Valuation Case Study Exercises

INTRODUCTION

The purpose of this chapter is to highlight and discuss important concepts in val-
uation through a series of exercises. These exercises have been intermittently
placed in excerpts of a valuation report. You should attempt to complete these
exercises as you read the report with reasoning and emphasis on an explanation
of your conclusion. The authors’ solutions to these exercises can be found in
Chapter 2.

The following case presents selected excerpts from a busiaess valuation report
that, in its entirety, was in full compliance with the~ATCPA’s Statement on
Standards for Valuation Services No. 1 and the Uniforrs Standards of Professional
Appraisal Practice. For more information on reporis aad standards compliance,
see Chapters 10 and 11 of Financial Valuation: “vplications and Models, Third
Edition. This report format is one of many that anaiysts can use in presenting busi-
ness valuations. All schedules have been omiftted as they are not necessary for the
exercises. Some of the terms, numbers, scavces, and other data have been changed
for ease of presentation.

THE VALUATION REPORT .

August 20, 20X8

Mr. Tom Profit

LEGGO Construction, Inc.
123 Builders Drive
Anycity, Anystate 54321

Re: Fair Market Value of 5,000 Common Shares of LEGGO Construction,
Inc. as of August 20, 20X6

Dear Mr. Profit:

At your request, Valking LLP (Valking) was retained to prepare a valuation
analysis and appraisal (valuation engagement and conclusion of value) and
detailed/comprehensive appraisal report (report) to assist you in the determi-
nation of the fair market value of 5,000 common shares of LEGGO
Construction, Inc. (LEGGO, or the Company), which represents a 100 per-
cent common stock interest in LEGGO. This 100 percent control interest is
marketable. [Note: A more informative term could be marketable illiquid
(See Chapter 9 of Financial Valuation: Applications and Models, Third
Edition)]. Assume for this case that marketable for a 100 percent control
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interest means marketable in a reasonable amount of time but illiquid
(cannot be sold instantly with cash within three days like most freely traded
public companies). The value conclusion is considered as a cash or cash
equivalent value. The valuation date is December 31, 20X5. This valuation
and report are to be used only as of this date and are not valid as of any other
date.

EXERCISE 1: Which of the following is the as of date for valuation?

a. Anytime within one year

b. As of a single point in time

c. As of a single point in time or six months later
d. Date that the report is signed

We have performed a valuation engagement and present ouidetailed report
in conformity with the “Statement of Standards for Yaluation Services
No. 1” (SSVS) of the American Institute of Certified Tuplic Accountants.
SSVS defines a valuation engagement as “an engagement to estimate value
in which a valuation analyst determines an estiméte ¢f the value of a subject
interest by performing appropriate procedurcs. as outlined in the AICPA
Statement on Standards for Valuation Services, and is free to apply the
valuation approaches and methods the-analyst deems appropriate in the
circumstances. The valuation analyst/czpresses the results of the valuation
engagement as a conclusion of valve, which may be either a single amount
or a range.”!

SSVS addresses a detailed reporias follows: “The detailed report is structured
to provide sufficient infermiation to permit intended users to understand the
data, reasoning, and analyses underlying the valuation analyst’s conclusion of
value.”

EXERCISE 2: This is a detailed report per SSVS No. 1. What other types of
reports are allowed under SSVS No. 1?

This valuation was performed solely to assist you in your determination of the
value solely for management and internal planning purposes and the resulting
estimate of value should not be used for any other purpose, or by any other
party for any purpose, without our express written consent.

Note: The American Society of Appraisers uses the term estimate as part of a limited
appraisal. The AICPA usage of the term is equivalent to the result of the highest scope of
work specified by the ASA, which is for an appraisal.



Valuation Case Study Exercises 3

EXERCISE 3: The purpose of the valuation of LEGGO is to assist manage-
ment in internal planning. What other purposes are there?

Our analysis and report are in conformance with [if appropriate] the 2008
[other date] Uniform Standards of Professional Appraisal Practice (USPAP)
promulgated by the Appraisal Foundation,? the ethics and standards [if
appropriate] of (ASA, IBA or NACVA)? and with IRS [if appropriate] business
valuation guidelines, which include development and reporting guidelines.*

EXERCISE 4: If the analyst belongs to more than one valuation organiza-
tion with standards, that analyst must comply witii the standards of each
organization he or she belongs to.

a. True
b. False

Our analysis is also in conformance with various revenue rulings, including
Revenue Ruling 59-60, which outiiries the approaches, methods, and factors
to be considered in valuing shares of capital stock in closely held corporations
for federal tax purposes. Revenue Ruling 65-192 extended the concepts in
Revenue Ruling 59-60 t¢ ii.come and other tax purposes as well as to busi-
ness interests of any tyoe.

The standard of vaiuc s fair market value defined in Revenue Ruling 59-60 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

2 The Appraisal Standards Board (ASB) of the Appraisal Foundation develops, interprets, and
amends the Uniform Standards of Professional Appraisal Practice (USPAP) on behalf of
appraisers and users of appraisal services. The Appraisal Foundation is authorized by
Congress as the source of Appraisal Standards and Appraiser Qualifications. USPAP uses the
terms appraisal and appraisal report, which are defined in pages U-1 and U-72, respectively.
SSVS uses the terms valuation engagement and detailed report, which are defined in pages 54
and 22-23, respectively. USPAP also uses the term appraiser while SSVS uses the term valua-
tion analyst. We use these terms interchangeably in this report.

3ASA, American Society of Appraisers; IBA, Institute of Business Appraisers; NACVA,
National Association of Certified Valuation Analysts.

4Department of the Treasury, Internal Revenue Service, IRM 4.48.4, Engineering Program,
Business Valuation Guidelines. “This material is the product of the Valuation Policy Council
(VPC), a cross-functional committee with executive representation from LMSB, SBSE, and
Appeals. The VPC was established in 2001 to assist IRS leadership in setting direction for val-
uation policy that cuts across functional lines, and in identifying process improvements to
improve compliance and better utilize resources.” Issued July 1, 2006.
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latter is not under any compulsion to sell, both parties having reasonable knowl-
edge of relevant facts.” Revenue Ruling 59-60 also defines the willing buyer and
seller as hypothetical as follows: “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.” Furthermore, fair market value assumes that the price is
transacted in cash or cash equivalents. Revenue Ruling 59-60, while used in tax
valuations, is also used in many nontax valuations.

Fair market value is also defined in a similar way in the International Glossary
of Business Valuation Terms® as “the price, expressed in terms of cash equiva-
lents, at which property would change hands between a hypothetical willing
and able buyer and a hypothetical willing and able seller, acting at arms’ length
in an open and unrestricted market, when neither is under compulsion to buy
or sell and when both have reasonable knowledge of the relevant facts.”

EXERCISE 5: Which of these are standards of value?

Fair market value, fair value financial reporting; investment value

Fair value investment reporting, fair value sfatz"actions, intrinsic value
Investment value, intrinsic value, equal vaiue

Fair market value, equal value, investmen value

oo o

The premise of value is going concein.” The liquidation premise of value was
considered and rejected as not apulicable, as the going-concern value results
in a higher value for the interest than the liquidation value, whether orderly
or fixed.

In our conclusion of value, we considered the following relevant factors,
which are specified i Eévenue Ruling 59-60:

e The history ari nature of the business

® The economic outlook of the United States and that of the specific industry
in particular

® The book value of the subject company’s 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 firm has goodwill or other intangible value

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

The market price of publicly traded stocks or corporations engaged in

similar industries or lines of business

Our analysis included, but was not limited to, the above-mentioned factors.

5 The International Glossary of Business Valuation Terms has been jointly adopted by the

AICPA,

ASA, Canadian Institute of Chartered Business Valuators, NACVA, and the IBA.

«

¢ The International Glossary of Business Valuation Terms defines going concern as “an
ongoing operating business enterprise,” and going concern value as “the value of a business
enterprise that is expected to continue to operate into the future. The intangible elements of
going concern value result from factors such as having a trained work force, an operational
plant, and the necessary licenses, systems, and procedures in place.”
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Understanding with the Client and Scope of Work

Per SSVS No. 1, the valuation analyst should establish an understanding with
the client. “The understanding with the client reduces the possibility that
either the valuation analyst or the client may misinterpret the needs or expec-
tations of the other party. The understanding should include, at a minimum,
the nature, purpose, and objective of the valuation engagement, the client’s
responsibilities, the valuation analyst’s responsibilities, the applicable assump-
tions and limiting conditions, the type of report to be issued, and the standard
of value to be used.””

Furthermore, “A restriction or limitation on the scope of the valuation ana-
lyst’s work, or the data available for analysis, may be present and known to
the valuation analyst at the outset of the valuation engagement or may arise
during the course of a valuation engagement. Such a restriction or limitation
should be disclosed in the valuation report (paragraphs 52(m), 68(e), and
71(n)).”8

We have established an understanding with the client to ‘perform a valuation
engagement and have complied with the requirements ¢£ SSVS as stated ear-
lier. There were no scope restrictions or limitations an the work or the data
available for analysis.

In accordance with the business valuatiorn ctandards promulgated by the
American Society of Appraisers and the-4npraisal Foundation (USPAP), we
have prepared an appraisal. “The obiective of an appraisal is to express an
unambiguous opinion as to the value ¢t a business, business ownership inter-
est, or security, which opinion is suznported by all procedures that the appraiser
deems to be relevant to the valuation.” It is based on all relevant information
available to the appraiser «as of the valuation date; the appraiser conducts
appropriate procedures'tc collect and analyze all information expected to be
relevant to the valuation, and the appraiser considers all conceptual
approaches deemed <o pe relevant.!”

In accordance with the Scope of Work rule in USPAP, we must:

e Identify the problem to be solved

e Determine and perform the scope of work necessary to develop credible
assignment results

¢ Disclose the scope of work in the report!!

To gain an understanding of the operations of LEGGO, we reviewed
Company financial information and operational data as detailed in the
appendix and exhibits, interviewed Company management, and visited the
Company’s facility. To understand the environment in which LEGGO
operates, we researched the status of and trends in the various industries
that have an impact on it. We also studied economic conditions as of the
valuation date and their impact on LEGGO and the industry. To understand

7AICPA SSVS No. 1, paragraph 17.

8Ibid., paragraph 19.

9 ASA Business Valuation Standards BVS-1, General Requirements for Developing a Business
Valuation.

107bid.

HUSPAP 2008-2009, p. U-12.
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the Company’s financial condition, we analyzed its financial statements as
available.

As discussed in this report, we considered all valuation approaches and
methods and applied the most appropriate methods from the income, asset,
and market approaches to value to derive an opinion of value of the subject
equity interest (100 percent control marketable interest). Our conclusion of
value reflects these findings, our judgment and knowledge of the marketplace,
and our expertise in valuation.

In performing our work, we were provided with and/or relied upon various
sources of information, including (but not limited to):

e Audited financial statements for LEGGO for the fiscal years ended March 31,
20X1 through December 31, 20X5

Tax returns for the Company for the years 20X1 through 20X5
Information regarding the management and shareholders of LEGGO
Information regarding the Company’s history and cuivent operations
LEGGO’s articles of incorporation and bylaws

Data from Morningstar Ibbotson SBBI Valuaticn Yearbook, Market Results
for Stocks, Bonds, Bills, and Inflation

Duff & Phelps, LLC, Risk Premium Report

20X1/20XS5 editions of Benchmark Staristics and Ratios (fictitious)

Federal Reserve Bank statistical releas:e'and other information

Current and future economic cornit:ons as forecast by various sources
Public company data sources, ifizlnding EDGAR

Various transaction databases

Miscellaneous other inforsmation

The procedures employed-in valuing the subject interest in LEGGO included
such steps as we considered necessary, including (but not limited to):

® An analysis of LtEGGO?s financial statements

e An analysis 'of LEGGO management’s 20X6 expectations and other infor-
mation supplied by management

e Discussions with management

e A visit by one of the analysts to the Company’s headquarters in Anycity,
Anystate

® An analysis of the retail grocery industry, as well as the retail health and
organic food industry

® An analysis of the general economic environment as of the valuation date,
including investors’ equity and debt-return expectations

® An analysis of applicable discounts, including the discount for lack of
marketability

® An analysis of other pertinent facts and data resulting in our conclusion of
value

Valking staff, under the direct supervision of the lead appraiser on this
engagement, assisted in performing research, populating models with data,
and providing other general assistance.

Based on our analysis as described in this valuation report, and the facts and
circumstances as of the valuation date, the estimate of value of 5,000 shares
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of common stock of LEGGO Construction, Inc. as of December 31, 20X35, on
a control marketable basis is $6,300,000. This conclusion is subject to the
Statement of Assumptions and Limiting Conditions found in Section X of this
report and to the Valuation Analyst’s Representation/Certification found in
Section X of this report. We have no obligation to update this report or our
conclusion of value for information that comes to our attention after the date
of this report.

EXERCISE 6: Valuation conclusions can be presented as:

a. A range of values

b. A single value

c. An estimate of value
d. All of the above

EXERCISE 7: This valuation is being done on a niarketable, control inter-
est basis. It is also on a control stand-alone basis. Name the four general tra-
ditional levels of value that are considered in 2 valuation.

1.

2
3.
4

Distribution of this letter and report and associated results, which are to be
distributed only in their entirety, is intended and restricted to you and your
accountants and attorneys, solely to assist you in the determination of the fair
market value of the Company for management and internal planning pur-
poses and is valid only as of December 31, 20X35. This letter and accompa-
nying report are not to be used with, circulated, quoted, or otherwise referred
to in whole or in part for any other purpose, or to any other party for any
purpose, without our express written consent.

The approaches and methodologies used in our work did not comprise an
examination or any attest service in accordance with Generally Accepted
Accounting Principles, the objective of which is an expression of an opinion
regarding the fair presentation of financial statements or other financial
information, whether historical or prospective, presented in accordance
with Generally Accepted Accounting Principles or auditing standards. We
express no opinion and accept no responsibility for the accuracy and
completeness of the financial information (audited, reviewed, compiled,
internal, prospective, or tax returns), or other data provided to us by oth-
ers, and we have not verified such information unless specifically stated in
this report. We assume that the financial and other information provided to
us is accurate and complete, and we have relied upon this information in
performing our valuation.
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If you have any questions concerning this valuation, please contact Mr. Val
Dude, CPA/ABV/CFF, ASA, CBA, CVA at (123) 456-7890.

Very truly yours,

Valking LLP
Val Dude, CPA/ABV/CFE, ASA, CBA, CVA

INTRODUCTION

Description of the Assignment

Valking LLP was retained by Mr. Tom Profit to determine the fair market value of
100 percent of the common stock in LEGGO Construction, Inc. (LEGGO, or the
Company) on a marketable, control interest basis, as of Deceriber 31, 20X35, for
management and internal planning purposes.

Summary Description and Brief History of the Guipany

The Company was incorporated in 1978 in the stute of Anystate. The Company is a
closely held subcontractor whose revenues are predominantly earned from sewer and
water-line construction, primarily in central Anystate. The Company’s customers
generally consist of area contractors,evelopers, and local governments. The
Company is now legally structured as aii:5 corporation.

EXERCISE 8: Valuation & S corporations is one of the most controversial
issues in business valuations today. The main issue is how to tax affect S cor-
poration income ands-if ‘appropriate, compute an S-corp adjustment. What
five models are oftca considered or used in valuing S corporations?

A A

The Company obtains most of its business through bidding competitively with
general contractors. Management believes that customers contract with the Company
because of its solid reputation and competitive bids; its customers have remained
loyal. The two largest customers are XYZ General Contractors and the city of
Anycity.

Employee relations have been harmonious with minimal turnover. All employ-
ees of the Company are unionized with the exception of several office workers. The
economic climates in the market and industry are currently good. The Company
has six competitors that are similar in size and nature.
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Ownership and Capital Structure of the Company

The Company is legally structured as a closely held S corporation. As of the date
of valuation, there were 5,000 shares of common stock outstanding, structured as
follows:

Percentage
Name Shares Owned of Ownership
Tom Profit 4,250 85%
Gary Profit 250 5%
Susan Profit _250 5%
Michelle Profit _250 _ 5%
Total M %

EXERCISE 9: We are valuing a 100 percent control interestin LEGGO. The
percentage of ownership of individual shareholders is not an issue here.
However, assume we are valuing the 85 percent of Tor1 rofit as opposed to
the 100 percent in LEGGO. The value of an 85 peicent interest in LEGGO
would be based on 85 percent of the 100 percent control value in LEGGO.

a. True
b. False

Standard of Value

The standard of value used in this report is fair market value. Fair market value is

defined as:

The price, expressed in terms of cash equivalents, at which property would
change hands betw=en a hypothetical willing and able buyer and a hypothet-
ical willing and-auie seller, acting at arm’s length in an open and unrestricted
market, when neither is under compulsion to buy nor sell and when both have
reasonable knowledge of the relevant facts.'?

Among other factors, this valuation report considers elements of appraisal
listed in the Internal Revenue Service’s Revenue Ruling 59-60, which “outline[s]
and review[s]| in general the approach, methods, and factors to be considered in
valuing shares of the capital stock of closely held corporations.”'3 Specifically,
Revenue Ruling 59-60 states that the following factors should be carefully consid-
ered in a valuation of closely held stock:

EXERCISE 10: Revenue Ruling 59-60 is only applicable to estate, gift, and
income tax valuations.

a. True
b. False

21bid.

BInternal Revenue Service, Revenue Ruling 59-60, Section 1.
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. The nature of the business and bistory of the enterprise from its inception. The
Company was incorporated in 1978. It is engaged primarily as a sewage and
water-line subcontractor. The Company has grown since its inception, and its
customers have remained loyal.

. The economic outlook in general and condition and outlook of the specific
industry in particular. The consideration of the economic outlook on a national
level, as well as on a regional and local level, is important in performing a val-
uation. How the economy is performing has a bearing in part on how the
Company performs. Overall, the Company outlook is positive.

. The book value of the stock and the financial condition of the business. The
Company has a relatively strong balance sheet with a majority of its assets in
three categories: cash, contract receivables, and fixed assets. The fixed assets
consist primarily of construction equipment and vehicles.

. The earning capacity of the Company. The Company’s compound growth rate
in revenues from 20X1 to 20XS5 was approximately 4 percent. The Company
has demonstrated a good ability to generate profits.

. The dividend-paying capacity of the Company. The Company has made distri-
butions equal to the amount of the shareholders’ respective tax liabilities in the
recent past and will continue this trend into the future.

. Whether the enterprise has goodwill or other intangible value. It is generally
acknowledged that goodwill is often measurcd by the earnings ability of an
enterprise being valued. Goodwill can be brcadiy defined as characteristics that
induce customers to continue to do busin=ss with the Company and to attract
new customers.

. Sales of the stock and size of the block to be valued. There have been no sales
of stock of the Company that would provide an indication of value during the
period being analyzed.

. The market prices of stock.ot corporations engaged in the same or a similar line
of business having their stocks actively traded in a free and open market, either
on an exchange or over the counter. The market approach was considered in this
valuation. A searcii fer guideline companies that are similar in nature and size
to the Company was performed.!*

EXERCISE 11: These are the only eight tenets of value in Revenue Ruling
59-60 that need to be considered.

a. True
b. False

NATIONAL ECONOMIC OUTLOOK'™

In conjunction with the preparation of our opinion of fair market value, we have
reviewed and analyzed the economic conditions as of December 31, 20X35, the date
of valuation. This report includes summary discussions and analysis of the national

14Ibid., Section 4.
15The National Economic Review, published by Mercer Capital Management, Inc.
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economy for the fourth quarter of 20X5. These discussions are based on a review
of current economic statistics, articles in the financial press, and economic reviews
found in current business periodicals. The purpose of the review is to provide a rep-
resentative consensus review of the condition of the national economy and its gen-
eral outlook at the end of the fourth quarter of 20X3.

General Economic Overview

According to preliminary estimates released by the Department of Commerce’s
Bureau of Economic Analysis (BEA), real Gross Domestic Product (GDP), the out-
put of goods and services produced by labor and property located in the United
States, increased at an annualized rate of 5.8 percent during the fourth quarter of
20X35. Revised growth in GDP for the third quarter of 20X5 was 5.7 percent, which
is higher than the preliminary estimated annualized growth rate of 4.8 percent.
Increases in personal consumption expenditures, government spending, inventory
investment, and exports were major contributors to the increase in GDP. These
components were partially offset by an increase in imports. Atinual growth in GDP
for 20X5 was 4.0 percent, modestly lower than the 4.5-percent growth rate
reported for 20X4. The U.S. economy is expected to coritinue expanding in the year
20X6 at approximately a 3 percent to 4 percent growth rate.

The Composite Index of Leading Economic irdicators (the government’s pri-
mary forecasting gauge) increased 0.4 percent ir. December after rising 0.1 percent
in October and 0.3 percent in November. The composite index attempts to gauge
economic activity six to nine months in advance. Multiple consecutive moves in the
same direction are said to be indicative o' the general direction of the economy. In
December, nine of the ten leading ecoriomic indicators rose. The most significant
increases were money supply, interest rate spread, manufacturers’ new orders of
nondefense capital goods, stock prices, and manufacturers’ new orders of consumer
goods and materials. During the six-month span through December, the leading
index rose 0.9 percent, ana seven of the ten components advanced. According to
the Conference Boara's vcport, “the leading indicators point to a continuation of
the [economic] expancion during 20X6.”

Stock markets ended the year at record levels. Broad market and blue chip
stock indices turned in 20 percent to 25 percent annual gains, while the National
Association of Securities Dealers Automated Quotations (NASDAQ) gained an
unprecedented 85.6 percent during 20XS5. The Federal Reserve (the Fed) increased
the Federal funds rate in mid-November in an effort to slow economic growth and
thus curb inflation. The Fed is attempting to cool the robust economic engine before
it produces excessive inflationary pressure. Additional rate tightening is expected
during the early part of 20X6. Despite a midquarter respite in bond price declines,
bond yields reached their highest levels of the year in December, with the 30-year
Treasury bond averaging a yield to maturity of 6.35 percent.

Inflation results for 20X35 reflect very low core price growth but high growth
in energy prices. The Consumer Price Index (CPI) rose 2.7 percent for the year.
Tight labor markets and strong economic activity may produce inflationary pres-
sures. Pricing data, however, continue to suggest that gains in productivity and lim-
ited pricing power are keeping inflation in check. The inflation rate is expected to
continue at approximately 2.5 percent to 3.0 percent in the first half of the year
20X6, but increasing fuel prices are posing a significant threat to future price
stability.
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Consumer Spending and Inflation

According to the Bureau of Labor Statistics (BLS), the CPI was unchanged at 168.3
in December (CPI: all urban consumers, 1982-1984 = 100, before seasonal adjust-
ment). Excluding food and energy, this rate increased at a seasonally adjusted
0.1 percent in December, following an increase of 0.2 percent in November. The
seasonally adjusted annual rate of inflation for the fourth quarter was 2.2 percent,
compared to 4.2 percent, 2.9 percent, and 1.5 percent, respectively, for the prior
three quarters. The inflation rate for 20XS5 was 2.7 percent, higher than the 1.6 per-
cent rate of 20X4, which was the smallest annual increase since a 1.1 percent rise
in 19XX. The acceleration in 20X5 was largely due to an upturn in petroleum-
based energy prices. The energy index, which declined 8.8 percent in 20X4,
increased 13.4 percent in 20X35. Following a 15.1 percent decline in 20X4, petro-
leum-based energy costs increased 29.5 percent in 20X35, the largest annual advance
since 20XX.

The Producer Price Index (PPI), generally recognized as predictive of near-term
consumer inflation pressure, increased 0.3 percent in December (PPI for finished
goods, seasonally adjusted) following a 0.2 percent increase 'n November and a 0.1
percent decline in October. For the year, the PPI increased 2.0 percent and reflected
the dramatic impact of energy costs on producer costc:Vhe PPI was flat in 20X4,
reflecting the aforementioned energy price decliriss. Core PPI in 20X35 increased
only 0.9 percent and mirrored the same underlying pattern in the CPI regarding
productivity enhancements and limited whole¢saie pricing power.

According to the Census Bureau of the Commerce Department, the increase in
retail sales for the October to Novembet ceriod was 1.1 percent, higher than the
0.9 percent originally reported. The advance estimate for December retail sales
(adjusted for seasonal, holiday, and.irading day differences) reflected an increase of
1.2 percent from November and. a 9.7 percent increase over December 20X4 sales.
Total sales for 20X5 were $3.0 tiillion, 8.9 percent higher than 20X4. Personal con-
sumption spending represents approximately two-thirds of total economic activity
and is generally the primary component of economic growth. Real personal con-
sumption spending increased 5.3 percent in the fourth quarter, following a 4.9 per-
cent increase in the chird quarter. Durable goods purchases increased 11.8 percent
in the fourth quarter, after an increase of 7.7 percent in the third quarter of 20X35.

The Financial Markets

Stock markets began the fourth quarter with a volatile October amid speculations
of an interest rate increase. Equity markets plunged during the third week of
October before rebounding on investor hopes that the U.S. economy was slowing.
The NASDAQ showed breathtaking gains in November and December, while the
Dow Jones Average (Dow) and Standard and Poor’s (S&P) 500 faltered several
times before finishing with a strong December. The Dow, the S&P 500, and the
NASDAQ finished the year at record levels. For the Dow and the S&P 500, it was
the fifth straight year of double-digit growth. However, blue chip stocks were over-
shadowed by the NASDAQ’s phenomenal 85.6 percent growth for the year.

The Dow Jones Industrial Average (DJIA) closed the fourth quarter at
11497.12, an increase of 11 percent for the quarter. The DJIA gained 25.2 percent
in 20X5 after a 16 percent gain in 20X4. The S&P 500 closed the quarter at
1469.25, a 14.5 percent increase for the fourth quarter, following much the same
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pattern as the Dow. The S&P 500 gained almost 20 percent in 20X5 after a 27 per-
cent gain in 20X4. The NASDAQ Composite Index, generally consisting of smaller
and more technology-oriented issues, increased 48.2 percent during the quarter to
close at 4069.31. The NASDAQ surpassed its almost 40 percent gain in 20X4 with
an 85.6 percent gain in 20X5. More than half of the NASDAQ’s 20X35 gain came
after the index crossed 3000 on November 3. The broad-market Wilshire 5000
Index closed at 13812.67, reflecting a quarterly gain of 18 percent. The Wilshire
5000 gained 22 percent in 20XS5 following similar growth in 20X4.

The monthly average yield to maturity on the 30-year Treasury bond during the
fourth quarter of 20X5 was 6.26 percent, 6.15 percent, and 6.35 percent, respec-
tively, for October, November, and December. Bond prices are negatively correlated
with their respective yields, which can shift abruptly on investor reactions to major
variances in reported economic data versus market expectations (i.e., expected infla-
tion, growth, monetary policy and other Fed action, etc.). With few exceptions,
yields have generally risen throughout the year. Oddly, the November Fed rate hike
did not result in a dramatic repricing, but in tandem with the Fed’s lack of action at
its later December meeting, bond prices fell abruptly in expesctation of high growth
and the possibility of impending action by the Fed to slow/the‘economy.

Interest Rates

After leaving interest rates unchanged at its Octcher § meeting, the Federal Reserve
Open Markets Committee (FOMC) raised interest rates by a quarter of a percent-
age point, the third increase in a threasiventh span. The change was made to
“markedly diminish the risk of risinz ‘nflation going forward.” Although the
FOMC remained idle at its December 21 meeting, it remains concerned “with the
possibility that over time increases ini demand will continue to exceed the growth in
potential supply.” Such trends could foster inflationary imbalances that would
undermine the economy’s periormance. Nonetheless, the FOMC decided to adopt
a symmetric directive in-arder to indicate that the focus of policy in the intermeet-
ing period must be to ensure a smooth transition into the year 20X6.1¢

EXERCISE 12: What types of industries would most likely be affected by
anticipated changes in interest rates?

Construction, Housing, and Real Estate

Home building is generally representative of overall economic activity because new
home construction stimulates a broad range of industrial, commercial, and con-
sumer spending and investment. According to the U.S. Commerce Department’s

L6Tbid.
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Bureau of the Census, new privately owned housing starts were at a seasonally
adjusted annualized rate of 1.712 million units in December, 7 percent above the
revised November estimate of 1.598 million units, but 2 percent below the
December 20X4 rate. Single-family housing starts in December were 1.402 million,
8 percent higher than the November level of 1.299 million units. An estimated
1.663 million privately owned housing units were started in 20X35, 3 percent above
the 20X4 figure of 1.617 million.

The seasonally adjusted annual rate of new housing building permits
(considered the best indicator of future housing starts) was 1.611 million units
in December, similar to the revised November rate of 1.612 million and 6 percent
below the December 20X4 estimate of 1.708 million.

Unemployment

According to the Labor Department’s Bureau of Labor Statistics, unemployment
levels during the fourth quarter remained historically low. The ainemployment rate
for October, November, and December was 4.1 percent, slishily lower than the
September rate of 4.2 percent. This marked the 30th corisecutive month that the
unemployment rate was below 5 percent. The unemployment rate for all of 20X35
was approximately 4.2 percent, down from 4.5 perceny in 20X4. Tight labor mar-
kets remain a theme of Federal Reserve concerng1~garding inflation. Productivity
enhancements and relatively constant levels of workers’ hours are believed to be
mitigating historically inflationary conditions.

Summary and Outlook

Economic growth, as measured by giowth in GDP, accelerated to 5.8 percent in the
fourth quarter of 20X35, after registering a revised 5.7 percent annualized rate in the
third quarter. Annual growti it GDP for 20X5 was 4.0 percent. Stock markets fin-
ished the year at record leveis. Both the Dow and S&P 500 experienced double-digit
growth for the fifth straight year, while the NASDAQ posted an 85.6 percent gain in
20X35. Bond prices geverally declined throughout the year but showed particular
weakness on rising yields late in the fourth quarter. Fourth-quarter inflation reflected
a seasonally adjusted annualized rate of 2.2 percent, representing a decrease from the
third-quarter rate of 4.2 percent. The rate of inflation for 20X5 was 2.7 percent,
higher than the 1.6 percent rate for 20X4. After leaving interest rates unchanged at
its October meeting, the Federal Reserve Open Markets Committee raised interest
rates by a quarter of a percentage point at its November meeting. No change was
made at the December meeting. Economic growth is expected to moderate somewhat
from recent levels, but should remain historically favorable with GDP growing at
3 percent to 4 percent. Inflation is expected to remain relatively mild at below 3 per-
cent, but increasing fuel prices are posing a significant threat to future price stability.

EXERCISE 13: What two economic indicators are probably the most
important in valuation?

. Unemployment levels and Gross Domestic Product (GDP)
b. Dow Jones Industrial Average and Producer Price Index
c. GDP and inflation

d. Inflation and unemployment levels

O
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National Economic Impact on Valuation

Analyzing the national economy is an important step in performing a valuation
because it helps to identify any risk that the economy may have in relation to the
Company. In this case, the economy appears to be performing well.

EXERCISE 14: In valuing a small geographically concentrated business,
which of these types of economic data should be considered?

a. International, national, regional, local
b. National, regional, local

c. Regional, local
d. Local only

REGIONAL ECONOMIC DATA (AS OF DECEMBER 8, 20X5):7

The economy remained strong in October and early Navember, but was expanding
more slowly than earlier in the year. Reports on_consuiaer spending were mixed,
with some noting strong sales growth for the first weekend of the 20XS5 holiday
shopping season.

Construction activity generally was strenio, despite softening on the residential
side. Overall manufacturing output rerrained strong, but conditions were varied
across industry segments. Lenders repo:-ted conditions similar to those noted in the
last report and reports no signs of surges in inventory borrowing or cash demand.
The labor markets remained much tighter than the rest of the nation, and seasonal
demand put additional strain.on some sectors of the market. The fall harvest was
complete, as was the planting of winter wheat. A survey of agricultural bankers
indicated that slow farm-loan repayments continued to be a problem.

Consumer Spending

Reports on consumer spending activity were mixed. Prior to the Thanksgiving
weekend, sales were well below most merchants’ expectations. However, several
retailers reported double-digit sales gains from a year ago for the Thanksgiving
weekend and most merchants expected a strong holiday sales season. Most
retailers’ reports cited unusually warm weather as contributing to lackluster pre-
Thanksgiving sales results, especially for cold-weather apparel. By contrast, sales
of appliances, electronics, and lawn and garden goods continued to be strong.
Retailers reported that inventories for most goods were in line with their
planned levels, but inventories of winter merchandise were high. They also noted
that they had not changed their promotional activity from a year earlier. Auto
dealers reported that lighter floor traffic and a slowdown in light vehicle sales
continued through October and into mid-November. One large auto group
noted that service activity was also down and that used-car prices weakened
considerably.

17 Anycity, Anystate, Anyregion (fictitious).
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Construction and Real Estate

Overall real estate and construction activity was robust but softer than earlier in the
year. Demand for both new and existing homes continued to ease in October and
early November, but most reports described the market as strong. Those Realtors
contacted indicated that sales in October and early November were down about 10
percent from very strong results a year earlier. Home builders’ reports appeared to
be more positive than Realtors’ reports, with most reports indicating new home
sales were unchanged or down slightly. Conditions in the nonresidential sector
remained strong and steady for the most part, according to most reports.
Development of light industrial space was steady to down slightly, as was the
development of infrastructure projects. A report from one of the largest metro areas
suggested that a few large office projects that have recently broken ground might
be the last of the current downtown office expansion. Some contractors noted that
many customers had changed strategies, preferring to hire the contractor viewed as
most likely to complete the job on schedule rather than going with the low bidder.

Manufacturing

The manufacturing sector generally remained strong, a'though activity varied by
industry segment. According to most automakers, sraers for light vehicles remained
strong nationwide. Inventories were generally.in good shape, although they were
reportedly lean for select models. Despite thete “onditions, the pricing environment
remained soft, with an increase in incemiive spending noted by some analysts.
Producers of agricultural and heavy const:uction equipment reported further soften-
ing in output in recent weeks, and most planned to reduce inventories further next
year, although not as aggressivelv ‘as this year. Reports expected domestic demand
would be relatively soft in the conisng year, while foreign demand was expected to pick
up. Wallboard producers indicated that demand remained very strong and factories
continued to run near capacity. With new capacity coming on stream, however, price
increases were expected o moderate in the coming months. A large manufacturer of
telecommunications e uipment noted that orders continued to recover from weak
sales early in the year, due in large part to strengthening demand in Asian markets.

Banking and Finance

Lending activity continued to be mixed in October and early November. Business
lending remained robust, and most bankers suggested that growth was steady. A few
reports indicated that overall asset quality on commercial loans might have deterio-
rated slightly, since intense competition for customers led some lenders to relax stan-
dards slightly. Some bankers appeared to be less optimistic about the near-term
commercial lending outlook than they had been in recent months. Household loan
demand softened further, according to most lenders, as new mortgage and refinanc-
ing activity continued to slow. Reports noted that asset quality on consumer loans
improved as existing bank and store credit-card balances were paid down, delin-
quencies slowed, and personal bankruptcies decreased. A report from one large
money center bank attributed this improvement to a lagged effect from strong refi-
nancing activity earlier in the year, and as a result, did not expect the improvement
to endure. None of the bankers contacted noted any unusual borrowing by busi-
nesses that would indicate an inventory buildup ahead of the year 20X6 rollover, nor
was there any noticeable increase in the demand for cash by consumers.



Valuation Case Study Exercises 17

Labor Markets

Labor markets remained very tight in October and early November, and worker
shortages appeared to intensify as the holiday hiring season began. Retailers and
others who increase hiring for the holidays were finding it particularly difficult to
staff positions this year. According to one report, many traditional seasonal work-
ers (such as students, homemakers, etc.) were already employed elsewhere, either
part- or full-time, as a result of overall strength in the economy. Some retailers
reportedly had gone to extraordinary lengths to attract seasonal hires by offering,
among other things, increased wages, steeper in-store discounts, and even tuition
reimbursement for part-time workers.

Demand for workers in most other sectors remained strong as well. Temporary
help firms in some metro areas reported increasing demand for manufacturing
workers, while there were a few reports of slackening demand for financial service
professionals, partly as a result of slowing mortgage applications. On balance,
reports suggested that overall wage pressures had not intensified further in recent
weeks. Staffing services reports indicated that wages were increasing fastest in the
administrative/clerical occupations while a slowdown in wage growth was noted
for information technology professionals. Reports from a 1a:ge trucking firm noted
the continued shortage of drivers was especially sericus during high seasonal
demand for transporting goods. Most reports contintu<d to argue that worker short-
ages were hampering the economic expansion

Agriculture

The fall corn and soybean harvest was 2ssentially complete in surrounding states.
Storage space for corn and soybeans was reported to be tight in some areas, due to
strong yields and a quick harvesi jace that caused grain deliveries to bunch up at
elevators. Winter wheat planting was finished and most of the crop had emerged,
but its condition had detericrated in some areas due to dry weather. A survey of
agricultural bankers indicated that farmland values were steady to weak during the
third quarter in sevevai-siates, with rising values in only two states. Bankers also
indicated that slow farm loan repayments continued to be a problem, and a major-
ity believed there would be an increase in the incidence of financially stressed
farmers selling assets during the fall and winter.

Regional Economic Impact on Valuation

The regional economy should also be analyzed in performing a valuation to help to
determine specific risks associated with the particular region in which the Company
operates. In this instance, the regional economy is performing very well in many
areas.

LOCAL ECONOMY

Anycity, Anystate was founded in 1810. It has an estimated population of 670,000
citizens and is approximately 326 square miles in area. The economy is made up
primarily of trade, services, and manufacturing. Anycity has the 12th-strongest
economy in the nation, according to a 20X4 economic analysis. The analysis stud-
ied factors such as employment, per capita personal income and construction, and
retail employment.
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According to a 20X4 study, Anycity, Anystate was one of the top ten metro-
politan areas in the nation as a hot spot for starting and growing young companies.
The survey measured the number of significant start-up firms created during the last
ten years and the number of ten-year-old firms that grew substantially during the
last four years. Also, in November 20X3, a national magazine named Anycity
one of the top ten “most improved cities” for business in the United States. Anystate
was ranked seventh based on cost of living, educational opportunities, quality of
life, and business issues. Construction activity also remained good.

Local Economic Impact on Valuation

The local economy is another important aspect to consider when performing a busi-
ness valuation. The local economy represents the immediate environment in which
the Company operates. The economy of Anycity, Anystate appears to be doing very
well. Thus, in our opinion, there is little risk associated with the local economy that
will affect the Company.

INDUSTRY OUTLOOK: WATER AND SEWER SYSTEMS'®

Water supply construction increased 5 percent in-20X4, while sewerage construc-
tion was about the same as the level in 20X3. Rothiof these construction categories
did well in the mid-20XXs, reflecting high levels of building construction as well as
work on long-deferred projects. The strarig construction market expected in 20X6
will help both categories do well. In th= 1onger term, waterworks probably will be
one of the more rapidly growing categories of public construction. The aqueduct
systems of most older cities are.so vld that extensive replacement work must be
done each year. The current level uf construction in the United States is much lower
than that needed to replace ‘waterworks every 50 years, which is the recommended
practice. Most water utilities are in a good position to raise the needed capital, so
a steady increase in replacement construction is likely through 20X6.

The Safe Driniing Water Act requires numerous upgrades and replacements of
water supply facilities. The Water Resources Act has expanded the role of the
Federal government in municipal water supply and appears to have facilitated
increased Federal funding for water supply construction. After 20X5, sewerage
construction probably will continue to increase, although at a growth rate lower
than that of the overall economy. Federal spending may not keep up with inflation,
but the state and local share will increase steadily. A growing market factor is the
need to repair, modernize, and replace the sewage treatment plants that were built
during the boom of the 1970s. The sustained recovery in building construction also
will support sewerage construction.

Impact on Valuation

The outlook for this industry is good. The Company is a subcontractor that does
mainly water-line and sewer work. The water and sewer portion of the construc-
tion sector appears to be growing and is expected to grow in the next few years.
The fact that there is a need of repairs and modernization of sewage treatment

8Industry outlook (fictitious).
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plants that were built a few decades ago also provides a positive outlook for the
Company.

EXERCISE 15: Which industry outlook factors are generally the most
important in supporting valuation assumptions?

a. Growth rates, profit margins, and risk

b. Regulatory and legal issues

c. Unemployment figures

d. Minority discounts and/or control premiums

HISTORICAL FINANCIAL ANALYSIS AND OVERVIEW
OF THE COMPANY

Financial statement amounts labeled “Dec-X4” represent (he nine-month period,
April 1, 20X4 through December 31, 20X4, due to change of year-end.

EXERCISE 16: What is the most important ase of historical financial data?

a. To determine how the company has performed
b. To assist in supporting anticipat¢a performance
c. To highlight profitability

d. To determine average profits

EXERCISE 17: Analysts typically spread five years of financial statements
because:

Revenue Ruling 59-60 requires five years

USPAP and SSVS No. 1 require five years

An economic cycle is often captured in five years

Most business plans are based on five years of projections

oo o

Income Statements

REVENUES

Revenues are generally the first component to be reviewed by financial analysts. All
other things equal, trends in revenues will translate into trends in profit margins, as
well as the Company’s ultimate fate. Increases in revenues, all things equal, should
lead to higher profitability as the Company’s fixed costs are spread over a wider
revenue base, leading to lower fixed costs per dollar of revenue. Table 1.1 represents
the actual revenues of the Company for each year and the growth trend associated
with each year.
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Table 1.1: Actual Revenues and Growth Trend

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X4 Dec-X5
Revenues |$12,198,433 | $11,345,938 | $10,726,214 | $11,558,858 | $12,278,556 | $14,819,373
% Change —7.0% -5.5% 7.8% N/A 20.7%

As can be seen, the Company’s revenues have increased toward the latter
part of the analysis period. The revenues for the nine-month period ending
December 20X4 were higher than any of the previous 12-month periods. Over
the period 20X1 to 20X35, the compound growth rate in revenues was approxi-
mately 4 percent.

GOST OF GOODS SOLD

To compare the Company to the industry, we used the 20X5/20X6 Benchmark
Studies [fictitious]. We believe that the appropriate industry.classification for the
Company is Standard Industrial Classification Code 1623: Construction: Water,
Sewer, Pipeline, Communication and Power Line—GeneraiContractors. According
to the Benchmark Studies, the cost of goods sold averaged 78.2 percent. As pre-
sented in Table 1.2, the Company’s cost of goods'soi«i‘as a percentage of revenues
was 78.8 percent in 20X5, which is comparable 10 che industry average.

Table 1.2: Cost of Goods Sold and Percentage of Fevanues

Mar-X1 Mar-X2 MiavX3 Mar-X4 Dec-X4 Dec-X5
Cost of \
Goods Sold | $9,774,937 | $9,301,97C. '$8,193,650 | $8,804,580 | $8,868,450 | $11,676,380
% of Sales 80.1% 82.0% " | 76.4% 76.2% 72.2% 78.8%
OPERATING EXPENSES

According to the Benchmark Studies, operating expenses as a percentage of sales
for companies in this industry were approximately 14.2 percent in 20X5. As pre-
sented in Table 1.3, the Company’s operating expense as a percentage of sales was
approximately 8.1 percent in 20X35, significantly lower than that of the industry

average.

Table 1.3: Operating Expenses and Percentage of Revenues

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X4 Dec-X5
Operating
Expenses $1,135,984 | $818,233 | $1,213,537 | $1,563,721 | $872,841 | $1,202,237
% of Sales 9.3% 7.2% 11.3% 13.5% 71% 8.1%

Balance Sheets

ASSETS

Current assets usually consist of cash and cash equivalents, accounts receivable,
inventory, and other current assets, which usually consist of prepaid expenses.
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ASSET MIX

Over the period, the majority of the Company’s assets has been in fixed assets and
contract receivables. Table 1.4 illustrates the Company’s asset mix as a percentage
of total assets.

Table 1.4: Asset Mix Percentages

Mar-X1 | Mar-X2 | Mar-X3 | Mar-X4 | Dec-X4 | Dec-X5 | Benchmark

Cash and Equivalents 13.8% | 9.0% | 10.2% | 10.5% 1.7% 4.6% 11.2%

Contract Receivables 19.6% | 15.8% | 12.6% | 10.1% | 39.3% | 34.3% 39.9%

Inventories 0.2% | 0.2% 0.3% 0.2% 0.1% 0.6% 1.0%
Other Current Assets 5.8% 8.9% | 14.2% | 22.3% 9.7% 5.9% 7.7%
Net Fixed Assets 54.4% | 58.8% | 59.6% | 55.3% | 47.9% | 53.3% 33.5%
Other Assets 6.2% | 71% 3.3% 1.6% 1.3% 1.3% 6.7%

As shown in Table 1.4, the Company’s asset mix was salie for the most part.
The contract receivables increased significantly in 20X4. and 20X5 due to the
change in the reporting periods. The contract receivables tend to be higher at the
December 31 year-end than they were at the March 5-year-end. The Company also
has a much higher percentage of net fixed assetshan the industry average. The
Company maintained a lower cash balance tiian the industry has in the past few
years, but that again is mainly due to the change in the fiscal year-ends.

LIABILITIES

The majority of the liabilities ccnsisted of long-term debt, including the current por-
tion. Table 1.5 illustrates the-Company’s liabilities mix as a percentage of total lia-
bilities and stockholders’ equity.

Table 1.5: Liability Mix Percentages

Mar-X1 | Mar-X2 | Mar-X3 | Mar-X4 | Dec-X4 | Dec-X5 | Benchmark
Short-Term Notes 2.2% 2.5% 2.4% 2.9% 8.7% 2.9% 3.4%
Current Portion of LTD 0.0% 0.0% 0.0% 0.0% 3.9% 6.8% 4.8%
Accounts Payable 3.2% 7.4% 3.1% 4.3% 6.3% 7.7% 15.2%
Other Current Liabilities | 12.9% 6.2% 41% | 15.9% 4.3% 5.9% 12.8%
Long-Term Debt 10.4% | 12.6% | 14.5% | 13.4% 6.7% 41% 12.9%
Equity 71.3% | 71.3% | 75.9% | 63.5% |70.0% | 72.6% 50.9%

The liability section of the balance sheet was also stable. The largest liabilities
were the accounts payable and the long-term debt. The equity as a percent is much
higher than the industry average.

EQUITY

Stockholders’ equity refers to the difference between the book value of a company’s
assets and its liabilities. The stockholders’ equity increased each year over the
period analyzed. During the entire period from March 20X1 to December 20X35,
the stockholders’ equity grew 109.8 percent.
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Financial Ratio Analysis

Ratios for the nine-month period ending December 31, 20X4, are not presented.

EXERCISE 18:
cial ratios are:

The main drawbacks of publicly available benchmark finan-

a. There are very few SIC codes.

b. They calculate the ratios incorrectly.

c. The companies that make up the data cannot be used to determine
pricing ratios or capitalization rates.

d. The information is from public companies.

The industry statistics used in the ratio analysis were taken from Benchmark
Studies. The median statistics are for businesses whose primary Standard Industrial
Classification Code is 1623: Construction: Water, Sewer, Pipe!ine, Communication
and Power Line—General Contractors.

Ratios are divided into four groups, each representing-an important aspect of
the Company’s financial position. The groups are liguidity, activity, leverage, and
profitability.

Liquidity Ratios

Liquidity analysis assesses the risk level~and ability of a company to meet its cur-
rent obligations. It represents the availalulity of cash and the company’s ability to
eventually convert its liquidity into-cash.

CURRENT RATIO

The current ratio compares current assets to current liabilities. It measures the mar-
gin of safety a comwany has for paying short-term debts in the event of a reduction
in current assets. It aiso gives an idea of a company’s ability to meet day-to-day pay-
ment obligations. Generally, a higher ratio is better.

Table 1.6: Current Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company 2.3 2.1 3.9 1.9 2.0
Industry 14 1.2 1.2 1.5 1.5

The Company’s current ratio was consistently above the industry average over
the period, as shown in Table 1.6. The Company’s ratio is higher than the industry
because of its lower current liabilities.

QUICK RATIO

The quick ratio adds accounts receivables to cash and short-term investments and
compares the sum to current liabilities. The resulting ratio measures a company’s
ability to cover its current liabilities without having to convert inventory to cash.
Generally, a higher ratio is better.
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Table 1.7: Quick Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company 1.9 15 24 09 1.7
Industry 1.1 1.0 1.0 1.2 1.2

As shown in Table 1.7, the Company’s ratios fluctuated over the period. The
basic difference between the current and quick ratio is that the quick ratio includes
only cash and receivables as the numerator. Thus, inventory is not included. As can
be seen from the table, the industry averages contained a larger inventory base due
to the lower ratio. The Company carried a minimal inventory of materials and sup-
plies. In 20X4, the Company’s ratio was lower than the industry average because
of a large increase in current liabilities in that year. Other than that year, the
Company has been very liquid and could easily cover its current maturities.

Conclusion of Liquidity Ratios

The Company appears to have lower risk than that of the industry. The current
ratio and the quick ratio are above the industry average for the most part. Thus, the
Company would have little difficulty covering its cvligations when compared to
other companies within the industry.

ACTIVITY RATIOS

Activity ratios, also known as efficienc;: ratios, describe the relationship between
the Company’s level of operations.and the assets needed to sustain the activity. The
higher the ratio, the more efficienit the Company’s operations, as relatively fewer
assets are required to maintait. a given level of operations. Although these ratios do
not measure profitability or iiquidity directly, they are ultimately important factors
affecting those performance indicators.

Collection Period Ratio

The collection period ratio, also known as the day’s sales in receivables, multiplies
accounts receivable at year-end by 3635, then divides the result by net sales for the
year. This ratio measures how much control a company has over its accounts receiv-
able, and indicates how many days, on the average, it takes that company to con-
vert accounts receivable to cash. Generally, the smaller the number of days, the
better.

Table 1.8: Collection Period Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company 19 19 16 16 58
Industry 55 54 59 63 60

Compared to the industry, the Company was better at collecting receivables.
For the years represented in Table 1.8, the Company converted its accounts receiv-
able to cash more quickly than the other companies within the industry. The
Company’s collection period ratio was higher in 20XS5 due to exceptional circum-
stances concerning two accounts.



24 FINANCIAL VALUATION WORKBOOK

Fixed Assets Activity Ratio

The fixed assets activity ratio compares net sales to fixed assets. It indicates a com-
pany’s ability to generate net sales from the use of its fixed assets. Largely depreci-
ated fixed assets or a labor-intensive operation may cause a distortion of this ratio.
Generally, a higher ratio is better.

Table 1.9: Fixed Assets Activity Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company 6.9 5.2 4.7 4.1 4.1
Industry 5.8 6.2 6.1 6.9 6.4

The Company appears worse than the industry average during the period, as
demonstrated in Table 1.9. The Company appears to have not used its fixed assets in
generating revenues as effectively as the industry. However, the Campany owns all of
its equipment and machinery, as opposed to renting. Thus, the higher amount of fixed
assets causes the ratio to be low as opposed to the industry figures. Most companies of
this nature do not own all of their equipment. The industzv averages most likely rep-
resent companies that both rent and own their respective ¢quipment and machinery.

ASSET MANAGEMENT RATIO

The asset management ratio compares rei-saies to total assets. It measures a com-
pany’s ability to generate sales volum# using its assets. It is useful in comparing
companies within specific industry groups on their effective employment of assets.
Generally, a higher ratio is better

Table 1.10: Asset Mana;n_e;lent Ratios

IV'._f1r7X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company [~ 3.7 3.0 2.8 23 2.2
Industry | 2.1 2.0 1.9 2.4 2.2

The Company’s average decreased each year. The Company’s trend (as shown
in Table 1.10) was worse than the industry for the most recent two years. The
Company is not generating sales volume by using its assets as effectively as in the
past, but is comparable to other companies in the industry currently.

Conclusion of Activity Ratios

The Company seems to be doing better and worse than the industry in this cate-
gory. The Company does collect its receivables more quickly than other companies
within the industry, for the most part. However, the Company is not as effective as
other companies within the industry with fixed assets, but this may be affected by
the high level of fixed assets it owns.

LEVERAGE RATIOS

Leverage ratios measure the relative exposure of the creditors versus the sharehold-
ers of a business. Leveraged companies accrue excess returns to their shareholders
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as long as the rate of return on the investments financed by debt is greater than the
cost of debt. However, financial leverage brings additional risks, primarily in the
form of fixed costs that would adversely affect profitability if revenues decline.
Additionally, the priority of interest and debt can have a severe negative impact on
a company when adversity strikes. The inability to meet these obligations may lead
to default and possibly bankruptcy.

Net Fixed Assets to Equity

The net fixed-assets-to-equity ratio divides net fixed assets by a company’s equity.
It measures a company’s ability to support the acquisition of fixed assets by using
the original investment plus retained earnings. Generally, a low ratio is better.

Table 1.11: Net Fixed Assets to Equity Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-¥4 Dec-X5
Company 0.8 0.8 0.8 £9 0.7
Industry 0.7 0.8 0.7 ~.08 0.6

Overall, the Company is close to the industry aerages. The Company’s ratio
was pretty stable over the period, as shown in Tab!» 1.11. Generally, the Company
would have no problem supporting the acquicition of fixed assets with retained
earnings.

Total Deht to Equity Ratio
The debt-to-equity ratio comparss.a company’s total liabilities to its net worth. It

expresses the degree of protection provided by the owners for the creditors.
Generally, a lower ratio is'better.

Table 1.12: Dei io Cquity Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company 0.4 0.4 0.3 0.6 0.4
Industry 1.3 1.2 1.0 1.1 1.0

The Company’s ratio has been better than the industry averages for every year.
A lower ratio indicates less debt in relation to equity. As presented in Table 1.12,
the Company had less debt than the industry.

Conclusion of Leverage Ratios

The Company is leveraged and contains some debt and related interest expense, but
its debt is still not as high as the industry averages. The Company should have
little trouble supporting the purchase of fixed assets with retained earnings. The
Company also has the capacity to take on some long-term debt if necessary.

PROFITABILITY RATIOS

Profitability ratios measure the ability of a company to generate returns for its
stockholders.
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Return on Equity

The return on equity ratio compares pretax income to equity. It measures a com-
pany’s ability to generate a profit on the owner’s investment. Generally, a higher
ratio is better.

Table 1.13: Return on Equity Ratios

Mar-X1 Mar-X2 Mar-X3 Mar-X4 Dec-X5
Company 54.9% 47.3% 46.8% 41.4% 40.3%
Industry 30.5% 32.7% 31.9% 28.8% 31.2%

Although the Company’s return-on-equity ratio has deteriorated during the
period under analysis, it is still higher than the industry average, as presented in
Table 1.13.

Return on Assets Ratio

The return on asset ratio is calculated by dividing pr=t2x income by total assets.
This ratio expresses the pretax return on total assess-and measures the effective-
ness of management in employing available respurces. Generally, a higher ratio is
better.

Table 1.14: Return on Asset Ratios __

Mar-X1 Mat:X2 Mar-X3 Mar-X4 Dec-X5
Company 39.7% | -83.7% 35.5% 26.3% 29.3%
Industry 212% < 26.2% 19.8% 23.2% 19.9%

Table 1.14 shows the Company’s ratio was better than the industry average for
each year in the analysiy period.

Conclusion of Profitability Ratios

The Company is profitable and appears to be outperforming the industry, although
there is a recent decrease in the margins.

EXERCISE 19: Indicate whether you believe that LEGGO is a better or
worse performer based on the financial ratios and trends previously
presented.
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VALUATION AT FAIR MARKET VALUE

Valuation Approaches and Methods

Three traditional approaches can be used to value an interest in an operating
business such as LEGGO Construction, Inc.: the income approach, the market
approach, and the asset approach.”

INCOME APPROACH

“Income (Income-Based) Approach—a general way of determining a value indica-
tion of a business, business ownership interest, security, or intangible asset using
one or more methods that convert anticipated economic benefits into a present sin-
gle amount.”

The application of the income approach establishes value by methods that dis-
count or capitalize earnings and/or cash flow, by a discount or-capitalization rate
that reflects market rate of return expectations, market conditions, and the relative
risk of the investment. Generally, this can be accomplished 13 the capitalization of
earnings or cash flow method and/or the discounted cash flow method.

MARKET APPROACH

“Market (Market-Based) Approach—a gencizl'way of determining a value indica-
tion of a business, business ownership int=rest, security, or intangible asset by using
one or more methods that compare the subject to similar businesses, business own-
ership interests, securities, or intangih'e assets that have been sold.”

Generally, this can be accomipiisned by a comparison to publicly traded guide-
line companies or by an analysiy of actual transactions of similar businesses sold. It
may also include an analysis o1 prior transactions in the company’s stock, if any.

ASSET APPROACH

“Asset (Asset-Based) Approach—a general way of determining a value indication of
a business, business ownership interest, or security, using one or more methods
based on the value of the assets net of liabilities.”

This approach can include the value of both tangible and intangible assets.
However, this approach is often unnecessary in the valuation of a profitable oper-
ating company as a going concern, as the tangible and intangible assets are auto-
matically included, in aggregate, in the market and income approaches to value.

Summary of the Valuation Approaches and Methods

In our valuation of LEGGO, we considered all three approaches to value. Under the
income approach, we used the capitalized cash flow method, using the normalized
historical cash flows of the Company. Under the market approach, we prepared an
analysis using the guideline public company method and the guideline company
transactions method. We determined that the underlying asset approach was not
necessary for the valuation of LEGGO, as the business enterprise value clearly

PDefinitions for the Income, Market, and Asset approach are taken from the International
Glossary of Business Valuation Terms.
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exceeds the value of the underlying tangible and financial assets and captures the
value of all intangible assets and goodwill. LEGGO is worth more as a going con-
cern than in liquidation, whether orderly or forced.

EXERCISE 20: All three approaches to value must be applied in all valua-
tions.

a. True
b. False

Asset Approach

ADJUSTED BOOK VALUE METHOD

The adjusted book value method consists of determining the {air market value of a
company’s assets and subtracting the fair market value of its liabilities to arrive at
the fair market value of the equity. Both tangible and ‘ntangible assets are valued.
Appraisals are used to value certain assets, and the-emaining assets and liabilities
are often included at book value, which is somet'r: s assumed to approximate fair
market value. This method does not provide a-si ong measure of value for goodwill
or other intangible assets, which are merc-ieasonably supported through the
Company’s income stream. In this case. 'th= value under the adjusted book value
method was less than the values ceolculated under the income and market
approaches. Thus, the adjusted book-value method was not used in the determina-
tion of a conclusion of value forthe Company.

EXCESS CASH FLOW METHOD

The excess cash flow wiethod, which is sometimes referred to as the excess earnings
or formula method, is based on the excess cash flow or earnings available after a
percentage return on the net tangible assets used in a business have been subtracted.
This residual amount of cash flow is capitalized at a percentage return for intangi-
ble assets of the business to derive the intangible asset value. This method is often
used for very small businesses and in marital dissolution proceedings. The Internal
Revenue Service’s position on this method is that it should only be used when no
better method exists.?? It was not used in the valuation of LEGGO since more
appropriate methods were available.

EXERCISE 21: In what type of valuation setting is the excess cash flow
method most often used?

ESOPs (employee stock ownership plans)
Estate tax

Dissenting rights

Marital dissolution

oo o

20Revenue Ruling 68-609.
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EXERCISE 22: On which Revenue Ruling is the excess cash flow method
based?

Revenue Ruling 59-60

Revenue Ruling 83-120
Revenue Ruling 68-609
Revenue Ruling 77-287

oo o

Income Approach

CAPITALIZED CASH FLOW METHOD (PREDEBT/INVESTED CAPITAL BASIS)

The capitalized cash flow method determines the value of a conmipany as the present
value of all of the future cash flows that the business can geterate to infinity. An
appropriate cash flow is determined, then divided by a risk-«djusted capitalization
rate, here the weighted average cost of capital. In this.instance, control cash flows
were used. This method was used to determine the Con pany’s indicated value. The
value is stated on a marketable, control interest baxis.

EXERCISE 23: Which method(s) is(ar=) considered valid under the income
approach?

a. Guideline public company snzthod
b. Discounted cash flow method

c. Capitalized cash flow . inechod

d. Excess cash flow metiiod

EXERCISE 24: In which situation(s) would a capitalized cash flow method
be more applicable?

a. When a company’s future performance is anticipated to change from its
prior performance

b. In litigation settings

c. When a single historical or pro forma amount of cash flow is antici-
pated to be earned with a constant growth in the future

d. When valuing very small businesses

EXERCISE 25:  List the two main bases when using the capitalized cash flow
(CCF) or discounted cash flow (DCF) methods of the income approach.

1.
2.
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Determination of Appropriate Control Gash Flow

Under the capitalized cash flow method, we used a predebt/invested capital basis for
our calculation. This is due, in part, to the fact that the interest being valued is on
a control interest basis. This control interest can influence the amount of debt held
by the Company. We began our analysis with the adjusted pretax earnings at the
date of valuation and for the five years prior to the date of valuation. The adjust-
ments that were made to arrive at adjusted pretax earnings include an adjustment
to officers’ compensation, a control adjustment. We then made adjustments for
interest expense, nonrecurring items, and items that are not reflective of operations,
to the pretax earnings.

EXERCISE 26: Under the direct equity basis, what are the components of
net cash flow?

EXERCISE 27: For the invected capital basis of the income approach, list
the components of net casix flow.

EXERCISE 28: What is the difference between minority cash flows and
control cash flows?
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EXERCISE 29: Which adjustment(s) are made when valuing both minority
and control cash flows?

Nonrecurring items
Nonoperating assets
Excess compensation
Perquisites

Taxes

o o0 o

EXERCISE 30: Assume the company does not have any control adjustments
and the company is run to the benefit of all shareholders without any share-
holders taking out cash flow over or above what they are entitled. Is this value
control or minority?

The next adjustment was to.adé back the depreciation expense. This is a non-
cash expense and should be added back to arrive at an appropriate cash flow. The
adjustment for the gains andlosses on the sale of marketable securities was made
because the marketable securities are considered an excess/nonoperating asset. All
income and expenses related to excess/nonoperating assets are taken out of the
income stream, because the total value of these assets is unrelated to the indicated
value of operations. The reason for the adjustments to dividend income, income
from the investment in a partnership, and unrealized gains on marketable securi-
ties is the same. These assets relate to excess/nonoperating assets and must be
taken out of the income stream. The second adjustment was an adjustment to the
interest income.

EXERCISE 31: List some of the nonoperating/excess assets that are some-
times encountered in a business valuation.
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EXERCISE 32: In valuing a control interest in a corporation, most analysts
agree that the nonoperating and/or excess assets of the business must be
removed out of the operating business, then added back at fair market value.

a. True
b. False

EXERCISE 33: In valuing a minority interest of a company, most analysts
agree that the nonoperating and/or excess assets of the business must be
removed out of the operating business, and then be added back at fair market
value.

a. True
b. False

The resulting amount for each year (adjusted inceme before income tax) was
then averaged. We believe a straight average is.aperopriate due to the cyclical
nature of the Company. However, the Company changed year-ends in 20X4.
Since we have nine months of data at December 31, 20X4, an adjustment was
made accordingly.

EXERCISE 34: In the valuation of LEGGO, the analyst decided to use a
straight average of the adjusted income before income taxes for five historical
years. Besides a straight average, what other method(s) can be used to deter-
mine the appropriate cash flow to be capitalized into perpetuity?

Weighted average

Most recei't fiscal year

Most recent trailing 12 months
Trend line analysis/next year’s budget
DCEF average of next three years

oo ow

EXERCISE 35: Analysts will generally use a straight historical average
where the earnings and cash flows are more volatile.

a. True
b. False

The next step was to deduct an estimated ongoing depreciation expense in
order to calculate state and Federal taxes. In this instance, the ongoing depreciation
expense was estimated to be $650,000 based on estimated future capital expendi-
tures. After the ongoing depreciation was deducted, state and Federal taxes were
calculated at a combined rate of 40 percent and deducted. The amount that resulted
was adjusted income predebt and after-tax.
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EXERCISE 36: Which situation is most appropriate when adjusting cash
flows for depreciation and capital expenditures?

a. Capital expenditures should be similar to or exceed depreciation.
b. Depreciation should exceed capital expenditures.
c. The actual unadjusted amounts should be capitalized.

EXERCISE 37: Assuming taxes are to be deducted, what two choices are
there in making the tax adjustments?

a. Tax each year historically, then determine the average.

b. Taxes should never be deducted in the value of an S corporation.

c. Make all adjustments in the historical period pretax, determine the
average, then deduct for taxes.

Three further adjustments were then made to the predehe and after-tax income.
The ongoing depreciation that was deducted to caleulace taxes was added back
because it is not a cash expense. The estimated {uture capital expenditures were
then deducted. In this case, it was estimated that Tature capital expenditures would
approximate $650,000 per year based on historical trends and management input.
[Note: There are many analysts that present o1going annual capital expenditures as
exceeding depreciation due to inflation-cia cost increases. Offsetting the two is a
simplifying adjustment. See Chapter, 5 of Financial Valuation: Applications and
Models, Third Edition.] The final adjustment was a working capital adjustment.
The formula for this adjustmen¢.s vased on industry data, as shown in Table 1.15.
After making these final threc adjustments, predebt and after-tax cash flow was
$1,000,964. We believe that this cash flow is representative of future operations.
The cash flow was thendivided by a risk-adjusted capitalization rate using weighted
average cost of capital_which is discussed next, to derive a value of the operations.

Table 1.15: Working Capital Adjustment Formula

Current Year Revenue X Expected Growth Rate = Projected Revenue
Projected Revenue - Current Year Revenue = Change in Revenue
Change in Revenue +  Sales to Working Capital Ratio =  Working Capital Adjustment

EXERCISE 38: Which economic benefit stream(s) can be used for cash flow
in a capitalized cash flow method?

After-tax income

Pretax income

Net cash flow

EBITDA (Earnings before interest, taxes, depreciation, and amortiza-
tion)

Revenues

Debt-free net income

g. Debt-free cash flow

oo o

o

lma
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DETERMINATION OF WEIGHTED AVERAGE COST OF CAPITAL

EXERCISE 39: When using the direct equity basis instead of the invested
capital basis, assumptions of capital structure can be avoided.

a. True
b. False

There are a number of steps involved in calculating the weighted average cost of
capital (WACC). These steps involve calculating the cost of equity, the cost of debt,
and the determination of an optimal capital structure for the Company using indus-
try averages. The WACC formula is:

WACC = We(Ke) + Wd (Kg)(1 - 1)

Where
We = Percentage of equity in the capital structare (at market value)
Ke = Cost of equity
Wd = Percentage of debt in the capital-structure (at market value)
K4 = Cost of debt, pretax
t = Taxrate

EXERCISE 40: When using the invesced capital basis to determine a control
value, you should always use aiv-optimal capital structure in the weighted
average cost of capital.

a. True
b. False

Cost of Equity

EXERCISE 41: Name the two methods most often used to derive a cost of
equity in the income approach.

1.
2.

EXERCISE 42: When using the modified capital asset pricing model
(MCAPM) to derive an equity cost of capital for a control interest, it is some-
times necessary to adjust beta for differences between the capital structure of
the public companies and the capital structure of the subject company being
valued. This is not necessary if the capital structure is assumed to be the same.
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Given the following information, and if the MCAPM was used for LEGGO,
calculate the unlevered and relevered beta using the Hamada formula.
a. Average beta of guideline public companies = 1.4

Tax rate = 40%

Market value capital structure = 35% debt, 65% equity

The formula for unlevered beta is:

Bu = BI/(1+(1-t)(Wd/We))
Where
Bu = Beta unlevered
Bl = Beta levered
t = Tax rate for the company
Wd = Percentage of debt in the capital structure (at market value)
We = Percentage of equity in the capital structure (at market value)

b. Assuming that LEGGO has a capital structure of 25 vercent debt and 75 per-
cent equity and that the MCAPM can be used vizat would be the beta?

The formula to relever the beta is:
Bl = Bu(l+(1-t)(Wd/We\

EXERCISE 43: Should buildia method and MCAPM rates of return be
applied to income or cash flow?

EXERCISE 44: Which of these rates of return are derived using Ibbotson
and Duff & Phelps data?

a. Minority rates of return
b. Control rates of return
¢. Majority rates of return
d. Neutral

We used a build-up method to calculate the cost of equity. The first step was
to begin with the risk-free rate of return, represented by the yield on long-term
(20-year) constant maturity U.S. Treasury coupon bonds of 4.5 percent, as reported
in the Federal Reserve Bulletin at the date of valuation.
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EXERCISE 45: Why are long-term 20-year U.S. Treasury coupon bonds
most often used for the risk-free rate of return in both the build-up method
and the MCAPM?

The second and third steps are to add the common stock equity risk premium
and the size risk premium, both calculated using Ibbotson’s SBBI Valuation
Yearbook and the Duff & Phelps Risk Premium Report.

EXERCISE 46: What benchmark is the Ibbotson and Duff & Phelps com-
mon stock equity risk premium return most often based on?

a. S&P 500

b. New York Stock Exchange
c

d

. Dow Jones Industrial Average
. Russell 5000

EXERCISE 47: In applying an Ibbotson size risk premium, what are the
choices available to analysts?

10th-decile ani'ual beta
10th-decile snoiithly beta
10th-decile'sum beta
10A monthly beta

10B monthly beta
Micro-cap annual beta
Micro-cap monthly beta
Micro-cap sum beta
10W

10X

10Y

. 107

m. All of the above

TR R me a0 o

The final step is to add a company-specific premium that takes into account
additional risks specific to the Company. These additional risks include:

o Company’s depth of management. The Company appears to have sufficient
depth of management.
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The importance of key personnel to the Company. The Company does have
several key employees whose loss would have a negative impact on the
Company.

The growth potential in the Company’s market. The water and sewer portion
of the construction sector appears to be growing and is expected to grow in the
next few years. (See earlier discussion on the industry outlook section.)

The stability of the Company’s earnings and gross profits. The Company has a
consistent history of generating profits.

The Company’s bidding success rates. The Company has had good bidding suc-
cess. The Company has also maintained good profit margins. This indicates that
the Company’s bidding success is not due to underpricing contracts.

The financial structure of the Company. The Company is financially sound.
The geographic location of the Company. The Company is located in Anycity,
Anystate. (See earlier discussion on the local economy.)

The Company’s order backlogs. The Company has a sufficient amount of con-
tract backlogs.

The diversification of the Company’s customer base.~The majority of the
Company’s revenue is generated from only a few custsiners. The Company
could be negatively impacted should any of these custemers be lost.

After considering the financial ratio analysis and these risk factors, plus the size

of the company as compared to the Ibbotson canipanies, it is our opinion that a
company-specific premium of 4 percent is aparopriate for the Company.

EXERCISE 48: A list of risk faciors ' was previously presented for LEGGO
to calculate the specific risk pretaium. Discuss the different methods for deter-
mining what the actual specific risk premium should be.

EXERCISE 49: Specific company risk premiums can be determined from
Ibbotson data.

a. True
b. False

EXERCISE 50: Assume that the Ibbotson historical equity risk premium is

7 percent and the 10th-decile size premium is 6 percent. Calculate the cost of
equity for LEGGO.
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Rf = Risk-free rate of return = _
RPm = Equity risk premium = -
RPs = Size premium = _
RPu = Specific company risk = -
Ke = Cost of equity = _

EXERCISE 51: Assume that the Ibbotson supply side equity risk premium

is 6 percent and the 10th-decile size premium is 6 percent. Calculate the cost
of equity for LEGGO.

Rf = Risk-free rate of return = _
RPm = Equity risk premium = -
RPs = Size premium = _
RPu = Specific company risk = -

Ke Cost of equity =

EXERCISE 52: Assume that the Duff & Plieiss equity risk premium is 5
percent and the 25th-size category premiuns-ic 7 percent. Calculate the cost of
equity for LEGGO.

Rf = Risk-free rate of.resurn = _
RPm = Equity risk premium = -
RPs = Size preminin = _
RPu = Specific company risk = -

Ke

Cost oi-equity =

EXERCISE 53: Assume that the Duff & Phelps combined equity risk pre-
mium and size premium for the 25th-size category is 14 percent. Calculate the
cost of equity for LEGGO.

Rf = Risk-free rate of return = _
(RPm & RPs) = Risk premium = _
RPu =  Specific company risk = -
Ke = Cost of equity = _

EXERCISE 54: Duff & Phelps presents risk premium data based on three
measures of risk that are not based initially on size. Name those three mea-
sures of risk.

1.
2.




Valuation Case Study Exercises 39

EXERCISE 55: Assume that the analysis using the three alternative mea-
sures of risk from Duff & Phelps results in a cost of equity of 20 percent.
What is the range of the five costs of equity for LEGGO and what is the
conclusion for the cost of equity? Explain your reasons and support.

Range of costs of equity: ___% to __ %
Concluded cost of equity ___ %
Supporting reasons:

Given the range of costs of equity, we selected 21 -percent (rounded) for
LEGGO.

Cost of Debt

Next, we determined the cost of debt. To/caiculate this rate, we began by deter-
mining the Company’s actual borrowing rate at the date of valuation. The
Company’s actual current borrowing raie was 8 percent. To this rate, which is
called the debt rate, a 40 percent tax rute 1s deducted. The result is the after-tax cost
of debt of 4.8 percent.

EXERCISE 56: Wkich of these factors causes the cost of debt to be tax-
affected?

Debt principal is tax deductible.

Interest expense is tax deductible.

It should not be tax-affected since equity is not tax-affected.
Debt and interest are tax deductible.

oo o

Weighted Average Cost of Capital

Finally, we determined the WACC using the debt and equity rates that were
already calculated. The equity discount rate is multiplied by an equity percentage,
and the debt discount rate is multiplied by a debt percentage as determined based
on average capital structure for a company in this industry. In this instance, an 80
percent equity weight and a 20 percent debt weight were determined from indus-
try averages (illustration only). The percentages were then multiplied by the
equity and debt discount rates calculated earlier (21 percent and 8 percent) and
then summed to arrive at the WACC discount rate. This rate was calculated to be
17.8 percent.
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EXERCISE 57: Using the information in the text, calculate the weighted
average cost of capital for LEGGO.

EXERCISE 58: Which methods can be used to determine the weights in the
weighted average cost of capital?

Iterative process

Guideline public companies
Aggregated public industry data
Risk Management Associates
Troy

Book values

Anticipated capital structure

©me a0 o

EXERCISE 59: Explain the iterative process for determining the weights in
the weighted average cost of capital.

EXERCISE 60: Changing the amount of debt in the capital structure of the
company has no effect on the return on equity.

a. True
b. False

EXERCISE 61: When valuing a control interest in a company, should you
use the optimal capital structure based on public data or the capital structure
anticipated to be employed by the owner of the company?
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From this amount, a 3 percent growth factor is deducted to arrive at a net cash flow
capitalization rate for the next year. The 3 percent growth factor is a long-term
inflationary component used to adjust the capitalization rate. It was also based on
management’s projection of growth. The rate derived after deducting the 3 percent
was divided by 1 plus the growth rate to arrive at a net cash flow capitalization rate
for the current year. In this instance, the rate amounts to 14.4 percent, which
rounds to 14 percent.

Another common method for capitalizing cash flow is to take the indicated
amount of cash flow, here estimated based on a straight historical average of
normalized earnings, adjusted to cash flow; grow that amount by the anticipated
long-term average growth rate, here 3 percent; then capitalize that amount
one year out at the capitalization rate, here 14.8 percent, which rounds to
15 percent.

EXERCISE 62: Calculate the capitalization rate from the ii.férmation in the
text and calculate the value.

EXERCISE 63: TItems\used to support growth rates in the capitalized cash
flow method of the incorne approach include:

Inflation
Nominal G:oss Domestic Product
Industry growth rate

Actual historical company growth rate
All of the above

oo os

Capitalized Gash Flow Method Conclusion of Value on a Marketable,
Control Interest Basis

The indicated value of the Company’s invested capital determined under this
method was $7,149,743, which was stated on a marketable, control interest
basis. The final step was to add nonoperating/excess assets and subtract any
structured debt that the Company possessed at the date of valuation. In this
instance, the Company possessed excess/nonoperating assets of $388,580. These
assets included marketable securities, an investment in a partnership, other
receivables, and life insurance premiums receivable. The Company also held
interest-bearing debt of $918,121. Thus, after adding the nonoperating assets and
subtracting the interest-bearing debt, a value of $6,620,202 is derived, as shown
in Table 1.16.
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Table 1.16: Income Approach—Capitalized Cash Flow Method
Calculated Values

Invested Capital $7,149,743
Add: Nonoperating Assets 388,580
Less: Interest-Bearing Debt (918.121)
Value on a Marketable, Control Interest Basis $6.620.202

DISCOUNTED CASH FLOW METHOD

EXERCISE 64: When is it more appropriate to use a discounted cash flow
method instead of a capitalized cash flow method?

The discounted cash flow method is a mnitiple period valuation model that converts
a future series of economic income or cash flow into value by reducing it to present
worth at a rate of return (discount iave) that reflects the risk inherent therein. The
income might be pretax, after-tax,ebt-free, free cash flow, or some other measure
deemed appropriate and adjusied by the analyst. Future income or cash flow is deter-
mined through projections provided by the Company. However, no such projections
were available or attaindble. Furthermore, given the trends and growth prospects of
the Company, the catitalized cash flow method was deemed more appropriate.

Market Approach

GUIDELINE COMPANY TRANSACTIONS METHOD

The guideline company transactions method values a company by finding acquisi-
tions of similar companies in the marketplace and applying the multiples at which
those companies sold to the subject company data to derive a value. In this instance,
we researched various databases and found applicable transactions in two of them:
Pratt’s Stats and IBA (Institute of Business Appraisers). The transactions discovered
within these databases are considered in the valuation, but only to a limited degree
because of the lack of detailed information.

EXERCISE 65: Which of these are general transaction databases considered
by analysts in valuing companies?

a. Pratt’s Stats
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RMA

Ibbotson Associates

Institute of Business Appraisers
DoneDeals

Bizcomps

Mergerstat Review

@O a0 o

EXERCISE 66: What is one of the most significant problems when attempt-
ing to use transaction data?

Pratt’s Stats Datahase

Pratt’s Stats database provides a list of trensactions of companies in various indus-
try sectors. In this instance, we researchied the water, sewer, and pipeline construc-
tion sector and found nine sale transactions that took place from 20X2 to the date
of valuation. Using this database, we calculated values based on market value of
invested capital (MVIC) to gruss revenues and EBITDA, as shown in Table 1.17.
Note: Equity value shovm; interest bearing debt already subtracted.

Table 1.17: Pratt’s Slz.'s_Datahase Values

Calculated Values (Equity)

MVIC to Gross Revenue $6,915,495
MVIC to EBITDA 6.974.419
Average = Value (lllustration only) on Marketable, Control Interest Basis $6.944,957

IBA Datahase

The IBA database provides a list of transactions of companies in various industry
sectors. In this instance, we researched the water, sewer, and pipeline construction
sector and found four transactions that took place from 20XX to the date of valu-
ation. Using this database, we calculated values based on gross revenues and dis-
cretionary cash flows. To each value, however, we added and deducted some
balance sheet items. The multiples derived from the IBA database apply only to the
value of fixed assets, inventory, and intangibles. Thus, to get to a total-entity value,
all current assets must be added and all liabilities must be deducted. The values
using this database are presented in Table 1.18.
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Table 1.18: IBA Database Values
Calculated Values

Sales Price to Gross Revenue $4,630,801
Sales Price to Discretionary Cash Flows 3.267.016
Average (Illustration only) 3,948,908
Add: Current Assets (Less Inventory) 3,090,597
Less: Total Liabilities (1.864.359)
Value on Marketable, Control Interest Basis $5.175.146

Database Conclusion of Value on a Marketable, Control Interest Basis

Table 1.19 presents the conclusions of value for each database after adding the non-
operating assets that the Company possesses.

Table 1.19: Database Conclusions of Value

Pratt’s ftaic IBA
Marketable, Control Interest Value $6,9244 657 $5,175,146
Add: Nonoperating Assets ..335.580 388.580
Total Indicated Value of LEGGO

on a Marketable, Control Interest Basis $7.333,537 $5.563.726

EXERCISE 67: Is a 100 percen: <ontrolling interest marketable or nonmar-
ketable?

GUIDELINE PUBLIC COMPANY METHOD

A market approach using guideline public companies requires estimates of a multi-
ple derived from publicly traded guideline companies and ongoing earnings (or a
variation thereof, such as EBITDA) for the subject entity.

Search for Guideline Public Companies

Guideline public companies can provide a reasonable basis for comparison to the rele-
vant investment characteristics of a company being valued. They are most often pub-
licly traded companies in the same or similar business as the valuation subject. However,
if there is insufficient evidence in the same or similar business, an option may be to con-
sider companies with an underlying similarity of relevant investment characteristics
such as markets, products, growth, cyclical variability, and other salient factors. [Note:
The selection of businesses in a completely different area may be difficult to support.]
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Our procedure for deriving group guideline companies involves:

Identifying the industry in which the Company operates

Identifying the Standard Industrial Classification Code for the industry in which
the Company operates

Using Internet search tools to search filings with the SEC for businesses that are
similar to the subject company

Screening the initial group of companies to eliminate those that have negative
earnings, those with a negative long-term debt to equity ratio, and those whose
stock price could not be obtained

Reviewing in detail the financial and operational aspects of the remaining
potential guideline companies and eliminating those whose services differ from
the subject company

Based on these criteria, our search identified two publicly traded companies

that we believe are similar to the Company. The companies selected were:

1.

Kaneb Services, Inc.: headquartered in Richardson, Texcs. This company pro-
vides on-site services such as sealing under-pressur¢ leaks for chemical plants,
pipelines, and power companies.

. Infracorps, Inc.: headquartered in Richmond, Viivinia. This company specializes in

the installation and renovation of water, wastewzter, and gas utility pipelines. The
company is now focusing on trenchless tectinology to repair subsurface pipelines.

EXERCISE 68: Size is often a consideration in selecting guideline public
companies. The general criterior for using size as a selection parameter is:

. Two times

. Five times

Ten times

. None of the above

o0 o

EXERCISE 69: In the valuation of LEGGO, only one company, Infracorps, was
comparable by both industry and size. Given that fact, which option would prob-
ably result in the best presentation of the GPCM in the valuation of LEGGO?

a. Only use Infracorps.

b. Use both Infracorps and Kaneb.

c. Reject the guideline public company method.

d. Use both companies but only as a reasonableness test for the other
approaches.

EXERCISE 70: Guideline public company methods are not applicable to
smaller businesses such as LEGGO.

a. True
b. False
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EXERCISE 71: Which selection criteria are generally used by analysts in
choosing guideline public companies?

Size

Return on equity

Profit margin

Industry similarity

Similar products and services
Growth rates

Investors’ similarities

©me a0 o

We have chosen to use five multiples (illustration only) to value the Company:
earnings before interest, taxes, depreciation and amortization (EBITDA), earnings
before interest and taxes (EBIT), revenues, assets, and equity. We believe that the
asset and equity multiples are appropriate because construction-companies tend to
be asset intensive. We also believe that the EBITDA, EBIT, and revenue multiples
are appropriate because the Company has a strong income statement and is prof-
itable. We have calculated both one-year and three-year niultiples because of the
cyclical nature of the industry. No adjustments have t=en made to the financial
statements of the guideline companies, as we believe none are necessary here.

EXERCISE 72: Which of these are commonly used guideline public com-
pany valuation multiples?

Price/earnings

Invested capital/revenues

Price/gross profits

Invested capital/bock value of equity
Invested capital/ERITDA

Invested capita!/EBIT

Price/assets

Invested capital/debt-free net income
Invested capital/debt-free cash flow
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EXERCISE 73: When using the guideline public company method, at what
point in time are the prices of the public companies’ stock valued?

. 30-day average

. As of valuation date
Six-month average

. Three-year average

oo o

EXERCISE 74: What type of value is the result of the application of the
guideline public company method?

a. Control
b. Minority
c. Neutral
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Guideline Public Company Method Conclusion of Value on a Marketabhle,
Control Interest Basis

Applying multiples to the one- and three-year averages of the Company’s EBITDA,
EBIT, revenues, assets, and equity provides the values shown in Table 1.20. Based
on the comparisons and ratio analysis, we have not applied any fundamental dis-
counts to the guideline company multiples in this case (illustration only). We also
put more weight on the income measures of value. As mentioned previously, we
must add the nonoperating assets to the value to arrive at a total indicated value.

Table 1.20: Total Selected Values—Guideline Public Company Method
One-year Three-year

Values Values
Selected Value $5,000,000  $6,000,000
Add: Nonoperating Assets 388.580 388.580
Value on Marketable, Control Interest Basis $5.388.580 $2.538,580

EXERCISE 75: 1In selecting multiples from guideline public companies for
application to a subject company such as LEGG D, what options do analysts
typically have?

Mean average of the multiples

Median average of the multiples

Individual guideline compan'y multiples
Average multiples with 2 fuiidamental discount
All of the above
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EXERCISE 76: * Which of these time periods can be used to derive valuation
multiples from publicly traded companies?

Most recent four quarters
Most recent fiscal year-end
Three-year average
Five-year average
One-year projected
Three-year future average

o o0 oo

LACK OF MARKETABILITY DISCOUNT

EXERCISE 77: Discounts for lack of marketability/liquidity can be applied
to 100 percent control interests in a company such as LEGGO.

a. True
b. False
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EXERCISE 78: Which discounts for lack of marketability studies and/or
data are available in determining discounts?

Mergerstat Review

Restricted stock studies

IPO studies

Court cases

Flotation costs

CAPM

Ibbotson Associates

Quantitative Marketability Discount Model (QMDM)
Option pricing models
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EXERCISE 79: Although we are valuing a 100 percent <oatrol interest in
LEGGQO, there are numerous other levels of ownership icerests that can exist
in a closely held company. Provide some examples of sther levels of ownership.

A marketability/liquidity disctunt is intended, among other things, to account for
the issues a controlling owner must face as he begins to liquidate his control inter-
est in the company. Theteare a number of studies and cases over the years that have
attempted to identifv this discount.

EXERCISE 80: A discount for lack of marketability/liquidity should be
applied to all of the valuation methods used in the valuation of LEGGO.

a. True
b. False

Selection of Applicable Discount for Lack of Marketability/Liquidity

To quantify the discount for lack of marketability/liquidity applicable to the
controlling marketable ownership interest in the Company, we considered these
factors to have an impact on the magnitude of the discount:

e Uncertain time horizon to complete the offering or sale
e Cost to prepare for and execute the offering or sale

e Risk concerning eventual sale price

¢ Noncash and deferred transaction proceeds

¢ Liquidity implied in underlying valuation methodology
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Based on our analysis of the factors we consider to affect the lack of mar-
ketability/liquidity discount, it is our opinion that the appropriate discount for lack
of marketability/liquidity is 5 percent (illustration only; based on facts and circum-
stances; often not applied; see Chapter 9 of Financial Valuation: Applications and
Models, Third Edition), for a control interest as of December 31, 20XS5.

RECONCILIATION OF VALUES

To reach a final conclusion for the value of the stockholders’ equity on a nonmar-
ketable, control interest basis, the methods used were qualitatively weighted
according to their merits as indicators of value, as shown in Table 1.21. In this
instance, we believe that the capitalized cash flow method provides the best indica-
tion of value because of the discernible trends of the company. This value is sup-
ported by the guideline company transactions method (GCTM) (Pratt’s Stats and
IBA databases) and the guideline public company method (GPCM) (one-year and
three-year). The guideline company transaction method was-nat'chosen as the best
indication of value because of the age of some of the trarsaciions and the lack of
detailed knowledge of the terms of the transactions. The guideline public company
method was also not chosen as the best indicaticn ¢t value since there were
only two companies, and one was larger and not-a: good a fit based on the indus-
try description.

Table 1.21: Value Indications

Marketavie/Liquid Marketable
Canuiol Interest | Discount for Lack | Control Interest
Method Basis of Liquidity Basis

Capitalized Cash Flow Method $6,620,202 5% $6,289,192
GCTM Pratt’s Stats Database 7,333,537
GCTM IBA Database 5,563,726
GPCM—-O0ne-year 5,388,580 5% 5,119,151
GPCM—Three-year 6,388,580 5% 6,069,151

EXERCISE 81:

a. Straight average of the indications of value
b. Numerical weights assigned to each of the value indications
¢. Qualitative judgment in selection of value

d. All of the above

Which method can be used to correlate and reconcile value?

TOTAL CONCLUSION OF VALUE ON A MARKETABLE, CONTROL

INTEREST BASIS

Our conclusion of the fair market value of 100 percent of the common stock of
LEGGO, on a marketable, control interest basis, as of December 31, 20X35, for
management purposes and internal planning, is approximately (rounded):

$6,300,000
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ADDENDUM: DISCOUNT CASE STUDY EXERCISES

Exercise A

Assume that we are determining the fair market value of a minority nonmarketable
interest in a company for gift tax purposes. The minority marketable value derived
by various methods is $100 per share. We are in a state where you need over 50 per-
cent for full control. What is the relative discount for lack of marketability (DLOM)
in these situations?

a. Value of a 10 percent interest with one 90 percent owner

b. Value of a 10 percent interest with nine other 10 nercent owners

d. Value of a 33.33 percent interest with two other 33.33 percent owners

e. Value of a 2 percent interest with two 49 percent owners

Exercise B

Again, assume we are determining the fair market value of a company for gift tax
purposes. In this case study, we are valuing a 100 percent controlling interest on a
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stand-alone basis in a closely held company. What is the discount for lack of
marketability/liquidity in these situations where the prediscount value is determined

by using:

a. P/E ratios from control transactions information (i.e., Pratt’s Stats)

b. P/E ratios from guideline public companies

c. Discounted cash flow (DCF) with a discount rate determined using
Ibbotson information

d. Capitalized cash flow method

e. Asset approach







