Chapter 10: Analysis and Valuation 

of Privately Held Companies
Chapter Summary and Learning Objectives

The purpose of this chapter is to discuss how the analyst deals with problems associated with privately held firms. Issues concerning making initial contact and negotiating with the owners of such firms are addressed in Chapter 5.  Thus, the focus in this chapter is on the challenges of valuing private firms. The chapter discusses the hazards of dealing with both limited and often unreliable data associated with privately held firms.  The chapter includes a discussion of how to adjust properly questionable data as well as how to select the appropriate valuation methodology and discount rate.  

Chapter 10 Learning Objectives: Providing students with an understanding of 

1.    Similarities and differences between how publicly and privately held firms may report 

       financial information;

2.    Common forms of manipulating private firm data when such firms are for sale;
3.    Why and how private company statements may have to be recast; and 

4,    Valuation techniques commonly applied to private firms.

Learning Objective 1: Similarities and differences between how publicly and privately held firms may report financial information

· Similarities: Valuation methodology for private companies is very similar to that used for public companies but limited data requires greater use of assumptions 
· Differences:
--Data availability much greater for public companies

--Public companies tend to focus on short-term reported earnings and may tend to overstate 

earnings.  Private companies tend to understate reported earnings to minimize tax liability; however, earnings may be subject to overstatement for valuation purposes.

--The reliability of private company data may be less than for public companies, because 
   audited financial statements often are not available. 

--Lack of documentation of key intangible assets such as software, chemical formulas,
  recipes, etc.

Learning Objective 2: Common forms of manipulating private firm data when such firms are offered for sale
· Overstating revenue

--Booking products shipped to resellers as revenue without adjusting adequately for

   returns

--Booking the full value of multi-year contracts in the first year (typical of membership 

   and subscription businesses)

· Understating cost

--Giving lower than normal salary, benefits, and perks to key employees

--Failing to note extraordinary expenses on the books such as the rent on the owner’s summer 

   home and salaries for the pilot and captain for the owner’s airplane and yacht.

--Travel and entertainment

--Personal insurance

--Ignoring payments to vendors supplying services to the firm (e.g., legal services provided 
   by the owner’s brother-in-law in excess of what is customary)

Learning Objective 3: Why and how private company statements may have to be recast 

· Objective: Calculate an accurate current year EBIT (Note: Projections based on an inaccurate base year estimate will themselves be erroneous.)
· Recalculate owner/officer’s salaries: Determine actual work performed by all key employees and then determine compensation for the same job in the same industry.  

· Recalculate benefits: Particularly those that are calculated in proportion to salary (e.g., pension contribution, life insurance coverage, etc.)

· Reexamine travel & entertainment: What may look excessive to one unfamiliar with the              industry may be necessary.  Examples of where higher T&E expenses may be necessary include the following:
--A business where establishing, building, and maintaining relationships is important
--Account management may require consultative selling at customer site

--A complex product like software may require on-site training

· Auto Expenses: Before assuming excessive ask if they represent a key component of the overall compensation required to retain key employees.

· Personal Insurance: Same question as auto expenses.

· Family members: On the payroll but really don’t perform any real services.

· Rent in Excess of Fair Market Value: Check who owns the buildings.

· Excessive professional fees: Check to see relationship to owner.

· Areas Commonly Understated

--Employee training

--Customer service

--Environmental clean-up

--Employee safety

--Reserves for bad debt, uncollectible accounts, obsolete inventory, pending litigation, etc.

Learning Objective 4: Valuation techniques commonly applied to private firms
If it is impractical to estimate ( for a comparable company in order to use the CAPM model, the “build-up” method may be appropriate for calculating the discount rate despite its substantial subjectivity.

· Income or Discounted Cash Flow (DCF) Approach

--Zero Growth Model

      --Constant Growth Model

      --Variable Growth Model

· Relative or Market-Based Approach

--Comparable Companies

      --Comparable Transactions

      --Same Industry or Comparable Industry

· Cost Approach (Cost to replace the target firm’s assets)

· Asset Oriented Approach

--Tangible Book Value

--Liquidation Value

      --Break-Up Value

· Developing Discount (Capitalization) Rates (Build-Up Method): Adjust the discount rate for risks associated with small or privately owned businesses.  These include the following:
--Firm specific risk such as limited management expertise, narrow product offering, and 

   limited access to capital.

--Marketability or liquidity discount or ease with which investors can sell their stock without   

   serious loss of value.

Chapter 10 Study Test

True/False Questions:

1.
The small business owner may deliberately understate her firm’s revenue if she is attempting to sell the business.  True or False   
2.
It is important to restate or recast historical financials to determine the current year’s true profitability and cash flow.  True or False  
3.
A potential buyer may reconstruct revenue by examining usage levels, in the same accounting period, of the key inputs (e.g., labor and materials) required to produce the product.  True or False   
4.
An owner attempting to sell her business is likely to overstate her salary and benefits.  True or False   
5.
Adjustments to the target firm’s historical statements should never be made based on preconceptions, prejudices, or emotion.  True or False 
6.
During periods of inflation, inventories should be accounted for using the LIFO method of accounting.  True or False  
7.
Training expenses for small privately owned firms are rarely understated.  True or False  
8.
The concept of fair value is applied when no strong market exists for a business or it is not possible to identify the value of substantially similar firms.  True or False  
9.
The two most important elements in selecting a valuation professional are experience and demonstrated ability in the industry in which the firm to be valued competes.  True or False  
10.
The discount rate used by M&A industry practitioners is often referred to as the capitalization rate.  True or False   
11.
The Internal Revenue Service and U.S. Tax Courts have encouraged the use of relative value or market based valuation methods.  True or False 
12.
Specific business risk refers to such things as a narrow product offering or limited access to capital.  True or False  
13.
The liquidity discount refers to the ease with which investors can sell their stock without serous risk of loss.  True or False  
14.
The magnitude of the business specific risk can vary widely depending on the perceived risk characteristics of the firm such as leverage, dependence on a single product line, or environmental liabilities.  True or False  
15.
Asset valuation should be adjusted for specific business risk but not for the liquidity discount.  True or False 
Multiple Choice Questions:

16.
The size of the marketability discount rate should  

a.
vary directly with the size of the ownership position in the private firm


b.
vary indirectly with the size of the ownership position in the private firm


c.
vary directly with the size of the firm


d.
vary directly with the size of the firm and the ownership position in the firm

17.
Which of the following are common problems faced when analyzing private firms?  

a.
Limited access to firm specific data


b.
Lack of documentation


c.
Unreliable data


d.
All of the above

18.
The calculation of the discount rate using the build-up method includes all of the following except for   

a.
Depreciation expense


b.
Risk free rate of return


c.
Market risk premium


d.
Firm specific risk premium

19.
Which of the following may be used to value small privately owned firms?  

a.
Discounted cash flow


b. 
Liquidation method


c.
Comparable companies’ method


d.
All of the above

20.
Adjustments commonly made to historical statements often include all but which of the following:   
a.       Conversion of inventory from LIFO to FIFO

b.
Adjusting depreciation expense from accelerated to straight line
c.
Increasing training expenses

d.
Setting gross profit equal to depreciation expense
Practice Problems:

21.      An investor wishes to take a small ownership stake in a privately owned firm.  The 
business as a going concern is estimated to have a total value of $10 million. The investor believes that the appropriate control premium and liquidity discount for a business of this type are 15% and 20%, respectively.  What is the maximum amount the investor should pay for a 15% interest In the firm?
22.
The following information is given for a small firm, privately owned firm:

             Risk free return = 3.5

             Large cap stock equity risk premium = 5.5


 Large cap average beta = .91

   
 Mid-cap stock equity risk premium = 6.3

             Mid-cap stock average beta = 1.2


 Small-cap stock equity risk premium = 8.4


 Small-cap average beta = 2.4

             Industry risk premium = 2.5
             Company-specific risk premium = 3.8

Estimate the firm’s cost of equity using the build-up method.

23.
Assume a privately owned firm is generating $1 million annually in cash flow and its discount rate is 12%, what are the implied capitalization multiples if cash flow is assumed to remain unchanged in perpetuity? To grow at a constant growth rate of 3% annually in perpetuity?
24.
An investor believes that she can improve the operating income of a target firm by 30 percent by introducing modern management and marketing techniques. A review of the target’s financial statements reveals that its operating profit in the current year is $150,000. Recent transactions, resulting in a controlling interest in similar businesses, were valued at six times operating income. The investor also believes that the liquidity discount for businesses similar to the target firm is 20 percent. What is the most she should be willing to pay for a 50.1 percent stake in the bakery? (10 points)

Answers to Test Questions

	True/False
	1.   False

2.   True

3.   True

4.   False

5.   True

6.   True
7.   False

8.   True

9.   True

10. True

11. True

12. True

13. True

14. True

15. False

	Multiple Choice
	16. B

17. D

18. A

19. D

20. D


Answer to Practice Problems:

21. The discounts are multiplicative since they are interdepended, i.e., a smaller minority interest results in a greater marketability discount. The minority discount equals 1-(1/1.15) or .1304. Therefore, for a 15% ownership interest, the investor should not pay more than

 $10 x .15 x (1 - .1304) x (1 - .2)  =  $10 x .15 x .8696 x .8 = $1.04 million

22.
3.5 + 8.4 + 2.5 + 3.8 = 18.2

23.
1 / .12 = 8.3 and 1 / (.12 - .03) = 11.1

24.
Maximum Offer Price (50.1%) = (6 x $150,000 x 1.3) x (1 - .2) x .501 = $468,936


Or ((6 x $150,000) + .3 (6 x $150,000)) x (1 - .2) x .501 = (900,000+270,000) x.8 x.501= 
            $468,936
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