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I.
What is “value”?


It is important to keep in mind that there are at least several concepts of what value is.

A.
Fair market value.


One concept is fair market value, which is generally defined as follows:


The price at which the property would change hands between a willing buyer and a willing seller when the former is not under any compulsion to buy and the latter is not under any compulsion to sell, both parties having reasonable knowledge of relevant facts.


Fair market value is the concept that is used for federal tax purposes, fairness opinions, initial public offerings, employee stock ownership plans and most litigation involving the value of closely-held business.

B.
Fair value.


This is a concept arising out of state laws allowing for dissenters’ rights of shareholders in the case of an acquisition, merger and certain other corporate actions.  This right in Virginia is set forth in the code as follows:

1.
Virginia Code on dissenters’ rights according to §13.1-728.8(A):


Unless otherwise provided in a corporation’s articles of incorporation or bylaws before a control share acquisition has occurred, in the event shares acquired in a control share acquisition are accorded full voting rights and the acquiring person has beneficial ownership of shares entitled to cast a majority of the votes which could be cast in an election of directors, all shareholders of the issuing public corporation other than the acquiring person have the right to dissent from the granting of voting rights and to demand payment of the fair value of their shares under Article 15 (§13.1-729 et seq.) of this chapter as though such granting of voting rights were a corporate action described in subsection A of §13.1-730, except that the provisions of subsection C of §13.1-730 shall not be applicable and the failure to vote in favor of the granting of voting rights shall be deemed to constitute compliance with the requirements of subsection A of §13.1-733.

2.
Virginia definition of “fair value” according to §13.1-728.8(B):


For the purposes of this section “fair value” shall in no event be less than the highest price per share paid in the control share acquisition, as adjusted for any subsequent share dividends or reverse share splits or similar changes.

3.
Virginia definition of “fair value” according to §13.1-729:


“Fair value,” with respect to a dissenter’s shares, means the value of the shares immediately before the effectuation of the corporate action to which the dissenter objects, excluding any appreciation or depreciation in anticipation of the corporate action unless exclusion would be inequitable.

4.
The difference between fair market value and fair value.


The Virginia code definitions, in a valuation theory sense, are very vague and give no real guidance as to whether the value is fair market value or some other definition of value.  At least through the date of my last fair value appraisal in Virginia, the Virginia courts have not provided much guidance in this area.


In Delaware (under §362 of the Delaware Code), the courts appear to have decided that the fair value is effectively the controlling-interest value without a discount for lack of marketability.  It is important to keep in mind that this value can be substantially higher than the fair market value.


In a number of cases, where we were asked to determine the fair value of a dissenting shareholder’s shares by both parties to the dispute (or the court), we have been faced with a settlement agreement which defines the value as fair market value.  It is quite possible, in such a case, that the counsel for the dissenting shareholder(s) has done a great disservice to his or her client(s).  Depending upon the interpretation of the financial definition of “fair value”, the dissenting shareholder(s) might have had the right to demand a much higher value than “fair market value.”


In any case, I would advise both parties to address subjects such as controlling-interest value versus minority-interest value as well as marketability discounts, which will be further discussed later.

C.
Asking price/bid price.


Often we are asked by a company’s management attempting to sell their company to estimate a price at which the company should be sold.  Also, we are often asked by the company’s management to respond to a specific offer to purchase the company.  In addition, we are frequently asked by the acquiring company how much it should pay for a specific company.  In such cases, we remind management that they are not looking for the type of written fair market value appraisal report that we might perform for federal estate tax purposes, for example.


What our client actually wants in such cases, in valuation terms, is either the asking price or the bid price.  The seller would certainly want to sell for a price that is higher than fair market value and the buyer would certainly want to buy for a price that is less than fair market value.  This is true even if they would ultimately be willing to consummate the transaction at fair market value.

II.
Determining the fair market value of a business interest.


There are several professional organizations that are concerned with the valuation of closely-held business interests.  These organizations include the American Society of Appraisers, the American Institute of Certified Public Accountants, the Institute of Business Appraisers, and several others.  I believe that the most advanced professional group in this area, so far, is the Business Valuation Committee of the American Society of Appraisers which has issued a set of standards on the subject of business valuation.  I will occasionally quote from these standards as “ASA standards.”  It is these standards and the definitions that accompany those standards upon which I will base my discussion of valuation.

A.
Valuation approaches and methods.


Technically, according to the ASA, there are three valuation approaches and at least one method under each approach.  The three approaches include the “asset-based approach”, the “income approach”, and the “market approach.”  These approaches and the methods under each of the approaches are discussed below:

1.
Asset-based approach.


The ASA defines the asset-based approach as follows:


A general way of determining a value indication of a business’s assets and/or equity interest using one or more methods based directly on the value of the assets of the business less liabilities.

a.
Type of valuations in which the asset-based approach is applicable.


The methods which utilize the asset-based approach concentrate on the assets and liabilities of the entity as opposed to the income, cash flow and revenue.  Valuations where this approach would be most applicable would be engagements involving a controlling interest in an enterprise or an interest in an enterprise that is likely to be liquidated in the near future.

b.
Business enterprises where assets are a material income producing factor.


Even those business enterprises that are the most asset-oriented businesses such as real estate investment companies are not typically valued by financial analysts using an asset-based approach when a non-controlling interest is being valued.  We have discussed this matter with real estate company analysts in our valuation of various family limited partnerships.

c.
How the asset-based approach might be applied.

(1)
Determining the “net asset value” of an enterprise.


It is important to take note that the asset values used in a valuation analysis are not necessarily the asset values that are found on the balance sheet of the financial statements of a business enterprise.  Generally Accepted Accounting Principles (“GAAP”) typically require that most assets be listed at cost, as adjusted for depreciation or amortization.  Some investment assets are show on the balance sheet at “lower of cost or market.”


When we are attempting to determine the fair market value of the business enterprise, we are compelled to use the fair market value of the individual assets rather than their cost.  A parcel of real estate, for example, might have a cost basis of $1 million, but the fair market value of that real estate on the valuation date might be $10 million.  For valuation purposes, we would use the $10 million.


It is often the case that a real estate and/or personal property appraiser is necessary to determine the values of the underlying assets of the business enterprise.  Only when the business appraiser has the fair market value of the underlying assets, is he or she in a position to determine the value of the enterprise itself.


Even liabilities are sometimes adjusted to “fair market value.”  If, for example, the business enterprise being valued had made a note with an interest rate that is far below market interests, considering the terms of the note and the risk level of the maker, then the amount of the liability might be adjusted by reducing it from its face amount.


Once the fair market value of the assets and liabilities is determined, the enterprise value is estimated by subtracting the fair market value of the liabilities from the fair market value of the assets.  This leaves the “net asset value.”

(2)
Addressing intangible assets including goodwill.


Intangible assets that actually have a market value unto themselves, such as patents, trademarks, copyrights, marketing rights and franchises, are typically valued using an income or market approach.  This type of intangible asset will be discussed separately later in this discussion.


There are other intangible assets such as prepaid expenses and unamortized goodwill.  Prepaid expenses and similar entries represent amounts paid to vendors for products and services that the enterprise has not yet utilized.  Prepaid rent and prepaid insurance are examples.  Rent is typically paid a month in advance.  This entitles the enterprise to utilize the asset being rented for a period that extends beyond the date upon which the payment is made.  Such prepaid expense assets are not typically included in the net asset value computation unless the enterprise is being valued on a “going concern” basis.  That is, it is assumed that the enterprise being valued will continue to operate as a business enterprise for the foreseeable future.  If it is anticipated that the business enterprise will be liquidated prior to the time that the enterprise can utilize products and/or services for which it has prepaid, then it would not be proper to include such assets in the net asset value calculation.


If a business enterprise acquires another business enterprise and this acquisition does not qualify under GAAP for the “pooling of interest” method of accounting for the acquisition, then it is possible that the acquiring enterprise must put an asset called “goodwill” on its balance sheet.  This occurs when the acquiring enterprise pays a price that is in excess of the book value of the assets.
  This goodwill figure which is amortized may have no resemblance to the actual fair market value of the “goodwill.”  It is for this reason that the booked goodwill is not usually added to the fair market value of the tangible assets in the computation of the net asset value of the enterprise.


“Goodwill” is typically defined as that which brings customers or clients back to the business to do business.  A retail store builds up goodwill with its customers when the customers with which that business has dealt perceive that the store provides good products and/or service at a reasonable price.  An attorney builds goodwill with his or her clients when those clients perceive that they have received good service for their fees.  This perception should induce those clients to utilize that attorney again, if they should have the need.  It is this perception of good service and/or products at reasonable cost that is the asset which brings back customers and clients.  This perception on the part of customers and clients is the asset called goodwill.


Valuing goodwill typically calls for an income or market approach.  It is commonly believed that the existence of goodwill will result in the generation of net income for a business enterprise above and beyond that income which would have been generated by the tangible assets of that business.  Such income methods of estimating the separate value of the goodwill of an enterprise are typically only appropriate when it is necessary to estimate the value of the goodwill as separate and distinct from the rest of the assets and liabilities of the enterprise.  Otherwise, the value of the whole enterprise, including goodwill, would usually be estimated by applying an income or market approach to valuing that enterprise.

2.
Income approach.


The ASA defines the income approach as follows:


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.

Basically, the income approach involves converting the net income, cash flow or other indication of profits of a business enterprise into a value by applying some type of rate or multiple.

a.
Type of valuations in which the income approach is applicable.


The income approach to valuation is typically a very important consideration when a business enterprise is expected to generate some type of profit.  The very definition of the value of an enterprise is the present value of the expected future cash flow.
  An enterprise that is not expected to generate any cash flow in the future for any owner might be said to have no value.  Cash flow here would include the sale and/or the liquidation proceeds of the assets of the enterprise.  For that reason, the income approach is usually a very serious consideration for any valuation exercise unless it is anticipated that the enterprise will shortly be liquidated.

b.
What is the anticipated benefit to which the rate or multiple is applied?


The ASA defines the anticipated benefits as follows:


Anticipated benefits, as used in the income approach, are expressed in monetary terms.  Depending on the nature of the business, business ownership interest or security being appraised and other relevant factors, anticipated benefits may be reasonably represented by such items as net cash flow, dividends and various forms of earnings.


Anticipated benefits should be estimated considering such items as the nature, capital structure, and historical performance of the related business entity, expected future outlook for the business entity and relevant industries, and relevant economic factors.


The most popular indication of anticipated benefits among business appraisers is net free cash flow.  Other indications include net income, income before interest, income before interest and taxes, and income before interest, taxes, depreciation and amortization.  We will not get into the advantages and disadvantages of each potential indication of future benefits in this discussion, but it is important that the indication of future benefits that is utilized by the appraiser should match the multiple that is applied to that indication.  For example, if a multiple is derived from price-to-earnings ratios of publicly-traded stock, then that multiple should be applied to net income rather than cash flow.


It is important to mention that the anticipated benefits can be in the form of one earnings or cash flow figure based upon historic performance or several year’s of projected income or cash flow that is expected to be realized in the future.  Even when an earnings or cash flow capacity figure is used which might be estimated by computing a weighted average of historic benefits, it is important that the resulting figure should represent the benefits to be received in the future.  If the historic performance does not represent the performance that is anticipated in the future, then the historic performance figures must be either ignored or at least given very little weight in the estimation of anticipated benefits.

c.
How are the anticipated benefits converted into a value?


According to ASA standards, the anticipated benefits of a business enterprise are converted into a value as follows:

*
Anticipated benefits are converted to value using procedures which consider the expected growth and timing of the benefits, the risk profile of the benefits stream and the time value of money.

*
The conversion of anticipated benefits to value normally requires the determination of a capitalization rate or discount rate.  In determining the appropriate rate, the appraiser should consider such factors as the level of interest rates, rates of return expected by investors on relevant investments, and the risk characteristics of the anticipated benefits.

*
In discounted future benefits methods, expected growth is considered in estimating the future stream of benefits.  In capitalization of benefits methods, expected growth is incorporated in the capitalization rate.

*
The rate of return used (capitalization rate or discount rate) should be consistent with the type of anticipated benefits used.  For example, pre-tax rates of return should be used with pre-tax benefits; common equity rates of return should be used with common equity benefits; and net cash flow rates should be used with net cash flow benefits.


The ASA leaves a great deal of latitude in the determination of a multiple or rate, but there are some specific guidelines that must be followed.  The best way to explain these limitations is with an example of how a valuation is done using an income method.

d.
Capitalization of cash flow/income method — an example.


Appendix A (see page III-25) contains an example of the application of this method.






It should be kept in mind that not all business appraisers apply this valuation method in the same way.  There are many acceptable variations.


The top portion of this table shows the estimation of the earning capacity of the enterprise being valued.  In this case, we took a mean average
 of the last four year’s earnings (net income after taxes) before interest expenses.  We then adjusted this figure to be a pre-debt, free cash flow figure through the “adjustments” seen in the table.


The next part of the table represents out computation of the “discount rate” and “capitalization rate.”  The capitalization rate is derived from the discount rate.  We will, therefore discuss the discount rate first.

(1)
Discount Rate.


The discount rate is also known by securities analysts as the “expected rate of return.”  Based upon the current interest rates and the risks associated with the enterprise being appraised, the discount rate represents the compounded annual rate of return that an investor should expect from an investment in the entity to be valued.  There are several components to the discount rate.  A good way to illustrate the “build-up method” of estimating a discount rate is to show the application of what is known as the “capital asset pricing model” which holds that:


Dr = Rf + SYMBOL 98 \f "Symbol"(Rm  Rfo) + ( where:


Dr  = Discount rate.


Rf = Ten-Year Treasury Bond Yields.


SYMBOL 98 \f "Symbol" = Beta (adjusted for economic factors).


Rm = Average Annual Return on Small Stocks.


Rfo = Average Annual Return on Intermediate-Term Government Bonds.


( = Specific company risk.


As required by the ASA standards, some component of the discount rate must relate to the current level of interest payments.  This component is normally referred to as the “risk-free” rate of return because there is no risk that the interest and principal will be paid on a timely basis.  In this case, we use Treasury bonds whose interest and principal are obligations of the U.S. government.  This risk-free rate is an important component of the expected rate of return because interest rates, which apply to debt securities and other fixed-income investments, represent alternative investments to equity investments such as common stocks and equity-based derivatives (e.g. options, warrants, and convertible bonds).  When interest rates are relatively high, stocks are less attractive.  For example, when it was possible, in the early 1980s, for an investor to receive a 15% return from a money market fund, the incentive for investing in common stocks was significantly reduced, particularly when the long-term average return was a little over 12% for common stocks.


The next component of the discount rate is the risk factor.  Here we begin with the general excess equity return over the long-term, which is represented by the total equity return on small stocks
 less the total return of intermediate-term government bonds over the long-term.  This equity return represents the additional rate of return that an investor would require of an equity investment over intermediate-term debt investments.  This excess equity return component is then adjusted for the additional risk (or lower risk) associated with the company being valued.  This adjustment, which is the SYMBOL 98 \f "Symbol" as shown in the formula (page III-10 of this outline), is multiplied by the excess of the small stock returns over the bond returns which is represented in the formula by (Rm  Rfo).  This product is then added to the risk-free rate to yield our discount rate.


The components and associated information of the “weighted average cost of capital” (“WACC”) is shown next on the table.  This will not be covered in this discussion because it is a complicated theory that would require a prolonged mathematical dissertation.  Basically, an adjustment has been made to our discount rate of 23.5% because the use of the capitalization of income/cash flow method is on a “debt-free” basis.  This means that we value an enterprise’s total “invested capital”, which includes debt and equity, then subtract the debt to arrive at a value for the equity of the enterprise.  Here the WACC is shown as 13.5%.  This is less than the 23.5% discount rate because typically only a portion of the total invested capital is equity while part of the invested capital is debt.  Debt securities require a smaller return because there is less risk associated with debt securities and because the interest paid to investors is usually tax-deductible to the company issuing the debt securities.

(2)
Capitalization rate.


The capitalization rate is equal to the discount rate less the long-term expected growth rate of the anticipated benefits.
  It is, therefore, very important to take note that unless there is no expected growth in earnings, cash flow, or whatever else might be used to represent the anticipated future benefits to be derived from the enterprise being valued, the capitalization rate does not equal the discount rate.


In the example shown in the table, we have computed the “EBI cap rate”, which is the capitalization rate based upon the WACC, by subtracting the expected long-term growth rate of 5% from the WACC of 13.5% to yield 8.5%.

(3)
The final valuation computation.


In order to compute the value of the invested capital, we divide the “adjusted earnings capacity” which we have discussed, by this 8.5% EBI cap rate to yield $4,112,000 (as rounded).  In this example, since we are using a debt-free approach to the capitalization of income/cash flow method, we subtract the fair market value of the enterprise’s debt ($1,359,611) to yield an equity value of $2,752,389.


The bottom portion of the table is simply a reference for the reader of the valuation report, showing the value of $2,752,389 in terms of various components of the statistics of the enterprise being valued.

e.
Discounted future cash flow/income method — an example.


Appendix B (see page III-26) is a table that shows a discounted future cash flow valuation computation (using the debt-free approach to that method).




There are some similarities between the capitalization of cash flow/income method and the discounted future cash flow/income methods.  The bottom portion, which shows the computation of the discount rate and capitalization rate, is the same as the middle portion of the table used to compute the value using the capitalization of cash flow method/income method (page III-9 of this outline).


The top portion shows the anticipated benefits, which is the projected cash flow of the enterprise being valued.  There is also an item called the “terminal value.”  In theory, in order to arrive at a value by discounting future cash flow, we must project the cash flow until it is anticipated that the enterprise will cease to generate cash flow.  Since this is usually not practical and very inaccurate, cash flow is usually projected over a period of from three to ten years.  The “terminal value” is an estimate of the value of the cash flows beyond the last period of the projection.  This is typically estimated by dividing the last year’s future benefit figure by the capitalization rate.


We then compute the net present value of the cash flows and the terminal value, using the discount rate.
  The remainder of the calculations are similar to the calculations shown in the capitalization of cash flow/income method previously discussed.

3.
Market approach.


According to ASA standards, the market approach is defined as follows:


A general way of determining a value indication of a business, business ownership interest or security using one or more methods that compare the subject to similar businesses, business ownership interests or securities that have been sold.


It should be mentioned at this point that valuation approaches are not as distinct as these definitions appear to indicate.  For example, it is common for a capitalization rate used in the capitalization of cash flow/income method, which is an income approach, to be derived from a study of trades of other publicly-held or closely-held business interests.  So, when I discuss these different approaches, one should keep in mind that these approaches are not mutually exclusive with regard to the valuation methods.  It is quite possible for the capitalization of cash flow/income method to be both an income approach and a market approach.


In general, valuation ratios can be derived from transactions involving publicly-traded companies or closely-held companies.

a.
Publicly-traded guideline companies.


There is, of course, a vast stock market with actively-traded issues of companies that are in many different industries and a wide variety of sizes.  Even considering this, it can be very difficult to find a publicly-traded company to use in the valuation of, for example, a swimming pool contractor or a catfish farm.  So, comparability can sometimes be a challenge when it comes to finding guideline companies from which a valuation ratio might be derived.  The ASA has set forth the following requirements for the selection of guideline companies:

(1)
Market transactions in businesses, business ownership interests or securities can provide objective, empirical data for developing valuation ratios to apply in business valuation.
(2)
The development of valuation ratios from guideline companies should be considered for use in the valuation of businesses, business ownership interests or securities, to the extent that adequate information is available.
(3)
Guideline companies are companies that provide a reasonable basis for comparison to the investment characteristics of the company being valued.  Ideal guideline companies are in the same industry as the company being valued; but if there is insufficient transaction evidence available in the same industry it may be necessary to select companies with an underlying similarity of relevant investment characteristics such as market, products, growth, cyclical variability and other salient factors.


As can be seen in these requirements, comparability is measured in various ways.  The size of the guideline companies, their capitalization, industry, geographic area of operation, methods of management and other factors must be considered in choosing appropriate guideline companies.


In Appendix C, on pages III-27 and III-28, you can see an example of the application of the publicly-traded guideline companies valuation method, which is a market approach to valuation.  Like our application of the income approach, this valuation is done on a debt-free basis so as to neutralize the effects of differences in the capitalizations of the company being valued and the guideline companies.

b.
Merger/acquisition transactions as a guideline.


There are several services that provide information on mergers and acquisitions involving publicly-held companies.  Mergerstat is one of the best known of these services.


Aside from comparability, the difficulty involved in using merger and acquisition information, even those transactions involving publicly-traded companies, is that there is not enough information about the details of the transaction available to make that transaction useful in the valuation process.  Even when a publicly-traded company is acquiring another publicly-traded company, the transaction price might include certain synergy values, golden parachutes, golden handcuffs, licenses for the use of certain technology and other intangibles that distort the actual transaction price.

c.
Transactions involving non-publicly-traded companies.


At this time, there are at least three good services that provide information on the trades of businesses that are not publicly-traded.  They include the following:

(1)
Bizcomps.


This is a large database of small business transactions that is assembled by a business broker in San Diego.  It is made available in disk form by John Wiley & Sons.

(2)
Pratt’s Stats.


This database has just recently become available.  It currently has only a limited number of transactions, but contains extensive details on most of the transactions.

(3)
The Institute of Business Appraisers’ database.


This is the oldest database of small business transactions, but it does not provide very extensive details on the transactions in that database.

B.
Adjustments to value.


The values determined by the methods just discussed sometimes must be adjusted for factors such as control and marketability.  In Appendix D (see page III-29), we include an illustration that shows a categorization of the interests to be valued based upon the elements of control and marketability that are the legal rights that might be transferred, for valuation purposes.

1.
Minority discount/control premium.


We will assume that we are valuing a minority interest in a business.  Whether or not a minority discount should be applied, and how much of a minority discount might be applied, depends upon the valuation method used in the application of the methods that we have discussed.


Generally speaking, it is felt that the result of valuation computations is a minority-interest value when publicly-held companies are used directly in the valuation process (such as when the guideline company method is used) or when a capitalization rate (utilized in the application of an income approach) is based upon studies of publicly-traded securities.  Little or no minority discount would be applicable.  On the other hand, if a controlling interest was sought by the appraiser, and a minority-interest value was yielded by the initial valuation computation, then a control premium might be applicable.


Studies of trades of non-public companies normally yield controlling interest values that do not require a marketability adjustment.

2.
Marketability discount.


When trades of publicly-traded stock are used as a basis for valuation, either directly, as with the market approach, or indirectly, as with the income approach, it is presumed that the value is not only on a minority-interest basis but also that it is on an “as if freely-traded” basis.


Because interests in closely-held businesses are not typically traded freely, some adjustment to the values derived from public companies is necessary.  This adjustment usually comes in the form of a marketability discount.  There are many studies that give some guidance to the appraiser in selecting the appropriate marketability discount.  Basically, the following factors should be considered:

a.
The financial results and position of the company.

b.
Cash distribution policy.

c.
The nature of the entity being valued.

d.
The management of the entity.

e.
The level of control of the interest being valued.

f.
Restrictions on the transfer of the interest.

g.
The expected holding period of the interest.

h.
Redemption policy and rights.

i.
The costs of a public offering.

III.
Intellectual property values.


Basically, the valuation of intellectual property is governed by the same principals that apply to the valuation of business interests in general.  The approaches to the valuation of intellectual property include the income approach, the market approach and the cost approach.  The cost approach is actually a variation of the income approach.

A.
Income approach.


The application of the income approach in the valuation of intellectual property typically means the discounted future cash flow approach, which we have already discussed.  In the case of intellectual property, however, it is sometimes very difficult to isolate the cash flow that might be generated by one intellectual asset such as a patent, when the enterprise owning this patent has several other sources of cash flow in addition to the patent to be valued.


Also, the appraiser must be cognizant of the special rights inherent in the intellectual property.  The seventeen-year life of a patent (with and without renewal thereof), the possibility that a competitor might circumvent the patent with another process, or simply the likelihood that another enterprise might violate the patent must be considered in projecting future cash flows and in the selection of an appropriate discount rate.

B.
Market approach.


The application of the market approach in the valuation of intellectual property might involve the actual sale of similar intellectual property or the licensing of the use of similar intellectual property.

1.
The sale of similar intellectual property.


Unfortunately, it is extremely difficult to isolate a specific transaction involving the sale of an intellectual property that is similar to the one being valued.  Transactions are rarely made available, and when they are made available, the details of the transaction are usually such that it is very difficult to use the transaction in the valuation process.

2.
The licensing of similar intellectual property.


The details of such licenses are sometimes revealed in documents such as 10Ks, 10Qs, 13-Ds and other SEC filings.  They are also sometimes available in press releases from participating public companies and the business press.  It is necessary, however, that the information from any transaction that is utilized for comparison must be sufficient to allow for a proper test of comparability and the application of this valuation approach (the market approach).


There are some companies that keep databases of such licensing agreements.  The use of these databases, however, can be very expensive.

C.
The cost approach.


The cost approach, in a sense, is similar to the income approach in its concept as applied to the valuation of intellectual property.  It can be defined as follows:


“The cost approach seeks to measure the future benefits of ownership by quantifying the amount of money that would be required to replace the future service capability of the subject intellectual property.  The assumption underlying this approach is that the cost to purchase or develop new property is commensurate with the economic value of the service that the property can provide during its life.”


This puts to rest the idea that the “cost approach” in the determination of the fair market value of intellectual property should consider the actual cost of the initial development of the intellectual property.

IV.
Valuation issues as they relate raising capital, mergers and acquisitions.


A.
Debt versus equity.

1. It is necessary for the company to first review the attributes of debt versus equity financing, in order to determine which would be most applicable.

2. The disadvantages of debt financing include the following:

a.
It is a drain on cash flow due to current interest payments.

b.
The money must be paid back.

c.
The principals may have to personally guarantee the debt and/or use their personal assets to help secure the debt.

3.
The advantages of debt financing are as follows:

a.
There is no dilution.

b.
The interest is tax deductible, as opposed to dividends which are generally not deductible to a regular corporation.

B.
Who to go to for capital?

1.
Banks.


Banks typically only offer debt financing, unless they are acting in an investment banking capacity.  It is usually the case that debt financing is only offered if the company or the shareholders can provide some type of security for a loan.  If the assets of the company are not sufficient to secure the loan, then the banker will typically look for an individual guarantee of the shareholders.

2.
Investment bankers.


An investment banker can provide a number of services to a company seeking equity or debt financing.  The typical services include the following:

a.
Public offering.


This is either an initial public offering or a secondary offering by the Company and/or its shareholders.  This offering can be in the form of debt, equity or a hybrid such as convertible debentures or warrants.


The big disadvantage of the public offering is strict scrutiny by various regulatory agencies and a greater threat of shareholder (or bondholder) suits.

b.
Private placement.


This is an unregistered offering to private investors.  Such a placement is exempt under the SEC Act of 1933.  There is less regulatory concern with this type of offering, but the amount raised for a given amount of dilution is less than a public offering; this is typically because the investor will not have publicly-traded stock and must be compensated for that lack of marketability.

c.
Business broker.


An investment banker can act as a business broker to help sell the whole business.  This presumes that all of the shareholders want to sell their stock or the assets of their company.

3.
Synergistic investors.


The big advantage of securing a synergistic investor is that he should be able to offer the company more than just capital.  He should be able to provide either management, technology, marketing prowess, a recognized name, a manufacturing process or some other type of benefit.


The primary disadvantage of a synergistic investor comes from the fact that he may be an industry competitor or become an industry competitor.  Such an investor, through the purchase of a minority interest in the equity of the company, could possibly secure the right to have regular access to the company’s books and records, to be on the Board of Directors, and/or the right to trade secrets and other knowledge that might cause harm to the company.

4.
Venture capitalists.


As the name implies, the venture capitalist typically specializes in high-risk equity-based financings.  A company may come to a venture capitalist typically when the risk level is too high to interest an investment or commercial banker.


Because of this high risk level, however, a venture capital financing will typically result in more dilution for a given capital investment.

5.
Employee Stock Ownership Plan.


An employee stock ownership plan is a form of qualified retirement plan that allows for the employees to purchase stock on a tax-favored basis.  Because it is possible for this plan to borrow capital from a bank, the plan may be in a position to purchase large blocks of existing or newly-issued stock.

V.
The early stages of development of a business enterprise.

A.
Seed stage.


The enterprise has yet to develop its technology or process.  At this point, the founders have only have a brief plan of how they intend to create a business enterprise.


For example, a software developer has an idea for creating a unique data base management program that should be superior to the packages that are now on the market.  No programming has yet been done and there is no business enterprise created yet.  Capital is needed to develop the idea to the point where a viable business plan can be developed.

B.
Start-up stage.


The technology, process or other potentially profitable activity has already been developed.  Now, the founders have developed a formal business plan to make this profitable activity available to customers and market the idea.


Continuing the example from above, we can now say that the data base management package has been developed.  That is, the program coding has been written.  A “beta” copy of the program should be ready or close to being ready.  Also, a formal business plan should have been prepared, including marketing plan, distribution plan, and plans for additional upgrades to the program and other technology improvements.

C.
First stage.


At this point, the enterprise has already generated revenue from the marketing of its products and/or services.  The enterprise may be in need of additional financing in order to develop a new technology or open a new market.


Again, we will continue using the data base management company example as seen above.  This company has been selling its data base management software for a year or two, and it is contemplating a major upgrade and/or planning to begin a marketing plan to sell its products into various international markets.

VI.
Valuation needs in the financing process.

A.
Public/private offerings.

1.
It is the valuation issue that determines how much equity the company will have to give away in order to raise a given amount of equity capital.


If the company desires to raise $5 million of equity financing in return for 10% of the company’s equity, then the burden is on the company to show the investment banker that the value of the company is $50 million.  The proof is in the nature of the valuation exercise.  The valuation analysis gets more complicated when the securities being issued are hybrids such as convertible debentures, warrants, or convertible preferred stock.


The financing process involves the presentation of a well thought-out business plan and negotiation with the investment banker over the offering price, the investment banking fees and the timing of the offering.

2.
It is its general financial condition and business posture that will determine the terms of any debt that is secured by the company.


The terms of debt financing depend upon the risk level that the issuer presents to the investor.  A very risky debt situation will typically require a very high interest rate and a short term, all things being equal.  If the company wants to secure low interest rates and/or a long term while negotiating its debt financings, it must convince investors that the investment in the company’s debt securities is a low risk venture.


The process of securing debt financing in the form of a public offering or a private placement may involve a number of activities.  It may be prudent to secure a debt rating of the securities from one of the rating services such as Moody’s or Standard & Poor.  It may or may not be necessary to negotiate regarding any security that might be required for the financing, such as a mortgage or a lien on non-real estate assets.  It will always be necessary to negotiate the terms of the investment.

B.
Mergers and acquisitions.


For a merger, which is the combining of two enterprises, or for acquisitions, which is the purchase of one company by another, the valuation is the lead factor to be considered by both of the negotiating parties.

1.
Mergers.


A merger is a stock-for-stock swap.  The shareholders of the non-surviving company must be aware of the value of their own stock in that company.  In addition, if the surviving company is not publicly-traded, they must also be aware of the value of the surviving company in order to make certain that they are receiving enough shares in the surviving company to be equal to the shares that they are giving up in their own company.  For the shareholders of the non-surviving company, therefore, the exercise is a double valuation analysis.


A note about mergers.  If the merger is to be a tax-free merger, make absolutely certain that you have a written opinion from your tax counsel that the transaction will, indeed, qualify as a tax- free merger under the Internal Revenue Code.

2.
Acquisition.


An acquisition can come in the form of a stock purchase or an asset purchase.  The stock purchase is normally more beneficial to the sellers, since it would typically result in beneficial capital gains tax treatment for the sales proceeds.  This lower tax rate is particularly beneficial when some or all of the proceeds will come in a form that is other than cash, such as the acquirer’s stock, options, or notes.  In such cases, there is limited cash with which to pay the taxes on the gain so lowering the tax burden is particularly welcome.


The asset purchase is often preferred by the purchaser.  This is because it allows the purchaser to allocate the cost basis to the individual assets for purposes of depreciation and amortization for federal income tax purposes and it allows the purchaser to avoid dealing with most or all of the seller’s liabilities, including unexpected liabilities such as federal income tax audits, etc.


The process involved in completing a merger or acquisition involves the negotiation of both the financial and legal aspects of the deal.  This is followed by a closing.

C.
Synergistic investments.


There are two primary concerns that one must consider with regard to a synergistic investment — the strict valuation issues such as one must consider in any merger or acquisition plus the special issues that arise when the investor is in the same business.

1.
Valuation issues.


Typically, a synergistic investor will offer more than the cash it invests.  If, therefore, a synergistic investor invests $5 million of cash into your $50 million business in return for 10% of the equity, you may have the best part of the deal.  If the synergistic investor can offer good management advice, technology, industry connections and other similar benefits, then your company may receive much more than $5 million worth of benefits.

2.
Special issues.


As previously discussed, being in bed with a synergistic investor can have its disadvantages.  Always keep in mind that the synergistic investor is or could be a competitor.


The process of negotiating with a synergistic investor is similar to the negotiations in any other type of acquisition.  As previously noted, however, it is necessary to be careful with regard to the ability of the investor to gain an advantage in the market place.

D.
Venture capital investments.


As previously mentioned, the venture capitalist is typically willing to take greater risk than the investment banker, commercial banker or synergistic investor.  He hopes that careful, expensive due diligence along with diversification will result in an overall higher return than more conventional equity investments.  Because of the extra risk that the investment banker will normally take, he expects a commensurately higher return.


As a rule-of-thumb (if there is such a thing), a venture capitalist will typically expect an internal rate of return of 50% (compounded annually).
  This 50% rate of return translates into a discount rate that is typically used by the venture capitalist in applying a discounted future cash flow analysis to the company that is to receive the investment.  If the company seeking financing does not want to give up any more than 30% of its equity, then it must be prepared to show the investment capitalist that this 50% return can be obtained by the venture capitalist by taking only 30% or less.  This is done by creating a well-researched and well-documented set of projections to accompany the business plan.


Since venture capitalists typically think in terms of an investment horizon of approximately 5 years
, the company seeking financing should be aware that the venture capitalist will usually be looking for an exit within the five years preceding the initial investment.  This exit may come in the form of a public offering, sale of the whole company or a sale of the venture capitalist’s equity back to the company or its shareholders.  This exit requirement is usually addressed in the financing agreement between the company and the venture capitalist.

APPENDIX A

CAPITALIZATION OF CASH FLOW/INCOME METHOD

	
	Income
	

	Earning Capacity:
	w/o Interest
	Weight

	1993
	$438,331
	1

	1994
	617,773
	1

	1995
	279,844
	1

	1996
	411,515
	1

	Weighted Average
	436,900
	

	Adjustments
	-87,380
	

	Adjusted Earning Capacity
	$349,520
	

	Discount/Capitalization Rate:
	
	

	  Current Treasuries
	6.31%
	

	  Beta
	1.40
	

	  Small Stock Return
	17.7%
	

	  Average Treasuries
	5.4%
	

	  Adjustment for cash flow
	20.0%
	

	  Growth Rate
	5%
	

	  Discount Rate
	23.5%
	

	  Ave Debt/Inv Cap
	0.61
	

	  Wtd Cost/Capital
	13.5%
	

	  EBI Cap Rate
	8.5%
	

	Value of Invested Capital
	$4,112,000
	

	Less: Total Debt
	1,359,611
	

	Capitalized Value
	$2,752,389
	

	Price/Earnings Ratio
	8.67
	

	Price/EBIT Ratio
	4.35
	

	Price to Book Value
	35.76
	

	Price to Revenue
	0.94
	


APPENDIX B

DISCOUNTED FUTURE CASH FLOW/INCOME METHOD

	
	1997E
	1998E
	1999E
	2000E
	2001E

	Projected EBI
	$336,678
	$421,256
	$548,997
	$512,490
	$446,467

	Adjustment For Cash Flow
	20%
	20%
	20%
	20%
	20%

	Projected Cash Flow Equivalent
	$269,342
	$337,005
	$439,198
	$409,992
	$357,174

	Terminal Value
	
	
	
	
	4,202,000

	Total Projected Cash
	269,342
	337,005
	439,198
	409,992
	4,559,174

	Time Projected (Years)
	0.00
	1.00
	2.00
	3.00
	4.00

	Discount Factor
	1.00
	0.87
	0.75
	0.65
	0.56

	Discounted Cash
	269,342
	291,538
	328,684
	265,432
	2,552,411

	Value of Invested Capital
	$3,707,407
	
	
	
	

	Total Debt
	1,359,611
	
	
	
	

	Value of Equity
	$2,348,000
	
	
	
	

	Ratios:
	
	
	
	
	

	  Price/Earnings
	7.40
	
	
	
	

	  Price/EBIT
	3.71
	
	
	
	

	  Price/Book Value
	30.50
	
	
	
	

	  Price/Sales
	0.80
	
	
	
	

	Discount/Capitalization Rate:
	
	
	
	
	

	  Current Treasuries
	6.31%
	
	
	
	

	  Beta
	1.40
	
	
	
	

	  Small Stock Return
	17.7%
	
	
	
	

	  Average Treasuries
	5.4%
	
	
	
	

	  Growth Rate
	5%
	
	
	
	

	  Discount Rate
	23.5%
	
	
	
	

	  Ave Debt/Inv Cap
	0.61
	
	
	
	

	  Wtd Cost/Capital
	13.5%
	
	
	
	

	  EBI Cap Rate
	8.5%
	
	
	
	


APPENDIX C

GUIDELINE COMPANY METHOD

INFORMATION ON GUIDELINE COMPANIES



	
	
	Orbital
	
	Analysis
	
	
	
	
	

	
	
	Science
	
	& 
	Nichols
	
	
	
	

	
	Moog
	Corp.
	Logicon
	Technology
	Research
	Tracor
	Ducommun
	Average
	Company

	Price 12/31/96
	$23.38 
	$17.25 
	$36.50 
	$14.50 
	$25.50 
	$21.25 
	$21.63 
	
	

	Ticker Symbol
	MOG.A
	ORBI
	LGN
	AATI
	NRES
	TTRR
	DCO
	
	

	FY End
	Sep96
	Dec96
	Mar96
	Mar96
	Aug96
	Dec96
	Dec96
	
	12/31/96

	Earnings Per Share
	
	
	
	
	
	
	
	
	

	  Most Recent 12 Months
	1.66
	0.55
	2.20
	1.41
	0.97
	1.76
	1.41
	
	$6.94

	  Most Recent FY End
	1.61
	0.01
	1.81
	1.47
	0.82
	1.97
	1.04
	
	$6.32

	  2nd Most Recent
	1.00
	0.27
	1.44
	1.17
	0.77
	1.59
	0.49
	
	$6.15

	  3rd Most Recent
	0.82
	0.30
	1.19
	1.08
	0.73
	0.87
	0.50
	
	$6.07

	  4th Most Recent
	0.66
	0.33
	1.08
	0.92
	0.78
	0.45
	0.54
	
	$4.31

	  Average FY's
	1.02
	0.23
	1.38
	1.16
	0.77
	1.22
	0.64
	
	$5.71

	  Average All
	1.15
	0.29
	1.54
	1.21
	0.81
	1.33
	0.80
	
	$5.96

	  Most Recent EBIT
	5.24
	0.59
	3.73
	2.62
	1.48
	3.76
	2.12
	
	$3.09

	
	
	
	
	
	
	
	
	
	Value ($Mil)

	P/E Recent Earnings
	14.10
	31.36
	16.61
	10.28
	26.38
	12.07
	15.34
	18.02
	$37.52

	P/E FY's
	22.85
	76.45
	26.47
	12.51
	32.96
	17.39
	33.56
	31.74
	$54.37

	P/E All
	20.33
	59.38
	23.66
	11.99
	31.39
	15.98
	27.12
	27.12
	$48.49

	P/Recent Sales
	0.39
	1.15
	0.95
	0.25
	1.07
	0.48
	1.33
	0.81
	$50.34

	P/FY Sales
	0.40
	1.15
	1.08
	0.28
	1.22
	0.48
	1.33
	0.85
	$52.83

	P/Recent EBIT
	4.46
	29.34
	9.78
	5.54
	17.20
	5.66
	10.20
	11.74
	$39.76

	Dividends:
	
	
	
	
	
	
	
	
	

	  Current Rate (Recent)
	$0.00 
	$0.00 
	$0.24 
	$0.00 
	$0.00 
	$0.00 
	$0.00 
	$0.03 
	NA

	  Yield
	0.00%
	0.00%
	0.66%
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%

	  Payout Rate
	0.00%
	0.00%
	10.92%
	0.00%
	0.00%
	0.00%
	0.00%
	2.00%
	

	Beta
	1.58
	0.75
	1.05
	-0.25
	0.82
	0.31
	0.25
	0.64
	NA

	Inventory Method
	FIFO
	Other
	none
	none
	none
	Other
	FIFO
	
	

	Revenue (FY)
	407.24
	461.43
	473.72
	122.92
	242.31
	1082.51
	118.36
	415.50
	62.15

	Revenue (Recent)
	417.85
	461.43
	535.55
	134.76
	276.12
	1082.51
	118.36
	432.37
	62.15

	Pre-Tax Income (FY)
	16.05
	16.68
	42.54
	5.40
	14.74
	66.12
	14.33
	25.12
	6.75

	Net Income (FY)
	11.22
	16.68
	25.31
	3.59
	9.39
	36.61
	10.29
	16.15
	2.08

	Net Income (Recent)
	11.83
	15.91
	30.71
	3.34
	10.31
	36.61
	10.29
	17.00
	2.08

	Assets (Recent)
	449.56
	488.00
	197.09
	59.48
	166.22
	734.26
	95.81
	312.92
	19.54

	Shares Outstanding  (FY)
	6.98
	30.87
	13.98
	2.44
	11.48
	24.64
	7.30
	
	0.3

	Shares Outstanding (Recent)
	6.98
	30.87
	13.96
	2.34
	11.60
	24.64
	7.30
	
	0.3

	Market Capitalization (Recent)
	163.11
	532.49
	509.43
	33.90
	295.83
	523.66
	157.88
	316.62
	

	Most Recent Book Value
	104.64
	304.65
	154.34
	39.63
	117.04
	212.70
	59.19
	141.74
	11.35

	Book Value per Share (Recent)
	15.00
	9.87
	11.04
	16.24
	10.19
	8.63
	8.11
	
	37.84

	
	
	
	
	
	
	
	
	
	Value ($Mil)

	Price to Book Value
	1.56
	1.75
	3.30
	0.89
	2.50
	2.46
	2.67
	2.16
	24.52

	Ratios:
	
	
	
	
	
	
	
	
	

	 Return on Sales (Recent)
	2.83%
	3.45%
	5.73%
	2.48%
	3.73%
	3.38%
	8.69%
	4.33%
	3.35%

	 Return on Equity (Recent)
	11.30%
	5.22%
	19.90%
	8.43%
	8.81%
	17.21%
	17.38%
	12.61%
	18.32%

	 Return on Assets (Recent)
	2.63%
	3.26%
	15.58%
	5.62%
	6.20%
	4.99%
	10.73%
	7.00%
	10.64%

	 5-Year Revenue Growth Rate
	5%
	28%
	13%
	3%
	22%
	34%
	10%
	NA
	NA

	 5-Year EPS Growth Rate
	9%
	-100%
	24%
	-1%
	15%
	NA
	31%
	NA
	NA

	 Current Ratio (Recent)
	2.66
	1.47
	2.52
	2.59
	2.60
	0.00
	1.40
	1.89
	1.78

	 Debt/Common Equity (Rec)
	2.02
	0.28
	0.00
	0.12
	0.05
	1.52
	0.17
	0.59
	0.02

	Debt-Free Analysis:
	
	
	
	
	
	
	
	
	

	 Market Value-Common Equity
	163.11
	532.49
	509.43
	33.90
	295.83
	523.66
	157.88
	316.62
	43.00

	 Market Value-Preferred Equity
	0.10
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.01
	0.00

	 Market Value-Long-Term Debt
	197.35
	34.46
	0.00
	4.44
	4.65
	299.81
	9.17
	78.56
	0.01

	 Market Value-Short-Term Debt
	13.91
	50.43
	0.00
	0.19
	0.76
	22.94
	1.12
	12.76
	0.20

	 Market Value-Invested Capital
	374.47
	617.38
	509.43
	38.54
	301.24
	846.41
	168.17
	407.95
	43.21

	 EBIT (Average)
	36.57
	18.15
	52.10
	6.12
	17.20
	92.59
	15.48
	34.03
	3.09

	 Value/Operation Ratio
	10.24
	34.02
	9.78
	6.30
	17.51
	9.14
	10.87
	13.98
	13.98




GUIDELINE COMPANIES ANALYSIS



	
	
	
	
	
	Indicated
	
	
	Wtd.

	
	
	
	Average
	Indicated
	Value
	Std
	Actual
	Exten-

	
	R-Squared
	Coef/Corr
	Ratio
	Ratio
	$(Mil)
	Y-Error
	Weight
	sion

	Market Cap-P/E
	0.29
	0.54
	NA
	NA
	NA
	13.74
	
	

	Revenue-P/E
	0.01
	0.07
	21.00
	19.79
	$61.17
	16.26
	0.00
	0.00

	Assets-P/E
	0.11
	0.33
	21.00
	15.20
	46.99
	15.39
	0.30
	14.19

	Market Cap-P/BV
	0.20
	0.45
	NA
	NA
	NA
	1.00
	
	

	Revenue-P/BV
	0.45
	0.67
	2.75
	1.98
	22.48
	0.82
	0.34
	7.54

	Assets-P/BV
	0.35
	0.59
	2.75
	2.05
	23.27
	0.90
	0.30
	6.98

	Market Cap-P/Sales
	0.13
	0.36
	NA
	NA
	NA
	0.39
	
	

	Revenue-P/Sales
	0.01
	-0.09
	0.97
	0.97
	60.06
	0.41
	0.28
	16.83

	Assets-P/Sales
	0.00
	0.06
	0.97
	0.94
	58.42
	0.41
	0.13
	7.71

	Ret/Sales-P/E
	0.00
	-0.03
	21.00
	21.00
	64.90
	16.30
	0.29
	18.84

	Ret/Sales-P/BV
	0.04
	0.21
	2.75
	2.66
	30.19
	1.09
	1.43
	43.12

	Ret/Sales-P/Sales
	0.39
	0.62
	0.97
	0.86
	53.45
	0.32
	1.22
	65.10

	Ret/Equity-P/E
	0.26
	-0.51
	21.00
	21.00
	64.90
	14.03
	0.00
	0.00

	Ret/Equity-P/BV
	0.44
	0.66
	2.75
	3.45
	39.16
	0.84
	1.32
	51.70

	Ret/Equity-P/Sales
	0.01
	0.07
	0.97
	1.00
	62.15
	0.41
	0.00
	0.00

	Debt/Equity-P/E
	0.03
	-0.18
	21.00
	22.90
	70.79
	16.30
	0.44
	31.18

	Debt/Equity-P/BV
	0.39
	0.62
	2.75
	2.31
	26.22
	1.09
	0.00
	0.00

	Debt/Equity-P/Sales
	0.03
	-0.17
	0.97
	1.01
	62.77
	0.32
	0.76
	47.88

	Number of Shares
	
	300,000
	
	
	
	
	
	

	Value/per Share
	
	$152.27
	
	
	
	
	
	

	Value-Invested Capital
	
	$45,682,000
	
	
	
	
	
	

	Total Debt
	
	213,549
	
	
	
	
	
	

	Value of Equity
	
	$45,468,451
	
	
	
	
	
	

	Price/Earnings Ratio
	
	21.83
	
	
	
	
	
	

	Price/Ebit
	
	13.43
	
	
	
	
	
	

	Price/Book Value
	
	4.01
	
	
	
	
	
	

	Price/Sales
	
	0.73
	
	
	
	
	
	




APPENDIX D

ADJUSTMENTS TO VALUE ILLUSTRATION
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�Internal Revenue Service Regulations § 1.170-1, § 1.170A-1, § 1.412(c)(2)-1, § 20.2031-1(b) and § 25.2512-1.  The American Society of Appraisers, through its Business Valuation Standards, defines fair market value as: The amount at which property would change hands between a willing seller and a willing buyer when neither is under compulsion to buy and when both have reasonable knowledge of the relevant facts.  As can be seen, this is the same as the IRS definition.


�This is actually a simplified statement.  The computation in which it is determined how much, if any, must the acquiring organization book for goodwill is sometimes very complex.


�See Benjamin Graham, David L. Dodd and Sidney Cottle, Securities Analysis, Principles and Technique, (New York: McGraw-Hill Book Company, 1962), p. 28.


�BVS-IV(III).


�BVS-IV(IV).


�A mean average is a simple average in which each item to be averaged is given equal weight where the average of a group of n numbers “� EMBED Equation.2  ���” where � EMBED Equation.2  ��� � EMBED Equation.2  ���.


�( is not used in this example because �SYMBOL 98 \f "Symbol"� is used to represent all risk associated with the enterprise to be valued.


�This is based upon studies by Ibbotson Associates.  See Roger Ibbotson, Stocks, Bonds, Bills and Inflation 1996 Yearbook, (Ibbotson Associates Capital Management Research Center: Chicago, 1996), p. 29.


�Ibid.  Small stocks are defined by Ibbotson as the small fifth of the stocks on the New York Stock Exchange.  The size is measured by market capitalization which is the total number of shares outstanding multiplied by the price per share.


�This is consistent with what is called the Gordon Dividend Discount Model.


�Mathematically, this would be expressed:  � EMBED Equation.2  ��� where � EMBED Equation.2  ��� is the cash flow, � EMBED Equation.2  ��� is the discount rate, � EMBED Equation.2  ��� is the capitalization rate and � EMBED Equation.2  ��� is the number of years over which the cash flow is projected.


�ASA SBVS-1 (II).


�Gordon Smith and Russell Parr, Valuation of Intellectual Property and Intangible Assets, Second Edition, (New York: John Wiley & Sons, 1994), p. 187.


�David J. Gladstone, Venture Capital Handbook, (Reston: Reston Publishing Company, Inc., 1983), p.119.


�Ibid. p. 118.





III-1

[image: image2.wmf]x

[image: image3.wmf]x

[image: image4.wmf]=

=

å

x

n

i

i

n

1

[image: image5.wmf](

)

(

)

cf

d

cf

c

d

i

r

i

i

n

n

r

r

n

1

1

1

-

+

-

=

å

[image: image6.wmf]cf

[image: image7.wmf]d

r

[image: image8.wmf]c

r

[image: image9.wmf]n

_937489991.unknown

_938072722.unknown

_938074127.ppt






DOES THE INTEREST

HOLDER HAVE

CONTROL OVER

THE ENTITY?

IS THERE A PUBLIC

MARKET FOR THE

INTEREST?

YES

NO

IS THERE A PUBLIC

MARKET FOR THE

INTEREST?

CONTROLLING,

AS IF FREELY

TRADED VALUE

YES

YES

CONTROLLING,

NON FREELY

TRADED VALUE

NON-

CONTROLLING,

AS IF FREELY

TRADED VALUE

NON-

CONTROLLING,

NON FREELY

TRADED VALUE

NO

NO








_938342185.unknown

_938072816.unknown

_938072860.unknown

_938072315.unknown

_938072684.unknown

_937490038.unknown

_936619854.unknown

_936768166.unknown

_919750998.unknown

_919751099.unknown

