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There are three valuation approaches and certain adjustments to the value.  We will discuss below how these methods work and when they might be appropriate.

Asset Based Approach

The Asset Based Approach is a general way of determining a value indication of a business’s assets and/or equity interest using one or more methods based directly upon the value of the assets of the business less liabilities.

Examples of situations requiring the asset approach:

· The company being valued is an investment company of some type.  For example, it invests primarily in real estate and/or stocks and bonds.  A real estate investment trust would be an example of a company where an asset approach might be appropriate.

· The block of shares being valued is large enough to force a liquidation of the company.

· The company whose stock is being valued may be liquidated in the near future.

· The block of shares being valued is a controlling block and the market and asset values are much smaller than the net asset value.

· [bookmark: lastx][bookmark: _GoBack]We may, in part, use an asset approach if the company whose stock is being valued has non-operating assets.  For example, if the company owns real estate that is not being used in the operations of the business, such an asset would be a non-operating asset.  The book value of this asset would be subtracted from the total value of the assets of the balance sheet, and the fair market value of this real estate would be added to the operating value of the company.  All income generated by this real estate would be eliminated from the income statement.

Income Based Approach


The income based approach is a general way of determining a value indication of a business, business ownership interest or security using one or more methods wherein a value is determined by converting anticipated benefits.

The income approach and the market approach are not as distinct from each other as one might suppose.

For example, in the application of the income approach, if we are applying the capitalization of cash flow valuation method, we might use some type of market data upon which to base a capitalization rate or a discount rate.  Are we using the income approach or the market approach?

		For our purposes in this discussion, we will assume that the capitalization of cash flow method and the discounted future cash flow method are both income approaches.

Capitalization of Cash Flow

1. Estimate the capitalization rate

There are many ways to do this, but generally the formula is as follows:

		Risk-free rate of return (usually 20-year treasury bonds)
	+	Equity risk premium
	+	Small stock premium
	+	Company-specific risk premium

This yields the discount rate or expected rate of return as it is sometimes referred to.

We then subtract the long-term growth rate to yield the capitalization rate.

As complicated and controversial as the estimation of a capitalization rate can be, the estimation of the cash flow capacity figure is typically even more difficult.

2. Estimate the cash flow capacity

The cash flow capacity (or earning capacity) is the level of sustainable cash flow that a company can maintain excluding extraordinary and non-recurring items.

It can involve using the most recent cash flow figure, some type of averaging or some other estimate.

When the cash flow has a very steady increase, both historically and prospectively, as shown below, estimating the cash flow capacity is relatively simple.




The historic cash flows are shown in blue and the prospective cash flows are shown in red.  If the projections provided by management are realistic, we would probably lean toward the 2011 cash flow figure as being the cash flow capacity of this company.

When the cash flow is erratic, as shown below, deciding on a cash flow capacity is made much more difficult for the appraiser.

Here the company has no discernible pattern of generating cash flow.  Also, note that management’s forecasts appear to bear little resemblance to the company’s historic performance.  This can make it difficult for the appraiser.

A simple average or a weighted average may have no relevance depending upon the facts and circumstances.

The mean average of the last four year’s cash flows is $1,131,250.  The weighted average for the last four years with increasing weights from one to four is $1,302,500.  Yet management predicts that the cash flow for 2012 will be $2,400,000.

What is the cash flow capacity that we divide the capitalization rate into?

Let us assume a capitalization rate of 14%.

If we use the mean average of the historic cash flows to estimate the cash flow capacity, the value would be $8,080,357.

If we use the weighted average, the value would be $9,303,571.

If we use the cash flow projected for 2012, the value would be $17,142,857.

You can see the difficult task that is set before the appraiser!



Discounted future cash flow method
		
This method bases the value on the projections of cash flow provided by the management of the company to be valued.  We use the discount rate that we covered in the discussion of the capitalization of cash flow method to discount the expected cash flows to the valuation date.

As in the case of the capitalization of cash flow method, we depend upon investment data, in the form of a discount rate and capitalization rate, and cash flows.  In this case, the future cash flows were projected by management.

One difficulty of using the discounted future cash flow method is that management can effectively control the ultimate value of the company through its cash flow projections.  If management inflates the projections, the value would, of course, be inflated.  In the chart that we just discussed, we see that management forecasted much higher cash flows into the future than there were in the past.  In the next chart below, we see the classic hockey stick.

		
In the last two charts, we can see that some exploration of the validity of the projections is necessary in order for this valuation method to be used to produce near realistic results.

We keep close track of how reliable the Company is at achieving its projections when we do the valuation annually.  When we apply the discounted future cash flow valuation method, the historic reliability of the Company’s projections will be considered in our choice of a discount rate or a probability adjustment.

Another distorting factor in the application of the discounted future cash flow method is the terminal value.  In the last year of the projection, we anticipate what the Company will be worth in that year.  This figure is usually based upon the cash flow that is expected to be generated by the company in that year.  If, therefore, that last year’s cash flow figure is particularly high, the whole valuation may be distorted.

In the next three charts, below, we show a comparison between projections (revenue, EBITDA and EBITDA margins) made in 2010 and those made in 2011:

Revenue Projections: Last Year and This Year



EBITDA Projections: Last Year and This Year



EBITDA Margin Projections: Last Year and This Year


As can be seen, management in 2011 is now forecasting lower revenue and sharply lower margins and profits.


The next chart shows how successful a company has been at forecasting its EBITDA since 2005:


Historic Success At Forecasting Next Year’s EBITDA



As can be seen, the success rate has been somewhat mixed.


Adjustments to Value

	A very simplified illustration of control and marketability adjustments is shown below.  This is known as a “level of value” chart.




Non-controlling versus controlling interests

This is a complicated issue.  There is some question as to whether ESOP stock can be valued on a controlling-interest basis (Eckelcamp etc.), whether that valuation is for the initial ESOP purchase or if it is for an annual update.  For purposes of this discussion, we will assume that it is possible to value ESOP stock on a controlling-interest basis.

What is control?

It should be up to the ESOP’s counsel to decide whether the ESOP owns a controlling interest in the company.  “Control” can mean owning over 50% of the common stock and may have something to do with the actual control that the ESOP trustees have over the policies of the company.

Discount for lack of control versus control premium

Different valuation methods applied in different ways may yield either a controlling value or a non-controlling value.  So, if the desired result is a non-controlling interest value, we would not necessarily apply a minority discount since the method being applied may actually yield a non-controlling (or minority) interest value.

Likewise, if the desired result is a controlling interest value, we would not necessarily apply a control premium since the method being applied may actually yield a controlling interest value.

Many appraisers believe that the application of the capitalization of cash flow method or a market method using publicly-traded guideline companies yields a non-controlling value.  There is some controversy on this subject.

Typically, values yielded by non-publicly-traded companies will be controlling values because the transactions upon which the values are based are sales of whole companies.  Then there may be adjustments necessary when the transaction is an asset sale as opposed to a stock sale.

Some appraisers contend that there should be no such thing as a control premium.  Their argument is that if there is a difference between a non-controlling interest and a controlling interest value, that difference would be represented by additional cash flows that would be available to co-owners because of the control.  I believe that even if there are no additional cash flows evident from the acquisition of a controlling interest in a company, there is still additional value that accompanies control.
Discount for lack of marketability 
	
If the ESOP stock is not publicly-traded, the stock should be valued on a non-marketable interest basis.

Many appraisers believe that the application of the capitalization of cash flow method or a market method, using publicly-traded guideline companies, yields a marketable interest value.  In order to translate this marketable interest value into a non-marketable interest value, we typically apply a discount for lack of marketability.

These discounts are often based upon studies of either initial public offering (“IPO”) discounts and/or discounts found in restricted stock studies.  There are a number of IPO and restricted stock studies that appraisers use to help them estimate a discount for lack of marketability.

There are several factors that are typically considered in estimating a discount.  They include:

· The size of the block being valued.

· The profitability of the company.

· The financial condition of the company.

· Any agreement, such as an ESOP trust agreement, that may create a market for the stock of the company.
		
The final factor is the justification for estimating relatively low levels of discounts for lack of marketability for ESOP stock.

Discussion

A copy of this handout along with the lecture slides is available at
http://advancedval.com/publications.html
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Gradual Increasing Cash Flow	2006	2007	2008	2009	2010	2011	2012	2013	2014	1000000	1050000	1102500	1157625	1215506	1276281	1340095	1407100	1477455	
CASH FLOW


Gradual Increasing Cash Flow	2006	2007	2008	2009	2010	2011	2012	2013	2014	2500000	500000	25000	1500000	2000000	1000000	2400000	2520000	2646000	
CASH FLOW


Gradual Increasing Cash Flow	
2006	2007	2008	2009	2010	2011	2012	2013	2014	1000000	1050000	1102500	1157625	1215506	1276281	2500000	3125000	3906250	
CASH FLOW


Revenue	
2011	2012E	2013E	2014E	2015E	2016E	17120487	17360317	18401936	19874091	21464018	23181140	Revenue-Last	
2011	2012E	2013E	2014E	2015E	20086500	21788400	23466107	25132200	26388810	
Revenue



EBITDA	
2011	2012E	2013E	2014E	2015E	2016E	1449470	557420	432701	380148	568053	662549	EBITDA-Last	
2011	2012E	2013E	2014E	2015E	1856114	2141260	2267147	2475785	2461763	
EBITDA



EBITDA Margin	
2011	2012E	2013E	2014E	2015E	2016E	8.4662895395440557E-2	3.2108860684974816E-2	2.3513884626052389E-2	1.9127818223233454E-2	2.6465361704411543E-2	2.8581381243545399E-2	EBITDA Margin-Last	
2011	2012E	2013E	2014E	2015E	9.2406043860304182E-2	9.827522902094693E-2	9.6613682022331185E-2	9.8510476599740576E-2	9.3288139935070957E-2	
EBITDA Margin



EBITDA	2005	2006	2007	2008	2009	2010	2011	1915493	692207	1427715	1853557	2019459	2190342	1449470	EBITDA Forecasted for this Year	2005	2006	2007	2008	2009	2010	2011	1672250	1738403	2094316	1584094	1993281	1441311.2857142864	1856114	
EBITDA
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