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What's Your Business Worth?

Whether you're thinking of transi-
tioning your business in the future or
taking your last breath behind the CEO
desk, every business owner needs or
wants to know the value of the business
they have so diligently struggled to create.

If you've never had your busi-
ness valued, you probably have only
a vague notion of what goes into
the calculation. If you want to en-
hance the value of your business, per-
haps knowing bow your business is
valued will enable you to improve on
some of the elements that make up
that value.

In the next few pages we describe
the valuation process. See what makes
your business tick.

OVERVIEW OF THE VALUATION
PROCESS

HISTORY AND DESCRIPTION OF
THE BUSINESS

A thorough review of the history
and nature of the business is impor-
tant for several reasons. It provides
the appraiser with knowledge of the
drivers of business longevity and the as-
sociated risks that affect value such as:

e If the business has a well-defined
niche market or if it is a regional
or national player.

e The operating model of the
business.

* Who the key managers and
employees are, which raises
questions such as:

— What is the likelibood of suc-
cess if these key people would
depart?

— Would there be significant costs
in retaining these people?

— When do key managers expect
to retire?

e How is the ownership structured?

e Is there a majority or sole control
by one owner?

e Are there several large ownership
blocks that control?

e Is there fractionalized ownership?
ECONOMIC AND INDUSTRY ANALYSIS

The appraiser should review the
strength and direction of the overall
economy, and take into account its im-
pact on the business. Also of importance
is the performance of an analysis of the
industry in which the business oper-
ates. This analysis will identify historical
trends, future expectations and their im-
pact on business performance.
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* History and description of
the business

* Economic and industry
analysis

* Historical financial review
and analysis

* The three approaches
to value

* Additional considerations

* Conclusion
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The owner of a controlling
interest in a business enjoys
some very valuable rights
that a minority interest
holder does not.
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HISTORICAL FINANCIAL REVIEW AND ANALYSIS

An analysis of historical financial data is
completed in order to assess the business’s fi-
nancial condition from both a balance sheet and
income statement perspective. Key financial
ratios are calculated. Areas for ratio analysis would
at a minimum include: growth, leverage, profit-
ability, turnover and liquidity. When this financial
analysis is compared to industry norms such as a
group of publicly traded companies, it allows the
appraiser to observe the economic condition and
performance of the business as compared to the
guideline public companies.

After consolidating and analyzing this informa-
tion, the appraiser then uses the information to calcu-
late the value of the business using all or any of the
following three methods.

THE THREE APPROACHES TO VALUE

In the valuation/appraisal profession there are
three primary methods of determining value: the (1)
Market, (2) Cost, and (3) Income approaches.

(1) The Market Approach measures the value of
a company through an analysis of recent sales or of-
ferings of similar companies. The financial condition
and operating performance of the company being ap-
praised is compared to the condition and performance
of publicly traded and private companies operating in
the same or similar industry, and potentially subject to
similar economic, environmental and political factors.

The price at which the stock of a publicly traded
company sells will represent the value of a minority
interest in the company being appraised. The price
of a similar private company will generally represent
the total or controlling value of the company being
appraised. Adjustments in value will thus have to be
made depending upon the purpose for the valuation.

(2) The Cost Approach measures the value of a
company by the cost to reconstruct or replace it with a
similar company. Value is based on the net aggregate
fair market value of the entity’s underlying assets. The
balance sheet of the company is revised substituting
the fair market value of its assets and liabilities for
their book values.

(3) The Income Approach measures the value
of a company by analyzing the present value of
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its future or historical cash flows. Valuation is
developed by discounting expected future cash flows
to their present value. The discount rate selected is
generally based on rates of return available from al-
ternative investments of similar type, quality and risk.
Basically, what rate of return would a person who in-
vested in this kind of business expect to realize when
taking into account these three factors: (1) the rate of
return you could expect from an investment with little
or no risk (e.g., government bond); (2) an additional
rate for inflation; and (3) a premium commensurate
with the riskiness of this particular business venture.

If a historical cash flow approach is used, the dis-
count rate is converted to a capitalization rate. Like
the discount rate, the capitalization rate reflects the
rate of return required to take on the operation of a
business with this particular risk. The capitalization
rate is then used to convert the historical cash flows
to a current value.

The Cost Approach is frequently used in valuing
holding companies or capital-intensive firms. It is not
necessarily an appropriate valuation approach for
companies having significant intangible value. The Ir-
come Approach is frequently used for entities with his-
torically stable or predictable future income streams.
Companies with volatile historical earnings or those
fraught with uncertainty of future income predictability
are not good candidates for this approach. The Market
Approach can be applied to nearly any company as
long as there are comparable companies subject to
similar external factors as the company being valued.

ADDITIONAL CONSIDERATIONS

Further adjustments may be appropriate to deter-
mine the applicable discount for lack of control and
lack of marketability associated with the business in-
terest being appraised.

The owner of a controlling interest in a business
enjoys some very valuable rights that a minority in-
terest holder doesn’t. In the event that control is an
issue in the valuation, the analyst will need to assess
the extent to which the various elements of control
exist or do not exist in a particular situation and con-
sider the impact of each element on the value of
control. Sometimes a minority interest holder is not
completely without all elements of control. For ex-
ample, a minority interest holder could be in a posi-
tion to cast a crucial swing vote, and to some degree
influencing significant company actions.




A stock represents an ownership interest in a
company and is more valuable if readily marketable.
Conversely, lack of marketability detracts from the
stock’s value as compared to a security that is identi-
cal but marketable. In other words, the market pays
a premium for liquidity or exacts a discount for the
lack of it.

Ownership interests in closely held businesses do
not, by definition, enjoy the ready market of a pub-
licly traded stock. Therefore, a share in a privately
held company is usually worth less than an otherwise
comparable share in a publicly held company. Many
factors affect the relative marketability of different
business interests. Sometimes size of the interest is
a factor. For example, a smaller block may be easier
to market than a larger block, and in other cases the
reverse is true. In most cases, the lack of market-
ability impacts minority interests severely. However,
even controlling interests in closely held businesses
obviously are not as readily marketable as shares of
publicly traded stock.

CONCLUSION

After the relevant factors have been assessed,
they must be brought together to arrive at a reason-
able conclusion of value. At times, a single approach
may appear to provide the most appropriate an-
swer to the question of value, but the opposite may
be true. Even within the same valuation approach,
different methods will typically result in different indi-
cations of value. At this point in the process, it is up
to the appraiser to weigh the results in light of the in-
formation and methods employed in order to arrive at
an appropriate conclusion. Some of the factors con-
sidered are:

1. The purpose and objective of the appraisal

2. The quantity and quality of available data
for the subject company

3. The degree of access to available data for
the subject company

4. The supply of industry transactional data or
comparability of publicly traded companies

5. The type of business, nature of business
assets, and type of industry subject to
appraisal

6. The number of shares and rights associated
with the stock or business interest subject
to appraisal

7. Statutory, judicial, and administrative
considerations

8. The informational needs of the client for
whom the appraisal is being prepared

9. The professional judgment and expertise of
the appraiser

Ultimately, the final value estimate is based on the
accumulated evidence as analyzed and assessed by
the reasoned professional judgment of the appraiser.

The Commerce Trust Company can provide you
with a professional valuation for your closely held busi-
ness. Contact your Commerce Trust representative.

This newsletter is one of a series of informative
documents that will help you to make decisions with
respect to your business, its future and the future of
your family and your family’s financial well-being.
Stay tuned for more reports to help you with your
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difficult decisions as a business owner. 3¢

Ownership interests in
closely held businesses do
not, by definition, enjoy the
ready market of a publicly
traded stock.
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SENIOR FINANCIAL
ADVISORS

Ellen Simmons, D, CPA
(314) 746-8937

Stephen Harmon, |D, MBA
(816) 234-7141

SENIOR
FINANCIAL PLANNERS

Guy Hockerman, CFP®, CPA
(314) 746-7333

Jason Imlay, CFP®
(816) 234-2582
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ST. LOUIS
METROPOLITAN OFFICES

CLAYTON

8000 Forsyth Boulevard
Clayton, MO 63105-0156
TEL 314-746-7329

FRONTENAC

10429 Clayton Road
Frontenac, MO 63131-2909
TEL 314-746-5250

O’FALLON

Deer Creek Crossing
2913 Highway K
O’Fallon, MO 63366
TEL 636-949-8445

TOWN & COUNTRY

1090 S. Woodsmill Plaza, Suite 200
Town and Country, MO 63017-0606
TEL 314-746-5070

ILLINOIS OFFICES

BELLEVILLE

2020 North Belt East
Belleville, IL 62221
TEL 618-234-5700

BLOOMINGTON

120 North Center Street
Bloomington, IL 61701
TEL 309-823-7263

PEORIA

416 Main Street
Peoria, IL 61602
TEL 309-999-3334
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MISSOURI OFFICES

COLUMBIA

2000 Bernadette Drive
Columbia, MO 65203
TEL 573-886-5324

JOPLIN

211 S. Main Street
Joplin, MO 64801
TEL 417-626-4000

SPRINGFIELD

1345 E. Battlefield
Springfield, MO 65804-3603
TEL 417-837-5261

ST. JOSEPH

328 Felix

St. Joseph, MO 64501
TEL 816-236-5700

KANSAS CITY
METROPOLITAN OFFICES

DOWNTOWN

922 Walnut

Kansas City, MO 64106
TEL 816-234-2552

COUNTRY CLUB PLAZA
118 West 47th Street
Kansas City, MO 64112
TEL 816-234-2900

LEAWOOD

11405 Nall Avenue - Suite 200
Leawood, KS 66211

TEL 816-234-1916

KANSAS OFFICES

GARDEN CITY

215 North Main
Garden City, KS 67846
TEL 620-276-5600

HUTCHINSON

101 E. 30th
Hutchinson, KS 67502
TEL 620-669-3000

LAWRENCE

1500 Wakarusa Drive
Lawrence, KS 66047
TEL 785-865-4748

MANHATTAN

727 Poyntz Avenue
Manhattan, KS 66502
TEL 785-587-1541

PITTSBURG

100 S. Broadway
Pittsburg, KS 66762-0326
TEL 620-231-8400

WICHITA

1551 N. Waterfront Parkway
Wichita, KS 67201

TEL 316-261-4918

For more information on this or on other topics
important to you as an investor, please call your local

Commerce Trust Company professional.
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