Business Valuation in the Courtroom
Recently, Mark Zyla taught the course Business Valuation in the Courtroom to 50 federal judges at the Federal Judicial Center. Below is the outline from his presentation.

Why Businesses Are Appraised
	Mergers and Acquisitions
	Allocation of Purchase Price

	Estate and Gift Taxes
	Financing

	Marital Dissolution
	Initial Public Offering

	Employee Stock Ownership Plans
	Damages Litigation

	Liquidation or Reorganization of a Business
	Insurance Claims

	Buy-Sell Agreements
	Charitable Contributions

	Stockholder Disputes
	Eminent Domain Actions


Appraisal Principles

· Principle of Alternatives

· Principle of Substitution

· Principle of Future Benefits

What does one need to know to begin a valuation?

· What specifically is being valued?

· What is the purpose of the valuation?

· What is the date of the valuation?

· What is the standard of value?

· What is the premise of value?

Standards of Value
· Fair Market Value

· Fair Value

· Investment Value

· Intrinsic Value

	Fair Market Value
	Fair Value

	1.
Willing Buyer.
	1.
Not always a Willing Buyer.

	2.
Willing Seller.
	2.
Not a Willing Seller.

	3.
Neither is under compulsion.
	3.
Buyer may be compelled, but seller is.

	4.
Assumes a typical hypothetical buyer and seller.
	4.
The impact of the proposed transaction is not considered, but the concept of fairness to the seller may be a consideration.

	5.
A price that is equitable to both.
	5.
A concept of "fairness" to the seller, considering the inability to keep the stock.

	6.
Assumes both buyer and   seller have equal knowledge.
	6.
No such assumption.

	7.
Assumes reasonable knowledge of both parties.
	7.
No such assumption.

	8.
Applicable to controlling interests or minority blocks.
	8.
Applicable to minority blocks.  

	9.
Applies to all Federal Tax valuations.
	9.
The most common value standard in state dissenting and oppressed shareholder statutes.


Fair Value Standard in Financial Reporting

The standard of value in financial reporting is one of fair value, which is defined in SFAS 157 as, “the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date.”

Revenue Ruling 59-60
 (Factors To Consider)

· Nature of the business and history of the enterprise since 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.

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

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

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

[Peachtree Manufacturing, Inc. - Case Study]
Financial Statement Adjustments

· GAAP adjustments

· Non-operating/non-recurring adjustments

· Discretionary adjustments

· Owner's compensation

· Owner's perquisites

· Entertainment expenses

· Automobile expenses

· Compensation to family 
members

· Rent expenses (if not an arm's length lease)

· Interest expense

Business Valuation Approaches

· Market Approach
· Guideline  Public Company method
Adjusting Public Company Data

· Inventory accounting such as LIFO-FIFO.

· Items that are non-recurring.

· Items that are extraordinary.

· ESOP contributions.

· Items that are not in conformity with GAAP.
Commonly Used Multiples

· Equity Multiples

· Price/net earnings

· Price/pre-tax earnings

· Price /cash flow

· Price/revenues

· Price/dividend capacity or yield

· Price/book value

· Invested Capital Multiples

· Price of invcap/EBIT

· Price of invcap/EBDIT

Risk Factors

· Economic risk

· Business risk

· Operating risks

· Financial risks

· Asset risks

· Product risks

· Market risks

· Technological risks

· Regulatory risks

· Legal risks

· Transactional method
Issues


· Lack of detailed information when compared to other methods

· What does the deal value include?  (Earn-out, non-competes, etc.)

· Does the deal price include synergy or is it truly FMV?

· How reliable is the data?

· Arm’s length transactions in the subject

· Industry method (sometimes called "rule of thumb")

· Asset Based Approach
Most Common Applications

· Not-for-profit organizations

· Holding companies

· Manufacturing companies with little or no intangible assets. ( Distressed businesses)

· Certain distribution companies

  
Generally Not Used For The Following:

· Service businesses

· Asset light distribution businesses

· Operating companies with intangible value

· Valuations of minority interests, which have no control over the sale of the assets

Methods
· Adjusted Book Value Method
· Liquidation Value Method
· Orderly Liquidation

· Forced Liquidation

Liquidation Costs

· Commissions

· Administrative Costs

· Legal and Accounting

· Taxes on the Disposal of Assets

· Time Value of Money 

· Cost to Create Method

· Income Approach

Most common methods

· Capitalization of Earnings/Cash Flows

· Discounted Cash Flow Analysis

· Excess Earnings

Definitions of Income

· Net income after tax

· Net income before tax

· Cash flow (gross or net)

· Debt free net income

· Debt free cash flow (gross or net)

· EBIT, EBDIT or EBDITA

· Earnings before owners’ compensation, interest and taxes (owners’ discretionary cash flow)

Discounting versus Capitalizing

· Discounting involves a series of future cash flows ( simple present value concept).

· Capitalizing involves a single period cash flow

· The difference between the two is how expected growth is treated.

· In discounting, growth is estimated in the numerator or in the expected cash flows.

· In capitalizing, growth is estimated in the capitalization rate or in the denominator.

· Under the same growth assumptions both methods provide the exact same result.

Income Approach

· Capitalization of benefits method

· Discounted future benefits method

· Excess earnings method

Discount and Capitalization Rates

Components of a Discount Rate

Risk free rate of return.

+ General or Equity risk premium. 

+ Specific risk premium.

= Discount Rate

Capital Asset Pricing Model

Re = Rf + [ Beta x (Rm - Rf)] 


Where:


Re
=  the expected return.


Rf
=  the risk free rate.


Beta
=  systematic risk. 


Rm
=  the return on the market in its entirety.


Rm - Rf    = the long term average risk premium of the 

    market as a whole over the long term average 
    risk free rate (also known as the equity risk 

     premium).

Modified Capital Asset Pricing Model

Re = Rf + [ Beta x (Rm - Rf)] + Rs+ SCP


Where:


Re
=  the expected return.


Rf
=  the risk free rate.


Beta 
=  systematic risk. 


Rm
=  the return on the market in its entirety.


Rm - Rf    = the long term average risk premium of the 

    market as a whole over the long term average 
    risk free rate (also known as the equity risk 

     premium).


Rs
=  “Small’ stock premium

    
SCP
=  Specific Company Risk Premium

Alternatives to CAPM

· The build up method

· Factor rating method

· Weighted average cost of capital

· Measures required rate of return on all forms of capital not just equity.

· Applied to “debt free’ cash flows.

Valuation Premiums and Discounts

· Control Premium

· Minority discount

· Discount for lack of marketability

· Others

· Key person

· Environmental

· Net asset value

· Litigation

Levels of Value

Control Premium
Prerogatives of Control

· Elect the board of directors.

· Appoint the management team.

· Determine compensation and 
perquisites.

· Set business policy.

· Acquire or liquidate assets.

· Make acquisitions or divestitures.

· Sell or acquire treasury stock.

· Register the stock for an IPO.

· Declare dividends.

· Change the articles of incorporation or bylaws of the corporation.

Other Control Factors

· Cumulative vs. noncumulative voting rights.

· Contractual restrictions  e.g. stockholder agreements.

· Financial condition of the 
business.

· State statutes.

· Distribution of ownership.

Current valuation thought


Control or minority position is determined through the cash flows of the business not through the multiple (in the market approach) or in the discount rate/ capitalization rate (in the income approach)

Discount For Lack of Marketability

· Restricted Stock 

· IPO Studies

· Cost of Floatation

Marketability Per Moroney

· High dividend yield

· Bright growth prospects

· Swing value

· Restrictions on transfer

· Buy-sell agreements

· Stock's quality grade

· Controlling shareholder's honesty

· Controlling shareholder's friendliness

· Prospects for the corporation

· Prospects for the industry

· Mood of the investing public

Discounts and Premiums                 

· Discounts are taken to account for the additional risk inherent in a particular interest that has not be previously considered in the valuation methods.

· Discounts are multiplicative not additive.

· Discounts should be supported by empirical data which reflects attributes in the subject interest.
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