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Introduction
The 29 page BizEquity Business Valuation Report can provide business owners and their advisors with much more than
just a “valuation number” as it will facilitate the following discussion:
Step One
Inform the client that the BizEquity Report will provide important insights into different measures of business value as
well as comparisons of the subject’s key financial benchmarks with the industry cohort.
Stress that business owners and their advisors can benefit from gaining an understanding of the mechanics of business
valuation and using this knowledge to proactively manage or build value over the short and long term.
Having purchased the BizEquity valuation service, users will be entitled to access a series of “how to” blogs and articles
which are roughly equivalent to the materials used in introductory MBA level valuation coursework. In short, there is
“value in understanding valuation” when it comes to the business owner’s most substantial retirement asset – a going
concern.
The BizEquity Business Valuation Report and the valuation pieces published on the BizEquity website will help educate
the entrepreneur as to important issues such as:
Step Two
Disclose to the client the different types of questions that can be answered via the BizEquity suite of valuation tools,
including:
1)
2)
3)
4)
5)

What is my business worth today?
How many different types of value are there and which are most important to me?
What are the primary value drivers in general and how do they differ from the perspective of the income
statement versus the balance sheet?
What is the difference between an “asset sale” and a “stock sale”?
How does my company compare to others in the same industry in terms of key financial metrics involving
liquidity, solvency, activity and profitability?

Business owners and their advisors who have expressed an interest in having their company valued have also implicitly
recognized that there is “value in understanding how to value” their business. This point was recently emphasized by
none other than the world’s most prolific investor of all time Mr. Warren Buffett. In the 2012 shareholder meeting for
Berkshire Hathaway, Mr. Buffett said:
“If business schools could offer just one course, it would not be on stock trading, the efficient market hypothesis or
modern portfolio theory. Rather, B-Schools should be encouraging students to learn the boring, but critically important,
discipline of business valuation.”
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Page 2: Table of Contents
This page is self-explanatory and lists the key report sections by page number.
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Page 4: Purpose and Conditions
Page two introduces the reader to several important valuation concepts which relate to the value conclusions generated
by the BizEquity valuation engine.
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In working with the client, it will be useful at this juncture to:
Step Three
Determine up front the purpose behind seeking out the estimate of business value through the BizEquity online
valuation tool.
The reason for the valuation will impact the selection of the most pertinent value conclusion while shaping the
discussion beyond valuation as data is entered and results obtained. Our statistics show that the most common reasons
concern buying or selling a business or obtaining financing (for various purposes ranging from fixed asset purchases to
bolstering the marketing effort to purchasing an entire company).
After establishing the primary purpose:
Step Four
Take the time to explain why it is important to seek out a credible estimate of value based on the following table:
Purpose of Valuation

Cost of Improper Valuation
Overpaying or leaving money on the table
Buying/Selling Business
Less than optimal “allocation of purchase price”
Divorce
Onerous settlement payments or other unfair outcome
Partner Buy-In
Improper/Ineffective post-transaction motivations
Partner Buy-Out
Over-leveraging firm to make required payments
Shareholder Dispute
Unfair outcomes and excessive legal fees
Key Man Insurance
Business Failure due to lack of capital in time of need
ESOP
Employee lawsuits or solvency problems due to over-valuation
Overpayment of federal taxes
Estate/Gift Taxation
Potential fines plus interest in addition to tax liability
Inability to garner funding
SBA Loans
Overpayment of purchase price/future insolvency
As noted, it may also be helpful to become familiar with the blogs published at the BizEquity website which deal with the
basics of business valuation. See the Appendix Materials for a current listing of relevant blogs. In addition, the following
step can be interjected at any time during the client interview.
Assignment One
Based on the conversation thus far, consider providing the client with additional information (send a link to a blog or any
other document or file considered useful) or even “homework” for a given topic of interest.
For example, challenge the customer to perform a Google Search to locate and collect 3 to 5 different articles/blogs
which deal with “how to increase business value” or “how to increase the value of a restaurant”, etc.
Alternatively, the lender can perform this research prior to the interview and provide it to the client at the appropriate
time.
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Most Common Valuation Scenario
Page two introduces the reader to the different core concepts of “value” as utilized by appraisers and entrepreneurs
alike while making the key distinction between the so-called “asset sale” and “stock sale”. In understanding and
interpreting the “value” of a business, it is important to recognize that there are many different “standards”, “types”
and “levels” of value that reflect a unique set of conditions and assumptions.
Before delving into the different value propositions, it may be worthwhile to introduce the client to the most common
business valuation scenario.

Key Point One
Inform the client that the most common business valuation scenario boils down to the following:
“The determination of “fair market value” on a “going concern basis” in the “100% controlling interest” in the firm’s
“common stock” or “assets”.”
In short, what is the value of the entire company (assets or stock) “on the open market” to the typical or most likely
buyer for the given business.
This scenario will apply, for example, if there are:
1)
2)
3)

Plans to buy or sell a business
Reasons to obtain an SBA loan or seek out other financing
Requirements to file for estate/gift tax purposes

As per the International Glossary of Business Valuation Terms, Fair Market Value is:
Fair Market Value - the price, expressed in terms of cash equivalents, at which property would change hands between a
hypothetical willing and able buyer and a hypothetical willing and able seller, acting at arm’s 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.
Going Concern - an ongoing operating business enterprise.
In contrasting this most common scenario of “fair market value on a going concern basis for a 100% control interest”,
note that here are other “standards of value” besides fair market value such as:
Investment Value
Value to a specific/known buyer rather than hypothetical or most likely buyer. In consolidating industries, fair market
value will approach investment value and account for the favorable synergistic impact of combining one or more
companies. In this case, the normalized earnings are typically higher and the pertinent multiples will be higher.
Fair Value
As used in divorce cases, this is “value to the current owner” rather than to a hypothetical buyer. It also refers to an
accounting concept which is roughly equivalent to fair market value.
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Liquidation Value
Value based on the shutting down of the business with the sale of all assets and the repayment of all liabilities rather
than as a going concern with perpetual life.
Three of the four “value conclusions” on page 6 are based on “fair market value” with the final conclusion stated in
terms of “liquidation value”.
There are also other “premise of value” options besides “on a going concern basis” such as:
As a collection of assets
Not a going concern, but not out of business either.
As a “planned liquidation”
Going out of business and selling all assets in a planned manner, e.g. a well-publicized auction.
As a “forced liquidation”
Going out of business and selling all assets in a forced manner, e.g. a “fire sale”.
The BizEquity Report includes only one other premise of value besides on a going concern basis and that is the “On a
Forced Liquidation Basis”.
There are other “levels of value” besides a “100% controlling interest” such as:
On a minority (less than 51%), non-controlling interest basis
Involves minority interest in ownership, e.g. 15% interest in the common stock and one other 85% shareholder.
On a minority (less than 51%), quasi-controlling interest basis
Involves a minority interest with some degree of control, e.g. 33% interest with two other 33% shareholders or two 50%
shareholders.
On a minority (less than 51%), controlling interest basis
Involves a minority interest with de facto control through Articles of Incorporation, Corporate By-Laws or other means.
Note that these minority interest levels of value are beyond the scope of the BizEquity Valuation Report as all values are
stated on a 100% controlling interest basis (whether for assets or for equity).
To reiterate, the most common scenario will involve the need to value the entire company using the “fair market value”
standard and “going concern” premise of value.
Sale of Assets versus Sale of Stock/Equity
From the perspective of valuing a business for buying/selling/financing purposes, a key distinction arises between the
assumed “purchase or sale of assets” and the assumed “purchase or sale of equity”. Irrespective of the reason for the
valuation, it is always possible to calculate and state the value conclusion in the form of either an asset deal or an equity
deal.

pg. 7

Key Point Two
Explain to the client that the actual buying and selling of businesses can be accomplished through either “the sale of
assets” or “the sale of equity”. Whether assets or equity are sold, the goal is typically to determine the fair market value
on a going concern basis in a 100% controlling interest of the target.
See the discussion involving Page Six for more details regarding the important distinctions between “asset” and “stock”
sales.
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Page 5: Purpose and Conditions Continued
As introduced, businesses are sold either as an asset deal or as a stock/equity deal. The fair market value of “assets” will
differ from the fair market value of the “equity” due to the specific collection of assets and/or liabilities included “in the
deal”. The valuation of a business is a function of which assets and liabilities are actually transferred as part of the
transaction (whether real or hypothetical).
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Key Point Three
Buyers and sellers must negotiate literally hundreds of “terms, conditions, contingencies, representations, warranties
and indemnities” beyond the “price” itself. One of the most important areas of negotiation is the type of sale – asset or
stock – and then specifically which assets and which liabilities are included.
Because the concept of fair market value normally entails or reflects all of these “typical” or normal terms and
conditions associated with transactions either the “asset” or “stock” sale.
The majority of smaller, owner-operated businesses are sold on an “asset sale basis” while the majority of larger,
middle-market companies are sold via the “stock sale” format.
A variety of factors will determine the chosen mode of sale, with buyer and seller negotiating price and an array of other
“terms and conditions” including the type of sale (asset or equity).

Key Point Four
The crux of the distinction between the asset deal and stock deal pertains to the specific constellation of assets and
liabilities which are included in the given transaction AND reflected in each value conclusion.
Business brokers hired to assist buyers and owners most commonly value businesses under the “asset sale” scenario
through multiples of discretionary earnings while valuations for divorce or middle-market consolidation will be based
primarily on the “stock sale” scenario.
Whereas the valuation of stock/equity involves the assessment of ALL of a company’s assets and liabilities (“known and
unknown” and “on or off the balance sheet”), the valuation of an “asset sale” revolves around those specific assets (and
typically no liabilities) identified in the purchase contract.
For example, the “asset sale” format is generally contrasted with the “stock sale” as follows:
Asset Deal
Only
Inventory
Fixed
Intangible Assets
No Liabilities
Allocation of Purchase
Price
Ability to “step up” the
basis of fixed assets
Avoidance of
“unknown liabilities
Limited tax maneuvers
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Stock Deal
All Assets (on and off balance sheet)

All Liabilities (known and unknown)
No Allocation (buyer inherits all account balances as they are for both book and tax
purposes)
Inability to “step up” the basis of fixed assets (except via a Section 338 Transaction)
Greater exposure to “unknown liabilities, e.g. lawsuits, warranty, obligations, product
returns, etc.
Creative deal structures including the possibility of selling personal goodwill separately from
corporate tax to minimize tax liability in particular for C-corporations), selling “stock for
stock” in order to defer taxable gains, etc.

Key Point Five
In general, the goals of the buyer and seller are typically at odds with respect to the choice of deal structure (asset
versus stock sale). Almost without exception, what is good for the buyer is bad for the seller (and vice-versa).
The rationale for selecting one over the other is complex and worthy of legal and tax advice.
In some cases, licenses, contracts, or other key rights that belong to the corporation and cannot be easily transferred
will dictate the use of a stock sale so that key rights remain with the new owner. For example, a corporation with a hard
to obtain FDA license would likely be structured as a stock sale so that the FDA license is maintained by the corporation
and transferred to the new owner(s).
A basic real world valuation example involves the use of “discretionary earnings” to generate an estimate of “asset sale
value” through either an income approach or market approach valuation method. This pivotal measure of earnings is
widely used by business brokers, bankers, business appraisers and entrepreneurs to gauge the probable fair market
value of controlling interests in private companies.
Example of Asset Sale Value Estimation Using Discretionary Earnings
By definition and assumption, a multiple of discretionary earnings results in the estimated value on an asset sale basis
(not an equity value). By comparison, applying a capitalization rate against “net cash flows to equity” (see the list of
blogs for more detail on this measure of cash flow) will produce an equity sale basis valuation result. As shown later
(Page Six), the “asset value” can be converted into an equity equivalent value through the application of certain steps.
Basic Valuation Example One
Applying a multiple or cap rate to the firm’s discretionary earnings will produce an estimate of fair market value on a
control basis that is consistent with the terms and conditions of the typical asset sale.
For example, applying a multiple of 3 to discretionary earnings of $600K generates an asset sale value in the amount of
$600K.
Pertinent Risk-Adjusted Multiple
Average Discretionary Earnings
Asset Deal Estimate of FMV

3.0 times
$600,000
$1,800,000

This asset sale value of $1,800K includes the firm’s inventory (at cost), fixed assets (replacement value) and all intangible
assets (goodwill, client base, covenant not to compete, etc.).
One of the pivotal tenets of business valuation is the so-called “size effect” or “size premium”. Research has proven over
and over again that higher earnings or cash flow levels will attract higher multiples of value. The business owner should
be made aware of this “reality” based on its motivational properties.
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Key Point Six
This is the perfect place to illustrate the role of the “size effect” on business valuation. The size effect can be a real
motivator if properly understood. In short:
“The greater the earnings or cash flow generated by a company, the higher the pertinent valuation multiple
becomes.”
&
“Larger companies are less risky and their cash flows are therefore more valuable (less risk, higher value).”
From the perspective of the small business owner who is planning an exit strategy alongside of a strategic or business
plan, this means that there are two routes towards enhancing company value from month to month and from year to
year:
Two Routes towards Enhanced Company Value
Route One
Increase the absolute amount of earnings or cash flow available to the owner.
If earnings rise or double from $300Kto $600K, the total value of the company will at least double:
$300K times 2.5 = $750K
$600K times 2.5 = $1,500K
Increase in Value = $750K or 100%
Route Two
Increase the pertinent valuation multiple.
If earnings rise or double from$300Kto $600K, the pertinent multiple will ALSO rise from say 2.5 times to 3.0 times:
$300K times 2.5 = $750K
$600K times 3.0 = $1,800K
Increase in Value = $1,050K or 140%
The overall impact of doubling earnings from $300K to $600K is an increase in value from around $750K to $1,800K with
around $300K of this increase due solely to the “size effect”.
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The Big Picture
We now know that most valuations will require the estimation of fair market value on a going concern basis for a 100%
control interest in either the “assets” or the “equity”. In the bigger picture, however, there are four primary types of
value which are calculated in the BizEquity Report. We have discussed the “asset value” and “equity value” conclusions
and we have touched upon “liquidation value” on a forced liquidation basis. There is one more conclusion of value
which may be of interest to the business owner in certain circumstances and this is referred to as “enterprise value”. The
four conclusions of value provided on page 6 to the user are as follows:
1)
2)
3)
4)

Asset Value
Equity Value*
Enterprise Value**
Liquidation Value

*Note that the form of “equity” is dependent on the type of entity being evaluated, i.e. it will involve “common stock” in a corporation or
“partnership units” in a partnership or “member units” in an LLC. Although a sole proprietor does NOT have or issue stock, it does have an “equity
value” in the same manner that a corporation has shareholder or equity value (total assets less total liabilities).
**The term “enterprise value” is typically associated with middle market or high growth/startup appraisals which include some variation of
discounted cash flow analysis or the guideline public company method. Similar to “asset sale value” to a certain extent, the firm’s enterprise value
is equal to the sum of its “equity value” plus “debt value”, i.e. the overall enterprise (total assets) is capitalized with debt and equity. The use of a
multiple of EBITDA in middle market transactions is assumed to generate an estimate of “enterprise value”, whereby the firm’s long term debt
must be subtracted to derive the “equity value”.

More about Enterprise Value
In middle-market transactions, it is also helpful to distinguish between “equity value” and “enterprise value”. Enterprise
value is a reflection of the firm’s value as a functioning entity and it is helpful in that it facilitates the comparison of
companies with varying levels of debt
This fair market value estimate is equal to the “total value of the firm” or the value of the firm’s equity plus its long term
debt, i.e. it reflects the value of the entire capital structure (equity holders and debt holders) or “enterprise”. M&A
professionals routinely cite multiples of EBITDA as a gauge of enterprise value with equity value calculated after
subtracting LT debt.
Consideration of enterprise value as well as equity value (market capitalization) can provide greater insight into
probable long term growth prospects. It may be helpful to consider enterprise value as a “takeover price”, i.e. an
acquirer would have to take on the company's debt, but would retain its cash. In some variations, preferred stock,
minority interest investments in the Subject Company and even capitalized lease obligations are included as debt. Cash
is subtracted to reach Enterprise Value because (excess) cash is considered a non-operating asset AND it’s already
implicitly reflected within the equity value. In practice, it is “excess cash” which is normally subtracted (cash not needed
to facilitate normal day to day operations). However, we are assuming that a company’s cash balance (including cash
equivalents such as marketable securities or short-term investments) equals excess cash.
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Page 6: Methodology
This page is a generalized overview of the valuation process used by BizEquity to generate the various conclusions of
value summarized on page six. Given the importance of the data entered by the business owner, care should be taken
to emphasize the “garbage in – garbage out” relationship between data and value conclusions.
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Key Point Seven
Stress to the business owner that the accuracy and completeness of the data entered into the online tool is essential for
purposes of producing a credible estimate of value. Entering data for all three years is preferable – but also time
consuming. At a minimum, the most current period’s data should be carefully entered with the user reviewing the hints
and tax return clarifications as needed.
Another point worthy of mentioning is that it behooves the owner to periodically update the business valuation report –
at least bi-annually. This may help in identifying any trends of concern which might propel changes which are geared
towards reversing such negative outcomes. It will also help to shift the owner’s perception about the importance of
understanding the valuation process.
What is a Business Valuation?
Every business valuation report is an attempt to quantify the probable value of a given asset or group of assets by the
“telling of a story”. Professional business appraisers have developed rules which should be followed in telling the story
that we refer to as “Generally Accepted Business Appraisal Principles and Procedures” (GABAPP). These are akin to the
accounting world and “Generally Accepted Accounting Principles” or GAAP.
How Are the Estimates Derived?
The BizEquity valuation algorithm utilizes income and market approach methodologies as well as select industry-specific
rules of thumb. The results generated from different methods are then weighted in accordance with generally accepted
valuation principles and procedures, i.e. the assigned weights reflect the relative credibility or importance of each
specific method on the way towards generating the final overall estimate of fair market value.
Specific methods utilized include:
Capitalization of Earnings
Develops and applies risk-adjusted cap rate to normalized earnings.
Discounted Cash Flow Analysis
Involves risk-adjusted discounting of future cash flows back into present value.
Direct Market Data Method
Revolves around multiples paid in real world transactions for businesses of similar size and type.
Who Designed the Valuation Engine?
The valuation engine was designed by a team of professionals with vast and high level business valuation and
entrepreneurship experience including the former COO and CFO of the American Institute of Certified Public
Accountants Mr. Clarence Davis and longtime Certified Business Appraiser, author and professor of business valuation
Mr. Scott Gabehart. Originally funded by the multi-billion dollar business credit card firm Advanta, millions of dollars
have been invested into the development of the engine and website.
Because BizEquity has not reviewed or audited the financial data used in the valuation process, it is important to
recognize that the estimates presented are not “final numbers” but are more so “general estimates” in the form of a
frame of reference rather than official or full appraisal.
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Key Point Eight
Most small, owner-operated businesses are vulnerable to the departure of the owner (especially for prolonged periods
of time). There are also a series of concrete steps which can be taken to minimize the key person dependency, which in
turn will serve to reduce the risk associated with the firm’s future cash flows – and thereby increase business value.
For example, it is worthwhile to ensure that the key individual’s second-in-charge is being mentored, coached and
developed as a future leader and is aware of relevant organizational and operational issues beyond their current level of
responsibility.
The less dependent the business is on the contribution of the owner, the less risky the future cash flows will be and the
more value they will have.
A reasonable goal is to develop a replacement who is capable of running the firm for 4 to 8 weeks without the owner
being present. However, many companies do not have this capability. By purchasing key person insurance, the business
would receive a lump sum payment if a key person can no longer work because of illness, injury or death. Note that this
applies to either the owner or a non-owner key employee.
An issue which is often directly related to key person dependency and key person insurance is the development of a
“buy-sell agreement” among the firm’s shareholders (corporations), partners (partnership) or members (limited liability
company or LLC).
The preceding discussion involving key person risk is a natural Segway into the concepts related to buy-sell agreements
and related funding.
Buy / Sell Agreements
Allow the remaining owners to purchase the departed owner’s shares at a pre-agreed value. This value should be
updated each year to ensure ongoing accuracy. There are many types of buy-sell agreements including a “cross
purchase” version, a “stock redemption” version and various hybrids. Key differences include who does the buying
(corporation or the individuals).
Buy / Sell Funding
It is generally desirable that buy-sell agreements should be fully funded to avoid delays and to avoid causing the
remaining owners to use their own cash to execute the agreement. If the owner dies or becomes disabled, insurance
policies can be utilized to fund the buy/sell agreement. Retirement and resignation can be funded through a type of
‘sinking fund’ (an investment fund established and maintained by the owners).
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Page 7: BizEquity Valuations
This page is in many ways the centerpiece of the valuation report as it provides the owner with the four distinct
estimates of value introduced earlier. In most cases, the owner will be more interested in the “asset sale value” and the
“equity sale value” as these are the most commonly sought after valuation perspectives in practice.
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Key Point Nine
The four conclusions of value differ based on a number of factors or assumptions related to what is included in the
underlying transaction and how it is negotiated.
Because the equity value includes ALL of the firm’s assets and liabilities, it will naturally differ from the asset value which
includes ONLY the following assets (and NO liabilities):
Inventory
Measured at original cost.
Furniture, Fixtures and Equipment
Measured at replacement cost – as is. (Also referred to generally as “fixed assets”.)
Intangible Assets
Includes all intangibles such as goodwill, customer base, covenant not to compete, etc.
The discussion for page four included a basic valuation example which produced an asset sale value of $1,800K based on
$600K in discretionary earnings and a multiple of 3.0 times. As noted, this “asset deal” perspective included the value of
the firm’s inventory, fixed assets and all intangibles.
To help understand the primary difference between the “asset value” and “equity value”, an example follows next which
will convert the asset deal value of $1,800K into its “equity value” equivalent.
Conversion of Asset Deal Estimate into Equity Equivalent Value
It is possible to convert the “asset deal” value of $1,800K into an “equity deal” value by making certain adjustments or
transformations. In the general case, it is necessary to ADD ALL liquid financial assets such as cash, accounts receivable
and prepaids and SUBTRACT ALL liabilities such as accounts payable, notes payable and long term debt.
Asset Deal Estimate of FMV
Plus Liquid Financial Assets
Less Liabilities
Stock Deal Equivalent Estimate of FMV

$1,800,000
$200,000
$300,000
$1,700,000

Because the firm’s debts were greater than the liquid assets, its equity value is less than the asset sale value. A useful
clarification here concerns the use of a residential home with a mortgage. The “asset sale” value of your home is what it
can be sold for on the open market ($1,800K) but the “equity value” of the home will be less by the amount of the
attached debt.
With this newfound knowledge, the owner can begin to visualize the impact on business value from various business
decisions such as whether to hold higher cash balances for security purposes versus investing excess cash to enhance
revenue and profit outcomes (and therefore value).
Step Five
As an explanatory tool, review the subject firm’s balance sheet on page 8 and calculate the adjustment needed to
transform an asset sale estimate into its equity-equivalent value in accordance with the prior example. This will help
them to understand the differences between these two different valuation perspectives and transaction modes.
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Stress to the owner that the firm’s equity value (roughly speaking “net worth”) will rise as cash is accumulated or as debt
is paid down, etc.
At the same time, effectively investing any excess cash to produce additional discretionary earnings will increase value
by a multiple of 2 to 4 times (for the typical business) versus a one for one increase in value in the form of higher cash
balances.
Role of Intangible Assets
Many business owners and their advisors are concerned that their business does not have many “hard assets” like
inventory or equipment and they fear that this may make it difficult to sell their business or obtain a bank loan. The
reality is that the “average” goodwill value for small businesses is at or around 50% of total value and considerably
higher for many types of businesses including some of the most profitable.
Although “hard assets” are valuable, earnings or cash flow is MORE VALUABLE. Consider the following two companies
being purchased/sold and valued as an “asset sale”:
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A Tale of Two Asset Types

Inventory
Fixed Assets
Total Assets
Revenues
Profits
Owner Compensation
Discretionary Earnings

Company A
Company B
Hard Assets, Inc. Intangibles R Us, Inc.
$200,000
$5,000
$300,000
$10,000
$500,000
$15,000
$3,000,000
$200,000
$50,000
$250,000

$2,000,000
$100,000
$500,000
$600,000

Now consider the following fact pattern and question:
Fact Pattern
Company A has around $485K more in hard assets, generates 50% higher revenues and is generating profits that are
twice as high as in Company B.
Question
Which company is worth more, Company A (Hard Assets, Inc.) or Company B (Intangibles R Us, Inc.)?
Answer
Based on Company B’s discretionary earnings level of $600K, it is highly probable that it will be worth more than
Company A despite the shortfall in assets, revenues and profits. Not only is Company B’s earnings level higher, it is
sufficiently high enough to warrant a higher multiple than what Company A’s earnings might warrant.
Because Company A does have more “hard assets”, there may be a higher multiple applicable to its earnings stream –
but not necessarily.
Key Point Ten
The key point is that a lack of tangible assets does not preclude a healthy valuation result. All other things equal, $600K
in earnings is worth more than $600K in hard assets as part of a going concern.
If a company increases its inventory holdings by $100K, the value of the company will rise by exactly $100K (all other
things equal).
If a company increases its earnings by $100K, the value of the company will rise by some multiple of $100K, e.g. 3 times
(all other things equal).
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Page 10: Financial Snapshot
After the valuation results stated on page six, the information on page seven is the most insightful from the perspective
of evaluating the subject company’s financial performance (overall and in comparison to the industry peer group).
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This page includes data which will answer the following questions:
1) How much cash flow has been generated by the company that is available to the owner who is working at the
business on a full-time basis?
2) Is there sufficient cash flow for a prospective owner to pay the owner a salary, make capital expenditures, pay
all taxes and still have funds remaining in the form of a profit?
3) Is the company generating cash flow and profit levels which are higher than its peer group?
4) Does the firm have too much debt relative to the firm’s equity or cash holdings?
Emphasis on Discretionary Earnings
The first two figures are comprised of the firm’s annual discretionary earnings and annual discretionary earnings margin.
There is a reason why these figures are listed first as it is this measure of cash flow which often drives the valuation
process and negotiations between buyer and seller. This measure has several different names, but is ALWAYS calculated
in the same manner as a means of facilitating “apples to apples” comparisons from one business to the next and from
one industry to the next.

Key Point Ten
Discretionary earnings or “adjusted EBITDA” is the primary measure of cash flow used to value small, owner-operated
companies – and can also be used for larger, middle market companies and high tech/high growth firms as well.
Also referred to as “adjusted cash flow”, “seller’s discretionary earnings” or just “net”, the firm’s ability to produce
discretionary earnings is at the center of most valuation engagements.
What Are Discretionary Earnings?
 Based on the “return on owner’s labor” paradigm
 Represent the pretax, cash equivalent financial resources available to a hypothetical buyer to use as desired, i.e.
to service acquisition debt, pay an owner salary and hopefully earn a positive return on invested cash
 Utilized primarily for smaller, owner-dependent businesses
 Measured BEFORE (includes) all compensation paid to a single, full-time owner-operator
 Reflects all pertinent “normalization adjustments” ranging from non-recurring or non-operating
expenses/revenues to imputation of true market level rent burden
 Transformed into estimates of business value via market-derived capitalization rates or multiples (pretax)
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How Are Discretionary Earnings Calculated?
They represent the sum of pretax profit plus a series of “add backs” (as follows):
Discretionary Earnings Formula
Normalized Pretax Profit*
+Single F-T Owner Compensation**
+Interest Expense***
+Non-Cash Expenses****
Discretionary Earnings
* The goal of these adjustments is to transform the accounting-based pretax profit measure into an “economic-based” measure of the true
earnings or cash flow (as available to the single owner-operator within the context of discretionary earnings). Common adjustments of this type
include:

1) Officer/Owner, Shareholder or Family Member Compensation
Increase/decrease due to above/below market payments to family members who are paid employees, e.g. owner’s son
paid annual salary but only works for 3 months of the year. SDE should always include the actual total compensation
paid to a single, full-time owner-operator. If absentee operated, a manager’s compensation may be added back to show
what the hypothetical buyer would be able to access if working full-time.
2) Unusual, Nonessential or Nonrecurring Events
Increase/decrease due to presence of one-time/non-recurring expense/revenue or loss/gain, e.g. pipes freeze in Arizona
restaurant and is shut down for a week during peak season.
3) Non-Operating Asset-Related Expenses and Revenues
Increase/decrease due to below/above market rental payments for the subject premises, e.g. Subject Company owns
underlying real estate but does not recognize any rent expense on income statement.
4) Taxation Matters
Increase/decrease due to switch from LIFO to FIFO/FIFO to LIFO inventory accounting, e.g. company utilizes LIFO (last infirst out) to determine ending inventory and increase cost of goods sold, which in turn reduces taxable profit.
**As we are trying to determine how much cash flow a new owner would have access to if they stepped into the shoes of a full-time owneroperator, any compensation paid to the primary owner should be included, e.g. salary, bonus payments, payroll taxes and benefits of all types such
as health insurance, vehicle expenditures, travel and any other “discretionary” outlays.
***The expense of interest is added back as we want to know how much “cash flow” is available for the hypothetical owner to service their own
debt (which could be much greater or far less than what is currently in place).
****Non-cash expenses are included due to their impact on reported profits without any corresponding outflow of cash. Some versions of
discretionary earnings will include a reduction for planned capital expenditures, but this is NOT the case in the vast majority of applications
including the use of comparable sales databases such as Bizcomps or Pratt’s Stats.

A separate future blog will delve further into the mechanics of “normalizing” financial statements (both the income
statement and balance sheet) for business valuation purposes.
How Are Discretionary Earnings Used to Value a Company?
Discretionary earnings (also known as “adjusted cash flow” or “seller’s discretionary earnings” or just plain “net”) are
used via both income and market approach methods (including rules of thumb).
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Basic Valuation Example Two
This requires the estimation of an appropriate, risk-adjusted capitalization rate or multiple on a pretax basis. One of
several “Risk Factor Models” (including the proprietary BizEquity model) can be used to build up a capitalization rate,
from which a multiple is derived by taking the reciprocal of the cap rate, e.g. a 33% cap rate is equivalent to a multiple of
3 that is applied to the generated level of earnings.
A simplified and purely hypothetical model (the greater the risk, the higher the risk factor) could be:
Hypothetical Risk Factor Model
Risk Category
Company Operations Risk
Company Financial Risk
Industry Risk
Economic Risk
Total Risk
Risk-Free Rate
Capitalization Rate
Multiple
Subject Firm’s Discretionary Earnings
Subject Firm Multiple
Subject Firm’s Asset Deal Value

Risk Factor
7%
6%
8%
5%
26%
3%
29%
3.45 times
$350,000
3.45 times
$1,207,500*

*Includes inventory, fixed assets and intangible assets only.

Market Approach Application
Typically involves the derivation of an appropriate “multiple” from use of one or more transaction databases such as
those provided by Bizcomps or the Institute of Business Appraisers. The multiple chosen must be pertinent to
discretionary earnings and will produce a direct estimate of “asset deal value”.
Subject Firm’s Discretionary Earnings
Industry-Specific Median Multiple
Subject Firm’s Asset Deal Value

$350,000
2.99 times
$1,046,500*

*Includes inventory, fixed assets and intangible assets only.
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Page 8: Financial Summary
This page contains the “raw materials” used to build the valuation estimate via the online tool and engine. Ideally, the
user will enter three years of data in order to be able to spot any material trends in key accounts from the income
statement or balance sheet.
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It is this data which is used to generate the results presented in the “Financial Analysis” and “Ratio Analysis” sections of
the report which begin on page nine.

Key Point Eleven
The lender can review the data on this page to identify any trends of interest, both in terms of the actual dollar amounts
and in terms of a “common-size” presentation. Each of the figures from the income statement can be restated as a
percent of total revenue and each of the balance sheet figures can be restated as a percent of total assets, with trends in
relative changes more readily visible.
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Page 10 – 12: Financial Analysis
Similar to pages 12 to 15, these three pages include a series of metrics which can be independently calculated by the
user. Each metric includes a classification which indicates whether the subject company is under-performing, near
average or out-performing its peer group based on industry data obtained by BizEquity.
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Key Point Twelve
As noted earlier, the valuation results will be more robust and accurate if data for all three periods is entered. Likewise,
any interpretation of the financial and ratio analysis will be enhanced if data is provided for three full periods.
Encourage the user to provide this data as a means of improving the quality of the valuation and evaluation results.

Key Point Thirteen
There are different types of financial statement analysis, generally falling into one of three categories:
Trend Analysis
Trend analysis involves the collection of information and attempting to identify a pattern, or trend, within the
information by calculating the percentage change for one account over a period of time of two years or more.
Common-Size Analysis
Common size analysis is a method of comparing either financial statements of different-sized companies or financial
statements of one company from different time periods. It reaches such comparisons by measuring one part of a
company's financial operations against the totality of the operations. In so doing, common size analysis reduces the raw
numbers to percentages that allow for much easier comparison between companies and across time. This method of
analysis may be performed on either income statements or balance sheets.
Ratio Analysis
A tool used by individuals to conduct a quantitative assessment of information contained in a company's financial
statements. Ratios are calculated from current year numbers and are then compared to previous years, other
companies, the industry, or even the overall economy to judge the performance of the company.
In addition, other “ratios” and benchmarks can be reviewed which may or may not be based on financial statement
figures:
Ratio Analysis (operational data)
These ratios are often pivotal considerations and include calculations such as:



Sales Per Square Feet
Sales Per Employee

Here is a short list of the primary resources for industry benchmarking purposes and a few of their "unique" attributes:
1) IRS Corporate Ratios (tax returns only – all firms versus profitable firms only)
2) Integra (tax returns and financial statements)
3) RMA (tax returns, financial statements that are compiled/reviewed or audited and
other company reports –
by geographic territory and revenue/total assets size). All bankers use this resource and many appraisers. Also
includes versions which
analyze liquidity and solvency in unique ways such as “defensive interval” and various
risk measures only available here.
4) Almanac of Business and Industrial Financial Ratios (tax returns only)
5) Financial Studies of Small Business (financial statements only)
6) Fintel (various)
7) BizMiner (various) Also publishes other unique reports which track number of startups, failure rates, sales per
company by size in a given geographic market, etc.
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Each of the preceding resources contain general financial statement results (common-size, trend and ratio analysis)
categorized by size (and other metrics such as profitability, time, geographic location, source of financial data, etc.) and
generally cover the full range of business types by SIC or NAICS codes. In order of common usage among business
appraisers (from most to least common), the primary resources are:
1)
2)
3)
4)

RMA (most common by far)
Integra
BizMiner
IRS Corporate Ratios

There are also many industry-specific resources which are at least of equal credibility and most often superior in terms
of the type and quality of information available. Most of the major industries have one or more trade associations or
groups which collect this data via survey and publish the results annually. A few examples are:
1)
2)
3)
4)
5)

MGMA Cost Survey (by physician specialty)
NCPA Cardinal Health Digest (pharmacies)
NARA Insurance Agency Growth and Performance Standards (insurance agencies)
CFMA Annual Financial Survey (general and specialty trade contractors)
National Tooling and Machining Association Operating Cost and Executive Compensation Report (machine
shops)

In order to identify industry-specific financial benchmarking (or more specific data such as salary/compensation levels by
industry), it is helpful to visit the website known as
Valuation Resources at www.valuationresources.com. Just enter an SIC or NAICS code or the industry name into the
search engine and available resources will be presented.
This online guide to industry information, research, and analysis provides sources for industry trends and statistics,
financial ratios, salary surveys, and more provides information that is available free. Each industry will include the
following page sections which are linked to a complete listing of available resources:





Industry Overview, Trends, and Statistics
Financial Information and Financial Ratios
Compensation and Salary Surveys
Business Valuation Resources

In addition, certain industry analysis resources will include select financial benchmarking data, including:
1) IBIS World (includes industry outlook, historical statistics and overview of cost structure and profitability trends)
2) First Research (includes Fintel data)
3) Business Reference Guide (contains industry “rules of thumb” in addition to various comments put forth by
industry experts and miscellaneous “benchmarking” perspectives).
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Page 13 – 25: Ratio Analysis
Similar to pages 9 to 11, these three pages include a series of metrics which can be independently calculated by the
user. Each metric includes a classification which indicates whether the subject company is under-performing, near
average or out-performing its peer group based on industry data obtained by BizEquity.
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Key Point Fourteen
As noted earlier, the valuation results will be more robust and accurate if data for all three periods is entered. Likewise,
any interpretation of the financial and ratio analysis will be enhanced if data is provided for three full periods.
Encourage the user to provide this data as a means of improving the quality of the valuation and evaluation results.

Key Point Fifteen
Much of the core financial statement analysis concerns breaking down the firm’s performance into measures which
comprise the following categories:





Liquidity
Solvency/Leverage
Activity/Efficiency
Profitability

Definition of 'Liquidity Ratios'
A class of financial metrics that is used to determine a company's ability to pay off its short-terms debts obligations.
Generally, the higher the value of the ratio, the larger the margin of safety that the company possesses to cover shortterm debts.
Investopedia explains 'Liquidity Ratios'
Common liquidity ratios include the current ratio, the quick ratio and the operating cash flow ratio. Different analysts
consider different assets to be relevant in calculating liquidity. Some analysts will calculate only the sum of cash and
equivalents divided by current liabilities because they feel that they are the most liquid assets, and would be the most
likely to be used to cover short-term debts in an emergency.
A company's ability to turn short-term assets into cash to cover debts is of the utmost importance when creditors are
seeking payment. Bankruptcy analysts and mortgage originators frequently use the liquidity ratios to determine whether
a company will be able to continue as a going concern.
Definition of 'Solvency Ratio'
One of many ratios used to measure a company's ability to meet long-term obligations. The solvency ratio measures the
size of a company's after-tax income, excluding non-cash depreciation expenses, as compared to the firm's total debt
obligations. It provides a measurement of how likely a company will be to continue meeting its debt obligations.
The measure is usually calculated as follows:
After Tax Net Profit+Depreciation

Solvency Ratio = Long Term Liabilities+Short Term Liabilities
Investopedia explains 'Solvency Ratio'
Acceptable solvency ratios will vary from industry to industry, but as a general rule of thumb, a solvency ratio of greater
than 20% is considered financially healthy. Generally speaking, the lower a company's solvency ratio, the greater the
probability that the company will default on its debt obligations.
Definition of 'Activity Ratios'
Accounting ratios that measure a firm's ability to convert different accounts within its balance sheets into cash or sales.
Activity ratios are used to measure the relative efficiency of a firm based on its use of its assets, leverage or other such
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balance sheet items. These ratios are important in determining whether a company's management is doing a good
enough job of generating revenues, cash, etc. from its resources.
Investopedia explains 'Activity Ratios'
Companies will typically try to turn their production into cash or sales as fast as possible because this will generally lead
to higher revenues. Such ratios are frequently used when performing fundamental analysis on different companies. The
total assets turnover ratio and inventory turnover ratio are two popular examples of activity ratios used widely across
most industries.
Definition of 'Profitability Ratios'
A class of financial metrics that are used to assess a business's ability to generate earnings as compared to its expenses
and other relevant costs incurred during a specific period of time. For most of these ratios, having a higher value relative
to a competitor's ratio or the same ratio from a previous period is indicative that the company is doing well.
Investopedia explains 'Profitability Ratios'
Some examples of profitability ratios are profit margin, return on assets and return on equity. It is important to note that
a little bit of background knowledge is necessary in order to make relevant comparisons when analyzing these ratios.
For instances, some industries experience seasonality in their operations. The retail industry, for example, typically
experiences higher revenues and earnings for the Christmas season. Therefore, it would not be too useful to compare a
retailer's fourth-quarter profit margin with its first-quarter profit margin. On the other hand, comparing a retailer's
fourth-quarter profit margin with the profit margin from the same period a year before would be far more informative.
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Appendix One
List of BizEquity Blogs Dealing With Business Valuation Basics


Business Valuation for Succession Planning and Exit Strategies (http://blog.bizequity.com/2013/08/businessvaluation-for-succession_9.html)



Discount Rates, Cap Rates, and Multiples (Part One) (http://blog.bizequity.com/2013/06/discount-rates-caprates-and-multiples.html)



How All Business owners and their advisors Can Optimize The Value Of Their Business - BizEquity Insight #1
Focus On Discretionary Earnings (http://blog.bizequity.com/2013/05/primary-measures-ofprofit-or-cashflow.html)



Affordable Care Act and Medical/Dental Practice Value: Winners and Losers
(http://blog.bizequity.com/2013/05/affordable-care-act-and-medicaldental.html)



Business Valuation Rules of Thumb: Do They Matter? (http://blog.bizequity.com/2013/04/business-valuationrules-of-thumb-do.html)



Interpreting Earnings and Cash Flow Streams (http://blog.bizequity.com/2013/01/interpreting-earnings-andcash-flow.html)



Primary Determinants of Owner-Operated, Privately-Held Business Value & the BizEquity Democratization Goals
(http://blog.bizequity.com/2012/12/primary-determinants-of-owner-operated.html)



The Business of America is Small Business: The 2012 Presidential Election
(http://blog.bizequity.com/2012/10/the-business-of-america-is-small.html)



Privately-Held Versus Publicly-Traded Companies (http://blog.bizequity.com/2012/10/privately-heldto-publiclytraded.html)



Business Valuation: Art and Science (http://blog.bizequity.com/2012/10/business-valuation-art-andscience.html)



Business Value and Size (http://blog.bizequity.com/2012/09/business-value-and-size.html)



IRS Revenue Ruling 59-60 and Business Valuation (http://blog.bizequity.com/2012/09/irs-revenue-ruling-59-60and-business.html)



The Value of Valuations http://blog.bizequity.com/2012/09/bizequity-blog-3-september-6th-2012.html



Value of What? (http://blog.bizequity.com/2012/08/value-of-what.html)
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Appendix Two
International Glossary of Business Valuation Terms
The International Glossary of Business Valuation Terms were created and ratified by the following primary business
valuation organizations:






The Institute of Business Appraisers
American Institute of Certified Public Accountants
American Society of Appraisers
Canadian Institute of Chartered Business Valuators
National Association of Certified Valuation Analysts

Adjusted Book
Value Method
Adjusted Net
Asset Method
Appraisal
Appraisal
Approach
Appraisal Date
Appraisal
Method
Appraisal
Procedure
Arbitrage
Pricing Theory
Asset (AssetBased)
Approach
Beta
Blockage
Discount
Book Value
Business
Business
Enterprise
Business Risk
Business
Valuation
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A Method Within The Asset Approach Whereby All Assets And Liabilities (Including Off-Balance
Sheet, Intangible, And Contingent) Are Adjusted To Their Fair Market Values (Note: In Canada On A
Going Concern Basis).
See Adjusted Book Value Method.
See Valuation.
See Valuation Approach.
See Valuation Date.
See Valuation Method.
See Valuation Procedure.
A Multivariate Model For Estimating The Cost Of Equity Capital, Which Incorporates Several
Systematic Risk Factors.
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.
A Measure Of Systematic Risk Of A Stock; The Tendency Of A Stock’s Price To Correlate With Changes
In A Specific Index.
An Amount Or Percentage Deducted From The Current Market Price Of A Publicly Traded Stock To
Reflect The Decrease In The Per Share Value Of A Block Of Stock That Is Of A Size That Could Not Be
Sold In A Reasonable Period Of Time Given Normal Trading Volume.
See Net Book Value.
See Business Enterprise.
A Commercial, Industrial, Service, Or Investment Entity (Or A Combination Thereof) Pursuing An
Economic Activity.
The Degree Of Uncertainty Of Realizing Expected Future Returns Of The Business Resulting From
Factors Other Than Financial Leverage. See Financial Risk.
The Act Or Process Of Determining The Value Of A Business Enterprise Or Ownership Interest
Therein.

Capital Asset
Pricing Model
(CAPM)
Capitalization
Capitalization
Factor
Capitalization
Of Earnings
Method
Capitalization
Rate
Capital
Structure
Cash Flow

A Model In Which The Cost Of Capital For Any Stock Or Portfolio Of Stocks Equals A Risk

A Conversion Of A Single Period Of Economic Benefits Into Value.
Any Multiple Or Divisor Used To Convert Anticipated Economic Benefits Of A Single Period Into
Value.
A Method Within The Income Approach Whereby Economic Benefits For A Representative Single
Period Are Converted To Value Through Division By A Capitalization Rate.

Any Divisor (Usually Expressed As A Percentage) Used To Convert Anticipated Economic Benefits Of A
Single Period Into Value.
The Composition Of The Invested Capital Of A Business Enterprise, The Mix Of Debt And Equity
Financing.
Cash That Is Generated Over A Period Of Time By An Asset, Group Of Assets, Or Business Enterprise.
It May Be Used In A General Sense To Encompass Various Levels Of Specifically Defined Cash Flows.
When The Term Is Used, It Should Be Supplemented By A Qualifier (For Example, "Discretionary" Or
"Operating") And A Specific Definition In The Given Valuation Context.
Common Size Financial Statements In Which Each Line Is Expressed As A Percentage Of The Total. On The Balance
Statements
Sheet, Each Line Item Is Shown As A Percentage Of Total Assets, And On The Income Statement, Each
Item Is Expressed As A Percentage Of Sales.
Control
The Power To Direct The Management And Policies Of A Business Enterprise.
Control
An Amount Or A Percentage By Which The Pro Rata Value Of A Controlling Interest Exceeds The Pro
Premium
Rata Value Of A Non
Cost Approach A General Way Of Determining A Value Indication Of An Individual Asset By Quantifying The Amount
Of Money Required To Replace The Future Service Capability Of That Asset.
Cost Of
The Expected Rate Of Return That The Market Requires In Order To Attract Funds To A Particular
Capital
Investment.
Debt - Free
We Discourage The Use Of This Term. See Invested Capital.
Discount For
An Amount Or Percentage Deducted From The Pro Rata Share Of Value Of 100% Of An Equity
Lack Of
Interest In A Business To Reflect The Absence Of Some Or All Of The Powers Of Control.
Control
Discount For
An Amount Or Percentage Deducted From The Value Of An Ownership Interest To Reflect The
Lack Of
Relative Absence Of Marketability.
Marketability
Discount For
An Amount Or Percentage Deducted From The Per Share Value Of A Minority Interest Voting Share
Lack Of Voting To Reflect The Absence Of Voting Rights.
Rights
Discount Rate A Rate Of Return Used To Convert A Future Monetary Sum Into Present Value.
Discounted
A Method Within The Income Approach Whereby The Present Value Of Future Expected Net Cash
Cash Flow
Flows Is Calculated Using A Discount Rate.
Method
Discounted
A Method Within The Income Approach Whereby The Present Value Of Future Expected Economic
Future
Benefits Is Calculated Using A Discount Rate.
Earnings
Method
Economic
Inflows Such As Revenues, Net Income, Net Cash Flows, Etc.
Benefits
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Economic Life
Effective Date
Enterprise
Equity
Equity Net
Cash Flows
Equity Risk
Premium
Excess
Earnings
Excess
Earnings
Method
Fair Market
Value

Fairness
Opinion
Financial Risk
Forced
Liquidation
Value
Free Cash
Flow
Going
Concern
Going
Concern Value
Goodwill
Guideline
Public
Company
Method
Income
(IncomeBased)
Approach
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The Period Of Time Over Which Property May Generate Economic Benefits.
See Valuation Date.
See Business Enterprise.
The Owner’s Interest In Property After Deduction Of All Liabilities.
Those Cash Flows Available To Pay Out To Equity Holders (In The Form Of Dividends) After Funding
Operations Of The Business Enterprise, Making Necessary Capital Investments, And Increasing Or
Decreasing Debt Financing.
A Rate Of Return Added To A Risk
That Amount Of Anticipated Economic Benefits That Exceeds An Appropriate Rate Of Return On The
Value Of A Selected Asset Base (Often Net Tangible Assets) Used To Generate Those Anticipated
Economic Benefits.
A Specific Way Of Determining A Value Indication Of A Business, Business Ownership Interest, Or
Security Determined As The Sum Of A) The Value Of The Assets Derived By Capitalizing Excess
Earnings And B) The Value Of The Selected Asset Base. Also Frequently Used To Value Intangible
Assets. See Excess Earnings.
The Price, Expressed In Terms Of Cash Equivalents, At Which Property Would Change Hands Between
A Hypothetical Willing And Able Buyer And A Hypothetical Willing And Able Seller, Acting At Arm’s
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. {Note: In Canada, The Term "Price"
Should Be Replaced With The Term "Highest Price"}
An Opinion As To Whether Or Not The Consideration In A Transaction Is Fair From A Financial Point
Of View.
The Degree Of Uncertainty Of Realizing Expected Future Returns Of The Business Resulting From
Financial Leverage. See Business Risk.
Liquidation Value, At Which The Asset Or Assets Are Sold As Quickly As Possible, Such As At An
Auction.
We Discourage The Use Of This Term. See Net Cash Flow.
An Ongoing Operating Business Enterprise.
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.
That Intangible Asset Arising As A Result Of Name, Reputation, Customer Loyalty, Location, Products,
And Similar Factors Not Separately Identified. Goodwill Value
A Method Within The Market Approach Whereby Market Multiples Are Derived From Market Prices
Of Stocks Of Companies That Are Engaged In The Same Or Similar Lines Of Business, And That Are
Actively Traded On A Free And Open Market.
A General Way Of Determining A Value Indication Of A Business, Business Ownership Interest,
Security, Or Intangible Asset Using One Or More Methods That Convert Anticipated Economic
Benefits Into A Present Single Amount.

Intangible
Assets
Internal Rate
Of Return
Intrinsic Value

Invested
Capital
Invested
Capital Net
Cash Flows
Investment
Risk
Investment
Value
Key Person
Discount
Levered Beta
Limited
Appraisal
Liquidity
Liquidation
Value
Majority
Control
Majority
Interest
Market
(MarketBased)
Approach
Market
Capitalization
Of Equity
Market
Capitalization
Of Invested
Capital
Market
Multiple
Marketability
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Non-Physical Assets Such As Franchises, Trademarks, Patents, Copyrights, Goodwill, Equities, Mineral
Rights, Securities And Contracts (As Distinguished From Physical Assets) That Grant Rights And
Privileges, And Have Value For The Owner.
A Discount Rate At Which The Present Value Of The Future Cash Flows Of The Investment Equals The
Cost Of The Investment.
The Value That An Investor Considers, On The Basis Of An Evaluation Or Available Facts, To Be The
"True" Or "Real" Value That Will Become The Market Value When Other Investors Reach The Same
Conclusion. When The Term Applies To Options, It Is The Difference Between The Exercise Price Or
Strike Price Of An Option And The Market Value Of The Underlying Security.
The Sum Of Equity And Debt In A Business Enterprise. Debt Is Typically A) All Interest Bearing Debt Or
B) Long Term Interest Bearing Debt. When The Term Is Used, It Should Be Supplemented By A
Specific Definition In The Given Valuation Context.
Those Cash Flows Available To Pay Out To Equity Holders (In The Form Of Dividends) And Debt
Investors (In The Form Of Principal And Interest) After Funding Operations Of The Business
Enterprise And Making Necessary Capital Investments.
The Degree Of Uncertainty As To The Realization Of Expected Returns.
The Value To A Particular Investor Based On Individual Investment Requirements And Expectations.
{Note: In Canada, The Term Used Is "Value To The Owner"}.
An Amount Or Percentage Deducted From The Value Of An Ownership Interest To Reflect The
Reduction In Value Resulting From The Actual Or Potential Loss Of A Key Person In A Business
Enterprise.
The Beta Reflecting A Capital Structure That Includes Debt.
The Act Or Process Of Determining The Value Of A Business, Business Ownership Interest, Security,
Or Intangible Asset With Limitations In Analyses, Procedures, Or Scope.
The Ability To Quickly Convert Property To Cash Or Pay A Liability.
The Net Amount That Would Be Realized If The Business Is Terminated And The Assets Are Sold
Piecemeal. Liquidation Can Be Either "Orderly" Or "Forced."
The Degree Of Control Provided By A Majority Position.
An Ownership Interest Greater Than 50% Of The Voting Interest In A Business Enterprise.
A General Way Of Determining A Value Indication Of A Business, Business Ownership Interest,
Security, Or Intangible Asset By Using One Or More Methods That Compare The Subject To Similar
Businesses, Business Ownership Interests, Securities, Or Intangible Assets That Have Been Sold.
The Share Price Of A Publicly Traded Stock Multiplied By The Number Of Shares Outstanding.

The Market Capitalization Of Equity Plus The Market Value Of The Debt Component Of Invested
Capital.

The Market Value Of A Company’s Stock Or Invested Capital Divided By A Company Measure (Such
As Economic Benefits, Number Of Customers).
The Ability To Quickly Convert Property To Cash At Minimal Cost.

Marketability
Discount
Merger And
Acquisition
Method
Mid-Year
Discounting
Minority
Discount
Minority
Interest
Multiple
Net Book
Value

Net Cash
Flows
Net Present
Value
Net Tangible
Asset Value
NonOperating
Assets
Normalized
Earnings
Normalized
Financial
Statements
Orderly
Liquidation
Value
Premise Of
Value
Present Value
Portfolio
Discount
Price/Earnings
Multiple
Rate Of
Return
Redundant
Assets
Report Date
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See Discount For Lack Of Marketability.
A Method Within The Market Approach Whereby Pricing Multiples Are Derived From Transactions Of
Significant Interests In Companies Engaged In The Same Or Similar Lines Of Business.
A Convention Used In The Discounted Future Earnings Method That Reflects Economic Benefits Being
Generated At Midyear, Approximating The Effect Of Economic Benefits Being Generated Evenly
Throughout The Year.
A Discount For Lack Of Control Applicable To A Minority Interest.
An Ownership Interest Less Than 50% Of The Voting Interest In A Business Enterprise.
The Inverse Of The Capitalization Rate.
With Respect To A Business Enterprise, The Difference Between Total Assets (Net Of Accumulated
Depreciation, Depletion, And Amortization) And Total Liabilities As They Appear On The Balance
Sheet (Synonymous With Shareholder’s Equity). With Respect To A Specific Asset, The Capitalized
Cost Less Accumulated Amortization Or Depreciation As It Appears On The Books Of Account Of The
Business Enterprise.
When The Term Is Used, It Should Be Supplemented By A Qualifier. See Equity, Net Cash Flows And
Invested Capital Net Cash Flows.
The Value, As Of A Specified Date, Of Future Cash Inflows Less All Cash Outflows (Including The Cost
Of Investment) Calculated Using An Appropriate Discount Rate.
The Value Of The Business Enterprise’s Tangible Assets (Excluding Excess Assets And Non
Assets Not Necessary To Ongoing Operations Of The Business Enterprise. {Note: In Canada, The Term
Used Is "Redundant Assets"}.
Economic Benefits Adjusted For Nonrecurring, Noneconomic, Or Other Unusual Items To Eliminate
Anomalies And/or Facilitate Comparisons.
Financial Statements Adjusted For Non-operating Assets And Liabilities And/or For Nonrecurring,
Noneconomic, Or Other Unusual Items To Eliminate Anomalies And/or Facilitate Comparisons.
Liquidation Value At Which The Asset Or Assets Are Sold Over A Reasonable Period Of Time To
Maximize Proceeds Received.
An Assumption Regarding The Most Likely Set Of Transactional Circumstances That May Be
Applicable To The Subject Valuation; e.g. Going Concern, Liquidation.
The Value, As Of A Specified Date, Of Future Economic Benefits And/or Proceeds From Sale,
Calculated Using An Appropriate Discount Rate.
An Amount Or Percentage Deducted From The Value Of A Business Enterprise To Reflect The Fact
That It Owns Dissimilar Operations Or Assets That Do Not Fit Well Together.
The Price Of A Share Of Stock Divided By Its Earnings Per Share.
An Amount Of Income (Loss) And/or Change In Value Realized Or Anticipated On An Investment,
Expressed As A Percentage Of That Investment.
See Non-Operating Assets.
The Date Conclusions Are Transmitted To The Client.

Replacement
Cost New
Reproduction
Cost New
Required Rate
Of Return
Residual Value
Return On
Equity
Return On
Investment
Return On
Invested
Capital
Risk Free Rate
Risk Premium
Rule Of
Thumb
Special
Interest
Purchasers
Standard Of
Value
Sustaining
Capital
Reinvestment
Systematic
Risk
Tangible
Assets
Terminal
Value
Transaction
Method
Unlevered
Beta
Unsystematic
Risk
Valuation
Valuation
Approach
Valuation
Date
Valuation
Method
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The Current Cost Of A Similar New Property Having The Nearest Equivalent Utility To The Property
Being Valued.
The Current Cost Of An Identical New Property.
The Minimum Rate Of Return Acceptable By Investors Before They Will Commit Money To An
Investment At A Given Level Of Risk.
The Value As Of The End Of The Discrete Projection Period In A Discounted Future Earnings Model.
The Amount, Expressed As A Percentage, Earned On A Company’s Common Equity For A Given
Period.
See Return On Invested Capital And Return On Equity.
The Amount, Expressed As A Percentage, Earned On A Company’s Total Capital For A Given Period.

The Rate Of Return Available In The Market On An Investment Free Of Default Risk.
A Rate Of Return Added To A Risk-Free Rate To Reflect Risk.
A Mathematical Formula Developed From The Relationship Between Price And Certain Variables
Based On Experience, Observation, Hearsay, Or A Combination Of These; Usually Industry Specific.
Acquirers Who Believe They Can Enjoy Post-Acquisition Economies Of Scale, Synergies, Or Strategic
Advantages By Combining The Acquired Business Interest With Their Own.
The Identification Of The Type Of Value Being Used In A Specific Engagement; e.g. Fair Market Value,
Fair Value, Investment Value.
The Periodic Capital Outlay Required To Maintain Operations At Existing Levels, Net Of The Tax
Shield Available From Such Outlays.
The Risk That Is Common To All Risky Securities And Cannot Be Eliminated Through Diversification.
The Measure Of Systematic Risk In Stocks Is The Beta Coefficient.
Physical Assets (Such As Cash, Accounts Receivable, Inventory, Property, Plant And Equipment, Etc.).
See Residual Value.
See Merger And Acquisition Method.
The Beta Reflecting A Capital Structure Without Debt.
The Risk Specific To An Individual Security That Can Be Avoided Through Diversification.
The Act Or Process Of Determining The Value Of A Business, Business Ownership Interest, Security,
Or Intangible Asset With Limitations In Analyses, Procedures, Or Scope.
A General Way Of Determining A Value Indication Of A Business, Business Ownership Interest,
Security, Or Intangible Asset Using One Or More Valuation Methods.
The Specific Point In Time As Of Which The Valuator’s Opinion Of Value Applies (Also Referred To As
"Effective Date" Or "Appraisal Date").
Within Approaches, A Specific Way To Determine Value.
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The Act, Manner, And Technique Of Performing The Steps Of An Appraisal Method.
A Fraction In Which A Value Or Price Serves As The Numerator And Financial, Operating, Or Physical
Data Serves As The Denominator.
See Investment Value.
De Jure Control Of A Business Enterprise.
The Cost Of Capital (Discount Rate) Determined By The Weighted Average, At Market Value, Of The
Cost Of All Financing Sources In The Business Enterprise’s Capital Structure.

