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Concepts

• Definition: What is business valuation and what are the key inputs?

• The “Why”: The purpose of the valuation determines which standard of 
value is used.

• The “How”: Different valuation approaches and methods exist, and 
selection of one (or multiple) depends on company characteristics.

• Valuation discounts at a glance 

• Key valuation drivers



Business Valuation Defined

• Art and a science (objective methods, subjective judgments)

• Value of a business is typically considered to be the present value of the 
future benefits to be received from the business, discounted for risks to 
achieving those benefits

• Future benefits = future cash flows
• Future sale of ownership interest (or recapitalization)
• Periodic distributions from business
• Owner’s discretionary cashflows (for controlling ownership interest in 

a small business)

• Present value – calculated using discount rate which takes into account 
risk factors and expected growth



Business Valuation Defined (continued)

• Risks to achieving future cash flows
• Typically captured in the discount rate – higher rate = higher risk
• Economic outlook uncertainties
• Competitive environment in industry
• Declining demand/technical obsolescence
• Regulatory risks
• Company-specific risks:

• High degree of leverage
• In a declining industry
• Management concentration
• Labor scarcity or disputes
• Customer concentrations
• Sole supplier situations



Example – Risk Factors

• Which company carries greater risk?• Which company carries greater risk?

• 4M Orthodontic Solvents

• From industry reporting: “New technology poses a 
significant threat to the industry, as do-it-yourself 
dental products such as SmileDirectClub and 
Invisalign offer consumers teeth aligner kits they 
can order and use at home, without visiting an 
orthodontist.  As the technology improves, it will 
become more difficult for industry supply 
companies to compete with more affordable and 
convenient options.”

• Sedona HVAC 
• From industry reporting: “Significant long-term 

growth is projected for the industry due to factors 
including population expansion, greater climate 
extremes, and strong commercial and residential 
construction trends.” 



Standard of Value – Determined by the Valuation Purpose 
(the “Why”)

• Fair Market Value: IRS Revenue Ruling 59-60
• Used in all federal tax matters (gift, estate, inheritance, and income tax)

• Fair Value: Statutory definition
• Can vary by state or jurisdiction, typically used in shareholder disputes

• Investment Value: Value to a specific buyer
• Strategic value to a specific investor based on individual investment objectives and expectations
• All other things being equal, a business may be worth more to another industry participant or 

investment company than to a hypothetical willing buyer because of:
• Cost efficiencies to be gained (eliminating redundant costs, finding synergies)

• Vertical integration

• Potential for cross-selling

• Strategic market expansion – new geography or product/service

• Other reasons

• Often seen in private equity roll-ups 



Standards of Value – Hypothetical Illustration



Valuation Approaches (the “How”)

• Three Primary Approaches:
• Asset Approach
• Market Approach
• Income Approach
 



Asset Approach – Focus on Balance Sheet

• Values a business based on the value of its net assets 
(assets less liabilities)

• Typically used for asset-heavy companies or liquidation 
scenarios

• Not typically most suitable for profitable going concerns
 



Example - Asset Approach

 



Market Approach – Comparison to Other Transactions 

• Methods: 
• Public company guideline method

• Uses publicly available information for comparison

• Private company transactions
• Uses information as reported in databases such as BIZCOMPS and DealStats

• Relies on available data from comparable companies and transactions

• Requires industry knowledge and judgment
 



Example – Guideline Public Company Method

• Challenge: How comparable are the 
public companies being used?



Example – Private Company Transactions Method



Income Approach – Expected Cash Flows from Investment  

• Derives value of business based on expected future benefit stream

• Useful for valuation of small businesses as:

       1.  asset methods often do not reflect earnings potential 

       2. sufficient information often is not available for use of market methods

• Two methods:
• Capitalization of Earnings: Stable businesses with predictable earnings 

and mature growth rate
• Discounted Cash Flow (DCF): Significant growth or change expected in 

earnings stream

• Key inputs: Cash flows and discount rate



Income Approach – Key Input #1: Cash Flows

• Analysis of earnings for trends and potential normalization 
adjustments required

• Normalizing adjustments
• Changes made to a company’s financial statements to present a clearer picture 

of its true economic performance
• Purpose is to reflect operations as if company was professionally managed and 

to remove any non-recurring, non-operating, or owner-specific items that 
distort the sustainable earnings stream

• Use of the income and market approaches requires a normalized earnings 
stream

• Company’s net assets (balance sheet) are also reviewed for potential 
normalizing adjustments

 



Income Approach – Key Input #1: Cash Flows

Common income statement 
adjustments:

• Non-operating income (investment 
income, gain/loss on sale of assets, 
PPP loan forgiveness, etc.)

• Non-recurring expenses (one-time 
litigation costs, losses from one-time 
write-downs, etc.)

• Accounting method differences (ex. 
accelerated tax depreciation used for 
book purposes, tax inventory 
adjustments)

• Discretionary expenses (charitable 
contributions, personal auto 
expenses, etc.)

• Related party rents (could be above or 
below market)

• Owner compensation and benefits 
(could be above or below market)

• Income taxes – tax affect earnings and 
consider tax impacts of other 
adjustments

Common balance sheet adjustments:
• Non-operating assets or liabilities 

(excess working capital, personal use 
assets, loans to fund treasury stock 
purchases, etc.)

• Intangibles (goodwill from previous 
transactions, etc.)

• Inventory – write off any obsolete or 
unsalable inventory, adjust to 
replacement cost if reported at 
different value

• Fixed assets – adjust to fair market 
values

• Income taxes – recognize tax 
impacts for projected capital gains in 
assets held



Example – Normalizing Adjustments



Income Approach – Key Input #2: Discount Rate

• Key Input: Discount rate

• Commonly used approach to develop the appropriate 
discount rate: Build-up method

• Applicable discount rate is composed of identifiable risk 
factors

• Risk-free rate: US government debt (long-term treasury 
bonds)

• Equity risk premium: extra return required for investment in 
equities vs. risk-free investments

• Size premium: extra return required for investment in small 
cap stocks as compared to large cap stocks

• Company-specific risk premium: includes factors such as 
industry, lack of diversification, customer concentration, lack 
of management depth, and other risks specific to company

• To get to capitalization rate, subtract expected growth rate

 



Example – Income Approach

• Details:
• Projected earnings stream determined to 

be $5,720,147 per year
• Discount rate calculated to be 21.5%
• Sustainable growth rate determined to be 

3.0%
• Capitalization rate is equal to discount rate 

minus sustainable growth rate (21.5% - 3.0% 
= 18.5%)

• Analysis of balance sheet indicates 
$7,221,146 in excess working capital held by 
the business

• Dividing the projected earnings by the 
capitalization rate and adding back non-
operating assets yields the indicated value

 



Valuation Discounts (Fair Market Value)

• Rational investors will pay less for an ownership interest 
that is non-controlling vs. a controlling stake

• Rational investors will pay less for an ownership interest 
that is harder to sell

• Level of discount applicable to a specific valuation varies 
based on a number of factors

• Calculated using data including various long-run studies 
and tax court cases

 



Discount for lack of control (DLOC)

• Concept: level of control in an ownership 
interest affects value

• Control impacts the ability of an owner to 
influence future cashflows attributable to the 
ownership interest

• Market data and studies show non-
controlling interests trade at a discount to 
controlling interests

 

• Reasons for DLOC – non-controlling owner 
can’t:

• Appoint management/directors

• Set compensation for 
management/ownership

• Set operational policy

• Acquire or liquidate assets

• Select vendors

• Acquire other companies/set growth 
strategy

• Make decisions on company leverage

• Pay dividends or distributions

• Change the bylaws or operating 
agreement

• Block actions taken by controlling 
owner



Discount for lack of marketability (DLOM)

• Concept: significant impediments to 
liquidating an ownership interest will 
impact the value of that interest

• Risks associated with a potential sale 
of a nonmarketable interest:

• Uncertain time horizon (could be 
months or even years to liquidate)

• Costs to prepare for and execute a 
sale

• Risk as to eventual sale price
• Potential for deferred proceeds 

structure
• Inability to borrow against estimated 

value of stock   

 

• Factors that increase/decrease size of 
marketability discount:
• Financial statement analysis
• Company dividend policy
• Nature of company, history, industry 

position, economic outlook
• Company management
• Amount of control in transferred shares
• Restrictions on transferability
• Holding period for stock
• Company redemption policy
• Costs associated with a public offering



Example - Valuation Discounts

• Concept: an illiquid, 
noncontrolling interest 
in a closely held 
business is often worth 
significantly less than a 
controlling, marketable 
interest

 



Key Valuation Drivers

• Revenue growth and predictability

• Profit margins and cost control

• Customer concentration

• Recurring vs. one-time revenue

• Management team depth

• Industry and market conditions

• Competitive advantages/size of moat

• Performance vs. peers and industry

• Other risks and risk mitigating factors
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