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April 29, 2004
John  MERGEFIELD Middle_Name  Smith, President/Owner
ABC Supplies, Inc.
456 Any Street Drive
Middletown, Texas 75080
Dear Mr. Smith:
We have prepared and enclosed our market value analysis of your company.  The purpose of the market valuation is to render an opinion as to the fair market value of the business in contemplation of sale.  The valuation is a Limited Scope Opinion of value.  The valuation date is as of December 31, 2003.
The term "fair market value" is defined as the price at which the property would change hands between a willing buyer and a willing seller when the former is not under any compulsion to buy and the latter is not under any compulsion to sell, and both parties have reasonable knowledge of the relevant facts.  Court decisions frequently state in addition that the “hypothetical buyer and seller are to be able, as well as willing, to trade and to be well informed about the property and concerning the market for such property".  

Inherent in this definition, as applied to this evaluation and upon which our conclusions are based, are the assumptions of the allowance of a reasonable time in which to find a buyer and an orderly transition of ownership.  Based upon our analysis, it is our opinion that the fair market value of the assets of the Company can be reasonably stated as: 


Error! Not a valid link.
Our valuation report has been prepared for the specific purpose of valuing the business in preparing it for sale and should not be used for any other purpose.  This report is not to be copied or made available to any persons without the express written consent of RWS.  This report is also subject to the Statement of General Assumptions and Limiting Conditions, and the Notification and Disclosure contained herein.  

Sincerely,

RWS Business Valuation Services, Inc.

The Largest Business Valuation Firm of its Kind

-Serving Business Owners Nationwide-

This page intentionally left blank.

EXECUTIVE VALUATION SUMMARY

COMPOSITION OF INDICATED VALUE BY ASSETS

While our opinion of value is intended to estimate fair market value, the actual value can only be determined by bona fide negotiations between a willing buyer and seller.  Our market valuation is based upon accepted valuation approaches, prevailing economic and market conditions, supporting discount rates, adjustments, calculations and assumptions upon which we have relied at the time of our report.  The components of fair market value consist of tangible and intangible assets.
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Tangible assets that may be included in the sale of a business usually consist of accounts receivable, inventory, leasehold improvements, furniture and fixtures, equipment, land and building.  The intangible assets will usually consist of goodwill and going concern value, certain types of intangible property that generally relate to the workforce, information base, know-how, customers, suppliers, or systems in place producing cash flow, proprietary rights (such as; patents, copyrights, trade marks, or trade names), covenant not to compete or similar items.    
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Indicated value and financial structure
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The financial structure of a transaction can consist of many financial components.  In many transactions, there is at least equity down payment (the buyer’s equity investment) and seller or commercial financing, such as regular bank loans and Small Business Administration (SBA) loans.  Usually, the owner will provide seller financing or the financing pieces may consist of both seller and bank financing.  And then in other cases, buyers may sometimes assume existing debt and/or accounts payable of the seller.  The interest bearing debt, i.e., the seller and commercial financing, is amortized on the next few pages of this report. 
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FINANCIAL STRUCTURE


JUSTIFICATION OF PURCHASE
We further tested the above results with the Justification of Purchase Test (JOPT).  This is a means of testing the reasonableness of the indicated value.  The Justification of Purchase Test    reviews the pricing and terms of an acquisition, and determines whether or not a buyer could actually afford to buy the company at that price.   If a buyer cannot pay for the business out of its own internally generated cash flow, why would a typical buyer want it?

	The Justification of Purchase Test will determine whether the discretionary cash flow generated by the business is sufficient to justify the purchase price.  The basic formula is as follows:



	Owner’s Discretionary Cash Flow
	Pre-Tax Income plus interest, depreciation, non-recurring or unusual expenses and the owner’s salary, perks and benefits.  Buyers will typically use a weighted three-year average.

	LESS
	

	Annual Debt Service
	Principal and interest payments to service the debt used to buy the business.

	LESS
	

	Owner or Manager 

Salary
	Market rate salary that an owner or manager would expect to run the business.

	LESS
	

	Capital 

Expenditures
	This is the amount that must be paid in a typical year to maintain and replace the furniture, fixtures, equipment and other fixed assets of the business.  For example, a benchmark might be to replace all assets over a five-year period.  Therefore, the market value of such assets divided by five is reasonable.

	EQUALS
	

	Cash Flow

Remaining
	This is the cash remaining after the business pays debt service, an owner or manager salary, an allowance for replacement of capital equipment.

	
	


	If the cash flow remaining is sufficient to make the new owner feel justified in taking on the risk of owning the new business, then the purchase can be completed.  This is also a process for sellers to go through to help them determine whether the price and terms are reasonable.


The following projections are based upon the price recommended by the evaluator.  The chart below shows the estimated cash flow available to a buyer after the three (3) minimum requirements are met.
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Estimated Price: 

908,000

$                      

 

Buyer Down Payment:

20%

181,600

$                      

 

Commercial Financing: 

64%

577,600

$                      

 

Seller Financing:

10%

90,800

$                        

 

Assumed Payables :

6%

58,000

$                        

 

Total  Debt Financed:

74%

668,400

$                      

 

Interest Rate

7.0%

Number of Years

7

Debt Service Payment Amount:  Annual

 

121,055

$                      

 

Debt Service Payment Amount:  Monthly

10,088

$                        

 

FORECAST ANNUAL SUSTAINABLE CASH FLOW

289,307

$                      

 

(1) Less: Debt Service

121,055

$                      

 

Cash Flow After Debt Service 

168,252

$                      

 

LESS: Buyer Requirements:

-

$                              

 

(2) Annual Capital Expenditures & Working Capital

25,000

$                        

 

(3) Owner/Manager Salary:

85,000

$                        

 

 

 

Total Buyer Requirements: 

110,000

$                      

 

Cash Flow Remaining: 

58,252

$                        
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Indicated Value:

908,000

$        

 

Structure of Financing: 

Buyer Cash Down Payment 

20%

181,600

$        

 

Commercial Financing

64%

577,600

$        

 

Seller Financing

10%

90,800

$          

 

Assumed Payables

6%

58,000

$          

 

     TOTAL  FUNDS:

100%

908,000

$        

 

Total Debt Financed:

73.6%

668,400

$        

 

Terms-Years

7

Interest Rate

7.0%

Assumed Cash Flow 

$289,307

Growth in Cash Flow after 1st. Year

3.0%

Annual Payment

121,055

$        

 

Monthly Payment

10,088

$          

 

SEVEN-YEAR AMORTIZATION

YEAR

1

2

3

4

5

Debt Service  

     Interest

44,358

$          

 

38,814

$          

 

32,869

$          

 

26,494

$          

 

19,658

$          

 

     Principal

76,697

$          

 

82,241

$          

 

88,187

$          

 

94,562

$          

 

101,398

$        

 

Annual Debt Service

121,055

$        

 

121,055

$        

 

121,055

$        

 

121,055

$        

 

121,055

$        

 

Beg. Principal Bal. 

668,400

$        

 

591,703

$        

 

509,461

$        

 

421,275

$        

 

326,713

$        

 

Annual Principal Pymt.

76,697

$          

 

82,241

$          

 

88,187

$          

 

94,562

$          

 

101,398

$        

 

Ending Principal Bal. 

591,703

$        

 

509,461

$        

 

421,275

$        

 

326,713

$        

 

225,315

$        

 

Assumed Cash Flow 

289,307

$        

 

297,986

$        

 

306,926

$        

 

316,134

$        

 

325,618

$        

 

Annual Debt Service

121,055

$        

 

121,055

$        

 

121,055

$        

 

121,055

$        

 

121,055

$        

 

Remaining Cash Flow

168,252

$        

 

176,931

$        

 

185,870

$        

 

195,078

$        

 

204,562

$        

 

SEVEN-YEAR AMORTIZATION

YEAR

6

7

8

9

10

Debt Service  

     Interest

12,328

$          

 

4,468

$            

 

     Principal

108,728

$        

 

116,588

$        

 

Annual Debt Service

121,055

$        

 

121,055

$        

 

Beg. Principal Bal. 

225,315

$        

 

116,588

$        

 

Annual Principal Pymt.

108,728

$        

 

116,588

$        

 

Ending Principal Bal. 

116,588

$        

 

-

$               

 

Assumed Cash Flow 

335,386

$        

 

345,448

$        

 

Annual Debt Service

121,055

$        

 

121,055

$        

 

Remaining Cash Flow

214,331

$        

 

224,392

$        

 



HISTORICAL FINANCIAL RECASTING OF COMPANY

Before an actual market analysis may be performed, the Company’s historical Balance Sheet and Income Statements have been converted from a tax and/or accounting viewpoint to an economic perspective. In order to determine the business' true earnings and cash flow generating capacity, it was necessary to adjust its income statements for non-operating revenues and expenses, the owner’s salary and benefits, unusual or non-recurring expenses, and the owner’s discretionary expenses.  Our analysis of the Company’s tangible assets and liabilities, and the recasted cash flow are shown on the following pages. 

Tangible Assets And Liabilities Analysis

ASSETS AND LIABILITIES INCLUDED IN SALE (IF ANY)
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Information Provided As Of:

December 31, 2003

 

Estimated Fair Market Value

Provided By Owner

ASSETS

    Accounts Receivable

123,000

$                  

 

    Inventory

170,000

$                  

 

    Leasehold Improvements

19,200

$                    

 

    Furniture, Fixtures & Equipment

50,250

$                    

 

    Equipment (machinery & tools)

1,300

$                      

 

    Vehicles

-

$                         

 

    Land

-

$                         

 

    Buildings

-

$                         

 

     Other

-

$                         

 

TOTAL ASSETS INCLUDED IN SALE

363,750

$                  

 

LIABILITIES TO BE ASSUMED/REFINANCED

     Accounts Payable

58,000

$                    

 

     Bank Debt

-

$                         

 

     Other:

-

$                         

 

TOTAL LIABILITIES

58,000

$                    

 

NET TANGIBLE ASSETS BEING PURCHASED

305,750

$                  

 

HISTORICAL  BOOK VALUE

251,864

$                  

 

TANGIBLE ASSET-VALUED BY OWNER

363,750

$                  

 

LIABILITIES TO BE ASSUMED/REFINANCED

58,000

$                    

 


RECASTED CASH FLOW


[image: image9.wmf] 

SALES AND EARNINGS INFORMATION

Fiscal Years Ending

December 31

Years: 

2001

2002

2003

Sales Revenue

825,000

$        

 

915,000

$    

 

975,000

$    

 

 $ Growth

 N/A

90,000

$      

 

60,000

$      

 

% Growth

N/A

10.9%

6.6%

HISTORICAL CASH FLOW

 Earnings Before Tax  (EBT)

$151,105

$181,746

$159,888

EBT % of Sales

18.3%

19.9%

16.4%

SELLER ADD BACKS:

Owner’s Salaries, Perks, and Benefits

102,800

$        

 

107,000

$    

 

127,200

$    

 

Depreciation and Amortization

1,460

$            

 

1,460

$        

 

1,460

$        

 

Interest Expense

4,222

$            

 

4,089

$        

 

4,271

$        

 

Plus/Minus Other Adjustments

(8,000)

$           

 

(5,500)

$       

 

(3,000)

$       

 

SELLER'S DISCRETIONARY CASH FLOW

251,587

$        

 

288,795

$    

 

289,819

$    

 

SDCF % of Sales

30.5%

31.6%

29.7%

Less: Normalized Owner/Mgmt. Salary

75,000

$          

 

80,000

$      

 

85,000

$      

 

 EBITDA

176,587

$        

 

208,795

$    

 

204,819

$    

 

EBITDA % of Sales

21.4%

22.8%

21.0%

Sales

SDCF

EBITDA

FORECASTED NEXT YEAR:  

1,250,000

$     

 

300,000

$    

 

210,000

$    

 

AMOUNTS TO BE USED IN VALUATION:

935,000

$        

 

289,307

$    

 

204,307

$    

 

EBT= Earnings Before Tax.

SDCF = Seller's Discretionary Cash Flow which is the summation of EBT plus Seller Add Backs.

EBITDA=Earnings before interest, taxes, depreciation and amortization.



Business Information Summary

	BUSINESS
	
	

	
	
	

	
	Name of Business:
	ABC Supplies, Inc.

	
	Address:
	456 Any Street Drive

	
	
	Middletown, Texas 75080

	
	
	

	
	
	

	TYPE
	
	

	
	
	

	
	Type of Business:
	Plumbing Supplies

	
	
	 

	
	
	 

	
	
	

	
	Standard Industrial Code (SIC):
	5074

	
	
	

	REVENUE
	
	

	
	
	

	
	Sales Revenue:
	$1,250,000 for next twelve months-Projected

	
	
	

	OWNER
	
	
	 

	
	
	
	

	
	John Smith
	President
	75%

	
	Sally Smith
	Treasurer
	25%

	
	 MERGEFIELD Owner3_Name 
	 MERGEFIELD Owner3_Title 
	 MERGEFIELD Owner3_percent 

	
	 MERGEFIELD Owner4_Name 
	 MERGEFIELD Owner4_Title                      
	 MERGEFIELD Owner4_percent 

	
	
	

	
	Founded/Current Ownership:
	Established 1954

	
	
	

	ORGANIZATION
	
	

	
	
	

	
	Form of Organization:
	Sub “S” Corporation

	
	
	

	
	Business Year Ends:
	December 31

	
	
	

	
	Days and Hours:
	7 to 4 Monday – Friday, 7 to 12 Saturday

	
	
	

	FACILITIES
	

	
	
	

	
	Facility Rent:
	$18,000 per year

	
	
	

	
	Term:
	Negotiable

	
	
	

	
	Size:
	Single Story Warehouse

	
	
	

	
	
	


Business Information SUMMARY (Continued)

	EMPLOYEES
	
	

	
	
	

	
	Employees:
	The Company has 9 full time and 1 part time employees

	
	
	 

	
	
	

	
	Benefits:
	Hospitalization, 401K and life insurance

	
	
	

	
	
	

	
	Union-Non Union:
	None

	
	
	

	MARKET
	
	

	
	
	

	
	Market Area:
	South and Central Texas based plumbing companies 

	
	
	

	
	
	

	CUSTOMERS
	
	

	
	
	

	
	Approximate Customer Base:
	The company has over 1,400 accounts, 35 of those make up 25% of the revenues.

	
	
	

	
	
	

	EXCLUDED
	
	

	
	
	

	
	Not Included in Sale:
	None

	
	
	

	LEGAL ISSUES
	
	

	
	
	

	
	Any Law Suits:
	None

	
	Any Tax Liens:
	None

	
	Any Environmental Issues:
	None

	
	
	

	
	
	

	OWNERS INTENT
	
	

	
	
	

	
	Reason for Selling: 
	Burn out; ready to retire, no family to give business to.


STATEMENT OF GENERAL ASSUMPTIONS AND LIMITING CONDITIONS

This Limited Scope Market Valuation Analysis Report has been made with the following general assumptions and limiting conditions.

1. Our report is based on historical and/or financial information provided to us by owners, management and other third parties.  Had we audited or reviewed the underlying data, matters may have come to our attention of which would have resulted in our using amounts that differ from those provided; accordingly, we take no responsibility for the underlying data presented or relied upon in this report.  No warranty is given as to the accuracy of such information.

2. We have relied on the representations of the owners, management and other third parties concerning the value and useful condition of all machinery, equipment, tooling and vehicles used in the business, and any other assets or liabilities except as specifically stated to the contrary in this report.  We have not attempted to confirm whether or not all assets of the business are free and clear of liens and encumbrances, or that the company has good title to all assets.  Additionally, management has not obtained a third party appraisal of the Company's property and equipment.  Had a third party appraisal been performed on the Company's property and equipment, the opinion of fair market value of the Company could be different and that difference could be material.

3. The opinion of value included in this report assumes that the existing company will maintain the character and integrity of the company through any sale, reorganization or reduction of owner's/manager's participation in the existing activities of the company.

4. RWS does not purport to be a guarantor of value.  Valuation of closely held companies is an imprecise science, with value being a question of fact, and reasonable people can differ in their opinion of value. RWS has, however, used conceptually sound and commonly accepted methods and procedures of valuation in determining the opinion of value included in this report.

5. This report has been made only for the purpose stated and shall not be used for any other purpose.  Neither this report nor any portions thereof (including without limitation any conclusions as to value, the identity of RWS or any individuals signing or associated with this report, or the professional associations or organizations with which they are affiliated) shall be disseminated to third parties by any means without the prior written consent and approval of RWS.

6. This valuation report cannot be included, or referred to, in any Securities and Exchange Commission filings or other public documents.

7. RWS, by reason of performing this valuation and preparing this report, is not to be required to give expert testimony nor to be in attendance in court or at any government hearing with reference to the matters contained herein, unless prior financial arrangements have been made with RWS regarding such additional engagement.

8. The allocation, if any, in this report of the total valuation between components of the property applies only to the program of utilization stated in this report.  The separate values for any component may not be applicable for any other purpose and must not be used in conjunction with any other report.

9. No investigation has been made of, and no responsibility is assumed for, the legal description or for legal matters, including title or encumbrances.  The assets are further assumed to be free and clear of any or all liens, easements, or encumbrances unless otherwise stated.

10. The valuation is predicated on the financial structure prevailing as of the date of this report.

11. No responsibility is taken for changes in financial, economic or market conditions, and no obligation is assumed to revise this report to reflect events or conditions, which occur subsequent to the date hereof.

12. Full compliance with all applicable federal, state, and local zoning, use, environmental, and similar laws and regulations is assumed, unless otherwise stated.

13. It is assumed that all required licenses, certificates of occupancy, consents, or other legislative or administrative authority from any local, state, or national government or private entity or organization have been or can be obtained or renewed for any use on which the value estimate contained in this report is based.

14. RWS's maximum liability relating to services rendered under this letter (regardless of form of action, whether in contract, negligence or otherwise) shall be limited to the charges paid to RWS for the portion of its services or work products giving rise to liability.  In no event shall RWS be liable for consequential, special, incidental or punitive loss, damage or expense (including, without limitations, lost profits, opportunity costs, etc.) even if it has been advised of their possible existence.

15. The client shall indemnify and hold harmless RWS and its personnel from and against any claims, liabilities, costs and expenses (including, without limitation, attorney's fees and the time of RWS personnel involved) brought against, paid or incurred by RWS at any time and in any way arising out of or relating to RWS's services under this report, except to the extent finally determined to have resulted from the gross negligence or willful misconduct of RWS personnel.  This provision shall survive the termination of this agreement for any reason.

16. The report is neither an offer to sell, nor a solicitation to buy securities, and/or equity in, or assets of Company.
17. This MVA contains forward-looking statements that involve risks and uncertainties.  Words such as “forecasted”, “expected”, “projected” and similar expressions are intended to identify such forward-looking statements that are based upon the owner’s future expectations.  The company’s actual results, performance or achievements could differ materially from the results expressed in or implied by these forward-looking statements.

18. This Limited Scope Market Valuation Analysis (MVA) is not an appraisal.  There is a significant difference between an MVA and an appraisal.  Specifically, our valuation analysis did not include strict adherence to USPAP (Uniform Standard Professional Appraisal Practices) standards, such as:

a. A comprehensive five-year financial statement analysis, including Income Statements, Balance Sheets and Cash Flows, containing appropriate adjustments to those statements as necessary.

b. An industry and economic analysis, and research of the capital markets compared with the valued company’s financial statements to derive discount and capitalization rates.

c. A certifying cover letter with the evaluator’s signature.

RWS’ valuation methodologies, however, used to arrive at its estimated value, are based on thousands of evaluations performed by the Company.   The MVA, although not considered a formal appraisal, has been relied upon by the brokers, which make up the largest business brokerage network in the world.

APPROACH TO MARKET ANALYSIS
Approach

The standard of value utilized in this report is "fair market value".  The term "fair market value" is defined as the price at which property would change hands between a willing buyer and a willing seller when the former is not under any compulsion to buy and the later is not under any compulsion to sell, and both parties have reasonable knowledge of the relevant facts.

Our approach has been to determine an opinion of value, which would provide a fair and reasonable return on investment to an investor or new owner/operator, in view of the facts available to us at this time.  Our opinion is based on among other things, our estimate of the risks facing the Company and the return on investment that would be required on alternative investments with similar risk.  

Both internal and external factors, which influence the value of the Company have been reviewed, analyzed and interpreted.  Internal factors include the Company's financial position, results of operations, management depth, customer/supplier relationships and the size and marketability of the interest being valued.  External factors include, among other things, general economic conditions, the status of the industry and the position of the Company relative to the industry.

Hypothetical Buyer

The buyer under fair market value is, except under rare circumstances, considered to be a "financial" and not the "strategic" buyer inherent in the investment value standard.  This excludes the buyer who because of other business activities brings some "value-adding" benefits to the company, which will enhance the company being valued, and the buyer's other business activities.  This also excludes buyers who are already a shareholder, creditor, or a related or controlled entity, which might be willing to acquire the interest at artificially high or low prices due to considerations not typical of the motivation of the arms-length financial buyer.

In this instance, the ultimate buyer may well be a strategic buyer and as such may be willing to pay an investment value, which is higher than the fair market value determined in this Market Value Analysis.  The acquisition premium (the amount in excess of fair market value) being justified by the synergies and other strategic advantages the acquirer perceives will be obtained through acquiring the company.  It is all but impossible to estimate the investment value without identifying a specific strategic buyer as it is the synergies, risk aversion, cost of capital and strategic advantages of a given prospective buyer which drive the size of the acquisition premium.

APPROACHES TO VALUE

Although there are numerous individual valuation formula and techniques, they all may be categorized into three standard and generally accepted valuation approaches to consider when valuing a business.  These approaches are:

1. Asset/Cost Based Valuations

2. Income Based Valuations

3. Market Comparison Based Valuations

VALUATION THEORY AND 

METHODOLOGY TO VALUE

Introduction

The three generally accepted approaches used in determining the fair market value of a business or business interest are the asset/cost, market and income approaches.  Depending upon the facts and circumstances of a particular analysis, application of one or more of these methods may be more appropriate than another.  Simultaneous application of at least two of the three approaches, or the use of more than one approach in an integrated analysis, oftentimes allows an appraiser to characterize and quantify various components of value.  The approach(s) selected for a particular analysis will depend upon the appraiser's judgment and the type of assets in question, the historical and the prospective cash flow generating capacity of the business, as well as the quantity and quality of available financial, operational and industry data.  The following is a brief description of the three general approaches to value.

Asset Based Approach

The asset/cost approach considers replacement cost as an indicator of value.  The cost approach is based on the assumption that a prudent investor would pay no more for an asset than the amount for which he or she could replace or re-create it.  The asset/cost approach is sometimes performed by estimating the replacement cost of an asset similar to the subject.  Often, historical cost data can be used to indicate the current cost of reproduction or replacement.  Adjustments are made for any physical deterioration or functional and economic obsolescence of the appraised asset.  The asset/cost approach is often effective in quantifying the fair market value of an entity's tangible assets (i.e., personal property and improvements).

Income based Approach

The income approach measures the present worth of anticipated future net cash flows generated by a business.  The net cash flows are forecast for an appropriate period and then discounted to 

their present value using an appropriate discount rate.  In business valuations, net cash flow 

forecasts require analysis of all variables influencing revenues, expenses and capital investment.  An income approach methodology is generally useful because it accounts for the specific contribution of fundamental factors driving the value of the firm.

Market Comparison Approach

Under the market approach, supply and demand of buyers and recent transactions involving businesses or business interests that are comparable to the subject interest are identified and analyzed.  Relationships between fundamental financial parameters of these guideline companies and the prices at which they have traded hands can often be strong indicators of the fair market value of the comparable subject.

Valuation Methods & Techniques

The following are common valuation methods and techniques used under the three approaches discussed above:

I. Asset/Cost Based Approach

a. Book Value Method

b. Adjusted Book Value Method (often supplemented by market or income techniques)

c. RWS Asset/Cash Flow Method

II. Income Based Approach

a. Single Period Capitalization Method

b. Excess Earnings Method

c. RWS Cash Flow Method

III. RWS Market Based Approach (in most cases, purchases of entire businesses)

a. Price/EBITDA Multiple

b. Price/Revenues Multiple

c. Price/Seller Cash Flow Multiple

	    *EBT= Earnings Before Tax.
	
	

	  **SDCF = Seller's Discretionary Cash Flow which is the summation of EBT plus Seller Add Backs.

	***EBITDA=Earnings before interest, taxes, depreciation and amortization.


For the purpose of this valuation, all three approaches to valuation and their different methods and techniques have been considered.  The results are discussed in the next sections of this report.  

Asset Based Approach

Book Value Method

Book Value, although not technically a standard of value, is an accounting value calculated by subtracting total liabilities from total assets.  While book value can be an indication of value for non or low cash flow, asset-laden, and real estate type companies, for profitable companies and/or growing companies, book value rarely yields a true indication of fair market value.  However, it does provide an important value because it allows a potential acquirer the ability to leverage these assets.  This ability to leverage assets could make the subject a more attractive acquisition candidate.
Adjusted Book Value Method
The value determined under this method is based on the theory that the value of the business is dependent on the underlying fair market value of the assets of the business net of related liabilities.  This method presumes that the value of the business will be realized by the hypothetical sale of its assets as part of a going concern.  This method does not give consideration to the earnings history or earning potential of the business.  


RWS ASSET AND CASH FLOW METHOD 

This method considers the amount, quantity, and quality of the business’ assets and liabilities.  From RWS database of thousands of valuations and closed sale transactions, it analyzes the business from a tangible asset base standpoint: low, medium and high.  It then compares the asset base, relative to its specific industry, and to the cash flow generating capacity of the business. 
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INCOME BASED APPROACH

Single PERIOD CAPITALIZATION METHOD

The Single Period Capitalization Method of earnings (cash flow) values the business based on an expected stream of earnings (cash flow) capitalized by a risk-adjusted rate of return.  It is used primarily to value businesses when it appears that a company's current operations can reasonably be considered indicative of its future operations.  The steps involved in using this method are:

1. Selection of the income/benefit stream to be capitalized (e.g., pre-tax or after-tax income, net or gross cash flow).  

2. Determine the appropriate capitalization rate appropriate to the type of income or benefit stream.  

3. Capitalize the sustainable income stream into an operating value.

4. Add/subtract non-operating assets (usually real estate) and/or liabilities to determine the fair market value for the entire entity as of date of valuation.

Selection of INCOME Stream TO BE CAPITALIZED

In order to estimate the business's fair market value using the Single Period Capitalization Method, it is necessary to determine the sustainable income stream/earnings (cash flow) base as of the date of valuation.  The income stream selected was normalized pre-tax income, after adjustment for a reasonable salary for the next owner/operator.  Normalized pre-tax income was selected in order to keep the analysis unbiased from a tax structure standpoint.  This analysis is shown below: 
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SINGLE PERIOD CAPITALIZATION METHOD:

Selected Income Stream-Pre-Tax Income

Forecast

Pre-Tax Income  (EBT)

159,888

$                 

 

Plus: Owner's Salary, Perks & Benefits

124,200

$                 

 

Less: Normalized Salary

85,000

$                   

 

Normalized Pre-Tax Income (EBT) 

199,088

$                 

 

Forecast Pre-Tax Income To Capitalize:

199,088

$                 

 


Selection of an Appropriate discount and Capitalization Rate

The next step of the Income Approach requires the selection of a discount rate and capitalization rate for the income stream to be discounted.  A discount rate is defined by the American Society of Appraisers as “a rate of return used to convert a monetary sum, payable or receivable in the future, into present value.” Given that a hypothetical investor has many other investment opportunities available, we have calculated a discount rate that reflects the rate of return available in the marketplace on alternative investments of equal risks.  This rate of return is necessary in the marketplace to attract the capital of the "willing buyer" inherent in the fair market value standard.  The return acceptable to investors varies from investor to investor.  This is one of the primary factors that can cause differences between the price at which individual transactions are completed and the defined fair market value.  There are various methods of determining a discount rate and a capitalization rate.  We have chosen the Build-Up Method for determining both in this case, which is calculated below as follows:


[image: image12.wmf]Build-Up Method to determine Cap Rate

     Risk-free rate

4.5%

 

     Equity risk premium

6.0%

     Small Stock Size Risk Premium

5.0%

     Specific Company  Risk Premium

5.0%

     Net Income To Pre-Tax Conversion

2.6%

PRE-TAX INCOME DISCOUNT RATE

23.1%

     Less: Long Term Sustainable Growth Rate

-3.0%

Pre-Tax Capitalization Rate

20.1%




The components of the capitalization rate include a risk free rate, which is the rate of return an investor would receive for an investment in a risk free security.  U.S. Treasury securities are generally considered to be risk free.  Because investors tend to hold securities in privately held companies for a number of years, we have used returns available for 20 year U.S. Treasury Bonds as an indication of this return.

Added to the risk free rate is a common stock equity risk premium, which represents the premium that common stockholders required in the public marketplace over investments in long-

term government bonds.  This premium takes into consideration the fact that equity securities are considered to be more risky than government bonds.

The third component of the discount rate is a small stock (small firm) risk premium.  This is a risk premium observed in the marketplace indicating that smaller companies require a larger return due to the risk associated with size.  We have used the size risk premium associated with the smallest 10% of publicly traded companies.   
A fourth component, known as a specific firm risk premium, has been added to determine an appropriate discount rate and capitalization rate.  This risk premium takes into consideration an analysis performed by RWS including the company’s performance, its management structure, relative size, diversification-customer and geographic, its financial risk, its ability to raise capital and the other factors that must be considered in assessing the risk relating to an investment in the company.  

Finally, a fifth component converts the income stream to a pre-tax equivalent. This is accomplished by comparing the different income streams and eliminating the tax effect.  

CALCULATION OF INDICATED VALUE

The following chart/schedule calculates the fair market value of the Company using capitalization of earnings (pre-tax) method.
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989,995

$                

 


The preceding chart divides the company’s projected sustainable income stream (in this case pre-tax income) as calculated above, by the pre-tax capitalization rate computed in Chart (Build-Up Method to determine Cap Rate).  The result of this calculation is the business value of the Company.  If real estate were included with the sale of this business, its value would have to be added.  

EXCESS EARNINGS METHOD

The Excess Earnings Method, also known as the Treasury Method, estimates the value of the company's intangible assets not separately identified and valued in the typical valuation.  The basic concept is to estimate the intangible value by capitalizing the amount of earning stream over and above a reasonable return on tangible assets (thus called the excess earnings method).  Although this method was designed only for the purpose of estimating the value of a company’s intangible assets, many valuators value a company by using the excess earnings method to estimate the value of intangible assets and adding that amount to the value of tangible assets.  In effect, this method values a company at its tangible asset value plus what could be thought of as a “bonus” for goodwill and other intangible assets.  The excess earnings method is one of the most popular methods to value a small business or a professional practice.

STEPS IN APPLYING THE EXCESS EARNINGS METHOD

1. Estimate net tangible asset value (usually at market values)

2. Estimate a normalized level income (in this case pre-tax income)

3. Estimate a required rate of return to support the net tangible assets

4. Multiply the required rate of return to support the tangible assets (from Step 3) by the net tangible asset value (from Step 1)

5. Subtract the required amount of return on tangibles (from Step 3) from the normalized amount of returns (from Step 2); this is the amount of excess earnings.

6. Estimate an appropriate capitalization rate to apply to the excess economic earnings.  (This rate normally would be higher than the rate for tangible assets and higher than the overall capitalization rate; persistence of the customer base usually is a major factor to consider in estimating this rate)

7. Divide the amount of excess earnings (from Step 5) by a capitalization rate applicable to excess earnings (from Step 6); this is the estimated value of intangibles

8. Add the value of intangibles (from Step 7) to the net tangible asset value (from Step 1); this is the estimated value of the company

Excess earnings Capitalization Rate 
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An additional excess earnings premium is added to determine the capitalization rate for excess earnings.  The reason for this is that intangible assets, usually in the form of goodwill, have no liquidation value in the absence of earnings/cash flow, since its value depends on its earnings/cash flow generating capacity.  Therefore, the risk attached to the intangible portion of the assets should yield a higher rate of return.  

Calculation of Indicated Value

The chart below summarizes the calculation of the business entity using the capitalization of excess earnings method.

Excess Earnings Method Calculation
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ASSUMPTIONS:

Net tangible asset Fair Market Value:

305,750

$                  

 

Normalized annual pre-tax income & Interest

203,359

$                  

 

Required return to support tangible assets

12.0%

Capitalization rate for excess earnings (from above)

25.1%

CALCULATIONS

Net tangible asset Fair Market Value:

305,750

$                  

 

Required return on tangible assets

36,690

$                    

 

Excess Economic Income (pre-tax) 

166,669

$                  

 

Capitalization value excess earnings

663,755

$                  

 

Add: Value of Net Tangible Assets

305,750

$                  

 

INDICATED VALUE OF COMPANY

969,505

$            

 


RWS Cash Flow Method

RWS method is based upon its many years of experience in the valuation and pricing of thousands of businesses.  This method also relies upon RWS' knowledge derived from its comparable closed sale database and from its actual experience in working with and advising the largest business broker network in the America.  This method focuses on how much goodwill exists due to a key man or sole owner as opposed to business/practice goodwill where depth in ownership and/or management is present.  There are additional considerations such as:  business(s) that are highly cyclical or commodity-like; businesses that are in highly competitive industries that require little capital to enter.  In these cases, future earnings may deviate widely and the transferability of the income stream may be questionable.  We have also observed over the years that the pricing of some businesses (i.e., the multiple of cash flow) is sensitive to, among other things, the underlying tangible asset base of the business.
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Market Approach

Conceptual Basis

The market approach is the most direct approach for establishing the fair market value of a business.  This approach emphasizes the principle of substitution, which means that given alternative investments, a buyer would be expected to gravitate toward the investment with the lowest price if all other attributes (risks, return on investment, etc.) are the same.  The approach utilizes pricing from guideline public companies (when and if available) and from private transactions (merger & acquisition) markets.  The reason we refer to these companies as “guideline companies” is because the fact is that no two companies are truly comparable, but, rather, that similar companies can provide guidance about other companies in the marketplace.  

Additionally, Revenue Ruling 59-60 suggests using companies that are the same or similar to the subject company.  Over the years, similar has generally been interpreted to allow for companies that experience similar risk characteristics.  For example, in the tax court case Estate of Mark Gallo, there were no good public winemaker comparables, so the court did consider brewers, distillers, soft drink bottlers, and high-brand-recognition consumer food packers.  Although the main criterion is the line of business, additional factors may be considered, such as: markets served, types of products and services, geographical territory served, size, and comparability of financial results (e.g., profitability, growth rates, etc.).  

GUIDELINE CompanY MULTIPLES 

Based upon our pricing and transaction experience, the three most commonly applied multiples we consider are: Price/Cash Flow, Price/EBITDA (earnings before interest, tax, depreciation and amortization), and Price/Revenue.  As we all know, one multiple does not make a valuation.  That is why additional methods are considered for further analysis.  For example, some multiples (Price/Cash Flow and Price/EBITDA) may be affected more so when book or tax depreciation is used rather than economic depreciation.  Likewise, where there are significant differences in the capital structure (debt/equity mix), one company may be highly leveraged compared to the other; so these multiples may vary substantially.  Additionally, for most small companies, they frequently pay no or little taxes because their personal expenses are run through the business, so taxable income (and tax rates) may differ widely. In order to avoid the tax and accounting differences from the debt/equity mix, i.e. leverage, personal expenses and depreciation policies mentioned earlier, the Price/Revenue multiple is utilized. 

 Finally, when using pricing multiples derived from the private marketplace, the comparability may be limited by differences in location, the nature of the comparison company sale, and how the transaction was financed (all cash, seller financing, commercial financing, and stock, contingency earn out payments, etc.).  In an effort to find guideline companies, we researched the marketplace as well as our own private database of transactions.  The results of our research and analysis is shown below:

GUIDELINE Company Comparison Method 
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Valuation Summary


[image: image18.wmf]VALUATION APPROACHES & METHODS

Confidence 

Weighted

Value

Level

 Value

ASSET BASED VALUATION

  Book Value Method

251,864

$         

 

0.0%

-

$                 

 

  Adjusted Book Value Method

363,750

$         

 

0.0%

-

$                 

 

  RWS Asset/Cash Flow Method

942,364

$         

 

20.0%

188,473

$         

 

INCOME BASED VALUATION

  Single Period Capitalization Method

989,995

$         

 

10.0%

99,000

$           

 

  Excess Earnings Method

969,505

$         

 

10.0%

96,951

$           

 

  RWS Cash Flow Method

963,392

$         

 

20.0%

192,678

$         

 

MARKET BASED VALUATION

   Price/EBITDA Multiple

919,382

$         

 

15.0%

137,907

$         

 

   Price/Revenue Multiple

701,250

$         

 

10.0%

70,125

$           

 

   Price/SDCF Mulitple

963,392

$         

 

15.0%

144,509

$         

 

100.0%

929,642

$         

 

INDICATED  VALUE:

908,000

$    

 


	    *EBT= Earnings Before Tax.
	
	

	  **SDCF = Seller's Discretionary Cash Flow which is the summation of EBT plus Seller Add Backs.

	***EBITDA=Earnings before interest, taxes, depreciation and amortization.
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RWS QUALIFICATIONS

RWS has assisted business owners nationwide with the valuation of their respective businesses.  The RWS database has been developed through thousands of valuations for business owners, business brokers, financial consultants, and lending institutions.  RWS has developed an extensive national database of comparable sales information, which allows RWS to be knowledgeable of industry trends and pricing multiples.   RWS considers its expertise to be from the small to middle market businesses.   

RWS provides valuation services in 50 states and Canada through a network of Financial Recasting Consultants (FRC).  The Consultants assist the business owner by utilizing a Business Information Organizer, which includes recasting the assets and cash flow of the business as part of the valuation process.    Through the extensive network of FRC’s, RWS has direct access to market information on a local, regional and   national basis. 

Please find listed below and on the next few pages a partial list of the types of businesses along with their SIC Code our staff has been involved with from its valuation and consulting and advisory services role. We have also listed a few of our Reference Materials and Market Research Sources in the next section.

rws BUSINESS COMPARABLES

(PARTIAL LIST OF TYPES OF BUSINESSES)

A. AGRICULTURE, FORESTRY, AND FISHING

02
AGRICULTURAL PRODUCTION-LIVESTOCK

0211
Beef cattle feedlots

024
Dairy Farms

025
Poultry and Eggs

0252
Chicken eggs

0254
Poultry hatcheries

07
AGRICULTURAL SERVICES


074
Veterinary Services


078
Landscape and Horticultural Services


0781
Landscape counseling and planning


0782
Lawn and garden services


0783
Ornamental shrub and tree services


08
FORESTRY


083
Forest products


09
FISHING, HUNTING, AND TRAPPING

091
Commercial Fishing


092
Fish Hatcheries and Preserves


B. MINING
13
OIL AND GAS EXTRACTION

138
Oil and Gas Field Services


14 
NONMETALLIC MINERALS, EXCEPT FUELS

142
Crushed and Broken Stone


144
Sand and Gravel


145
Clay, Ceramic & Refractory Minerals


147
Chemical and Fertilizer Minerals


C. CONSTRUCTION
15
GENERAL BUILDING CONTRACTORS

152
Residential Building Construction


1521
Single-family housing construction


1522
Residential construction


154
Nonresidential Building Construction

1541
Industrial buildings and warehouses


1542
Nonresidential construction

161
Highway and Street Construction


162
Heavy Construction, Except Highway

1623
Water, sewer and utility lines

17
SPECIAL TRADE CONTRACTORS

171
Plumbing, Heating & air-conditioning


1711
Plumbing, heating & air-conditioning


172
Painting and Paper Hanging


1721
Painting and paper hanging


173
Electrical Work


174
Masonry, Stonework & Plastering


1742
Plastering, drywall, and insulation


1743
Terrazzo, tile, marble, mosaic work


175
Carpentry and Floor Work


1752
Floor laying and floor work

176
Roofing, Siding & Sheet Metal Work

177
Concrete Work


178
Water Well Drilling


179
Misc. Special Trade Contractors


1791
Structural steel erection


1793
Glass and glazing work


1794
Excavation work


1795
Wrecking and demolition work


D. MANUFACTURING

20
FOOD AND KINDRED PRODUCTS

2011
Meat packing plants


2015
Poultry slaughtering and processing


202
Dairy Products


2024
Ice cream and frozen deserts

203
Preserved Fruits and Vegetables


204
Grain Mill Products


2045
Prepared flour mixes and dough’s


2048
Prepared feeds

205
Bakery Products


206
Sugar and Confectionery Products


2064
Candy & other confectionery products

2066
Chocolate and cocoa products


2068
Salted and roasted nuts and seeds


208
Beverages


2084
Wines, brandy, and brandy spirits


209
Misc. Food and Kindred Products


2091
Canned and cured fish and seafood’s


2096
Potato chips and similar snacks


2097
Manufactured ice


22
TEXTILE MILL PRODUCTS


2211
Broadwoven fabric mills, cotton

222
Broadwoven Fabric Mills, Manmade


223
Broadwoven Fabric Mills, Wool


225
Knitting Mills


227
Carpets and Rugs


23
APPAREL AND OTHER TEXTILE PRODUCTS


232
Men's and Boys' Furnishings


233
Women's and Misses' Outerwear

234
Women's and Children's Undergarments

235
Hats, Caps, and Millinery


236
Girls’ and Children’s Outerwear


238
Miscellaneous Apparel and Accessories

2381
Fabric dress and work gloves

2385
Waterproof outerwear


2392
House Furnishings


24
LUMBER AND WOOD PRODUCTS

241
Logging


242
Sawmills and Planning Mills


2421
Sawmills and planning mills, general


2426
Hardwood dimension & flooring mills

243
Millwork, Plywood & Structural Members

2431
Millwork


2434
Wood kitchen cabinets


2435
Hardwood veneer and plywood


2436
Softwood veneer and plywood

2439
Structural wood members


2448
Wood pallets and skids


2449
Wood containers


245
Wood Buildings and Mobile Homes


2452
Prefabricated wood buildings

249
Miscellaneous Wood Products

25
FURNITURE AND FIXTURES


2511
Wood household furniture


2512
Upholstered household furniture


2514
Metal household furniture


2515
Mattresses and bedsprings


2517
Wood TV and radio cabinets


2519
Household furniture


252
Office Furniture


2521
Wood office furniture


2522
Office furniture, except wood

253
Public Building & Related Furniture


254
Partitions and Fixtures


2541
Wood partitions and fixtures

2542
Partitions and fixtures, except wood


259
Miscellaneous Furniture and Fixtures


2591
Drapery hardware & blinds & shades


2599
Furniture and fixtures


26
PAPER AND ALLIED PRODUCTS

262
Paper Mills


265
Paperboard Containers and Boxes


2653
Corrugated and solid fiber boxes


2657
Folding paperboard boxes


267
Misc. Converted Paper Products


2671
Paper coated & laminated, packaging


2673
Bags: plastics, laminated, & coated


2675
Die-cut paper and board


2677
Envelopes


2678
Stationery products


2679
Converted Paper products


27
PRINTING AND PUBLISHING


2711
Newspapers


2721
Periodicals


2731
Book publishing


275 Commercial Printing


2752
Commercial printing, lithographic


2754
Commercial printing, gravure 

2759
Commercial printing


276
Manifold Business Forms


277
Greeting Cards


2789
Bookbinding and related work

2791
Typesetting


2796
Plate making services


28
CHEMICALS AND ALLIED PRODUCTS

2812
Alkalis and chlorine


282
Plastics Materials and Synthetics


2821
Plastics materials and resins

284
Soap, Cleaners, and Toilet Goods


285
Paints and Allied Products


286
Industrial Organic Chemicals

287
Agricultural chemicals


289
Miscellaneous Chemical Products


29
PETROLEUM AND COAL PRODUCTS

295
Asphalt Paving and Roofing Materials

2992
Lubricating oils and greases


30
RUBBER AND MISC. PLASTIC PRODUCTS

305
Hose & Belting & Gaskets & Packing

3053
Gaskets, packing and sealing devices


3061
Mechanical rubber goods


3069
Fabricated rubber products


308
Miscellaneous Plastics Products


3084
Plastics pipe


3085
Plastics bottles


3086
Plastics foam products


3088
Plastics plumbing fixtures


31
LEATHER AND LEATHER PRODUCTS

311
Leather Tanning and Finishing

315
Leather Gloves and Mittens


317
Handbags and Personal Leather Goods

32
STONE, CLAY, AND GLASS PRODUCTS


324
Cement, Hydraulic


325
Structural Clay Products


3251
Brick and structural clay tile


3253
Ceramic wall and floor tile


3255
Clay refractories


326
Pottery and Related Products

3262
Vitreous china table & kitchenware


3263
Semi-vitreous table & kitchenware


3269
Pottery products


327
Concrete, Gypsum, and Plaster Products

3271
Concrete block and brick


3272
Concrete products


3273
Ready-mixed concrete


3274
Lime


3275
Gypsum products


328
Cut Stone and Stone Products

33
PRIMARY METAL INDUSTRIES

3315
Steel wire and related products


34
FABRICATED METAL PRODUCTS


344
Fabricated Structural Metal Products


3441
Fabricated structural metal

3442
Metal doors, sash, and trim


3443
Fabricated plate work (boiler shops)


3444
Sheet metal work


3448
Prefabricated metal buildings

345
Screw Machine Products, Bolts, Etc.


3451
Screw machine products


3465
Automotive stampings


3471
Plating and polishing

3479
Metal coating and allied services


3492
Fluid power valves & hose fittings


35
INDUSTRIAL MACHINERY AND EQUIPMENT


3534
Elevators and moving stairways


3535
Conveyors and conveying equipment


3544
Special dies, tools, jigs & fixtures


3545
Machine tool accessories


356
General Industrial Machinery

3561
Pumps and pumping equipment

3562
Ball and roller bearings


3564
Blowers and fans


3565
Packaging machinery


3567
Industrial furnaces and ovens

357
Computer and Office Equipment

3571
Electronic computers


3572
Computer storage devices


358
Refrigeration and Service Machinery

3581
Automatic vending machines


3585
Refrigeration and heating equipment


3594
Fluid power pumps and motors

36
ELECTRONIC & OTHER ELECTRIC EQUIPMENT

3621
Motors and generators


364
Electric Lighting and Wiring Equipment

366
Communications Equipment


367
Electronic Components and Accessories

3671
Electron tubes


3672
Printed circuit boards


3675
Electronic capacitors


3676
Electronic resistors


3677
Electronic coils and transformers

3678
Electronic connectors


369
Misc. Electrical Equipment & Supplies

37
TRANSPORTATION EQUIPMENT

3713
Truck and bus bodies


3714
Automobile Parts & Supplies 

3715
Truck trailers


3716
Motor homes


372
Aircraft and Parts


373
Ship and Boat Building and Repairing

374
Railroad Equipment


375
Motorcycles, Bicycles, and Parts


379
Miscellaneous Transportation Equipment


3792
Travel trailers and campers

3795
Tanks and tank components


3799
Transportation equipment


381
Search and Navigation Equipment


382
Measuring and Controlling Devices


3822
Environmental controls


39
MISCELLANEOUS MANUFACTURING INDUSTRIES

391
Jewelry, Silverware, and Plated Ware


3993
Signs and advertising specialties


3995
Burial caskets


E. TRANSPORTATION AND PUBLIC UTILITIES

41
LOCAL AND INTERURBAN PASSENGER TRANSIT


412
Taxicabs


414
Bus Charter Service


4141
Local bus charter service


42
TRUCKING AND WAREHOUSING

421
Trucking & Courier Services, Ex. Air


4212
Local trucking, without storage


4213
Trucking, except local


4214
Local trucking with storage


4215
Courier services, except by air


422
Public Warehousing and Storage


4222
Refrigerated warehousing and storage

4225
General warehousing and storage


44
WATER TRANSPORTATION

4482
Ferries


4492
Towing and tugboat service


4493
Marinas


45
TRANSPORTATION BY AIR


4513
Air courier services


458
Airports, Flying Fields, & Services


47
TRANSPORTATION SERVICES


4724
Travel agencies


4725
Tour operators


473
Freight Transportation Arrangement


4783
Packing and crating


4785
Inspection & fixed facilities


48
COMMUNICATIONS


4832
Radio broadcasting stations


484
Cable and Other Pay TV Services


49
ELECTRIC, GAS, AND SANITARY SERVICES


4924
Natural gas distribution


495
Sanitary Services


4953
Refuse systems


496
Steam and Air-Conditioning Supply


497
Irrigation Systems


F. WHOLESALE TRADE


50
WHOLESALE TRADE-DURABLE GOODS

501
Motor Vehicles, Parts, and Supplies

5012
Automobiles and other motor vehicles

5013
Motor vehicle supplies and new parts


5014
Tires and tubes


5015
Motor vehicle parts, used


502
Furniture and Home Furnishings

5021
Furniture


5023
Home Furnishings


503
Lumber and Construction Materials

5031
Lumber, plywood, and millwork


5032
Brick, stone, & related materials


5033
Roofing, siding, & insulation


5039
Construction materials


504
Professional & Commercial Equipment


5043
Photographic equipment and supplies


5044
Office equipment


5045
Computers, peripherals & software


5047
Medical and hospital equipment


5048
Ophthalmic goods


506
Electrical Goods


5064
Electrical appliances, TV & radios


507
Hardware, Plumbing & Heating Equipment


5072
Hardware


5074
Plumbing & hydronic heating supplies

5075
Warm air heating & air-conditioning


5078
Refrigeration equipment and supplies


508
Machinery, Equipment, and Supplies

5082
Construction and mining machinery


5083
Farm and garden machinery


5084
Industrial machinery and equipment


5085
Industrial supplies


5087
Service establishment equipment


5088
Transportation equipment & supplies


509
Miscellaneous Durable Goods

5091
Sporting & recreational goods

5092
Toys and hobby goods and supplies


5093
Scrap and waste materials


5094
Jewelry & precious stones


51
WHOLESALE TRADE-NONDURABLE GOODS


511
Paper and Paper Products


5111
Printing and writing paper


5112
Stationery and office supplies

5113
Industrial & personal service paper


512
Drugs, Proprietaries and Sundries


513
Apparel, Piece Goods and Notions


5131
Piece goods & notions


5136
Men’s and boys’ clothing


5137
Women’s and children’s clothing


5139
Footwear


514
Groceries and Related Products


5141
Groceries, general line


5142
Packaged frozen foods


5143
Dairy products, exc. dried or canned


5144
Poultry and poultry products

5145
Confectionery


5146
Fish and seafood’s


5147
Meats and meat products


5148
Fresh fruits and vegetables


5149
Groceries and related products


515
Farm-Product Raw Materials

5153
Grain and field beans

5159
Farm-product raw materials

516
Chemicals and Allied Products

517
Petroleum and Petroleum Products


5171
Petroleum bulk stations & terminals


5172
Petroleum products


518
Beer, Wine and Distilled Beverages


5181
Beer and ale


5182
Wine and distilled beverages

5191
Farm supplies


5192
Books, periodicals & newspapers


5193
Flowers & florists’ supplies


5198
Paints, varnishes, and supplies


G. RETAIL TRADE

52
BUILDING MATERIALS AND 
GARDEN SUPPLIES

5211
Lumber and other building materials


523
Paint, Glass, and Wallpaper Stores


5251
Hardware Stores


526
Retail Nurseries and Garden Stores

527
Mobile Home Dealers


53
GENERAL MERCHANDISE STORES


5331
Variety stores


5399
Misc. general merchandise stores


54
FOODS STORES


5411
Grocery stores


5421
Meat and fish markets


5431
Fruit and vegetable markets

544
Candy, Nut, and Confectionery Stores

5441
Candy, nut, and confectionery stores


5451
Dairy products stores

5461
Retail bakeries


5499
Miscellaneous food stores


55
AUTOMOTIVE DEALERS AND SERVICE STATIONS


5511
New and Used Car Dealers


5521
Used car dealers


5531
Auto and home supply stores


5541
Gasoline service stations


5551
Boat dealers


5561
Recreational vehicle dealers


5571
Motorcycle dealers


5599
Automotive dealers


56
APPAREL AND ACCESSORY STORES

5611
Men's & boys' clothing stores

5621
Women's clothing stores


5632
Women's accessory & specialty stores

5641
Children's and infants' wear stores


5651
Family clothing stores


5661
Shoe stores


5699
Misc. apparel & accessory stores


57
FURNITURE AND HOME FURNISHINGS STORES


5712
Furniture stores


5713
Floor covering stores


5714
Drapery and upholstery stores


5719
Misc. home furnishings stores


5722
Household appliance stores


573
Radio, Television, & Computer Stores

5731
Radio, TV, & electronic stores


5734
Computer and software stores


5735
Record & prerecorded tape stores


5736
Musical instrument stores


58 
EATING AND DRINKING PLACES

581
Eating and Drinking Places

5812
Eating places


5813
Drinking places


59
MISCELLANEOUS RETAIL


5912
Drug stores and proprietary stores


5921
Liquor stores


5932
Used merchandise stores


594
Miscellaneous Shopping Goods Stores

5941
Sporting goods and bicycle shops


5942
Book stores


5943
Stationery stores


5944
Jewelry stores


5945
Hobby, toy, and game shops


5946
Camera & photographic supply stores

5947
Gift, novelty, and souvenir shops


5948
Luggage and leather goods stores


5949
Sewing, needlework, and piece goods

596
Nonstore Retailers


5961
Catalog and mail-order houses


5962
Merchandising machine operators


5963
Direct selling establishments


598
Fuel Dealers


5983
Fuel oil dealers


5984
Liquefied petroleum gas dealers


599
Retail Stores


5992
Florists


5994
News dealers and newsstands


5995
Optical goods stores


H. FINANCE, INSURANCE, AND REAL ESTATE


616
Mortgage Bankers and Brokers

62
SECURITY AND COMMODITY BROKERS


6282
Investment advice


63
INSURANCE CARRIERS


636
Title Insurance


64
INSURANCE AGENTS, BROKERS, AND SERVICE


641
Insurance Agents, Brokers, & Service

65
REAL ESTATE


6515
Mobile home site operators


653
Real Estate Agents and Managers


654
Title Abstract Offices


I.  SERVICES


70
HOTELS AND OTHER LODGING PLACES

701
Hotels and Motels


703
Camps and Recreational Vehicle Parks

7032
Sporting and recreational camps


7033
Trailer parks and campsites


72
PERSONAL SERVICES


721
Laundry, Cleaning, & Garment Services

7211
Power laundries, family & commercial

7212
Garment pressing & cleaners' agents


7213
Linen supply


7215
Coin-operated laundries and cleaning


7216
Dry-cleaning plants, except rug


7217
Carpet and upholstery cleaning


7218
Industrial launderers


7219
Laundry and garment services

722
Photographic Studios, Portrait

7221
Photographic studios, portrait

7231
Beauty Shops

7241
Barber Shops


725
Shoe Repair and Shoeshine Parlors


726
Funeral Service and Crematories


7291
Tax return preparation services


73
BUSINESS SERVICES


731
Advertising


7311
Advertising agencies


7312
Outdoor advertising services

732
Credit Reporting and Collection


733
Mailing, Reproduction, Stenographic


7331
Direct mail advertising services


7334
Photocopying & duplicating services


7349
Building maintenance services


7352
Medical equipment rental


7353
Heavy construction equipment rental


7359
Equipment rental & leasing


736
Personnel Supply Services


7361
Employment agencies


7363
Help supply services


737
Computer and Data Processing Services

7371
Computer programming services


7372
Prepackaged software


7376
Computer facilities management


7377
Computer rental & leasing


7378
Computer maintenance & repair


7382
Security systems services


7384
Photo Finishing laboratories

75
AUTO REPAIR, SERVICES, AND PARKING


753
Automotive Repair Shops


7532
Top & body repair & paint shops

7533
Auto exhaust system repair shops


7536
Automotive glass replacement shops


7537
Automotive transmission repair shops

7538
General automotive repair shops


754
Automotive Services, Except Repair


7542
Car Washes


7549
Automotive services


76
MISCELLANEOUS REPAIR SERVICE

762
Electrical Repair Shops


7623
Refrigeration service and repair


763
Watch, Clock, and Jewelry Repair


764
Re-upholstery and Furniture Repair


7641
Re-upholstery and furniture repair


7692
Welding repair


7694
Armature rewinding shops


78
MOTION PICTURES


784
Video Tape Rental


79
AMUSEMENT & RECREATION SERVICES

7911
Dance studios, schools, and halls


7922
Theatrical producers and services


793
Bowling Centers


794
Commercial Sports


7941
Sports clubs, managers, & promoters


7991
Physical fitness facilities


7993
Coin-operated amusement devices


7996
Amusement parks


7997
Membership sports & recreation clubs

801
Offices & Clinics of Medical Doctors


802
Offices and Clinics of Dentists

803
Offices of Osteopathic Physicians


8041
Offices and clinics of chiropractors


8042
Offices and clinics of optometrists


805
Nursing and Personal Care Facilities


8051
Skilled nursing care facilities


807
Medical and Dental Laboratories


8071
Medical laboratories


8072
Dental laboratories


808
Home Health Care Services


824
Vocational Schools


8244
Business and secretarial schools


83
SOCIAL SERVICES


833
Job Training and Related Services


835
Child Day Care Services


87
ENGINEERING & MANAGEMENT SERVICES

871
Engineering & Architectural Services


8711
Engineering services


8712
Architectural services


8713
Surveying services


872
Accounting, Auditing, & Bookkeeping

8734
Testing laboratories


8743
Public relations services


95
ENVIRONMENTAL QUALITY AND HOUSING


951
Environmental Quality


9511
Air, water & solid waste management
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GLOSSARY OF TERMS

Adjusted Book Value

The book value that results after one or more asset or liability amounts are added, deleted or changed from the respective book amounts.

Adjusted Working Capital

Normal Working Capital (see definition below) excluding any debt in current liabilities.  Synonymous with debt free working capital.

Asset Based Approach

A general way of determining a value indication of a business's assets and/or equity interest using one or more methods based directly on the value of the assets or the business less liabilities.

Asset Sale

A form of acquisition whereby the seller of a corporation agrees to sell all or certain assets and liabilities of a company to a purchaser.  The corporate entity is not transferred.

Base Year

The company's current fiscal year.  Since complete financial statements are not available for the current year, sales and income are projected based on the expectations of management.

Book Value

With respect to assets, the capitalized cost of an asset less accumulated depreciation, depletion or amortization as it appears on the books of account of the enterprise.  With respect to a business enterprise, the difference between total assets (net of depreciation, depletion and amortization) and total liabilities of an enterprise as they appear on the balance sheet.  It is synonymous with net book value, net worth and shareholder's equity.

Business Enterprise

A commercial, industrial or service organization pursuing an economic activity.  The business enterprise can be seen as the sum of all operating assets of the business including normal working capital, operating fixed assets, and all intangible assets related to the production of the income and cash flow stream being valued.

Business Valuation

The act or process of arriving at an opinion or determination of the value of a business or enterprise or an interest therein.

Capitalization

The conversion of income into value.  The capital structure of a business enterprise.  The recognition of an expenditure as a capital asset rather than a period expense.

Capitalization Rate

Any divisor (usually expressed as a percentage) that is used to convert income into value.

Capital Structure

The composition of a business entity's invested capital.

Capitalizing Net Income

Determining a future value for the company by dividing the pro forma net income by the required Return on Investment (ROI).

Cash Flow

The excess of sources of cash over uses of cash.

Cash Flow Statement

An analysis of all the changes that affect the cash account during an accounting period.  These changes are segregated into operating, investing and financing categories.

Deal Structure

The allocation of the consideration paid for a business.  The components could include cash, notes, stock, consulting agreements, earnout provisions, and covenants not to compete.  The sale could take the form of an asset sale or a stock sale.  See those definitions.

Debt Free Cash Flow

Debt free net income plus depreciation less provisions for working capital and capital expenditures.

Debt Free Net Income

The after tax income of a company presented as if the company had no debt.

Discount Rate

A rate of return used to convert a monetary sum, payment or receivable in the future into present value.

Earnout

The portion of the purchase prices that is contingent on future performance.  It is payable to the sellers only when certain pre-defined levels of sales or income are achieved in the years after acquisition.

EBIT

Earnings before interest and taxes.

EBITDA

Earnings before interest, taxes, depreciation, and amortization.

Economic Life

The period over which property may be profitably used.

Enterprise

See Business Enterprise.

Equity

The owner's interest in property after deduction of all liabilities.

Financial Recasting

Financial recasting of the historical financial statements adds back items such as superfluous, excessive, or discretionary expenses and non-recurring revenues and expenses.  Recasting provides an economic view of the company, and allows meaningful comparisons with other investment opportunities.

Fixed Interest Rate

An interest rate, which does not fluctuate with general market conditions.

Free Cash Flow

Cash available for distribution after taxes but before the effects of financing.  Calculated as debt-free net income plus depreciation less expenditures required for working capital and capital items adjusted to remove effects of financing.

Going Concern

An operating business enterprise.

Going Concern Value

The gross value of a company as an operating business.  This value may exceed or be less than the liquidating value.

Goodwill or Intangible Value

The amount by which the consideration paid exceeds the fair market value of the company's operating assets.

Income Approach

A general way of determining value of a business, business ownership interest or security using one or more methods wherein a value is determined based on anticipated benefits.

Intangible Assets

The intangible assets will usually consist of goodwill and going concern value, certain types of intangible property that generally relate to the workforce, information base, know-how, customers, suppliers, or systems in place producing cash flow, proprietary rights (such as; patents, copyrights, trade marks, or trade names), covenant not to compete or similar items.
Liquidation Value

The value of a company assuming the assets of the company are sold piecemeal (not as part of an on going business enterprise) with-appropriate time ' for exposure to the marketplace.

Market Approach

A general way of determining a value indication of a business, business ownership or security using one or more methods that compare the subject to similar businesses, business ownership interests or securities that have been sold.
Market Multiple

A factor that can be applied to the subject company's financial, operating or physical data to generate an indication of value.  The market multiple is derived from observed transactions in the marketplace where the value can be divided by the comparable companies' financial, operating or physical data to generate the market multiple.

Net Assets

Total assets less total liabilities.

Net Cash Flow

Cash available for distribution after taxes and after the effects of financing.  Calculated as net income plus depreciation less expenditures required for working capital and capital items.

Net Income

Revenue less expenses, including taxes.

Non-Operating Assets

Assets shown on the company's balance sheet that are not used in the operation of the business.  That is, "extra" assets that are not necessary to generate the revenue and cash flow stream being valued.

Normal Working Capital

The amount of working capital needed by the company to sustain operations throughout the year.  Calculated as the average of current assets (which include a normal amount of necessary cash) minus current liabilities on a monthly basis over the most recent twelve months.

Present Value

The value today of a future payment, or stream of payments, discounted at a risk-adjusted rate of return.

Pro Forma Statements

Hypothetical statements.  Financial statements as they would appear if some event, such as increased sales or production, were to occur.

Rate of Return

An amount of income (loss) and/or change in value realized or anticipated on an investment, expressed as a percentage of that investment.

Replacement Cost New

The current cost of a similar new item having the nearest equivalent utility as the item being valued.

Residual Value

The estimated market value of the company at the end of the forecast period.

Return on Investment (ROI)

The rate of return at which the sum of the discounted future cash flows equals the initial cash outlay.

Stock Sale

A form of acquisition whereby all or a portion of the stock in a corporation is sold to the purchaser.

Tangible Assets

Tangible assets that may be included in the sale of a business usually consist of accounts receivable, inventory, leasehold improvements, furniture and fixtures, equipment, land and building.
Terminal Value

The value of the company at the end of the five-year pro forma period.  Terminal value is determined by dividing the fifth year pro forma cash flow (normalized for depreciation and capital expenditures) by the required Return on Investment.

Valuation Approach

A general way of determining value using one or more specific valuation methods. (See Asset Based Approach, Market Approach and Income Approach definitions.)

Valuation Method

Within valuation approaches, a specific way to determine value.

Valuation Multiple

A factor wherein a value or price serves as the numerator and financial, operating or physical data of the company being valued serve as the denominator.

Value

The amount at which a business enterprise passes from a willing seller to a willing buyer.  It is assumed that both buyer and seller are rational and have a reasonable knowledge of relevant facts.

Variable Interest Rate

An interest rate that moves at a pre-defined level above or below an index rate.  A commonly used index is the bank prime rate.

Working Capital

The excess of current assets over current liabilities. 
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