MCM | WEALTH

MCM BUSINESS EXITING | LEGACY PLANNING
\ / WEALTH MANAGEMENT

A Comprehensive Guide to
Valuing @ Small Business

Key Takeaways:

e Many paths to value: The best
valuation method depends on your
unique business and needs.

e Future earnings matter: Don't just
look at what you own, consider what
you'll earn.

e Check the market: See what similar
businesses are worth for a reality check.

o Get expert help: Valuation is tricky,
professionals can ensure accuracy.

e It's an art and a science: Valuation
blends objective data with subjective
judgments about the future.

While the terms "business valuation” and
"business appraisal” are often used
interchangeably, there are subtle yet
important distinctions between the two.
Understanding these differences can help you

determine the appropriate service for your
needs.

Scope: A business valuation typically
provides a comprehensive assessment of the
entire business, considering both tangible and
intangible assets, financial performance,
market conditions, and future growth
potential. An appraisal, on the other hand,
often focuses on a specific aspect of the
business, such as its tangible assets, real
estate, or inventory.

Purpose: Business valuations are commonly
used for strategic decision-making, such as
mergers and acquisitions, raising capital,
partnership disputes, or estate planning.
Appraisals are often used for more specific
purposes like securing a loan, insurance
claims, or tax assessments.
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Methodology: Valuations employ a wider
range of methods, including income-based
approaches, market-based comparisons, and
asset-based valuations. Appraisals often rely
on more direct methods, such as comparing
the subject asset to recent sales of similar
assets or using cost-based approaches to
determine replacement value.

Legal Standing: Business valuations
generally hold more weight in legal and
financial contexts due to their comprehensive
nature and adherence to professional
standards. Appraisals may have limited legal
standing and are often used for internal
planning or negotiation purposes.

Now, let's delve into the primary methods
used to value a small, private business.

Asset-based valuation focuses on the
underlying net asset value of the business.
This method calculates the difference
between the fair market value of the
company's assets and its liabilities.

Pros:

e Simple and straightforward: This
method is relatively easy to understand
and implement, especially for businesses
with tangible assets.

e Provides a baseline value: It offers a
minimum value the business is likely to
be worth, even in a worst-case scenario.

Cons:

e Ignores future earnings potential: This
method doesn't account for the business's
ability to generate future profits, which is
a critical aspect of valuation.

e Difficulty in valuing intangible assets:
Accurately valuing intangible assets like
brand reputation, intellectual property,
and customer relationships can be
challenging.
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Variations of Asset-Based Valuation:

Going Concern Value: This assumes the
business will continue operating and values
assets based on their current use within the
company.

Liquidation Value: This estimates the net
cash the business would receive if its assets
were sold and liabilities paid off today,
typically in a distress situation.

Income-based valuation methods determine
the business's worth based on its ability to
generate income. These methods typically
involve capitalizing or discounting future
earnings or cash flows.

Seller's Discretionary Earnings (SDE):

SDE is a common method for valuing small
businesses, particularly those with owner-
operators. It starts with net income and adds
back non-essential expenses, such as owner's
salary, benefits, and discretionary spending,
to arrive at a more accurate picture of the
business's true earning power.

Pros:

e Relevant for owner-operated busi-
nesses: It provides a realistic assessment
of profitability for businesses where the
owner plays a significant role.

e Relatively simple to calculate: SDE is
easier to determine than some other
income-based methods.

Cons:

e May not be suitable for larger busi-
nesses: As businesses grow and become
less reliant on the owner, SDE becomes
less relevant.

e Subjectivity in add-backs: Determining
which expenses to add back can be
subjective and vary between valuations.
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Discounted Cash Flow (DCF)

DCF analysis is a cornerstone of business
valuation, especially for established
companies with a proven track record. This
method projects future cash flows generated
by the business and discounts them back to
their present value using a discount rate that
reflects the investment's risk. This approach
recognizes that a dollar earned in the future is
worth less than a dollar today due to factors
like inflation and the opportunity cost of
capital.

Pros:

e Considers future growth potential:
DCF accounts for the time value of
money and the business's projected
growth trajectory.

e Comprehensive and theoretically
sound: It's a widely accepted valuation
method, especially for larger or high-
growth businesses.

e Flexibility: DCF allows for adjustments
to reflect different scenarios and
assumptions about the future of the
business.

Cons:

e Relies on assumptions: The accuracy of
DCF analysis depends heavily on the
accuracy of future cash flow projections
and the chosen discount rate.

e Complex and time-consuming: DCF
can be challenging to implement and
requires significant financial expertise.

Capitalization of Earnings

This method divides the company's
normalized net operating income or cash
flow by a capitalization rate, which reflects
the required rate of return for an investment
in the business.

Pros:

e Simple and easy to understand: It's a
straightforward method that requires
fewer inputs than DCF analysis.
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e Useful for stable businesses: This
method is suitable for businesses with a
consistent  earnings  history  and
predictable future performance.

Cons:

e Doesn't account for growth: This
method doesn't explicitly consider the
business's future growth prospects.

e Sensitivity to the capitalization rate:
The chosen capitalization rate can
significantly impact the valuation.

Market-based valuation compares the
business to similar companies that have
recently been sold or are publicly traded. This
method utilizes multiples, such as price-to-
earnings (P/E), price-to-sales (P/S), or
enterprise value-to-EBITDA (EV/EBITDA),
to determine a comparable valuation.

Pros:

e Reflects market conditions: It incorp-
orates current market sentiment and
transaction data for  comparable
businesses.

e Provides a benchmark for negotiation:
Market-based valuations offer a reference
point for buyers and sellers during
negotiations.

Cons:

e Finding truly comparable companies
can be difficult: Identifying perfect
matches for size, industry, growth
prospects, and financial performance can
be challenging.

e Market data may be limited or
unavailable: Access to transaction data
for private companies can be restricted.

Variations of Market-Based Valuation:

Direct Comparison: This involves finding a
very similar business that has recently been
sold and applying its valuation multiple to the
subject company.
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Industry Averages: This uses average
multiples from publicly traded companies or
industry databases to estimate the business's
value.

Rules of thumb provide quick and easy
estimates of business value based on
industry-specific metrics. These rules often
involve multiplying revenue, earnings, or
some other key performance indicator by a
predetermined factor.

Pros:

e Quick and easy to use: Rules of thumb
offer a fast and readily available estimate
of value.

e Useful for initial screening: They can be
helpful in the early stages of valuation or
for ballpark estimations.

Cons:

e Oversimplified and inaccurate: Rules
of thumb lack the precision of other
valuation methods and may not reflect the
unique characteristics of the business.

e Not suitable for formal valuations:
They shouldn't be used as the sole basis
for making significant  financial
decisions.

The cost of a business valuation can vary
significantly depending on several factors,
including:

e Complexity of the business: Larger,
more complex businesses with diverse
operations and intangible assets will
generally cost more to value.

e Purpose of the valuation: A valuation
for a transaction like a sale or acquisition
will typically be more expensive than one
for internal planning purposes.

e Valuation method used: More complex
methods like DCF analysis require more
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time and expertise, leading to higher
costs.

e Experience and qualifications of the
provider: Certified valuation profess-
sionals with extensive experience
typically charge higher fees.

Selecting the right valuation provider is
crucial for obtaining an accurate and reliable
assessment. Consider the following factors:

e Credentials and experience: Look for
providers with relevant professional
certifications (e.g., ASA, CFA, CBA) and
experience valuing businesses similar to
yours.

e Industry expertise: Choose a provider
with a deep understanding of your
industry and its specific valuation drivers.

e Independence and objectivity: Ensure
the provider has no conflicts of interest
and can provide an unbiased opinion of
value.

e Communication and reporting: Select
a provider who can clearly explain the
valuation process and deliver a
comprehensive report that meets your
needs.

e Fees and cost structure: Obtain clear
and detailed information about the
provider's fees and payment terms
upfront.

The most appropriate valuation method
depends on several factors, including:

e Purpose of the valuation: The reason for
valuing the business (e.g., sale, acquisi-
tion, financing) will influence the chosen
method.

e Industry and business characteristics:
The nature of the business, its industry,
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and its stage of development will impact
the suitability of different methods.

e Availability of data: The availability of
reliable financial data and market
information will restrict the choice of
methods.

e Desired level of accuracy: The required
level of precision will determine the
complexity and sophistication of the
valuation approach.

Valuing a small, private business is a multi-
faceted process that requires a thorough
understanding of the company's financial
performance, industry dynamics, and future
prospects. By carefully considering the
strengths and weaknesses of each valuation
method and selecting the most appropriate
approach, business owners can obtain a
reliable estimate of their company's worth.
It's crucial to remember that valuation is not
an exact science, and professional advice

BUSINESS EXITING | LEGACY PLANNING
WEALTH MANAGEMENT

YEARS

from qualified professionals is often
recommended to ensure an accurate and
objective assessment.

Ultimately, the value of a business is not
merely a number on a balance sheet; it's a
reflection of its past achievements, present
performance, and future potential. By
understanding the intricacies of business
valuation, entrepreneurs can make informed
decisions that drive growth, maximize value,
and secure a prosperous future for their
companies.

Disclaimer: This article is intended for
informational purposes only and should not
be construed as legal or financial advice. It is
imperative to consult with qualified
professionals to address your specific needs
and circumstances.




