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PREFACE


business valuation seminar





The objective of this one-day seminar is two-fold:


To provide an educational tool for those seeking an introduction to the basics of business valuation; and


To provide fundamental information, reference materials, and direction for the basic principles of business valuation.


The seminar will be a case study of an actual business, culminating with the valuation of the business by the participants.  The case will cover all components of a valuation assignment, which include the following:


Basic business valuation overview contrasted with real estate appraisal;


Defining the assignment;


Economic and industry analysis;


Reading and understanding financial statements;


Management interview;


The three approaches to value: income, market, and asset; and


Reconciliation and conclusion of value.
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case study


 INTRODUCTION





the name of the business and all individuals in this case are intended to be fictitious.  any similarity to actual persons, places, or companies is purely coincidental.


Description of the Assignment


UST Appraisal, Inc., was retained by the law firm of Baker and Baker to determine the fair market value of 1,000 shares of common stock in Minnesota Supply Company (MSC), a Minnesota Subchapter S Corporation, as of December 31, 2001, for possible sale purposes.  


Summary Description of the Company


Minnesota Supply Company sells and distributes plumbing, heating, industrial and related supplies on a wholesale and retail basis.  The subject’s customer base consists of plumbing and heating contractors, industrial concerns, kitchen and bath dealers, building contractors, real estate management companies and consumers.  The subject’s headquarters are located in Carefree, Minnesota.  Annual sales volume is $6.2 million. 


Capitalization and Ownership


The aggregate number of shares of capital stock which MSC is authorized to issue is 10,000 shares, par value $0.01 each.   As of December 31, 2001, there were 1,000 common shares issued and outstanding.  MSC is one hundred percent owned by Mr. Josiah Bartlet. 


Standard and Definition of Value


The standard of value for sale purposes is fair market value.  Fair market value is defined as: 


The price at which the property would change hands between a willing buyer and a willing seller when the former is not under any compulsion to buy and the latter is not under any compulsion to sell, both parties having reasonable knowledge of relevant facts.  Court decisions frequently state in addition that the hypothetical buyer and seller are assumed to be able, as well as willing, to trade and to be well informed about the property and concerning the market for such property. 


Among other factors, this appraisal should consider all elements of appraisal listed in Internal Revenue Service Ruling 59-60, which generally outlines the valuation of closely held stocks and includes the following:


The nature of the business and history of the enterprise from its inception.


The economic outlook in general and the condition and outlook of the specific industry in particular.


The book value of the stock and the financial condition of the business.


The earning capacity of the company.


The dividend-paying capacity of the company.


Whether or not the enterprise has goodwill or other intangible value.


Sales of the stock and size of the block of stock to be valued.


The market price of stocks of corporations engaged in the same or similar lines of business having their stocks actively traded in a free and open market, either on an exchange or over-the-counter.


It is generally agreed that fair market value refers to a value in cash, or the customary equivalent, paid at closing.


In addition, fair market value generally relies on a “value in use” or going concern premise.  This premise assumes that MSC is an ongoing business enterprise with management operating in a rational way with a goal of maximizing ownership value. It is assumed that this appraisal premise is appropriate based upon an analysis of the highest and best use of the subject operating business.
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case study


BUSINESS DESCRIPTION





Background


In September of 1996, the previous owner of MSC filed for bankruptcy protection under Chapter 11 of the Federal Bankruptcy Code and had his plan of reorganization confirmed by the court in January of 1997.  As part of the plan of reorganization Mr. Bartlet purchased the assets of MSC and assumed responsibility for the reorganized pre-petition trade payables. 


MSC sells and distributes plumbing, heating, industrial and related supplies on a wholesale and retail basis.  The subject is located at 600 Carefree Highway in Carefree, Minnesota.


The facility consists of a one story steel and concrete building, approximately 33,000 square feet, located on a main thoroughfare, and equipped with truck loading platforms.  Covered pipe yard and additional storage are also maintained.  The subject maintains a wholesale/retail showroom at this location.  The Company rents this facility from Mr. Charlie Young, the previous owner of MSC.


MSC caters to the territory comprising a 50-mile radius of Carefree, Minnesota and has approximately 37 full and part-time employees.  


The present customer base consists of plumbing and heating contractors, industrial concerns, kitchen and bath dealers, building contractors, real estate management companies and consumers.


Sales for the year ending December 31, 2001 were $6.2 million.  


Form of Organization


The subject’s Board of Directors elected to be treated as a Subchapter S Corporation in accordance with the provisions of Section 1362 of the Internal Revenue Code.  The subject is legally organized under the laws of Minnesota.


Operations


MSC is well positioned in the market with strong, high quality brands that are well known in the industry.  Major brands include: American-Standard, Jacuzzi, Delta Faucet, In-sink-erator, State Water Heaters, AquaGlass, Swan and others.  These manufacturers are recognized as leading companies in its respective product categories.  


Additionally, the subject has built a reputation for their extensive faucet service and repair parts inventory.


The subject maintains two separate counter areas, one for retail consumers and one for trade customers.  


MSC maintains a large showroom for both retail consumers and trade customers that display a wide variety of plumbing fixtures, faucets, cabinetry and shower doors and accessories.  Personnel knowledgeable in kitchen and bath products staff the showroom.


The subject company maintains two delivery trucks for customer delivery.


Merchandising and Sales 


MSC has attempted to position itself in the market as providing the best customer service (e.g., delivery, product selection and assistance, sales support, and product training) of any supply company in the area.  The emphasis is on reliability of service combined with creative programs.


The total market has increased substantially over the last four years and now includes hardware and plumbing specialty stores, home builders, plumbing contractors, industrial concerns, kitchen and bath dealers, remodeling contractors, home centers, real estate management companies and consumers.


Merchandising


MSC operates a showroom that is integral to successfully selling plumbing products, specifically those products that are upscale and carry high margins.  The subject is currently remodeling the showroom and updating product displays. 


Sales


A target account approach is used to increase sales.  To develop new incremental business, the owner and sales manager contact major customers on a regular basis.  In addition, ten major non-customers are selected and prioritized based on their potential sales volume.  


Sales calls are made on builders in order to sell MSC as a supplier and influence purchasing decisions.  Calls are also made on remodeling contractors, kitchen and bath dealers, and retailers that currently are not a large portion of MSC’s business.


The sales manager and sales representatives are attempting to build new relationships with Menard’s, Builders Square and Knox.  Typically, these companies keep in inventory only high volume, commodity type products and either relies on expensive less than truckload shipments for special order situations, or wait until a full truckload can be pooled and shipped.  A newer approach is for the wholesale department to work with both manufacturers and home centers to develop “feeder” programs on a national level.  


Advertising and Promotion


The subject utilizes cooperative advertising offered by suppliers.  Promotion of the various products and services are done in conjunction with these suppliers.  Events include product specific trade counter days to develop incremental sales volume and build customer loyalty.  Other promotional events include contractor dinner meetings; home shows; contractor seminars; and vendor shows.  These programs are designed to build relationships with existing customers, develop relationships with new and potential customers, and provide new product training for contractors’ customers.  


Pricing and Margins


MSC is neither a price leader nor low cost supplier.  When necessary, specifically on bid work, the subject will meet competitive pricing.  With regard to retail sales, MSC will typically offer a moderate discount off list price. 


Margins average approximately 30%, which is very high when compared to the industry average of 24.5%.  The subject’s higher margins reflect a higher mix of retail business than a typical plumbing supply company.  The subject attempts to make a minimum gross profit margin of 25% on each sale.


Competition


A brief description of MSC’s major competitors is shown on the next page.  Annual sales figures, obtained from Dun & Bradstreet, Manufacturer’s Clearing House, consist of total company sales including all product categories, as well as sales from outside Carefree.  In most instances, industrial and HVAC products represent larger dollar volumes than do plumbing products.


ABC and MNO operate satellite branch locations in Carefree.  All of these firms are independently owned, with the exception of DEF, which was acquired by Out State Industries, in 1997.


These competitors derive the vast majority of their revenues from trade related or industrial sales with a very small percentage (estimated by MSC to be 10% or less) generated from retail or consumer direct sales.  


Historically, wholesale distributors have been uninterested or slow to expand into retail sales for fear of alienating their trade customers.  In contrast, MSC solicited and cultivated the retail market years ago and has, for all intents and purposes, been through that learning curve while maintaining its trade business, which still represents the majority of sales dollars, though the retail business does approximately 40% of total sales.  


“Who-tailing” (wholesale/retail sales) is a relatively new phenomenon, which few, if any of MSC’s competitors have embraced.  Arthur Anderson‘s 2000 study for the National Association of Wholesalers cites this trend as a strong and competitive advantage as wholesale distributors face the new realities and forces of change between now and the year 2010.  This is one area in which MSC appears to have a distinct advantage over its competitors.


Table � SEQ Table \* ARABIC �1� MSC Competitors





Competitor�



Estimated Annual Sales�



Comments�
�
ABC Company�
$35 million�
More heavily involved in industrial products.  Kohler Co. is their major fixture line.


�
�
DEF Company�
$40 million�
Considered the largest plumbing distributor in the area.  Purchased 3 years ago by Out State.  Service is a major problem.  Kohler distributor.


�
�
GHI Company�
$17 million�
Is the fastest growing and most aggressive area wholesaler.  Kohler distributor.  Has a close working relationship with MSC.


�
�
JKL Company�
$17 million�
Kohler distributor.  Good solid company.


�
�
MNO Company�
$53 million�
Long established wholesale distributor.  Forte is low margin, high volume commercial and industrial business.   American Standard distributor.


�
�
PQR Company�
$2 million�
Business started in 1992.  American Standard distributor.  Primary business appears to be cabinets.


�
�



Employees and Management


As of December 31, 2001, MSC employed 37 employees, of whom 26 were hourly and 11 were salaried or on a commission basis against a draw.  The majority of the employees are full-time and there are no collective bargaining agreements covering any of the employees.


Mr. Bartlet has considerable experience in the plumbing product industry, including working for Kohler Co. and its Adam’s Plumbing Group subsidiary.  He has been associated with the plumbing products industry having worked for Kohler Co. as Zone Manager in the company’s Philadelphia and Washington DC locations.  In 1986, Mr. Bartlet joined Adam’s Plumbing as Manager-National Accounts.  


In December 1988, he was promoted to the position of Director of National Accounts.  He received a BA in Management from the University of Minnesota.


Mr. Josh Lyman is the subject’s Vice President of Administration.  He has been employed with the Company since 1992.  He has a BBA degree in Accounting from Mankato State University.


Mr. Sam Seaborn is the subject’s Vice President of Sales.  He has been associated with the subject in a management capacity since 1994.  Mr. Seaborn was previously a sales representative for American Standard.  Mr. Seaborn attended St. Cloud State University.


The management team also utilizes the services of three business advisors:


Ms. C.J. Gregg.  Ms. Gregg is a Marketing Manager for Wisconsin Publishing Co. based in Milwaukee, Wisconsin.  In addition, Ms. Gregg is the Managing Partner of Plumbing Insights, a marketing service and research firm, located in Milwaukee, Wisconsin.  Ms. Gregg has a BBA in Finance from the University of Wisconsin and an MBA from Marquette University.


Mr. Leo McGary. Mr.  McGary is Regional Manager for Phoenix Corporation, the third-ranked plumbing wholesale distribution chain in the nation with annual sales of approximately $400 million.


Mr. Toby Ziegler.  Mr. Ziegler is President and co-owner of an Illinois based plumbing wholesale firm in the western suburbs of Chicago.


Accounting Records


The Company’s financial statements have been prepared on the accrual basis of accounting using generally accepted accounting procedures (GAAP).  


Profit and loss statements and balance sheets (tax basis) were reviewed by Washington, Lincoln, Jefferson & Co., LLP.  A review consists principally of inquires of company personnel and analytical procedures applied to financial data.  It is substantially less in scope than an audit in accordance with GAAP standards.


The subject has developed a comprehensive financial planning and control system.  Annual financial plans are formulated, including expense budgets, sales budgets, and inventory and receivable budgets.  Budgeted profit and loss statements and balance sheets are compared to actual results every month to ascertain progress against plan.


Inventory levels are managed to achieve inventory turns of 3.5 to 4.0 times per year.  Receivables are managed on a percent current and days’ sales outstanding basis.  Days' sales outstanding are targeted at approximately 50 days, which is the industry average.


All discounts are taken when the discount is 1% or more, otherwise payments are made at regular trade terms.  Manufacturer rebates and volume incentive programs are used whenever possible.


Dividends	


The subject has never paid or declared a cash dividend on its common stock and does not intend to pay cash dividends on its common stock in the foreseeable future.  


Legal Proceedings


The subject is not a party to any material litigation and is not aware of any threatened litigation that would have a material adverse effect on the subject.  Businesses, such as MSC, are from time to time involved in suits incidental to their business, which are generally covered by insurance.


Restrictions on Share Transfer


There are no restrictions on the sale or transfer of the subject company’s stock.


Prior Transactions in the Company’s Stock


During the five years before the appraisal date there were no sales of the subject’s stock.
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general ECONOMC conditions and OUTLOOK





Overview


In the appraisal of a company, an understanding of the general economic conditions and how investors may view these conditions is important.  In the analysis of MSC, we considered the general economic climate of the State of Minnesota and Carefree, Minnesota that prevailed in December 2001, as well as the outlook for the future.  In particular, we focused on the outlook for Heating and Plumbing Equipment (SIC No. 5074) since this aspect of the economy is most directly related to MSC.


Minnesota and Carefree/Cave Creek Economic Outlook


According to the Minnesota Department of Trade and Economic Development Minnesota’s Gross State Product increased 85% between 2000 and 1999, compared to a growth of 77% in the United States Gross Domestic Product over the same period.  Using constant dollars to adjust for inflation, the US GDP grew at about 30% while Minnesota’s GSP increased more than 35%.


The labor force participation rate was 75.6% in 2001, almost 14% higher than the US average of 66.6%.  By 2008, total employment in Minnesota is projected to increase by nearly 13% to 2.1 million, an increase of more than 300,000 workers.  The total labor force in the Carefree/Cave Creek (CCC) area was approximately 925,000 or nearly 50% of the state’s total labor force.


Minnesota non-farm industries added 435,195 jobs between 2000 and 2001.  This 24% increase was about one-third greater than the growth in US non-farm employment.  Manufacturing employment in Minnesota increased nearly 11% to almost 415,000 in 2001.  This contrasted sharply with the 4.9% decrease in the national manufacturing sector employment.  The three areas accounting for the greatest employment in the CCC area were services (37.4%), manufacturing (17.6%), and retail (10.5%).  


Minnesota’s unemployment rate of 3.9% is slightly higher than the CCC area's unemployment rate of 3.2%.


Minnesota’s per capital personal income was $22,257 in 2001, exceeding the national average by 2.5%.  Between 2000 and 2001, Minnesota’s per capita personal income increased 7.4%, more than two percentage points faster than the US average.  Per capita income in the CCC area was higher than the average for the state of Minnesota.  Carefree’s per capita income was $23,826 while Cave Creek had a per capita income of $28,266.


Between 1997 and 2000, 239,000 people moved into Minnesota while 211,000 moved out of the state resulting in a net gain of about 28,000.   The CCC area is the 15th largest metropolitan area in the United States and Minnesota is the 20th most populated state.  Minnesota’s population increased from 4.1 million in 1997 to 4.6 million in 2001.  By 2010, the state’s population is projected to be 5.1 million. The population of the CCC area was 2.6 million in 2001 or 56% of the state’s total population.


In summary, the CCC area is the most populous area in the state and has the highest per capita income in the state.  Economic conditions have been enhanced by the continued growth in retail sales activity and small business development. 


Plumbing Products (Fixtures and Faucets)


Gaining a clear understanding of the outlook for the plumbing products industry is an important part of this business appraisal.  Knowing the size, direction and growth rate of the industry and markets in which MSC competes helps us evaluate past, current and future prospects for the Company.  Therefore, we considered the outlook for the plumbing products industry as of the appraisal date.  In particular, we focused on fixtures and faucets in the Carefree/Cave Creek, Minnesota area, since this constitutes the bulk of MSC’s current and/or future sales.


Carefree/Cave Creek Market 


Industry sources estimate that the market for plumbing products (fixtures and faucets) in the CCC area is nearly $57 million annually.  An analysis of plumbing product demand, by product units and total dollars, is shown in Tables 2 and 3.  Management believes the subject has an approximate 10% share of the CCC market for plumbing products.


The CCC area represents a very vibrant housing market both in terms of new construction and repair and remodel.  Relative to other major US metropolitan areas, it ranks fifth in dollar value of construction permits according to a recent study by Cahners Economics.  Over the past twelve years, this area has consistently moved ahead in the housing ranks, improving from its 14th place ranking in 1997.  Cahners Economics projects continued growth for the CCC area housing market (new and remodel) into the late 1990’s.





�
Table � SEQ Table \* ARABIC �2�:


2001 Estimated Demand For Plumbing Products


Total Market - Products At All Prices 


Trading Area = Carefree and Cave Creek





						(Number of Units)





Products�
New Residential Construction�
Remodel /Replacement�
New Commercial Construction�
Total Plumbing Demand�
�
Bathtubs


Showers


Whirlpool Bathtubs


Lavatory Sinks


Kitchen Sinks


Toilets


Toilet Seats


Total Faucets�
30,450


7,568


4,220


42,120


15,397


37,725


39,381


103,142�
10,051


34,394


5,265


57,898


53,456


69,497


270,819


314,414�
144


124


2


1,208


66


1,420


1,420


1,548�
40,645


42,086


9,487


101,226


68,919


108,642


311,620


419,104�
�









�



Table � SEQ Table \* ARABIC �3�:


2001 Estimated Demand For Plumbing Products


Total Market - Products At All Prices


Trading Area = Carefree and Cave Creek





						(Net Sales Dollar Value)








Products�
New                               Residential Construction�
Remodel / Replacement�
New Commercial Construction�
Total                               Plumbing Demand�
�
Bathtubs


Showers


Whirlpool Tubs


Lavatory Sinks


Kitchen Sinks


Toilets


Toilet Seats


Total Faucets


Total�
$3,885,443


877,768


3,206,917


1,405,412


739,357


2,182,372


175,361


3,345,260


$15,817,890�
$3,010,760


5,117,037


4,692,030


2,675,936


3,573,024


5,624,228


1,683,019


14,375,161


$40,751,195�
$28,415


22,498


2,188


62,980


5,293


136,381


10,331


82,169


$350,255�
$6,924,618


6,017,303


7,901,135


4,144,328


4,317,674


7,942,981


1,868,711


17,802,590


$56,919,340�
�
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CASE STUDY


HISTORIC FINANCIAL STATEMENTS





Tables 4, 5 and 6 present MSC’s historic balance sheet and income statements for the period December 31, 1997 through December 31, 2001.





�






�


Table � SEQ Table \* ARABIC �4�   Historic Assets








�



�


Table � SEQ Table \* ARABIC �5� Historic Liabilities and Stockholders’ Equity
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Table � SEQ Table \* ARABIC �6� Historic Income Statements


�
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EXERCISE 1: BUSINESS IMPLICATIONS


Identify five relevant factors and trends that influence the value of MSC.  You must also be able to state how these relevant factors or trends will affect value.  Use a “+” for factors that enhance potential future returns or reduce investment risk, use a “0” for factors that are currently having a neutral impact, and use a “-“ for factors that detract from potential future returns or increase investment risk.


									Impact on Value


		Specific Factors						+ / 0 / -


Factor 1:





Factor 2:





Factor 3:





Factor 4:





Factor 5: 


�
EXCERSISE 2:  BALANCE SHEET ANALYSIS


Review the balance sheet exhibit in the case study.


Identify the significant trends that have occurred over the analysis period.


Trend 1: _______________________________________________________


_______________________________________________________________


Trend 2: _______________________________________________________


_______________________________________________________________


Trend 3: _______________________________________________________


_______________________________________________________________


Identify line items that materially differ from the industry.


Difference 1: ___________________________________________________


_______________________________________________________________


Difference 2: ___________________________________________________


_______________________________________________________________


Difference 3: ___________________________________________________


_______________________________________________________________


Prepare two questions you would ask management during the site visit and interview based on the historic balance sheets.


Question 1: _____________________________________________________


_______________________________________________________________


Question 2:  ____________________________________________________


_______________________________________________________________











EXCERSISE 3:  INCOME STATEMENT ANALYSIS


Review the income statement exhibit in the case study.


Identify the significant trends that have occurred over the analysis period.


Trend 1: _______________________________________________________


_______________________________________________________________


Trend 2: _______________________________________________________


_______________________________________________________________


Trend 3: _______________________________________________________


_______________________________________________________________


Identify line items that materially differ from the industry.


Difference 1: ___________________________________________________


_______________________________________________________________


Difference 2: ___________________________________________________


_______________________________________________________________


Difference 3: ___________________________________________________


_______________________________________________________________


Prepare two questions you would ask management during the site visit and interview based on the historic income statements.


Question 1: _____________________________________________________


_______________________________________________________________


Question 2:  ____________________________________________________


_______________________________________________________________











EXERCISE 4:  RATIO ANALYSIS


Review the ratio analysis exhibit in the case study.  


Calculate the 2001 ratios for Minnesota Supply Company.  See Chapter 3 for the definition of the various ratios and worksheet.  See Next Page


Identify the significant trends that have occurred over the analysis period.


Trend 1: _______________________________________________________


_______________________________________________________________


Trend 2: _______________________________________________________


_______________________________________________________________


Trend 3: _______________________________________________________


_______________________________________________________________


Identify line items that materially differ from the industry.


Difference 1: ___________________________________________________


_______________________________________________________________


Difference 2: ___________________________________________________


_______________________________________________________________


Difference 3: ___________________________________________________


_______________________________________________________________


Prepare two questions you would ask management during the site visit and interview based on the historic financial ratios.


Question 1: _____________________________________________________


_______________________________________________________________


Question 2:  ____________________________________________________


_______________________________________________________________








�
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EXERCISE 5:  COMMENTS AND OBSERVATIONS


Describe any matters to be considered in applying the valuation approaches selected.  For example:  growth expectations, financial condition, management depth and competence, product, geographic diversification, facilities, and conclusion.	


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________


________________________________________________________________________
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chapter 1


valuation overview and defining the assignment





A business valuation is “the act or process of estimating value.  A determination of the monetary value, as of some specified date, of the property rights encompassed in an ownership.”  It is a professional analysis of a business used to determine the value of the business or of an interest in a business. 


What is Meant By “Value”


There are several kinds of value, one or more of which will be considered in a business valuation.  The various kinds of value include, among others:


Fair Market Value


Liquidation Value


Replacement Value


Insurable Value


Loan Value


Book Value


The kind of value considered depends upon the purpose for which the valuation is to be used.  For most purposes, the valuation is concerned with the fair market value, which happens to be one of the most difficult types to determine.  However, some valuations are based on one of the other types of value and, in many cases, more than one kind of value must be considered in a single appraisal.


Reasons for a Business Valuation


There are many reasons for a business valuation, including:


Sale of a business – The business is valued to determine what would be a reasonable asking price for the business.


Purchase of a business – A valuation provides the potential buyer with an independent and unbiased opinion of the value of the business to establish an offering price.


Allocation of assets – When a business is sold or purchased, allocation of the total purchase price to the various assets sold or purchased can be important to the buyer or seller from a tax standpoint.


Buy-sell agreement – When there is a buy-sell agreement between owners of a closely held business, a third party valuation is the best means to determine value for purposes of the agreement.


Other reasons for having a business valuation include:


Dissolution of a marriage


Determination of estate or gift taxes


Employee stock ownership plan


Steps in the Appraisal Process


The valuation of a business is a complex process requiring a detailed analysis of the business being valued, as well as an understanding of the principles of business valuation and their practical applications.  This process involves an analysis of the assets and liabilities of the business, its growth and earnings prospects, an analysis of the business’ risks, market share, and all the other factors affecting value.


The actual appraisal process can be thought of as consisting of five steps: Define the appraisal assignment; gather the pertinent facts; analyze the facts; determine the final value estimate; and prepare the appraisal report.  Each of these steps will be discussed in this seminar.


Defining the Appraisal Assignment


Properly defining the appraisal assignment is important in a number of ways:


A complete definition of the assignment assures the appraiser that he or she has an adequate understanding of the assignment.


The information contained in the definition of the assignment provides the appraiser with at least a rough plan for the work that will need to be done in actually performing the appraisal.


Some of the information collected during the course of defining the assignment will subsequently be incorporated into the appraisal report.


�
Elements to Be Defined


The complete definition of an appraisal assignment involves identifying the following: 


Name of the client – Who is responsible for paying for the appraisal and who is entitled to receive information about the valuation?


Definition of the legal interest or interests to be valued – Exactly what assets, property or business interests are being valued.


Valuation date - The valuation date is the date as of which the appraiser’s opinion of value applies.  


Purpose and function of the valuation - The term purpose refers to the objective of the appraisal itself while the term function of the appraisal refers to the use that is to be made of the appraisal results after the appraisal has been completed.  Shown below are a few examples of the relationship between function and purpose.


Function of (Reason for) Appraisal			Purpose of Appraisal


Sale of business					Fair market value


Loan application					Loan value


Insurance coverage					Insurance value


Estate valuation					Fair market value


Divorce settlement					Legal standard of state


Applicable standard (or definition of value) – For many valuations the standard of value is legally mandated (by law, contract, or legal documents).


Premise of value – All businesses or business interests may be valued under the following premises of value:  Going concern, assemblage of assets, orderly disposition, and forced liquidation


Description of the specific ownership characteristics - The description can have a significant impact on the valuation methods selected and the final indication of value.  The primary ownership characteristics include:  control or lack of control basis and the degree of marketability.


Form and extent of the report – A valuation may be prepared under any of the following formats:  formal or comprehensive report, limited or summary report, or a verbal report.


Special requirements, contingent or limiting conditions or special instructions.


Selecting Valuation Methods


As with real estate appraisals, there are three broad approaches used in business valuation appraisals (income, market and asset-based approaches).


Primary Methods Under the Income Approach


The primary methods under this approach are the capitalization of earnings and discounted cash flow methods.


The capitalization of earnings method provides an indication of value by applying a capitalization rate to a company’s normalized earnings.  This method is most appropriate when the following criteria are present in the subject entity:  a relatively stable level of income or cash flow, increasing at a relatively constant rate, for a relatively long period.  When these criteria are not present the discounted cash flow method is most appropriate.


Primary Methods Under the Market Approach


The primary methods under this approach are the guideline public company and merger and acquisition methods.


The guideline public company method uses financial data from guideline companies to develop an indicated publicly traded equivalent value for the subject company.  Guideline companies are publicly traded companies generally similar to the subject company with roughly comparable risk and growth potential.  This method is advocated in Revenue Ruling 59-60 and the IRS favors this method.


Where adequate data is available, data from transactions in publicly traded companies can provide very useful guidance as to value.  However, the vast majority of data on publicly traded stocks that is available for the valuation of other types of businesses does not exist for closely held companies.  Therefore, market transaction methods largely depend on the availability of relevant private transaction data (merger and acquisition method).


Primary Methods Under the Asset-Based Approach


The primary methods under this approach are the book value, liquidation value, and adjusted book value methods.


Book value measures accounting depreciated historical cost, not market value.  It assumes liquidation, which is inappropriate for a going concern.  It also ignores goodwill and intangible assets.


The liquidation value method is actually a premise of value under the adjusted book value method.  When liquidation value is assumed, the appraiser must determine if the liquidation values are derived under a forced sale or an orderly liquidation.


The adjusted book value method in business valuation analysis is based on the proposition that the informed purchaser would pay no more than the cost of producing a substitute business with the same utility as the subject.  Specifically, this particular method values a business by adding the tangible net worth of the subject company at market to the goodwill value resulting from capitalizing excess earnings.





EXERCISE 6:  SELECTING THE VALUATION METHODS TO BE DEVELOPED


Select the valuation methods you feel should be used in this appraisal by completing the following exhibit:


Appraisal Method						Yes		No


Income Methods:


Capitalization of earnings 					_____		_____


Discounted cash flow					_____		_____


Market Methods:


Guideline public company					_____		_____


Merger and acquisition					_____		_____


Asset-Based Methods:


Adjusted book value					_____		_____


Liquidation value						_____		_____


Prior transaction						_____		_____


Other Methods (specify)		__________________________________________











�
chapter 2


gathering information





Generally, the valuation consultant will want to gather some or all of the following information concerning the company being valued:  financial information, operational data, legal data, economic and industry data, and market data.  This chapter provides an example of suggested sources of information to aid in the valuation process.  


Internal Company Information


A frequently used source for gathering internal company information is the management questionnaire.  An example of a management questionnaire is shown in Appendix 1.  The requested information includes:  


Historical financial statements (balance sheets and income statements)


Federal and state income tax returns


Budgets and forecasts


Other schedules – accounts receivable aging; inventory analysis; property and equipment analysis, including depreciation; etc.


Economic Information 


National Economic Data


Information on the U.S. economy can be found in newspapers, magazines, and on the Internet:


Economic Report of the President.  www.access.gpo.gov/eop.


Standard and Poor’s Statistical Service.  


Survey of Current Business (Bureau of Economic Analysis).  www.bea.doc.gov/bea.


Labor Statistics (Bureau of Labor Statistics). www.bls.gov .


�
Regional and Local Economic Data


Information on the regional and state economy can be found in newspapers, magazines, and on the Internet:


American Business Climate & Economic Profiles (IRG-Gale Research).


Census of Retail Trade/Wholesale Trade/Service Industries/Manufacturers. (Bureau of Census).  www.census.gov.


Federal Reserve Beige Book. www.federalreserve.gov/FOMC/BeigeBook.


Minnesota Department of Trade and Economic Development.   www.dted.state.mn.us/05x00f.asp. 


Industry Data


Status and Outlook Data


Industry data is available from many sources, including:


Encyclopedia of Associations (IRG-Gale Research).


National Trade and Professional Associates of the United States (Columbia Brooks).


Value Line.


Trade Associations


Department of Commerce. www.doc.gov/bureaus.


Dow Jones. www.bd.dowjones.com. 


Comparative Financial Data


Comparative financial data, including composition and ratio analysis, can be found in the following sources:


RMA Annual Statement Studies (Risk Management Associates).


Almanac of Business and Industrial Ratios (Prentice Hall).


Financial Studies of the Small Business (Financial Research).


Standard and Poor’s Stock Guide (Standard & Poor’s).


Value Line Investment Survey (Value Line Publishing).


Zack’s Earnings Forecast (Zack’s Investment). www.zacks.com.


Trade Associations


Salary Information


Salary information pertaining to a specific industry can be found in many sources, including:


National Institute of Business Management Executive Compensation.


ExecuComp, The Standard & Poor’s Executive Compensation Database.


Officer Compensation Report (Aspen Publishers).


Physician Compensation and Production Survey


Trade Associations


Specialty Employment Agencies


Transaction Data on Sales of Closely Held Businesses


There are three primary sources of information on sales of closely held businesses:


The Institute of Business Appraisers Transactional Data Base (available to IBA members only).  A sample page from the IBA Market Data Base is shown in Appendix 2.


Pratt’s Stats.  A sample page from the IBA Market Data Base is shown in Appendix 3.


Bizcomps.


Public Guideline Companies


Market Guide.  www.marketguide.com. 


Investorguide.  www.investorguide.com.


SEC Filings.  http://biz.yahoo.com.


�
Trade Associations


Trade association information for the subject company’s industry can be found through the following sources:


Client


Gale Publishing’s Encyclopedia of Associations (found at Library reference desks).


Internet:  www.asaenet.org - American Society of Associations Executives. 


Other Data


Standard Industrial Classification Manual.  www.osha.gov.


Interest Rates: www.stls.frb.org - St. Louis Federal Reserve.


Cost of Capital – Ibbotson Associates Stocks, Bonds, Bills and Inflation.
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chapter 3


management interview and site visit





Generally, before an appraiser meets with management or visits the subject’s facility the appraiser will request a variety of documents for review.  An example of a document request checklist is shown in Appendix 1.  


After reviewing the documents requested, the appraiser will request a site visit and management interview.  The general objective of management interviews and a site visit is to gain a better understanding of a company’s operations and its strengths and weaknesses.  


During the site visit, the appraiser typically tours the company’s operations to gain an understanding of its process.  The management interview allows the appraiser to learn more information about the company’s history, product mix, customer base, manufacturing process, and legal and regulatory issues.


Developing an Understanding of the Business


A thorough understanding of the business lays the foundation for the assumptions made in determining the risk factors that are employed in the various approaches to value used in the valuation.  Shown below are some suggestions as to the topics and questions an appraiser should address to fully understand the subject’s business.


Topics and Questions


Company History - When was the company founded?  What type of legal structure does the company have?  Who founded it and why?  Who are the major stockholders, partners, or owners of the company and what is the number of shares owned or the percentage of ownership?  Has the nature of the business changed?  If yes, why, when, and how?  


Business Strategy and Goals - The primary question to answer is: How does the company compete in its market?  Is the company a low cost provider?  Does the company provide superior product quality, design, or service?  Does the company compete directly with its major competitors or avoid direct confrontation by concentrating on narrowly defined niche markets?  Does the company have a sustainable competitive advantage – is the company differentiated in such a way that it’s sheltered from competition?  Does the company’s business strategy make sense in comparison to its history and current situation?  


What are the future trends for the company (e.g. sales growth, expansion or cutbacks, possible spin-offs, mergers or acquisitions, new products, services, marketing, distribution, customers, etc.)?


Management and Employees - A major question concerning a company is its management team.  How is the company organized? Who are the executives and what are their duties and responsibilities.  Determine officers’ compensation, including benefit(s) and any employment contracts.  Does management lack any critical skills?  An organization chart is helpful.


Other necessary details include the number of employees, an understanding of any union contracts, and a discussion of labor management relations.  If there is a shortage of skilled workers in the area, how does the subject recruit people with critical skills?  


Marketing - Questions that should be discussed include:  What is the company’s market?  What is the size of the market (in dollars)?  What is the company’s market share?  What is the outlook for the market?  Who is the competition?


In addition to obtaining an overview of the market, an appraiser should understand the key market dynamics.  The questions that should be considered include:  How is the market segmented? How is the product or service positioned in the market? What factors influence the buying decision (e.g., price, quality, service, availability)? 


Product or Service – What is the subject’s product or service and how is the product or service used.  How does the subject’s product or service differ from that of its competitors?


Sales and Promotion – What are the subject’s selling methods, pricing policies, distribution channels, and promotions?


Questions include:  What is the company’s market area?  What distribution channel does the company use (e.g., direct sales, manufacturer reps, retailers)?  How are sales people or distribution channel members compensated?  Who are the company’s largest customers?  How concentrated are the company’s sales (e.g., by customer, product, regions)?  How long have the customers been buying from the company?  


Promotional activities may include advertising, public relations and trade promotions.  Trade promotions include incentives for motivating channel member performance, such as slotting allowances, push money or spiffs, co-operative advertising, allowances tied to shelf or display space, off-invoice discounts, display racks and signs, in-store demonstrations, and in-store sample displays.  


Competition - Who are the company’s major competitors?  Where are they located?  How does the company compare with the competition (e.g., sales volume, market share, profitability)?


Operations and Equipment – What type of capital equipment is used?  Is the equipment well maintained and in good working order?  Is the equipment state-of-the-art or old and inefficient?  Has the company been adding an adequate amount of new and more efficient equipment?  Are there any critical parts or supplies that are difficult to get or that require long lead times?  Are any parts or supplies available from only one source?  Are there any parts that can only be obtained overseas?  Is production seasonal?  What is the current backlog?


Other topics to discuss include:  The research and development process, the use of significant technologies, and the nature of the company’s quality control program (e.g., ISO 9000).  Does the company have any patents or trademarks or utilize proprietary technology?


Facilities - Describe the facilities by answering the following questions:  What is the plant’s capacity relative to current operating levels?  How much space is currently being utilized? Are the facilities owned or rented?  If additional space is or will be required will the company build or rent space?  	


Other Topics - Other topics to consider include legal proceedings, regulations, dividends, restrictions on share transfer, and prior transactions in the subject’s common stock.


Areas of litigation may vary widely and should be discussed as to the potential impact on the company’s future profitability or business operations.


Any federal or state regulations applicable to the subject company should be considered.  Federal laws and regulations include:  The Occupational and Safety Act (“OSHA”), The Clean Air Act, Toxic Substances Act, Resource Conservation and Recovery Act, The Comprehensive Environmental Response, Compensation, and Liability Act.  State and local agencies have laws and regulations governing the generation, storage, treatment, recycling, handling, transportation and disposal of hazardous waste.  States also regulate water and air pollution.


Restrictions on share transfer may include buy-sell agreements and franchise agreements.  For instance, do the terms and conditions of the agreement contain restrictive language regarding the right of first refusal or specify how value is to be defined.








The end result of the site visit and management interview should be a thorough understanding of the key factors that are crucial to the subject’s future success or failure.  An understanding of the qualitative factors relevant to a subject industry and company are important in assessing the risk and expected return for such an investment.  By identifying differences between the subject company and alternative investment opportunities the appraiser can support a conclusion as to the risk and expected return potential for this investment.  
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chapter 4


financial statement analysis





An essential step in the valuation of any company is an analysis of its financial performance over time.  Understanding the financial character of the subject company forms the foundation for establishing the value of the subject.  Annual financial statements show the subject’s growth, liquidity, leverage, and profitability over the years.  These figures reveal the subject’s response to its economic environment, as well as management’s past ability to achieve positive financial results.  The analysis of historical patterns helps define the subject’s financial behavior and forms a basis for making an informed opinion of value.


Financial Statement Analysis


The financial statements presented are based on MSC’s compiled financial statements for the period December 31, 1997 through December 31, 2001.  The subject’s fiscal year end is December 31.  The auditor’s opinions on the financial statements have been unqualified for the past five years.


For comparative data we have used financial data compiled in Annual Statement Studies 2000�2001 published by Risk Management Associates.  Using this data enabled us to compare the subject company's results with those of other heating and plumbing equipment companies having total assets in the $2,000,000 to $10,000,000 range (the peer group).  Risk Management Associates summarized the data from 166 establishments in the same size range as the subject.


We have separated the financial review and analysis into two main parts: that of the balance sheet and that of the income statement.  


Analysis of the Balance Sheet


Total assets increased from $1.9 million in 1997 to $2.2 million as of December 31, 2001, which translates into an average compound growth rate of approximately 3.8%.  Total assets consist mostly of accounts receivable, inventory, and property and equipment.  Accounts receivable typically have amounted to 34% to 38% of total assets.  Inventory has typically amounted to 52% to 58% of total assets.


Gross property and equipment totaled $115,000 at December 31, 2001, and was approximately 87% depreciated resulting in next fixed assets of $15,000.  The generally low level of gross property and equipment is due, in part, to the purchase of MSC’s assets out of bankruptcy and the leasing of the subject company’s office/warehouse.  Property and equipment are stated at cost.  Depreciation expense is calculated using the straight-line approach over the estimated useful life of the assets.


On the liability side of the balance sheet, current liabilities are 52.5% of total assets.  Current liabilities, as of December 31, 2001, consisted mostly of notes payable ($564,000), accounts payable ($521,000), and pre-petition debt and accrued expenses ($91,000).  Over the last five years, total current liabilities have steadily declined from 75.2% of total assets to 52.5%.  This decline is due to lower notes payable and pre-petition debt as a percentage of total assets. 


The subject has no long-term debt and/or deferred income taxes.


Stockholders’ equity stood at nearly $1.1 million as of December 31, 2001, or $1,066 per share based on 1,000 shares outstanding.  Over the period December 31, 1997 through December 31, 2001, stockholders’ equity has grown at an average annual compound rate of approximately 25%.  MSC was capitalized with 52.5% debt and 47.5% equity on December 31, 2001.


Analysis of the Income Statement


Total sales grew from $4.7 million in 1997 to $6.2 million for the twelve-month period ending December 31, 2001, for a compound growth rate of approximately 7%.  


Gross profit margins have decreased over the period from 36.1% to 30.0%.  MSC’s 1997 and 1998 margins were favorably impacted due to the purchase of its initial inventory from bankruptcy.  Initial inventory costs were lower than actual purchase costs resulting in higher than normal gross profit margins.


Operating expenses have been declining steadily from 27.1% of sales in 1997 to 24.4% as of December 31, 2001.


General and administrative expenses typically have made up the largest portion of operating expenses, accounting for 9.1% of sales in fiscal 2001.  The next largest expense item is selling expenses, which accounted for 7.5% of sales in 2001. Occupancy expense has declined, as a percentage of sales, from 4.4% to 3.0%.  During the same period warehousing expenses has declined from 3.0% to 2.6% of sales.


MSC’s operating margins decreased from 9.0% in 1997 to 5.6% in 2001.  However, in 2000, operating margins declined to 4.4% due primarily to lower gross profit margins.  Gross margins were lower in 2000 due to highway construction in the area and the need to offer sales promotions during this period to maintain sales.  


Other income and expenses consist primarily of interest income on cash and equivalents and interest expense on notes payable and pre-petition debt.


Net income (before income tax adjustments) has decreased from 7.7% in 1997 to 4.6% in 2001. 


Financial and Operating Ratios


Ratios are among the best-known and most widely used tools of financial analysis.  A financial ratio is a relationship between two quantities on a company’s financial statements, which is derived by dividing one quantity by another.  The purpose of using ratios is to reduce the amount of data to a workable form and to make it more meaningful.  Ratios are tools of analysis that in most cases provide us with clues and symptoms of underlying conditions.


Short-Term Liquidity Ratios


The short-term liquidity of a business is measured by the degree to which it can meet its short-term obligations.  Liquidity implies the ready availability to convert assets into cash or to obtain cash.  In this valuation, short-term means a time period of one year or less.


Current ratio (current assets / current liabilities) measures the degree to which current assets cover current liabilities.                                      


Quick ratio (cash + accounts receivable) / current liabilities) also know as the “acid test” is a refinement of the current ratio.


Accounts receivable turnover (sales / accounts receivable) indicates how many times the receivables are collected during the year.


Days to collect accounts receivable (365 / accounts receivable turnover) measures the number of days it takes to collect accounts receivable.


Inventory turnover (cost of goods sold / inventory) measures the speed with which inventories pass through a business.   


Days to sell ending inventory (365 / inventory turnover) measures the days required to sell ending inventory.


Cost of sales to accounts payable (cost of sales / accounts payable) measures the number of times trade payables turn over during the year.


Sales to working capital (sales / working capital) is a measure of the margin of protection for current creditors.  


Working capital (current assets – current liabilities) is the excess of current assets over current liabilities.


�
Coverage and Leverage Ratios


A coverage ratio measures a company’s ability to service debt, while leverage ratios indicate how highly leveraged the company is.  Highly leveraged firms generally are more vulnerable to business downturns than those with lower debt/total capital positions.


Times interest earned (earnings before interest and taxes / annual interest expense) is a measure of a company’s ability to meet interest payments.


Net fixed assets to tangible net worth (net fixed assets / tangible net worth) measures the extent to which owner’s equity has been invested in plant and equipment.


Total liabilities to tangible net worth (total liabilities / tangible net worth) expresses the relationship between capital contributed by creditors and that contributed by owners.


Asset Utilization Ratios


Asset utilization ratios indicate how efficiently a company is utilizing its assets.  A low ratio may indicate an inefficient use of assets and a very high ratio often signifies “overtrading”.  


Profit before tax to tangible net worth ((EBT / tangible net worth) x 100) indicates the rate of return on tangible assets.


Profit before tax to total assets ((EBT / total assets) x 100) measures the effectiveness of management in utilizing the company’s resources.


Sales to net fixed assets (Sales / net fixed assets) measures the use of a company’s fixed assets.


Sales to total assets (Sales / total assets) indicate a company’s ability to generate sales from its total assets.


Return-On-Investment Ratios


The relationship between net income and the capital invested in the generation of that income is one of the most widely recognized measures of a company’s performance.  The basic concept of return on investment is relatively simple to understand.  However, there is no single, generally accepted measure of capital investment.  


Return on total assets (Net income / total assets) is perhaps the best measure of the operating efficiency of a business.  It measures the return on all of the assets employed in the business.


Return on equity capital (Net income / equity) measures the return accruing on the owner’s capital.


Per Share Data


Book value per share (Book value / number of common shares outstanding).


Earnings per share (Net income / number of common shares outstanding).
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chapter 5


adjusting the financial statements





Frequently, the valuation of closely held companies requires adjusting the historical balance sheets and income statements for GAAP adjustments and/or to eliminate items such as non-operating assets and nonrecurring or unusual income or expenses.  Adjustments are made to create normalized financial statements for comparative purposes and to assess trends within the financial statements and among different periods.


Based on our own review, we adjusted the subject’s balance sheet and income statements to reflect what operations might have looked like under normal conditions - normalized figures for valuation purposes.


Balance Sheet Adjustments


In normalizing the balance sheet, we made adjustments to present the assets and liabilities of the subject as having a normal operating structure.  Separate valuations of the subject company’s individual assets such as machinery and vehicles were beyond the scope of this report and were not performed for this valuation.


We have made the following adjustments to the balance sheet according to our analysis:


Accounts Receivable - It was determined that the subject’s reserve for bad debts was understated by $18 thousand.  As a result we have reduced accounts receivable by this amount.  


Inventory - An analysis of the subject’s inventory activity report indicated that the subject has $275 thousand of slow moving and obsolete inventory for which no reserve has been recorded.  We reduced the inventory value for this amount.


Property and Equipment - As of the valuation date, most of MSC’s property and equipment, as listed on the depreciation schedule, was obtained in 1997.  Generally, property and equipment has an economic life of approximately 8 to 10 years.  We have estimated the remaining economic life of the property and equipment at 4 to 5 years.  As a result, we have adjusted the property and equipment account to reflect 50% (4.5/9) of the balance sheet amount.


Accumulated Depreciation - We have adjusted fixed assets to reflect their estimated economic value.  Therefore, depreciation is added back on the adjusted balance sheet.


Intangible Assets – Sometimes, a company may have significant intangible assets (e.g., customer lists, patents, or copyrights) for which the company has expensed all the costs associated with their development.  In this case, we did not explicitly value intangible assets; however, consideration of intangible assets is incorporated in the capitalization rate and multiples used with the income and market approaches and contribute to these methods exceeding net tangible asset value.  Intangible asset value is included in the adjusted book value method by using the excess earnings method.


Total Equity - As a result of the above adjustments, the total stockholders’ equity of the subject company is decreased from $1,066,000 on the historic December 31, 2001 balance sheet to $816 thousand in the adjusted balance sheet.


Income Statement Adjustments


Income statement adjustments are made to present a company’s results as they might have been under conditions similar to what a prospective buyer might expect in the future.  A few of the items we considered were: (1) owner-related direct and indirect expenses, (2) extraordinary bad debts/reserves, (3) discontinued product lines, (4) surplus/deficit staffing, (5) nonrecurring transactions, (6) professional fees, and (7) debt/debt service. 


Based on a review of MSC’s income statements and conversations with management, we determined adjustments were necessary. 


Officers’ Compensation – We compared the subject’s officers’ compensation with industry averages and determined the subject’s compensation is in excess of industry standards by approximately $28,000.  	


Occupancy Expense – The subject rents its facility from the previous owner of MSC.  During the period 1997 through 2000 the subject paid rent in excess of the market rate.  In 2001 the subject underpaid rent by approximately $1,000.


Income Taxes – MSC is a Minnesota Subchapter S Corporation.  The earnings of an S corporation are subject to federal taxation at the shareholder level.  However, in order to make MSC’s net income equal to the selected capitalization rate we have included an allowance for income taxes of 35%.





�
EXERCISE 7:  NORMALIZING THE INCOME STATEMENT 


Using the information in the appraisal narrative, indicate the necessary adjustments to normalize the income statement for fiscal year 2001 by completing the following table:


�
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chapter 6


income approach





Conceptual Basis


The income approach has its theoretical basis in the Principal of Future Benefits, which states, “economic value reflects anticipated future benefits.”  This approach estimates value by considering the economic income (future benefits) accruing to the subject’s owners over a period of time.  The most frequently used proxies for economic income include net cash flow (either to equity or invested capital); net after-tax income; earnings before tax; and owner’s discretionary cash flow.  The income approach is advocated in Revenue Ruling 59-60 for the valuation of operating companies.  


There are two methods under the income approach, the capitalization of earnings method and discounted cash flow method.  The capitalization of earnings method is used to convert a normalized level of ongoing benefits into a present value based on a single period.  The capitalization of earnings method is most appropriate when the following criteria are present in the subject entity: a relatively stable level of income or cash flow, increasing at a relatively constant rate, for a relatively long period.  In this case, the above criteria apply and the single period capitalization method is the most appropriate income approach method for this appraisal.    


The application of this method requires the following critical decisions: (1) whether to value common equity or all invested capital; (2) the selection of an economic income stream to capitalize; and (3) the selection of a capitalization rate appropriate to the economic income stream selected.


Basic Steps


Step 1:  Valuing Equity or Invested Capital


In this appraisal, we used a net-of-debt approach.


Step 2:  Selecting an Economic Income Stream to Discount


The economic return selected should be a reasonable proxy for probable future returns to the holder of the interest being valued.  


In the case of MSC, the economic income stream we selected to capitalize was net cash flow to equity. Net cash flow to equity was selected because it is the best proxy of the financial return to an investor in the stock of the subject company.  In addition, net cash flow was selected because it is conceptually preferable and most of the capital market data that are used to derive a present value capitalization rate are related to net cash flow.


Net cash flow to equity is defined as:


Normalized net income


+	Non-cash charges (e.g., depreciation and amortization)


-	Expected capital expenditures *


-	Increases in working capital *


+ -	Changes in long-term debt *


=	Net cash flow to equity





Only amounts necessary to support forecasted operations





Step 3: Forecasted Net Cash Flow


Assumptions Used in Management’s Cash Flow Forecast


Shown below is a summary of the significant assumptions used in management’s forecasts.


Normalized Net Income.  Normalized net income is forecasted to be $212,000.    


Depreciation and Capital Expenditures.  It was assumed that the subject’s capital expenditures would equal a depreciation expense of $24,000.    


Changes in Working Capital.  Working capital is forecasted to remain unchanged from current levels.    


Net Change in Long-Term Debt.  Long-term debt was forecasted to grow by approximately $12,000.   


Conclusion – Net Cash Flow to Equity


Given these assumptions, the expected net cash flow for MSC equals $224,000.


Step 4: Developing the Capitalization Rates


The fundamental premise underlying the selection of a capitalization rate is that the return required by an investor in the subject company is the sum of the rate required by investors in risk-free securities and a theoretically derived risk premium.  The risk premium is indicative of the incremental rate of return demanded by investors in investments similar in risk to the subject. 


The capitalization rate was developed using the build-up approach, which consists of the following components:


Risk-Free Rate: A risk-free rate of return is the return available to investors on a low-risk guaranteed investment:  an investment generally considered as being free of default.  When using the build-up model, the financial community typically uses the yield to maturity of long-term Treasury Bonds as a proxy for the risk-free rate.  In this analysis, we utilized the long-term (20-year) U.S. Treasury Coupon Bond yield.  At the date of valuation, the yield required by investors in government securities was 5.8% (Source: St. Louis Federal Reserve Bank).


Equity Risk Premium: An equity risk premium is the additional return required by investors for the additional risk associated with investing in equities rather than investing in long-term Treasuries.  The primary source of historical risk premium data is published in the Stocks, Bonds, Bills and Inflation (SBBI) Valuation Edition 2001 Yearbook.   We have selected the arithmetic mean risk premium of 7.4%.  


Industry Risk Premium:  Implied within the build-up method is the assumption that the closely held company’s beta is 1.0.  Selecting a beta of 1.0 suggests that the closely held stock has the same expected volatility as the market index used in deriving the equity risk premium.  Straying from that conclusion would be indicated where there is a reasonable group of guideline publicly traded companies with historically stable and closely related betas from which to calculate a meaningful industrial average.  During our analysis of MSC we were unable to identify any guideline publicly traded companies generally similar to MSC and have no basis on which to calculate an industrial average beta.  Accordingly, no industry risk premium (beta adjustment) was appropriate for this analysis.


Small Stock Premium: A small stock premium is the additional return required by investors for investing in equities of companies smaller than the S&P Composite Index.  The primary source of historical size premium data is published in the SBBI Valuation Edition 1997 Yearbook.    The small stock portfolio is composed of the smallest 10% of stocks traded on the New York Stock Exchange (NYSE) in which stocks are ranked by market value.  The non-beta adjusted size premium is 3.3%.


Specific Company Risk Premium: A specific company risk premium is the additional return required by investors for the greater risk of investing in companies whose risk characteristics are greater or less than the benchmark companies from which the equity risk premium and size premium were based.  Unlike the equity risk premium and small stock premium, there are no sources we can utilize to determine a specific company risk premium.   


�
EXERCISE 8:  SPECIFIC COMPANY RISK PREMIUM 


Using the information in the appraisal narrative:


Identify two company specific risk drivers that would increase or decrease the subject’s discount/capitalization rate.


Risk Driver 1: ___________________________________________________


_______________________________________________________________


Risk Driver 2:  __________________________________________________


_______________________________________________________________


What percentage should be added or subtracted to recognize the specific company risk premium?  ____________________________________________





Long-Term Growth Rate.  The long-term growth rate is the sustainable rate of growth in net cash flow from the current period to perpetuity.  Given our analysis of the historical revenue growth of the Company, and the increasing competitive environment, we estimated the long-term growth rate at 4%.  Our estimate of MSC’s long-term growth rate includes two components: real growth of zero percent and inflationary growth of 4%.  Our long-term growth rate included an inflation estimate because capitalization rates are most often expressed in nominal terms.  Nominal rates include both real returns and the impact of inflation.  A long-term growth rate is a rate that would be forecasted into perpetuity.  











�





Conclusion – Capitalization Rate


We believe the appropriate direct capitalization rate for the Company is ___% percent.  The ___% percent direct capitalization rate represents our estimate of the rate of return that would be required for an investment in a business exhibiting an operating structure and risk characteristics similar to MSC - less the expected long-term growth rate for the Company.
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market approach





Conceptual Basis


The market approach has its theoretical basis in the Principal of Substitution, which states that “the economic value of a thing tends to be determined by the cost of acquiring an equally desirable substitute.  ‘Equally desirable’ does not mean ‘identical’.  It means equally desirable from an ownership or investment standpoint.”


In applying the methods under this approach, the appraiser arrives at an indicated fair market value by (1) examining the prices paid for non-controlling interests in publicly traded companies that are engaged in a similar line of business as the subject (guideline public company method); or (2) identifying actual prices that investors have paid for control interests in companies in the same or similar line of business as the subject (merger and acquisition method).  The guideline public company method is advocated in Revenue Ruling 59-60 and the IRS favors this method.


As part of our analysis we searched for the prices paid for the non-controlling shares of publicly traded companies; however, we were unable to identify any companies in the same or similar line of business as MSC.  We were able to identify ten private transactions in companies generally similar to the subject.  Accordingly, we believe the most appropriate market approach method in this case is the merger and acquisition method. 


The application of the merger and acquisition method requires the following critical decisions: (1) selection of guideline transactions; (2) adjustments to the selected transactions, if required; and (3) selection of appropriate value multiples.  


Basic Steps


Step 1: Selection of Guideline Transactions


The first step in the search for guideline transactions is determining an appropriate Standard Industrial Classification (SIC) number.  MSC most closely resembles those companies appearing in SIC 5074 – heating and plumbing equipment.


We then considered actual sale transactions of other closely held businesses, generally similar, from an investment standpoint to MSC.  We searched Done Deals, Pratt’s Stats, BIZCOMPS, and The Institute of Business Appraisers (IBA) Market Data Base.  In this appraisal, we utilized sale transactions from the IBA Market Data Base.


Step 2: Adjustments to the Selected Transactions


Insufficient information is available to determine whether adjustments to the transactions were necessary.  Accordingly, we utilized the data as provided.


Step 3: Selection of P/G or P/E Multiples


�























�
EXERCISE 9:  PRICE TO GROSS SALES MULTIPLE  


Using the IBA Transactional Data:


Select a Price to Gross (P/G) multiple for the subject company.   ______________


Support the selection of the P/G multiple.


Support 1: _____________________________________________________


_______________________________________________________________


Support 2:  ____________________________________________________


______________________________________________________________


.
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asset approach





Conceptual Basis


The asset approach in business valuation analysis is based on the proposition that the informed purchaser will pay no more than the cost of producing a substitute business with the same utility as the subject (Principle of Substitution).  This approach uses various methods that consider the value of individual assets, including intangible assets, and liabilities.


We believe the most appropriate asset-based method in this case is the adjusted book value method (also referred to as the asset accumulation method or adjusted net asset method).  In arriving at an indication of value using the adjusted book value method, we will use a two-step model.  First, fixed assets will be revalued to current fair market value, as nearly as can be estimated.  Then, the value of intangible assets will be estimated by applying the excess earnings method.  The excess earnings method of valuation is widely used for measuring the goodwill or intangible value of a business.  


The application of the adjusted book value method requires the following critical decisions: (1) selection of an economic income stream; (2) selection of tangible asset values; (3) the selection of appropriate rates to apply to tangible assets; and (4) selection of an appropriate capitalization rate to apply to excess earnings.


Basic Steps


Step 1: Estimating an Economic Income Stream


We have estimated EBITDA of $398 thousand, which is the current year’s EBITDA.  


Step 2: Estimating Tangible Asset Values


The tangible asset values used in this analysis ($816 thousand) are based on the normalized balance sheet for December 31, 2001.  Tangible assets include net working capital (current assets less current liabilities) and fixed assets.  These assets were adjusted to an estimate of their fair market value. 


Step 3: Selecting Rates to Apply to Tangible Assets


In some excess earnings capitalization techniques, it is common to use a weighted average cost of capital to calculate an appropriate rate of return on tangible assets.  In this analysis we have used a two-step process.  We have applied a return of investment rate (economic depreciation) and a return on investment rate. 


Step 3(a): Return of Investment Rate (Economic Depreciation)


Return of investment is based on the tangible asset’s actual useful life, not its book life.  Using the tangible asset’s actual useful life, we can determine economic depreciation of the tangible assets.	


Economic depreciation is determined, for each fixed asset, by multiplying the asset’s estimated market value by its annual economic depreciation.  For instance: the total economic value of the warehouse equipment is multiplied by 8.5% to obtain the annual economic depreciation.  The 8.5% factor is equivalent to an estimated economic life of approximately 12 years.   


Office furniture and showroom furniture have an overall economic life of approximately six to eight years.  In this analysis we used a seven-year life for this class of asset.  A seven-year life equates to approximately 14.25% annual rate of economic depreciation.


The economic life of each of the asset classes discussed above was based on conversations with Smith Equipment - a new and used equipment dealer.


Step 3(b): Return on Investment


Return on investment is the amount of income institutions or individuals will demand in exchange for investing in or loaning money for assets with similar risk characteristics to the subject.


Return on Tangible Assets other than Goodwill: In order to determine an appropriate rate of return on the subject’s fixed assets, a weighted blend of bank interest rates and private placement debt interest must be considered.  A weighted blend is required because banks do not generally issue loans for the full value of a company’s assets.  In this appraisal, we assumed the weighted rate of return the subject could receive for investments of comparable risk to its fixed assets is 11%.


Return on Working Capital:  In order to determine an appropriate rate of return on the subject’s working capital, a weighted blend of bank interest rates and private placement debt interest must be considered.  A weighted blend is required because banks do not generally issue loans for the full value of a company’s assets.  Working capital is computed by taking the total adjusted current assets of $1,509,705 and subtracting the adjusted current liabilities of $895,183, resulting in net working capital of $614,522.  In this appraisal we have assumed a weighted rate of return of 10%.  





Step 4: Excess Earnings


Excess earnings are those over and above the earnings needed to provide a reasonable return on the identifiable assets of the business.  The extent to which a company has earnings in excess of the expected level of earnings is attributed to goodwill.


Excess earnings are calculated by subtracting the economic depreciation on tangible assets and the economic return on investment from the normalized income stream - EBITDA, establishing the amount of excess earnings.


Step 5: Estimating Intangible Asset Value


The value of intangible assets (e.g., customer lists, patents, copyrights) is determined by dividing the excess earnings by a capitalization rate.  Excess earnings should be capitalized at a rate commensurate with the hazards of the business. 


It is difficult to derive an overall capitalization rate for excess earnings from the market.  Appraisal judgment is required, although there are some traditional guidelines.  An intangible asset such as goodwill is of higher risk than hard assets such as fixtures, equipment and working capital.  If rates of 10% to14% have been used for these tangibles, then a higher rate must be used for goodwill. 


When selecting a capitalization rate for the excess earnings, it must be noted that this component of the overall earnings has the highest risk in that there are no tangible assets to back them (such as land, building, or working capital).  Thus, if the subject company were to experience any downturn in operations, excess earnings would be lost first.  The rate selected for excess earnings should be commensurate with the known risks placed upon intangible assets within the subject business as compared to other forms of investment.  


In developing such a capitalization rate, we have considered the various rate requirements necessary to attract investments, and the varying degrees of risk with which the investments are associated.  This method begins with the safest rate, moves through rates which are secured against tangible assets, and continues rising to the least safe rates which are unsecured (based on intangible assets only).  Risk also increases as the investment lacks liquidity and/or diversity, has excess competition, is overly dependent on one individual, and other factors the appraiser considers appropriate in a particular instance.


MSC participates in the lighting industry, which is sensitive to the overall economic climate.  Further, much of the subject’s value is goodwill in the form of customer service, quality, and reliability.  In that way, the subject’s business risk is similar to that of a service business (30% - 40%).  However, due to the subject company’s lengthy history and its recent sales growth, which has resulted in its becoming a larger niche presence, its risk is reduced from that of purely a service or start-up company.  Nonetheless, the subject has grown in size and profits to levels it has not previously attained, which adds considerable risk to the earnings stream of the subject company that relates to the intangible assets.  There is no guarantee these will be available when required thus increasing risk.


In addition, the subject company has a large number of competitors, is very dependent on one individual, and is dependent on MSC SA for capital and parts.  For these reasons, we feel a capitalization rate in the 23% to 27% range is appropriate in this case (manufacturing business).


We have also considered the persistence of the subject’s intangible assets.  “Persistence” refers to the average length of time that customers can be expected to continue doing business with the subject.  Based on a review of the subject’s customer database, it appears that MSC’s customer base has a persistence of approximately 4 to 5 years, which indicates a 20% to 25% excess earnings capitalization rate.  However, this rate is generally appropriate for net cash flow after tax income streams.  An equivalent rate, as used in this analysis, would be approximately 35% to 40%.  





EXERCISE 10:  SELECTING AN EXCESS EARNINGS CAPITALIZATION RATE  


Based on the above-mentioned considerations:


Select an excess earnings capitalization rate for the subject company. _________


Support the selection of the excess earnings capitalization rate.


Support 1: _____________________________________________________


_______________________________________________________________


Support 2:  ____________________________________________________


______________________________________________________________
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discounts and premiums





Discount for Lack of Control


A discount for lack of control is commonly used to reflect “an amount or percentage deducted from the pro rata share of value of one hundred percent (100%) of an equity interest in a business to reflect the absence of some or all of the powers of control.” (Source: International Glossary of Business Valuation Terms).


A discount for lack of control refers to a shareholder's position in a business enterprise, which is less than 50% plus one share, or, an inadequate block of shares to exercise de facto operating control of the said business enterprise in cases where there are many shareholders.  The absence of the power to control a company's direction, assets, or any aspect of its future results in a less marketable ownership interest than a control position in the company.  Therefore, a discount for lack of control is taken from the pro rata share of the entire enterprise to reflect the absence of the power of control.


Control is frequently characterized as having the ability to influence or decide owner and manager compensation and perquisites, set company policies and procedures, hire management personnel, acquire or liquidate assets, make acquisitions, determine the amount and timing of dividends, and elect or appoint members of the board of directors.  When any of these control elements is not available to the ownership interest, the value attributable to control must be reduced accordingly.  On the other hand, if there are any significant elements of control present that value also should be recognized.


How Discounts for Lack of Control are Determined


At the present time, no direct evidence is available regarding the magnitude of discounts for lack of control for operating companies.  Since no direct evidence is available business appraisers have commonly estimated discounts for lack of control indirectly from control premium studies.  Control premiums are derived from the public markets or partnership interests.


The primary sources of control premiums are W.T. Grimm Control Premiums, Mergerstat Review, and Mergerstat/Shannon Pratt’s Control Premium Study.  It is important to note that these studies pertain predominantly to operating companies.  


Discount for Lack of Marketability


A major difference between MSC’s common shares and those of its publicly traded counterparts is its lack of marketability (liquidity).  Marketability refers to an owner’s ability to sell his/her interests at a predetermined price with nominal transaction commissions and to realize the cash proceeds of the sale in three to five business days.  Such discounts, therefore, are applicable to most investments in stock not listed on an organized exchange or traded in an active over-the-counter market.


The level of discount that should be applied to a specific investment, however, depends on a number of factors including: size of interest, dividend payments, potential buyers, “put” rights, prospects of public offering or sale, and restrictive transfer provisions.


How Discounts for Lack of Marketability Are Determined


A number of studies, during the past 25 years, have attempted to determine average levels of discounts for lack of marketability.  One of the most commonly used sources of discounts for lack of marketability is the restricted “letter” stock studies.  Revenue Ruling 77-287 (“Valuation of Securities Restricted from Immediate Resale”) references restricted stock studies as empirical evidence to help quantify discounts for lack of marketability.


�EMBED Presentations.Drawing.10���


Restricted stocks are identical in all respects to the freely traded stocks of public companies except that they are restricted from trading on the open market for a certain time period (as of April 29, 1997 SEC Rule 144 shortened the period from two years to one year).  Marketability is the only difference between a restricted stock and its freely traded counterpart.  These studies have attempted to find differences in the price at which letter stock transactions take place compared with open market transactions in the same stock on the same date.  The restricted stock studies have discounts that range from 23% to 45%.  
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reconciliation and conclusion of value





After the appraiser has developed indications of value using the methods described in the valuation assignment, the appraiser must reconcile these values into a final opinion of value.  The reconciliation process requires answers to three questions: (1) is the spread of values indicated by the selected methods reasonable, (2) what are the merits of each of the methods employed, and (3) what degree of influence will each method have in the determination of a final opinion of value?


In reconciling the indicated values, the appraiser should assess the relative strengths and weaknesses of the methods used including the appraisal objective and the adequacy of data.  The selection and weighting of methods should also consider statutory or contractual requirements, regulatory guidance and case law.


In determining the relative importance of each of the indications of value, either a mathematical or subjective weighting is acceptable.  However, it is important to clearly explain the reasoning for the relative weights.





EXERCISE 11:  VALUE CONCLUSION  


Using the indicated values presented in the case study handouts:


Select a value conclusion for the subject company.   _______________________


Support the selection of the value conclusion.


Support 1: _____________________________________________________


_______________________________________________________________


Support 2:  ____________________________________________________


______________________________________________________________





SEE CASE STUDY HANDOUTS





Example of Reconciliation


Our views of the merits of each method and the degree of influence each method has to our final opinion of value are discussed below. 


The underlying premise of the discounted cash flow method is the basic valuation principle that an investment in a business is worth the present value of all the future benefits it will produce for the owner(s).  Valuation professionals generally accord this method primary consideration when valuing operating companies because of the preeminence of earnings.  In addition, Revenue Ruling 59-60 indicates: “In general, the appraiser will accord primary consideration to earnings when valuing stock of companies which sell products or services to the public.”  In this case, we forecasted net cash flow and determined an appropriate discount rate by utilizing Ibbotson data and a company specific risk premium.  We have some question concerning the reliability of the subject’s forecasted financial data.  We have no reason to question the discount rate, which was based on direct market evidence.   This method will have the most influence on the final opinion of value.


The merger and acquisition method relies on actual market data (arm’s length transactions) as an indicator of value.  This method is direct evidence of a company’s fair market value.  However, unlike comparable real estate sales, there is much less information concerning the sales transactions of businesses.  In this case, we have a significant degree of uncertainty in the multiplier that was derived from the transaction data.  We would have preferred more transactions and more information concerning the transactions.  In addition, the transactions selected were of businesses similar to the subject company from an investment standpoint, not necessarily from a product standpoint.  Nonetheless, the merger and acquisition method provides a benchmark for value based on actual sales transactions.  This method will receive the second most influence on the final opinion of value.


The adjusted book value method assumes the value of a company is equivalent to the value of its assets minus its liabilities – adjusted from book value to market values.   Valuation professionals generally accord this method less importance than the income method when valuing operating companies because of the preeminence of earnings.  This is true even when valuing a control interest.  In this valuation, the subject has earnings and we were able to utilize an income method.  However, because the subject is heavily weighted with assets that are necessary to produce the earnings, we will place some weight on this method in our opinion of value.


�
Example of Value Conclusion


Based on our analysis of all relevant factors surrounding Capital Company, it is our opinion that the fair market value of a 50% voting interest in Capital Company, as of September 30, 1998, was $700,000 (rounded) or $28.00 per share.


This conclusion is based on four key assumptions:  (1) it values the subject company’s stock, an asset sale would be priced at a value reflecting the specific assets and liabilities involved; (2) it values the stock at the most probable price any willing buyer would pay, not the maximum price a specific buyer might justify or one that a seller might ask; (3) it values a non-controlling interest, a control interest would be higher due to a control premium, and (4) the value has been reduced because there is no ready market for the subject company’s stock.
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DOCUMENT REQUEST





Example of Document Request


In connection with the valuation of Smith Companies, please furnish us with the information listed below.  In the event information is not available as of December 31, 2001, please provide this information for the time period as close to that date as possible.





Company Background





List of major stockholders, partners, or owners of the business and their percentage ownership or number of shares owned.


List of all known related parties that the company does business with.


List of each location maintained by the business and the primary activity at each (i.e., administration, production/inventory, research).


Financial Statements and Income Taxes





Annual financial statements for the last five years.


Interim financial statements for the most recent 12-months and the preceding 12-month period.


Balance sheet as of December 31, 2001.


Federal and state income tax returns for the last five years.


Copies of forecasts or projections made by management of the business or its consultants.





Other Financial Data





List of cash accounts and any significant cash investments.


Accounts receivable aging report.


List of items comprising inventory and information on inventory accounting procedures.


List of fixed assets.


List of items comprising significant other assets.


Accounts payable aging report.





Other Financial Data - Continued





Analysis of significant accrued liabilities.


List of all notes payable and other interest bearing debt.  For each note please provide the name and address of the lender, the original amount of the note, the interest rate, the term of the note, any scheduled balloon payments, and any loan covenants.


List of items comprising significant other liability balances.


Schedule of sales, by product, for each period for which an income statement is provided.


List of accounts comprising significant major expense captions on the income statement, unless that data is presented on the income statement.


Copies of sales, capital equipment, and operating budgets.


Copies of business plans.


Schedule of officers’ and directors’ compensation and all payments made by the business into a pension fund, health and life insurance on behalf of the officer or director for the last five years.


A schedule of key man life insurance.


Copies of reports of other professionals including appraisals on specific assets, reports of other consultants, and reports of independent auditors.





Other Company Data





Brochures, price lists, catalogs, or other product information.


Organization chart.


List of the five largest customers and suppliers and the total amount of sales and purchases, respectively, for each during the last year.


Details of transactions with related parties.





Legal Documents





Copies of significant leases or loans, including notes receivable and notes payable.


Copies of stockholder or partnership agreements, including any stock option agreements.


Minutes of board of director meetings.


Copies of buy/sell agreements and written offers to purchase or sell company stock.


Copies of key managers’ employment contracts.


Copies of any major sale or purchase contracts.


Details of any litigation, including pending or threatened lawsuits.


Details of employee benefit plans, including pension plans, profit-sharing plans, and employee stock option plans.


Collective bargaining agreement.


Reports of examination issued by government agencies such as EPA, OSHA, IRS, or EEOC.


Other Company Documents





Details of transactions in the company’s stock during the last five years.


List of any of the following: patents, copyrights, trademarks or other similar intangibles.


Details of any contingent liabilities (such as guarantees, warranties, or derivative financial instruments) or off balance sheet financing (such as letters of credit).


Resumes or a summary of the background and experience of all key personnel.


Copies of other value indicators, such as property tax appraisals.


Industry Data





List of trade associations.


List of trade publications.


Standard industrial classification code.


Copies of any surveys received as part of a membership in a trade association.





Miscellaneous





Any other information that is deemed to be pertinent in order for us to fairly express our opinion of value.
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