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Alternative Model Uses Corporate Bond Yields to

Measure a Size Premium
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Editor’s note: BVU invites reader feedback on this article that proposes the use of prospective

data in measuring a size premium, assuming one exists. The author, a partner at

PricewaterhouseCoopers, describes how the use of corporate bond yields can help to detect and
measure the size premium. What do you think? Send your feedback by email to
andyd@bvresources.com. We will share the feedback we receive in a follow-up article. Thanks for
your help!
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Valuation practitioners commonly rely on the capital asset pricing model (CAPM) to estimate
cost of equity. Under CAPM, risk is attributed to a single factor, “beta,” which measures systematic
risk, the only type of risk theoretically rewarded under CAPM’s assumptions. Despite this,
practitioners frequently include a “size premium” adjustment in their cost of equity estimates. The
basis for the size premium is derived from historical observations that smaller companies, measured
by market capitalization or fundamental metrics such as revenue, have a larger cost of equity than

predicted under CAPM.
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Increasingly, however, the “size premium” measured through historical data has been criticized
as being flawed, static,c and lacking a credible fundamental or economic basis. One of the
measurement concerns raised is the existence of a “survival bias” in the measurement. That is, the
average return on small companies is biased upward as it does not include those companies that
disappeared. Another measurement concern is the “January effect.” According to research, most of
the premium is attributed to January of each year. In addition, recent scholarly research points to
the disappearance of the size premium (as measured based on historical data) in numerous markets
for sustained periods of time, further raising doubts as to its reliability for addressing the unique
valuation aspects of small companies versus large companies. The historical measurement is also
not responsive to changes in economic conditions that may affect the magnitude of the size

premium.
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I propose an alternative approach that would rely on prospective data rather than historical
data in measuring the size premium, if it actually exists. This approach involves the use of corporate
bond yields to detect whether the size of an enterprise has an impact on the yield requested by
investors. I believe that the approach could help to confirm valuation analysts’ intuition of an
existence of a size premium, while providing a more solid scientific basis to the measurement of

such premium as well as enabling reflection of changing economic conditions.

e =
H
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Background. In June 1992, Eugene F. Fama and Kenneth R. French published their landmark
study of the CAPM, reporting that a significant proportion of portfolio returns could be explained
by factors other than “beta,” notably its market cap (“size”) and book/market ratio (“value”). Their
work echoed the work of K.C. Chan and N. Chen, who had earlier commented that size appeared to
be a proxy for financial distress in explaining differences in the returns of large and small

companies.

BEJE, BN GURIEE DAY CEFEMER, KA FIREBE S . X8
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Subsequently, researchers have identified size premiums evident in markets outside the United
States, including Canada, Europe, and Asia. This led valuation practitioners who felt that the CAPM
does not fully reflect the risk of small companies to add a so-called “size premium” to the CAPM to
“correct” it. Commercial publications, such as Ibbotson’s SBBI (Stocks, Bonds, Bills and Inflation,
Valuation Edition) and the Duff & Phelps Risk Premium Report, have fulfilled that need by
providing valuators with estimates from historical returns on the historical spreads between equity

returns based on size.
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Academics have always been critical of the size premium, as it violates the basic premise of
CAPM and was seen as theoretically flawed. Valuation practitioners, especially in North America,
have adopted the use of the size premium as the only available, practical way to account for the risk

of a small entity compared to a large entity, notwithstanding the theoretical flaw of this method.

WRTFTIA, V1A T FH St Al SRS 6 A (1) 757 £ Z2YRT Ibbotson Fl Duff & Phelps. FATiE
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As indicated previously, the two main sources used by valuators to measure the size premium
are Ibbotson and Duff & Phelps. We note that there is considerable variability in the estimates
generated by these two sources. Given how sensitive the cost of equity is to this premium,
practitioners have started to question whether this premium is a satisfactory method of addressing
the underestimation of risk associated with the use of CAPM where small companies are the subject
of valuation. Adding to the “troubles” of the size premium is the fact that several researchers have
recently asserted that the size effect has disappeared from a number of markets since the 1980s. For
example, Dimson, Marsh, and Staunton report a “global reversal of the size effect” in their study of

size premiums in 19 countries.
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The above concerns have led some leading valuation practitioners to abandon the use of size

premium. For example, Prof. Aswath Damodaran (Stern Business School at New York University) is
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a self-proclaimed size premium “denier.” He is quoted as saying:

If I believe that small cap stocks are riskier than large stocks, I have an obligation to think of
fundamental or economic reasons why and build those into my risk and return model or into the
parameters of the model. Adding a small cap premium strikes me as not only a sloppy (and high
error) way of adjusting expected returns but an abdication of the mission in intrinsic valuation,
which is to build up your numbers from fundamentals. I do think that it makes sense to adjust your
expected returns for liquidity, and I think our capacity to do so is improving as we get access to

more data on liquidity and better models for incorporating that data.

HATE BT VAL MOk AR B R A o a0, TEAEEE, PPAN MO 5738 5 AN A A5
B . 1E 2010 SFH =it 5N 7T 1) F, Jorg Baetge ZUi% iit: “Hi#E 1995 4 4 H 3|
2008 4 3 HHISHIENTFT, Br 7B EROOREE, RGO B 2 MPRAl H I AR

Not all valuation practitioners recommend or rely upon size premiums. In Germany, for
example, size premiums are not commonly used by valuation practitioners. Writing in the Journal
of Applied Research in Accounting and Finance in 2010, Prof. Dr. Jorg Baetge said: “In addition to
theoretical reservations, size premiums should be dismissed for valuation purposes based on the

empirical evidence for the research period April 1995 to March 2008.”

FERX — M I E KR, Baetge IR 7T 1 1979 4 £ 1990 EAT 1969 4 2 1992 4
AR SR IR, RO STt bR UG . AR S5 T8 ~3d i B A RS X G i AN % b
[R5t =5 T CAPM 15 H T I T DL R, X M7 2K 3 S B0t VAl w1 T TE A A PO PR
B, BTSSR A RART &, BRI T A ANME VP A o i 5L A PR AR I S T AR 5.

Recognizing that this period might be too short, Prof. Baetge looked at empirical findings for
periods from 1979 to 1990 and 1969 to 1992, finding no statistically significant size premiums. He
concludes: “Adjusting the CAPM-based discount rate with an additional risk premium for the size
of the valuation target can therefore only raise substantial doubt about the reliability and validity of
the valuation. In summary, size premiums in corporate valuation should be dismissed in Germany,

but due to contradicting empirical results elsewhere, not only there.”

Mathijs A. van Kijk 518k Fom e, Al BN B A SRR 2. 5L n
b Ay BB AR RS BRI, BEARTE AN BRI, thoRE RGITIT . BFIITT I RS B 30
oI SRR, 106 T RATE MR 2 4, LU RAT I R AT I . SOR Al
R A AR TR BRI R,
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These observations and others have been echoed by Mathijs A. van Kijk, who concluded a
recent review of the size effect literature with the observation that “theories that potentially provide
explanations for the size effect have neither been sufficiently developed nor systematically tested.
New research could break the current deadlock in an area of the academic finance literature that has
important implications for our understanding of asset pricing and our approach to carrying out

event studies, performance evaluation, and cost of capital estimation.”

BT HFUE  AFAE I SE F AN IX R AR . Bes 2, FUBRR AN 72 SR I 3
$En, FEAE LGP, X AT R AT ES . SR, H AT R i AR A (T g s D
FETAS Y, RIASBE S 22 B A AR AR A

Some academics who support the existence of a size premium suggest that it is a function of
economic conditions. In other words, the size premium increases during “bad times” and shrinks
during “good times.” This is consistent with economic intuition. However, the current models for
measuring size premiums (on a historical basis) are not dynamic and thus are not responsive to

changes in economic conditions.
BRITE
AR B, WERBBTH VONRIBZ — DRI R, ARTTA & 2R 5 A SR AR,

B2 EOR B AL 7 R R o FeR) i, dn SR AV R RIS 0 XS, & NAZ S i Al Py
AR (RUBARMGEZR A A,

Alternative method. My hypothesis is that, if investors see size as a risk factor, they would
reflect this not only in their request for a higher return in stocks, but also in a higher return of
corporate bonds. In other words, if the size of an enterprise increases risk, it should affect all

stakeholders of an enterprise (i.e., shareholders and bond holders).

L A B AL EA N L2, EATRIEER R AT O I s CRIBII 2 50,
PRI, SRR A A, AR 2SI e 0 RS R B2 A 35 A AN (IS O FLR M R R
=, FRATTIIEE Al R RS Al £33 2 A s R SR G

The advantage of measuring the size effect through corporate bonds is the fact that their rates
of return can be gleaned from market data (i.e., yield to maturity). Thus, if the size effect is a reality,
a model that explains yield to maturity should include as one of its explanatory factors the size of
the enterprise value, and we should expect a negative correlation between the size of the enterprise

and the yield to maturity of the bond issues by the respective enterprise.

N TAIX MRS, S T — AR Dy, RAEA TR 2000 24 w5 R B EL
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To test the hypothesis, I developed a regression model. To this end, I used data on over 2,000
corporate bonds. All the bonds used had an investment grade to avoid the issues of solvency that
may cause deviation from the definition of fair market value. Through a tedious analysis, I
concluded that four variables provide the best explanation to the yield to maturity. These variables
include enterprise value. I ran the regression on September 2013 data and obtained a correlation
factor of over 83%. All the four variables were found to be strongly statistically significant. In

particular, the enterprise value had a t-statistic of over 19.

I AL B AR RO 5O B i ad A 7 AE i, ELRIMEZ) 1500 1235t (HI, 2
AL A E R IE 1500 1232t s R il R AT — 2P Gt D .

The enterprise value was found to negatively impact the bond yield in a logarithmic manner up
to a value of approximately $150 billion (i.e., where the value exceeds $150 billion, there is no

further statistically significant impact on the yield).

TR AR B AN AR MY A B TR U B A A o AT U, BB E AR H BB VAL A
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The variables were found not to affect the impact of the enterprise value on the yield. In other
words, investors appear to assess the risk of a security on its own merits and then add on top a
premium for size that is only a function of the enterprise value and is not affected by other risk
factors. This is important, as it allows us to isolate the impact of enterprise value, which would be a

difficult task if the effect of enterprise value interacts with other risk factors.

[ 73 A1 B S5 Ve 5 T AT M AR B TH A e i B 5 22, AR R BB R 2=
FEAMEARE RS, AR A A P A AR AL B ) O R A EL AT I, X — St 2D EIE 74
A DA 2R AN At KRS DS 2R 2 TR TEAH ELAE Y

The concluded regression was found to comply with all the assumptions that impact the
validity of the coefficient estimate. In other words, the measured coefficients are not biased. Of

particular note is the fact that the explanatory variables used in the model were found to be
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independent of each other, which provides further support to the finding regarding the lack of

interaction between the size factor and other risk factors.

[ V73 Afr PR 45 18 A5 FAT T RE 0 388 3oL A P[] AR AR w45 oMb A AL 1) 2R ORI R AR AT £l
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The concluded regression allows us to measure the size premium for any enterprise value size
by using the coefficient of the enterprise value in the said regression. The size premium measured
by this model is reflective of investors’ return requirements at a particular point in time (as opposed
to historical measurement). The parameters of the model need to be updated periodically to reflect
changes in economic conditions and investors” attitudes. Thus my model is dynamic in nature (as

opposed to the static nature of the historical models).
kP IVALE

PN R I U - FRA T AR AT AE A i A m S P SRS i A AU 79k 7 DA T 3l 32 52
(KI5 38 IR AN 523 (R R e sl 48 o XA 592 i Damodaran #08 A8 1 8 2 XU 5 T
H5E, IF OGO HLRAE R A CGRATTE IS 8 KB XM TR Oy 1 XA 53,
A8 H Tobotson W5 A B AN KI5 U bniEZE o Bl Bt s P38 Z IR A LR 0y 2,43,

Applying the method. The next question is: How do we apply this measure of size premium in
the cost of equity? A commonly accepted way by valuators is to apply the volatility ratio of equity
and bond return. This methodology has been developed by Professor Damodaran in the measure of
country risk and has been generally adopted by the valuation community (we use this methodology
at PwC Canada). To apply this methodology, we use the Ibbotson measure of standard deviation for

stocks and long-term bonds. The latest data suggest a ratio of between the two of 2.43.

Bt bk, WBEARY], #E 2013 5 9 A 6155 AR A BIfF R di A, Rk h
RIR:

Based on the foregoing, my model suggests that, as of September 2013, the premiums shown in the

exhibit existed for the cost of debt and cost of equity.
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5 2.45 3.67
10 2.28 3.42
100 1.74 2.60
1,000 1.19 1.78
10,000 0.64 0.96
20,000 0.48 0.72
30,000 0.38 0.57
50,000 0.26 0.39
150,000 - -

B, DA RS AN 2350 T P SR B AT SR . 9140, 1000 T3 3E T
MV E, Duff& Phelps 5T 7 50 #i B0 & H SR (RSS2 10.01%, TFR AL &
ok N 3.42%; 10 123 TCIANAN{E, 7E Duff & Phelps IR rFARBEE A N 4.94%, TIAER
R A 1.78% .

As shown in the exhibit, the size premiums at the low end are significantly below the
premiums suggested by the historical models. For example, the D&P size premium for a
$10 million enterprise value is 10.01% versus 3.42% in my model. At a $1 billion enterprise

value, D&P suggests a premium of 4.94% versus only 1.78% in my model.
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Finally, using my methodology, I would suggest that the size premium be added to the
cost of debt and the cost equity risk respectively. Since I did not find evidence that other
risk factors influence the size effect, I do not suggest including it in the equity risk premium.

That is, I do not suggest applying a beta to the size premium.

Michael Dobner A2 252K 8 G il HIZE G LT G KN o A VR IASEIFRIEAL 01 (1 7 BT
HELL 30 FHIZE Tz s ML FHIE R IE N ZA T ] B RS HT [E 5 0-F - Michael CZ8 725
FIH A 2B 5L 5P PR R ALl Y 27 TR 7 5165 o M5 TG0 15 R 6 5 X AT A7
FALERF#E 7o 7] 380 michael.dobner@ca.pwe.com 1416-815-5055 BEZ Ml

Michael Dobner is a partner in Pricewaterhouse Coopers’” Consulting & Deals Group. He has
over 30 years’ experience in litigation support and business valuation. He is also acting as the
National Leader of the Licensing Management practice for PwC Canada. Michael has been qualified
as an expert in court and other quasi-judicial bodies regarding a large variety of commercial disputes.
He has served as an arbitrator in cases involving disputes over purchase price and valuation. He can
be reached at michael.dobner@ca.pwc.com and 416-815-5055.
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A Fresh Look at Using the Income
Approach to Valuing FLPS
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BRI SR E ML, Sk Z EHIBUR T Erin o2 (24.9 +12.3 +9.3)/ 3 =15.5%-

Scenario 1
Year 1 Year 2 Year 3 Year 4 Year 5 Terminal Total
$18,000 $19.,000 $20,000 $21,000 $22,000 $169,231
PV Factor 0.870 0.756 0.658 0.572 0.497 0.497
$15,652 $14,367 $13,150 $12,007 $10,938 $84,138 $150,252
Scenario 2
Year 1 Year 2 Year 3 Year 4 Year 5 Sale Total
$18,000 $19,000 $20,000 $21,000 $22,000 $220,000
PV Factor 0.870 0.756 0.658 0.572 0.497 0.497
$15,652 $14,367 $13,150 $12,007 $10,938 $109,379 | $175,493
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A Fresh Look at Using the Income Approach to Valuing FLPs

By Stuart Weiss, CPA/ABV

When I value minority interests in a family limited partnership (FLP), I will do an
income approach, but I will not enjoy it. All too frequently, the FLP does not generate
regular distributions or regular profits. Plus, I'll have to guess when the FLP is going to be
liquidated: five years, 10 years, or perhaps never. By the way, what will the property be
worth in five years—or 10 years? Is it appreciating at a 3% annual rate? Who knows?
Usually not even the real estate appraiser is willing to go out on a limb, so how am I
supposed to know? To me, this means an income approach is nothing more than a guessing

game.

What I prefer to do is use an alternative approach where I value the asset (usually with
the help of a real estate appraisal or brokerage statement) and take the appropriate
discounts with the help of BVR and Partnership Profiles data. This is essentially a

combination of the asset approach and the market approach.

A few weeks ago, I sat in on Partnership Profiles’ excellent one-day seminar on valuing

FLPs. Afterward I decided I need an attitude adjustment regarding the income approach.

NAYV method. During the seminar, Partnership Profiles starts with an asset approach
to value, which it calls the most commonly used method to value limited partnerships. The
approach calculates the net asset value (NAV) of the partnership and applies average
discounts for lack of control (DLOC) and lack of marketability (DLOM) based on studies,

not specifically comparable transactions.

What's wrong with this NAV method? Partnership Profiles doesn’t like it because the
method:

Ignores income-generating ability;
Doesn’t quantify future benefits;
Relies on overall averages from studies; and

Is inappropriate for noncontrolling interests.

©BVR 7
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Thus, since a minority interest holder cannot compel the sale of the FLP, the

NAYV method should not be used. The courts don’t like the method either primarily

because of inadequate comparisons to averages.

Income approach. Using the income method, you make a forecast of cash flows,
making assumptions for increases in rent, operating expenses, interest income, and so on.
Next, you create two or three scenarios: that the FLP continues into perpetuity, that it is

liquidated in five years and in 10 years.

A discount rate is developed based upon the risk attributes of the assets owned in the
partnership and the required return on assets relative to comparable investments. There are
two primary sources of data: REITs and publicly held real estate limited partnerships
(RELPs). Partnership Profiles keeps track of REIT rates of return over time horizons ranging
from 20 to 40 years. It keeps track of the data for RELPs and splits the data among no to low
debt, moderate to high debt, and distributing and nondistributing partnerships.

A build-up method is used that equals the risk-free rate plus a real estate risk premium

plus a specific risk premium.

Let’s take an example. Assume that net asset value is $200,000. Let’s also assume the
discount using REIT data is 13% and the discount using RELP data is 17%. Partnership
Profiles takes an average and arrives at a discount rate of 15%. Let’s also assume that

long-term growth is 2% and the value represents a 1% interest.

Three scenarios. In the first scenario, assume a property will be held into perpetuity.
Using the 15% discount rate and 2% long-term growth rate, the terminal value equals
fifth-year cash flow divided by 0.13 (0.15 - 0.02). Ignore the midyear convention for this
example. The net present value (NPV) is $150,252. Since NAV is $200,000, this represents a
discount for lack of control of $49,748, or 24.9%.

In the second scenario, assume the property will be sold and the FLP will be liquidated
in Year 5. The appreciated property plus cash less liabilities and transaction costs will net
$220,000. The NPV is $175,493. Since NAV is $200,000, this represents a DLOC of 12.3%.

In the third scenario, assume the property will be sold and the FLP will be liquidated

in Year 10. The appreciated property plus cash less liabilities and transaction costs will net
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$300,000. The NPV is $181,473. Since NAYV is $200,000, this represents a DLOC of 9.3%.

Assuming that each scenario has an equal chance of taking place, the average DLOC
would be (24.9 +12.3 +9.3)/3 = 15.5%.

Scenario 1
$18,00 $19,00 $20,00 $21,00 $22,00 $169,2
0 0 0 0 0 31
PV
0.870 0.756 0.658 0.572 0.497 0.497
Factor
$15,65 $14,36 $13,15 $12,00 $10,93 $84,13 $150,2
2 7 0 7 8 8 52
Scenario 2
Year 1 Year 2 Year 3 Year 4 Year 5 Sale Total
$18,00 $19,00 $20,00 $21,00 $22,00 $220,0
0 0 0 0 0 00
PV
0.870 0.756 0.658 0.572 0.497 0.497
Factor
$15,65 $14,36 $13,15 $12,00 $10,93 $109,3 $175,4
2 7 0 7 8 79 93

Another way to express this is that a 1% interest equals the average of $150,252,

$175,493, and $181,473, or $169,073.

Market approach. This approach compares attributes of the subject partnership to

©BVR
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partnerships of similar attributes. Partnership Profiles keeps track of resale transactions
involving noncontrolling interests in nontraded publicly held limited partnerships and
REITS. Trading volume in this market has declined from $110 million in 1994 to $48 million
in 2013. Price-to-NAV discounts on these partnerships ranged from 44% in 1992 to 32% in
2012.

The discount depends on the degree of cash distributions. For example, a
nondistributing LP discount averaged 46% in 2012, compared to a distributing partnership
with little or no debt, which had an average discount of 23%. According to Partnership
Profiles, most of the discount is due to lack of control. Perhaps 10% of the overall discount

is due to lack of marketability.

Partnership Profiles offers price-to-NAV discounts in its Minority Interest Discount
Database. Data are available over the past 20 years and include 360 partnerships. Select the
most comparable partnerships, determine the price-to-NAV discount, and apply that
number to the subject NAV. Assume you arrive at 0.820 based on your examination of the
partnerships that are similar to the subject FLP. Using a market approach, the value of a 1%
noncontrolling marketable interest is $200,000 x 0.820 = $164,000 or a DLOC of 18%.

Reconciliation. Assuming you have equal faith in the income and market approaches,
then you arrive at $166,537 (($169,073 + $164,000)/2) for the value of a 1% noncontrolling
marketable interest, which is an effective DLOC of 16.7%. The result: a noncontrolling,

marketable interest.
The next step in this example is to develop the DLOM.

DLOM. Partnership Profiles has a different perspective on DLOM. It prefers to look at
it as the increased return required to compensate for the increased risk of an illiquid
investment. Citing three research studies, Partnership Profiles suggests that investors
require a 30%-to-45% increase in their rate of return for an illiquid investment. For example,
a marketable investment that returns $75,000 would have to return $100,000 if
nonmarketable. That’s a 33% premium required for a nonmarketable investment. Or, if you
prefer, a $100,000 value that is nonmarketable is discounted 25% to arrive at a

nonmarketable value.

The first study looks at private equity versus public equity returns. Quoting from

Cambridge Associates LLC, Partnership Profiles notes that privately held stocks have
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returned an average of 18.7% over the past 25 years compared to publicly traded small
stocks, which returned 12.9%, for an incremental return of 45% ((0.187 - 0.129)/0.129).

In its second analysis, Partnership Profiles looks at restricted stock studies and found
that the average increase between the return using the restricted stock price and the return

using the publicly traded price was about 30%.

The third analysis compares average long-term to short-term government bond returns.
For a long-term bond to be equally marketable, investors demand an increase in the rate of

return. Over the past 30 years, the average incremental return has been 39%.

Using the three studies, the incremental returns are 45%, 30%, and 39%, or an average

of 38% in incremental return —which equates to a DLOM of 27%.

Final result. Applying the 27% DLOM to the $166,537 value of the 1% noncontrolling
marketable interest yields a DLOM-adjusted value of $121,572.

I was fortunate to have the chance to speak with Bruce Johnson, ASA (Munroe, Park &
Johnson Inc.), co-author of the Comprehensive Guide for the Valuation of Family Limited
Partnerships. Munroe, Park & Johnson is also the co-sponsor of the Partnership Profiles FLP

Valuation seminars.

Stuart Weiss: I used to say I'm not going to do an income approach because I don’t
have enough information. It would be like trying to do a DCF when management
doesn’t do projections. Besides, it’s just going to add to the fee, so I'm not going to do it.

What’s wrong with my thinking?

Bruce Johnson: This is what changed me. The first time I testified in Tax Court, I had
an income approach but not a market approach. The expert that I went against had both. I
thought he had taken liberties with both approaches, and when I compared my income
approach to his income approach the judge could see that. But when it came to the market

approach, there was nothing to compare it to. I just had to attack some of his assumptions.

With an FLP, the market approach makes a lot of sense. You can find comparable
entities out there—looking at their price-to-NAV ratios and get a noncontrolling marketable
value. Now, with the income approach, a lot of people try to capitalize dividends, but
capitalizing is for a company that has an infinite life. Most FLPs have a finite life. Even

when the general partner has not announced a liquidation date, investors assume about a
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seven-to-eight-year liquidation horizon. You need two things: a rate of return and your
future benefit, which can usually be quantified by looking at a DCF model. What is the
annual income you're going to get (if any) and what is the value at liquidation? A lot of

these don’t make it to their 20-to-30-year terms. The property gets sold, or somebody dies.

Typically, we use two scenarios, a five-year liquidation and a 10-year liquidation. We
have the real estate market value as of the date of liquidation. All we have to do is forecast
the appreciation rate. It’s fairly straightforward to forecast the annual income generated by

the partnership and then what it would sell for in five years if it appreciates at 3% to 5%.

SW: It just seems like the ones that I do are much more erratic. There might be
income but no distribution. Do you assume that the cash flow is the ability to pay the

dividend or the actual dividend?

BJ: We assume the ability to pay. You either have to forecast the distribution of income
or show where that income is going. It’s got to be reinvested in some other asset. I think it’s
more straightforward and easier to explain, and IRS Revenue Ruling 59-60 refers to the
income-generating ability of the company. So we forecast 100% of the profit being paid out,

with the liquidation in five or 10 years.
SW: Because they are pass-through entities, do you do a tax adjustment?

BJ: No, we don’t. We find that they are low-income-producing entities and most of the
return is in the liquidation. Raising the tax-affecting issue with the IRS raises another issue

when they already don’t like FLPs, so we just don’t get into that issue.

SW: I noticed that you weight the market and income approach 50-50. Typically, in a
regular business you would weight the income approach higher. Did you do 50-50 to

make it a simple example?

BJ: No, that's what we normally do here. The market and income approaches should
come out fairly close, so it doesn’t matter what the weight is. Sometimes, the Partnership
Profiles data have better partnerships than my subject. They're bigger and have a longer
history, so I might weight the income approach higher.

SW: You spend a lot of time on the venture capital data for DLOM. But you don’t see

that in the analysis of regular companies.

BJ: We've been doing it for 20 years and actually had the IRS call us and tell us that
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they like it. Usually, our DLOMs are about 25%. We end up with marketable securities at
the 30%-t0-35% range, income producing real estate in the 35%-to-40% range, and

non-income-producing real estate in a 40%-to-50% range as far as total discounts.

I testified in the first FLP case to go to court, and the IRS wanted to argue discounts,
and I argued rate of return. Nobody knows what a fair discount is, but everybody knows
what they can get in a CD, in bonds, in stocks. If your rate of return is 15% to 20%, you're
probably pretty reasonable, but if it’s a 30%-to-40% return, then you’ve discounted the heck
out of it. I like to get the IRS in a discussion about rates of return, not whether the discount

is too high or too low.

SW: Where does the world stand in terms of FLPs and discounts? Are discounts

going to be around, or are they still under threat of being legislated out?

BJ: They're a very successful planning tool, so I think they’re always under threat.
Every year, the Treasury Department proposes to eliminate them, but it never gets passed.
Everybody uses them, and they’ve been held up in court. Where the IRS has been more
successful is with people who don’t set FLPs up correctly and don’t treat them as

arm’s-length entities.

For more information. Johnson recently conducted a webinar for Business Valuation
Resources where he discusses his approach in more detail. A recording of the webinar,
Using the Empirical Method for Determining DLOMs, 1is available at

BVResources.com/training.

Stuart Weiss, CPA/ABV, is a business valuation practitioner in Portland, Ore. He can be
reached at stu@stuartweiss.com or 503-223-3142.
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Does the Size Effect StillExist? New
Analysis From Pratt and Grabowski
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In the upcoming fifth edition of their essential book, Cost of Capital: Applications and
Examples, Shannon Pratt, FASA (Shannon Pratt Valuations), and Roger Grabowski, FASA

(Dutff & Phelps), reveal new analysis that examines the existence of the size premium.
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Does the Size Effect Still Exist? New Analysis From Pratt and Grabowski
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Background. A company’s size is one of the most important elements of risk to
consider when developing cost of equity estimates for valuation purposes. Over the long
haul, small company stocks have proved to be riskier than large company stocks. This
makes sense because larger companies have certain advantages over smaller companies.
Therefore, investors require a greater return on investment in small companies to
compensate for that risk. This is what the size premium is about, and it can have a material
effect on the discount rate—and therefore a significant effect on the valuation of a

company.
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Over the years, many researchers have investigated the size effect and reached
different conclusions. Ibbotson Associates measures the small stock premium using data
that go back to 1926. Fama-French’s study of “small-minus-big” (SMB) returns over five
different periods suggested that the evidence for a size effect is “weak.” Not long ago, small
company stocks were providing lower overall returns than large company stocks. In light
of all this, the existence of the size effect has been challenged, and it has even become an

issue with some courts and the IRS.
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Has the size premium indeed vanished?
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Still kicking. “We see that the size premium is still alive and well,” said Grabowski,
speaking at the recent ASA Advanced Business Valuation Conference. “Size, when size is
measured by five-year average net income, is still a very important risk premium.” The

exhibit shows the size effect from recent periods: 1963-2012 and also 1990-2012.
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Acknowledging research that has questioned the existence of the size premium (the
Banz paper of 1981 was the first to question the size premium), Pratt and Grabowski delved

deep into the issue.
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“We expanded the analysis and we looked at all kinds of permutations from every
period of time,” Grabowski says. “That is, how often do small companies earn a higher rate
of return than big companies? That’s really the essence of the size premium.” They came up
with statistics that show that, even with 10-year holding periods during 2000-2012, every
month small companies had higher returns than big companies. “This is the most extensive
analysis of data—not just a summary of other peoples” studies but actual data—to help you

understand and explain what goes on with the size premium,” he says.
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Of course, the size premium will vary and may even be negative when measured over
certain periods. But as the new Pratt and Grabowski analysis shows, small stocks on
average over time do outperform large stocks because of their greater risks, which means

that an adjustment for size is indeed appropriate.
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Damodaran Discusses Value Versus

Price and His View of the BV World
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Damodaran Discusses Value Versus Price and His View of the BV

World

Editor’s note: Are you valuing or pricing? What'’s the difference? Confusion over this point is at the
root of many of the problems that arise in valuation today, says Aswath Damodaran (Stern School of
Business, New York University). BVU recently sat down with Dr. Damodaran, one of the most
respected voices in valuation today, to discuss value versus price. Along the way, our conversation
branched out into other topics that he has some very definite opinions about. What he says may
surprise you.

BVU: Why is the concept of price versus value important?

Dr. Aswath Damodaran: “Value” and “price” are two words that get used almost
interchangeably by bankers, appraisers, and analysts. I think that they are two very different

concepts, determined and driven by different forces, and should be differentiated.

I believe that much of what passes for valuation in the appraisal business is not valuation but
pricing. In effect, you are asked to estimate what someone else will pay for that business right now,
which is a pricing imperative. Even though you may create a valuation model to back up that
number, your job as an appraiser often is—if you have a transaction to do—to price an asset, not
value it. So we need to understand that there is a contrast between value and price, what drives
these two concepts, why they might yield different numbers, and what to do when they do. This is

basically what my session is about.

Editor’s note: The session Dr. Damodaran is referring to is a special live event he conducted on

September 10 in New York City.
BVU: What, in your mind, is the distinction?

AD: The value of an asset is based on its fundamentals: its cash flows, its growth, its risk. It is
what you find emphasized in all valuation books, including mine, and valuation classes. We use
words like “intrinsic value” to describe it and tools such as discounted cash flow valuation (DCF) to

estimate it.

The price of that same asset is based on demand and supply, nothing more, nothing less. It is
true that fundamentals play a role in determining both demand and supply, but these are also a

function of mood, momentum, and even irrational forces. Much of the work that has been done in
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behavioral finance over the last two decades is about highlighting these forces.

In a purely efficient market, the distinction may not matter because the price will equal the
value, sooner rather than later. But in markets where you have inefficiencies and frictions, the price
can be different from the value. In the September presentation, I will first talk about the drivers of
value and how we think about value. Then I will look at something I don’t think we spend enough
time on: the pricing process. What is it that drives the pricing process? There you have to open the
door to questions such as: How does mood affect prices? What about momentum? You also have to
look at market manipulation, trading constraints, liquidity issues, and other factors that move prices

that we tend to either ignore in valuation or gloss over.

After laying out these two processes, I am going to start with the proposition that it's possible
that price and value are two very different numbers. And if your job is to attach a number to an
asset, you first have to decide whether your job is to value it or price it. To provide an illustration of
the distinction, consider the task faced by a realtor, whose job it is to sell my house. If I ask the
realtor to put a number on that house, he or she has to find a price at which it will sell, not its

intrinsic value.
BVU: What do you see in terms of value versus price in the companies you value?

AD: The companies I've been valuing for the last few years—Apple, Twitter, Facebook,
Tesla—act as lab experiments to show how value (or at least my estimate of it) and price can
diverge. For example, with Twitter, I will start with my pre-IPO valuation—not that I'm saying it’s
the right valuation, but it provides a framework for thinking about valuation—and look at how my
estimate of value has changed over time, as I have learned more about the company. I contrast it
with Twitter’s price and how it has changed over time and what caused those changes. With
Twitter’s earnings announcements, I look at what investors are reacting to and argue that those
reactions can be very different in a pricing environment as opposed to a valuation one. In the
process, I will argue that, especially with companies that are in the news and widely followed, what
drives the price often has nothing to do with fundamentals and that the price can move away from

value for extended periods.
BVU: Doesn’t this affect the traditional philosophy of investing?

AD: The old-time value investing philosophy, at least as laid out by Ben Graham and preached
by its high priests, is built on the presumption that, if you do your homework and buy something

that is undervalued, you’ll be rewarded. That’s what I used to believe 30 years ago when I first
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started doing valuations. All I had to do was get the value right and I was going to get rewarded.
I've discovered over the last 30 years that that does not always happen, largely because the pricing
process has a mind of its own. Much to my dismay, I have discovered that I can be right about value

and wrong about price for extended periods.

I have also learned that, if you are a value investor, you ignore the pricing process at your own
peril and that, to be a successful value investor, I cannot treat traders (pricers) with disdain. One of
the patterns that I notice in markets is that we tend to go into our respective camps, the investor
camp or the trading camp, the value camp or the pricing camp, and that we do not try to

understand each other.

I use the companies that I value regularly to draw the contrast between the valuation process
and the pricing process. I argue that, to be a successful investor and appraiser, you need to have an
understanding both of how the value process works (and how value investors think) and how the

pricing process works (and how traders react).
BVU: What about the concept of determining ‘fair value’?

AD: I have always argued that fair value accounting is an oxymoron and that we will end up
with financial statements that neither fulfill our fair value objectives nor meet basic accounting
principles. I also think that fair value accounting has a fundamental problem, stemming from what
it asks accountants to do and how it asks them to back up their numbers. When I read the
accounting rules that govern fair value accounting (either in GAAP or IFRS), it seems to me that
what I am being asked to do is estimate what a “market participant” will pay for a business in an
arm’s-length transaction. That sounds to me like a pricing mission, not a valuation one. However,
these accounting rules require accountants to back up the numbers that they come up with with
intrinsic valuation models; that is both inconsistent and unfair. No wonder accounting practitioners
often find themselves facing the quandary of having to reverse-engineer valuation models to justify

prices that may be unjustifiable. I think we would all be better off if the mission were clarified.
BVU: Sounds like a recipe for trouble.

AD: I think it's at the core of so many difficulties we face in the appraisal business. We can
easily get confused into thinking we are somehow valuing things when in fact our job is to price
them. I suggest that appraisers should look at their specific appraisal tasks and ask whether they are
being asked to price or value assets. If it is the former, why build elaborate valuation models with

cash flows, discount rates, and growth rates, when a multiple/comparables will do the job for you?
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If your job is valuation, why waste your time examining what the comparables are trading at?
BVU: So there’s the possibility that there’s a big gap?

AD: I believe that there is a gap between price and value, and I believe that the entire valuation
profession is built on that assumption. After all, if markets were efficient, we would not need the
thousands of analysts and portfolio managers out there, right? I also believe that if you mistake
your mission (doing pricing when you should be doing valuation, or vice versa), you can make

some serious errors.

As a side note, we also have to start dealing with bias in valuations more directly. If you are in
the appraisal business, you are getting paid to do appraisals. There is nothing wrong with that. That
is what makes it a business. However, the fact that you are being paid does create bias in the
process, not because you are being dishonest, but because you are human. As much as the appraisal
business likes to emphasize fairness and objectivity, you can be neither when you are working for
one side or the other in an appraisal dispute. It is a sad truth that, in most appraisals, the client who
seeks your opinion about value already has a number in mind and will put pressure on you to back
up that number. I also know that many appraisers push back against this pressure, but there are
limits to how much you can push back without losing all of your business. We would all be better
off if we accepted the fact that this is a biased process and were open and upfront about those

biases.

BVU: Don’t the numbers have to be defensible? Doesn’t there have to be a story—some

narrative —behind the numbers that makes sense, especially in court?

AD: If you are valuing for a transaction, then defensibility is not even an issue. The only
measure of whether a value is OK is whether a transaction occurs at that value. If you are talking
about “defensible,” you are generally talking about valuations done for legal purposes. The
question then becomes one of legal defensibility, and, for better or worse, you can have bad
valuations that are legally defensible and good ones that are not. That is because the court system
puts too much weight on precedence and too little on good sense. Thus, an appraiser who sticks
with an estimation procedure that has been used for an extended period (especially in past court
cases) has a better chance of being able to defend his or her valuation on the witness stand than one
who comes up with a creative, much better estimation procedure. I believe that good valuations
should be backed up by solid narratives, and I find legal valuations particularly lacking in those.
Instead, what I see are valuations designed to check off boxes on the legal valuation checklist, items

that have been dealt with because they make the valuation more legally defensible.
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When valuation becomes all about the number crunching, it becomes fragile and subject to
manipulation. Thus, if I use a 10% growth rate to arrive at a value of $2 million but have no
narrative to back up that growth rate, there is nothing that prevents you, if you are on the other side
of the argument, from using a 15% growth rate and estimating the value to be $3 million. And, in a
legal setting, you will probably end up splitting the difference, which has the unpleasant effect of

driving the two valuations further apart.

BVU: Talking about narrative, if I'm in court and my story is more believable and I can back

it up with numbers, won’t I have the edge?

AD: I wish that were true. As you can see from my last response, I'm very cynical about legal
valuations. I remember giving a valuation presentation to the Delaware Court judges at a
conference a few years ago at the University of Pennsylvania. I started my session off with a
question: In your courtroom, do you want a legally defensible valuation or a good valuation? The
judges were puzzled initially but understood the point I was trying to make after I used multiple
examples, where I made them choose between the legally defensible path and a more sensible path,

to illustrate the difference.

It is easy to show that valuation practices (I won’t name them, but you can make your own list)
that have become embedded as legally defensible often make no sense any more but are accepted
because they have been used before. Thus, if you are an appraiser in a legal setting, here is your
conundrum: Should I be creative and try to come up with a good narrative, backed up by a
common-sense valuation? Or should I be risk averse and do what’s been accepted in the past? I

suggest that you do the latter if you want to win in a courtroom.
BVU: Is there a solution?

AD: There is a simple solution to valuation game playing. If you truly have a fair value for an
asset, you should be indifferent between buying at that price and selling at it, right? What if we
tried this: If you are the valuation appraiser for a taxpayer in tax court and you come up with a
value for the business, would you be OK if the IRS offered to buy your business at that price?
Conversely, if you are the IRS and claim a value for my business, you should be willing to take it off
my hands at that value, right? Forcing people to actually back up their valuations with real money

is one way that you can separate “show” valuations from real valuations.

I have been an expert witness only three times in my life, the first because I did not know better,

the second because I felt sorry for the defendant, and the third to help a friend; I have regretted all
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Damodaran Discusses Value Versus Price and His View of the BV World

three experiences for two reasons. The first is that I have difficulty understanding lawyers in terms
of their logic and action. The second is that I know that, no matter how well intentioned I am, I will
find myself saying things on the witness stand that I will either come to regret or be unwilling to
defend later in my life. Needless to say, I have learned my lesson and don’t plan ever to do expert

witness work in the future. I am lucky enough to be able to make that choice, but not everyone is.
BVU: Why did you get into valuation in the first place?

AD: I'll tell you, it’s the narrative/numbers thing. I didn’t want to become an accountant or
model builder. It's too numbers-driven for me. I didn’t want to be a strategist because it's too much
storytelling. So, in a sense, I wanted something that would help me connect the creative component
of business—coming up with great valuation ideas with the discipline of numbers. I describe

valuation as the bridge between narrative and numbers, and I enjoy using both sides of my brain.

If you do a good valuation, it should tell a story. In the process, it makes both sides, the
numbers people and the narrative people, better. If you're a storyteller, it forces you to be

disciplined. If you're a numbers person, it makes you think about the narrative.

BVU: What are your thoughts about the business valuation profession? Especially about the

fragmented nature of it.

AD: As an outsider, I have been surprised by two aspects of the appraisal business. The first is
in how rigid and rule-driven it is, perhaps because so many appraisal valuations are for legal or
accounting settings rather than for transactions. The second is that the rulewriters and gatekeepers
in valuation appraisal seem to be players in the game, i.e., they are in the business of providing
valuation services. I think this creates two problems. The first is a conflict of interest, where, if you
have created the de facto rule for how to estimate discount rates, liquidity discounts, or control
premiums, and are making money off that rule, you have little incentive to see challenges to it. The

second is that it makes the process static, where change is difficult and discouraged.

While not having worked as an appraiser means that I don’t understand or appreciate the
pressures that appraisers are under, I also have the advantage of having nothing to lose from
challenging the way things are done. One reason I talk at valuation conferences and do these
sessions for BVR is that they allow me to act as an anarchist whose sole job is to shake up the status
quo. I may not always be right or even right most of the time, but I believe that an open debate and

discussion of established practices can only improve the valuation process.
I also think that the rigidity in the process is what creates the alphabet soup of valuation
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credentials out there, with each group claiming the high ground and that it has the right set of rules.
Valuation principles are simple, and disagreements about processes should not get in the way of

appreciating the principles.
BVU: What's the answer?

AD: One solution is to have more principle-driven valuation and less rule-driven valuation.
This will require all concerned, including courts and accounting rule makers, to agree on accepting
a wider array of approaches to dealing with day-to-day valuation concerns. I also think we need
more open debate and a greater willingness to change rules, even if it means undercutting the

business practices of some appraisal services.
BVU: Every profession sets its own rules.

AD: That’s certainly true, but the rules matter less if you are in a profession where rules don’t
drive the process. As an example, consider real estate. It is possible that there are rules that realtors
have to follow in pricing houses, but I am not aware of these rules, and, even if they did exist, they
matter far less since your end game is selling houses, not to price them to meet the rules. Going
back to my earlier point, making appraisals more principle-driven and less rule-driven may

alleviate most of the problem.
BVU: Getting back to the price-versus-value issue, what’s your advice?

AD: I suggest that, if you are an appraiser, you take your last five valuations for a test drive. I
would like you to think about what your mission was with each valuation. Were you doing a
valuation for a transaction? Was it for a legal setting, a tax court, or for accounting fair value?
Outline the motive that you had when you did the valuation. Then ask yourself: Was your mission,
given that motive, to price the company or to value the company? And then look at the actual
valuation that you did. See if what you did was consistent with your mission and, if not, how it

might have impacted the numbers you came up with.

I'm not saying that everybody has the same mission. But each of us has a mission when
assessing the value of an asset, and what I'm pushing for is for us to be honest about what the

mission is before we start putting numbers down and drawing on valuation rules.
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Damodaran’s Warning Signs That a “Valuer’ is Becoming a ‘Pricer’
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Damodaran’s Warning Signs That a ‘Valuer’ Is Becoming a ‘Pricer’

Business appraisers should look carefully at their work to clarify the distinction
between pricing and valuing a business or asset. That was one of the key points Dr. Aswath
Damodaran (New York University, Stern School of Business) made to an audience (both

live and via webcast) during a special three-hour BVR workshop on price versus value.

Always an exciting and interesting speaker, Damodaran feels there is a growing
difference between price and value. This implies that markets are not efficient, and what
drives the price versus the value leads us “to use the wrong toolkit 80% of the time. We do
a disservice, and often are led to pricing methodologies that should make us cringe,” he

states.

He points out that, when we talk about valuation, we’re talking about fundamentals.
When we talk about price, we're talking about fundamentals plus momentum plus
mood —market determinants around the idea of supply and demand. “You can get two

very different prices on the same asset at the same moment,” he observes.

Valuation masquerade. Damodaran also points out that many pricing decisions only
pretend to be valuations. For example, the bankers recently put a price on Alibaba of $155
billion. The illusion that this price came out of a valuation model creates a great deal of

confusion. In reality, he says, what they did was set an IPO price.

To further illustrate, when a real estate agent in, say, LaJolla, Calif., looks at
comparable properties and adjusts for differences, it is to set a price. There aren’t any other
adjustments to “value” similar to discounts for lack of marketability or other factors. It’s
just a price, and “no one says ‘I think this price is too high so we’ll sell it to you at a lower

value.”

Another example is DCF “valuations” that rely on EBITDA multiples at terminal value.
“These are valuations in drag,” Damodaran jokes. “It's an elaborate pricing scheme where
for five years the focus is on cash flow and then a terminal multiple of some other factor is
thrown in.” He worries that any “valuation” that relies on a terminal value calculation is

similarly price-oriented.

Venture capital fund exit values are another example. Just by the use of the term “exit,”
it’s clear that the user is envisioning a pricing event to a specific group of potential buyers.
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Damodaran’s Warning Signs That a “Valuer’ is Becoming a ‘Pricer’

The market multiple is designed to envision this ultimate price —not value.

Investors are better served by focusing on “what closes the gap between price and
value” than they are by trying to determine whether the price is entirely driven by
fundamentals, Damodaran claims. “You can travel to the pantheon of value investing in
Omaha where the belief is that once all the less intelligent people figure out true value,

justice (and returns) will be delivered.”

Value is often confused by attempts to price around words with premiums or
discounts attached to them, such as “control,” “synergy,” or “strategic considerations.”
“When words like this come out in the transaction world, I assume it means that the buyer
has overpaid,” Damodaran says. “But you know what word is even worse than ‘strategic’
in a price discussion? China! This is a “weapon of mass distraction’ that causes people to

add billions to a valuation.”

Warning signs. Many other factors cause “valuers” to “freak out” and become

“pricers.” Here is Damodaran’s current list of some typical warning signs:

* Early-year negative cash flow. Damodaran refers to his new students who get stumped by negative
cash flow in the early years. “You need disproportionate positive cash flows in the later years, but unless
you're stuck with the Gordon growth model as your only approach, the value is still driven by future
cash flows,” he says. A fixation on the earnings report from a startup firm is almost meaningless to the
valuation. “It’s like seeing one bad grade on your six-year-old’s school report card and concluding that

she’ll never go to college.” Instead, the real question is the determination of the point of maturity.

® Terminal growth rates. “No one goes out 10,000 columns in Excel to calculate value,” he says, so
eventually the growth rate has to settle into the perpetual economic growth rate and that judgment will

determine value.

* Valuations influenced by currency issues. This seems complicated because, for instance, the risk-free
rate for the Swiss franc is currently 0.5%, and it's around 9% for the Brazilian reals. This is because of
inflation. As a result, your cash flows for a Brazilian asset should be much higher for a comparable
company than they would be for a Swiss company where there’s actual deflation. You get to take the

higher cash flows, but then it’s taken away by a higher discount rate.

* Governance effectiveness. 1f the company stops producing value from growth, is the governance
structure capable of replacing management? Otherwise, “adding terminal value as ‘g’ gets closer to ‘1’ is

a pretend version of going to an infinite ATM machine,” Damodaran says.
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* Effective tax rates carried into terminal value. A warning sign that “pricing” is occurring is the tax rate.
“Go ahead and use an effective tax rate such as 15% for the early years if you want,” he says. “But if you
leave the tax rate at that level in perpetuity, you have to assume also that management will end up in a

federal penitentiary.” And your terminal “value” will be actually a terminal “price.”

o Early entrepreneurial projections. Startups are among the worst places where pricing replaces
valuation. Startup managers often: (1) have no cash flows from existing assets; and (2) have no basis to
evaluate their risk, time to maturity, expected growth, or any other financial indicator. “It’s tough to
derive valuation metrics when the CEO is saying that they’re not sure they will survive until the end of

the month,” he concludes.

* Survival risk. “Discount rates were never devised to account for the risk of failure; they only work
for the going concern result,” he says. “But, for start-ups, the survival risk is often 80% or more. After

that, you're dealing with liquidation value, whatever the price is.”

® Maximum growth rates higher than risk-free rates. “If you're using 2.5% as your risk-free rate now, the
maximum terminal growth rate you can use is also 2.5%,” Damodaran believes. “You can’t separate the
idea of inflation plus economic growth (currently best predicted in US dollars by the 10-year T-bill rate)

from the idea of terminal value” without moving into pricing decisions.

* Unique discreet risk. Damodaran mentions a recent valuation of a Venezuelan company that was
succeeding—and at the same time creating the risk that the government might nationalize it. The
question was whether to adjust the discount rate to reflect this risk—but he suggests that unique
situations such as this can’t easily be reflected in this manner. He suggests calculating the value and cash
flow without any consideration of unique risks such as this and then accounting for unusual discounts

separately afterward.

‘Quality growth.” The concept of “quality growth” was an especially resonant segment
in the program as discussion ensued around how analysts conclude that a company is,
indeed, a true gem. Certainly, beyond the world of finance, “rarity” is commensurate with
the value placed on an object. And in the valuation realm “quality growth is a rare

exception,” Damodaran put forth.

He went on to define quality growth as a company’s success in reinvestment in itself
rather than gains from short-term efficiencies or acquisitions. He shared his view that the
“narrative and the numbers” join together to tell the story behind any valuation because, he

explained, scaling up is hard to do. “Neither you nor I have the power to endow a company
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with a high growth rate,” he says. “But, to grow fast, you have to reinvest a lot, and reinvest
successfully in multiple projects at the same time. This high return on investment is the
exception rather than the rule. Doing it as companies scale is even less likely—even the
Googles and the Apples eventually run out of steam.” Any “story” that culminates in truly

high returns on capital is a riveting tale achieving elusive—and very rare —quality growth.

Final point. For most business appraisers, the relatively “anchorless” bases used by
traders on price seem anathema. In fact, to be a “pure” valuer, Damodaran feels the key
personality traits of faith in value, patience, and immunity to peer pressure are essential.
“Understanding what makes you tick as a professional will allow you to pick the

approaches that reflect the fundamentals of value.”

To watch Damodaran’s stimulating and inspiring workshop, go to bvresources.com/pastevents.asp. The

webcast is entitled “Price and Value: Discerning the Difference, an Advanced Workshop.”
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T 5 0 TR S A5 v A8 ) B
%% EBITDA: K& & Ja — 1= B 2R AR I8 I 52 208 43 45 2 i b5 1 EBITDAR, RJI
163,000 % 7T
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How Do You Value a Business That Also Owns Real Estate?

Valuing a business is difficult enough, but when you throw real estate into the mix you have an
even more complex assignment. Where does the value of the business stop and the value of the real

estate begin?

Franz Ross, CBA, CVA, MRICS, one of few appraisers credentialed in both real estate and
business valuation, specializes in the valuation of such properties. Variously referred to as complex
properties, special purpose properties, or—Ross’s preference—real estate-centered enterprises (or
RECESs), they typically include properties such as convenience stores, restaurants, hotels, nursing

homes, golf courses, quarries, power plants, and the like.

Whatever you call these entities, they present a challenge to business valuation experts and real
estate appraisers alike. The difficulty is in allocating the overall going concern value into its three
components: (1) the real estate; (2) the furniture, fixtures, and equipment (FF&E); and (3) the
business enterprise. Ross, a complex asset specialist and vice president at First Niagara Bank, N.A.,
Buffalo, N.Y., points out that, while allocations are important, the total value is foremost in the
minds of the buyer and seller. “When someone is buying, they’re really not worried about the

allocations—they look at the total price,” he says.

Scarce data. For appraisers, finding the data for comps is difficult. Some property types, such
as convenience stores, are especially challenging. But “Pratt’s Stats
(www.bvresources.com/prattsstats) is an excellent source for this property type (and others) since
none of the well-known real estate data sources publishes these data,” says Ross. “Most Pratt’s Stats
transactions do not include real estate, since usually only the business assets are acquired, with the
real estate being leased either from the seller or from an unrelated landlord. For this majority of the
transactions, Pratt’s Stats is an excellent source for adopting a capitalization rate for the equipment
and the intangible assets acquired.” Segmenting of EBITDA and cap rates by asset type is central to

the excess earnings method (EEM) that Ross advocates.

“But the jewels in Pratt’s Stats are the comps where the real estate is known to have been
acquired along with the business assets,” Ross continues. “You have to print out the comps and
read them. Doing a download in Excel won’t give this detail.” Exhibit 1 has an example of a
transaction report from Pratt’s Stats that includes real estate. In the “Asset Data” section, if the deal
is checked to be a purchase price allocation and there’s a figure on the real estate line, that dollar
figure is the allocated value of the real estate.
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“When you find a comp like this, you need to add the real estate price to the published MVIC
price to get the total price of the RECE,” Ross says. “Also, if there was a rent (perhaps there is a
related real estate holding company), the rent should be added back to EBITDA to create EBITDAR.
The cap rate for the RECE can then be found by dividing EBITDAR by (MVIC + Real Estate Price).”

Exhibit 1. Sample Pratt’s Stats Transaction Report With Real Estate

asane EvMaresDaa | Transaction Report

Pratt's Stats® Transaction Report repeea sszois 10s1a pu esT)

Seller Details Source Data

Target Hame: LI By ke Hame. Coyhe, Michael

Bussirss Dasoription: Converlenos Sione with Gas Stathon Brn ot Flrm Mani: CenterPoint Business Advisors

SIC: 5411 Grocery Stores

RAICS: 347110 Gasoling SLathens with Corw e SIones

Sale Locatioen: Ungnin, NH, Unked States

Yiears In Business: 50 Humiser Employ s 5

Income Data Asset Data Transaction Data

ot & "Latest Full Year Repored ¥z | Data ks Latest Repaited Ho | Coibe Sake [nilatied: 42013
Dats & Restated {sae Notas for sy jo | D33 15 Purhase fice Mlocation agresd v | Db of Sale: AFFEI 2013
e planathn ) upon by Buyer and Seler™ — 257
Income Satement Dt 1373142011 § Ealanoe Shiset Date EAFL P Asking Prics: $275.000
bt Saley 2,759,041 | Cast Equivalanty 50 ) ket valse of Invested Capkal®: 55,000
COGES 32,445,170 | Trade Recelvables $0 R 20
[ 5310871 || Irwantoey £41,471 Employrmert Ao —_— .
Yearly Rent 50,000 § Other Cuwrent Asseis F1 Noncompete Vakse: s
Owner's Compensation 0 | Toml Cument Assets $41,471 P — 55,000
Dt Opeerating Expenses $218, 245 | Floed Assets SE5,000 8 o o Asset Sale Assat
Moncash Charges 511,725 || Rl Exate L - = Comeration
Total Dperating Eaperses $379.971 | Dniargibbes $0 Was mese an .
Cpemting Profit 30,500 | Other Konoument Assets &0 | Employment/Consuling Agreement?

Interess Expenses E11.59¢ | Total Assets A206.37% | 'Was there an Assumed Lease In the .
BT 515304 § Long-bem Uabiities £0 b

Taxgs Fr] E— &0 f-'naaégm e a Renewal Option with e W
Mek: Incnme 1223 | emciholders Equly S308.471 | *Inchedes noncompete valus and Inberest-bearing

S axciNes Real EI, &M mMEnt cereaing
agroament values, and all contingent payments.

Additional Transaction Information

Was there 3 Mobe I the: donedderation paid? Mo Was thern 3 pertonal guasantes on the Note? Ko

Terms:

Consideration: Cash in the amount of $55,000. In addiion fo the purchase peice, mal efabe was puorchased for sh in the ameunt of $400, 000,
dasumed Lease [Months): NfA Terms of Lease: WA

Moncompete Length | Manths): S0 Norcompete Desoiption: 40 mies for 3 gas oF CONVEnisnoe: St

Emnpleymetnt ConSuling AQPesmint Desoripmon:

Additional Kotes:

Hlocation of the Purchase Price (allocates cash pald, holdback, and aoquisition cosis): Inventory $41,471, Fved Assets $65,000, feal estate $400 000, Total assets
acquined $506,471.

Real estate indudes .77 aoes and 2 2,612 sqft bulkding. Station needed esimated $120,000 investment b0 meet 2015 standands for gasoline dispensing.

Valuation Multiples Profitability Ratios Leverage Ratios

MVIC/Met Sales .02 || Met Profit Margin 0.04 | Fiwed Change Coversge 2145

MVIC/Gross Profit 0.21 | Operting Prefi Margin 0.04 | Long-Term Debt b Assats 000

MVIC/ERITDA 1.52 J Gross Profit Hargin 0.1 Long- Term Debt te Sgulty ]

MVIC/ERIT 2.10 ) Retum on Ascets b.04

MVIC/Disoetionary Eamings 1.52 | Retum on Egquity 0.04

MVIC ok Walue of Tnvested Capital 013

Earnings Liquidity Ratios Activity Ratios

ERTTDA $42 605 | Cument Ratio Rya ) Total Asset Tumoser 545

Discetionary Eamings £47 626 | uick Rasa Hya | Fied Bsset Tumowes 4245
Invantery Tumaover 6653

MiA = Not Avallaole

Copyright & 2014 Business Valuation Resounoes, LWC. Al rights reserved. www. Bvlesourres. com™™
{50} 291-7963

Take caution with the data. Some real estate appraisers are using Pratt’s Stats, but they are not
using it correctly. “I saw a recent example of a fitness center where they used Pratt’s Stats in the
appraisal as their source for the cap rate for the going concern—including the real estate,” he says.

“The trouble was, they neglected to notice—or decided it wasn’t important—that virtually all of the
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comps didn’t include real estate.” They also neglected to use the plentiful data in Pratt’s Stats to

estimate a realistic cap rate for the business value (intangibles).

Ross notes that, when making adjustments to arrive at EBITDAR, you may need to adjust the
owner’s compensation line. Owners can and should pay themselves as much or as little as they
want, subject to the ability of the business to pay the compensation. But appraisers need to adjust
the owner’s comp to the market cost to hire a general manager to take on the role typically fulfilled

by the owner. Ross gives this example:

Consider two 100-room hotel comparables that generate identical revenues and expenses
except that the owner of one hotel draws just $30,000 in compensation and the second hotel owner
draws $150,000. It is the appraiser’s job to normalize this expense. If the market total compensation
for a hotel GM is $100,000, then the first hotel needs to adjust the compensation upward by $70,000,
which will reduce that hotel’s EBITDAR by the same amount. The second hotel would need to
make a $50,000 downward adjustment to owner comp, increasing EBITDAR by a like amount. The
true profitability of both hotels is now adjusted to market, and their EBITDAR will now also be

identical.

“I will also sometimes impute a real estate value when Pratt’s Stats shows the rent [when the
real estate did not sell] and I have good data for real estate cap rates for that type of property,” he
says. “By imputing a real estate value, I can estimate a somewhat hypothetical total going-concern
value, and total going-concern cap rate, since Pratt’s Stats has plenty of data with which to calculate
the cap rate on the business assets. But I don’t use this technique except as a second or third check

on value, since it uses a hypothetical real estate value.”

In a market transaction, the total going-concern price is arrived at only after intense
negotiations between buyer and seller. Ross warns that the same statement cannot necessarily be
made regarding reported asset allocations. The buyer and seller might have agreed to a very high
real estate allocation (and corresponding low business asset allocation) to maximize the real estate
value and the bank mortgage loan. In other situations, the driving force on allocations may be to
minimize the real estate value (and maximize the value of the business assets) for the sole purpose
of fooling the local tax assessor into not raising—or to minimize the increase to—the property’s
assessed valuation, thereby minimizing future property taxes for the buyer. Income tax

considerations of the seller also may impact allocations.

Allocating the total value. Allocation of the total going concern value into its components is

important for several reasons. One is purchase price allocation for accounting and reporting
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purposes. Also, there’s the issue of financing, as Ross mentions. Regulations require banks to
adhere to loan-to-value (LTV) considerations on real estate only. The regulations do not consider

LTV for FF&E or intangibles (though banks may also loan against those assets).

Ross is a proponent of the excess earnings method, and he designed a model that he calls the
total excess earnings model (TEEM). His model is similar to other EEM models, as detailed in Pratt
and Niculita’s Valuing a Business,1 except that his model clearly shows where each value, income

component, and cap rate were derived.

The best way to illustrate this methodology is by example. Ross presented a similar example
during a BVR webinar in July 2012.. With this information and the development of cap rates for the

component assets, the total value of the RECE and allocations may be estimated.

You are appraising a 1,500-square-foot convenience store, including real estate and business.
The property is on a well-travelled route, and traffic counts are 14,000 vehicles per day. The nearest
competitor is a dollar store a half mile away. Competition is considered moderate, and no new retail
development is planned in the immediate neighborhood. The store is in good condition and
received a significant remodel three years ago. New underground fiberglass fuel tanks were also
installed. An analysis of rents for C-stores indicates smaller stores in your area average $45 per

square foot net rent.

RECE valuation. Pro forma gross profits are $475,000, and data from Pratt’s Stats indicate a
gross profit multiplier of 2.5x, which indicates a value of $1,187,500. Total operating expenses are
estimated at $312,000, resulting in forecasted EBITDAR of $163,000. Pratt’s Stats has several RECE
comps, and the capitalization rate indicated for the subject by these comps is 13.5% (which is a 7.41x
EBITDAR multiplier). The capitalization of EBITDAR results in a value of $1,207,400 (163,000/0.135).
Giving 40% weight to the GPM and 60% weight to capitalization of EBITDAR results in a reconciled
value of $1,200,000 (rounded). The effective capitalization rate is slightly higher, at 13.58%, after

reconciling the two approaches to value.

Exhibit 2 has the completed filled-in model for this example. The inputs and calculations are
summarized first. (Note: The numbers given for this example are only used for illustrative

purposes.)

Combined pro forma EBITDA. The last column shows the total normalized EBITDAR of $163,000

that was developed from the historical financials and analysis of the local market.

Real estate rent. C-stores are often leased, and analysis of regional comparable data indicates
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rent for the subject at $45 per square foot, net for the 1,500-square-foot store. Sources for rents
include Loopnet. Pratt’s Stats can also develop rents based on the metric: rent as a percentage of

gross profit. Pro forma rents are $45 x 1,500 = $67,500.

Real estate cap rate. Real estate cap rates for C-stores can be found at CoStar. Cap rates for most

real estate property types are currently in the 7%-to-8% range. Data indicate 8.5% would be typical

Exhibit 2. Total Excess Earnings Model (TEEM)
Gas & Grab Convenience Store

Property Type: C-store with gas

inseparable

FF&E & Personal Intangibles: Real Estate Centered
Real Estate Prop. Goodwill Enterprise Value

1 Appraised Value £710,000 $160,000 $330,000 $1,200,000

1A Source V=IR Depreciated Cost| BResidual Value | Weighting of Approaches
2 EBITDAR Allocation $67,500 $23,200 £72,3200 $163,000

2A Source 1,500 SF @ $45/SF I=V*"R Excess Earnings Pro Forma EBITDAR

3 Capitalization Rate 9.50% 14.50% 21.91% 13.58%

Market Supported | RE Rate + 500 BP
3A Source RE Rate Premium R=WIV R=I/NV

for a leased C-store that sells. A premium of 100 basis points is added to account for the fact that the
rent of $67,500 has not been discounted for a vacancy rate or reserves, as real estate appraisers

typically do. Therefore, our cap rate is 8.5% + 1% = 9.5%.

Real estate value. Using the rent allocation and the real estate cap rate, the value of the real estate

component is $710,000 ($67,500/0.095).

FF&E (equipment) value. Our subject’s balance sheet shows a depreciated cost of $160,000, and

this is considered reasonable.

Income to FF&E. Ross notes that FF&E cap rates are riskier than real estate cap rates because
these assets have shorter lives than real estate. In this example, reserves are not subtracted from any
EBITDAR columns. A simplified method to calculate the cap rate is to add a premium over the real
estate rate to account for the sinking fund needed to replace equipment as necessary. The premium
range is 300 to 700 basis points over the real estate cap rate. A premium of 500 basis points is
adopted in this example, resulting in a cap rate of 14.50%. Applying this rate to the value of the
FF&E results in a pro forma EBITDAR allocation of $23,200 to this component ($160,000 x 0.145).

EBITDAR allocation to intangibles. This is the “excess earnings” that give the TEEM model its
name. From the combined pro forma of $163,000, subtract the income to the real estate and FF&E,

which results in excess earnings of $72,300.
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Value of intangibles. All allocated values are known except for the intangible business value. This
missing puzzle piece is found via subtraction (total RECE value less the value of real estate and

FF&E) and is $330,000.

Intangibles cap rate. This cap rate is calculated by the model, as we already know the amount of
excess earnings and the value of the excess earnings. The calculation is $72,300/$330,000, which
equals 21.91%. Typical goodwill cap rates are usually in a range of 20% to 30%. With the subject at

22%, this appears to be a very reasonable number.
The use of the excess earnings method has a number of advantages:
Logical: The method is grounded in both real estate- and BV-accepted appraisal theories.

Flexible: There is no single way to use the model. The appraiser should input values found via
other approaches. You can solve for whichever variables are most difficult to find the necessary
data. TEEM will find the missing inputs (which may be component values, cap rates, or the

allocation of EBITDAR). TEEM can also be used as a test of allocation methods used by others.

Synergistic: The model has the feel of a Rubik’s Cube or jigsaw puzzle. When reasonable
assumptions are made, logical and believable conclusions follow. The pieces of the puzzle almost

magically fit together.

Real estate appraisers are becoming more familiar with sources such as Pratt’s Stats to help
them appraise RECEs. Meanwhile, the recent requirement for more business valuations from
designated business valuators by the Small Business Administration (SBA) has made it necessary
for them to gain a greater understanding of real estate and of the combined value of the
components of a RECE. It’s important to recognize that the valuation of the intangible assets is

somewhat hypothetical when it is a part of a larger sale of a RECE, including real estate.
Annotation

1. Shannon P. Pratt, with Alina V. Niculita, Valuing A Business—The Analysis and Appraisal of Closely
Held Companies, 5th ed. (New York: McGraw Hill, 2008), 331-348.

2. “Challenges in Valuing Real Property: What to Do When a Business Owns Real Estate,” Franz Ross
and Alina Niculita, presenters, July 19, 2012. An archived version of this webinar is available at

www.bvresources.com/pastevents.asp.
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Time-Tested Ways to Build a Defensible Divorce Valuation

Help Clients Squeeze the Most Value Out of M&A Synergy

As the economy improves, M&A activity increases. Companies buy other companies because
they expect an increase in value triggered by the combination of two firms into a new entity. One
way valuation analysts can help ensure that buyers get the value they expect is to analyze the

various synergies a deal is expected to generate.

You may be asking: What's the point of splitting out and valuing all of the potential synergies?
After all, the buyer is not interested in paying the seller for anything that the buyer is bringing to

the table. Why not simply value the target company on a fair market value stand-alone basis?

The best way to answer this question is to go through an example. Jeff Litvak and Brent Miller,
both with FTT Consulting, a global business advisory firm, provide us with a hypothetical case
study that demonstrates the key concepts and benefits of this approach. Litvak is a senior managing
director and Miller is a senior director, both with FTI's practice in Chicago. They presented this case

study as part of a recent BVR webinar they conducted.

First of all, there are three different types of synergies: cost, growth, and financial. Each needs
to be examined and valued separately because they have different risk characteristics. Also, some of
the changes that will come about with a merger are not really synergies at all but instead relate to
control, which is examined separately. The case study example focuses on the identification and

valuation of actual synergies.

Proposed acquisition. Buyer Co. and Seller Co. are both U.S.-based auto parts manufacturers.
But one of the attractions for Buyer Co. is that Seller Co. happens to have a distribution network in
South America. Buyer Co. has determined that Seller Co. is worth $40 million on a stand-alone basis,
that is, without regard to any changes the buyer may make or synergies that may be triggered. If it

makes the acquisition, Buyer Co. envisions a few different things it could do to create value:
Write up the seller’s assets to achieve some benefit from increased depreciation expense;
Eliminate a portion of the seller's G&A by absorbing some of the back-office tasks;
Renegotiate some of the seller’s supplier contracts to get more favorable terms;
Expand the seller’s marketing efforts; and

Use the seller’s distribution network in South America to launch a new product in that market.
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Break out “control’ changes. The first step is to break out what changes Buyer Co. is looking to
make that would represent a synergistic value versus a control value. A synergistic value is one
created by the integration of the two firms, that is, the value can only be realized by an actual
combination of the two entities. A control value is one that can be achieved without having to

actually combine the two entities.

In this case, the first change —writing up the seller’s assets—is a synergy based on the fact that
you have to actually integrate the firms to really get the benefit of the increased depreciation
expense. The second change (eliminating some G&A) is also a synergy based on the fact that it

requires integration.

Renegotiating the seller’s supply contracts is more of a control change because there is no
indication that you would need to integrate the firms to accomplish this. Likewise, expanding the
seller’s marketing efforts is a control change because it does not require integration. On the other
hand, using the seller’s distribution network in South America to launch a new product is a

synergy —you need to integrate that network into your existing operation to carry out this strategy.

As you may be able to tell, the issue of synergy versus control is not always so clearly defined.
It depends on the facts and circumstances of the particular situation. Some changes that appear to
be a synergy may really be related to control. For example, a buyer does not always have to
integrate the seller firm to reduce G&A costs. There simply could be a lot of waste and inefficiency
such that a streamlining of the seller’s existing back-office operations could do the trick without
having to combine the seller's departments with the buyer’s. This would be an example of

something that could potentially be a control change instead of being a synergy.

Similarly, if you think you will be able to renegotiate the supplier contracts because the
integration of the two companies will give you additional buying power and leverage in

negotiations, it could be more of a synergy change than a control change.

You need to look closely at the specifics of what you are trying to change about the company
that is going to generate value. The question to ask is whether the target company can generate the
change on its own or whether it is a change in which the buying company plays an essential role.
That is really what is going to make the determination of whether it is a control change or a synergy

change.

So what do you do with the changes that you determine are related to control value? Those

changes and the capital associated with them are discounted based on the seller’s weighted average
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cost of capital. This, however, assumes that the risk associated with it is not particularly higher or
lower than the seller’s overall risk. The reason you do this is that those changes relate to improving
the target company as it stands rather than integrating it together. Because of the fact that it is the
target as it stands, that is where you would look to figure out what the risk of achieving that control

improvement would be.

Different risk levels. Once you have identified the different types of changes and benefits that
you identify as synergies, the next step is to figure out the level of risk associated with each synergy.
In this case, we identified the three different types of synergies: cost, growth, and financial. As a
general rule, financial synergies (such as the tax benefit in this case) are going to be something that
is a lower risk proposition. Cost-saving synergies are going to have a little bit higher risk. On the
other hand, growth synergies can represent a very high risk. For instance, in this case, putting out a
completely new product in a completely new market is something that can be very risky for the

buying company.

Because there are different levels of risk, you can’t simply go to the basic synergy valuation
method. You need to go through and separately do a valuation of each synergy. For the purposes of
this case study, assume that the WACC for the buyer and seller is 10% and 16%, respectively. When
the companies are integrated together, the combined WACC of the integrated firm will be 12%.

Financial synergy. The first benefit to examine in this case is the tax synergy. The asset
write-up will increase depreciation expense by $6 million a year for the next three years. You need
to examine the likelihood of being able to actually utilize that increase in that depreciation to

determine the level of risk associated with the synergy.

In this case, the buyer has had pretax income that has consistently been more than $15 million,
which is greater than the $6 million per year that you are expecting to have as increased
depreciation. This indicates that the risk of achieving the tax savings is relatively low. However, it is
not a virtual certainty. It would be different if the buyer consistently had, say, $100 million in pretax
income and there was no expectation that acquiring the selling company was going to lower that
income. In that case, the pretax income is so much greater than the $6 million in extra depreciation

that you would be safe to say it’s an absolute certainty that the tax benefit would be realized.

But, in this case, there is some level of risk because the pretax income is not dramatically higher.
Based on that, the determination made in this situation is that the risk you are dealing with is
relatively comparable to the risk associated with the buyer’s ability to make its debt payments.

Based on that fact, the discount rate you should apply to the cash flows from the tax synergy should

©BVR 8



B P B RASEB I U R A 1

be the integrated firm’s cost of debt.

Notice that you use the integrated firm’s cost of debt rather than the buyer’s cost of debt
because the synergy relates to the combination of the two businesses. You want to look at the risk
associated with the two businesses together at those different levels to determine the risk associated

with these cash flows.

Cost-reduction synergy. The next synergy to analyze is the cost reduction the buyer is
planning by eliminating some of the seller's back-office operations (accounting, HR, and
purchasing). The buyer expects that it will take two years to see any savings associated with this

change. Again, the question is: How risky is the achievement of this synergy?

In this situation, these particular cost-cutting efforts are relatively comparable to any other
cost-cutting measures that the integrated firm might make. There is nothing particularly complex
about them. As a result, you would expect that the risk associated with achieving these cost-cutting
measures is comparable to the level of risk associated with the firm’s cash flow to invested capital.

Therefore, you would look at the integrated firm’s WACC to determine the discount rate to use for

the projected cash flows from the
Exhibit 1. Case Study—Cost Reduction Synergy

G&A cost savings.

In this case, because the buyer
Cost Savings Synergy Projection
expects it will take two years to Yl el Yoo Yok Stk Iemoalvle

Projected Cost Savings 5 10 % 11 % 11
Cash-Flow Impact 5 5 0.6 % 06 % 07 & 7.6

§

. . s
achieve the G&A cost reductions, Discounted Csh low (@12%)] s - 5 -/ s s s 04§ o4 05

5

[company value

no synergies are projected in those

first two years (see Exhibit 1). Also

the discount rate that is being

Exhibit 2. Case Study—New Product/Market Synergy

applied is the 12% WACC of New Product/Market Synergy
. i Yearl Year2  Year3  Yeard  Year5 Terminal Value
the lntegrated firm and not the Free Cash Flow to Invested Capital  § 03 § 06 $ 11 § 14 § 17 § 65
Discounted Cash Flow (@ 30%) s 03 s 04 s 06 S 06 5 05 % 20
buyer’s 10% WACC or the seller’s [Company vaiue R E1

16% rate. You want to focus on the

integrated firm when you are

looking at the risk associated with

a change that relates to the

integrated firm as a whole.

New product/market synergy. The final synergy in this case is the idea of using the existing
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distribution network that the target company has in order for the buying company to launch a new

product in a new market.

The buyer has done some market research and learned that customers who purchase auto parts
also happen to be mountain-bike enthusiasts. So the buyer thinks there is an opportunity to sell
mountain bikes to the same customers that purchase their auto parts. With this particular
acquisition, the buyer sees the chance to sell mountain bikes in some mountainous regions of South

America.

How risky is this synergy? First of all, this is a completely new product—not a variation of its
existing product line (auto parts). It is a completely new line of business for the buyer, and, at the
same time, it is also in a completely different market location (the buyer primarily operates in the
U.S.). These two factors together should tell you that this is a rather high-risk venture. Therefore, it
would be appropriate to use a relatively high discount rate—30% or more—which would be
comparable to a venture capital-type rate. This is appropriate because a venture involving a new

product in a new market has so much risk associated with it.

Exhibit 2 shows how you might go about valuing the projected synergy cash flows from this
new venture. The free cash flow to invested capital and the amount of growth that is projected for
those cash flows are discounted at a 30% rate. Because this venture is so high risk and different from
the existing operations of the buyer, the seller, or the integrated company, you don’t look at the
WACC or the cost of equity—or anything like that—related to any of those separate entities or the
integrated firm. You have to go beyond that and go up to a higher level of risk because of the fact

that it is so different from their existing lines of business.

So you’ve completed the analysis of valuing the different synergies of this potential acquisition.

Now, the buyer can use this information at the negotiating table.

Negotiating power. Armed with the knowledge of the value of the synergies, the buyer is
better equipped to negotiate. This information has an impact on whether the buyer is able to take
that hard line and extract the full value of its expected synergies or whether it would end up

potentially needing to give a little something back to the seller in order to make the deal happen.

There are certain situations involving these changes the buyer wants to make where the seller
may have more negotiating power. In this case, this can certainly be true with regard to the two
different control-related changes related to renegotiating the contracts that the seller has with its

suppliers and increasing and changing the marketing efforts. Again, in theory, any buyer could

©BVR 10



B P B RASEB I U R A 1

come in, acquire the company, make those changes, and generate that value. Because of this, it

makes it a little bit harder for the buyer to really extract the full value of the control changes

You also need to think about whether any particular synergy is specific to the buyer itself or
whether it is really a synergy that any number of buyers could achieve. If many buyers have the
potential to achieve those same synergies, it gives a little more negotiating power to the seller. The
seller will try to take some of that value for itself and for its shareholders because it can essentially

pit more of the buyers against each other to try to drive up the price.

For example, in this case, you can assume that the tax benefits could potentially be achieved by
a large number of buyers. If that is the case, then the seller may have a lot of negotiating power

related to maintaining the value or grabbing onto the value associated with those tax benefits.

By contrast, some of these other potential changes are potentially something where the buyer
might have more negotiating power. This is especially true if the cost savings related to
incorporating the seller’s operations into its existing infrastructure is something that the buyer is
particularly well suited to do. In this case, it will probably be more likely that the buyer will be able
to extract that value from this acquisition. By the same token, if the particular buyer is the only one
who has the chance to generate some synergistic value from launching a new product in a new

market, then the buyer is going to be able to retain that value.

As you can see, valuing the different synergies associated with a potential acquisition plays

into the negotiations and helps the buyer get the most bang for the buck.
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Editor’s Note: A serious problem area in business valuation is estimating the cost of capital
of a small privately held business by using data from publicly traded equity securities.
Using this traditional approach, different appraisers analyzing the same firm using the
same data sources can come up with vastly different estimates. A new approach has come
along that is designed to eliminate the inherent problems in comparing public and private

data and to be more reliable in estimating the cost of capital for a privately held business.
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Most business appraisal assignments are for private companies with revenue less than $10
million. Current costs of capital (K,) estimation methods rely almost entirely on public
security returns. Small privately held companies are different from public equity securities
in many fundamental ways. Consequently, there are issues that make these methods
unreliable when extrapolated to small privately held businesses. We developed an implied
private company pricing line (IPCPL) based on market transactions in small privately held
businesses to eliminate highly problematic comparisons and use as a more accurate and
defensible starting point to develop a cost of capital for any privately held company with

revenue less than $150 million.
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VR A8 32 PR 5 A0 A 1 — 5N 5 24 ] 8 2 PR 07 A A R IR 0 5
2 T BA SR AT A

Pitfalls when extrapolating public equity securities returns to small privately held

businesses

Two appraisers developing a cost of capital for the same small, privately held company can
come up with widely divergent results using the same data sources. Here are five reasons

why.
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Unsystematic risk is also known as diversi-fiable risk.2 Since this type of risk can be
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easily and inexpensively diversified away via a single exchange traded fund or stock
portfolio, it is not compensated for in the public stock returns that are extrapolated to
private companies. Small private businesses have a total beta (total risk) of about 3.0
compared to the market portfolio total beta of 1.0.3 The vast majority of this 3x total risk
difference represents company-specific risk, and it is not known how this differential is
priced in the market for small private businesses.4 Aswath Damodaran tells us: “[Total beta]
theoretically applies if you have an investor who is completely undiversified, but you never
have that kind of buyer in the real world. At the other end of the spectrum, ‘beta” applies for

totally diversified in-vestors. Investors in private companies are somewhere in between.”5
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Liquidity differences. The relationship between return and liquidity is a very active area of
research. Dr. Damodaran states this with respect to liquidity issues and private company

valuation:
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When you buy a stock, bond, real asset or a business, you sometimes face buyer’s
remorse. You want to reverse your decision and sell what you just bought. The cost of
illiquidity is the cost of this remorse. In the case of publicly traded stock in a heavily
traded company, this cost should be small. It will be larger for stock in a small, over-the
counter stock and will escalate for a private business, where there are relatively few

potential buyers.
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One way to capture the cost of illiquidity is through transactions costs, with less liquid
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assets bearing higher transactions costs (as a percent of asset value) than more liquid
assets. Trading costs associated with buying and selling a private business can range
from substantial to prohibitive, depending upon the size of the business, the
composition of its assets and its profitability. There are relatively few potential buyers
and the search costs (associated with finding these buyers) will be high. In fact, if the
investor buying it from you builds in a similar estimate of transactions cost she will face
when she sells it, the value of the asset today should reflect the expected value of all

future transactions cost to all future holders of the asset.
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In conventional valuation, there is little scope to show the effect of illiquidity. Cash
flows are expected cash flows, the discount rate is usually reflective of the risk in the
cash flows and the present value we obtain is the value for a liquid business. With
publicly traded firms, we then use this value, making the implicit assumption that
illiquidity is not a large enough problem to factor into valuation. In private company
valuations, analysts have been less willing (with good reason) to make this assumption.
The standard practice in many private company valuations is to apply an illiquidity
discount to this value. But how large should this discount be and how can we best
estimate it? This is a very difficult question to answer empirically because the discount

in private company valuations itself cannot be observed.6

IR HRAY o NS RAT N H R R R . — EORAI R — MRS PEIRS LR (H
Ny E R B AN PR, B B Rl Rop R R D BB B e A A R S T BR AR L,
Fama-French ##EiEWI I —FE, 21z AU R /INIERALE AV 75 2R 2. Bl

Small stock premium. The small stock premium is both controversial and highly

complex. If one adopts either a liquidity-driven phenomenon, where the lower liquidity

of small company stocks drives the higher returns, or the intertemporal flaw of the

capital asset pricing model, as demonstrated empirically by the Fama-French data, one
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needs to take extraordinary care when extrapolating size percentiles to small privately

held companies.7 For example:

RER A AR ER/NE S RBA BE2 1 A e AR VA D T AR sl PR R AR 5 2,
(LRSS /N R R 25 1) 2 w) OIS AEAE DUAR T 1 R A2 B I A ] R E LT EHAR R 2
m ANk 22 . S R B S R A PR R BRAS I RS, O — S MBI T RE 2 kM
RTE 2 7RI TEAS L o

While it would be foolhardy to attribute all of the well documented excess returns that
have been associated with owning small market capitalization and low price to book
stocks to illiquidity, smaller and more distressed companies (which tend to trade at low
price to book ratios) are more illiquid than the rest of the market.... The key is to avoid
double counting the cost of illiquidity since some of the small stock premium may be

compensation for the illiquidity of small cap companies.8

J34h: “Rolf Banz $i& th KRR S AT BE U B -t v IR0 O LAt 2R 0 s PEAS 2 At 5 4
bR AR G .

Also: “[TThe size effect that [Rolf Banz] is picking up may be attributable to something else
he’s not identifying; it’s just highly correlated to size.”9

BATSEE (PTE) Bi. Ws, /NUFVE IR “HAPrIgSEE” 8 “EmxEs” I_MEg—=4
PTE. 1HsZ, TPAN ISR N A8 FH Ak T4 B0 28 1 S 3R SR DR 5 HE I (1) i I 5 T 37 A 7 2
Pa—2? A NAZAEH B Grabowski, Treharne B¢ Van Vieet £ A & ) PTE #5570 Bl 3 HoAth 1
BRI 2 AR, XAMERRBEAE A T U0 (B HE S8 o 25 18 [ A (1) 320 BRI S 25 8l
Wragdd . s, XAEERERREE BTN AR NI “5 RN, BN, Keith Sellers
FI Nancy Fannon f& Hi:

Pass-through entity (PTE) taxes. Today, the “marginal buyer” or “price-setting investor”
for small private businesses is likely a PTE.10 But should appraisers still use a
C-corporation income tax rate scheme to remain consistent with the extrapolated, after-tax
stock market return data? Or should appraisers use PTE models developed by Grabowski,
Treharne, or Van Vleet, or others to tax affect income? Unfortunately, these models fail to
incorporate the marginal buyer or price-setting investor inherent in the fair market value
framework. Also, these models fail to incorporate what researchers call “clientele effects.”

For example, Keith Sellers and Nancy Fannon point out:
WA AN AR B AR B 5 1 B SR B, X AR Ab B 5 SRR TR B 1 45 R
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MR, 240, XN AN HImRY, S S AT A F BB S
i BT AN FE AR AN AR 5 ARG o dn RS i B PR i AT AU — o, X ] RS 2 I8 I BT A A
A BRI R

Where private market valuation today treats shareholder taxes as directly correlated to
value, such treatment is a very far leap from that which is demonstrated by empirical
research. At the very least, this should indicate to private market analysts the need to
carefully consider offsets and other associated risks when different tax schemes than
that which exists in the public market returns are assumed. Like all risks that affect

value, this can be demonstrated perhaps most effectively through the cost of capital.11

Bl 0 [EJATAT o A% SERTINALT 25 B3 A BOA T 1 R 51 55 L9 T I KR 2 FIAL AT Beta
BAT A T —— X LA AR A T, IR HA M THRZE . AN, IRV It U AR A B iR -
(1) AFEFREI A B I R BINA ZI I B RIUE R b B0 (2) A By ST AR A
MIALAT Beta, XEWREHAEILISN AR Bl ERPIIANIUERTHHE . Damodaran 5 H:

Cash add back/leverage. Traditional weighted average cost of capital methods require
estimates of the percentage of debt to total capital, market borrowing rates, and relevered
betas—all difficult to estimate and all subject to estimation errors. Further, many appraisers
often make the mistake of either: (1) not adding the subject company’s cash balance to the
present value of the discounted cash flow analysis; or (2) not relevering beta for the
negative leverage implied by not adding the subject company’s cash balance to the present

value calculation. Damodaran points out:

FERANVER, b aEFEZ DI M ISP IFRIEE S 1BE
B, Al s PR 0 et n] DABERE T e TR B SRR SR I e i Bt . BRI S B
a AR A, (R SCRRE LA SRR RE . He ) iE e, X RS AR B R IUE A R
IR B P 7 R B R, T DA OME A M. TSRl BATARIZR B S
NEBGAN . RO E R SR R BB R IR e AR S . 6
BB, AT MR T AR BB M e, AP U8RE I E. Bt SRR
RERATEM LRI E, FOERFE.

In our view, the debate over how much cash is needed for operations and how much is
excess cash misses the point when it comes to valuation. Note that even cash needed for
operations can be invested in near-cash investments such as treasury bills or commercial
paper. These investments may make a low rate of return but they do make a fair rate of

return. Put another way, an investment in treasury bills is a zero net present value
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investment, earning exactly what it needs to earn, and thus has no effect on value. We
should not consider that cash to be part of working capital when computing cash flows.
The categorization that affects value is therefore the one that breaks the cash balance
down into wasting and non-wasting cash. Only cash that is invested at below market
rates, given the risk of the investment, should be considered wasting cash. Thus, cash

left in a checking account, earning no interest, is wasting cash.12

BBk g o FRATERJNTE AL P 28 T e SR Wi i 20 1) Wik, BRAT T AN ISR ARATTIO A7 72, Bl
RIS BEA T A AT BRI R F AR 57k, Bk, R Bk ml i = 5 20M
DLPFAE T BEA A At T R RANA] . O 1 108 K s B el i 1) SR BRI, Bl B e A o
ML PRSI ZOR PG R — R A F], HFH W #R R
Summary of pitfalls. We all know the pitfalls of using public equity returns; we just don't
like to admit they exist or believe that nothing better than starting with public equity
returns is available. As a result, the pitfalls noted above can lead two appraisers to wildly
different cost of capital estimates. To illustrate the cumulative magnitude of these pitfalls,
we hypothecate two independent appraisers assigned to value the same private business

where both agree:

> IEFEBERTNN 2% LSRR E KR,

> I HZARHAFLRA A BREE A F AR .

» To utilize management’s forecast of cash flow with a stable growth rate of 2%; and

» The subject company has “typical” company-specific risk.

SRIE, PIAL VPG IS 1 A

& 1. “Pitfalls” 4l ’
i, WK1 s,

Exhibit 1. Practical Example of the “Pitfalls” ) ) )
Then, both appraisers build up their

30.0% equity discount rate as shown in

oo Exhibit 1.
o i: - T2 L H b 1 4 BB A
: N S S S 2 L A o 7 — A
g o IH S A AR A T DR 5145
: Eoutyrisk premium 24.0%EK 11.2%. XF0ZE R LR,
s | oo et RIS X7 (7 254 £ 24 ) B0 7 2 1) T

B Pass-through entity adjustment

40% 22% TR SR R, {H2 2% 1K
0.0% 0% |

-5.0%

2

Two Appraisers: SAME Company; Much different Cost of Equity
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HM G RS RIS, — R Pl T S PR A oA Sz iz B i 53— B2 DAt I 1 P43

The two independent and objective appraisers could easily arrive at an unlevered cost of
equity estimate for the same private company of either 24.0% or 11.2%, with both
appraisers falling within a range of reasonableness for each specific metric. The
consequence of this difference, when incorporating the 2% growth rate, results in the
present value of one appraiser being well in excess of two times the other appraiser, even

when both agree on the subject company’s cash flow forecast and “typical” risk.

PP IR LA I B 58 IR A2 5 T iR e iX AR SEFHIXRP A - ARSI AL
GyIIREA R L 8K, £E A FIME S5 « RURANAE A7 A2 m] LEAZA, AR A PPAS AT DL fi] 53
R W22 B AN FH 0 2 ) o XA @8 A FH /N FRRA N Al ) S S2 005 #E LS AL 5 T 3
SSEFIER TG S, SEal bR T XHE RGeS, Wishik, NEFE, PTE BIAEIE/
GIRSRIDIEERTE 3

Appraisers can avoid these five pitfalls by applying the completed transaction method.
With this method —and if the sample size of completed transactions is sufficiently large and
comparable in terms of business, size, and margins—the appraiser can “simply” apply the
observed multiple(s) to the subject company. This method completely eliminates the
inherent adjustments for unsystematic risk, liquidity, small stock premium, PTE taxes, and

cash/leverage by utilizing the real & 2.IPCPL500 (] 5%k

transaction market-clearing price
Exhibit 2. Aggregation of the IPCPL 500
dynamic in the competitive give and take 5 MiSioms- 500 Privefle Compuay Trans sclions)
% of Revenue
be-tween buyers and sellers of small |Revenue TTM $3,135.2
. . Operating Income TTM 300.8 9.6%

prlvate businesses. Fair Market Value T, 1,866.5 59.9%

e o . N Operating Book Capital TTM 580.7 18.9%

< ﬂ: c JG EE E(] 4 E/ 77—Y£ /E\‘ ﬁ H& %I jj El@ Aggregate Revenue Growth 2.36%

DT . s o : Holding the above relationships constant:
B A AN, RATEIGE TR A, [ oking e sbowe lsonships constant v
. ‘s = FCFF, /P + g = $294.0 / $1,866.5 + 2.36% = 18.1% = IRR

EAEf s apepL. @R ipcpL, e Mall e !

A TREAZ Ty Bl e G A A K HE R BB iy Biesm (BafE Y. RAR R BRAT T e A 281 i

Because of the completed transaction method’s attractive built-in market clearing price
dynamic, we developed the implied private company pricing line (IPCPL). And through
IPCPL, we set aside the above-described pitfalls by converting transaction data to a cost of

capital. Here’s how we did it.
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%t IPCPL 2.0 HIHEik
IPCPL &l i Al v B B I AAE A R I B ARRA (2R):
Overview of IPCPL 2.0

IPCPL is the private company cost of capital line (curve) created by connecting two

estimated data points:

> HUEA 1 EETH (MIIHEEIEY (“IPCPL500”) KARI Pratt's Stats 28 5 303 ZE (1) 500 % /NS
NV IIRE B ks A

Data Point 1 is based on transaction prices of 500 small private businesses from the Pratt’s Stats transaction

database, published by Business Valuation Resources (the “IPCPL 500”); and

> A 2 R TUNAE 1.5 /23 TniG A AR T A R BEA A, AR IEAE A TT AT S22 AT I BEAS A
AHEAT I
Data Point 2 is based on the cost of capital, adjusted for the cost of going and staying public,

of micro-cap publicly traded companies in the range of $150 million revenues.13

TR ARRE . AT A AT A SRR IR 1 BN b i e R B, ol
2 BRI 2w AW e B e BT, I X RO Sk e (WA R EEE R 7D,
ARG “TEEA” SN, PUREARAT &R B AR A m] il sk 2=l im)
RETE

As expected, our cost of capital calculations indicate a higher return for the smaller-sized
companies of Data Point 1 and a lower return for the larger-sized companies of Data Point 2.
Further, the two points are connected by a curve (skip to Exhibit 7 if you must!) that is
shaped by a “no-arbitrage” rule to mitigate any possibility to arbitrage or profitably “roll

up” the smaller companies into larger ones.

IPCPL ##i & 1

IPCPL A A 5] N2 T35 2 M5 H A 2 Ko= (FCFF1/P) +g. HT Koz A2
UERIR, — EAK FCFF1.P Fl g 52 AUH, B AR A19 2080 5 1. A% =5 1 9 IPCPL
500 Hi#liok B 500 FAE M IIE FATA, W prik. BR 2 B4 T HdER 1.

IPCPL Data Point 1

The IPCPL cost of capital derivation, while novel, is based on the well-known valuation

axiom Ko=(FCFF,/P) + g.14 Since K, is axiomatic, Point 1 is the natural result if the inputs
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FCFF,, P, and g are sound. The IPCPL 500 data that populate Point 1 were obtained from the
market-clearing prices of 500 privately held businesses, as described below. Exhibit 2

summarizes Point 1.

IPCPL 500 1] 18.1% N &I i % (IRR) AR5 TS50y /N RUAL N ARV I SEBRIE A
W BN — B R AR RA (BRI ST ) . #ea)ihUl, SHCN 18.77 /4G A R TifE (Bk
1E Ko &1 “P”) A ERILT T HER G wizshtE. PTE Bise e iE . mTAa
AR AFEN, TATERR 78 B s A ERIFAE A R ¥ (RERE.

The IPCPL 500’s 18.1% internal rate of return (IRR) represents the cost of capital (pretax
FCFF dis-count rate) most consistent with actual clearing prices for the asset class—small
privately held businesses. Stated differently, the $1.867 billion aggregate fair market value
(or “P” in the K, equation) inherently reflects the market’s net adjustment for unsystematic
risk, liquidity, PTE taxes, etc. And because the formula is axiomatic, we eliminate the

pitfalls of extrapolating public equities rate of return data to private companies.

IPCPL 500 &£, IPCPL 500 HH 1998 4% 2013 4E (1) Pratt's Stats FA & 2\ &) I e 58
SRR Hrpa: (1) BURNTE 440 J5ZE708 1,000 JFETCZ I8, Bl (2) B (AN
W4 7E 130 HEILE 450 JiFEICZ a1 .

IPCPL 500 population. The IPCPL 500 consists of Pratt’s Stats private company acquirer
transactions from 1998 to 2013 with either: (1) total revenue between $4.4 million and $10.0

million; or (2) total assets (excluding cash) between $1.3 million and $4.5 million.15

IPCPL 500 32 5 $(# I m] S . FRA138 3. SERRINIAE 5 BRI TT S A 40T © 5 % B {5 X 1)
11 26T RATHTR A 1072 5 Hohis 55 L v o e e e
LRI TRAAT B, R SRR (S i il i
S:b5 L, {14 Pratt's Stats fl BIZCOMPS S ronle
G R 2 W B EE AL S, BATRIAE Egﬂ'__mmﬁmm““““
SHORG S TRRAEAT, AT | S o]
P B T A SR 5 1 R A 9 E 1 e <
RATHENE . ARTT, BRI ASTAR A RELI, ;o=

FrLVC S B S bR B S E RN, A 0 50 100 150 200 250 300 350 400 450 500
500 AMHLHR A I ACREA i, R, — M ot Gompleed Tansactons
KEI I E B HE LA LA BRAE R G X
K, —AMHAA 500 T &) B vt & RIFE R Br e = 2 . B 3 R 7 PR 2 2 an i is
RS THER I -
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IPCPL 500 transaction data reliability. The most common concern we encounter with the
transaction data we employ is that they are inherently flawed by imperfections, such as
incorrectly reported information. Indeed, based on obvious transaction duplicates between
Pratt’s Stats and BIZCOMPS, we see that some data were occasionally contradictory by
significant amounts—making the data potentially unreliable on a data point-by-data point
basis. However, because this noise is random, the aggregated data are, in fact, highly
reliable with a large sample size of 500 data points. In the same way, a large portfolio of
stocks nearly eliminates unsystematic risk; a portfolio of 500 transactions does the same to
data errors. Exhibit 3 shows how the noise/errors are eliminated by the “law of large

numbers.”

N T UEWSRATT AR A 5 A2 W5 K DA S RENS fiff DR B0dia VR 22 (1 ) AL, IS D A2 AT T 0 2cdfe o A ik

o

To demonstrate the ability of our large sample size to cure any bad data problem, we

performed the statistical analysis described below.

L (a) EIERA ST “PUE” BBy thisfy tHE “WUE” Bt Al (b) 5
GOE A% -2 NSRBI R I 22 5 Bl 2 — A~ se e iR 1) 6.00. #2715k, RBiA &y 100 4
Ao HHE R CFEIMEDN 6.00. AriEZEDN 1.35 IREAA K EN SRR R AL W 4 Box.

Assume that: (a) there were no “crazy” prices paid by buyers or sold by sellers; and (b) the
re-ported transaction data relevant to determining a price-to-operating income multiple
were a perfectly accurate 6.00. Next, assume a significantly large actual data problem using

a sample of 100 transaction data points, with a true mean of 6.00 and a standard deviation

of 1.35, as shown in Exhibit 4.16 &) 4. 203E 15 2 A
M3 (I 4 s B8R 3= 7% s Data
14t #ral BLE Hh, IPCPL 500 %2 5
WSSk JIRE e T E T § o
= 1000 L ry
As we see from the statistical analysis § o A ot
E - *s » ¥ 4 ': « * :‘
in Exhibit 3 (which uses the data g 600 o 4 “, v, ; " e e :::: “u‘:‘ ?
. - ¥ by - * *
problems illustrated in Exhibit 4), our % e o* °¢ *
B ozon
aggregated data set for the IPCPL 500 2
transactions is nearly  perfectly o Huu::;-er n:;mp::m voEomm

reliable.17
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BARSRUL, FEARZE N 500, FRATTLLE 95% 1S, WS B Scy{E A 6.00, IS4t T
B~ E S N\ SR % (E 5.88 11 6.12 2 |f].

Specifically, with a sample size of 500, we are 95% confident that the reported data mean

operating income multiple is between 5.88 and 6.12 if the true mean is 6.00.

IPCPL 500 & #38 KRB . FAllis Hf5{E AP Ko = (FCFFq/ P) + g kit 5 IPCPL 500 Ko
JIRR. — AR Ko/ IRRy AT 0N Al THE R FRAT] 500 KA F A K R (g).
HEZENZ, AERD], EEHEENREKREREFAEE, BT e 5%
VBB EAMH T FCFF (3K, FrUABRATHHE B Ko / IRR FUR BB KA —2F .

IPCPL 500 aggregate growth assumption. Recall we employ the valuation axiom K, =
(FCFF,/P) + g to solve for the IPCPL 500 K¢/IRR. One input we must estimate is the
aggregate growth rate (g) for our 500 companies to solve for the aggregate K¢/IRR. But
importantly, we note that the growth rate assumption, within reason, is not critical. Since
higher growth dampens FCFF; due to increased investments in fixed assets and working
capital, we calculate that Ko/IRR changes only by about one-half of the assumed change in
growth.

N T ERIE K, JATMEM T Pratt's Stats (S FRIIAIG K Z Ml 488 R Hid DL
Jishgiit)m (BLS) M/ R . XA TR T AR

To estimate aggregate growth, we used real revenue growth and business age data
from Pratt’s Stats as well as small business failure rate data from the Bureau of Labor

Statistics (BLS). This was our process:
>, RATIEH —24E R 10 SEHIR BT 40 Pratt's Stats w1 %] 30 4475 111 10,000 KA &l #EATHES
XA EFRAAELEE A+ LFER A AT T2 IR

» First, we sorted 10,000 companies in Pratt’s Stats by business age—from one to 30 years—using a 10-year

moving average. This yielded an unbiased estimate of revenue for companies aged five to 25.

> B, RATELEE BRI MR (R R A B BT SE PRl KRy 4.8%, (HIXLE
St BRI [ EAF A - itz

» Second, we examined this sorted data by looking at the change in revenue as a function of age. While the

average real growth rate was 4.8%, this sorted data only consider surviving companies—a statistical bias.

> =, JALRHM T Pratt's Stats (0L FECHRIEER, IR T AR, DURBA A 1S BOR R
I TR RHERR TG I . ROk B, AR4E BLS 19 “i HIZER” 0.44 % WATILE TLE BRI AR SR, 4
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., WARA 500 KLEFR N 10 AT, FAHEL &R 500 * 1 +.0044) 10, EFX—7Hr, &
11110,000 ZX A A B S FEIRIMR L8 5% o AR — K75 BLS WBREAT 1 EHE, Xl R R
WS AR /N R AL R B 209 5%

» Third, we took the Pratt’s Stats business-age-sorted data and adjusted the surviving number of
companies to reflect that the total number of companies is growing over time. Specifically, we
“grossed-up” the number of older companies by the BLS’s “net birth rate” of 0.44%.18 For example, if
there were 500 companies that were 10 years old, we adjusted the figure higher, to 500%(1 + .0044)"10.
Based on this analysis, the implied average failure rate of our 10,000 companies was approximately 5%.
We compared this figure to data from the BLS that similarly indicated a long-run small business failure

rate of approximately 5%.
> ZEPY, M 10,000 KA FEHE . ARESET, BAEA R ERTHE T AN 4R WE 5 PR,

» Fourth, from the sorted and adjusted data of 10,000 companies, we calculated aggregate revenue by

company age. The result is set forth in Exhibit 5.19

BT bk, AT IPCPL 500 ISEhra KAy 0% . Pk, AT a4 U KR
LTRYNEKRE.  BEL, AT “IAE” B2 (T, FAHEE A ERE
B R UE SR AK R A . 1B 2, BATITIE AR IE ST AR R 20 SR 0 [ 57 R I
% 0.35% C(JLA[) TIPS A=), B ZACHESR S N sl LK% 2.36% .

Based upon the foregoing, we estimate the real aggregate growth rate of the IPCPL 500 to be
0%. Consequently, we expect aggregate nominal growth equal to long-term inflation.
Therefore, as part of our “present day” adjustment (see next section), we update aggregate
growth to include changes in inflation expectations. In Exhibit 2, our proxy for long-term
inflation is the 20-year Treasury bond less 0.35% (a typical TIPS rate), or 2.36% at the time

this article was prepared.20

IPCPL 500 “4H” {#%. IPCPL 500 Hit* 15 FRAEMAZ HHM. AT S&P 500

FEBOB ZE R B 0 10, oAy B 5. A\ K 8
AR, X¥2 K IPCPL 500
s (P, FFEBE NS (Ko / Exhibit 5. Aggregate Revenue Growth ($Millions)
IRR). [k, FRATE X Pratt’s .
Stats 22 51 15 FEFEAREAT BT s 1 —— e
E DREA RN 156 | §aet .
SRR 1) 275 10449 17 5 KU E 0 y=-0S1Z22 18 Bo4x - 041
E S0
©IACVA(CHINA) - BVR ‘% 21.2
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¥ 1 e -
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WRik. Ak, WOTVHRZXANAR: (ERPo—ERP15yavg) /2. FATBRLAZ, A& —AFEAF
WE, RN (1) SEERAR S BA XN ARG (2) BEARAA T e leAs, i
PO i R AL B e R IE AR E: (3) —UFOLS, ffF— NMBU& R

IPCPL 500 ‘present day’ adjustment. The IPCPL 500 is composed of transactions that
occurred over the last 15 years. All else being equal, a current increase in the S&P 500 equity
risk premium would decrease the value (P) of the IPCPL 500 and increase risk (Ko/IRR).
Therefore, we modestly reprice our 15-year sample of Pratt’s Stats transactions to account
for the risks of today’s market versus the average market conditions that existed over the
15-year sampling period. To do so, we applied this formula: (ERPy — ERP15y,,,)/2. We
divided by two, creating a simple average, because: (1) real interest rates correlate
negatively with equity risk premiums; (2) the cost of capital is slightly less responsive to
changing equity risk premiums than the cost of equity; and (3) to make a more modest

adjustment, generally.

H R4 H A% % IPCPL 500 Ko / IRR fli tH# (138 hng fE R 0.6%, iX 0.6 %4435 n#
B2 RS “JR4E7 1 Ko/ IRR (18.1%) b o AFHAT RIS 2L T8 77 52 1) ERP
SPIAAE . T AT VR B A5 K S T3 S B S&P 500 F5 A TH I P IR 25 R T U B
Damodaran H #jk& 3 ERP.

The current present day adjustment is only a 0.6% increase to our IPCPL 500 Ky/IRR
estimate, which would be added to the “raw” 18.1% Ky/IRR calculated in Exhibit 2. Making
no adjustment would be analogous to using a historical average ERP. Making the
adjustment is analogous to using Damodaran’s current implied ERP using the estimated
IRR on the S&P 500.21

IPCPL 500 ff 8 HHEEZ A MEREE ., X1 IPCPL500, ARG ICHIINEG &HI4E
HAME, BN ERE NN . SR E, IR T IPCPL500 HhHE v B 1 % 1) 4015 T 3 ¢
B R I T 3 AN . R U, FRATATIERE T A R 1 B AR USON /58 7= RS b
LA 15 M2 1) 2 1w 5 X [E] AH % 55 K IPCPL 500 s BN SR B IFAN S 4 B 2L

IPCPL 500 owner/operator compensation adjustment. For the IPCPL 500, we sum all
reported owner operator compensation and add this figure back to operating income. We
then subtract market compensation determined from analyzing a leading market
compensation database geographically adjusted for the IPCPL 500. That said, our relatively
large minimum revenue/asset size criteria were selected to make the confidence interval of

the compensation adjustment not material relative to the much larger aggregate operating
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income of the IPCPL 500.

IPCPL 500 BL& I/ EATH . FRATHTE FH 1 IPCPL 500 YA a8 24 & JEAT AT 1. $E8E
KA. 5 Damodaran X I & A &1 ER - —E, FATHE T IPCPL 500 ()04 KA %,
R AAEEENRT/AEE BN SRAE. RAOME XM AEE ESEUE R 1%, FIit,
IPCPL ¥ P 75 2 _EAEAT ARG A B, Bl BT R 68 EEUR LS. 1 5 B4 I BLE
L 5 SRR AR A A ) 5 ek 25 B A R R 5 55

PRI

~

IPCPL 500 cash add back/leverage. Our IPCPL 500 return data are an unlevered, cost of
invested capital. Consistent with Damodaran’s above analysis on cash holdings, we adjust
the purchase price of the IPCPL 500 to include only operating/wasting/non-interest-bearing
cash holdings. We estimate this non-interest-bearing amount to be 1% of revenue.22
Therefore, users of the IPCPL need to add to the unlevered PV enterprise value all cash
holdings that are capable of earning interest and, if valuing equity, subtract all

interest-bearing debt.

IPCPL #5552 IWC A AT
Helg 22 T HoA B 6. IPCPL EAEA (1.5 f23E0WAN)

A 1.5 4L TR H]

AT L s T SRR Exhibit 6. IPCPL Cost of Capital ($150 million sales)

ANE ~E LR, AT

Slze Adjustment:

¥ A Fama-French =

Micro Cap ETF - Ticker IWC[1): (Fama French Madel]

AR A AR U Ko 18 | Market F | SMB ‘ HML ‘ et

)EH @J%}“?Zi% E/\Jﬁg] 1.05 1.1¢ Qa7 5.46%
v A | Cost | Weight | Subtotal |

Fﬁ TEI éﬁ % St J:‘ ’ Elj Cost Of Equity 10.84% 100.00% 10.84%

H H Cost of Debt - AFIT (2) 3.25% 0.00% 0.00%:

IShareS MICFO-Cap ETF Caost of Capital 100.00% 10.94%:

(TICker IWC ) ° ?j‘i)ﬁ&,ﬂ ] Cast of Capital - Public Company 10.84%

‘b —+ N N2 Frivate Company Indifference Discount 0,70%

/I—ﬂ‘ él:l % ZLF? /f/t j\j *H J:_I a: $L Private Company Cosl of Capilal Eguivalence 11.64%

(= /ARSI G N 5 N 1]

Private Company Indifference Discount ($000s)

11.6%, WK 6 .

Ravanus £150,000
IPCPL Data Point 2: Opearating Margin B.11%
Cperating Income 512,168
IWC Micro-Cap Annual Staying Public Company Costs {3} 500
Annual Staying Public Company Caosls 9% A%
Going Public Cast 2.3%
POlnt 2 on the IPCPL Private Company Indifference Discount 6.41% 0.70% of 10.94%
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Notes:

{13 IWC actual median size of revenue S230Mil Approx.

We adjusted SME for $150Mil according to smb relationship of SPY WM and WC
(2} Sampla of IWC companies had slight negative net debt position
{3} Source: hilp/fwwow.cfo.comdarticle.cfmi14582443/c_ 14582548
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curve is for otherwise comparable companies with $150 million revenue. Given that private
companies of this size can go public, we employ standard K, estimation using the
Fama-French three-factor model on the most broadly traded micro-cap exchange traded
fund, iShares Micro-Cap ETF (Ticker IWC).2We then adjust the result to convert to a private

company equivalent of 11.6%, as shown in Exhibit 6.

IPCPL #EfbHIZk - EEES . BAUBE T —F “TEBR” WK “—F gk ”, PLFE
B e 1 FVEUE S 2.24 2 A2k B bk, B, EEEATLIERAR, EeEf b,
HHRBE RS . B ARt fE 2 7 IR, RUIR SRR £ G XU ) ok %
FEARLR I

The IPCPL interpolation curve —connecting the dots

As previously noted, we assumed a “no-arbitrage” approach/”law of one price” to
develop the curve between Data Point 1 and Data Point 2.24 Otherwise, investors could

roll up companies, take them public, and earn outsized gains.25 The resulting nonlinear
curve is set forth in Exhibit 7, showing that the proxy for liquidity and unsystematic risk is

nonlinear.

e

FATUER 1R b7 SR W e is T 2/ NRURL S 28 w] IR RS AR SE 52 . IPCPL i A
F/NBAALE AT 28 7] SRS 2 R [ S8 B 2 T i S A DRI Bk 1 AE R SR sl
NS, PTE BUMILE/ALA 8w . Bk, IPCPL &R A ] sgEk ) . AT sk 22
Frz L. WMRBCHBONREE, ERoRGIRRPIALIERL A IPCPL 23 HAH R 4518 -
MAZEBATE R A AR LR

& 7. 1IPCPL
We demonstrated the volatile
effect of the pitfalls when 108% 1
extrapolating public equity ::::
securities re-turns to small privately E :::%
held businesses. The IPCPL 5 173%

16.8%

e
e
..
LT
........
......................

1 1 1 16.3%
Completely ellmlnates the pltfalls 52 312 $22 532 %42 §52 $62 §72 382 392 $102

Revenue $Millions

for unsystematic risk, liquidity,

small stock premium, PTE taxes,
BE{ L esssressserssesssssrsnieasense
644 ettt

6.2

6.0

5.8

586

54 .

52
& 510  $20 §30 sS40 §50 H60  SV0  $BO 90 §100

and cash/leverage by utilizing real

©IACVA(CHINA) - BVR

Operating Income Multiple

Revenue $Millions
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trans-action market-clearing prices between buyers and sellers of comparable small private
businesses. Thus, the IPCPL is empirically tethered to economic reality. Without additional
adjustment, the two appraisers in the example above would using the IPCPL arrive at the

same conclusion—not something on the order of the potential magnitude we show.26

IPCPL JfA e, HEsiem — MR, HEXAREB. HIER RS, IPCPL 2R
gt ZE T i i F BITHERLE A Rl AR A /I 5E . JATION, XMRAZA M ER,
AT EL R IIXAERAERNT B RSB EREPAEE AN - TR ML TR, &
FEAETE 2 (RS DL 5 HAl T A

IPCPL is not perfect — after all, it's a model. But that is not the issue. The real question is
whether IPCPL is significantly more reliable than extrapolating traditional stock market
returns to private company cost of capital. We believe it is. For what it is worth, we are
already finding this model very useful in our own practices — either as a stand-alone tool,

where appropriate, or in conjunction with other methods.
G AR BARE

AR A E PG AT W B BE, WA EERBUBT I T M. R, ARG R Kz o
A, B R AT A BN 50, FRgOA g vl TR A S, XA T
X, WHEETIIEE, BIRAUE.

Share your thoughts

If the business valuation profession is to advance, it needs to be open to new methods and
approaches. Of course, traditional methods will always have their place, but new tools can
—and should —be encouraged and considered as additionsto the valuation toolbox. That

means opening a dialogue and discussing new concepts, theories, and approaches.

Annotation

1. We say “2.0” as this article updates Dohmeyer and Butler’s first exploration of this topic,

which was published in Business Valuation Review, Spring 2012, Vol. 31, No. 1, pp. 35-47.

2. A business with only one highly specific product or one major customer is an example of

high unsystematic/diversifiable risk. Jim Hitchner says, “The estimation of unsystematic
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risk is one of the more difficult aspects of calculating rates of return.” (Financial Valuation:

Applications and Models, 3rd Edition, p. 192.)

3. Based on our calculations of the total beta of nearly all U.S. publicly traded stocks sorted
by size.

4. Many appraisers believe that the small stock premium accounts for some of the 3x total
risk issue. Although the cause and amount of the small stock premium are controversial,

diversifiable risk, by definition, is not the cause.

5. Dr. Aswath Damodaran, 26th Annual Valuation Roundtable of San Francisco, April 20,
2012, Berkeley, Calif.

6. Dr. Aswath Damodaran, Marketability and Value: Measuring the Illiquidity Discount,
Stern School of Business, July 2005.

7. One way to minimize duress collinearity is to use the margin analysis provided in the
Duff & Phelps Risk Premium Report. For an excellent analysis of the intertemporal flaw of
CAPM, see John Y. Campbell and Tuomo Vuolteenaho, “Bad Beta, Good Beta,” Harvard
University, August 2003, ssrn.com/abstract=343780.

8. Dr. Aswath Damodaran, Marketability and Value: Measuring the Illiquidity Discount,
Stern School of Business, July 2005. This possibility is still being explored by researchers
today:.

9. James Harrington, Conversations With the Masters series, NACVA Annual Consultant’s
Conference, Dallas, June 2012).

10. Based on IRS Statistics of Income (SOI) data showing significant increases in new

S-corporation formations versus nearly no new C-corporation formations.

11. Keith F. Sellers and Nancy ]J. Fannon, “Valuation of Pass-Through Entities: Looking at
the Bigger Picture,”2012 AmericanTaxation Association Midyear Meeting: JLTR Conference,
December 2011. Available at ssrn.com/abstract=2003901 or dx.doi. org/10.2139/ssrn.2003901.

12. Dr. Aswath Damodaran, “ Dealing With Cash, Cross Holdings and Other
Non-Operating Assets: Approaches and Implications,” Stern School of Business, September
2005.

13. For the cost of going and staying public, see Stuart, Alix, “Little Change in Audit Fees,”
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June 16, 2011, CFO.com (www.cfo. com/article.cfm/14582443/c 14582548).

14. This ex-ante approach is essentially the same approach used by Damodaran when he
publishes his monthly equity risk premium estimates. And note that IPCPL, like
Damodaran’s monthly ERP model, requires appraiser judgment. That is, the K, model is

axiomatic, but the inputs must be estimated.

15. Both size criteria span the 95th and 99th percentiles of Pratt’s Stats transactions in the

past two years, and both resulted

in approximately the same number of transactions. We adjusted these figures slightly to
create a rounded number of 500 companies. Further, we only included transactions of U.S.
companies that were acquired by a private company and which reported owner s
compensation. And we did not double count deals that fell into both the sales- and

asset-size criteria.

16. Exhibit 4 is an Excel model simulating individual, unreliable data points with a
specified mean of 6.00 and a standard deviation (standard error here) of 1.35. For
illustration purposes only, this error would imply that the data are inherently unreliable for

its typical use, yet still highly reliable for a sample size of 500 transactions.

17. Although we are not aware of any research that claims that these data providers’
transaction data are systematically biased (net net), we believe that we must qualify our

confidence interval claims accordingly.

18. Net birth data from the BLS indicate new business formations exceed old business

deaths by 0.44% annually over the relevant time frame.

19. Had real growth been as low as 1%, for example, the aggregate revenue in Year 25

would have exceeded $500 million.

20. We would normally estimate inflation by subtracting the 20-year Treasury Inflation
Protected Securities (TIPS) rate from the 20-year Treasury bond. However, the TIPS rate is
presently not a reliable indicator because of the current low interest rate environment and
the fact that a TIPS inflation contract is bound at zero. Practitioners could also obtain an

estimate of the long-term inflation rate from The Livingston Survey.

21. See pages.stern.nyu.edu/~adamodar/.

22. This percentage is based on our experience. We believe differentiating on the basis of

©IACVA(CHINA) - BVR 19



The Implied Private Company Pricing Line 2.01 Ko = (FCFFy/P) + g

interest-bearing versus non-interestbearing cash is more objective than other methods of

estimating “excess cash” and failing to relever beta for that excess.

23. The iShares Micro-Cap ETF seeks investment results that correspond generally to the
price and yield performance of the Russell Microcap® Index. See

us.ishares.com/content/stream.jsp?url=/content/en us/repository/resource/fact sheet/iwc.p

df for more information.

24. The economic law of one price, stated in any microeconomics textbook, is stated as: “In
an efficient market, all identical goods must have only one price.” The intuition for this law
is that all sellers will flock to the highest prevailing price, and all buyers to the lowest

current market price. In an efficient market, the convergence on one price is instant.

25. In applying this approach, we used the Double Lehman formula; see

en.wikipedia.org/wiki/Lehman Formula.

26. As referenced in our webinar to the Experienced Business Appraiser Group on LinkedIn
on Feb. 19, 2013, if appraisers determine that their subject company is more or less risky
(systematic and/or total risk) relative to small private companies of similar size, we

recommend a risk analysis, which is also available at www.Biz-App-Solutions.com. In this

risk adjustment, where we move off the IPCPL (typically, only slightly), we account for
differences in systematic as well as total risk of the subject company using a normalized
risk assessment of various publicly traded guideline companies as a benchmark. We plan to

write a follow-up article to address this generally nominal adjustment to the cost of capital.
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Getting Your Head Out of the Model:

Valuing a Multinational Company

By James T. Budyak CPA/ABV, CFA, ASA

Editor’s note: There is relatively little guidance on the valuation of multinational companies.
There are models that can be used, but they should not be used blindly. The inputs to the models
must be carefully considered because there is no one-size-fits-all methodology. The author has
developed a framework designed to breakout of models and develop a more realistic valuation and
cost of capital based on real-world dynamics. This article is a follow-up to the author’s “Getting
Your Head Out of the Model: Due Diligence and Developing International Cost of Capital,”
originally featured in the May 2006 issue of Business Valuation Update.

Appraisers valuing a multinational company (MNC) should expand their due
diligence process to solicit information from company management about the specific
effects of operating in their particular location. Additionally, business valuators should

review country-risk-and-return and country-risk ratings.

I recommend that you break down your due diligence into these key areas of
investigation: company country-currency-sector (CCCS). In this article, I will discuss each
of these and give an example of using the CCCS framework in practice. Also, I will cover
developing a weighted average cost of capital (WACC) and recommend a technique for

considering a large portfolio of countries.

Company. Due diligence on a company considers its history and outlook as well as
where it sources its inputs, and how and where it produces its products or provides its
services. It looks at the company’s competitive landscape, barriers to entry, and how it uses
marketing to generate sales. Inherent in studying a company is an appreciation for its
location and its end markets and the risks associated with these elements. Special focus on
the industry (sector) and currencies that are involved in its normal operations is

recommended.

Appraisers use comparable data (comps) and benchmark a subject entity with its
comps, focusing on the attributes of growth, risk, and profitability (GRP) to ensure the
market prices of comps to the pricing of a company has been effectively bridged. GRP
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contributes to the story from a qualitative and quantitative perspective in terms of why an

EBITDA or price/revenue multiple is selected for the subject entity being valued.

Country. Ultimately, the valuation of an MNC should consider GRP and CCCS. The
risk analysis for an MNC includes knowing what countries the subject company sells to
and where the major production assets are located. The astute views of Dr. Aswath
Damodaran (Stern School of Business, New York University) and legendary investment
manager Gary Brinson are relevant to this discussion. In effect, these experts suggest that
the location of the company’s headquarters or where the company’s publicly traded stock is
exchanged is not nearly as important (if at all) as where the company generates its sales or

does business.

The country analysis requires obtaining recent information on a specific country. There
are numerous sources for reference, some free and some for a fee. Examples of free

information:
* www.coface.com/Economic-Studies-and-Country-Risks/;
* www.cia.gov/library/publications/the-world-factbook/;
* www3.ambest.com/ratings/cr/crisk.aspx; and
* www.tradingeconomics.com/.

These websites won’t give you a cost of equity, but most will describe the current
economic conditions and/or provide some comparative ratings of a country versus the

world.

Dr. Damodaran’s website, on the other hand, is free and provides a means of
estimating a cost of equity and a cost of debt, considering a variety of data including local
currency sovereign ratings from Moody’s (or S&P equivalent) and credit default swap
(CDS) spreads by rating. For more details, download the Excel spreadsheet that contains

these data from www.stern.nyu.edu/~adamodar/pc/datasets/ctryprem.xls.

Currency. When we speak about risk, we refer to “total risk” and, equivalently, what
would be an estimated total return that a willing buyer (IRS definition of value) or average
market participant (FASB definition of value) judges to be applicable. Total return includes

the elements of yield plus capital gain. Inherent in the total return is an understanding of
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what currencies are involved.

When investing in nondomestic businesses, the MNC is exposed to nondomestic
currencies. Currency risk is a significant component of total risk. Evidence exists that
currency risk may be 50% of total incremental country risk or more. According to an article
titled “Does Emerging Market Exchange Risk Affect Global Equity Prices” by Francesca
Carrieri, Vihang R. Errunza, and Basma Majerbi (2004), “The price of EM currency risk is
significant and time-varying for a large number of assets from developed and emerging
markets. Total currency premia are also economically significant as, on average, they
represent about 40 percent of the total premium in absolute value across all global assets.
Therefore currency risk is an important risk factor in pricing both emerging market and

developed market assets.”

Exhibit 1. Currency Return Contribution for U.S.-based Investors

Professor Campbell in International Equity Portfolios*
Harvey (Duke University) has
. 100%
written to me on the 0% B Average monthly retum contribution
. .. . from curencies as % of total montly retums
significance of currency risk: 80%
“ : . 70%
I stated in presentations and 0%
. , 50.3% . o
in my course material that, for 50% 43.7% 40 gog O 3“% 40.2%39.69%38.65 45.
. . e 1 40% a1 1%
a high risk market, it is likely 0%
that about half of the risk is 20%
lated t ” 1%
related to currency. .
b
@ * &£ &
The impact that currency #é C?di\ é\ 459 X é,c“ﬁﬁe\ & @(&@é}
=,

risk has on total risk is also

hiohE . .
ighlighted in a recent article |\ 1o nvestments, Bloomberg

titled “International Equities: |1tz return index used for each local stock market

Currencies Matter,” by Axel G (dividends are reinvested)

Period: 04/30/2004-04/30/2014; calculaton based on monthly returns
Merk, Merk Investments, May ' Y

8, 2014. “When investing in
international equities, the return stream generated can be broken into equity returns and
currency returns. As the chart in Exhibit 1 shows, between 30% and 50% of monthly equity

index returns, when measured in U.S. dollars, were attributable to currency fluctuation.'

The impact of currency risk works both ways—on the upside as well as on the

downside. In a month where the local country’s stock market moved up, it is possible that a
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good portion of the gain may be attributed to currency appreciation. Similarly, in a down

month, a good portion of the loss may be attributed to currency depreciation.

Similarly, currency volatility can impact total return. The MNC may be subject to
foreign exchange gains or losses as a result of its portfolio of offshore businesses, which
have different functional currencies. For an MNC, the purchase or sale of a division that is
located in a developing market will likely involve exposure to local country currency
volatility. Or it could be that offshore operations are involved in a major global industry

and product sales generate hard forms of currency such as dollars or euros.

The point is that currency is a major contributor to risk, but it depends on the nature of
the MNC’s business. If the subject MNC is completely exposed to individual local country
currencies from emerging markets, it may have a high degree of risk. But if it is gathering

hard currency from various offshore affiliates, the perception of risk is somewhat mitigated.

Also consider the form of the hard currency involved. Today, dollars or euros are
considered to be safe havens. But what about the future? Will these currencies give way to

Chinese yuan/renminbi? Or will there be a global basket of currencies or goods?

The idea that the U.S. dollar may be replaced in global trade settlements is not that
far-fetched. Consider a recent article, “Welcome to the Currency War: Russia, China, India
Bypass the Petrodollar,” by John Rubino, who manages www.Dollarcollapse.com and

writes for CFA Magazine, on March 26, 2014. Rufino says:

Russia is aggressively cementing the next, biggest (certainly in terms of population and natural
resources), and most important New Normal geopolitical Eurasian axis: China - Russia - India---.If
Russia, China and India decide to start trading oil in their own currencies—or, as Zero Hedge speculates, in
gold—then the petrodollar becomes just one of several major currencies. Central banks and trading firms that
now hold 60% of their reserves in dollar-denominated bonds would have to rebalance by converting dollars
to those other currencies. Trillions of dollars would be dumped on the global market in a very short time,
which would lower the dollar’ s foreign exchange value in a disruptive rather than advantageous way, raise
domestic U.S. interest rates and make it vastly harder for the U.S. to bully the rest of the world economically

or militarily.
The article continues:

For Russia, China, and India, this looks like a win/win. Their own currencies gain prestige, giving their
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governments more political and military muscle. The U.S., their nemesis in the Great Game, is diminished.
And the gold and silver they’ ve vacuumed up in recent years rise in value more than enough to offset their

depreciating Treasury bonds.

A similar theme was written about in the article “This Is Horrifying for the West &
Will Bring the U.S. to Its Knees” by John Embry, chief investment strategist at Sprott Asset
Management LP, and King World News:

The move by major nations to price oil in other currencies is huge. These other nations are sick and tired
of the advantage the United States has enjoyed. This is why there is a move to start pricing international
transactions in a currency other than U.S. dollars. This could be the thing that brings the U.S. dollar to its

knees-:-. I think the petrodollar movement could certainly trigger something like that.

A similar theme on currency trends was voiced in an article titled “ Has the Stock
Market S&P Topped at Exactly the Same Price as Gold? 7  http://bit.ly/16wH3wu, dated
April 25, 2014:

On the other hand, of higher importance in our view, is the cracking dollar reserve currency. It is widely
accepted that the U.S. has enjoyed an exceptional privilege having a world reserve currency. The U.S. has
been able to grow its debt mountain to a level never seen before in the history of mankind because it had a
universally accepted currency which was used in the most traded asset classes, in particular oil (the
petrodollar). However, the end of the dollar reserve currency seems to be imminent. Based on historical
standards, world reserve currencies have lived on average 27 years. Note that the current dollar hegemony is
ongoing for 43 years. Prior threats to the petrodollar have been laughed away by the use of military force. The
Ukrainian case, however, has the potential to become a pivot point. Clumsy sanctions against Russia by the
West point to retaliation right to the core of the monetary system: the petrodollar. Russia is about to sign
energy contracts with its major trading partners in non-dollar currencies. We believe this will act as a
precedent, and several Asian and emerging countries will follow. It will result in a loss of trust in dollar
denominated assets, undoubtedly affecting U.S. equities. Needless to say, this should also be a major catalyst

for precious metals.

If a company has currency exposure that is unhedged, and a crisis event occurs, the
company may be forced to report a significant foreign exchange loss. Emerging market
companies are known for being contagious. That is, when one sneezes, they all catch a cold.
Emerging market equity and debt markets do not have the immunity to extreme volatility

that developed (domestic) markets enjoy. This immunity is due in part to the U.S. reserve

O©IACVA(CHINA) - BVR 14



Bk AR —— s [ b 1P A

currency status that causes global investors to perceive the U.S. as a safe haven in times of
crisis. However, the U.S. reserve currency status is likely to be challenged in the future,
which will pose a problem to the capital markets (and appraisers) who look for risk-free
benchmarks in their discount rate-setting quantitative models. Degradation in the U.S.
dollar status will likely coincide with a sell-off of U.S. Treasury securities that have been a

risk-free standard for the investing community for decades.

Sector. This area of due diligence examines the industry or sector in which the
company operates. It may also involve a regional trade group, such as NAFTA or Eurozone.
Some industries are inherently local, such as grocery stores, where the primary economy is
the local economy. On the other hand, for a company in the petrochemical industry or

technology industry, the focus would be on regional, or possibly global, economic forces.

An exception to this rule is natural resource companies, where the location of the
resources is a critical element in assessing country and political risk. According to Marin
Katusa, chief energy investment strategist, Casey Research, “the risks we face in the world
of resource investing, though, are some of the most unpredictable out there. Resource
companies navigate risks running from commodity price swings to taxation changes, from
geologic uncertainties to the challenges of new technologies, from floods and tornadoes to

labor unrest.” (See www.caseyresearch.com/cdd/never-underestimate-country-risk.)

Recap. If you go through this framework to conduct your due diligence, you may find
that the MNC is not as risky as you thought. A full risk penalty associated with where the
company is headquartered (the sovereign risk of that country) may have to be adjusted
given the results of your analysis of the four areas of the CCCS framework. Of course, it
could go the other way. The analysis can uncover more risk in a company that, even though
headquartered in the U.S., exports products offshore to emerging markets and has plants

offshore in developing nations.

Think of a company on a “risk-return spectrum.” At one extreme are those low-beta,
stable companies domiciled in developed markets. At the other extreme are companies
located in and totally dependent on a very risky local economy, such as Afghanistan, Syria,
Sudan, or Zimbabwe. Between these two extremes are many companies that deserve some,

but not all, elements of incremental risk premium attributed to country/political risk.

The CCCS methodology can help the valuation analyst select an appropriate cost of
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equity model so that the risk rate ultimately makes sense in view of the company’s
characteristics, including industry sector and flow of currencies throughout its worldwide
operation. The potential risk adjustment to the cost of debt in the WACC development is

discussed later in this article.

CCCS case study. To illustrate the CCCS framework, let’s consider an example of an
MNC with U.S. headquarters that uses an assembly plant (called a maquiladora) run by the
U.S. entity in Mexico. The assignment is to develop a cost of equity for the plant operation

in Mexico.

A traditional Mexico operation that is mostly dependent on the local economy is
regarded as more risky than a U.S. operation. For example, the latest Morningstar data
(2013) put a cost of equity (CRRM linear model) for Mexico of 16.79% versus a cost of
equity for the U.S. of 10.92%, or a difference of about 587 basis points of total increment
required return. A Mexican operation that is completely dependent on the local economy
may warrant the full Mexican country risk penalty, such as the difference observed in the
CRRM linear model.

Looking at our subject operation, because the plant’s parent company is in the U.S,, it
may be dependent on the U.S. economy or global marketplace. If that’s the case, you can
expect that the cost of equity is lower than what you would estimate for a strictly
Mexico-based operation. Further due diligence bears this out. The plant sells 100% of its
product to its parent, which is an MNC with strong global brand, technology, and customer
base. The plant receives U.S. dollars for its sales. Therefore, this operation cannot be

compared to a strictly local operation.

The notion that our subject operation is less risky than a stand-alone business in
Mexico (solely dependent on the local economy) is part of the “integrated versus
segmented” theme talked about by academia and finance professionals in the context of
country risk assessment. There are arguments to be made that in recent years the Mexican
and the U.S. economies have become more integrated due to the growing trade openness

among them, particularly after the implementation of the NAFTA.

In our subject operation, the country risk is mitigated because the plant is part of a
global operation and not dependent on the local economy. The currency risk is mitigated,

as well, because its sales are transacted with a more attractive, harder currency than
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Mexican pesos. How do you quantify this mitigation of risk? You may want to consider
Professor Harvey’s view that currency risk can be 50% of total incremental risk. You could
argue there is still the residual country risk that is associated with terror, violence, and
corruption that is characteristic of an emerging market such as Mexico. A cost of equity that
is bracketed in at the lower end of the spectrum by the country spread model (10.38% cost
of equity), which typically bakes in minimal currency risk, and international CAPM model
(11.82%) would be worth considering so as not to underestimate value by using too high a

risk adjustment.

There appears to be ample evidence that the appropriate cost of capital for our subject
operation would justify a lower cost of equity than a model that uses the full amount of
Mexican country sovereign risk, such as the CRRM model (see Claude B. Erb, Campbell R.
Harvey, and Tadas E. Viskanta, “Expected Returns and Volatility in 135 Countries,” Feb.
7,1996).

The substantially lower currency risk of the plant implies an adjustment of possibly
one-half of the total incremental risk of 587 basis points (U.S. versus Mexican CRRM). Such
an adjustment would lower the CRRM required rate of Mexico 13.86% (halfway between
Mexico at 16.79% versus U.S. at 10.92%). Because the subject business derives its sales from
U.S.-based customers, there is an argument that the country risk adjustment could be even
lower, with the apparent floor being above the CRRM linear rate for the U.S. This is because
the operation is located in Mexico and could be negatively affected from certain country

factors.

A two-thirds reduction of the incremental risk shown by the CRRM model of 587 basis
points to reflect the reduced risks of this Mexican operation as explained above would put

the cost of equity at about 12.86%.

Developing the WACC. In the context of assessing country risk, a rather subtle
refinement needs to be made to the applicable cost of debt that is included in the overall
WACC model.

In a nutshell, the question of whether to adjust the cost of debt for incremental country
risk depends on the specific facts and circumstances. For example, let” s say our subject
entity is an MNC with a mix of offshore operations in locations ranging from developed

countries to emerging countries. Let * s also assume that the MNC has significant
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securitizable assets held in developed countries. In this case, there may be an argument that
any material debt funding could be done in such developed countries at rates that do not

have any material country risk.

On the other hand, the appraiser may conclude that the subject entity is segmented and
deserves the full country risk/sovereign risk penalty. If the appraiser wants to adjust both
the cost of equity and the cost of debt for such incremental risk, he or she should review the

works of Damodaran.

For example, go to Damodaran ’ s website,
pages.stern.nyu.edu/~adamodar/pc/datasets/, and, in particular, this file:
uValuedataJan2014.xls (see Exhibit 2. You Can Update the Risk-Free Rate and
Exhibit 2). You see that the Equity Risk Premium
assumed equity risk premium |Risk-free rate 3.04%
(ERP) for the U.S. (mature) is 5%. Equity risk premium (Mature/U.S.) 5.00%

Marginal t te (U.S. 40.00%

The global equity risk premium, argih alx ral el }. >
) ) Global equity risk premium 6.35%
which takes into account a Marginal tax rate (Global) 30.00%
portfolio of countries, many of [global default spread (to add to cost of debt) = 0.90%

which are emerging or |Source: pages.stern.nyu.edu/~adamodar/pc/datasets/;
file: uValuedataJan2014.xls

developing in nature, is 6.35%.

The difference between the U.S. and global ERP is 1.35%. This is not the amount in theory

you would add to adjust the cost of debt for country risk for such a global portfolio. In his
past writings and speeches, Damodaran has indicated that, in general, emerging market
debt is less volatile than emerging market equity. “You can estimate an adjusted country
risk premium by multiplying the default spread by the relative equity market volatility for
that market (Standard deviation in country equity market/Standard deviation in country
bond), ” says Damodaran. “I have used the emerging market average of 1.5 (equity

markets are about 1.5 times more http://bit.ly/1jDAjgP)

Using his global default spread (to add to the cost of debt) of 0.90%, the suggestion is
that, while equities are adjusted upward for perceived global market risk by 135 basis
points, debt is adjusted upward by 90 basis points. The ratio of 135/90 is 1.5 and is

consistent with Damodaran’ s earlier comments.

Other data suggest this theme. Damodaran has analyzed relative volatilities of equity

versus debt markets in a variety of emerging market countries and found that “ for
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emerging markets, equity is between 1.5 and 2.0 times more risky than bonds.” This
suggests that for developed markets the ratio is 2.0. Dimson, Marsh, and Staunton
corroborate this in their text Triumph of the Optimists, which states: “For the United States,
which ranked toward the lower end of the country risk premium spectrum, we find that the
standard deviation of real returns on stocks was 20.2% compared with 10.0% for bonds.”

You can review relative volatilities of various stock and debt markets using Bloomberg, for

instance.

In summary, whatever models you run or use to quantify the incremental cost of
equity adjustment for a particular country or portfolio of countries, typically the adjustment
to debt is different but can be reconciled using the base work of Damodaran as a guide. In
fact, he uses debt-versus-equity volatility data to estimate equity returns from debt market

returns.

Considering a large portfolio of countries. My experience has been that an MNC is
often involved in dozens of countries and the goal is to value the aggregate firm. To
address country risk analysis in an efficient manner, I conduct CCCS-related due diligence
to learn how dependent the overall business and each affiliated country is to global trends

versus local economic and political conditions.

For instance, if the business is tied to the energy industry or to certain technology that
is viewed as a global commodity, then the local country conditions are less relevant but still
worthy of consideration. This may be the case where the country spread model has special
merit, as the inputs to this model naturally result in a lower cost of equity that may be more
appropriate than a full country risk penalty that results from the CRRM model. On the
other hand, if this is not a global industry, but rather more dependent on the local
economies, then the fully risk-priced CRRM model may be best as a proxy for the country
risk adjustment. The analyst may consider both country spread and CRRM models to

bracket in full risk and a reduction in risk in terms of cost of equity estimates.

To manage the quantitative analysis of dozens of countries, I often obtain a
representative sample of the largest-end markets (e.g., those countries that generate the
highest sales and EBITDA) and then weight the specific cost of equity estimates for the
models I think are best proxies for the nature of the risk. In other words, CCCS due

diligence may suggest the firm is quite dependent on the local economy, or it could suggest
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the firm has less risk due to the industry in which it operates, the currencies it receives, and

the existence of global branding and technology.

At that point, the analyst can develop a weighted average risk analysis that appreciates

the significant countries that contribute to Exhibit 3. Analysis of Adjustment to
. ) ) U.S.-Based Cost of Equity
overall country risk. By doing so, one is
© y y domg so, A B A times B
consistent with the view of Damodaran: Ke %
CRRM  Weighted
“When valuing emerging market companies, Linear  Difference
lvst ‘ h attention t h 1|Germany 25.0% 9.91 2.48
analysts pay too much attention to where a S| Erance 0% 500 1o
company is incorporated and too little to 3|US.A. 12.0% 10.92 1.31
. . 4]Japan 6.1% 12.82 0.78
where it does business.” It has been my P -
5|UK. 6.0% 11.54 0.69
practice to review the risk of an MNC’s end 6|Ukraine 57% 2710 1.55
. . . f 1]
markets and incorporate this into the 7|Switzerland | 3.8% 932 035
. o 8|ltaly 3.7% 17.92 0.68
discount rate. If there were significant o|Spain 3.0% 19.87 059
production facilities in any country but no | 19|Poland 2.3% 16.22 038
) ) 11|Czech Rep. 2.3% 14.81 0.34
sales, this also would be considered. 12 |Finiand 18% 10.00 018
13| Turkey 17% 21.16 0.37
An example extracted from Excel is 14| Austria 1.8% 10.98 0.20
o . ) 15|Korea, S 1.7% 13.65 0.23
shown as Exhibit 3. In this example, we view : -
16|Hungary 1.4% 02,22 0.31
each country’s business to be mostly 17| Belgium 1.3% 13.44 017
. 18|China 0.9% 13.79 0.12
dependent on the local economy. We applied
p y PP 19|Slovakia 0.8% 15.20 0.12
a CRRM model to benchmark risk of each 20|Denmark 0.8% 10.50 0.09
o 21|Portugal 0.8% 2285 0.18
contributing country to the U.S. (Note that ———=—""——— - 070 .07
sales are for illustration only and CRRM is 23|Sweden 0.5% 9.60 0.05
t Morninestar Int tional Cost 24|Rumania 0.5% 22.04 0.12
per a recent Morningstar International Cos 25| Buigarta e a7 o
of Capital report.) This type of analysis 100.0% 13.25
. Versus the U.S. 10.92
suggests a U.S.-based cost of equity could be Sifference 233

adjusted upward by about 2.3%.

Final thoughts. Developing discount rates for an international valuation project in
today’s world entails more than using computer/calculation models to build a
base-weighted average cost of capital. The dynamic nature of the global economy is such
that the valuation analyst must not only be vigilant but willing to break out of the models
to uncover what really is impacting the subject company. The CCCS framework is designed

to guide your due diligence in the vital areas of company, country, currency, and sector.
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James T. Budyak, CPA/ABV, CFA, ASA, is a senior vice president of Valuation Research Corp.

He is active in valuation and due diligence for businesses, equity and debt investments, intangible

assets, and solvency and fairness opinions. He has studied dozens of countries and visited over 40.
He can be reached at jbudyak@valuationresearch.com and (414) 221-6238.

Annotation

1. Stock indexes used in this analysis (Exhibit 1): Australia: S&P/ASX 200 Net Total Return Index; Canada:
S&P/TSX Composite Total Return Index; Switzerland: Swiss Market Gross Total Return Index; Eurozone:
Euro Stoxx 50 Total Return Index; U.K.: FTSE 100 Total Return Index; Japan: Nikkei 225 Total Return Index;
Norway: Oslo Stock Exchange OBX Index (It has been a total return index since April 2006); New Zealand:
NZX 50 Total Return Index; Sweden: OMX Stockholm 30 Total Return Index; Singapore: FTSE STI Total

Return Index. All stock market indexes are in local currency terms, and all include reinvested dividends.
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A Forgotten Statistical Concept Tells Why Your Multiple May Be
Wrong

By Bob Dohmeyer, ASA, and Dr. Herbert Kierulff

In 1885, Sir Francis Galton published a breakthrough treatise entitled Regression Toward
Mediocrity in Hereditary Stature. In it, he demonstrated that the children of very tall or very
short people tended toward average over time. Galton interpreted this finding to mean that
variations from average were due to the luck of the draw with respect to parents tempered

by the skill of individuals in coping with their environment.

Galton’s regression to the mean as explained by a combination of luck and skill apply
to one of the most important theoretical and practical concepts in pricing small private
businesses: economic rents (aka excess profits) tend to revert to a mean of zero over time.
Unfortunately, many appraisers have missed the statistical and causal subtleties inherent in
both luck and skill, adhering to conventional wisdom that says “companies with superior
margins deserve a premium multiple.” Conversely, inferior margins must deserve inferior

multiples.

We show with data and logic that, counterintuitive as it may seem, the reverse is true.
Placing high values on companies with superior margins acts to the detriment of valuations.

In addition, we discuss other implications of the data on the valuation assignment.

What the data show. The best measure of excess rents is the implied CFROI of new
investments to the WACC ratio. Our proxy for this statistic is the subject business margin
relative to the median industry margin. Our data demonstrate that investors in small
privately held businesses generally place lower multiples on companies with superior
margins than companies with less-than-satisfactory margins. The data consist of all
BIZCOMPS data in the size range of $500,000 to $5 million for every SIC code that had 50
comparables or more in the specified size range (19 qualifying SIC codes making up 2,152

transaction comparables).

For each comp within each SIC code, we calculated a margin performance ratio of the
individual comparable’s seller’s discretionary earnings (SDE) margin and divided by the
median margin of the other comps in that SIC code.1 For example, if the comp had a 40%

SDE margin and the median margin in its SIC code was 20%, then its margin performance
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ratio would be 2.0.

We then calculated the industry median SDE multiple for all 19 industries and used
this to calculate every actual SDE multiple divided by the industry median multiple. Finally,
we sorted all 2,152 comps by the margin performance ratio from worst to best (from left to
right in Exhibit 1) and calculated a 50-point moving median of the price-to-SDE multiple

and the margin performance ratio.

Exhibit 1. Ex-Ante Margin Mean Reversion Economic Rents Bias Toward Zero
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Exhibit 1 shows the clear relationship of margin performance and price to SDE.
However, the data are heavily skewed at the low end of the margin scale, which needs to be
explained. In Exhibit 2, we show one of the 19 industry groups (Property Management,

6531) on a price-to-sales basis.

If our subject has normal margins (1.0 on the x axis), the central tendency would be

about 0.4X sales. With a tripling of the margin to 3.0 on the x axis, the central tendency
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would be approximately 0.95X sales. Notice with a tripling of profit margin (1.0 to 3.0) the
estimated price only increases by about 2.37X. In other words, the price-to-SDE multiple is
about 21% less at the highest margins compared to the normal margin (consistent with the

mean reverting margin discussion above).

The logic behind the data. Exhibits 1 and 2 show the clear relationship of margin
performance and price to SDE and the resultant downward regression. However, the data
are heavily skewed at one point. Why the steep increase in SDE multiples at actual margins
significantly below average? Firms with low margins should be riskier than those with high

margins and receive lower values.

Some valuation specialists have trouble understanding why “undeserving” companies
enjoy high margins and may adjust the multiples downward accordingly. The answer is
counterintuitive, but there are several logical explanations for why the multiples behave as

they do.

The phenomenon of luck. If you flip a fair coin, the chance of heads is 50%; if you flip it
twice, the chance that it will land heads both times is reduced to 50% x 50%, or 25%. The
more you flip, the lower the probability is that you will have successive rounds of heads
even though the probability of heads on the next flip is 50%. These points are not lost on
investors. A firm can be extremely successful with a high margin, but investors fear that the
law of large numbers will reduce those margins over time. A firm can enjoy high margins
just by being in the right place at the right time doing the right thing badly. To the extent
that firms are lucky, investors must consider that the streak will not last and they will tend

to avoid stocks that are priced purely on the basis of past success.

Alternatively, unlucky firms will have low margins relative to their industries, but the
law of large numbers suggests that the luck must change at some point. If luck were the
only thing involved in business, a prudent diversified investor would have a balanced
portfolio of stocks with a history of good luck and bad luck with a mean equal to the

industry average.

Two flaws in the above statement are sometimes referred to as “gamblers’ ruin” and
“uncertainty.” Gamblers’ ruin occurs because a player with a limited budget betting against
a house with an unlimited budget must lose in the long run. There is a probability, however
small, that a run of bad luck will occur such that the player’s resources are all used up and

he or she goes home sadder but wiser. This cannot happen to the house with an (practically)

O©IACVA(CHINA) - BVR 9



A Forgotten Statistical Concept Tells Why Your Multiple May Be Wrong

unlimited budget. The second flaw is the possibility of an unfair coin (cheating by the
house). This causes risk to be replaced by uncertainty and makes probability calculations

impossible. Uncertainty, not risk, characterizes the modern marketplace.

Prudent investors account for gamblers’ ruin and uncertainty in the marketplace by
adjusting the best estimate forecast downward or increasing the cost of capital. The
discount rate or best estimate haircut is the price the investor demands to play in an
uncertain world. Nonetheless, adjustment for uncertainty apparently is insufficient to
overcome the attractiveness of low-return businesses. It does suggest that low margins may
not appear as risky as some believe and why high margin firms may be riskier. The answer
may be the long-term potential of firms that modifies FCFF forecasts and discount rates and

appears in the investors’ evaluation of the environment.

The environment. For small companies, the environment of business itself goes the rest
of the way to explain the data. To understand why, it is necessary to take the view that a
valuation should measure the present value of a potential or expected future stream of
earnings into what amounts to practical infinity. The use of the Gordon model by most

valuation experts signifies that long-term outlook. Consider the following.

First, in a high-margin company, there is no guarantee that the existing excellent
management team will remain in place. Corporate recruiters target the best. In addition,
misfortune happens to excellent managers just as they do to other people. This is part of
company-specific risk. And there is no guarantee that an excellent management team (or
other agency responsible for success) will be replaced by another as qualified when the
excellent team retires. In fact, the more excellent the existing management team, the harder
it will be to replace with an equally excellent management since the supply is limited. It is

also possible that the replacements will be very poor performers.

Second, there is no guarantee that the excellent management team will remain
excellent. For example, studies in behavioral economics and finance show that successful
managers tend to take greater risks based upon the confidence borne of past success. They

become overconfident to the detriment of their companies.

Third, as margins increase over industry averages, it becomes harder to beat the
existing competition and continue to increase margins at the same rate. Projections based
solely upon past margin growth are suspect. Therefore, managements appear to become

less excellent. Relative growth in margins is one factor appraisers use to adjust multiples.
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Fourth, as revenues grow, percentage changes become harder to replicate. It is
relatively easy to double a firm’s sales in a short time when they are $50,000. It is
significantly more difficult to double a firm’s sales in the same amount of time when they
are $50 million. Relative growth in sales and profits is another factor appraisers use to

adjust multiples.
Fifth, and related to three and four above, Professor Damodaran points out:

A firm that generates a return on capital (equity) that exceeds its cost of capital (equity) is earning a
positive excess return. While this excess return may be justified using historical data or industry averages,
the presence of these returns will undoubtedly draw in new competitors over time, putting downward

pressure on these returns over time.2

High multiple bias in low-margin companies. Most of the points just discussed, if reversed,
support the idea of high multiples for poor performing companies. Poor managements are
more likely to be replaced by better ones when they retire or leave for other reasons. New
managements can reinvigorate the companies and hold out hope for the future, thereby
driving up the perceived value of companies in the current period. Low margins are easier
to improve compared with high margins. It is significantly easier to increase low multiples
and sales than high ones. Many companies that are under performing now have the

potential to do much better, and it is this potential that is priced in the market.

There are other factors to consider. Poorly performing companies become candidates
for acquisition. The more the perceived synergy in these companies, the higher the price,
regardless of current margins. Also, at very low ratios, the tangible and intangible assets
individually may be worth more than the sum of the parts. Sold off individually, the total
value of these assets may result in ratios that exceed industry averages by a considerable
amount. Companies with very low margins and unattractive futures tend not to show up in

the data because they have already been liquidated.

Finally, the cost approach to business valuation explains a great deal. It involves
estimating the cost to replace the firm’s assets—both tangible and intangible—as an
indicator of the FMV of the business. This approach should also include the time and risk to
replace the intangible assets. Since the cost approach’s theory is partly based on “why
would I pay more for a business than it would cost me to start a copy/competitor,” the
impact on profitability of the hypothetical new copy/competitor needs also to be considered

in the trade-off between buy and make/compete. In other words, if the potential buyer
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“buys,” then there will be only the seller immediately after the close. However, if the buyer
decides to copy/make, there will be two businesses potentially competing for some or all of

the same business.

This cost approach is consistent with the data above—the cost to build is mostly
independent of the small private businesses” level of margins given, generally, no special
intangibles/barriers to entry. This acts to pull down the multiple of the high-margin

company and push up the multiple of the low-margin company

Implications of the empirical data on the valuation assignment. If your subject’s
margin is substantially above or below the industry median, the evidence and reasoning

above strongly suggest that the right questions need to be asked:3
Why is the margin superior?
* Is capacity utilization at unsustainably high levels?
¢ s there a barrier to entry such as a patent that allows premium pricing?
¢ Is there a lack of competition? If yes, how likely is that to continue?
Why is the margin inferior?
¢ Is capacity utilization at an irregularly low level?

¢ Is there a product or region that has an abnormally low or negative contribution

margin? If yes, then can that be reversed?

¢ Is high sales growth (and related expensing of developing the assembled workforce,
etc.) causing margins to be weak? If yes, then how would reducing growth impact the

margin?

* Are there predictable negative demographic issues that despite management’s best

efforts suggest poor performance is likely to continue?

Therefore, we can use the generalized margin data above on the predicted relative SDE
multiple and use the answers to the above questions to make informed judgmental

adjustments.4

Summary and conclusion. In this article, we have shown that neither the data nor logic
support the theory of sustainable economic rents as applied to small business. When the

company SDE/industry average SDE ratios are regressed against actual margins/industry
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margins, i.e.,, multiples regressed against margins, the data show a gently declining trend

toward the industry norm beyond the point at which the former approach half of the latter.

What variation remains suggests that, as margins increase, prices decline. The rapid
increase in multiples at low levels of margin are explained by a number of factors including
perceived new management competence brought about by management change, synergy
leading to acquisition, a perceived relative ease of improvement, assets by themselves being

worth more than the company as a whole, and the cost approach to valuation.

There are numerous implications of the data for the valuation community. These are
best expressed as questions to be answered during the progress of the valuation

assignment.

Bob Dohmeyer, ASA, a shareholder at Dohmeyer Valuation Corp., located just outside
of Dallas, can be reached at bdohmeyer@fairvaluecorp.com and 214.494.2677. Dr. Herbert
Kierulff, Snellman Professor of Entrepreneurship and Finance at Seattle Pacific University,
can be reached at hkierulf@spu.edu and 206-281-3523.

Annotation
1. We excluded negative and below 1% SDE margins.
2. people.stern.nyu.edu/adamodar/pdfiles/papers/returnmeasures.pdf.

3. We assume in all cases owner compensation is properly restated to the market value

of his or her contribution.

4. The same analysis and questions apply to the DCF. The analyst should forecast

future margins to be consistent with the mean reverting tendencies evidenced by the data.
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10 Time-Tested Ways to Build a Defensible Divorce Valuation

Business valuations prepared for divorce purposes can be much more challenging than
valuations can be for other purposes. That’s because the rules differ among jurisdictions.
There are no clear valuation guidelines for divorce in most states. For example, there’s no
specific definition of value in state statutes governing divorce. Also, divorce courts exercise
a great deal of discretion—even if there is an abundance of judicial precedent (which can be

confusing and contradictory).

Regardless of this complex landscape, there are some universal tips for valuation

experts who do divorce work —pieces of advice that apply no matter the jurisdiction.

1. Realize that it is a litigation. The very first thing to realize in doing a valuation for
divorce is that it is a litigation. How many times have you heard of an amicable divorce?
Virtually all are contentious, some more than others. This is why, even though divorce
cases may be a small percentage of the typical valuation practice, they account for a high
percentage of the occasions valuation experts are called to testify as an expert witness. The
valuation expert has to conduct himself or herself accordingly, understanding that what

you say and what you do are subject to challenge.

2. Nail down the valuation date. Very early in the process, get a clear answer to the
issue of the valuation date. This is a fundamental aspect to understand upfront. It could be
the trial date, the complaint date, or the date of the divorce or separation. Most often you're
dealing with an attorney (two attorneys if mutually agreed to or appointed by the court).
Ask them to set the stage in terms of the valuation date—there could be multiple valuation

dates as well.

3. Know the relevant valuation standard. Because the standard of value for divorce
differs by jurisdiction, you need a complete understanding of the appropriate standard to
use. It changes by state and sometimes within a state (and even within counties in states).
However, while it is your responsibility to understand what the appropriate standards of
value are, it's not your responsibility to choose the right one. That’s something that should
be agreed to between you and the client. Include it in your retainer letter. Because there is
sometimes confusion as to the precise meaning of terms, make sure that everyone

77 ALy

understands what the labels “fair market value,” “investment value,” and “intrinsic value”
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mean.

It is not up to the valuation analyst to make the law but to follow it. If the standard of
value is clearly entrenched in the jurisdiction, the valuation expert should follow that
standard. Otherwise, you will run afoul of the law. If the standards are vague, you should
advise the attorneys on the vagueness of the standard and ask their advice on what to do

about it.

4. Read prior case law very carefully. Rules for divorce valuations vary not only from
state to state, but also by counties within some states. Therefore, you have to read the prior
case law very carefully. It’s an area in which the case law is not well developed. There’s no
definitive case law in many states, and in many states the courts use “fair market value”
when they really mean something else because the judges just find “fair market value” to
be a convenient phrase. Also, family law courts treat discounts and premiums differently
than courts in conventional valuation cases, so you need to study relevant case law in this

regard.

Don’t just read articles about cases, and don’t listen to other people’s comments about
cases. Go back and read the actual cases in the area where your specific valuation is going
to be heard. When you do this, you will see the courts and the litigants and the attorneys
struggling with the same kinds of issues that you will have to deal with. Each case has a lot
of moving parts, and each individual situation is very specific in its facts and circumstances.
It also needs to be looked at in the context of the rest of the situation that the parties are

going through in their divorce, such as support.

5. Develop questions for both spouses. In addition to questioning the attorneys early
on, you need to ask questions of the titled spouse and/or the outside spouse (depending on
which one is your client and what kind of access you have). If you are mutually agreed to
or court-appointed, you can expect to speak with both parties. Sometimes it’s informal and

sometimes more formal, through depositions or interrogatories through the attorneys.

From the titled spouse, your questions should be designed to collect information about
the business, the type of entity, and the kind of business information that you’ll need, such
as financial information and qualitative and quantitative information. From the nontitled
spouse, you should ask questions that explore that person’s perspective and to raise any
concerns or issues early on in the process so that you can address them as the case moves

forward.
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6. Get a list of entities involved. Ask for a list of the entities and the types of
ownership of the entities, the ownership by the parties to the divorce, a brief description of
the overall situation, and the number of companies involved. For instance, is the real estate
owned by another entity that is leased to the subject company? While you may not be
directly involved in valuing that real estate entity, you would want to make sure that you
are consistent in terms of the lease payments and other aspects of the intercompany
relationships between the real estate owner and the subject company that you may be
valuing. Also, try to get a feel for whether other assets are out there that you need to know
about for valuation purposes. If things get complicated, consider engaging a forensic

accountant.

7. Memorialize key data. Put it in writing! This is one of the differences between
valuations for divorce and valuations for other purposes. For example, if you have a
telephone conversation, and when you get critical pieces of information, follow it up with a
letter to confirm. When you send information requests to the attorneys, the litigants, and
the business owners, ask for written responses (even if they say that what you want does
not exist). Why bother with this? This is a litigation, so you need to cover yourself in case

you are challenged in court.

8. Be prepared to teach. Because of the small amount of case law developed, divorce
courts tend to be not as cognizant of business valuation theory and methodology as other
courts. Divorce courts hear so many different issues that it limits the depth they consider

when they have to deal with business valuations.

9. Carefully manage your time and cases. With a divorce valuation engagement,
you're generally not in control of your own schedule. It’s not unusual to get a call at the last
minute about various deadlines or court appearances. This can be a big problem unless you

manage your time and your cases appropriately.

10. Watch your fees. In divorce work, you're being paid by individuals, not company
clients or law firms. And these individuals are shelling out a lot of money in connection
with the divorce, so it often places an absolute ceiling on what can be charged. Sometimes
you are working for the out spouse, and money is a problem. Many valuation experts will
not take a divorce case without a retainer and an arrangement to be paid monthly. It's
uncommon to charge above and beyond the retainer because the client views the valuation

expert as a necessary evil and once the report is delivered or you have testified in court, the
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client has no use for you, so payment could become a very serious problem.

Final thought: There are other issues you'll encounter in a divorce engagement,
including buy-sell agreements, noncompete covenants, goodwill, and the double dip.
Therefore, you should be fully versed on these issues. Also, the lack of objectivity appears
to be more prevalent in family law matters than in other types of cases. Therefore, the
valuation expert must take extra care to avoid any pressure toward bias in favor of the

client.
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U.S. Tax Court Judge Laro Discusses Valuation and Expert
Testimony Issues

It's not every day that you get the chance to hear the insights of a U.S. Tax Court judge
on issues of interest to valuation analysts. BVU was fortunate to hear Tax Court Judge
David Laro speak at a recent luncheon sponsored by the Business Valuation Association.
Judge Laro is the author of the seminal Mandelbaum decision (available at BVLaw).
Valuation experts Robert Reilly (Willamette Management Associates) and Dan Van Vleet
(Stout Risius Ross) moderated the luncheon and did an excellent job in having Judge Laro

talk about a number of interesting topics.

Tax Court facts. Reilly and Van Vleet asked Judge Laro to situate the Tax Court in the
U.S. legal system. The judge obliged and pointed out that there is one Tax Court, in
Washington, D.C., that is composed of 19 federal judges, all of whom have their own
jurisdiction. Most tax-related cases settle rather than proceed to the U.S. Tax Court. In cases
where the parties don’t come to a resolution, they can litigate in federal district court, the
U.S. Court of Federal Claims, or the U.S. Tax Court. Consequently, financial experts cannot
assume that every tax decision is a Tax Court decision. Litigants may appeal a U.S. Tax
Court decision at the U.S. Court of Appeals of the appropriate regional circuit. But the
appeals court decision only serves as precedent in that circuit—it doesn’t bind Tax Court
judges in other circuits. Also, the appeals court affirms 94% of the time. Judge Laro’s

affirmation rate is even higher —97%.

Tax Court memos are fact-intensive and don’t serve as precedent, but they can serve as
persuasive authority. Reilly pointed out that some opinions can assume landmark status.
Judge Laro’s Mandelbaum decision is a case in point. By now, it has become the
quintessential job aid for the IRS and valuation analysts when it comes to conceptualizing

and computing a discount for lack of marketability (DLOM).

More on Mandelbaum. Reilly wants to know: Why don’t all judges do what Judge
Laro did in Mandelbaum? That is, provide a thorough description of how they arrived at
their valuation conclusions. Different judges prefer different approaches, Judge Laro
explained. It's a matter of transparency, and not every judge wants to set out his or her

thought process. The judge’s approach to Mandelbaum was to research the DLOM legal
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landscape and provide a methodology that valuators and future litigants could use to
create their valuations. When he discovered that many of the earlier memo cases broaching
the subject lacked explanations as to how the court arrived at its decision, he made a

deliberate effort to develop a decision that could guide the appraisal industry.

Tailor approach to presiding judge? Should knowledge about the presiding judge
influence the way an expert performs a valuation, Reilly and Van Vleet wanted to know.
No, said Judge Laro. He allowed that he would question the thoroughness of a report in

which an expert appearing in front of him failed to discuss the Mandelbaum factors.

He also thought it was good practice for an expert to read the cases in which a
presiding judge discussed valuation issues to get a picture of where the judge is coming
from. But it would be a mistake to tailor a valuation to the judge. What matters is the
expert’s independent, unbiased opinion. How did he or she arrive at it? Can he or she back

itup?

There are so many variables, Judge Laro said, that go into a judge’s decision-making;:
the facts specific to a case, the experts, the witnesses, evidence, and the judge’s own views
and preferences. For an expert to assume he or she can influence the outcome of a case by

studying the judge’s prior decisions would be a big mistake.

Tax affecting. Judge Laro was hesitant to answer technical questions. When Van Vleet
and Reilly tried to pin him down on certain issues, he reminded them that the judges look

to the experts for the right answer to those questions.

But he did allow that the issue of tax affecting was not a closed matter in his court. The
Delaware Court of Chancery allows it, he noted. “The door is wide open,” he says. He was

waiting for the right set of facts to walk through it.

‘Hot tubbing.” What's the future of expert testimony? “Hot tubbing,” responded Judge
Laro to chuckles in the audience. Hot tubbing is an alternate way to handle
cross-examination of expert witnesses. In our system, he explained, the parties retain
experts to teach the fact-finder and the court (sometimes the same) about valuation and
other issues that require specialized knowledge. But, the judge points out, think of what the
expert’s testimony looks like to a judge after the opposing counsel has put the expert
through cross-examination, as our adversarial model requires. The testimony is fragmented

because of the sustained attack on the expert’s credibility.
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The solution to a more equitable outcome, he says, is a technique practiced in a number
of other countries known as hot tubbing or, more formally, “concurrent witness testimony.”
Judge Laro, who has used it in a few cases, says he usually sits at a table with the two
experts flanking him and the attorneys relegated to the periphery. The judge opens a
conversation, asks questions of the experts, and invites them to pursue their own dialogue.
Without having to worry about attacks on their credibility, the experts are able to have a

collegial discussion about their work on the case.

Reilly, who had experience with this approach involving cases in Australia, Ireland,
and England (countries that trace their legal system to England), says it’s “radically
different” from the U.S. approach. In many ways, it’s better for fact-finding. When you sit
next to someone you know or whose work you know, he says, you don’t attack the person
just because you feel on the defensive. You talk about the case and air honest

disagreements.

All three speakers agreed it requires a certain sophistication by the presiding judge
because the judge has to get the conversation started. Reilly wanted to know what the
reception of this approach has been in the legal community. When he proposed adopting it
in a case, Judge Laro said, the parties at first were reticent. But ultimately the IRS and the
petitioning taxpayer agreed and seemed satisfied. In a second case, the taxpayer asked for it.
Judge Laro thinks this approach is the way forward: It provides the judge with coherent

expert testimony and as such aids the decision-making.

©BVR 6



AT MV by 22 FT VAR AR B 1R M2 3 e R

Trade Associations Can Be Excellent
Sources of Compensation Data
AT NV Wi AT BARC AR B B MEE B T B 8 SR TR

FE: ARMESE CAERUBRIS B PG A IR A =D

FERUS ST i € A BRIV AMEE 2l FH (10 85 K 1] 4 HH R I SR AR Bt SR SRR AR R A
DR 5 B ) M3 Bl OB 2 S v i L R TR, th e 8 5 VP A 2 A SR o i KA 1 R T
P LU AR B2

The biggest problem in developing reasonable compensation for business owners
involved in a divorce is finding usable and relevant data to back up your opinion. This is
important because reasonable compensation is often the most contentious issue in the case,

typically involving the largest adjustment when valuing the spouse’s business.

MHTH H . A VF 2 T8 M T B B vP Al O ok 8 BT B B kB2 2 F o Paul Saltzman

(CPA, CVA, CFF, Dixon Hughes GoodmanLLP 2> 11l 25 B ) 1“3 5 WL H 3R ATE

JE AT 2, SUEEA R — DN KA 2, BRI Re A —Lm] DUH /N Al B 2
o PR RO T — Se g R B F B s B AT L P s RIE B R

Current listing. There are many sources and tools to help appraisers determine

comparable com- pensation. “I like finding out what trade associations our clients belong
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Trade Associations Can Be Excellent Sources of Compensation Data

to,” says Paul Saltzman, CPA, CVA, CFF (Dixon Hughes Goodman LLP). “Even if it's not a
broad reaching association, it may have data for the smaller businesses that might be
comparable.” The accompanying exhibit presents a listing of trade association sources for

compensation data.

Saltzman 7£—{X BVR WIBIFs 23 “ a5 4 4 i & B A2 28 7 R tH AR B . )&
{E5%, JamesEwart (CPA,CVA, CFF, Dixon Hughes GoodmanLLP 1M 55Fr) MELE:
AR, MPEE TR UL, AMESXT IR K. WKEER SCRRE TR UL, FRATHAR TR 3
TCRE AT A SCRF IR o #M32 3% FHIE 8 2 KR K R TR ER A BGER 70, ANV RAIE IR il 2 )L
LI IT I

Saltzman made his remarks during a BVR webinar, Reasonable Compensation in Marital
Dissolution. His co-presenter, James Ewart, CPA, CVA, CFF (Dixon Hughes Goodman LLP)
observes: “Obviously, compensation has an impact on the valuation side. On the support side,
we also want to know how the family unit is being supported. Compensation typically is a

very large component of that support side, whether it be for alimony or child support.”

Saltzman 3(ii: “3RATTAEEL BUS REI , A TS IO EASNE R Sl — SR R
FITCABRATT 5 ZEAETH SN (B AN T S B B (1AM 5% T A P 2 A0 (i D€ REA BRI R S5 A1 3EAT

“When we are dealing with divorce, we usually have an issue of support in addition to
the value of an asset,” adds Saltzman. “So here we have an interplay between computing a
value and using compensation in computing that value, and then using a value to determine
what support would be available.”
Ewart 3. “4#M2 Ml fE 45 L5, Re W al gk T 5 Wy 2 K4 bl .
Saltzman Ui: “FEXREEFREIH, FATIED: 7 REN 8] Z3RPUN BB L], 7
Compensation can include salaries and bonuses and assets such as “trains, planes, and

automo- biles,” says Ewart. “In family law matters, we spend a considerable amount of time

documenting and obtaining an understanding of what those are,” says Saltzman.

12 sl EHTL A M3 IRE, BT RE, KR rddEi e ®mE.
Donald Schiller (Schiller Du Canto and Fleck)#& Hi (1 4 s e & BEAME 9% F 208 AR 47 1) 2%
BN T 12 A A S TR A A A

12-point checklist. All compensation sources, including trade association surveys, have
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plusses and minuses. The 12-point checklist below by Donald Schiller (Schiller Du Canto
and Fleck) has been cited frequently over the years, but it serves as a good reminder when

determining reason- able compensation data.l
1. B R A2 T E 5002 X ?
1. Are the data collected on a national or regional basis?

2. GG MRS AR B & EARER AV R IR Je e 1 CUnE LR S AR (1L
& ?

2. Do the data include owner/employees where the amount of compensation reported

may also include business profits as compensation (i.e., partners in professions and businesses)?
3y FRATMAT AN L M iy 2 HRASH (0 Bt b -5 PP S SR S R RS R SRAE AR G ] 2

3. Concerning data from business and professional associations, what are the sampling

sizes that relate to the subjectvaluations?

4. A 0E R AREAT L 7> SEACRS RN BB I, afepRs B AR Al (R RF 5 AT A RS o 7 5 1
KA BATRELE?

4. When using SIC codes in identifying comparables, how do the particular characteristics

of the subject company compare with the broader range of companies covered by SIC code?
5. WAl e H AR i /e I AR/ I S BRI EE 2 = X EE

5. How do the data use and define the job titles, and are the actual duties comparable to

the duties/hours of the subject owner/employee?
6+ R NEE A ST IR, A ROE A DY A A
6. Does the data survey reflect averages? Medians? Quartiles?
7~ BE T RE SRR 7 AT ML AL A AR AR, mlR v, B AR

7. Do the data reflect compensation for people with particular niches and subspecialties,

i.e, matrimonial attorneys, forensic accountants, lobbyists, etc.?
8. VAL M2 7 75 B U A s o A 2 N ERA DA 55 e T/ i A .

8. Does the valuator need to include multiple job titles from the survey data to cover the

owner/employee’s duties?
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Trade Associations Can Be Excellent Sources of Compensation Data

9. WEMARIRIEMSHA 25?7
9. How reliable are the statistics and sources that the survey uses?

10, fEIZHI, BRI BRER . 527 M AT AR RS & B 502 15 SO WAE T 2 4k
EE, HEGSHEE/JeRntL?

10. Where applicable, are stock options, restricted stock, shadow stock compensation and
other perks reflected in the data survey, and are they comparable to the owner/employee in

question?
11 B EFRE AR 2 S EE T8 USMIFRE & ?

11.Were all companies in the database consistent in having/not having retirement plans

separate from salary?

12 HARE A2 L RS ?

12. Is the owner a “key person” in the business or a top performer/sales generator?

U1 ELRAT Ewart A Saltzman G548 5 i Hh £ B K A2 BT B = O PRI BORE, 355 1)
www.bvresources.com/pastevents.asp

For an archived version of the Ewart and Saltzman webinar, “Reasonable Compensation in

Marital Dissolution,” go to www.bvresources.com/pastevents.asp.
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1Donald Schiller, “Hot Topics in Valuation,” www.sdflaw.com/files/Hot_Topics_in_Valuation.pdf.

Trade Association Compensation Surveys, Continue
Tk MERH
Sic INDUSTRY SOURCE
il il
0180 |111421 |Garden, Landscape, and Plant Nurseries | American Nurseryman; www.amerinursery.com Grower: Wage & Benefits Report
[, SR % E 2\ www.amerinursery.com
0740 | 541940 |Veterinarians and Services American Veterinary Medical Association; www.avma.org |AVMA Report on Veterinary
BERGERS E[H 4 EE P2, www.avma.org Compensation
0781 |541320 |Landscape Designers and Architects American Society of Landscape Architects; www.asla.org |ASLA’s 2014 Salary Survey Report
SO AR5 SEE SO 5T AL ] www.asla.org
1241 (213113 |Coal Mining National Mining Association; www.nma.org Annual Coal Mining Wages vs. All
BRI 55k 22 www.nma.org Industries
1400 [212310 |Crushed Stone, Sand, and Gravel Mining | National Stone, Sand & Gravel Association; Aggregates Industry Compensation
and Quarrying WWW.Nssga.org Survey
BE, 3, BiEEal E%A, 1, BEHE; www.nssga.org
1731 | 238210 |Electrical Contractors National Electrical Contractors Association; Officer and Overhead Personnel
VI www.nhecanet.org Compensation Survey
¥ 5 7 B2 R Hh22; www.necanet.org
1731 |238210 [Electronics, Sound & Communications | National Systems Contractors Association; Compensation & Benefits Report
System Contractors www.nsca.org
BT R R RN I X U5 R 723, www.nsca.org
2050 |311800 |Wholesale and Commercial Bakeries American Bakers Association; americanbakers.org Salary and Benefits Survey
b RN R A 2 L E AL 2> americanbakers.ora
2431 |321911 |Wood Millwork, Window, and Door Architectural Woodwork Institute; awinet.org Cost of Doing Business and
Manufacturers AT @55, awinet.org Compensation Study
PR T G
2500 | 337000 |Furniture Manufacturers American Home Furnishings Alliance; www.ahfa.us Sales Reps Compensation Survey
K i i FEFIER R HER; www.ahfa.us
2542 |337215 |Store Fixture Manufacturers Association for Retail Environments; Employee Compensation & Benefits
T W Ve www.retailenvironments.org Report
FTAEIE P4, www.retailenvironments.org
Manufacturers Association for Plastics Processors; Wage and Salary Report
Www.mappinc.com
SR} Ab 2R )i 123 www.mappinc.com
2711 (511110 |Commercial Printing and Newspaper Inland Press Association; www.inlandpress.org/research | Newspaper Industry Compensation
Publishing I B ERRIE 22, www.inlandpress.org/research Survey
i L RV 5 R 4% 4 R National Association for Printing Leadership; napl.org NAQP Financial Benchmarking Study
I 5% ) A 22 napl.org
Graphic Arts Information Network; www.printing.org Wage & Benefit Survey
Pl 2R A= B www printing.ora
2836 |325414 |Biotechnology Companies BioWorld; www.bioworld.com BioWorld's Executive Compensation
AR AR !y 57 www.bioworld.com Report 2014
3320 (331500 |Foundries and Metal Castings American Foundry Society; www.afsinc.org Executive Salary Survey
Manufacturers £ [ # % Ak, www.afsinc.org
Bl A m G Precision Metal Forming Association; www.pma.org Executive Compensation Report -
it & BE T 42 www.pma.org Manufacturing Edition
3460 |332110 |[Metal Forgings and Stampings Forging Industry Association; www.forging.org Hourly and Management Compensation
Manufacturers s 2 www.forging.org and Benefits
G JRABIE AN ] 1
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Trade Associations Can Be Excellent Sources of Compensation Data

Trade Association Compensation Surveys, Continued

Tk AR AR, 4482

Sic NAICS INDUSTRY SOURCE TITLE
3545 | 333515 |Cutting Tool Manufacturers United States Cutting Tool Institute; www.uscti.com Middle Management and Supervisory
1B T i FEDE TE B, www.uscti.com Salary Survey
3561 |[333911 |Pump and Pumping Equipment Hydraulic Institute; www.pumps.org Industry Salary Survey
Manufacturers K 1257 www.pumps.org
FEANIR B e 4 i) i
3713 [336211 |Truck Body and Equipment National Truck Equipment Association; www.ntea.com Employee Compensation and Benefits
Manufacturers HF R ERE L2 www.ntea.com Reports
P il
4119 621910 |Ambulance Services/Emergency Medical | Journal of Emergency Medical Services; JEMS Salary & Workplace Survey
Services WWW.jems.com
BRI R 2T RS K AT 4 H & www.jems.com
4213 | 484000 |Trucking Companies/Motor Freight American Trucking Association; Salaried Employee Compensation Study
Carriers www.atabusinesssolutions.com
T A RN IR A EE1TE 14 www.atabusinesssolutions.com
4225 [493110 |Warehousing and Storage Services Warehousing Education and Research Council; Compensation Practices Survey
RS WWW.Werc.org
AREEE AW, www.werc.org
3732 [336612 |Boat Building and Repair American Boat Builders and Repairers Association; Wage Rate Surveys
HERME I www.abbra.org
5 FE AR S AME )23 www.abbra.org
4500 | 481000 |Airlines and Air Transportation National Business Aviation Association; web.nbaa.org NBAA Compensation Survey
JiRestilli st =y HZ iz 2, web.nbaa.org
4581 (488119 |Aviation Services and Fixed Base National Air Transportation Association; Compensation Survey
Operators www.nata.aero/index.aspx
7 I s A A AL 55 23 184 ¥ 25, www.nata.aero/index.aspx
4731 | 488510 |Freight Forwarders and Brokers Transportation Intermediaries Association; TIA Compensation Report
e aw: Pl www.eiseverywhere.com/ehome/80136
sz,
www.eiseverywhere.com/ehome/80136
4832 |515112 |Radio Stations and Radio Broadcasting |National Association of Broadcasters; www.nab.org TV Employee Compensation and Fringe
ToB LA [F| % A2k L B £+; www.nab.org Benefits Report
5043 |423410 |[Audiovisual Equipment Dealers and International Communications Industries Association; InfoComm Compensation and Benefits
Distributors www.infocomm.org Survey
AT 26 28 %2 5 A4y B [EFRAZ AT 1 25 www.infocomm.org
5046 | 423440 |Food Service Equipment and Supplies | Foodservice Equipment Distributors Association; FEDA Compensation Survey
Distributors www.feda.com
i S e R B B R e 282, www.feda.com
5051 [423510 |Metal Service Centers and Distributors | Metal Service Center Institute; www.msci.org Sales, Admin, Professional &
SR IRS LRI S J8 RS b B www.msci.org Management Compensation Survey
5063 | 423610 |Electrical Supply Distributors National Association of Electrical Distributors; Compensation & Benefits Survey
A www.naed.org; E 5 i 7124 4>, www.naed.org
5075 | 423730 |Warm Air Heating and Air-Conditioning  |HARDI: Heating Air-Conditioning & Refrigeration Employee Compensation Study
Equipment and Supplies Distributors; www.hardinet.org
SN S PR A B B R A4 245, www.hardinet.org
5082 | 423810 |Construction Equipment Dealers and Associated Equipment Distributors; www.aednet.org Employee Compensation Report
Distributors R4 www.aednet.org
RS L E A
3544 | 333514 |Tool and Die Shops National Tooling and Machining Association; NTMA Operating Costs and Executive

TN ELR G

www.ntma.org
E X T HAHLZ$ 62, www.ntma.org

Compensation (OCEC) Report
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Trade Association Compensation Surveys, Continued

Tl aAMER R, gka

SIC NAICS INDUSTRY SOURCE TITLE
5084 (423830 |Machine Tool Dealers and Distributors American Machine Tool Distributors Association; AMTDA Service Technician & Application
B TR &8 4] www.amtda.org Engineer Practices Survey
e EHU T B 2451122, www.amtda.org
Material Handling Equipment Dealers and | Material Handling Equipment Distributors Association; Employee Compensation Report
Distributors www.mheda.org
PRl S A E A MELETR & 2423, www.mheda.org
5085 (423840 |Industrial Supplies Distributors Industrial Distribution; www.inddist.com Annual Salary Survey
Toll B 2 Industrial Supply Association; www.isapartners.org Employee Compensation Report
5113 |424130 |Paper and Packaging Distributors National Paper Trade Association; www.gonpta.com Compensation Report
5141 (424410 |Food Distributors, Wholesalers, and Brokers| Food Marketing Institute; www.fmi.org Asset Protection Department Structure
ahaw, itk a4 International Foodservice Distributors Association; Employee Compensation Report
www.ifdaonline.org
b £ it ik 55 22 B 123 www.ifdaonline.org
5149 | 424490 |Pet Food Suppliers and Distributors Pet Industry Distributors Association; www.pida.org Employee Compensation Study
B T ZHIH)22; www.pida.org
5169 | 424690 |Chemical Distributors National Association of Chemical Distributors; Compensation and Benefits Survey
T 25 www.nacd.com/benefit/benefits.aspx
I (e T4,
5193 | 424930 |Flower and Florist Supplies Distributors Wholesale Florist & Florist Supplier Association; Employee Compensation Survey
TERACTFIRSS o 245 www.wffsa.org
eI AET T S5 K 5 22, www.wifsa.org
5211 (444110 |Building Supplies Stores and Home Centers|North American Retail Hardware Association; Employee Compensation Study
ST B AR L www.nrha.org
JLEZERFYr 4, www.nrha.org
Northeastern Retail Lumber Association; www.nrla.org Biennial Compensation and Benefits
FILEEZ R 2 waww.nrla.org Survey
5251 | 444130 |Hardware Stores North American Retail Hardware Association;www.hrta.  |Employee Compensation Survey
Tl org JLSEMFFF A B4 www.hrta. org
5261 | 444220 |Lawn and Garden Equipment and American Nurseryman; www.amerinursery.com Wage & Benefits Survey
Supplies Stores EEEZ A www.amerinursery.com
BERIE 2B & vl
5300 | 440000 |Retail Stores National Retail Federation; www.nrf.com Retail Compensation & Benefits Survey
FE [E 5% Z BB www.nrf.com
5411 |447110 |Convenience Stores National Association of Convenience Stores; State of the Industry Compensation
A www.nacsonline.com Report
I A5 1 23, www.nacsonline.com
5734 | 443120 |Computer, Software, and Peripheral Business Technology Association; www.bta.org BTA Compensation Report
Equipment Stores Hifiii, #fFAsbE0L A P12 www.bta.org
5084 | 423830 |Fluid Power Equipment Dealers and Fluid Power Distributors Association; www.fpda.org Employee Compensation Reports

Distributors

R R B A

TR % 4 www.fpda.org
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Trade Association Compensation Surveys, Continued

Tk A, 4K58

SIC NAICS INDUSTRY SOURCE TITLE
5812 |722310 |Food Service Contractors National Association of College & University Food Salary Benchmarking Survey
RS Services; www.nacufs.org
| 5% 2 Bt K B il IR 45 W25 www.nacufs.org
5942 |451211 |College and University Stores and National Association of College Stores; www.nacs.org College Stores Salary & Benefits Survey
Bookstores %‘{#’I}%%Jﬁm\%’ WWW.Nnacs.org
R R A
5947 | 453220 |Museum Shops and Stores Museum Store Association; www.museumdistrict.com Museum Store Association Retail
TR YIS B2 www.museumdistrict.com Industry Report
6020 (522110 |Commercial Banks and Financial American Bankers Association; www.aba.com Compensation & Benefits Survey
Institutions iﬂ%ﬁﬂkm‘%, www.aba.com
7 1T 22 22 - - -
FMLARAT R 26 52 Independent Commmunity Bankers of America; Compensation Survey
www.icha.org
S FOT BT, www.icha.org
6060 (522130 |Credit Unions Credit Union National Association; advice.cuna.org Staff Salary Report
Rt 5% 5 I H142; advice.cuna.org
Credit Union Executives Society; www.cues.org CUES Executive Compensation Survey
& AR AL, www.cues.org
6162 [522292 |Mortgage Banking and Bankers Mortgage Bankers Association of America; The Residential Compensation Survey
ARAERAT AL www.mbaa.cirg Commercial Real Estate Compensation
% [FHH AT Z 2>, www.mbaa.org Survey Program
6211 (523110 |Investment Banks and Banking Services |Securities Industry and Financial Markets Association; Compensation of Top Management in
PATIRS www.sifma.org Small and Regional Firms
EFRAT VAN 22 77 5 2, www.sifma.org
Financial Services Institute; www.financialservices.org FSI Broker-Dealer Financial Performance
T 4 IR 4% 27 ¢, www. financialservices.org and Compensation Study
6512 [531120 |Industrial Building Managers and National Association of Industrial and Office Properties; | National Real Estate Compensation and
Operators Www.naiop.org Benefits Survey
LIS s K LAV A1 0 2543 www.naiop.org
The Institute of Real Estate Management; Profile and Compensation Study -
WWWw.irem.org Accredited Management Organization
ANE P LA www.irem.org Profile and Compensation Study -
Certified Property Manager
FacilitiesNet; www.facilitiesnet.com Salary Database
it M www. facilitiesnet.com
6512 [531120 |Office Building Managers and Operators |National Association of Industrial and Office Properties; | Commercial Real Estate Compensation
ISR Www.naiop.org Survey
[ K TAb A0 2 2523 www.naiop.org
6512 (711310 |Sports, Convention, and Entertainment  |International Association of Venue Managers; Arena Management Salary Report
Fgacmty Operatorf - W.mvm.org Convention Center Management Salary
B3 SUMBRRIEESE I b 5 22 B P Ep 22, www.iavm.org Report
6513 (531311 |Apartment Managers and Operators National Multi Housing Council; www.nmhc.org National Multifamily Industry

NEERNEE

% 54 B R L%, www.nmhc.org

Compensation Survey

The Institute of Real Estate Management;
WWW.irem.org

B B www.irem.org

Profile and Compensation Study -
Accredited Residential Manager
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Trade Association Compensation Surveys

Tl AMESR AR, e

, Continued

Sic NAICS INDUSTRY SOURCE TITLE
6514 |531110 |Condominium and Cooperative Community Associations Institute; www.caisecure.net Community Association Manager
Managers and Operators ST PIe S www.caisecure.net Compensation & Salary Survey
FTHSEIFEENEE National Association of Industrial and Office Properties; | Compensation Report
WWWw.haiop.org
[ X Tk A #5522, www.naiop.org
FacilitiesNet; www.facilitiesnet.com Salary Survey
i R, www.facilitiesnet.com
6282 |523930 |Financial Planners and Investment Securities Industry and Financial Markets Association; Operations and Compensation Surveys
Advisors www.sifma.org
T 28 )55 45 % Dt ] UEFHAT AN 28 T 34 P23, www.sifma.org
6300 |524100 |Insurance Companies, Carriers, and National Association of Mutual Insurance Companies; Property & Casualty Insurance
Insurers WWW.namic.org Compensation Survey
IREE AT BLFER R FE| SR SR PRI 2 7] 22 www.namic.org
6798 |[525930 |Real Estate Investment Trusts National Association of Real Estate Investment Tools; NAREIT Compensation Survey
B E www.reit.com
[ % 5 i 45 T HL B 23, www.reit.com
7213 (812331 |Uniform and Linen Rental Services Textile Rental Services Association; www.trsa.org Compensation & Benefits Report
AR IE FERAR 5% M 55 IR M P2, www.trsa.org
7217 |561740 |Carpet and Upholstery Cleaning Services| Cleaning Management Institute; cminstitute.net Carpet Cleaning Benchmarking Survey
BRI F A RS T E 2R eminstitute.net Report
7261 |812200 |Funeral Homes, Mortuaries, Cemeteries, | National Funeral Directors Association; NFDA Compensation Survey
and Crematories www.nfda.org
WHE KERL Eih k¥ [ 53R B 2, www.nfda.org
7299 |812191 |Weight Loss Centers and Diet Clinics American Dietetic Association; www.eatright.org Salary Surveys
AL ORI B2 AT EEA A4, www.eatright.org
7311 |541810 |Advertising Agencies American Association of Advertising Agencies; Employee Compensation
[ SR Wwww.aaaa.org
FHEHAREP2; www.aaaa.org
7322 | 561440 |Collection Agencies and Services Credit Research Foundation; www.crfonline.org Credit and A/R Compensation Study
WG ARBEANR% {7 W FE 2%, www.crfonline.org
7331 | 541860 |Direct Mail Marketing and Advertising Mailing & Fulfillment Service Association; Wage and Benefits Study
Services www.mfsanet.org
BB 5 R 55 MBS i 55 -2, www.mfsanet.org
7336 | 541430 |Graphic Design Services American Institute of Graphic Arts; www.aiga.org Survey of Design Salaries
EG s R % FEEEZAR T www.aiga.org
8011 [621111 |OfficesandClinicsofDoctorsof American Medical Group Association; Medical Group Compensation and
Medicine www.amga.org/store/ Financial Survey
EZLHT 2 [ By 7 B b2, www.amga.org/store/ Physician Compensation and Production
Survev
8711 |541330 |Engineering Services American Council of Engineering Companies; Engineering Income and Salary Survey
TRRS WWW.acec.org
FE TR A4y, www.acec.org
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Trade Association Compensation Surveys, Continued

Tl MESR AL, %

SIC INDUSTRY SOURCE
541310 |Architectural Services

American Institute of Architects; store.aia.org
FH @£ store.aia.org

AIA Compensation Survey

(Source: This is an update of a table that appears in Reasonable Compensation: Application and Analysis for Appraisal, Tax and Management Purposes, Kevin
Yeanoplosand Ronald Seigneur. Business Valuation Resources, 2010.)

CIRiE: XM “Reasonable Compensation: Application and Analysis for Appraisal, Tax and Management Purposes, Kevin Yeanoplos and Ronald Seigneur.
Business Valuation Resources, 2010” 1f: H #HH # %48
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A Preview of the New Benchmark

Resource for Industry Cost of Capital
PEAT Mk B A i A i 14 B IR

B IARE RS CPREREEESRERATRD

E 1 (Duff & Phelps) fE=H W EAT T (2014 AL FM — EARAIRRE) , =47
LARTAE (/=4 /Ibbotson SBBI PFAl 45 ) i M) G Ha A A 4l AIE A7 RSt i 4 15 o BEAS A
TR TAMRARNE, VA E RS, UEFFETCIE 55 7= (B BE AR Al SARAT I A8

PAE, JEHESIN T —DEERHEE— (2014 FEIEAE T M — AT LA LA .

B (R2 (Morningstar) /Ibbotson WA MAFLE) —F, (2014 F0EAH T —17
WERARA) 12014 4 3 kAT, HPOFE=FNFEEHAR 6 H, 9 AM12 ). §
bRk, XA RERE RIS (SIC) R HAR .

BVU 132 17— NUEHT 1 75 M-I ARAL R ORISR L2, b B IREAT, B aE 2
o

BVU: XA EAFAEN?

O R RS T 2013 FVEAE AT A B S R, B dE (SBBI A4
%) F1 (Ibbotson % ZISEBZZIKE"P FERR, HBIAVAT GPAET - BEARAIRR) I,
EHTTF IR H o XA, e T BIHIE (/R 22 /Ibbotson SBBI WAl 45) H2 {1
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A Preview of the New Benchmark Resource for Industry Cost of Capital

IR A B A TE i SR AN R, T E A N m R R BEAS A

BARRE (PEETM - AT BARA), ikt 7 5LIHTE (R A /Ibbotson B4 il 4s
A TORR I FIRESRAL I S AT W) o o

BVU: #r i ay DA H AR ?

HAIE R BUE AT 1, i LSRRI A S BB R . AR T 2014 4 3
AR 6 A 9 A 12 AnEFERETE . X5 (RE/bbotson) it 2 & A Hds 1) )7 2
R, XA, KA 3 A EdE, R IE I T B F K% PDF %3N 3 N
i

HATZAE RN 5 (=2 /Ibbotson) I 25 AR IX NI 1] & 1 J5 K2 —FE . K2 HSe
[ 2 m) AR AE— M ARHER 1-12 HWEUEEE, Prel®) 3 AR, REZHA AR S 1A 15T
W B FE IR o BATE R FIAE R AT 3%, B IE C a1k 1) (R 22 /Tbbotson
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A Preview of the New Benchmark Resource for Industry Cost of
Capital

Duff & Phelps published the 2014 Valuation Handbook - Guide to Cost of Capital in March,
providing key year-end data previously available in the Morningstar/Ibbotson SBBI Valuation
Yearbook and the Duff & Phelps Risk Premium Report. The Guide to Cost of Capital is valuable for
developing cost of equity capital estimates for an individual business, business ownership interest,

security, or intangible asset.

Now Duff & Phelps has introduced an important new resource, the 2014 Valuation
Handbook - Industry Cost of Capital.

Like the previous Morningstar/Ibbotson Cost of Capital Yearbook, the 2014 Valuation
Handbook - Industry Cost of Capital is published with data through March 2014 and will
include three intra-year quarterly updates (June, September, and December). Like the
previous book, this one is published with industries identified by Standard Industrial
Classification (SIC) code.

BVU had the opportunity to sit down with Jim Harrington of Duff & Phelps, who told

us what we’ll see in the new book.
BVU: How did this book come about?

Jim Harrington: Morningstar discontinued a number of publications used extensively
by valuation analysts in 2013, including the SBBI Valuation Yearbook and the Ibbotson Cost
of Capital Yearbook. Duff & Phelps began to fill the void this past spring when we
published the Valuation Handbook - Guide to Cost of Capital. This first book provides the
key year-end data previously available in both the Morningstar/Ibbotson SBBI Valuation
Yearbook and the Duff & Phelps Risk Premium Report and can be used to develop cost of

equity capital for an individual company.

The second book is the Valuation Handbook - Industry Cost of Capital, and it provides
the same type of rigorous industry-level analysis previously published in the green-cover

Morningstar/Ibbotson Cost of Capital Yearbook.
BVU: When will the new book be available?

JH: It has just become available, and prepublication buyers should be receiving it any
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day. The hardcover book will have data through March 2014; optional quarterly updates
will be available in June, September, and December. This is the same way that
Morningstar/Ibbotson used to publish the data—a hardcover book with data through

March, followed by three quarterly updates delivered in PDF format via email.

We did this for the same reason that Morningstar/Ibbotson used to follow that
schedule: Most U.S. firms are on a standard January-to-December fiscal year, so by the end
of March the majority of them have reported their most recent fiscal year’s results. We were
careful to follow the same release schedule as the now-discontinued Morningstar/Ibbotson
Cost of Capital Yearbook so as to be able to supply the critical data in an uninterrupted
fashion. Prior purchasers of the Cost of Capital Yearbook will be able to keep their libraries
up to date.

The timing of the book this year is a little later in the year because of the extensive
work involved in producing the book and adding all the additional material that we
included. The initial 2014 version had to be done from scratch. Next spring, the 2015
version of the hardcover book will be issued with data through March 2015, and the
hardcover book will start its regular delivery schedule and ship in May, followed by the

June, September, and December quarterly updates in PDF format, of course.

BVU: If I buy the Valuation Handbook - Guide to Cost of Capital to develop
company-level cost of equity estimates, why would I also need to get a second book on

industry cost of capital?

JH: Several reasons. First of all, valuation is an inherently comparative process—just
about any analysis boils down to trying to compare one thing to another. For example, if
you’ve developed a cost of equity estimate for the subject company, a natural first question
you might get is: “How does my own analysis of the subject company compare to the
subject company’s peers, or industry?” A normal and prudent step in any analysis is to
perform some benchmarking as a “reasonableness” test. The valuation analyst will likely
find the statistics presented in the new book to be a very useful indicator for benchmarking,
augmenting, and providing additional support for his or her own custom analyses of the
industry in which a subject business, business ownership interest, security, or intangible

asset resides.

Also, the original guide does not have betas for CAPM. The industry handbook has

industry-level betas that can be used in a CAPM analysis. Those betas can also be used in
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the online Risk Premium Calculator.

BVU: The new book defines each industry by SIC code instead of NAICS or GICS
codes. Why is that?

JH: The old book used SIC codes for 20 years, so we wanted to be consistent with that
standard, at least in the beginning. In the future, we may translate the SIC codes into
NAICS codes or GICS codes.

BVU: How many industries does it cover?

JH: The book includes data on over 200 U.S. industries by SIC code. Also included: The
same statistics are calculated for each of four size groupings: U.S. large-cap, midcap,

low-cap, and microcap stocks.

BVU: The discontinued Morningstar/Ibbotson Cost of Capital Yearbook included

over 300 industries. Why does this new book have fewer?

JH: A significant number of the industries listed in the previous Morningstar book
were duplicates. For example, the final edition of the Ibbotson Cost of Capital Yearbook
that Morningstar published was the 2013 version, and, in that book, if you look at SIC 21,
SIC 211, and SIC 2111, they are exact duplicates: They have the same company sets and the
same statistics for every data point. We eliminated this duplicative analysis in the 2014

Valuation Handbook - Industry Cost of Capital and streamlined the data.

We also tightened up the company screening process. The “screening process” is what
we use to identify the companies that “qualify” to be included in the analysis. In the new
industry book, it mimics the process used in the 2014 Valuation Handbook — Guide to Cost
of Capital to identify the companies in the exhibits from the Risk Premium Report Study
that are published in that book. The stricter screening helps to ensure that the companies
used in the industry analysis in the new book are seasoned companies that have traded for
several years, are selling at least a minimal quantity of product or services, and have been

able to achieve a degree of positive cash flow from operations.

The final step in the company screening process is identifying companies that have at
least 75% of their revenue derived from a single business segment (i.e., pure play
companies). This is the same “75% rule” that was applied in the former

Morningstar/Ibbotson yearbook.
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BVU: What information does this new book contain?

JH: The book includes industry-level cost of equity estimates for over 200 U.S.
industries calculated eight different ways, including CAPM, various build-up methods,
one-stage and three-stage DCF models, and the Fama-French three-factor model. It also
includes industry cost of debt estimates and industry weighted average cost of capital
(WACC) estimates.

In addition, detailed industry-level statistics for sales, market capitalization, capital
structure, levered and unlevered beta estimates, valuation (trading) multiples, financial and
profitability ratios, equity returns, aggregate forward-looking earnings-per-share (EPS)

growth rates are included. Some of these statistics have not been previously available.

BVU: You say this new book has additional statistics that were not available in the

Morningstar/Ibbotson book. What extra information does that provide for your readers?

JH: Something that we added that we are very excited about is new statistics that can
be used to gauge the impact of debt-like off-balance-sheet items on the capital structure and
unlevered betas of the subject industry. By “debt-like off-balance-sheet items,” I mean

specifically capitalized operating leases and unfunded pension liabilities.

Why is this important? Well, these debt-equivalent liabilities are taken into account by
credit rating agencies when assigning a debt rating for a company, and they should also
likely be considered when ascertaining the true financial (and equity) risk of the subject

company. We replicated the analysis the credit rating agencies use in this regard.

These off-balance-sheet liabilities are sometimes quite significant, and so we calculate
the capital structures and unlevered betas for each industry two ways—with and without

the off-balance-sheet liabilities included —and then we show the results side by side.

Finally, the impact on capital structure from including each of these types of
off-balance-sheet liabilities is quantified for each industry. For example, the retail industry
uses a lot of operating leases, so that’s the main driver of the change in capital structure in
that industry when off-balance-sheet debt is included. Alternatively, the main driver of the
change in capital structure in the auto industry when off-balance-sheet debt is included is

unfunded pension liabilities.

BVU: And, of course, cost of capital estimates for each industry are in the new book,
too?
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JH: Oh yes! For cost of capital, there are eight different ways it’s calculated. The old
Morningstar/Ibbotson book had five ways. In the new book, the eight ways cost of equity
capital is calculated are CAPM, CAPM plus a size premium using the CRSP Decile Size
Study, the build-up plus industry risk premium using the CRSP Decile Size Study, CAPM
plus a size premium using the Risk Premium Report Study, the build-up plus risk premium
over the risk-free rate using the industry risk premium adjustments, a one-stage discounted

cash flow (DCF) model, a three-stage DCF model, and the Fama-French three-factor model.
BVU: How about betas? Are betas calculated?

JH: Yes, betas are calculated six ways. The Morningstar/Ibbotson book had two. In the
new book, the six ways are OLS (raw) beta, blume adjusted beta, industry beta, or “peer
group” beta, Vasicek-adjusted beta, SUM beta, and downside betas. These betas are
calculated for over 200 U.S. industries for the median company in each industry, the SIC
composite for each industry, the large composite for each industry, the small composite in
each industry, and also for “high-financial-risk” companies. Of course, any of the statistics
presented depends on whether the data to calculate them are actually available, so some

industries will not include all statistics.

The betas in the new book can be used in the online Risk Premium Calculator as the

beta input for CAPM estimates.

On a related note, it is common practice to “unlever” and then “relever” betas when
performing WACC analyses. This is done, for instance, when the capital structure of the
subject company is expected to change in the future. An unlevered beta, which is also
known as an “asset” beta, is the beta that would be expected if a company were financed
solely with equity capital. Unlevered betas are calculated for each industry in the new

industry book.
BVU: You mentioned peer groups. Can you explain how they are created?

JH: The peer groups created in the book are a big help to the analyst. A common
challenge is identifying peer group companies, or comparables, for the subject company. In
the new industry book, each company in any given industry’s analysis must have at least
75% of revenue coming from that industry, as defined by SIC code. These ready-made,

off-the-shelf peer groups are a big help in finding appropriate comps.
As for the minimum number of companies required for an industry, the thresholds are
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the same as the old book. There must be at least five companies to make up an industry.
BVU: How will the updates work?

JH: Everything will be recalculated, and updates will be delivered electronically for
June, September, and December. Again, because of startup delays, the June and September

updates for 2014 will possibly come out together, likely before the end of this month.

BVU: Do the data change that much? Why would somebody need to have the

updates?

JH: Yes, the data change. In some cases, the changes will be significant quarter to
quarter and in others possibly not so significant. But over time, the changes tend to become

important. Regardless, it’s generally best to use the most current data available.

BVU: Thanks, Jim, we look forward to seeing the book and congratulate you on all

of the effort D&P has put into this valuable new resource.
JH: My pleasure.

Editor’s note: Further information about The Valuation Handbook - Industry Cost of Capital
and related products is available at www.bvresources.com/costofcapital. A complete review of the

book begins on page 311.
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Opportunities and Special Considerations in the Valuation of Hotels

No longer the exclusive domain of real estate appraisers, hotels offer a unique challenge
and opportunity for business valuation experts. Industry expert Mark Dayman (Franintel
Inc.) offered his insights during a 2014 BVR webinar into this niche that draws on both the

real estate appraisal field and the business valuation discipline.

“Valuing hotels and resorts seems like such an odd topic to many people in the BV
industry,” says Dayman. Years ago, most hotels were considered to be pieces of real estate,
so the real estate appraisers took them over as part of their case list. But things have
changed. “Hotels have taken on a completely different dimension, not just here in the
United States, but throughout the world,” he says. Hotels are no longer considered a
“storage bunker” for people. They literally provide temporary housing along with a wide
range of other amenities that require personal services (so-called “touch services”). “When
you get into a full service hotel or a resort, the number of people providing touch services
to guests is enormous,” he says. “It has moved beyond what I would consider to be a piece

of real estate.”

A lot of the hotel appraisal work involves the hotel and resort system, Dayman explains. “It
ignores the fact that I'm not a real estate appraiser. When I need one, I certainly can find
them to work with me on engagements, but really it is a question of the economics of this
particular business. And that’s what it is—a business. It provides temporary housing with

various demanded support services.”

BV opportunities. The business valuation expert can become involved in the hotel and
resort market in a number of ways, Dayman points out. The common engagement is for
pricing to make buy/sell decisions. “This isn't necessarily a question about what a piece of
real estate is worth, but what the economics are telling me about how much somebody is

willing to transact a deal to buy or sell,” he says.

Feasibility studies are another opportunity for valuation experts. “Almost every hotel built
in America and generally throughout the world requires somebody to come in and tell
people involved in the project whether it is economically feasible to do so,” he says. From
an economic standpoint, the project is feasible if the value of the property measured in

terms of cash flow exceeds the cost of building it. If it doesn’t, it’s not feasible. “So we do a
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lot of work on the feasibility side and that is something that virtually anybody with BV

knowledge is capable of doing.”

Portfolio analysis, which goes beyond any one unique buy/sell decision, is another area for
valuation experts. A portfolio of investments may not include all hotels, but hotels would
be part of the entire portfolio. “The investors want to know whether a certain property is
providing the investment returns that are demanded, and, if not, what can be done with

them,” he says.

A major area in accounting today throughout the world is the question of fair value
accounting, that is, not what something costs, but what it is worth today. “Ordinarily, we
would get involved in helping owners of hotels and resorts allocate the purchase price
among all the different types of assets that are being purchased,” Dayman says.
Impairment testing is another area owners need to follow up on regularly. “Of course,
impairment testing is frequently done at the company level now, but when things start to
go awry, they bring in experts to help them move forward with the true cost of

impairment.”

Eminent domain is another area that can trigger valuation work. Most states have elaborate
procedures for compensating real estate owners for the loss of their business. An interesting
angle here is when the hotel is operating under a lease that, typically, lasts 20 years. Let’s
say that after five years the property is taken over by eminent domain. The real estate
owner gets compensated, but the state often ignores the lessee. “We often get involved in

helping the lessee determine the true value of the business,” he says.

Real estate tax issues can also involve

) Exhibit 1. Components of Business Value of Hotels
valuation  experts. = True, = many

jurisdictions impose a tax on personal | Tangible

. * Current assets, current liabilities
property, but they do not impose a tax
+ Tangible noncurrent assets and liabilities

on intellectual property. “It often « Land, bulldings, and FF&E

becomes important to separate real Intangible

estate value from all of the other forms = Flag (franchise, but also possibly for independents)

of assets used in a hotel in order to * Workforce/management

» Technology

reduce the property tax assessments.”
+ Moncompets agreements

“Last, but certainly not least, is the * Customerlists

* Goodwill

concept of cost segregation studies
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where valuation experts come in and actually take the issue of purchase price allocation to
an extreme,” he says. Different parts of the building may constitute different types of
personal property and may be segregated to accelerate as much depreciation write-off as

possible.

Business valuation experts will not get involved in certain hotel valuations, such as
anything that involves bank loan collateral, including SBA loans. This area requires a

qualified real estate appraiser.

Components of hotel value. Dayman explains that a hotel is a business, so its components
of business value include tangible and intangible assets (Exhibit 1). Taking a look at a
hotel’s balance sheet, current liabilities frequently exceed current assets because of the
nature of the hotel business. A hotel will also typically have noncurrent tangible assets,
which can be a whole host of things, not just simple items such as security deposits and a
variety of loans. Also, of course, you'll find land, buildings, furniture, fixtures, and

equipment.

The intangible assets of a hotel can be substantial. A lot of properties have a “flag,” that is,
they are franchised. The flag is intellectual property, and it has value, which could be
viewed as the present value of all of the royalty payments that will be paid. Possibly some

independent hotels and resorts will have a flag, so that’s something to consider.

The reservation system can be a very important intangible—it is often the reason a hotel
operator will sign on to a particular brand. The reservation system is part of what you are
buying when you buy the flag. Along with the reservation system come standards, support,
and a whole group of assets that are being provided to the buyer when the flag is

purchased.

The workforce and management are other key intangibles. In the independent hotels,
management is probably more valuable because, in a flagged hotel, you are relying a lot on
the capacity of the franchisor to help you manage your property. When you are operating
as an independent hotel, the staff has to have the skill to operate under all circumstances.
The bottom line is that the questions stop at the hotel CEO’s desk.

Technology is an issue that also comes into play. Any hotel can have unique technology,

and, certainly if it is an independent, it is going to have a technology platform that needs to
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get valued. Noncompete agreements may be in place, and they probably have a value, so
they need to be examined. Customer lists will exist for the independent hotel, but a flagged
hotel may not have a separate customer list. It may be an integral part of the reservation

system embodied with the flag.

As with any business being valued, each case will be different, and there may be other
intangible assets. “But at the end of the day, we have goodwill if we don’t have anything

else,” Dayman says.

Unique aspects of hotel value. The basic underlying theory of value for a hotel is no
different from that of any other business. The value is driven by the present value of future
economic benefits using a reasonable cost of capital. How you determine the future
economic benefits and the cost of capital requires some unusual considerations, but the
basic concepts are no different. “We also consider comparative sales to determine the

reasonableness, if nothing else, of a particular property,” he says.

The distinctive feature with hotels and most hospitality businesses is that there is a pure

supply and demand feature. You

can actually study why a hotel is Exhibit 2. Competitive Marketplace for Hotels

performing the way it is and how it

Q —
is competing against the ofhers in Occupancy rate (%) = rooms sold/rooms available

the competitive market where it Average dally rate (ADR ($)) = rooms revenue/rooms sold

stands. Revenue per available room (RevPAR (§)) =
rooms revenug/rooms available

Being able to identify why a hotel is

performing the way it is provides

you with incredible insight about what is going to happen in the future in terms of cash
flow. Of course, you have to consider competitive properties that may have been sold
(usually on a per-room basis), but, at the end of the day, this is a cash transaction, and the

individuals involved in the transaction want to know the cash returns.

Digging into the details. Appraisers spend time studying a host of criteria, particularly
three basic concepts: the occupancy rate, average daily rate, and the revenue per available
room (Exhibit 2). The occupancy rate (rooms sold divided by rooms available) answers the
question of how often are the rooms sold. The average daily rate (ADR) consists of room
revenue divided by the rooms sold. The revenue per available rooms metric is rooms sold

divided by the number of rooms available.
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When a hotel valuation is prepared, a very specific presentation is customary for the hotel
industry. The American Hotel Lodging Association has established uniform presentation
standards so that readers know what they are looking at and what to expect in terms of a

presentation. A hotel valuation presentation should conform to these standards.

“Although it is not necessary, we provide common size data on the same schedule as our
historic presentation,” he says. “We don’t do them as a separate schedule. I am looking at
very critical relationships between certain items on a balance sheet and, more particularly,
in the operations. They immediately highlight for me whether a property is operating well
or not, whether there may be unique things that need to be considered, and the impact of

unusual costs.” This leads into the issue of normalization adjustments.

Normalization adjustments in hotels are done similar to valuation engagements in other
industries. There are exceptions, but most of the time, when valuing hotels, you are being
asked to value the hotel as a single business unit with 100% equity or debt-free presentation.
“We are not trying to do minority interests,” he says. “We are looking at 100% interest, so
we need to take into account perhaps more normalized adjustments than otherwise.” How
are owners being compensated? Are you looking at a piece of property that is being leased

through related entities?

You can run into some unusual challenges from time to time, not the least of which may be
errors in previous presentations or the way certain items were treated for accounting
purposes. “One interesting situation we ran into was a case where a property was being
rebuilt,” Dayman recalls. “Almost all of the cost of doing it was hitting the income

statement. The point here is that you need to keep your eyes open for the unusual.”

Sources for benchmarks. Benchmarking is where competitive strengths and weaknesses

come into play. “You have to be

able to position that subject Exhibit 3. Benchmark Analysis for Hotels

property within the competitive » Market performance

marketplace,” he says. In the « Financial performance

historic analysis for the properties | o oo STR. PWC, Econometrics, PKF Consulting,

you are examining, you not only Highland Group, HVS, Korpacz, RealtyRates

want to show basic historical

financial information, but you also want to show what is happening in the marketplace.

A good source not only for market data but also for financial data on hotels and resorts is
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Smith Travel Research (STR). STR has been around 20 or 30 years and is probably the most
widely relied-upon source of market and operating data for hotels. Most hotels receive
monthly reports from STR that tell them exactly how they are performing within the
marketplace. “Don’t hesitate to make that inquiry of your client,” Dayman advises. Other
sources of benchmarking information include Econometrics, PKF Consulting, and the
Highland Group, which specializes in limited service hotels (Exhibit 3). These data will
actually reveal the subject hotel’s direct competition and help measure its strength and how
well it is managed over the years and who’s actually doing better or worse than your

subject.

Another good resource is your own network of colleagues. If you know individuals in other
firms who have access to data that you don’t have, give them a call and get their insights.
“Rarely do people hang up on me,” he says. “If you have friends in related businesses,
everybody seems to work as a team, so I would strongly urge development of those
networking possibilities.” Real estate appraisers need to be part of that network as well
because there will be times when you need a real estate appraiser. Using someone from

your network will allow you to better control the entire engagement.

Site visit idea. Paying a visit to the business you are valuing is standard practice during an
engagement. But why not also visit competing firms? After all, you're trying to assess the
performance of your subject versus others in the market, so dropping in on rivals can yield
some valuable information. Visiting competitors is a must in the hotel industry, according
to Dayman. “Suddenly the quantitative information you’ve developed begins to come to
life,” he says. “You start to understand why your client performs better than the others
within that market. You will also start to learn what is missing in the market that may be an

opportunity for your subject entity. Those interviews are really important.”

Sometimes the firms that are initially considered competitors aren’t really competitors at all
because of the nature of their operations. One way to weed these businesses out of the list is

to visit them.

Will competitors welcome you when you show up asking questions? “I must say it is
relatively unusual that I am unable to speak with an owner or general manager,” he says.
“You have to go in with a good attitude. But most owners and general managers are open
to a discussion about their product and how they see competition in the marketplace, who

they think the competition is, and why.” If management will not speak with him, he’ll seek
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out some knowledgeable staffer who's willing to talk. “I will talk to the front desk manager
just to get a handle on who their guests are, where they’re from, how long they are staying,

who is competing with them, and so on.”

Analysis of market share. One of the major aspects in valuing a hotel is determining its
market share. How well is a particular hotel doing compared to the others that are
considered part of the market of that particular property? The hotel industry is highly
segmented, and there may be a dozen different limited properties out there, which is

challenging because it is very hard to distinguish one from another.

This can be accomplished by identifying the market share of your property and its
penetration into its market. In other words, how much more or less than the market share
are you really getting? That often gets delineated not just in terms of total guest stays at the
subject property but in terms of certain source markets. For example, at a minimum, the
market should be segmented into the tourist market and into the commercial market. You

can break these groups down further, and each one of them makes a difference.

“On almost every feasibility study and appraisal that I see, one of the greatest errors is the
question of others doing what your client is doing,” he says. Often, it's a matter of trying to
make improvements to existing property, which is very common today. Almost every hotel

has deferred maintenance as a result of the recent recession, so that’s now coming into play.

There is also the issue of other hotels coming into the market. This is a supply and demand
business, so you must take into account the supply. The more rooms you put into the
market, the lower the market occupancy is going to be. The question for the client is: “Are
you going to be able to maintain your share or better it, or are you going to lose because

you are not as good as some of the other properties in the marketplace?”

If you overlook the fact that more supply is coming into the market, you are going to
overestimate the future performance of the property and overvalue it. Of course, this could
lead to potential buyers or owners making the wrong decision. Sometimes, this supply
information is easy to uncover. When you're at another hotel, ask about who else may be
coming into the market. Talk to government officials about permits that have been issued
or requested. “The city governments are enormous sources for information about the new

supply,” he says.

Your analysis of supply also has to consider the unknowns, that is, supply may come in
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spite of the fact that nobody has heard anything about it. If you are in a market that has
extremely high occupancy rates, it’s almost a guarantee that more properties will be built.
The other place that you see the unknown is in a market that has very old properties. “New
properties can come in and really capture the market,” he says. “People want new
properties. They like freshness in hotels, and food and beverage, too.” Many times the
strategy is to bring new properties into an area with old hotels and try to reinvigorate the

market.

In terms of demand, two kinds of demand may exist and may be impacting the potential
property. The first is “unaccommodated” demand, the most obvious of which is the
“turn-away.” This happens almost everywhere at some point during the year when all
hotel rooms are filled and people are turned away. They simply go somewhere else. The
question is: “Does it happen enough that it results in a market that is just not being satisfied

and your particular subject property could be satisfying it?”

The other form of demand is “latent” demand. “I had an interesting case a few years ago
that involved an old Civil War hotel that was being rebuilt,” he says. “People wanted to
make it into a conference hotel in an area where it was popular to have conferences, but not
in the town where this hotel was located. But we were able to determine what that demand
would be for those conferences if that hotel were built. We really did it based on the same
sort of information. What conferences are taking place within a reasonable market area and
what share of those could we pick up because of where we are located and the facilities that
we have?” This is an example of hotel rooms that could be sold if they were only available

to be sold.

At this point in the analysis, the valuation expert can start to bring a lot of these data
together. You should have a fairly good idea of the future market position of the subject
property, whether it is a to-be-built or whether it is an existing property. You know exactly
where it stands and what is going to happen when other things occur within the

marketplace.

Other revenue and costs. Don’t forget to give consideration to other forms of revenue that
may come along, such as from a food and beverage operation, telecommunications and
technology (Internet access), stores, fitness centers, and the like. If it's a resort, a wide range

of amenities could generate revenue, Dayman points out.

If you have a hotel that has a history of operations, you'll have a fairly good idea of what
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the cost structure is going to be. If there are unique situations, you need to take them into
account. If the operations are changing, you need to be able to quantify what those changes
are going to do to the cost structure. If you are dealing with a new or proposed hotel, you
have a tremendous amount of benchmark information from the sources previously
mentioned. “By the way, there is also detailed information from the National Restaurant
Association for food and beverage,” he says. “You can even get further down the line and
get information on a variety of different food segments, from QSR, Fast Casual, Fine Dining,

or Casual Dining. They all seem to have their own associations.”

The problem with benchmark information is that it does not necessarily mean that, if a cost
is going to be 1.5% of room revenue, it will be for your subject hotel. “It might be, but you
need to be careful and look at each hotel situation and see whether that benchmark makes
sense under the circumstance,” he says. Some of the benchmark sources break down costs
on such things as specific labor and subdepartments. You can get an idea whether the rates
that are being paid for people or being incurred makes sense in the market the subject

property is located.

All about EBITDA. At the end of the day, the issue comes down to EBITDA. That is, how

much cash flow is this property going to generate for the owner of the property?

When you are doing a study for value, you need to take into account the assumption that
there is a franchise fee, royalties, and marketing fees, and there is going to be a third-party
management company. “Almost every valuation or feasibility assumes that there is third
party management,” says Dayman. If you are valuing a nonfranchise, independent hotel,
keep in mind that you will actually see a higher cost of operations than a franchise location,

even though the hotel is not incurring the royalties and marketing fees.

The final thing to keep in mind is that you are going to have a replacement reserve that
needs to be built into the cash flow. This is not a depreciation deduction but rather an
amount of money that must be set aside for replacement for furniture, fixtures, repairs, and
the like. “For most brand new hotels, the rate is around 1% of revenues per year, but it can
go up to 4%-5% a year after three or four years,” he says. He also notes that, in many debt
agreements today, the lenders are becoming very serious about the replacement reserve. “I

have even seen money escrowed in order to make sure it is around for future use.”

Real estate component. Hotel valuations create a lot of controversies among valuation

experts as well as among users of hotel valuation services. The controversy arises primarily
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from the fact that the underlying real estate is highly integrated with the business
enterprise value. The business valuation of a hotel provides the value of the entire
entity —including real estate, personal property, intangible assets, and so on. As mentioned
previously, it becomes important to split out the real estate component from the other

values.

The techniques and methodologies for doing this are beyond the scope of this article, but
this issue was covered during the webinar “Valuing Hotels,” conducted by Dayman and
Kari Lazarova (Valuation Aspects LLC). The webinar is available at

bvresources.com/pastevents.asp.
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