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Business Valuation - Concept

Valuation is the process of determining the
“economic worth” of an asset or company
under certain assumptions and limiting
conditions and subject to the data available at

the valuation date.
[International Valuation Standard Council]

Business valuation is a process and a set of
procedures used to estimate the economic
value of an owner's interest in a business.
Valuation is used by financial market
participants to determine the price they are
willing to pay or receive to affect a sale of a
business.
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Business Valuation - Drivers

Exit
strategy
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Business Valuation Process

OGO

Obtaimn an in-depth Perform a thorough Consider all three (3)
understanding of thhe financial and valuation approaches
business anmnd business qualitative analysis

ownership interest

Asset-based
Approach Approach Approach

Consider valuation Reconcile indicated Present findings
adjustments value(s) to arrive at a inNn a report
(e.g. discounts or conclusion of value.
premiumms)
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Business Valuation Process

VALUATION PROCESS
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Business Valuation — Risk & Return

Risk / Return Tradeoff
A direct correlation exists between risk and return
— the greater the risk the greater is the potential .
return. However, investments with the highest =
returns often bears the greatest risk which can lead E A
to financial ruins. I High Risk
High Potential Return
Low Risk
The risk an investor is willing to accept to maximize Low Return

returns will depend on his/her risk appetite and

v
risk tolerance levels.

Standard Deviation (or Rigk)
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Business Valuation — Risk & Return

risk-return relationship model
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Business Valuation — Risk & Return

Raturm
(%)

: Foreign Inwesimants;
FHeal Estale;
"Opons; Fulures Contracts

Small Corporations (Sitk)
Lange Conporabons (Stock)

= Long-Tarm Dabd

k ImMermedale-Term Debd

= © Money Market Secunties

© Treasury Bills;
Fedorally Insungd
Bank ACOfunts

el

E

S

FHisk {c3]

SOUTH AFRICAN INSTITUTE OFV
== PROFESSIONAL ACCOUNTANTS Business Valuation - August 2017
B YOUR WEALTH



Business Valuation — Risk & Return

High risk investment: futures,
stock options, junk bonds, precious
metals, collectibles, small-cap

S pecu lation stocks, undeveloped land

Moderate risk investment: blue
chip stocks, growth stocks, real
estate, mutual funds, royalty trusts

Growth

bonds, government bonds,
treasury securities

Low risk investment: corporate

. > = Cash and cash equiva-
Eihancial Secavity ey

treasury bills, insurance
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Business Valuation — Measuring Return

CAPM Formula

CAPM

Rs = Rf + B (Rm = Rf) Risk Free Beta Excess
Rate Market Return

Rs = Expected Return/ Return required on the investment

Rf = Risk-Free Return/ Return that can be earned on a risk-

free investment /
Rm = Average return on all securities | III —
B = The securities beta (systematic) risk factor.

Excess
Market Return

Rate
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Business Valuation — Measuring Returns

/ Assumption of CAPM \

* All investors aim to maximise economic returns

* All investors make decisions based on risks and
returns

* Investors are rational and risk-averse

* Investors cannot influence prices — price takers

e All investors have the same expectations towards
input factors for investment decisions

* Allinvestors has access to unlimited funds

* Allinvestments as liquid and be sold at market

prices
* No orinsignificant transaction costs
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Business Valuation — Measuring Returns

4 Weighted Average Cost of Capital )

Loan
P I—
Measure the average cost of capital of the Debt E_’mmm ﬂ
. . . _ Component
business based on its capital structure. represent dCind * ™™ g (- Taxrte)
\_ the expected return for the business - Structue  Costofbest = e

0
w B EHS0

Component

— Cost of Cost of - t
Equity o
WACC —

v VRN DY INe proporion of ged . . Company Equity Investor
/1 (he conia! straciure of Capital %
Structure Costof Equity = f;’r"g;““?m;{{
WACC = (E/(D+E)) K + (D/(D+E)) Ky (1-1)
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Weighted Average Cost of Capital

= Cost of Cost of

WACC = (E/(D+E)) K + (D/(D+E)) Ky (1-t)
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WACC
Measure the average cost of capital of
the business based on its capital
structure

~

v

FINANCING DECISIONS

WACC

Loan
DEbt Trifeseest Payrmenils

Commnem Camnpany Henk
of Capital % % (I-Taxrate)
Interest Payments
Struchure Costof Debt = —
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@
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Weighted Average Cost of Capital

Capital After tax WACC
return

Equity 400,000 22% 67% 22% 14.7%
Debt financing 150,000 15% 25% 10.8% 2.7%
Loans 50,000 12% 8% 8.6% 0.7%1
Total 600,000

Weighted cost of capital 18.1%
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Factors affecting Business Value

Risk Factors
Cumpeel!ir;c.rn
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Business Valuation - Risk Factors
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Business Valuation - Risk Factors

Risk
D

Types of Risk

Unsystematic Risk

| ' N ¢
Systematic Risk Unsystematic Risk
- Uncontrollableby an organisation| - Controllableby an organisation ¢
-Macro in nature - Micro in nature B
! L Number of
8 20 Securities
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Business Valuation - Risk Factors

yystematic Risk

-Uncontrollable by an organisation

-Macroi nature

Interest Rate Risk

Market Risk

* Purchasing Power
Inflationary Risk

Unsystematic Risk

-Controllable by an organisation

-Micro in nature

* Business Risk/ | | ** Financial Risk /
LiquidityRisk ‘ - CreitRis

Operational Risk

#Nate: In context of types of sk in finance, purchasing power risk and inflationary ik are same.
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Note: [ context of types of risk in finance, busingss risk and liquidty risk are same,
 Note: In context of types of risk in finance, finanaal risk and credit risk are same.
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Business Valuation — Industry Risk

Technology
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Business Valuation — General Factors

What affects value?

';::i:‘rg condifion of

property
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Business Valuation — Methods

Income based
Approach

Asset Based
Approch

Market Based
Approach

e Perfect to explore the
intrinsic value of any
busiess by evaluating

e VValue the business
based on the market
value of assets,

e This approach comes
in handy when
capturing the market

the cash flows, NPV,
equity method and
economic profit

replacement costs,
and liquidation value
of the assets.

sentiment, considering
the peers. e.g. trading
comparables.

model.
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Business Valuation — Methods

Valuation Approaches and Methods

Asset-Based
(principle of reproduction)

Notional Realisation of Assets

Adjusted Book Value

Excess Earnings

Super Profits

Capitalised Earning

Earmings-Based
(principle of anticipation)

Capitalised Dividends

Discounted Cash Flow

Multiple of Discretionary Earnings

Market-Based
{(principle of substitution)

Direct Market Data

Rules of Thumb
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Business Valuation — Asset-Based Methods

Market Insurance
Value
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Business Valuation — Asset-Based Methods

The following information is the summaries statement of financial position:

Book value Market value
Non-current assets 240 000 320 000
Intangible assets 90 000 50 000
Inventory 180 000 160 000
Other assets 370 000 370 000
Equity 320 000
Non-current liabilities 250 000 250 000
Current liabilities 310000 370 000
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Business Valuation — Asset-Based Methods

Book value Market value

Non-current assets 240 000 320 000
Intangible assets 90 000 50 000
Inventory 180 000 160 000
Other assets 370 000 370 000
Equity 320 000

Non-current liabilities 250 000 250 000
Current liabilities 310000 370 000
Net asset value 320 000 380 000

The book value of the business is R 320,000 (minimum going concern value) will the net asset
value (market value of business) is R 380,000 — estimated selling value.
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Business Valuation — Net Asset Value Method

. o LEASING AND OFF-BALANCE-SHEET FINANCING
Asset Accumulation Value of individual assets ’
Method is very useful may vary significantly
when allocating the depending the basis used
purchase price among the value the assets
individual business assets. The Baiance Shee!
Useful to value asset-based May be difficult in valuing
or property investment individual assets as the Operating lease and Off-Balance
companies assets may inter- Sheet Finanaing
dependent
Method ignores “off- Off-Batanoe Sheet Expenses and
balance sheet” asset and the Enton Scandal
liabilities

SOUTH AFRICAN INSTITUTE OF

== PROFESSIONAL ACCOUNTANTS" Business Valuation - August 2017 26

B YOUR WEALTH


http://www.valuadder.com/glossary/assets.html

Business Valuation — Net Asset Value Method

Off-balance sheet

Liabilities

Assets

* Intellectual property
items, such as internally
developed products and
services.

e Key distribution and
customer contracts.

e Strategic partnership
agreements.
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LEASING AND OFF-BALANCE: SHEET FINANCING

Pending legal judgments.
Property and income tax

- The Balanoe Shee!
obligations.
Environmental compliance
costs. Operaling lease and Off-Balance

Sheel Financing

Off-Balance Sheat Expansas and
the Enron Scandal
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Business Valuation — Asset-Based Methods

The following information is the summaries statement of financial position:3;10q

Book value Market value

Non-current assets 640 000 Property will a carrying amount of R 120,000 generates
rental income of R 30,000 per annum and the fair return is
considered to be 11%.

Current assets 570 000 Market value of current assets is estimated to be R 550,000

Non-current liabilities 300 000 The loan is repayable in 5 years and bears interest at a rate
of 10%. The market interest rate is 12%.

Current liabilities 390 000 Market value of the current liabilities amount to R 430,000
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Business Valuation — Intangible Assets

/ Valuation of Intangible Assets \

Intangible assets can be valued using the

following methods: Trademark !
* Market value: based on market prices for -
similar transaction concluded recently Sggre‘i

e Capitalised income: used for intangible
assets that generate cash or income -
capitalised at fair return or discounted '

cash flow Intellectual
e Cost based: estimation of the cost to Property
\reproduce the intangible asset /
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Forecasting - Methods

Forecasting
Methods
: :

) ',r_\.:_

Casual
(explanatory)

4/8/2013 Eng. Magdy Abdelsattar 33
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Forecasting - Methods

(=

Forecasting Techniques

Forecasting
Technique

Judgmental

Models

Time Series
Methods

Delphi
Method
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Moving
Average

Cavusal Methods

Regression
Analysis

Exponential
Smoothing

Seasonality
Models
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Forecasting - Methods

Seven Steps in Forecasting

Determine

Select the the time Select the Validate

and

Determine
the use of
the
forecast

Gather the Make the

data

items to be horizon of forecasting
forecast the model(s)
forecast

forecast implement

results

4-14
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Business Valuation — Capitalised Earnings

Business model

Market position
Competitive advantage
Product position

Cost structure

Strength of management
Operating strength/weakness
Location and accessibility
Customer base

Asset base

Barriers to entry

Supply chain
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Factors to consider when estimating earnings:

Business Valuation - August 2017

Capitalization Rate

Cap Rate = Discount Rate - Growth Rate

Discount Rate (Weighted Average Cost of Capital)
arowth Hate (Between 1-5%)

Enterprise Value
Average Earnings

(ap Rate
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Business Valuation — Capitalised Earnings

The following information related to two unrelated businesses:

Company A: fair earnings yield is 15%

20X4 20X5 20X6 20X7
Earnings 450,000 480,000 550,000 630,000
Company B: fair earnings yield is 13%

20X7 20X8 20X9 & after
Earnings 230,000 290,000 350,000
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Business Valuation — Capitalised Earnings

Company A: fair earnings yield is 15%
20X4 20X5 20X6 20X7
Earnings 450,000 480,000 550,000 630,000

The value at the end of 20X7: based on the historical trend in profits which indicates an increasing
trend, the estimated future earnings is deemed to be a minimum of R 630,000. Value of the
business based on the capitalisation of earnings amounts to R 4,300,000 [630,000/15%].

Company B: fair earnings yield is 13%
20X7 20X8 20X9 & after
Earnings 230,000 290,000 350,000
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Business Valuation — Super Profits Method

/ Supper Profits method \

The supper profits method is used to reflect .
the value of the goodwill associated with the Trademark !
business.

Trade
Secret

The supper profits represents the additional
profit the business generates over its
competitors in the market. The value of the i

profits capitalised for a specified period Intellectual
(usually a maximum of 5 years) represents Property
% value of goodwill. /
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Business Valuation — Capitalised Earnings

The following information related to two unrelated businesses:

Company B: fair earnings yield is 13%

20X7 20X8 20X9 & after
Earnings 230,000 290,000 350,000
Discounted value 203,540 227,113 2,108,472 2,539,125

The earnings represents the forecasted earnings, therefore the value of the business should be
based on the discounted value. The value of the business is estimated at R 2,539,125 based on

the discounted earnings.
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Business Valuation — Super Profits Method

The estimated future profit of the business amounts to R 500,000 while the expected earnings

yield is considered to be 18%. The average profit for the industry is considered to be R 400,000.

The maintainable earnings of the company is considered to be the average earnings for the
industry and therefore the company generates super profits of R 100,000. Without any barriers to
entry the company will not be able to maintain its competitive advantage indefinitely.

Capitalised earnings [400,000/18%)] 2,222,222
Super profits — goodwill [100,000 @ 18% for 5 years] 312,717
Business value 2,534,939
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Business Valuation — Capitalised Dividends

Dividend Valuation Methods

* Dividends represent a distribution of profits
in cash or equivalents — cash flow to

shareholders
* Methods that can be used:
* Dividend capitalisation
* Discounted cash flow
e Gordon Growth Model

SOUTH AFRICAN INSTITUTE OF
@8 PROFESSIONAL ACCOUNTANTS®
an

B YOUR WEALTH

Business Valuation - August 2017

DIVIDENDS

39



Business Valuation — Capitalised Dividends

Dividend Capitalisation

Capitalised future
dividend at expected

return
Gordon Growth
Model Discounted Cash Flow
Capitalise the future Present value of future
dividends at the dividends discounted at
expected return expected return

inclusive of growth
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Business Valuation — Gordon Growth Model

Gordon Growth Model
Value of the business is based on capitalisation of

future dividend incorporating the estimated Valuation -

growth in dividend distribution. ‘ - )

The following a key assumptions:

* Business is stable — no significant change in its
business model and operations

* Constant growth — the dividends distributed
will growth constantly

e Stable financial leverage — capital structure will
not change significantly to affect the expected
returns of equity holders

o Sufficient cash flow — cash flow of the business f a dlscoum rate
kwill be sufficient to maintain its dividends /

policy

D= e at th en o e curet e
§ = glowh e on didends
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Business Valuation — Free Cash Flow Method

;'“,‘ Defining free cash flow

Defining Free Cash Flow

> Free cash flow to the firm (FCFF) is the cash e
flow available to the firm’s suppliers of capital —
after all operating expenses have been paid and Gross Proft -~
necessary investments in working capital and e
fixed capital have been made. i
P Operating Proft ot EBITDA m %‘l‘:
* FCFFi |Is the cgsh flow _Ifromlopleratlggé I:m(ljnfl#s e S
capital expenditures. To calculate iffering vl Capex ope! o
equations may be used depending on what Fov | RS st o
accounting information is available. The firm’s
suppliers of capital include common y Froecash fow lanct ¢ Caplal expendture

the same as profit does not bt the PSL

stockholders, bondholders, and, sometimes, s
preferred stockholders. P

SOUTH AFRICAN INSTITUTE OF
:: PROFESSIONAL ACCOUNTANTS Business Valuation - August 2017 42
@ YOUR WEALTH



Business Valuation — Free Cash Flow Method
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