing the value of your business. For this
reason, most readers should find this the most important chap-
ter in this book.

ANNUAL GROWTH RATE

Let’s go back to Billabong Boomerangs and assume that eco-
nomic net income last year was $1,190,476. Connie Billabong
forecasts a Payout Ratio of 80 percent and constant growth in
cash flows of 5 percent. Forecast economic cash flow next year
is $1,190,476 X 1.05 X 80% = $1 million. Referring to Table 6.1
in Chapter 6, for an assumed Fair Market Value of $5 million

141
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(A14), the discount rate would be 21.2 percent (B14), and the
Gordon Model multiple (GMM) would be 6.8 (K14).! We can cal-
culate the FMV as $1 million X 6.8 = $6.8 million. The calcu-
lated FMV is reasonably consistent with the assumed FMV, so
we will stick with that as our valuation as of today.

Now let’s ask what we think Billabong Boomerangs will be
worth five years from now with the information we have today.
Assuming we are at time zero now, we have already forecast
economic cash flows for Year One as $1 million. Therefore, we
need to “roll forward” our forecast to Year Six, since we want
our valuation to be effective as of the end of Year Five—even
though our information about the firm is only current as of now,
i.e., time zero.

Assuming the 5 percent per year growth is correct, Connie
should forecast economic cash flow in Year Six of $1,000,000 X
1.05% = $1,276,000 (rounded to the nearest thousand). The 27.6
percent increase in cash flow after five years will push up the
valuation of the firm by at least that much. In fact, it pushes it
up a little more, since the valuation will be closer to $10 mil-
lion (Table 6.1, A13) than $5 million (A14). Thus, the appropri-
ate discount rate is lower, and the GMM is higher. We use a
GMM of 7.1 (K13). Our valuation as of the end of Year Five will
be $1.276 million X 7.1 = $9.0 million.

The compound annual growth rate (“compound growth,” or
CAGR) in Fair Market Value over the five years is 5.86 percent,
which is higher than the 5 percent forecast growth in economic
cash flows. This means that $6.8 million X 1.0586% = $9.0 mil-
lion. The CAGR is higher than the forecast growth in economic
cash flows because the growth of the company will put it in a
new size category, which should give it additional stability and
less risk—hence the lower discount rate and the higher GMM.

FUTURE VALUATION OF STARTUPS

This observation gives us a clue to the answer to a problem that
puzzled me in the early 1980s, when I was fairly new in the val-

1'We use column K, because K6 shows this is the column for 5 percent growth.
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uation profession. I noticed that when I valued a high-growth,
high-tech firm as of the then current date and rolled the valu-
ation forward to future dates, the value of the firm increased
approximately by the discount rate each year, which seems log-
ical. I could not understand how a firm with forecast sales in
Year One of $1 million and in Year 10 of $500 million could ever
come to be worth the billions of dollars that large, publicly held
firms were. The value simply did not increase fast enough.

Finally, the answer dawned on me. When we are standing
at time zero and forecasting for all of eternity, the firm is a high-
risk startup. There is a substantial probability that it will fail,
and that probability is captured by the high discount rates that
business valuators and venture capitalists use in the Discounted
Cash Flow valuations. It is typical to use a discount rate of 30
percent when fully accounting for the probabilities of failure and
less-than-full success, and it’s common to use a discount rate in
the 50 to 75 percent range when discounting the cash flows fore-
cast by the ever-optimistic entrepreneur.?

But when a company survives for five years and makes its
forecasts, it is no longer a high-risk startup, and its discount
rate comes down to normal business levels. Often, businesses
backed by venture capital are on the Initial Public Offering
track, and the discount rate can come down from 30 percent to
as little as 12 to 16 percent. This has an enormous impact on
the valuation of the company.

Now that you understand the fundamental mechanics of
future valuation, let’s go to the big payoff: understanding how
to manage your business to maximize its value over time. We
will begin that by reviewing Equation 6.4 from Chapter 6, the
shortcut Gordon Model formula, which we repeat below as Equa-
tion 9.1. For our analytic purposes, it has the benefit of elimi-
nating the square root term in the numerator of the exact
midyear Gordon Model formula. Thus, it is a simpler formula
to analyze.

2 For an extensive discussion of the topic, see Chapter 12 of Quantitative Busi-
ness Valuation, ibid.
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VALUATION IN THE FUTURE

In this section I will:

1. Make a slight modification to the shortcut Gordon
Model equation, discussed in Chapter 6, to use as our
future valuation formula

2. Analyze the meaning of the future valuation formula

3. Make strategic statements about how you need to
manage your business to maximize value

There will be a moderate amount of mathematics to deal
with. It is not important that you understand the algebra. Fol-
low it as best as you can. What is important is to understand
the implications of the final future valuation equation and what
it means to you in managing your business.

Future Valuation Formula

There was a fair amount of mathematics to develop our short-
cut valuation formula in Chapter 6, which I reproduce below as
Equation 9.1. The equation says that the value of a mature busi-
ness with constant growth in its forecast economic cash flows is
approximately equal to 1.10 times forecast economic net income
times the Payout Ratio times the end-of-year Gordon Model mul-
tiple, which equals one divided by the discount rate minus the
constant growth rate.? The equation:

FMVy = 1.10 X Incy, X Payout Ratio, X

9.1)
ro — 8o

One difference between this formula and Equation 6.4 is a

subscript zero under the FMV, discount, and growth rates, to

signify that this is our valuation as of now, which I call “time

zero.” Also, I added a subscript 1 under the economic net income

forecast for Year One and the Payout Ratio to indicate that it

3 For simplicity in this discussion, we are ignoring the discount for lack of
marketability and the control premium. Adding those factors would likely raise
the valuation by about 6 percent.
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is the forecast (Year One) economic net income and Payout Ra-
tio that we use in the formula.

Now let’s modify the formula to produce the FMV of the firm
n years from now. In other words, with now being Year Zero, imag-
ine yourself standing at the end of year n. You will forecast eco-
nomic net income and the Payout Ratio for Year n + 1, as well as
the discount rate () and the constant growth rate (g) that will ap-
ply at that time, i.e., the end of Year n. The valuation formula for
the FMV of the firm as of the end of Year n is Equation 9.2.

1

n— 8n

This equation says that the Fair Market Value of the firm
as of the end of Year n is approximately equal to 1.10 times eco-
nomic net income forecast for Year n + 1 times the Payout Ra-
tio for Year n + 1 times the end-of-year Gordon Model multiple,
using the discount rate that we expect to prevail at the end of
Year n and the average growth rates that we expect to prevail
from the end of Year n to infinity. So, if you want to know the
valuation of the company 10 years from now, then n = 10, and
it is the forecast of economic net income and Payout Ratio for
Year 11 that we use in the formula, and the discount and growth
rates for the end of Year 10.

However, Equation 9.2 is not a final equation for our anal-
ysis, as it has some “hidden variables” that we need to bring to
light and explicitly incorporate into the future value equation.
So let’s look at each variable to see what lies underneath it.

The factor 1.10 is not a variable, so we do not have to worry
about it. Let’s look at the second term on the right-hand side,
forecast economic net income in Year n + 1. That equals actual
economic net income last year times one plus the compound av-
erage growth rate for the n years to the nth power, which we
show in Equation 9.3:

Inc,+1 = Inco(1 + g)* (9.3)

FMV, =1.10 X Inc,,+1 X Payout Ratio,+1 X 9.2)

The next term in Equation 9.2 is the Payout Ratio, the for-
mula for which comes from Chapter 4 and is expressed in Equa-
tion 9.4:



146 PART ONE Business Valuation

POR =1 -
(Capital Expenditures — Depreciation) + Increase in NWC
Net Income

(9.4)

Note that the net income in the denominator is for Year
n + 1, the first forecast year, which is defined by Equation 9.3.

The final terms in Equation 9.2 are the discount rate and
the growth rate that we expect to prevail at the end of Year n,
which we will leave as is for now. Substituting Equations 9.3
and 9.4 into Equation 9.2, our future valuation date equation
becomes Equation 9.5:

FMV, =1.10 X Inco(1 + g)* X
[1 _ (Cap Expend — Depr) + Incr NWC } % 1

Inco(1 + g 9.5)

8n

Analysis of the Equation

Let’s work to understand the meaning of Equation 9.5. The 1.10
is not a variable and certainly is not under your control. Inco—
last year’s economic net income—is an historical number over
which you have no control. Nor will you have any significant
control over depreciation expense in Year n, since that is a rel-
atively mechanical calculation that results from your capital ex-
penditures.* Thus, the only variables over which you have any
control that determine the value of your business—whether now
or at a future date—are the following:

* Growth rate for the first n years (g).

¢ Management of fixed assets (Capital Expenditures — De-
preciation).

¢ Management of net working capital (NWC).

¢ Discount rate (r), which measures the risk of your busi-
ness.

4 Tt is true that your depreciation policy, such as your choices of using accel-
erated depreciation and depreciable lives, may have some impact. However,
that should be immaterial.
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* Long-term growth rate after year n (g,). We can com-
bine this term with growth in the first n years as long-
term growth, as both terms increase the value of the
firm—one in the numerator of Equation 9.5 and one in
the denominator.

That’s it. This is the bird’s-eye view of the value of your
business in the future, and nothing else will affect the value.
However, as we “drill down” into the meaning of these five vari-
ables, you will discover some surprising insights into how to
manage your business to maximize its value over time.

MAXIMIZING BUSINESS VALUE

The purpose of the previous section was to identify the variables
over which you have control, which can affect the valuation of
your business. Now we’ll discuss in detail what you can do to
maximize the value of your business over time. In order, we will
cover each of the above four® items in the future valuation equa-
tion, from the growth rate to the discount rate, with some in-
teractions between items that might otherwise appear unre-
lated.

Growth Rate

There are two things you can do to maximize the growth rate
of your cash flows. The first, a broad category, is to manage your
business efficiently and effectively.

In a Peter Drucker book® I read almost 30 years ago, he
said that being efficient means doing things right, being effec-
tive means doing the right things, and the latter is more im-
portant. Every action you take that increases your sales more
than your expenses, or decreases your sales less than it decreases
your expenses, increases net income and, hence, the growth
rate of net income. As to how to achieve that, you can begin by

5 With the two growth terms counted as one term.

6 Peter F. Drucker, Management: Tasks, Responsibilities, Practices. New York:
HarperBusiness, 1993. Thirty years ago I read the original hard cover edition,
published in 1973 by Harper & Row.
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reading Linda Feinholz’s supplemental chapter on management
on my Web site. Also, I suggest you read literature on market-
ing, sales, and management, and consider hiring professionals
in those fields to help you.

The second thing you can do to maximize the growth rate
is to stop playing tax games of pocketing cash income and not
reporting it, and charging personal expenses to the business.
Minimally, you should do this for at least three and preferably
five years before you plan to sell the business. You will report
more income, pay more taxes, and have less personal cash flow
for those three to five years, but by “going legit,” you should be
able to sell the business for many times the additional taxes you
will pay.

The faster you (and others) forecast that you will able to
increase your cash flows, the more valuable your business will
be. Usually, though not always, this will depend on your hav-
ing demonstrated the ability to produce and manage high
growth in the past. As with the other variables, there is a trade-
off. Fast growth means sales will be higher, which requires more
net working capital. Thus, fast growth increases net income,
which adds to cash flow but also requires more net working cap-
ital, which decreases cash flow. The worst combination is fast
growth in sales, which decreases cash flow through its effect on
net working capital, combined with a declining profit margin,
which decreases net income and cash flow. This occurs when the
business owner is managing growth poorly.

Fast growth creates excitement for a business, but also
strain. It requires a greater degree of structure and organiza-
tion at each new size level, and it requires greater profession-
alism. This ties into the ideas in the previous section on reduc-
ing risk.

It is appropriate to point out the effect of growth on risk.
There is a big bonus for those who can manage high growth
rates for many years. Reiterating a point made in Chapter 5, if
your firm grows to a size large enough to be attractive in the
Mergers & Acquisitions market or for purchase by a public com-
pany, then the likely buyers will be well-diversified investors,
those who are able to diversify away the risk of the smaller size
of the business by including it in a larger portfolio. Such in-
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vestors may be using the Capital Asset Pricing Model to calcu-
late the discount rate, which typically results in much smaller
discount rates, and therefore much higher values and selling
prices.

In such cases, there is a lower value (“the floor”) of the busi-
ness as a stand-alone entity or as one sold to an undiversified
buyer—where its size risk cannot be diversified away—and a
higher value (“the ceiling”) of the business to the fully diversi-
fied buyer. The transaction could then take place at either end
or anywhere in between, depending on the negotiating skills and
staying power of the parties. In such a case, there is no such
thing as “the right price.” There is an entire range of possible
prices—all of which are reasonable.

Management of Fixed Assets

Maximizing value through management of fixed asset purchas-
ing is a matter of spending wisely for Property, Plant & Equip-
ment and balancing the costs of buying too much with the costs
of buying too little. It is a good idea to begin by comparing your
Return on Assets (equal to net income divided by total assets)
with industry statistics to see how you stack up against your
competition. If your ROA is lower than your industry, it means
that others are using fewer assets to make the same income, or
they’re making more income with the same assets—or some com-
bination of the two. That would be an indicator that you need
to be more efficient in your use of assets.

Extending the average life of your equipment adds to value
by reducing the Retention Ratio, thus increasing the Payout Ra-
tio. The logic behind this is that if you buy equipment less of-
ten without affecting income—a trade-off I will discuss next—
you can take the money home and spend it there.

This does not necessarily mean that spending more money
on equipment each time you buy, but buying less often, will in-
crease the business value. It might, but that is an analytic ex-
ercise. I invented an equation that I call the “Period Perpetuity
Factor,” which I believe is the most efficient method existent for
evaluating large capital expenditures and determining which
strategies will maximize your value. However, that is somewhat
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quantitative. Those who are interested can pursue it in my first
book.”

As in almost all decisions in life, usually there is a trade-
off. Perhaps using that old computer instead of buying some-
thing faster is costing you more in lost income than you’re gain-
ing by increasing the Payout Ratio. If so, the value will decrease
by stretching out capital expenditures, because you will multi-
ply a lower forecast net income by a higher Payout Ratio, with
the final valuation being lower. The economic approach always
is to equalize the costs of both alternatives to achieve equilib-
rium. This can be done quantitatively with fairly high precision
to maximize firm value. If there are enough dollars at stake, it
can make sense to seek professional help to assist in making
the right decisions.

Managing Net Working Capital

Management of net working capital is often an overlooked area
of maximizing value. Paying close attention to, and manage-
ment of, credit policy may help a business lose its “flab.” Loose
credit policy leads to high accounts receivable, which increases
net working capital, lowers the Payout Ratio, and lowers value.
Of course, an overly tight credit policy loses sales and net in-
come. So, ultimately there has to be balance.

Again, as an economist, I will tell you to equalize the costs
of both extremes, which means being in balance. Because man-
agement of cash flow and net working capital is so important,
I asked Jim Ward to write about management of cash flow from
a more operational point of view than I did in Chapter 4. To
learn more about managing cash, read his entertaining chapter
in the supplementary chapters on my Web site.

The Discount Rate: Managing Risk
Risk, which appears in Equation 9.5 as the discount rate that
you forecast will be applicable in Year n, is the variable about

7 Quantitative Business Valuation, ibid, 78-84. Also see the CFO magazine
article about the Period Perpetuity Factor, April 2002, 18.
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which I will have the most to say. It is the least understood way
that an owner can increase value. There are many actions you
can take to reduce risk, and the impact of reducing the discount
rate even by as little as 1 or 2 percent can be huge—much larger
than managing cash effectively.

Let’s begin with the huge impact of the size of the discount
rate. Mechanically, in Equation 9.5, the discount rate is a non-
linear variable, as it appears in the denominator. Let’s look at
Table 9.1 to see how small changes can have such a large im-
pact on the valuation.

Section 1 shows the Gordon Model multiples for combina-
tions of discount rates (r) from 15 to 25 percent and constant
growth rates (g) from zero to 8 percent. Section 2 shows how the
GMM changes in percentage terms for each 1 percent drop in
the discount rate. For example, cell B22 equals the 4.2 GMM in
B7 divided by the 4.0 GMM in B6, minus one, or (4.2/4.0) — 1 =
4.2%.8 While Section 1 resembles Tables 5.4 and 6.1 earlier in
the book, it differs in two ways: (1) The previous tables use the
midyear Gordon Model formula, while this uses the end-of-year
formula; and (2) the previous tables are organized by firm size,
while Table 9.1 is organized by discount rate, with only whole
numbers.

You can see that 4.2 percent is the smallest increase in all
of Section 2. The amount increases going down each column and
across each row, which means that the less risky the firm is to
begin with, the greater the impact of reducing the discount rate
by an additional 1 percent. As a practical matter, it means that
the valuation impact of reducing risk and dropping the discount
rate by 1 percent has a greater impact on large firms than on
small firms. Remember, large firms have lower discount rates.?
This is the case even though the impact of lowering the discount
rate on small firms is still large. We saw above that dropping
the discount rate from 25 to 24 percent, only a 1 percent re-

8 There is an apparent but not real rounding error, since the table only shows
one decimal point, but the spreadsheet actually carries out the calculations to
16 decimal points.

9 For a more detailed, mathematical treatment of this topic, see Quantitative
Business Valuation, ibid, 390—404.
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Al B | c¢c | b | E | F G H ] J
1| TABLE 9.1
| 2 | Section 1: Gordon Model Multiples-End of Year [1]
|3
4 Constant Growth Rate = g
5|r 0% 1% 2% 3% 4% 5% 6% 7% 8%
6 [25% | 4.0 4.2 4.3 4.5 4.8 5.0 5.3 5.6 5.9
7 (24% | 4.2 4.3 4.5 4.8 5.0 5.3 5.6 5.9 6.3
8 [23% | 4.3 4.5 4.8 5.0 5.3 5.6 5.9 6.3 6.7
9 [22% | 4.5 4.8 5.0 5.3 5.6 5.9 6.3 6.7 71
10 (21% | 4.8 5.0 5.3 5.6 5.9 6.3 6.7 7.1 7.7
11]20% | 5.0 5.3 5.6 5.9 6.3 6.7 71 7.7 8.3
12119% | 5.3 5.6 5.9 6.3 6.7 71 7.7 8.3 9.1
13|18% | 5.6 5.9 6.3 6.7 71 7.7 8.3 9.1 10.0
14 117% | 5.9 6.3 6.7 71 7.7 8.3 9.1 10.0 11.1
15|16% | 6.3 6.7 71 7.7 8.3 9.1 10.0 111 12.5
16 |15% | 6.7 71 7.7 8.3 9.1 10.0 11.1 12.5 14.3

17
18 | Section 2: Percentage Change in GMMs [2]

19
20 (r 0% 1% 2% 3% 4% 5% 6% 7% 8%
21 (25% | NA NA NA NA NA NA NA NA NA

22 (24% | 4.2% | 4.3% | 4.5% | 4.8% | 5.0% 5.3% 5.6% 59% 6.3%
23 (23% | 4.3% | 45% | 4.8% | 5.0% | 5.3% 5.6% 5.9% 6.3% 6.7%
24 122% | 4.5% | 4.8% | 5.0% | 5.3% | 5.6% 5.9% 6.3% 6.7% 71%
25 (21% | 4.8% | 5.0% | 5.3% | 5.6% | 5.9% 6.3% 6.7% 71% 7.7%
26 (20% | 5.0% | 5.3% | 5.6% | 5.9% | 6.3% 6.7% 71% 7.7%  8.3%
27 ({19% | 5.3% | 5.6% | 5.9% | 6.3% | 6.7% 71% 7.7% 83% 9.1%
28 (18% | 5.6% | 5.9% | 6.3% | 6.7% | 7.1% 7.7% 8.3% 9.1% 10.0%
29 (17% | 5.9% | 6.3% | 6.7% | 71% | 7.7% 8.3% 9.1% 10.0% 11.1%
30(16% | 6.3% | 6.7% | 71% | 7.7% | 8.3% 9.1% 10.0% 11.1% 12.5%
31(15% | 6.7% | 71% | 7.7% | 8.3% | 9.1% 10.0% 11.1% 125% 14.3%
32
33 [1] The formula is GMM-End of Year = 1/(r—g)
34
35 [2] For example, cell B22 = (B7/B6)—1
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duction, increases the valuation by 4.2 percent, which is 420
percent larger than the drop in the discount rate.

The numbers are larger in Section 2 as we move to the right
across the columns because the larger the constant growth rate,
the greater the impact of dropping the discount rate by each 1
percent. This means that large, high-growth firms have a huge
“valuation leverage,” and even small changes in a company’s
risk cause enormous changes in its valuation—for the good or
the bad. Thus, dropping the discount rate from 16 to 15 percent
for a firm with 8 percent constant expected growth will increase
the valuation by 14.3 percent (J31).

The previous discussion established the very large impact
of the discount rate on the valuation. It is important to mention
that the long-term growth rate (g,) in Equation 9.5 has essen-
tially the same impact on value as the discount rate—but in the
opposite direction.1® You can see this by noticing that the de-
nominator depends on r — g, so increasing g by 1 percent has
the same impact as decreasing r by 1 percent.

We'll proceed to discuss risk: what, exactly, it is; how busi-
ness valuators measure it; and how you can reduce the risk of
your business.

RISK: WHAT IS IT AND HOW
DO WE REDUCE IT?

Increasing the growth rate of cash flows and reducing risk are
the two most powerful ways you can increase the value of your
business—much more so than the other factors. Increasing the
growth of cash flows is mainly a matter of being able to increase
net income. How to accomplish this is, again, the subject of hun-
dreds of thousands of pages of management literature.

This book’s main contribution to your understanding of how
to increase the value of your business is primarily focused on
reducing risk. Thus, it behooves us to discuss what risk is, what
factors contribute to it, and how to reduce it.

10 Tn fact it is even slightly larger, because in the exact Gordon Model equa-
tion, the numerator has the square root of 1 + r in it.
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What Is Risk?

Academic financial economists define risk as the volatility of
stock returns and measure it with the statistical measure known
as the standard deviation of stock returns. It is not necessary
for us to dive into the statistical formulas to understand the con-
cept. However, one question arises. There is a fundamental dif-
ference between public and private firms. The public firms have
an objectively determined stock price, which private firms do
not. So, since volatility in stock returns has no direct equiva-
lent in private firms,!! we need to look at the volatility of other
financial measures that exist in both public and private firms
to find a measure of risk that is meaningful to both.

It is logical that volatility in income—as measured by op-
erating margin (operating income divided by sales)—underlies
the volatility in returns, and indeed that is the case.!? This is
also true of volatility in the accounting return on equity, which
itself is dependent on volatility of income.

Therefore, we can say that whatever makes your business
volatile reduces its value compared to the otherwise identical
business with less volatility. In this sense, a cyclical business
will tend to have more risk than a noncyclical business—and
here I mean multiyear cycles.

Sources of Risk

There are two types of risk: risk inherent in the business and risk
to the buyer of being able to ascertain the honesty of the seller

11 This is also the reason why it’s necessary to do iterations in the valuations
discussed in Chapters 5 and 6. To value a private firm using my log-size model
(“log” is short for logarithms), we need assume a value of the firm to select a
discount rate, which we use to value the firm! This is circular reasoning and
is valid only as long as the value assumed equals the value calculated.

12 Roger Grabowski and David King, “New Evidence on Size Effects and Rates
of Return,” Business Valuation Review, September 1999, 112-130. The writ-
ers used operating margin as their measure of profitability. More technically,
they used the operating margin and the logarithms of the coefficient of vari-
ation of operating margin and Return on Equity. While the mathematical
transformations are important mechanically, for our purposes they are not
important conceptually.
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and the financial information. We will focus on the risk in the busi-
ness first and deal with the risk to the buyer later in the chapter.

There are two broad categories of sources of risk/volatil-
ity in a business: operational risk and financial risk. Operational
risk factors are those risks that exist in the nature of the busi-
ness. They include the business cycles of the industry, fixed
costs, and dependence on the owner. Financial risk arises from
the presence of debt financing. An all equity firm has no finan-
cial risk. It has only operational risk.

We will discuss these various risk factors in the following
several pages, with dependence on the owner as the last item,
since this is the most important source of risk to your business.
I call it the “Big Banana.”

Industry Business Cycles

The U.S. economy has business cycles of booms, normal growth,
recessions, and depressions. Some industries have their own cy-
cles. Agricultural staples such as grains and vegetables tend not
to be cyclical. They are affected by the weather, but people have
to eat these staples whether their income is high or low. In con-
trast, people don’t have to eat caviar, so luxuries are more de-
pendent on national income. Construction and heavy equipment
industries are more dependent on the overall economy. So, busi-
ness cycles affect different industries differently, and these are
an operational risk inherent in each business.

Does that mean you should diversify if your business is
cyclical? No. A potential buyer of your company can diversify his
or her assets more easily than you can diversify your company’s
operations. Academic finance literature tells us that diversifi-
cation within the firm tends to destroy value, not enhance it.

For example, researchers found that focus-decreasing (di-
versifying) mergers decreased stockholder wealth by 18 percent,
and mergers that preserve business focus or enhance it do not
decrease shareholder wealth.!? So, if the nature of your busi-

13 William L. Megginson, Angela Morgan, and Lance Nail, “The Determinants
of Positive Long-term Performance in Strategic Mergers: Corporate Focus and
Cash,” a working paper, June 2002.
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ness is cyclical, make sure you are very profitable, in order to
outweigh the negative effects on value of being cyclical—but
don’t diversify to try to solve the problem. On the other hand,
any portion of the cyclical nature of the business that you can
control and “smooth out” should enhance your company value—
as long as you are not unintentionally reducing net income by
“bending into a pretzel” to artificially smooth out your net income.

Fixed Costs

Fixed costs are those the business will incur even when there
are no sales. Depreciation on equipment, rent on the building,
and salaries of high administrative personnel are examples.
Variable costs are those that vary directly with sales, and are
typically expressed as a percentage of sales.

If variable costs are 60 percent, then for every $1.00 increase
in sales, they should increase by 60 cents. Your break-even vol-
ume should be approximately your fixed costs divided by one mi-
nus variable costs. If fixed costs are $2 million and variable costs
are 60 percent, then your break-even volume is $2 million divided
by 40 percent, or $5 million. To check the accuracy of this calcu-
lation, we can work it back in the other direction. At sales of $5
million, variable costs will be $5 million X 60% = $3 million, and
fixed costs are $2 million, for a total of $5 million, leaving a zero
net profit. For every dollar of sales above $5 million, your net in-
come will be 40 percent times sales above $5 million.

Let’s create an extreme example to illustrate the principle
that high fixed costs exaggerate the effect of cycles. If you spend,
for example, $5 million on a high-tech piece of equipment that
makes production go very quickly and requires virtually no per-
sonnel to manufacture your product, your variable production
cost is zero percent. If the equipment has a five-year life, your
fixed cost is $1 million per year of depreciation expense. If your
sales are $100 million, you will make $99 million net income. If
your sales are $500,000, you'll lose $500,000 ($500,000 sales —
$1 million depreciation).

If instead you had a low-tech machine that requires per-
sonnel to operate it, in the good years your net income will be
high, but not as high as with the high-tech machine, and in bad
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years you can lay off personnel and keep your costs low. You
can’t lay off your high-tech machine. Therefore, a high fixed cost
operation has additional risk that a low fixed cost operation does
not have. Taking on high fixed costs is a two-edged sword: You
gain higher expected profitability, but it comes with higher
volatility of income.

That does not mean you should not automate. Just under-
stand that undertaking high fixed costs is a business risk and
a valuation risk, and you need to receive enough of a return on
it to justify the risk. In a valuation sense, it means that your
increase in forecast income from the high-tech equipment should
more than compensate for the higher discount rate that comes
with the higher volatility of earnings. Before buying such ex-
tremely expensive equipment, it would be wise to do a valua-
tion of the company, as well as a valuation after the hypothet-
ical purchase, using a higher discount rate—probably by 1 to 3
percent, depending on the cost of the equipment—for the after-
the-purchase scenario.

Financial Risk

Financial risk is the effect on returns of a firm having debt,
rather than equity, providing some of its financing. Let’s use
the valuation format of a balance sheet, where we subtract cur-
rent liabilities—except the current portion of interest-bearing
debt, which we will lump together with long-term debt—from
current assets to get new working capital. Thus, the left-hand
side of the balance sheet is net working capital, plus fixed as-
sets, plus other assets, the latter of which are usually small and
can be ignored, to add to total assets. The right-hand side of the
balance sheet will be interest-bearing debt plus equity (again
ignoring miscellaneous items).

The term “financial leverage” means the amount of fi-
nancing of the right-hand side of the balance sheet that comes
from interest-bearing debt. There are two common ways of mea-
suring financial leverage. The first measure is the percentage
of the right-hand side of the balance sheet coming from inter-
est-bearing debt, which is the debt divided by debt plus equity.
If debt equals $2 million and equity equals $8 million, then debt



158 PART ONE Business Valuation

represents 20 percent of the right-hand side of the balance sheet,
and equity represents 80 percent. The second measure of fi-
nancial leverage is the debt-to-equity ratio, which in this ex-
ample would be $2 million divided by $8 million, or 0.25.

Financial leverage usually causes average returns to in-
crease and always causes volatility to increase. Let’s look at
Table 9.2 to see how this happens.

We begin with rows 5 through 7. Firm A and Firm B both
have $10 million of financing. Firm A is 100 percent equity fi-
nanced, while Firm B is only 20 percent equity financed, i.e.,
equity equals $2 million (C6) and debt equals $8 million (C5).

We now skip to cells B12 through B15 and C12 through
C15. This shows four different possible levels of sales for four
assumed scenarios, with their associated probabilities. Firms A
and B have a 25 percent probability each (C12 through C15)
that sales will be $10 million (B12) in the Best Case Scenario,
$8 million (B13) in the Second Best Case, $6 million (B14) in
the Third Best, and $4 million (B15) in the Worst Case Scenario.

Next we will construct income statements for both firms in
the four scenarios.

We assume both firms have the same operating income and
expenses, and the only difference between their income state-
ments will be in the interest expense (row 23). Sales appears in
row 20, according to the scenarios above. We assume variable
expenses of 75 percent (B32, carried forward to row 21), which
leaves net income before interest expense of 25 percent of sales,
which is $2.5 million (B22, C22) in the Best Case Scenario, $2
million (D22, E22) in the Second Best Case Scenario, $1.5 mil-
lion in the Third Best, etc.

Row 23, as noted above, is interest expense. We assume in-
terest at 8 percent (B33) of interest-bearing debt of zero (B5)
and $8 million (C5) for Firms A and B, respectively. Thus, Firm
A has zero interest expense, and Firm B has $640,000—re-
gardless of scenario.

Net income in row 24 equals row 22 minus row 23. In the
Best Case Scenario, net income equals $2.5 million — 0 = $2.5
million (B22 — B23 = B24) for Firm A, and $2.5 million —
$640,000 = $1.86 million (C22 — C23 = C24) for Firm B.

Return on Equity (ROE), also known as Return on Invest-
ment (ROI), equals net income divided by equity. For Firm A,
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that is $2.5 million divided by $10 million = 25.0% (B24/B6 =
B25). For Firm B, that is $1.86 million divided by $2 million =
93.0% (C24/C6 = C25). So far, it looks like debt is a great deal.
Bring it on!

Well, not so fast. In the Second Best Scenario net income
is $2 million (D24) and $1.36 million (E24) for Firms A and B,
respectively, and their ROEs are 20 percent (D25) and 68 per-
cent (E25). In the Worst Case Scenario the ROEs are 10 per-
cent (H25) and 18 percent (I25) for Firms A and B, respectively.
The gap in ROE narrows as the scenario gets worse. However,
under these assumptions, Firm B always seems to win.

Let’s calculate the weighted average return on equity and
the standard deviation of returns. We copy the ROE from row
25 back to rows 12 through 15 in column D for Firm A and col-
umn G for Firm B. Thus, cells B25, D25, F25, and H25 copy to
D12 through D15, and cells C25, E25, G25, and 125 copy to G12
through G15. We multiply the ROEs in columns D and G by
their probability of occurrence, which we have assumed for sim-
plicity at 25 percent each (C12 through C15) to calculate the
weighted ROEs in columns E and H. The sum of E12 through
E15 is 17.50 percent (E16), which is the weighted average re-
turn for Firm A. The sum of H12 through H15 is 55.50 percent
(H16), which is the weighted average return for Firm B. The
standard deviation of ROE for Firm A is 5.59 percent (F16), and
for Firm B it is 27.95 percent (116).14

We transfer the results from row 16 to a summary section
in rows 28 and 29. In D28 we show the relationship ratio of
weighted average ROE of Firm B to Firm A: the 55.50 percent
(C28) ROE for Firm B divided by the 17.50 percent (B28) ROE
for Firm A. Firm B’s weighted average ROE is 3.2 (D28) times
higher than Firm A’s. However, Firm B’s standard deviation
(which is our measure of volatility) is 5.0 (D29) times higher
than Firm A’s. Thus, the effect of financial leverage in this table
is to raise both expected returns and risk, as measured by the
standard deviation of returns. (By the way, it is important to

14 T do not show the details of the calculations of standard deviation to avoid
straining the patience of the nonmathematical reader. The Excel formula in
cell F16 is stdevp(D12: D15). Note: the p indicates a population rather than
sample standard deviation.
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162 PART ONE Business Valuation

note that these are accounting-based measures of return and
volatility, which is all we can do with a privately held firm. The
returns and standard deviation of returns described in Chapter
5 are for publicly held firms, and those returns are cash re-
turns—dividends and capital gains—on stock prices. Those are
not accounting-based returns and volatilities.)

Table 9.3, below, is identical to Table 9.2, with one assump-
tion changed. Variable expenses are 85 percent (B32) instead of
75 percent. Note that in the Worst Case Scenario, Firm B has a
$40,000 loss (I124), and its return is —2.0 percent (I125), while Firm
A has net income of $600,000 (H24) and an ROE of 6.0 percent
(H25). Therefore, the presence of debt lowers ROE below that of
the debt-free firm (Firm A) if the scenario is bad enough.

In Table 9.4, below, we raise variable expenses to 90 per-
cent (B32) of sales, and the ROEs are identical in the Second
Best Case (D25, E25), while Firm A has superior results in the
bottom two scenarios (F25 > G25 and H25 > 125). Note in the
summary sections of Tables 9.3 and 9.4 that Firm B’s standard
deviation (volatility) of returns is still 5.0 (D29) times that of
Firm A, but the ratio of their ROESs declines to 2.0 and 0.4 (D28),
respectively. Thus, the high leverage in Table 9.4 is obviously
a bad choice, as expected return for the leveraged Firm B is only
40 percent (D28) that of the debt-free Firm A, while its volatil-
ity is five times as much. In Tables 9.2 and 9.3, the trade-offs
are less obvious. The optimal amount of debt is a subject of aca-
demic research and is beyond the scope of this book. A profes-
sional valuator should be helpful in making your choice.

It is important to note that for simplicity, we did not con-
sider the tax savings of paying interest expense. That would
have increased the return from leverage, since the government
is essentially subsidizing part of the cost of the debt, which it
does not do for capital. A little bit of debt does lower the cost of
capital and raise returns, as long as you are able to make pro-
ductive use of the money. At some point, though, the benefits
of debt diminish and the cost of debt rises.

Summarizing this discussion, the presence of debt, also
known as financial leverage, usually causes expected returns to
rise, unless there is “too much debt,” in which it case it causes
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expected returns to decline. The presence of debt always causes
volatility to rise. Since volatility is risk, the more debt, the more
risk. Thus, debt increases the risk of your firm.

As an aside, if you are comparing publicly traded firms, it’s
important to remember the effect of financial leverage on volatil-
ity. The volatility of earnings and returns are the sum of busi-
ness and financial risk. Those readers who invest in the stock
market are familiar with beta, from the Capital Asset Pricing
Model (CAPM), which we discussed earlier in the book. Beta is
a measure of the volatility of a particular stock relative to the
volatility of the market. The presence of debt raises the beta of
the stock, which is known as the equity beta. Some researchers
will also provide an asset beta of the stock, which is the beta of
the stock with the effect of debt removed, i.e., assuming the firm
is debt-free. Comparing asset betas of two firms in the same in-
dustry is much more of an apples-to-apples comparison than
comparing two equity betas.

REDUCING RISKS TO THE BUYER

The previous section deals with risks inherent in the business.
These are risks that the current owner lives with. This section
deals with risks that are unique to the buyer. There are two
main categories of risks that are unique to the buyer: (1) The
risk that the seller is dishonest; and (2) The risk that the busi-
ness is highly dependent on the seller and will fall apart after
he or she leaves. Both risks are significant, but I call the latter,
“The Big Banana,” because it is usually the largest impediment
to creating value.

Reducing the Fear of Seller Dishonesty

The most important step the seller can take to reduce a buyer’s
fear of being taken to the cleaners is to get audited financial
statements for at least three and preferably five years before
selling the business.

Since audits are expensive, obviously this applies only to
businesses of some substance, as the cost of the audits must be
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168 PART ONE Business Valuation

economically justified by the ability to sell for a higher price. If
you cannot afford an audit, then get reviewed financial state-
ments. Compiled financial statements contain no analytical
work by your accountant, and your potential buyers should be
skeptical of the accuracy and honesty of your financial state-
ments. In equation 9.5, this means sacrificing a small amount
of future growth, g, by paying for the audit in return for re-
ducing the discount rate, m. It is highly likely that the tradeoff
will be favorable for any business with a FMV over $500,000,
and perhaps less. Implicit in the audit process is eliminating
unreported income and personal expenses from the business.
Any attempt to add back unreported income and personal ex-
penses to calculate economic net income will tend to raise the
buyer’s fear of your honesty, and your gains from playing tax
games are very likely to disappear in selling your company.

The “Big Banana”

However, the foregoing is still not the largest component of risk
in privately held businesses. As I have stated in several places
earlier in this book, and as Linda Feinholz states in the down-
loadable Web site chapter, the largest single risk to most pri-
vately held businesses is overdependence on the business owner.

If you want to make your business valuable, you need to
wean your employees away from dependence on you. How? By
hiring and training excellent employees, creating a logical sys-
tem of organization with good structure and procedures, being
computerized (with an impeccable backup system) and very pro-
fessional—just like big business, but hopefully without the cum-
bersome bureaucracy.

Many people think of their business as “their baby.” A child
is a good metaphor for a business. Babies need near constant
attention or they won’t survive. As children grow, a responsible
parent will make sure to give them life skills and responsibili-
ties, so they learn to be independent. Eventually, they will need
to live their own lives. A parent who does everything for an older
child is crippling the child. The same is true of a business. Your
young business may be “your baby,” but if you want to sell your
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business for a lot of money someday, make sure it becomes “your
big boy or gir]”—wean it off of dependence on you.

The more “turnkey” you can make your business, the more
you can enjoy life, and the more you receive when you sell it. I
remember valuing a business in 1987 that was so turnkey, the
president was preparing to leave for a one-year fishing trip on
his own ship. He was leaving his various generals, captains, and
lieutenants in charge and going off for the time of his life—and
he had the chutzpah not to invite me to join him! While you may
or may not like fish, that degree of independence from the owner
is the model for any private business to become valuable.

CONCLUSION

In this chapter you have learned the methodology to value your
business as of a future date. Additionally, we have analyzed the
future valuation equation to understand how you can maximize
your company’s value over time. Here are the actions you can
take to maximize value, in descending order:

1. Reduce the risk of your business.

a. Reduce its dependence on you. Make it a turnkey
operation, to the extent possible. Become well-orga-
nized, systematic, and professional.

b. Strike the proper balance in fixed versus variable
costs. Only take on high fixed costs when your ex-
pected gain from higher income outweighs the addi-
tional risk of the higher volatility of income that
goes along with high fixed costs.

c. Use debt wisely, remembering that relatively
smaller amounts will increase your expected return
and decrease your risk, while large amounts of debt
decrease expected return while increasing risk. All
other things being equal, the higher the operational
risk of your business, the lower should be your fi-
nancial risk. Thus, startups, cyclical businesses,
and businesses with high fixed assets should use
little or no debt.
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2. Create the highest possible sustainable growth in cash
flows. This includes weaning yourself away from hid-
ing income and charging personal expenses.

3. Manage net working capital carefully. This includes
managing your credit policy.

4. Manage fixed asset purchasing carefully. Strike the
right balance between buying too much, which lowers
the Payout Ratio, and buying too little, which at some
point will reduce net income.

This is the final chapter in Part One. The chapters in the
next part will discuss valuation and the sale of a business from
the viewpoint of an appraiser (myself), as well as the points of
view of a business broker, an investment banker, and a venture
capitalist. There is also a chapter on the taxation of a business—
including the sale of a business—and a chapter on valuation
controversy written by the Internal Revenue Service’s top val-
uation official.



Part Two

THE SALE AND
CINANCING OF
A BUSINESS

ey

This part of the book encompasses Chapters 10 through 15 and
covers the sale, financing, and taxation of a business. The sale
is a relatively straightforward concept, although the details of
buying or selling a business are extremely important.

The financing of a business is less simple. There are two
common situations in which the financing is an issue.

The first situation is finding the debt financing that will
permit the sale of a business to go through. This is common in
the sale of small businesses, where it is usual for the seller to
take a note, which is a loan from the seller to the buyer, for a
portion of the purchase price of a business. This is part and par-
cel of the sale of 100 percent of a whole business, and for the
remainder of Part Two that is not what I mean by the financ-
ing of a business unless I specifically note as much.

The second situation is the true financing of a business,
which is to say, raising additional capital to enable the business
to expand. This type of financing is a partial sale of equity, i.e.,
the buyer contributes capital—usually cash, but occasionally
property, which can be intellectual property—and in return re-
ceives a partial equity interest in the company.
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172 PART TWO

VALUATION FOR A SALE

Chapters 10 through 12 are on valuation for purposes of a sale
by an appraiser (myself), a business broker, and an investment
banker, respectively. In Chapter 10, I focus on valuation issues
specific to the sale of a business. I also discuss how the valua-
tions of an appraiser and a business broker and investment
banker may differ, since their environment, clients, technical
skills, understanding of the market, and motivations are dif-
ferent.

VENTURE CAPITAL FINANCING

Chapter 13 is a must read for anyone who seeks venture capi-
tal (VC) financing. Bruce Taragin is an information technology
venture capitalist in San Francisco, and he does an excellent job
of communicating how to work with a VC—what to expect, what
to do and not to do, etc.

I would like to add an important insight to the VC process
that Bruce does not cover in his chapter, from the perspective
of a business valuator. It is important to understand that en-
trepreneurs who make deals with VCs are consciously—or more
often unconsciously—valuing their businesses. If the VC com-
mits to provide $1 million of financing to you and you give him
or her 40 percent of the firm, you have just implicitly valued
your firm at $1 million + 40% = $2.5 million. If all you did was
to cut the best deal you knew how to without having valued your
business, then you’ve just harmed yourself if the true Fair Mar-
ket Value—as best we can measure it—is, let’s say, $10 million.
If that’s the case, then you should have given up only 10 per-
cent of your company to the VC ($1 million investment + $10
million FMV = 10%). So, do your homework!

TAX CONSIDERATIONS AND STRATEGIES

Chapter 14 is a “must read” for two categories of business own-
ers: (1) Those who are about to start a business and have not
yet chosen the form of the entity, and (2) those who are con-
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templating the sale of their business within the foreseeable fu-
ture, say within five years. So, if you have already selected your
entity form and do not contemplate the sale of your business
within five years, you can consider skipping this chapter.

This chapter is not easy or light reading, although for most
nonmathematical readers, it still will be easier than Part One
of this book. It contains a lot of information, and the frustrat-
ing, but understandable, aspect of it, given the complexity of the
tax code, is that you will not come through this chapter with a
detailed knowledge of tax law that will enable you to be your
own tax attorney. But you should develop a healthy respect for
the need for the right professional help when you begin a busi-
ness or are in the process of selling one.

However, knowledge and wisdom is power. In Chapter 14,
David Boatwright spends considerable time presenting the tax
law that serves as the foundation for making wise choices in
structuring the sale of a business. More significant, he gives
quite a number of important strategies that are gold nuggets,
if not diamonds. Look for the sections entitled “Strategies.” Ad-
ditionally, look for strategic statements set off in italics.

Business owners may not fully absorb the entire body of
tax law in this chapter, but that is not the point. As an owner
contemplating a sale, you should read the entire chapter and
spot the issues that seem relevant to you, in order to discuss
them with your tax attorney and accountant. Not all profes-
sionals operate at the same level, and the more knowledge you
have at your disposal, the more likely you are to ensure the best
outcome for yourself. If you choose to use an attorney whose
practice is more general and who may have relatively light ex-
perience in the tax intricacies involved in the sale of a business
that is a risk. I would suggest that the larger the business, the
less you can afford that risk.

In any case, you can reduce this risk by making sure your
attorney (and accountant) is familiar with the contents of this
chapter. You should ask him or her questions that you feel are
relevant to your sale, and if your attorney appears less than
fully knowledgeable, you should insist that he or she associate
with a tax attorney who is specialized in transactional work, or
replace your attorney with a tax specialist.
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Chapter 15 is about valuation controversy and how to re-
duce it. Howard Lewis is the new Engineering Program Man-
ager at the Internal Revenue Service. That means he is the top
IRS employee in charge of valuation issues. This chapter is an-
other must read for the business owner, as well as for the pro-
fessionals who serve you—your accountant, attorney, and suc-
cession planning insurance agent.

Eventually we all need to deal with Uncle Sam, and the
wisdom in this chapter can help you have a more successful out-
come. Valuation controversy can drag on for a long time, cause
enormous stress to business owners, and interfere with their
ability to run their companies. Mistakes made in the process
may not only be stressful, but very costly. The maximum estate
and gift tax rate varies by year and is as large as 55 percent,
so it is vital to manage the process well. As a bonus, Chapter
15 is well written, clear, concise, and interesting.
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In this chapter we will deal with the following topics:
* Adjusting the nominal selling price of a business to the
real selling price.

* How appraisers, business brokers, and investment
bankers work differently.

¢ The dangers of seller ignorance, self-deception, and greed.
¢ Investment Value versus Fair Market Value.

ADJUSTING THE NOMINAL PRICE TO
THE REAL PRICE

Seller financing and earn-outs often make the apparent (i.e., the
nominal) selling price of a business appear larger than the real
selling price. We will discuss each of these elements.

Seller Financing

In the next chapter Jim Levy will tell us that the typical fi-
nancing structure for the sale of a small business is 40 to 60
percent cash down, with the seller taking a note from the buyer
for the rest. Let’s use the midpoint of 50 percent for our calcu-
lations.
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176 PART TWO The Sale and Financing of a Business

Suppose Constance Billabong finally wants out of the busi-
ness and decides to sell. The sales price is $1 million. If she’s
paid all of that in cash, then that is also the real selling price
of the company. However, if she gets $500,000 in cash and takes
a note from the buyer secured by the business for the other
$500,000, then $1 million is only the nominal selling price of
Billabong Boomerangs. If the note requires payment of an arm’s
length interest rate that a bank would charge for a loan of the
same risk, then the Fair Market Value of the note is equal to
its face (nominal) amount, and the nominal selling price of the
business equals its real selling price.

However, that arrangement is unusual. In most circum-
stances, sellers take notes with interest rates that are below the
rate a bank would charge for a fairly high-risk loan. Let’s go
through a numerical example to illustrate how to calculate the
real selling price of a business.

Calculating the Real Selling Price

In Quantitative Business Valuation: A Mathematical Approach
for Today’s Professionals, 1 derived the equation to adjust the
nominal selling price of a business to its real selling price.! It
is the real annuity discount factor divided by the nominal ADF.2
Annuity discount factors are available as an appendix in many
standard finance texts.

Let’s assume the seller finances the 50 percent (Table 10.1,
B11) balance for seven years, which is 84 months (B8, C8) at
8 percent (B5), and the bank charges a market rate of 14 per-
cent (C5).

1 Quantitative Business Valuation, ibid, 85, equation (3-23).

1
=G
2 The formula is ADF = B — where r is the discount rate and n is

the number of time periods (usually months in a business loan) from the val-
uation date. The only difference between the nominal and the real ADF is that
in the former, we use the nominal interest rate of the loan, which is fixed for
the entire life of the loan, while in the latter, we use the current market rate
that a bank would charge on this loan, which varies almost constantly.
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A | B c

1 |TABLE 10.1
| 2 [Calculation of FMV of Loan

3

4 Nominal Market

5|r 8% 14%
6 |i=r12 0.6667% 1.1667%
7 |Yrs 7 7
8 [n=Yrs *12 84 84

9 | ADF @14%, 84 Mos. 64.15926114 53.36175991
10 | Discount on Total Prin 16.8%

11 | % Financed 50%

12 | Discount on % Financed 8.4%

If the discount rate were zero, then the present value of the
loan would be equal to the total payments of $1.00 per month X
84 months = $84.00. The real annuity discount factor discounts
the 84 monthly payments of $1.00 at the real interest rate, which
we assume here is 14 percent. The real ADF is 53.3618 (C9),
which means that an investor who requires a 14 percent rate of
return—presumably a bank in this example—would pay $53.36,
rounded, for the right to receive the $84 over seven years. At
the nominal 8 percent rate of interest, the ADF is 64.1593 (B9),
which means that an investor who requires an 8 percent rate
of return for a loan of this risk would be willing to pay $64.16
for the right to receive the $1.00 per month for 84 months.

We can now calculate the ratio of the real selling price to
the nominal selling price, and thereby the percentage discount.
If the loan were 100 percent financed, the real present value of
$53.3618
$64.1593
of the loan. Thus, the real selling price would bear a discount
of 1 — 83.2% = 16.8% (B10) from the nominal selling price. We
multiply this by the 50 percent financed (B11) to calculate the
average discount to cash equivalent value of 8.4 percent (B12).

The 8.4 percent is a fairly realistic discount for many busi-
ness sales. This means that the selling price in an average busi-

the loan is only = 83.2% of the nominal present value
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ness sale is “inflated,” and appears larger than it really is. Con-
nie Billabong, the seller, is receiving less than she thinks that
she is; in the above example, 8.4 percent less.

The percentage discount depends only on the length of the
loan, the nominal interest rate, and the real interest rate. It
does not depend on the amount of the loan. Of course, the mar-
ket rate of interest on the loan depends on the collateral. If the
business itself is the only collateral, the loan is high-risk, be-
cause if the buyer turns out to be incompetent at running the
business, he will destroy the collateral, and the business will
boomerang right back to Connie (sorry, that pun was just too
irresistible). But if so, it won’t be the healthy business that she
sold—it will be a troubled company.

On the other hand, if the buyer secures the note of the sale
of the business with a piece of commercial real estate worth $5
million net of its mortgage, then the risk of the loan goes down
significantly. Perhaps a bank would be willing to make such a
loan at 7 percent, in which case the Fair Market Value of an 8
percent note actually would be above the face value. This is un-
usual, but does occur rarely.

Earn-outs

An “earn-out” is that portion of the selling price of a business
that is conditional. Usually it is conditional on achieving some
level of sales or profitability. Buyers like earn-outs to protect
themselves against the business disappearing or falling apart
after the seller leaves the company. The earn-out is not a sure
thing, and therefore that portion of the selling price must be re-
duced to its expected value in order to calculate the real selling
price.

Suppose Constance Billabong sells the company to Sir Har-
vard Cucumber for $5 million cash, plus another $1 million if
sales are at least $12 million in the third year after sale. Thus,
it appears that the selling price of the company is $6 million.
Suppose sales are now $10 million, and Connie assesses the
probability of Sir Harvard reaching sales of $12 million as two-
thirds. It might appear that the FMV of the $1 million earn-out
is $1 million X 2/3 = $666,667. However, there is still the time
value of money to be accounted for.
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Since we have already reduced the earn-out down to its ex-
pected value as of the end of Year Three, we need to discount
it to present value at a business rate.? Assuming 20 percent is
the appropriate rate, the present value factor (review Chapter
5 if you’re feeling rusty at this) is 0.5787. Therefore, the FMV
of the earn-out is $666,667 X 0.5787 = $385,803, and the real
selling price of the business is then $5,385,803. Thus, what
might have looked like an additional $1 million to the seller in
the form of the earn-out was only less than 40 percent of its
nominal amount.

Earn-outs can get much more complicated than this. If so,
the level of mathematics and statistics necessary to quantify
them rises.

The Strategic Bottom Line

The importance of the foregoing discussion is that you need to
be careful in buying or selling a business, and understand the
real value of what you are buying or selling. If you’re the seller,
make sure to charge an interest rate that is a market rate; if
you cannot do that, you should negotiate a higher nominal sell-
ing price to make up for your loss in Fair Market Value from a
below-market loan. If you're the buyer, then you want to push
for the lowest possible interest rate on the loan.

Similarly, if you are a buyer, you would want to push for
an earn-out to protect you. Sellers would want to avoid earn-
outs, or at least be compensated—in the form of a higher price—
for providing them.

HOW APPRAISERS, BROKERS, AND
BANKERS DIFFER

It is important to understand how appraisers, business bro-
kers, and investment bankers work differently, because if you
do not, it may cost you a lot of money when you buy or sell a
business.

3 We would not use a risk-free discount rate just because the earn-out is al-
ready reduced to its expected value, since it is still an uncertain cash flow,
subject to risk.
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Assumptions of What Transfers in a Sale

This is a critical section, and failure to understand it can be dis-
astrous. There are different customs about which assets trans-
fer in a sale. Business brokers normally sell businesses under
$10 million, while investment bankers normally sell businesses
over $10 million. The border is not absolute, and there are oc-
casional crossovers.

Appraisers normally assume that all of the assets of the
seller pass over to the buyer. If there is excess cash in the com-
pany, Fair Market Value presumes that it still goes to the buyer,
but the FMV of the firm should increase dollar for dollar, since
that excess cash is available for immediate distribution as a div-
idend.

In businesses sold by business brokers, normally the seller
keeps the cash, accounts receivable, and accounts payable from
the sale. According to Michael Keane, whom you’ll hear from in
Chapter 12, when investment bankers facilitate the sale of a
company, the buyer keeps the receivables and payables, which
is the same assumption appraisers make. When the buyer is a
public company, the cash usually goes to the buyer. When the
buyer is a private firm, the seller usually keeps some or all of
the cash.

Business brokers only sell 100 percent interests in busi-
nesses, which makes life simpler for them. Investment bankers
sell whole businesses, but also arrange financing transactions
wherein the investors buy a minority interest in the firm. In ef-
fect, they are selling fractional interests in businesses too. Busi-
ness appraisers value both whole businesses and fractional in-
terests in them. Furthermore, clients often commission
professional appraisals for purposes other than actual transac-
tions, e.g., for tax purposes, Employee Stock Ownership Plans,
litigation, and many other purposes.

Therefore, the values these three categories of profession-
als are calculating are all different:

* Business brokers are calculating the purchase price of
the business, not Fair Market Value. Furthermore, their
purchase price assumes the seller keeps cash, receiv-
ables, and payables.
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* Business appraisers normally calculate Fair Market
Value, unless the assignment calls for a different stan-
dard of value. FMV presumes there are no synergies,
which is equivalent to assuming a financial buyer.*
They assume that cash, receivables, and payables go to
the buyer. Therefore, if the sale calls for them to remain
with the seller, then business appraisers make an ad-
justment to subtract the net amount of those items from
FMYV to calculate the purchase price. (Note that cash,
receivables, and payables are the main components of
net working capital—current assets minus current lia-
bilities. The only other common components of net work-
ing capital are accounts receivable, the current portion
of long-term debt, and accrued liabilities. While inven-
tory is also part of net working capital, it obviously
stays with the buyer, unless it is obsolete.)

* Jnvestment bankers may be calculating Fair Market
Value, Investment Value, or anything in between. They
normally calculate their value assuming the buyer re-
tains all cash, receivables, and payables, and if some or
all of the cash remains with the seller, they reduce the
purchase price accordingly.

Therefore, when it comes time for you to sell your business
(or for someone to do it for you), it is imperative that you or your
professional make an adjustment to reduce FMV or Investment
Value down to the purchase price for these components of net
working capital that we normally assume transfer to the buyer,
but in fact will not. Thus, all other things being equal, the val-
uations of a business appraiser and investment banker before
this adjustment to the purchase price will be higher than that
of the business broker.

For example, suppose Constance will sell Billabong
Boomerangs, and, to make some simple assumptions so the ad-
justment calculation will be simpler, let’s say her sales are $12

4 The exception is when synergistic buyers constitute the relevant market for
a particular firm, in which case Investment Value becomes Fair Market Value.
This normally only applies to firms large enough to be candidates for the M&A
market serviced by investment bankers.
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million per year, which is $1 million per month. Let’s also as-
sume she gives 30 days credit to her customers and receives the
same from her suppliers, and that her gross profit margin is 60
percent. Her receivables will be approximately $1 million for
one month of sales, and her payables should be (1 — 60%) X $1
million = $400,000.%> And finally let’s assume there is $250,000
cash.

We would have assumed that when the buyer takes over
the business, the net working capital in the company would in-
clude the $1 million in receivables — $400,000 of payables +
$250,000 cash = $850,000. Since these items will remain with
the seller, the buyer will have to invest $850,000 to bring the
balance sheet of the company in line with the correct amount
of net working capital that it takes to produce the economic net
income and cash flow we forecast in the Discounted Cash Flow
method, and this $850,000 investment should be subtracted
from the purchase price as we have calculated it. If, magically,
the business broker otherwise would have valued the company
the same as the appraiser in all other respects, that valuation
theoretically should be $850,000 less than the appraiser’s valu-
ation before the adjustment to the purchase price.

Advantages, Disadvantages, and Costs

For most small and midsize businesses, investment bankers
function in a similar way to business brokers.® So, for the pur-
poses of this section, the term “business brokers” will include
both. Most business brokers and investment bankers are seller
oriented. Thus, if you are a buyer, do not expect a business bro-
ker or an investment banker to watch out for your best inter-
ests. Get a professional appraiser to help you.

5 It is actually more complex than this, as I assumed she bought the
boomerangs. A manufacturer does not simply buy finished product. It adds la-
bor and capital to transform raw materials into a finished product. The addi-
tional complexity of this calculation for a manufacturer is outside of the scope
of this book.

6 The large investment banking houses offer much more sophisticated services
for very large businesses, but that is largely outside of the scope of this dis-
cussion.
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Appraisers usually have superior mathematical skills—
which is not surprising, since it’s what they do full-time—while
brokers have a superior knowledge of the market. Also, an ap-
praiser normally will not find a buyer for you. Thus, if you want
someone to sell your business, you’ll need a business broker. If
you can afford both, it is best to have both skills working in your
favor, each one “keeping the other honest” and supporting and
sometimes challenging the other.

Business brokers normally will do the valuation for you for
free, or it should be included in their representation fees. Usu-
ally, you’ll save appraisal fees if you use only a broker. The bro-
ker earns his or her living by earning a commission on the sale.
Their customary fee is 10 percent of the selling price for the first
$1 million, and a lower percentage thereafter.

Appraisals can cost a few thousand dollars for small busi-
nesses, to several million dollars for giant mergers. Most valu-
ations of small- and medium-size businesses cost from $5000 to
$25,000 in 2004, but there can be much variation, depending on
the complexity of your business, the reason you need a valua-
tion, your risk of a poor result arising from not paying for enough
work, the appraiser and firm doing the work, and a host of other
factors.

Appraisal fees also partly or largely depend on the skill level
of the business valuator you hire, and the size of the firm for
whom he or she works. There is a wide range of skill levels in
business valuation, from the uneducated and untrained, who do
shoddy work; through CPAs, who do valuation part-time; to full-
time valuation professionals—about half of whom are CPAs who
specialize in valuation, and half are usually MBAs; and, finally,
to a small number of world-class leaders in the profession. Gen-
erally, you get what you pay for. Usually the higher the skill
level and the bigger the firm, the more expensive it is, with firm
size probably the more important factor when it comes to cost.

There are inexpensive automated valuation services that
produce appraisals. Those that I have seen rely on shortcuts, an-
alyze only one year of data, and would not even qualify as an
appraisal under the Uniform Standards of Professional Ap-
praisal Practice. I do not recommend “cookie cutter” valuation,
despite their claims of using sophisticated methods.
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THE DANGER OF IGNORANCE, SELF-
DECEPTION, AND GREED

While there are some sellers who get lucky and “sell high”—and
I certainly have seen that—the majority of sellers need to be re-
alistic. Seller ignorance, self-deception, and greed lead to disaster
more often than they lead to a windfall. Of course, everyone wants
to sell high, but the question is: “What value have you created
that others will pay for?” If you've created a turnkey business that
is profitable, has demonstrated strong growth, has a strong man-
agement team, and can function well with someone else filling
your shoes, then you have created value, and maybe you might
sell for a PE multiple” in the 6 to 12 range.?

Michael Keane, investment banker and author of Chapter
12, told me that his clients typically sell in the range of four to
six times EBITDA (Earnings Before Interest, Taxes, Deprecia-
tion & Amortization). EBITDA is equal to net income before
taxes plus interest expense, depreciation, and amortization. For
most midsize businesses, EBITDA is much higher than net in-
come after taxes, which is the basis for the PE multiple. EBITDA
easily could be twice net income after taxes, which means if the
Price-to-EBITDA multiple is 4 to 6, that easily could translate
into a PE multiple of 8 to 12. In fact, the latter range should be
somewhat wider, because the components of EBITDA—net in-
come before taxes, interest expense, tax rates, depreciation, and
amortization—can vary widely across firms. Additionally, Keane
stated that the EBITDA multiple might be higher in an “up mar-
ket” for a large firm with excellent historical and expected
growth. For reference, his smallest clients have $10 million in
Fair Market Value, and his absolute, all-time smallest client
was at $5 million FMV. Thus, his clients are not in the same
size range as the clients of business brokers.

While publicly traded firms often sell for PE multiples of
15 to 30, these are usually companies that are much larger, bet-

7 Price Earnings multiple. For review, see Chapter 2 and its appendix.

8 T have had one client with net income over $1 million sell to a Fortune 500
strategic buyer for a PE multiple of approximately 28, so the “dream deals”
do happen on rare occasions. Even so, this was a large client with an exciting
product and a very strong management team that stayed on long-term with
the company, including the CEO.
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ter financed, well-managed, and with higher expected growth
and lower risk than privately held firms. If your company is
large enough to sell to a public firm or a very large private firm—
which probably means a “bricks-and-mortar” business with ac-
tual sales of at least $8 million or intellectual property with fore-
cast sales of more— then these multiples may be realistic in the
M&A market. If your company does not fit this description, then
have realistic expectations of its value. Most small businesses
sell for PE ratios in the 2 to 4 range. Generally, the PE ratio
rises with the size of the business and its growth prospects.

There are some sharks out there who pander to and prey
upon seller greed, and there are others who will attempt to cater
to it, waste your time, and possibly endanger the value of your
business. The former can be dangerous because they're callous
and clever, while the latter, though well-intentioned, can be dan-
gerous due to their ignorance and clumsiness. I would recom-
mend that you be cautious with people who promise the sky. If
it sounds too good to be true, it probably is.

If you want to sell your business, you need to find a pro-
fessional with competence and integrity. With so many dollars
at stake, the wrong choice can be ruinous. The right business
broker or investment banker can be critical to your success, and
the wrong one can lead you down a garden path that may lead
to the destruction of your business value. Unfortunately, you
cannot tell who they are by merely looking at them. It is criti-
cal to get referrals from competent people you know and can
trust. In addition, you should interview past clients, who might
give you a glimpse into how the broker you’re considering op-
erates and whether their experiences match the results you
need.

Brokers face tremendous pressure from their clients to list
the business at very high selling prices. Sellers often have un-
realistic expectations of the value of “their baby,” unsubstanti-
ated by any appraisal, fueled by ignorance, wishful thinking,
and sometimes greed. Furthermore, sellers are confronted by a
ready supply of poorly trained business brokers who compete
with the good ones, will do anything to get the listing and worry
later about how to sell it. Interviews I've done with business
brokers indicate that 80 to 85 percent of business listings never
sell, and many sellers will not listen to reason.



186 PART TWO The Sale and Financing of a Business

After reading this book, you should have a more realistic
viewpoint when it comes to business valuation. That under-
standing can support your decision as to whether you wish to
sell your business. However, I do not recommend that a busi-
ness owner rely on his or her own valuation for a sale—at least
not without consulting a professional. Appraisers, who are fee-
based, have no reason to slant the valuation to cater to your
ego.

War Stories

I have a recent “war story” on this point. A pharmacist client of
mine was working with a business broker on the possible buy
of a pharmacy. When we spoke to the broker, I was stunned by
his apparent ignorance. He was offering a pharmacy for $1 mil-
lion that had lost about $400,000 two years in a row. I asked
him what justified his positive price for a business that was los-
ing any money, let alone one that was losing so much money. I
expected him to come back with some explanation of either hid-
den income in cash sales that were never reported, huge
amounts of personal expenses being charged to the business,
which made a profitable company look like a loser, or some other
explanation that at least we could investigate and analyze. He
had no explanation to justify a zero price, let alone $1 million.

I still find it a wonder how he wasted his time, mine, and
that of my client with such a ridiculous offer. Either he was wet
behind the ears and was on the steep part of the learning curve
where new brokers make no money, or there really are people
who are so ignorant that they will buy such garbage, and bro-
kers who are so unethical that they will sell it.

The idealistic chamber of my heart hopes the first expla-
nation is right, but my head is telling me the second explana-
tion is the more likely one—especially in light of the estimate
that 80 percent of listings do not sell. Probably, the worst deals
never sell, the best ones always sell, and some of the marginal
ones also sell. Woe to the buyers of the marginal ones! The bot-
tom line is that you should understand valuation before you buy
or sell a business, because it is very hard for a first-time seller
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to tell the difference between a competent and an incompetent
broker and between an ethical and an unethical one. The In-
ternational Business Brokers Association (IBBA) is trying to up-
grade the level of the profession, but the profession has a long
way to go.

Jim Levy (of the next chapter) shared a recent war story
of his. He met with a potential client and gave him his opinion
of the expected selling price. The client felt it was worth more
than that and listed with a large brokerage firm for a much
higher price. One year later the business had not sold and had
not even received any offers; on the contrary, it fell on hard
times. Now, the owner wanted Jim to sell it for him, b