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VALUATION SUMMARY   

 
 
Date of valuation: December 31, 200X  
 
Date of report: Month 1, 200X 
 
Company: Sample Company, Inc. 
 
Ownership interest valued: 100% of common stock 
 
Purpose of valuation: Executing the terms and conditions of the Company’s Restrictive Share 
Agreement 
 
Standard of value: Fair market value 
 
Premise of value: Going concern 
 
Type of report: Summary 
 
Scope limitations: The following procedures were not performed: 1) analysis of economic conditions 
and outlook, 2) search for guideline public companies. 
 
Significant assumptions and limitations: See Exhibit E1 
 
Valuation methods considered: 1) Guideline private company transactions, 2) Capitalization of 
benefits (cash flow), 3) Excess earnings, and 4) Adjusted Net Assets 
 
Selected valuation method: Capitalization of benefits (cash flow) 
 
Valuation conclusion: $265,000 or $265 per share  
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ANALYSIS OF THE COMPANY 

Description and History of Business  

The Company was founded in 2000 by its existing shareholders to manufacture widgets for home décor 
and furniture. The Company moved to its current facilities in 2003. 

Operations 

The Company purchases raw material and converts it to a variety of types of widgets. The widgets can 
be selected from an extensive library of existing designs or custom made. The raw material is purchased 
primarily through importers that deal with many suppliers. Much of the raw material is purchased un-
processed and shipped to a supplier located in Central Pennsylvania for processing. The Company relies 
on this arrangement to reduce the cost of materials and provide greater control over inventory.  
 
The Company is located in an industrial area of Anytown, PA. This location provides convenient access 
to the interstate highway system for receiving and shipping goods by truck. The Company leases its 
78,000 square foot office and industrial building from Sample Company Real Estate, LLC for $15,208 
per month. The monthly rent was reduced to $13,000 as of April 1, 200X. The term of the lease expires 
in November 2018. Some of the members of the LLC are shareholders of the Company so I considered 
the facility lease to be a related party transaction (not arms-length). Production capacity could be 
significantly expanded by adding shifts and/or physical expansion of the plant. Production controls, 
systems and procedures appear adequate for this size of operation. The equipment is highly specialized 
and requires specially trained mechanics and technicians for maintenance. The Company is vulnerable to 
the availability and cost of these technicians.          

Management  

Ben Sample is President and responsible for the overall and general management of the Company. Bill 
Johnson oversees the independent sales representative network. Frank Williams is in charge of material 
purchasing. Winton Smith is responsible for plant engineering and maintenance. Pam Jones handles 
customer service and product development. Another key position is the Director of Operations. 
 
The Company has no formal succession plan, but the Company is less vulnerable to management 
turnover than many small businesses due to the number of shareholders active in the business in a 
variety of roles.   

Workforce 

Workforce turnover is better than average. Replacing or adding front-line workers is not unusually 
difficult. The Company trains its production workers on the job and no specific skill set is required. The 
Anytown area typically has an available pool of production workers due to a history of production 
oriented work and above average unemployment rates. The Company has had some workplace safety 
issues which have been resolved.   
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Sales & Marketing 

The Company’s original strategy was to produce high-volume, low-end products. For the first few years 
this strategy was successful and the Company was very profitable. Foreign manufacturers began to cut 
into sales volume and margins. Management decided to switch to a low-volume, custom-made, high-end 
product line. The new strategy required shorter production runs and more inventory which increased 
costs.  
 
Products are sold directly to manufacturers through a network of independent sales representatives. The 
Company has approximately 500 customers primarily in the home furnishings manufacturing industry in 
the U.S. No one customer comprises more than eight percent of sales. Industry trade shows are a major 
marketing tool.   

Ownership and Sales of Stock 

The ownership of the Company’s common stock as of July 31, 2007 is: 
 
 Bill Johnson       260 shares 
 Jane Johnson       250 shares 
 Ben Sample       150 shares 
 Mark Miller       150 shares 
 Frank Williams      100 shares 
 Pamela Jones         50 shares 
 Winton Smith         40 shares 
  Total outstanding  1,000 shares 
 
Bill and Jane Johnson are married and collectively control 51% of the Company’s common stock. There 
have been no sales or transfers of stock since the Company was founded. 
 
The shareholders are covered by a restrictive share agreement dated October 1, 200X. The agreement 
places lifetime restrictions on the transfer of the Company’s shares. The Company and its shareholders 
have a right of first refusal in the event any shareholder receives a bona fide offer to purchase any of 
his/her shares. If a minority shareholder separates from employment with the Company, his/her shares 
will be purchased by the Company pursuant to the terms and provisions of the agreement. The purchase 
price shall be the lower of 1) the price offered by another buyer, and 2) the value determined under the 
provisions of the agreement.      
 
The provisions of this agreement state that value per share shall be determined not less than annually by 
unanimous vote of the board of directors and shareholders of the Company. If more than twelve months 
have passed since the last value determination, then “the value per share shall be determined by a 
certified valuation accountant regularly serving the Company by application of generally accepted 
accounting and valuation principles”. There are also provisions dealing with any disputes regarding the 
value per share determination.  

Financial Analysis  

This analysis includes an evaluation of the Company's common-size financial statements on a historical 
basis.  In order to portray the relative size of financial statement items for comparison over time, each 
line item in the common-size financial statements is expressed as a percentage of total assets or total 
revenue. The historical and common-size financial statements are summarized in Exhibits F1 through 
F3.  
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My analysis also includes an evaluation of commonly used financial ratios. These ratios fall within the 
following categories: 
 

�  Liquidity ratios measure the ability to meet short-term obligations, 
�  Leverage ratios (borrowing) measure reliance on debt and overall vulnerability to 

business downturns, 
�  Activity or operating ratios (assets) measure how effectively assets are used to produce 

revenue, and  
�  Profitability ratios measure overall performance. 

 
The Company's financial ratios have been compared to composite, industry financial ratios from the All 
Other Widget Mills industry (NAICS 12345). The ratio comparisons are analyzed below and presented 
in Exhibit F4. Each section of the ratio analysis (Liquidity, Profits & Profit Margin, etc.) contains a 
numerical score/grade, which is a rough measure of overall performance in the area.  Each grade 
represents a score from 1 to 100, with 1 being the lowest score and 100 being the highest.  Generally, a 
score above 50 would be a "good" score and a score below 50 would be a "poor" score.  The scores are 
derived by evaluating the company's trends, either positive or negative, over time and by comparing the 
company to industry averages for different metrics. 
 
Although industry statistics are a useful source of general analytical data, there can be significant 
variation in the reporting practices and operational methods of companies within a given industry.  
Therefore, industry statistics as used throughout this report should not be regarded as absolute norms or 
standards. 

LIQUIDITY 14 out of 100 

Generally, what is the company's ability to meet ob ligations as they come due? 
  

Operating Cash Flow Results  
The company has negative cash flow from operations and poor profitability for the period, which takes into 
account both major Balance Sheet and Income Statement transactions.  Given overall liquidity conditions, 
as will be discussed below, it seems like the company may have some real difficulty for the period.  It may 
be necessary to more effectively manage both the Income Statement (by increasing revenue and 
decreasing costs) and the Balance Sheet (by reducing current asset accounts and keeping current 
liabilities in line).   

General Liquidity Conditions  
As was the case last period, liquidity still seems quite weak .  In fact, the company is almost in the same 
position as last period.  What does it mean to have a "weak" liquidity position? It typically means that there 
may not be enough total current assets relative to current obligations.  It also means specifically that the 
cash account seems weak.  More cash may be required in the company to support operations over the 
long run.  For example, you will notice in the graph area of the report that the two major liquidity 
barometers have not changed much and are quite low.  While we cannot predict the future (all financial 
analysis has this limitation), we can estimate that it may be difficult for the company to meet obligations 
over the long run in this condition. 

The other area to note here is that the company was unprofitable this period, as we will discuss in the next 
section.  Companies rely on strong and stable earnings to "fund" current asset accounts over time.  In 
other words, it may be hard to boost liquidity if the company continues to generate net losses.  Profits fund 
current accounts, which fund cash accounts, which pay bills. 

It would also be important to look at certain specific items more closely.  In particular, notice the 
company's high inventory days and high accounts payable days ratios.  Inventory days is a rough gauge 
of how long it is taking to convert or sell inventory.  Creditors typically do not like high values for accounts 
payable days since it implies that a company may have some difficulty paying bills.  Over time, it would be 
positive to see the company float these two metrics down to improve overall liquidity health.   
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PROFITS & PROFIT MARGIN 20 out of 100 

Are profitability trends favorable in the company? 
  

The issue in this area is that the net profit margin is low.  This means that the company is not pulling 
enough net profitability  from the sales that it is generating.   

More importantly, both net margins and net profitability have fallen from last period.  It looks like the 
company spent more on operating costs this period than it did last period.  Normally, this might be 
acceptable if sales rose significantly.  It is expected that costs will rise over time; this is certainly the case 
when sales rise.  However, since sales stayed relatively flat and net profitability is generally weak, the 
company should be careful about increasing expenses at this point.  In short, it is critical to manage 
expenses very well if sales remain flat in the future.  Currently, net profitability is even weak relative to 
other similar companies, which is important to note.  You can review this comparison in the graph area of 
the report.  It is true that we are only reviewing two periods of data; nevertheless, it is better to respond 
quickly to slips in key indicators than to allow them to develop into negative trends.   
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SALES 54 out of 100 

Are sales growing and satisfactory? 
  

When there is little change in a company's sales management area, it is difficult to draw conclusive 
results.  In this case, sales have been maintained on approximately the same fixed asset base.  It is more 
important to focus on profitability results than on sales results, but as a general rule it is usually important 
to keep increasing sales over time.  This is because expenses tend to increase over time, so for most 
companies, sales should always be growing at least moderately. 

 

 
  

 
BORROWING 11 out of 100 

Is the company borrowing profitably? 
  

The purpose of using debt is to improve profitability.  If this can be accomplished, the company can "trade 
on equity" -- the company can improve returns on the business (improve returns on equity).  This is often 
easy to understand but difficult to do.  For example, the issue here is that total debt stayed about the 
same as last period, but profitability decreased by 485.27%.  It is also worth noting the decline in net 
profit margins.  It is typically best to improve the amount of profitability generated on existing debt 
resources over time.  Even though these results did not diminish the overall liquidity position, the 
dynamics here are still not favorable for this specific period.   

The company seems to be having some additional difficulties in this area.  Notice that the firm's interest 
coverage ratio is low and its debt-to-equity ratio is high.  Typically, this is a poor match-up.  Improvement 
is needed.  Managers choose strategic resources to push sales and profits higher.  This period's results 
may be an aberration, but they do indicate a need for some attention since debt levels are relatively high 
(managers are using debt as a strategic resource). 
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ASSETS 10 out of 100 

Is the company using gross fixed assets effectively ? 
  

The results in this area are not very positive.  Less profitability is moving through a relatively unchanged 
fixed asset base, which lowers performance in this area.  Another way of saying this is the profitability per 
asset dollar statistic has fallen.  This is not a favorable result, particularly because the net profit margin 
also fell.  This means the company is less efficient in overall operations than it was last period. 

Finally, even though the results here are only based upon one period of comparison, a few items should 
be mentioned.  The company's return on assets and return on equity are poor.  In fact, even its fixed 
asset turnover ratio is quite poor.  The scores here are both a function of the sales volume being driven 
through fixed assets and the net profitability of the company as compared to total assets and equity.  
Results in this area should improve in the future.   
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Dividend Paying Capacity 
Dividend paying capacity can be important when valuing a company if data from comparable public 
companies is available or if minority interests are being valued. The dividend paying capacity of a 
company often represents the company’s net cash flow that is not needed for future growth. Dividends 
actually paid in the past may have no relation to a company’s dividend paying capacity because payment 
of dividends is discretionary.  
 
Small, closely held companies typically do not pay dividends for a number of reasons. 
Stockholders/employees frequently withdraw excess cash flow in the form of salaries and bonuses, 
avoiding the double taxation of dividends. Many small businesses are undercapitalized with limited 
borrowing capacity so they need to retain more cash to fund operations and growth.  
 
For these reasons dividend-paying capacity is a less reliable factor when valuing a controlling interest in 
a small, closely held company. Therefore, in this case, dividend-paying capacity was not taken into 
consideration.   

Industry & Competitive Environment 

The trends and outlook for the widget industry is tied rather directly to the home furnishings industry. 
The most critical factor for the home furnishings industry is existing home sales. As of December 200X 
this indicator is down 9.0 percent from last year. Overall the trend for the home furnishings industry 
indicates a possible prolonged decline in business.  
 
The decorative widget industry consists of five major manufacturers and a number of smaller foreign 
companies. The Company ranks second in total market share. New competition will continue to come 
from foreign manufacturers with substantial labor cost advantages. This increased competition is 
expected to focus on standardized, high-volume products and should have limited effect on the 
Company’s custom designed and manufactured products. The threat of customers using low-priced 
foreign products will continue to put downward pressure on prices and margins. Due to the limited 
number of major competitors the threat of them using rivalry tactics like a pricing war is increased.    

Economic Environment 

This engagement excluded the analysis of the economic condition & outlook and their effect on the 
estimate of value. 
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VALUATION APPROACHES & METHODS 

 Market Based Methods  

A fundamental method for estimating the value of an ownership interest in a closely held business is an 
analysis of prices paid by investors in the private or the public markets for ownership interests in other 
companies in the same or similar lines of business. 

Guideline Public Company Method 

The premise of this method is that prices of publicly traded stocks in the same or a similar industry 
provide objective evidence as to the values at which investors are willing to buy and sell interests in 
companies in that industry. The application of this method depends on the selection of guideline publicly 
traded companies that are similar enough to the Company to provide a meaningful comparison.  
 
Large, publicly traded companies have many stockholders who elect a board of directors. The board 
hires the corporate officers who then hire key management. In many small, privately held companies all 
of these groups consist of the same people. In my opinion, this lack of separation between ownership 
and management is an important issue to consider. It makes comparing public to private companies 
inappropriate in many cases. Once the separation issue is addressed, then other factors like: product 
lines, sales volume, employment levels, territory of operations, market share, etc. should be considered. 
 
My valuation procedures were limited to exclude a search for guideline public companies. Therefore, no 
consideration was given to this method. 

Guideline Private Company Transactions Method    

This method is based on analyzing sales of interests in privately held businesses in the same industry. 
Since these transactions are at arms length, they provide objective evidence as to the values at which 
investors are willing to buy and sell interests in companies in that industry. The application of this 
method depends on the selection of sales transactions of privately held companies that are similar 
enough to the Company to provide a meaningful comparison. 
 
BIZCOMPS contains data from approximately 8,000 transactions involving the sale of privately owned 
businesses in the U.S. over the previous 10 years. This data is not publicly reported so it is obtained 
from business brokers and transaction intermediaries. These sources are considered to be reliable.  
 
In this case, I searched the BIZCOMPS database using all SIC Codes contained in Industry Group 123 – 
Miscellaneous Widget Products. This search produced no comparable transactions. Due to the lack of 
any comparable transactions, this method was not used. 

Income Based Methods 

The income approach serves to estimate value by considering the income (benefits) generated by an 
asset (business) over a period of time. This approach is based on the fundamental valuation principle 
that the value of a business is equal to the present worth of the future benefits of ownership. The term 
income does not necessarily refer to income in the accounting sense but to future benefits accruing to the 
owner. Cash flow is commonly used to reflect the benefits of ownership. It is considered a more pure 
form of earnings and management has direct control of how it is used.   
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The Company’s cash flows are utilized to meet the specific priorities of the owner(s). These priorities 
may contradict the commonly held theory that management’s main objective is to build shareholder 
value. Some benefits are non-monetary in nature like: controlling your own destiny, being your own 
boss, and building a legacy. Due to the difficulty of quantifying any non-monetary benefits, they have 
not been considered in this valuation.       

Discounting & Capitalizing 

Converting the anticipated future benefits of ownership into value is the core of business valuation. The 
conversion process involves either the discounting or capitalizing of some form of future benefits 
(economic income).  
 
Discounting is a procedure that converts a series or stream of expected future benefits to a present value 
using a discount rate. The discount rate is the compounded total rate of return assumed necessary to 
adequately compensate the investors (owners) for all of the risks associated with owning the investment 
(business). This required total rate of return is also referred to as the cost of capital. The expected future 
benefits consist of two components – income & appreciation or depreciation. Income is the benefits 
received while holding the investment (owning the business). The amount received upon liquidation will 
be either more (appreciation) or less (depreciation) than the original investment.    
 
Capitalizing is a procedure that converts a single economic benefit into value. The single economic 
benefit can be for one period or the average of multiple periods. It can be based on historical, current or 
expected future results. The capitalization rate is the total rate of return assumed necessary to adequately 
compensate the investors (owners) for all of the risks associated with owning the investment (business). 
Since only a single benefit is being converted, the total rate of return is not compounded for growth. 
That is the difference between a discount rate and a capitalization rate. Deducting a long-term 
sustainable growth rate from a discount rate converts it to a capitalization rate.     
 
The cost of equity capital is not directly observable in the marketplace so it must be estimated. One 
widely used method to estimate the cost of equity capital is the build-up method. The build-up method 
for this engagement is described below and presented in detail in Exhibit V1. The build-up method 
begins with a risk-free rate of return then adds a premium for the risks of owning that specific 
investment (business). There are two categories of risk factors: 1) general market, and 2) specific 
company.  
 
The risk-free rate is estimated using the widely-used 20-year U.S. Treasury bond yield at the valuation 
date. This rate as of December 31, 200X was 5.0%.  
 
The general market risk of owning a small publicly traded company was estimated using the 200X Duff 
& Phelps Risk Premium Report. I selected the average (mean) “smoothed average equity risk premium” 
of the smallest available portfolio for each of the eight size characteristics. This average for the 200X 
Report is 13.0% - after-tax and compounded (includes a growth factor). To build a capitalization rate 
applied to pre-tax earnings it must be converted to non-compounded (no growth) and pre-tax basis.  
 
I converted the premium to a non-compounded (no growth) rate of 9.3% by deducting a long-term 
sustainable growth rate of 3.7%. I selected this growth rate from a study of the broad U.S. equity market 
for the period from 1929 to 2004. It showed that real after-tax corporate profits grew at a 3.7% annual 
rate. 
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The risk-free rate plus the non-compounded equity premium produces an after-tax rate of return of 
14.3%. I converted this rate of return to a pre-tax basis of 21.2% by dividing it by 1 minus a tax rate of 
32.5%. I reviewed the Statistics of Income publications from the Internal Revenue Service and found 
average corporate income tax rates to fall between 20% and 35%. I selected the median of 27.5% as the 
federal rate. I reviewed state corporate income tax rates and found a range of 0% to 10%. I selected the 
median of 5.0% as the state rate. I used the total federal and state tax rate of 32.5% to convert the rate to 
a pre-tax basis.          
 
The specific company risks were quantified using my proprietary method of combining the SWOT 
(strengths, weaknesses, opportunities, and threats) and the Five Forces analysis methods (See Exhibit 
V2). The Five Forces are: 1) threats of new entrants; 2) bargaining power of customers; 3) bargaining 
power of suppliers; 4) threat of substitute products or services; and 5) rivalry among existing firms. 
Michael Porter created the Five Forces Model in his books Competitive Strategy and Competitive 
Advantage. Both of these methods are widely used to analyze businesses and industries. The sum of the 
quantified risks equals the specific company risk factor of 11.5%. The total capitalization rate is 32.7% 
(21.2% + 11.5%).  

Discounted Future Benefits 

This method converts a stream of future benefits to their present value using a discount rate. This 
method requires specific estimates of future benefits over a specified period of time until a stable level 
of benefits is reached. The discount rate should reflect the time value of money, inflation, and the risks 
associated with ownership of the specific business interest being valued. Valuation methods using 
discount rates are generally more appropriate when a company’s future operations are expected to be 
substantially different from its current or historical operations.  
 
In this case, Company operations are not expected to change substantially and no specific and credible 
estimates of future benefits were available. Therefore, this method was not used.  

Capitalization of Benefits 

This method converts benefits from a single period into a value using a capitalization rate. This single 
period benefit represents what the company can be expected to do in the future base on historical 
earnings. The capitalization rate should reflect the risks associated with ownership of the specific 
business interest. Capitalized earnings represent the value of the company’s assets used in its operations. 
The value of any assets not used or necessary for operations must be added to capitalized earnings to 
arrive at the value of the total entity. Valuation methods using a capitalization rate are generally more 
appropriate when a company’s operations are not expected to undergo substantial change.  
 
Normalization Adjustments 
Financial statements are based on accounting standards and tax returns are based on federal tax laws that 
may not reflect economic reality. In a closely held company the stockholders, directors, officers, and key 
employees tend to be the same people (related parties). Transactions between the Company and its 
related parties are not at arms-length and must be evaluated for reasonableness. As described below 
adjustments were made to compensate for these items. These adjustments make the Company’s financial 
information more comparable to other companies in the industry and more reflective of economic 
reality.   
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Officers’ compensation – The officers of the Company perform various operational duties and the 
percentage of officers’ compensation to sales was within industry standards. For these reasons I found 
officers’ compensation to be reasonable and made no adjustments. 
 
Real estate rent – The Company leases its facilities from a limited liability company that is owned by 
several of the Company’s shareholders. I considered the real estate lease to be a related party 
transaction. The current rent is at a rate of $2 per square foot which I found to be reasonable for 
industrial properties in the Anytown area. 
 
Non-operating expenses – In 200X the Company had professional fees and travel expenses in excess of 
their historical averages. I adjusted these expenses to their historical percentages of sales.  
 
In this case, the Company’s historical earnings were found to be a reasonable estimate of its future 
performance. Therefore, this method was selected as the most appropriate. A detailed explanation of this 
method is presented in Exhibit V3 and summarized below.   
 
The capitalization of benefits (cash flow) method: 
 
  Adjusted cash flow to equity     $  86,568 

Capitalization rate        ÷ 32.7% 
Value of operating assets      264,734 
Plus: Non-operating assets              - 0 -  
Total entity value      $ 264,734 
 

Asset Based Methods  

In the asset-based approach, primary emphasis is placed on the fair market value of the assets and 
liabilities of a business. As a result, this approach uses various methods that consider the value of 
individual assets and liabilities including intangible assets. Estimating the value of individual intangible 
assets using the asset-based approach is difficult, highly theoretical, and often produces unrealistic 
values. Therefore, this approach is most appropriate when a company has little or no intangible assets. 
This situation is often due to companies that are under performing the industry, unprofitable, or have 
volatile earnings histories.   

Book Value 

The most well known method using this approach relies on reported balance sheet assets and liabilities 
generally termed as book value. It should be recognized that book value is comprised of assets and 
liabilities reported in accordance with various accounting conventions that may or may not accurately 
reflect fair market value. The Company’s book value as of December 31, 200X was $334,051 and is 
presented in Exhibit V4. 

Adjusted Net Assets 

Another asset-based method is the adjusted net assets method. This method adjusts the book value of 
individual assets and liabilities, where necessary, to their fair market value. The excess of the adjusted 
assets over the adjusted liabilities is called the adjusted net assets. This method is often used as the base 
value of a business. I adjusted the Company’s assets and liabilities as indicated in Exhibit V4. The 
Company’s adjusted net assets as of December 31, 200X were $127,825 and are presented in Exhibit 
V4.  
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Since this approach does not adequately address the Company’s intangible assets, I did not use an asset-
based approach. 

Other Methods 

Excess Earnings  

Usually, intangible assets are not reported on the balance sheet unless purchased. One commonly used 
method to determine the existence and the estimated value of intangible assets is called the excess 
earnings method. The excess earnings method was developed by the U.S. Treasury Department in 1920 
in Appeals and Review Memorandum 34 (ARM 34). Its current version is found in Revenue Ruling 68-
609. The excess earnings method is commonly used in valuing small businesses and professional 
practices. The Internal Revenue Service suggests that it is to be used only when no better basis exists for 
separately estimating the value of the intangible assets. The excess earnings method is a hybrid of 
income and asset based approaches.  

 
The model for the excess earnings method computes the company’s equity value based on the 
“appraised” value of tangible assets plus an additional amount for intangible assets. In this case, the 
tangible assets of the Company are valued at “book” value, which is assumed to be a reasonable estimate 
of their “appraised” value.   A company’s tangible assets should provide a current return to the owner. 
Since there are risks associated with owning the company’s assets, the rate of return on those assets 
should be commensurate with the risks involved. Typically, that rate is the prevailing industry rate of 
return on assets (pre-tax income/total assets). Any returns produced by the company above the rate on 
tangible assets are considered to arise from intangible assets. These “excess earnings” are capitalized to 
estimate the value of the intangible assets.  
 
The capitalization rate used in the excess earnings method is derived from the capitalization rate used in 
the capitalization of benefits method by adjusting the rate for the different earnings base (pre-tax income 
vs. cash flow). The excess earnings capitalization rate equals pre-tax earnings divided by cash flow, then 
multiplied by the capitalization rate used in the capitalization of benefits method. A detailed explanation 
of this method is presented in Exhibit V5. Because the Company had negative or no excess earnings, 
this method was not used. 
  

Valuation Adjustments  

Non-Operating Items 
Certain items that are not necessary to the ongoing operations of the business enterprise may require 
special treatment. Non-operating items include non-operating assets or liabilities, and excess or deficient 
operating assets. 

·  Income approach 
o Controlling interest - the value of any non-operating items should be excluded from the 

computation of the value of operating entity then added or deleted to determine the value 
of the entire entity.  

o Non-controlling interest – the value of any non-operating items may or may not be used 
to adjust the value of the entire entity depending on the influence exercisable by the non-
controlling interest. 

·  Asset-based or cost approach – separate consideration of non-operating items is usually not 
necessary. 
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Control Premium and Minority Interest Discount 
The premium for control and the discount for minority interests are based on the premise that a 
controlling interest in a company is worth more than non-controlling (minority) interests. Therefore, the 
value of an entity is not allocated proportionately based on ownership interest percentages. For example, 
a 51 percent controlling interest in a company valued at $100,000 is worth more than $51,000 ($100,000 
x 51%). Conversely, a 49 percent minority interest in the same company is worth less than $49,000 
($100,000 x 49%). In this case, a premium for control or a discount for a minority interest is not 
applicable because the estimate of value is for a 100 percent interest in the Company as a single block.   
 
Lack of Marketability Discount 
Marketability deals with the liquidity of an ownership interest -- how quickly and easily it can be 
converted to cash (sold). Ownership interests in closely held companies are typically not readily 
marketable when compared to stocks of publicly held companies. Therefore, a share of stock in a 
privately held company is usually worth less than a comparable publicly held stock. If the value of a 
closely held interest is determined using guideline public company data, that value must be discounted 
for the lack of marketability. Capitalization rates derived from public company data can be adjusted to 
reflect lack of marketability through the use of specific company risk factors, making the application of 
a separate discount unnecessary. In this case, a discount for lack of marketability is not applicable 
because the guideline public company method was not used, and the capitalization rate was adjusted for 
specific company risk factors.   

Summary & Conclusions  

The objective of this valuation is to estimate the value of Sample Company, Inc. (total entity) as of 
December 31, 200X, for the purpose stated.  
 
In reaching my conclusion, I considered the approaches and methods discussed in this report. I found the 
Capitalization of Benefits (Cash Flow) method to be the most appropriate one for the reasons stated in 
that section of the report. This method produced a value of $264,734 which was rounded to the next 
thousand to reach the:   
 

Conclusion of Value for the Total Entity as of December 31, 200X 
 

$ 265,000 
 

or  
 

$265 per share 
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ENGAGEMENT EXHIBITS 

 
E1 – Statement of Assumptions and Limiting Conditions 
E2 – Sources of Information 
E3 – Certifications and Representations of David E. Coffman CPA/ABV, CVA 
E4 – Professional Qualifications of David E. Coffman CPA/ABV, CVA 
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E1 – Statement of Assumptions and Limiting Conditions 

 
This valuation is subject to the following assumptions and limiting conditions: 
 

1. The conclusion of value arrived at herein is valid only for the stated purpose as of the date of the 
valuation. 

2. Tax returns, financial statements and other related information provided by the Company or its 
representatives, in the course of this engagement, have been accepted without any verification as 
fully and correctly reflecting the enterprise’s business conditions and operating results for the 
respective periods, except as specifically noted herein. I have not audited, reviewed, or compiled 
the financial information provided to me and accordingly, I express no audit opinion or any other 
of assurance on this information. 

3. Public information, and industry and statistical information have been obtained from sources 
considered to be reliable. However, I make no representation as to the accuracy or completeness 
of such information and have performed no procedures to corroborate the information. 

4. The conclusion of value arrived at herein is based on the assumption that the current level of 
management expertise and effectiveness would continue to be maintained, and that the character 
and integrity of the enterprise through any sale, reorganization, exchange, or diminution of the 
owners’ participation would not be materially or significantly changed. 

5. This report and the conclusion of value arrived at herein are for the exclusive use of my client for 
the sole and specific purposes as noted herein. They may not be used for any other purpose or by 
any other party for any purpose. Furthermore the report and conclusion of value are not intended 
by the author and should not be construed by the reader to be investment advice in any manner 
whatsoever. The conclusion of value represents my considered opinion based on information 
furnished to me by the Company and other sources. 

6. Neither all nor any part of the contents of this report (especially the conclusion of value, the 
identity of any valuation specialist(s), or the firm with which such valuation specials are 
connected or any reference to any of their professional designations) should be disseminated to 
the public through advertising media, public relations, news media, sales media, mail, direct 
transmittal, or any other means of communication without my prior written consent and approval. 

7. Future services regarding the subject matter of this report, including, but not limited to testimony 
or attendance in court, shall not be required of me unless previous arrangements have been made 
in writing. 

8. I am not an environmental consultant or auditor, and I take no responsibility for any actual or 
potential environmental liabilities. Any person entitled to rely on this report, wishing to know 
whether such liabilities exist, or the scope and their effect on the value of the property, is 
encouraged to obtain a professional environmental assessment. I do not conduct or provide 
environmental assessments and have not performed one foe the subject property. 

9. I have not determined independently whether the Company is subject to neither any present or 
future liability relating to environmental matters (including, but not limited to 
CERCLA/Superfund liability) nor the scope of any such liabilities. My valuation takes no such 
liabilities into account, except as they have been reported to me by the Company or by an 
environmental consultant working for the Company, and then only to the extent that the liability 
was reported to me in an actual or estimated dollar amount. Such matters, if any, are noted in the 
report. To the extent such information has been reported to me, I have relied on it without 
verification and offer no warranty or representations as to its accuracy or completeness.   
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10. I have not made a specific compliance survey or analysis of the subject property to determine 
whether it is subject to, or in compliance with the American Disabilities Act, and this valuation 
does not consider the effect, if any, of noncompliance. 

11. No change of any item in this report shall be made by anyone other than me, and I shall have no 
responsibility for any such unauthorized change. 

12. Unless otherwise stated, no effort has been made to determine the possible effect, if any, on the 
subject business due to future Federal, state, or local legislation, including any environmental or 
ecological matters or interpretations thereof. 

13. I have conducted interviews with the current management of the Company concerning the past, 
present, and prospective operating results of the Company. 

14. Except as noted, I have relied on the representations of the owners, management, and other third 
parties concerning the value and useful condition of all equipment, real estate, investments used 
in the business, and any other assets or liabilities, except as specifically stated to the contrary in 
this report. I have not attempted to confirm whether or not all assets of the business are free and 
clear of liens and encumbrances or that the entity has good title to all assets.    

15. The “book” values of equipment, furniture and fixtures were considered to be reasonable 
estimates of their fair market value. No independent appraisals were obtained.  

16. The carrying values of inventories, trade receivables and payables were considered to be 
reasonable estimates of their fair market values.  

17. This valuation reflects facts and conditions existing at the valuation date. Subsequent events have 
not been considered, and I have no obligation to update my report for such events and conditions. 

18. David E. Coffman CPA/ABV, CVA, prepared this report. I have no present or contemplated 
future interest in the Company, no personal interest with respect to the parties involved, nor any 
other interest that might prevent me from performing an unbiased valuation. My compensation is 
not contingent on an action or event resulting from the analyses, opinions, or conclusions in, or 
use of, this report. 
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E2 – Sources of Information 

 
The following sources of information were used in performing the valuation engagement. 
 
Site Visit – I visited and toured the Company’s facilities on August 14, 200X. 
 
Management Interview – I interviewed Ben Sample, President  
 
Financial & Tax Information : 

·  Corporate tax returns for 200X, 200X, and 200X 
·  Various internal financial statements and reports 
·  Loan statements  

 
Industry Data 

·  Industry ratios 
o National Association of Realtors – Existing Home Sales 
o Sageworks Industry Data 
o 200X–200X Annual Statement Studies - Risk Management Associates 

·  Trade publications 
o Furniture Industry Business Outlook, Fall 200X – High Point Market Authority 

 
Rate of Return Data 

·  200X Duff & Phelps Risk Premium Report 
·  What Return Can the US Equity Market Generate – Eric Brandhorst 
·  Statistics of Income Bulletins – Internal Revenue Service 
·  Federal Reserve Statistical Release H.15 

 
Other Documents 

·  Restrictive share agreement 
·  Lease between the Company and Sample Company Real Estate LLC 
·  Valuation report from Harold Adams dated 12/14/200X 
·  Valuation report from Paul Bates dated July 11, 200X 
·  Articles of incorporation 
·  Minutes of Board of Directors Meetings 

o August 8, 200X 
o February 20, 200X 
o October 5, 200X 
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E3 – Certifications and Representations of David E. Coffman CPA/ABV, CVA 

 
I certify that to the best of my knowledge and belief: 
 

1. The analyses, opinions, and conclusion of value included in the valuation report are subject to 
the reported scope limitations, and the assumptions and limiting conditions specified in Exhibit 
E1, and they are the personal analyses, opinions, and conclusion of value of the valuation 
analyst. 

2. The economic and industry data included in the valuation report have been obtained from various 
printed or electronic reference sources that the valuation analyst believes to be reliable. The 
valuation analyst has not performed any corroborating procedures to substantiate that data. 

3. The valuation engagement was performed in accordance with the American Institute of Certified 
Public Accountants Statement on Standards for Valuation Services, the Professional Standards of 
the National Association of Certified Valuation Analysts, and the Uniform Standards of 
Professional Appraisal Practice.   

4. The parties to which the information and use of the valuation report is restricted are identified; 
the valuation report is not intended to be and should not be used by anyone other than such 
parties. 

5. The analyst’s compensation is fee-based and is not contingent on the outcome of the valuation. 
6. No one provided significant professional assistance to the person signing this report. 
7. I am in compliance with the American Institute of Certified Public Accountants Accredited in 

Business Valuation (ABV) and National Association of Certified Valuation Analysts (CVA) re-
certification requirements. 

8. I do not have any direct or indirect, present or contemplated future interest in the Company. 
9. Disclosure of the contents of this report is subject to the requirements of the National        

Association of Certified Valuation Analysts, and other professional organizations of which I am 
a member, related to review by their duly authorized representatives. 

 
 

 
 ______________________________ 
 David E. Coffman 
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FINANCIAL EXHIBITS 

Historical Financial Data: 
 F1 – Balance Sheets (Comparative, Common-size) 
 F2 – Income Statements (Comparative, Common-size) 
 F3 – Cash Flow Statements (Comparative)  
 
F4 – Ratio Analysis 
 
F5 – Adjustments to Earnings 
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Sample Company, Inc.
 Balance Sheets (Comparative Historical & Common-Si ze)

$ % $ % $ %
Current assets

Cash 300             0.0% 70,302         3.2% 4,326          0.2%
Accounts receivable 768,144      36.3% 622,847       28.3% 568,800      27.5%
Inventory 1,029,716   48.7% 1,061,515    48.3% 980,934      47.5%
Other current assets 15,619        0.7% 7,590           0.3% 4,239          0.2%

Total 1,813,779   85.7% 1,762,254    80.1% 1,558,299   75.4%

Net fixed assets
Fixed assets 1,217,208   57.5% 1,199,128    54.5% 1,106,497   53.6%
Less: Accumulated depreciation (915,165)     -43.2% (768,811)      -35.0% (599,992)     -29.1%

Total 302,043      14.3% 430,317       19.5% 506,505      24.5%

Other assets 370             0.0% 5,678           0.3% -              0.0%

Total assets 2,116,192   100.0% 2,198,249    99.9% 2,064,804   99.9%

Current liabilities
Accounts payable 649,970      30.7% 569,205       25.9% 458,208      22.2%
Current portion of LT debt 148,429      7.0% 163,390       7.4% 225,393      10.9%
Payroll liabilities 5,568          0.3% 7,610           0.3% 2,277          0.1%
Factor advance payable 456,309      21.6% 417,828       19.0% 379,517      18.4%

Total 1,260,276   59.6% 1,158,033    52.6% 1,065,395   51.6%

Long-term liabilities
Notes payable 418,750      19.8% 490,849       22.3% 442,003      21.4%

Equity
Common stock 1,000          0.0% 1,000           0.0% 1,000          0.0%
Paid-in capital -              0.0% -               0.0% -              0.0%
Beginning retained earnings 548,367      25.9% 556,405       25.3% 799,529      38.7%
Net income (72,361)       -3.4% 18,782         0.9% (45,178)       -2.2%
Distributions (39,840)       -1.9% (26,820)        -1.2% (197,945)     -9.6%
Ending retained earnings 436,166      20.6% 548,367       24.9% 556,406      26.9%

Total 437,166      20.7% 549,367       25.0% 557,406      27.0%

Total liabilities & equity 2,116,192   100.1% 2,198,249    99.9% 2,064,804   100.0%

20042006 2005
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Sample Company, Inc.
Income Statements (Comparative Historical & Common- Size) 

$ % $ % $ %
Sales 5,789,575 100.0% 5,882,351 100.0% 5,667,468 100.0%
Cost of sales 4,026,763 69.6% 4,121,550 70.1% 3,963,304  69.9%
Gross Profit 1,762,812 30.4% 1,760,801 29.9% 1,704,164 30.1%

Labor/Payroll
Officers' compensation 183,961 3.2% 211,052 3.6% 205,503 3.6%
Officers' life insurance 13,884 0.2% 8,330 0.1% 11,107 0.2%
Other salaries & wages 146,861 2.5% 96,888 1.6% 120,793 2.1%
Payroll taxes 29,675 0.5% 28,154 0.5% 28,201 0.5%
Employee appreciation 1,694 0.0% 5,605 0.1% 8,774 0.2%
Employee benefits 39,889 0.7% 30,966 0.5% 38,028 0.7%

Total 415,964 6.4% 380,995 5.8% 412,406 6.4%
Occupancy
Rent 46,034 0.8% 41,987 0.7% 41,538 0.7%
Utilities & telephone 19,788 0.3% 18,983 0.3% 20,650 0.4%
Property taxes 0 0.0% 0 0.0% 0 0.0%

Total 65,822 1.1% 60,970 1.0% 62,188 1.1%
Operations
Vehicle expenses 5,111 0.1% 11,983 0.2% 13,146 0.2%
Bank charges 2,061 0.0% 2,094 0.0% 2,261 0.0%
Bad debts 62,727 1.1% 0 0.0% 111,828 2.0%
Computer support 14,376 0.2% 18,453 0.3% 23,341 0.4%
Insurance 2,047 0.0% 2,425 0.0% 1,088 0.0%
Product development 20,624 0.4% 27,058 0.5% 36,545 0.6%
Factor commissions 51,125 0.9% 52,509 0.9% 44,507 0.8%

Total 158,071 2.7% 114,522 1.9% 232,716 4.0%
Sales/Marketing
Advertising & promotion 619 0.0% 7,167 0.1% 17,952 0.3%
Sales commissions 908,458 15.7% 969,074 16.5% 858,859 15.2%

Total 909,077 15.7% 976,241 16.6% 876,811 15.5%
General & Administrative
Interest expense 88,664 1.5% 76,600 1.3% 43,534 0.8%
Professional fees 71,809 1.2% 32,131 0.5% 29,091 0.5%
Office expenses 20,443 0.4% 19,481 0.3% 25,360 0.4%
Miscellaneous 3,990 0.1% 464 0.0% 626 0.0%
Dues & subscriptions 2,713 0.0% 2,556 0.0% 3,335 0.1%
Charitable contributions 930 0.0% 250 0.0% 0 0.0%
Travel & entertainment 41,448 0.7% 19,081 0.3% 16,669 0.3%
Other 0 0.0% 0 0.0% 0 0.0%

Total 229,997 3.9% 150,563 2.4% 118,615 2.1%
Non-Cash
Amortization 0 0.0% 0 0.0% 0 0.0%
Depreciation 56,242 1.0% 58,728 1.0% 59,378 1.0%

Total 56,242 1.0% 58,728 1.0% 59,378 1.0%

   Total expenses 1,835,173 31.7% 1,742,019 29.6% 1,762,114 31.1%

Operating Income (72,361) -1.2% 18,782 0.3% (57,950) -1.0%

Non-Operating Items 
Insurance proceeds 0 0.0% 0 0.0% 10,000 0.2%
Gain on sale of assets 0 0.0% 0 0.0% 2,490 0.0%
Interest income 0 0.0% 0 0.0% 282 0.0%

Pre-Tax Earnings (72,361) -1.2% 18,782 0.3% (45,178) -0.8%

2006 2005 2004
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Sample Company, Inc.
Cash Flow Statements (Comparative Historical)

2006 2005 2004
Operating Cash Flow

Earnings before taxes (72,361) 18,782 (45,178)

Non-cash items
Amortization 0 0 0
Depreciation 144,502 166,013 169,378

Change in:
Accounts receivable (145,297) (54,047) 104,567
Inventory 31,799 (80,581) (207,467)
Accounts payable 80,765 110,997 156,563
Other current assets (8,029) (3,351) 3,621
Other current liabilities 36,439 43,644 163,524

Operating Cash Flow 67,818 201,457 345,008

Net Cash Flow to Equity
Operating cash flow 67,818 201,457 345,008
Net change in LT debt (87,060) (13,157) (373)
Less: Capital expenditures (16,228) (89,825) (214,875)

(35,470) 98,475 129,760
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F4 – Ratio Analysis 
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      Sample Company, Inc. 
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INDUSTRY SCORECARD 

    

Financial Indicator  Current Period Industry Range  
Distance from 

Industry

Current Ratio  1.44 1.60 to 2.60 -10.00%
= Total Current Assets / Total Current Liabilities  

 
Explanation:   Generally, this metric measures the overall liquidity position of a company.  It is certainly not a perfect barometer, but 
it is a good one.  Watch for big decreases in this number over time.  Make sure the accounts listed in "current assets" are collectible.

Quick Ratio  0.61 0.90 to 1.60 -32.22%
= (Cash + Accounts Receivable) / Total Current Liabilities  

 
Explanation:   This is another good indicator of liquidity, although by itself, it is not a perfect one.  If there are receivable accounts 
included in the numerator, they should be collectible.  Look at the length of time the company has to pay the amount listed in the 
denominator (current liabilities). 

Inventory Days  93.34 Days 40.00 to 70.00 Days -33.34%
= (Inventory / COGS) * 365  

 
Explanation:   This metric shows how much inventory (in days) is on hand.  It indicates how quickly a company can respond to 
market and/or product changes.  Not all companies have inventory for this metric. 

Accounts Receivable Days  48.43 Days 20.00 to 50.00 Days 0.00%
= (Accounts Receivable / Sales) * 365  

 
Explanation:   This number reflects the average length of time between credit sales and payment receipts.  It is crucial to 
maintaining positive liquidity. 

Accounts Payable Days  58.92 Days 20.00 to 50.00 Days -17.84%
= (Accounts Payable / COGS) * 365  

 
Explanation:   This ratio shows the average number of days that lapse between the purchase of material and labor, and payment 
for them.  It is a rough measure of how timely a company is in meeting payment obligations. 

Gross Profit Margin  30.45% 25.00% to 41.00% 0.00%
= Gross Profit / Sales  

 
Explanation:   This number indicates the percentage of sales revenue that is paid out in direct costs (costs of sales).  It is an 
important statistic that can be used in business planning because it indicates how many cents of gross profit can be generated by 
future sales. 

Net Profit Margin  -1.25% 2.00% to 8.00% -162.50%
= Adjusted Net Profit before Taxes / Sales  

 
Explanation:   This is an important metric.  In fact, over time, it is one of the more important barometers that we look at.  It measures 
how many cents of profit the company is generating for every dollar it sells.  Track it carefully against industry competitors.  This is a 
very important number in preparing forecasts. 
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Interest Coverage Ratio  0.82 2.00 to 12.00 -59.00%
= EBITDA / Interest Expense  

 
Explanation:   This ratio measures a company's ability to service debt payments from operating cash flow (EBITDA).  An increasing 
ratio is a good indicator of improving credit quality. 

Debt-to-Equity Ratio  3.84 0.90 to 2.00 -92.00%
= Total Liabilities / Total Equity  

 
Explanation:   This Balance Sheet leverage ratio indicates the composition of a company’s total capitalization -- the balance 
between money or assets owed versus the money or assets owned.  Generally, creditors prefer a lower ratio to decrease financial 
risk while investors prefer a higher ratio to realize the return benefits of financial leverage. 

Debt Leverage Ratio  23.14 N/A N/A
= Total Liabilities / EBITDA  

 
Explanation:   This ratio measures a company's ability to repay debt obligations from annualized operating cash flow (EBITDA). 

Return on Equity  -16.55% 8.00% to 20.00% -306.88%
= Net Income / Total Equity  

 
Explanation:   This measure shows how much profit is being returned on the shareholders' equity each year.  It is a vital statistic 
from the perspective of equity holders in a company. 

Return on Assets  -3.42% 6.00% to 10.00% -157.00%
= Net Income / Total Assets  

 
Explanation:   This calculation measures the company's ability to use its assets to create profits.  Basically, ROA indicates how 
many cents of profit each dollar of asset is producing per year.  It is quite important since managers can only be evaluated by 
looking at how they use the assets available to them. 

Fixed Asset Turnover  4.76 5.00 to 14.00 -4.80%
= Sales / Gross Fixed Assets  

 
Explanation:   This asset management ratio shows the multiple of annualized sales that each dollar of gross fixed assets is 
producing.  This indicator measures how well fixed assets are "throwing off" sales and is very important to businesses that require 
significant investments in such assets.  Readers should not emphasize this metric when looking at companies that do not possess 
or require significant gross fixed assets. 

Z-Score  3.23 1.23 to 2.90 +11.38%
= 0.717X1 + 0.847X2 + 3.107X3 + 0.42X4 + 0.998X5 
X1 = (Current Assets - Current Liabilities) / Total Assets 
X2 = Retained Earnings / Total Assets 
X3 = EBIT / Total Assets 
X4 = Total Equity / Total Liabilities 
X5 = Sales / Total Assets 

 

 
Explanation:   The Z-Score is a ratio which measures the overall health of a business.  In some cases, it can be used as an early 
predictor of a business's probability of bankruptcy in the next year.  How to interpret the Z-Score: a score of 2.90 or above implies a 
low risk of bankruptcy; a score between 1.23 and 2.90 is an average risk; a score of 1.23 or lower signals a high risk of bankruptcy. 

 
NOTE: Exceptions are sometimes applied when calculating the Financial Indicators.  Generally, this occurs when the inputs used to calculate the ratios 
are zero and/or negative. 
 
READER: Financial analysis is not a science; it is about interpretation and evaluation of financial events.  Therefore, some judgment will always be part 
of our reports and analyses.  Before making any financial decision, always consult an experienced and knowledgeable professional (accountant, 
banker, financial planner, attorney, etc.). 
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Sample Company, Inc.
Adjustments to Earnings

2006 2005 2004

Adjusted Pre-Tax Earnings

Pre-tax earnings (72,361) 18,782 (45,178)

Non-recurring expenses
Professional fees over 0.5 % of sales 42,861             0 0
Travel & entertainment over 0.3% of sales 24,079             0 0

Adjusted Pre-Tax Earnings (5,421)             18,782          (45,178)          

Adjusted Cash Flow to Equity

Cash flow to equity (35,470) 98,475 129,760

Non-recurring expenses
Professional fees over 0.5 % of sales 42,861             0 0
Travel & entertainment over 0.3% of sales 24,079             0 0

Adjusted Pre-Tax Earnings 31,470             98,475          129,760         
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VALUATION EXHIBITS 

 
V1 – Capitalization Rate 
V2 – Specific Company Risk Factors 
 Internal 
 External 
V3 – Capitalization of Benefits 
V4 – Adjusted Net Assets 
V5 – Excess Earnings  
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Sample Company, Inc.
Capitalization Rate - Build-Up Method

Risk-free Rate
Date Rate

U.S. Treasury 20-year bond yield 12/31/0X 5.0%

Equity Risk Premium 

Size category Size Premium
Market value of equity $105 mil. 13.8%
Book value of equity $59 mil. 12.5%
5-year average net income $3 mil. 13.3%
Market value of invested capital $123 mil. 13.5%
Total assets $104 mil. 12.8%
5-year average EBITDA $12 mil. 13.0%
Sales $91 mil. 12.3%
Number of employees 172 12.7%

Average 13.0%

Less: Sustainable growth rate 3.7%

Equity risk premium (non-compounded, no growth factor) 9.3%

Capitalization Rate

Risk-free rate 5.0%
Equity risk premium 9.3%
After-tax rate of return 14.3%
Inverse of assumed tax rate (1 - 32.5%) 67.5%
Pre-tax rate of return 21.2%
Specific company risk factors (from Exhibit V2):

Internal 6.2%
External 5.3%

Capitalization rate 32.7%

Notes

4) Assumed tax rate = federal rate of 27.5% plus state rate of 5.0% 

1) Equity risk premium data from 200X Duff & Phelps Risk Premium Report -    
Smoothed avearge equity risk premium over risk-free rate 

2) EBITDA = Earnings before interest, taxes, depreciation and amortization
3) Sustainable growth rate from study of broad U.S. equity market from 1929 to 2004 - 
Real after-tax corporate profits compounded growth rate
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Sample Company, Inc.

Company (Internal) Risk Factors

Weight
Management

Reliance on key people 1.0 1 1.0
Age and health 1.0 1 1.0
Succession plan 1.5 1 1.5
Management skill level 1.0 1 1.0
Strategic direction 1.0 1 1.0
Ability and willingness to change 0.5 1 0.5
Financial controls 1.0 1 1.0
Organizational structure 1.0 1 1.0
Years in business 1.5 1 1.5
Records - quality and history 1.0 1 1.0
Business systems and procedures 1.0 1 1.0
     Total 11 11.5
     Weighted average 1.0

Workforce
Turnover 1.0 1 1.0
Reliance on key people 1.0 1 1.0
Workforce capacity 1.0 1 1.0
Availability of new hires 1.0 1 1.0
Cost to recruit, hire and train 1.0 1 1.0
Work environment 1.0 1 1.0
Workplace safety 1.5 1 1.5
Productivity 1.0 1 1.0
     Total 8 8.5
     Weighted average 1.1

Marketing
Market trends 2.0 1 2.0
Marketing strategy 1.5 1 1.5
Competition 1.5 1 1.5
Location 1.0 1 1.0
Customer focus 1.0 1 1.0
Customer retention 1.0 1 1.0
Product differentation 1.0 1 1.0
Cost to acquire new customers 1.0 1 1.0
Reputation 1.0 1 1.0
Reliance on key people 1.0 1 1.0
Reliance on few customers 1.0 1 1.0
Marketing system 1.0 1 1.0
Growth potential 1.0 1 1.0
     Total 13 15.0
     Weighted average 1.2

Operations
Condition of facilities 1.0 1 1.0
Capacity of facilities 1.0 1 1.0
Cost to add capacity 1.0 1 1.0
Supply chain 1.0 1 1.0
Distribution channels 1.0 1 1.0
Environmental impact 1.0 1 1.0
Technological requirements 1.0 1 1.0
Information systems 1.0 1 1.0
Operational systems and procedures 1.0 1 1.0
     Total 9 9.0
     Weighted average 1.0

Financial
Liquidity 2.5 1 2.5
Profits & profit margin 2.0 1 2.0
Sales trend 1.0 1 1.0
Borrowing 2.0 1 2.0
Assets 2.0 1 2.0
     Total 5 9.5
     Weighted average 1.9

Company risk - total 6.2

 0.0 = low, 0.5 = below average, 1.0 = average, 1.5 = above average, 2.0 = high, 2.5 = major.  

Specific Company Risk Factors

Risk 
factor*

Weighted 
risk

Risk factor

33



���������	

Sample Company, Inc.

Industry (External) Risk Factors

Weight
Threat of new entrants

Cost to enter 1.0 1 1.0
Product differentation 1.0 1 1.0
Economies of scale 1.0 1 1.0
Cost for customer to switch 1.5 1 1.5
Access to distribution channels 1.0 1 1.0
Proprietary product or process 1.0 1 1.0
Access to suppliers 1.0 1 1.0
Technological requirements 1.0 1 1.0
Environmental impact 1.0 1 1.0
Exposure to liability 1.0 1 1.0
Government policies or regulations 1.0 1 1.0
Retaliation by imcumbents 1.5 1 1.5
Industry profitability 0.5 1 0.5
Cross industry advantages 1.0 1 1.0
     Total 14 14.5
     Weighted average 1.0

Bargaining power of suppliers
Relative importance of supplier 1.0 1 1.0
Costs to switch suppliers 1.0 1 1.0
Product differentation 1.0 1 1.0
Direct to consumer 1.0 1 1.0
Importance of product 1.0 1 1.0
Relative importance of buyers 1.0 1 1.0
Availibility of substitutes 1.0 1 1.0
     Total 7 7.0
     Weighted average 1.0

Bargaining power of customers
Number and concentration 1.0 1 1.0
Cost for customer to switch 1.0 1 1.0
Product differentation 1.0 1 1.0
Direct from supplier 1.0 1 1.0
Product importance 1.0 1 1.0
Industry profitability 1.0 1 1.0
Customer knowledge 1.0 1 1.0
Availability of substitutes 1.5 1 1.5
     Total 8 8.5
     Weighted average 1.1

Rivalry
Industry growth rate 1.5 1 1.5
Industry cost structure 1.5 1 1.5
Product lifespan 1.0 1 1.0
Costs to add capacity 1.0 1 1.0
Product storage or carrying costs 1.0 1 1.0
Product differentation 1.0 1 1.0
Costs for customer to switch 1.5 1 1.5
Cost to exit industry 1.0 1 1.0
Differing view of market 1.0 1 1.0
Number of competitors 1.5 1 1.5
Distribution of market share 1.5 1 1.5
     Total 11 13.5
     Weighted average 1.2

Threat of substitution
Availibity of substitutes 1.0 1 1.0
     Total 1 1.0
     Weighted average 1.0

Industry risk - total 5.3

0.0 = low, 0.5 = below average, 1.0 = average, 1.5 = above average, 2.0 = high, 2.5 = major.  
Risk factor

Specific Company Risk Factors

Risk 
factor

Weighted 
risk
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Sample Company, Inc.
Capitalization of Benefits (Cash Flow) Method

Adjusted Cash Flow to Equity
$ Weight Weighted

2006 31,470 1 31,470
2005 98,475 1 98,475
2004 129,760 1 129,760

Total 259,705
Weighted average 86,568

Capitalization Rate � 32.7%

Value of operating net assets 264,734   

Add:
Non-operating assets 0

Value of total entity 264,734   
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Sample Company, Inc.
Adjusted Net Assets

Book value

Current assets
Cash 14,699        14,699
Accounts receivable 670,181      a (54,626)          615,555
Inventory 990,586      b (457)               990,129
Other current assets 20,240        20,240

Total 1,695,706   (55,083)          1,640,623     

Net fixed assets
Fixed assets 1,219,708   1,219,708
Less: Accumulated depreciation (978,960)     (978,960)

Total 240,748      0 240,748        

Other assets 0 0

Total assets 1,936,454   (55,083)          1,881,371     

Current liabilities
Accounts payable 662,456      c 2,300             664,756
Current portion of LT debt 148,429      148,429
Sales commissions payable 88,454        d 93,093           181,547
OSHA fine payable e 55,750           55,750
Payroll liabilities 4,597          4,597
Factor advance payable 458,715      458,715

Total 1,362,651   151,143         1,513,794     

Long-term liabilities
Notes payable 239,752      239,752

Total liabilities 1,602,403 151,143         1,753,546

Net assets 334,051 (206,226)        127,825

Adjustment
a - Adjust to A/R aging report less 54,000 estimated bad debts
b - Adjust to end of month inventory report
c - Adjust to A/P open item report
d - Adjust for July commissions based on total payable supplied by client
e - Record OSHA fine payable

12/31/0X
FMV 

Adjustments
Fair market 

value
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Sample Company, Inc.

Total Assets

$
Selected 
Weight

Weighted 
Amount

12/31/06 2,116,192 1 2,116,192
12/31/05 2,198,249 1 2,198,249
12/31/04 2,064,804 1 2,064,804

Total 6,379,245 3 6,379,245

Weighted average 2,126,415

Industry Return on Assets (RMA - NAICS # 314999)
2006 5.9
2005 5.6
2004 4.8

Total 16.3
Average 5.4

Adjusted Pre-Tax Earnings 

$
Selected 
Weight

Weighted 
Amount

2006 (5,421) 1 (5,421)
2005 18,782 1 18,782
2004 (45,178) 1 (45,178)

Total (31,817) 3 (31,817)

Weighted average (10,606)

Capitalization Rate
Capitalization rate 32.7%
Cash flow 86,568
Pre-tax earnings (10,606)
Excess earnings rate 0.0% (Pre-tax earnings/cash flow) x build-up rate

Excess Earnings Method 

2,126,415
x 5.4%
= 114,826

(10,606)
(125,432)

� 0.0%
= 0

+ 127,825

= 127,825

Excess Earnings Method

Total assets
Industry return
Expected earnings

Plus: Value of tangible net assets

Total entity value

Pre-tax earnings
Excess earnings (pre-tax less expected)
Capitalization rate
Value of intangible assets
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