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n the aftermath of the "deal mania"
that characterized the 1980s, cor-
porate boards of directors are giv-
ing more careful consideration to

proposed corporate restructurlngs.
Even in the present tight credit en-

vironment, which makes acquisitions and
management buyouts difficult, there is a
higher standard of care to ensure that
those transactions that can be completed,

including subsidiary spin-offs, squeeze-
out mergers, and joint ventures, make eco-
nomic sense and are fair to shareholders.
Directors increasingly turn to financial
advisers who have developed the special-
ized expertise in addressing these issues.
As a result, greater attention is being paid
to fairness opinions.

s a business valuation practitioner
of approximately seven years, my
entire focus has been to serve the
valuation needs of the private,
closely-held entity -the majority
of which are family owned and

controlled. I have often followed the path
of most valuation practitioners of always
at least making a concerted effort to re-
search the vast data base of public infor-
mation to assist in reaching a sound con-
clusion of value for a particular interest.
As I believe most valuation profession-
als have found, particularly those deal-
ing primarily with private company cli-
ents, the guideline public data is either
non-existent or extremely difficult to
compare. This is most often due to the
unique nature and operations of the
private entity being valued. It is to
these unique elements of the private
company I wish to focus this article
and, hopefully, provide a more solid
framework of understanding among
valuation practitioners of the key dif-
ferences between a private and public
company. This article will address why
public data is most often not compa-
rable in a private entity engagement and
provide an enhanced understanding of
how these key differences relate to the
applicability or non-applicability of pre-
miums and discounts.
(See "Data" page 44)

~)

Fairness opinions are used to aid fiducia-
ries in making decisions that affect the
people whose financial interests are at stake.
Fiduciaries include boards of directors, cor-
porate debt trustees, bankruptcy trustees,
ESOP trustees, and personal trustees.

Fairness opinions provided to a company's
board of directors typically do not address
the interests of employees or creditors.
They are directed toward one group -the
shareholders of the company. As a result,
the fairness opinion conclusion is based
primarily on the valuation of the stock held
(See "Heat" page 47)
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As a practicing CPA of approximately sixteen years, .I have come to know three types of companies- those that are closely-held
and have no current or future plans to go public; those that have reached a stage in the evolution of the entity when management
desires a planned transition to the public market; and those either already in the public market or that plan from inception for a
public offering, I will refer to each as closely held, will be public, and publicly traded, respectively. Each is generally unique in the
quality, sophistication, and operating characteristics of the entity. A comparison of characteristics among each type of entity is
helpful in understanding the value, and limitations, public market data may have in a private company business valuation
assignment. Although not all inclusive, the following are some. of the more obvious differences:
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It is clear Hom this comparison that a closely held
company is distinctly different from the two iden-
tified public company profiles as to the level of
sophistication in management, operations, sys-
tems, and reporting, as well as to competition,
customer base, priority toward shareholder re-
turns, and structure and definition. It can be stated
that in many ways, the private company operates
in a much different world than the public com-
pany due to management's focus on personal
goals rather than on increasing shareholder value,
as is common in public companies. It can be fur-
ther stated that the public "market makers" who
drive much of the public data have different agen-
das than the prospective private company buyer.

try and economic impacts, and taxes. As a result,
the earnings or cash flow base and the premium
or discount must be developed by addressing all
of these relevant issues, and their impact on com-

pany operations -e.g., control, liquidity, trans-
ferability, etc. According to ASA Business valu-
ation standards, "A discount or premium has no
meaning until the conceptual basis underlying
the value to which it is applied is defined. A
discount or premium is warranted when charac-
teristics affecting the value of the subject inter-
est differ sufficiently from those inherent in the
base value to which it is applied." Under these
same standards, control premiums and minority
discounts are defined as follows:

PRIVATE

Given these many contrasting characteristics of
private versus public companies, two key ques-
tions become obvious to the valuation practitio-
ner. I) Why do business appraisers rely on pub-
lic data as a source upon which to compare the
financial condition and performance of a private
company; and to develop an appropriate capi-
talization or discount rate, as well as to determine
appropriate discounts/premiums to apply? And
2) what, if any, are the alternatives to public data?

"Control Premium -the additional value inher-
ent in the control interest as contrasted to a mi-
nority interest, that reflects its power of control.

Minority Discount or Lack of Control Discount
-An amount or percentage deducted from a
prorata share of the value of 100 percent of an
equity interest in a business, to reflect the ab-
sence of some or all of the powers of control."

VERSUS

If such definitions could be accurately quanti-
fied, a control premiwn would equate to the quan-
titative value of access to the decision-making
powers of an entity in order to control, among
other things, compensation, perquisites, pur-
chase or sale of assets. A lack of control would
equate to the quantitative value of~ of access
to the decision-making powers of an entity in or-
der to control the same issues. Acceptance of
these defmitions means that if the business ap-
praiser appropriately computes a controlling in-
terest level of earnings or cash flow and an ap-
propriate capitalization or discount rate to apply,
a premiwn is not necessary as we have already
arrived at the controlling interest value. Simi-
larly, if the appraiser appropriately computes a
minority level of earnings or cash flow and an
appropriate capitalization or discount rate to ap-
ply, a minority discount is not necessary, absent
any restrictive covenants that would further ag-
gravate the minority shareholder's lack of con-
trol. It is, therefore, important for the business
appraiser to thoroughly understand and address
all of the legal and company-specific control or
lack of control issues pertaining to the interest

The obvious answer to the first question is the
abundance and accessibility of public market data,
whereas private company data tends to gener-
ally be limited and difficult to obtain forcing the
appraiser to turn to public data as an alternative.
Therefore, in answer to the second question, de-
spite the inherent differences, public data is the
most reliable resource that must first be consid-
ered. Because of the tremendous volume of in-
vestor activity, public market data provides a rea-
sonable proxy for considering appropriate inves-
tor rates of return and risk drivers in relation to

private companies. Consequently, public data is
the only feasible and best resource from which to
develop an appropriate capitalization and dis-
count rate. However, public data is not a reliable
source for determining the appropriate earnings
or cash flow base or in developing an appropri-
ate discount or premium in a private company

setting.

The earnings and cash flow of each business is
unique, as it is driven by such elements as loca-
tion, management, customers, suppliers, indus-
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Reliance being valued in developing an appropriate level
of earnings.

dation from which a private company analysis
can build to a supportable discount or capitaliza-
tion rate, or market multiple, and reasonable con-
clusion of value under an income or market ap-
proach. As private company databases, such as
IBA, Pratt's Stats, or Bizcomps build their infor-
mational banks, private company guideline data
may become more readily available and of a higher
quality. However, the public marketplace reflects
risk and return data that cannot be found any-
where else and should be used with a solid un-
derstanding of its source and nature. Applica-
tion of such data should never be a substitute for
a thorough analysis, both financial and non-fi-
nancial, of a subject private company interest to
reach an appropriate level of earnings and! or cash
flow, discount and! or capitalization rate, and dis-
counts or premiums to apply. It is the basis upon
which the key elements of a private company in-
terest appraisal should begin. .

on

public market
Lack of marketability studies have as their basis
public data studies generally pertaining to com-
panies identified earlier as public or public candi-
dates. Therefore, given the differences identi-
fied between public and private company pro-
files it is also important to adequately assess the
company-specific issues as they relate to lack of
liquidity or transferability issues. The public stud-
ies can be used as a foundation, but should not
be the only source for the concluded discount
applied. A thorough analysis of the company-
specific issues as they relate to marketability should
be performed and addressed in the valuation re-
port. Reliance on public market empirical studies
without comparison of these studies to the subject
valued can lead to an erroneous conclusion.

empirical

studies with.

out compari.

son of these

studies to the
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can lead to an
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Despite the many differences addressed in this
article regarding public versus private company
characteristics, public data continues to reflect
the most active and easily attainable data from
which to study investor behavior, risk in the mar-
ketplace, returns expected; and other transactional
information. This data will help establish a foun-

David A. Radcliffe, CPA, CVA is director of valuation
and litigation services for American Business Appraisers
(ABA), a division of Henry & Horne, ~L.C., one of eight
ABA network affiliate offices. He specializes in valuation
services for estate and gift tax purposes, family limited
partnerships, and other tax related appraisals. David
can be reached at (602; 839-3497.

Business Appraisal Support

Solutions (BASS)

Mercer Capital provides numerous
products and services to business
appraisers under the banner of
Business Appraisal Support
Solutions (BASS). We are dedicated to
helping business appraisal professionals
achieve excellence through the
development of products and services
designed to give you a competitive edge.
For information on the products and
services offered, please call us at
1-800-769-0967.

Complete Confidentiality Guaranteed
Call us at 1-800-769-0967

5860 Ridgeway Center Parkway, Suite 4~0 .Memphis, Tennessee 38120
(901) 685-2120 .Fax (901) 685-2199 .http://www.bizval.com
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AMERICNS BUSINESS VALUATION RESOURCE
Let us be your Research department!

Mercer Capital provides unmatched research services that. won't
bust your budget. We offer...

.Depth Staff of four dedicated only to Research

.Knowledge Over 10 years of cumulative experience
Member of Special Libraries Association

.Resources Unmatched resources -at our fingertips

.Quality The highest quality on the market

.Service Service is our flfSt priority
.Value Pricing Prices that won't. bust your budget


