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The Value of Fair Market Value

P rivate firms can be valued under multiple standards of value, the most
notable standard being fair market value (FMV). The FM/ standard has
several important implications for establishing the value-«.f a private firm.
These include identifying the circumstances under which a'business entity is
being valued, the quality of the information that varicus valuation models
require, and a logical framework for establishing the vasis of value. This dis-
cussion is important because the models ai! metrics in this book are
designed to establish a private firm’s FMV. - Therefore, understanding the
meaning of FMV and all that it implies iz ~racial to understanding the steps
necessary to determine a private firm’s 1 MV. The IRS applies the FMV stan-
dard to all gift, estate, and income ta.: matters. IRS Revenue Ruling 59-60
in part states:

EMYV is the price at wuich the property would change bands
between a willing bu:yer and a willing seller when the former is not
under any compz:lsion to buy and the latter is not under any com-
pulsion to sell, beih parties having reasonable knowledge of the rel-
evant facts! Court decisions frequently state in addition that the
hypothetical buyer and seller are assumed to be able, as well as will-
ing to trade and to be well informed about the property and con-
cerning the market for such property.'

Other valuation standards include liguidation value and investment
value.* The Financial Accounting Standards Board (FASB) uses the term fair
value when referring to financial reporting standards that require booking
assets and liabilities at FMV. Since FMV is associated with a large body of
case law developed in the context of tax regulation that may not be relevant
for financial reporting purposes, the FASB concluded that the fair value
naming convention was appropriate under the circumstances. However, the
name difference does not imply that there is any substantive difference in the
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concepts. Other standards of value differ from FMV in that they do not
incorporate all of the criteria that an FMV standard requires. Therefore,
FMV can be thought of as a baseline value standard with other value stan-
dards being distinguished by lack of one or more of the attributes that define
the FMV standard.

FAIR MARKET VALUE: THE MEANING
FOR THE VALUE OF PRIVATE FIRMS

Three features embody FMV:

1. The notion of a hypothetical transaction that leads to the establishment
of an exchange value.

2. Willing buyer and willing seller.

3. Reasonably informed parties to a transaction.

Hypothetical Transaction

When determining the value of a public firm, or'e -an always defer to the
financial markets for guidance. If we consiaer a firm that is all equity
financed, has a recently established share price'of $10, and 1 million shares
outstanding, then the firm’s market capivalization, and the firm’s value, is
$10 million. Therefore, to determine tic value of an equity interest in a pub-
lic firm, one does not need to assuime a hypothetical transaction; one only
needs to view the most current share price.

Since a private firm by definition does not have any economic interest
traded in a market, the valueinust be established under an assumption of a
hypothetical transaction. The outcome of a hypothetical transaction is an
exchange price that-reilects the price that would result in an exchange
between willing a:d isiformed parties, and in this sense the exchange would
be fair. Theretore the hypothetical transaction is assumed to mimic the
process that would occur in a market between willing informed buyers and
willing informed sellers. This does not mean that a market price would be
established, but rather that the process of arriving at exchange value or price
would be the same as would occur if the participants were operating in a
market.

The notion of a fair exchange flows directly from the concept of parties
to the transaction being fully informed. If both parties have the same infor-
mation and act on it, then the resulting price must be fair. Markets are gen-
erally believed to provide exchange prices that are fair because it is assumed
that all parties and/or their agents have equivalent information about the
risks and opportunities that are expected to impact the performance of the
firm whose economic interest is being transacted. Thus, transaction prices
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would not be fair if groups of participants were disadvantaged in the sense
that their access to information is limited or the quality of what they have
access to is substantively deficient. Transaction prices are generally believed
to be consistent with FMV when transactions take place in markets gov-
erned by regulations designed to maximize accurate and timely disclosure of
critical financial data and other performance information. Therefore, in
markets characterized by asymmetric information, transaction prices will
not meet the FMV standard.

Willing Buyer and Willing Seller

This characteristic means that potential buyers and sellers are not forced to
transact. Each party can withdraw and, in most cases, can do so without a
penalty. In contrast, a liquidation value standard requires that the selling
party transact and accept the best price. In this case, sellers cannot withdraw
and therefore have no recourse as they would under the FMV standard.
Moreover, willing also implies that market participanis'have the means to
be parties to an exchange. Calculating the FMV v a private firm assumes
that hypothetical buyers have the financial whetewithal and sellers have the
legal right to sell the interests in question.

Reasonably Informed

This attribute means that buyers and s¢llers are cognizant of an entity’s true
cash flow and also have expectations of future performance consistent with
those held by knowledgeable raarket participants. Let us consider the cash
flow issue first. Assume that Company X reported no profit in each of the
past five years. Would haviag this knowledge meet the reasonably informed
criteria? The answer-s no if, after disentangling the firm’s financial state-
ments, one established that the firm indeed made a profit in each of the past
five years, and ¢ foirly large one at that. How could this happen? If analysis
of the firm’s financial statements showed that lack of reported profit was the
result of the owner receiving a salary in excess of what an outside executive
would normally receive for doing the same job, or payments to family mem-
ber employees far in excess of what unrelated people would earn for the
same work, or the existence of other expenses like club fees that were purely
discretionary, then one might reasonably conclude that adjusting reported
expenses for these excesses would result in the firm earning a profit.
Although the financial statements were accurate in this example, being rea-
sonably informed means more than being informed about the accuracy
of the financial statements. Reasonably informed, in the context of FMYV,
means that market participants are knowledgeable about the true financial
condition of the firm.
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Being reasonably informed also means that parties to a transaction
have performance expectations that are fully consistent with those held by
knowledgeable market participants. Since the hypothetical transaction that
informed parties engage in is intended to mimic the information process-
ing that ordinarily takes place in a market environment, it follows that
informed investors in a private transaction would also require, at a mini-
mum, the quantity and quality of information that would normally be avail-
able to them if they were engaging in a market-based transaction.

Finally, the reasonably informed criterion also means that participants
and/or their agents can accurately process disclosed information and ratio-
nally act on it. If this were not the case, then accurate disclosures about the
current and expected future performance of the transacted entity would
have no practical meaning. The assumption of rational participants in a
transaction that underlies FMV can best be appreciated by <onsidering the
logic often presented for the difference in value between a controlling and a
minority economic interest.

FMV AND THE VALUES OF CONTROLLING
AND MINORITY INTERESTS

A minority owner is one who exchanges-cash for the right to receive future
cash flow, but who has no influence eve: liow the assets of the firm that pro-
duce the cash flow are managed ai'd/or financed. A control owner has the
right to alter how the assets are wsed and financed, and also has control over
the size and timing of any cach distributions. Because minority owners have
no control over cash distributions, it is often believed that minority owner-
ship in a private corporaticn has little or no value.

To understand the 1ull implications of this last point, consider the fol-
lowing hypothetical transaction: A firm’s control owner desires to sell a
minority interest i1n the firm. The minority investor exchanges cash in return
for a minority interest because he believes that he will receive regular distri-
butions from the firm. Once the transaction is completed, the control owner
raises his compensation to the point where the firm can no longer make any
distributions. Knowing that a control owner can do this, the question is,
why would anybody purchase a minority interest in a private firm for any-
thing more than a trivial sum? Because of this possibility, it is often con-
cluded that a minority interest is worth much less than a controlling interest
in a private firm.

The problem with this logic is that it is inconsistent with the FMV stan-
dard. Indeed, under the preceding scenario, a transaction would never take
place. The reason is that FMV assumes a rational buyer. That is, under what
conditions would a rational informed investor purchase a minority interest in
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a private firm? Surely no rational investor would purchase any minority
shares under the preceding conditions. Since no transaction would take
place, minority discounts cannot be based on this logic. What logic is implied
under an FMV standard that offers guidance about the size of a minority dis-
count in a hypothetical transaction? Although, FMV does not stipulate the
conditions under which a minority interest is transacted, it does imply that a
rational and informed buyer would never purchase a minority interest in a
private firm unless there were enforceable oversight provisions and associ-
ated financial penalties for noncompliance by the control owner. Oversight
provisions might include a board seat and the ability to audit the books on a
regular basis. While oversight is critical to the minority owner being kept rea-
sonably informed about the operations of the firm, the minority owner still
has no control over who receives cash distributions, how much they receive,
and the timing of when the cash distributions are made. Nevertheless, there
are a number of ways rational minority owners could protect themselves
from potential abuses by a control owner. Such protections-will be a function
of the fact pattern that is unique to each valuation cizcumstance. The point
here is not to articulate what these protections migiu.be, but rather to sug-
gest that a rational acquirer of a minority inteiest would demand such pro-
tections before purchasing a minority interest.This discussion suggests that
determining the FMV of a minority interest under the assumption of a hypo-
thetical transaction implies that reasonable protections are in place so the
control owner cannot siphon off cach at the expense of the minority owner.

FMV AND STRATEGIC VALUT

FMV requires that participants are reasonably informed about the risks and
opportunities of the property in question and are also knowledgeable about
the factors that shape che market in which the entity is expected to transact.
This implies the't ¢tie business is being valued on a going-concern basis. For
example, assume that a textile firm recently sold for $1,000. The acquirer
plans to use the assets of the firm to produce steel, and is willing to pay a
premium over its value as a textile firm to ensure that his offer is accepted.
Is $1,000 the textile firm’s FMV? The answer is no. The reason is that the
price does not reflect the value of the firm as a textile producer but rather as
a steel company. Thus, when FMV is the standard of value in a hypothetical
transaction, the standard assumes that the entity being transacted will con-
tinue to operate as it had before the transaction. This follows from the def-
inition of FMV, which states that the buyer and seller are well informed
about the “property and the market for such property.”® In the example, the
market for this property is the market for the textile firm, and hence its
FMV is based on this.
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Strategic or investment value emerges when an acquirer desires to use
the assets of the acquired firm in a specific way and this use gives rise to cash
flows in addition to those that can be expected from the firm being operated
in its going-concern state. To see the difference between investment value
and FMV, consider the following example. A local insurance agent would
like to sell her agency. An informed potential buyer who desires to run the
agency much like the seller is willing to pay $1,000 for the agency. The seller
believes this price is consistent with the firm’s FMV. A nationally recognized
financial services firm has decided to purchase local agencies all over the
country as part of a roll-up strategy designed to reduce the costs of manag-
ing local agencies as well as to sell additional insurance products to the
client bases of purchased agencies. The nationally recognized financial ser-
vices firm is a strategic buyer. This buyer is always willing to pay more than
a buyer who desires to run the business like the seller. The reason a strategic
buyer will pay a premium over FMV is that the buyer exp=cts the combined
businesses to generate more cash flow than they coulid produce as two
stand-alone entities. The price established by the strategic buyer is not the
firm’s FMV because the exchange value is not based on the business as it is
currently configured. FMV does include a coinrol premium; however, it is
only partially related to the premium establi:hed via a strategic acquisition.
In a strategic purchase the control preniinm is made up of two compo-
nents—the value of pure control and tii¢ synergy value that emerges from
the combination that is captured Wy the seller in the competitive bidding
process. In the preceding examp!e. the strategic buyer is willing to pay a pre-
mium over the value of the agencies cash flows for the right to manage and
finance the assets to ensure vhat the expected cash flows from the going con-
cern accrue to the owner. Tais is the value of pure control, and it is based on
the risks and opportunities of the entity as a going concern. The second part
of the premium eni=tges because of the synergy value created by the combi-
nation. This poruon is not part of the acquired firm’s FMV. Therefore,
investment value is effectively equal to the FMV of the acquired firm plus
the captured synergy value.

This last result bears directly on the calculation of a firm’s minority
equity FMV. Without reviewing the arithmetic of translating a reported pre-
mium for control to the implied discount for a minority interest, we simply
note that a 50 percent control premium translates to a 33 percent minority
discount.* In practice, a valuation analyst will typically arrive at a firm’s
control equity FMV and then reduce it by the implied minority discount to
arrive at the firm’s minority equity FMV. To see this, let us assume the valu-
ation analyst arrived at a control value of $150 for an all-equity firm. From
a number of control premium studies, the analyst calculated a median con-
trol premium of 50 percent, then calculated the implied minority discount of
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33 percent. This means that the minority equity FMV is $100, which
amounts to a 33 percent discount to its control FMV of $150. However, the
discount calculated was based on a control premium that is likely made up
of both a pure control premium and a synergy option. If the reported 50
percent control premium is divided evenly between pure control and the
synergy option, the minority discount would be 20 percent and the minor-
ity value of equity for FMV purposes would be $120.° Thus, using raw
control premium data to calculate a minority discount will overstate the dis-
count and result in a minority equity value that is too low. In turn, the over-
statement of diminution in value will be greater the larger the synergy
option is relative to the total control value. Chapter 7 addresses valuing con-
trol and sets out a method for estimating the value of pure control.

SUMMARY

In most instances, the standard of value used to value private firms is FMV.
Unlike public firms, whose prices are established in ¢rganized markets, the
value of a private firm’s equity must be estimated urcer the assumption of a
hypothetical transaction. The notion of a hypntnetical transaction under
which a firm’s FMV is established requires rh4t one articulate the implica-
tions of the standard to establishing valize. EMV requires the valuation ana-
lyst to assume that the parties to a tramsaction are reasonably informed
about the relevant facts. This criterion means that the valuation analyst
must use all the information that 2 reasonably informed investor would use
to arrive at FMV. In other words, FMV is established for a private firm
when the process used te esiablish value effectively mimics what would
occur if the transaction took place in a properly regulated public market
environment. Market prices are assumed to be fair because parties to a mar-
ket transaction have =quivalent information, so neither buyer nor seller is
disadvantaged.

This chapter also addressed the implication of FMV for valuing minor-
ity interest; namely, the valuation of a minority interest assumes that the
minority owner has some protections in place that limit potential abuse by
the control owner. Valuing control is taken up in Chapter 7.






