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BUSINESS VALUATIONS -
THE MODERN APPROACH

John McElhinney, B.A., EC.A.

The recent article which discussed capital
acquisitions iax on the disposal of a
business set out two methods of valuing
majority interesis - capitalised earnings
{multiple of earnings per share) and net
asseis per share - which have no basis in
theory or fact and which almost invariably
result in an over-valuation of unguoted

shares.

FUNDAMENTAL ELEMENTS |

The article failed to identify the
fundamental elements that determine the
value of any financial asset: prospective
cash; the time of its receipt; and the risks
relating thereto.

The fundamentals are easier 0 appreciate
if viewed from the investor's point of
view. In all cases, the investor is buying
ihe vendors right to a future flow of
income, irrespective of whether the flow
of income and its timing is certain, eg, an
investment in government stocks {gilts) or
unceriain, eg, an investment in company
shares (equities).

The investor is only interested in the cash
he will or hopes 10 get from the assel -

[

what the Revenue will get (tax on hali-
yearly interest or dividends) is of no value
to him,

EQUITIES - Higher Risk

As all invesiors are risk averse, they seek a
higher rewun to invest in equities, ie, they
will pay a lower price for equities than for
gilts for a given prospective flow of
income. The excess annual return sought
by invesiors in equities is called the risk
premium,

Studies of returns on the US and UK
markets over long periods suggest a risk
premivm of 7% for large quoted
companies and 13% for small quoted
companies; the latter group includes all
UK companies with a market
capiialisation of up te £112m (average
£31m).

To invest in an unquoted company, an
investor would require a substantally
higher retumn on account of its small size
and lack of marketability of its shares,

LACK OF MARKETABILITY
This comprises two elemenis: resrictions
in the Articles of Association and lack of a

quotation. In the valuation of majority
interests, the restrictions in the Articles are
generally not a significant element.

The depreciatory effect of not being
quoted has been the subject of a number of
smdies in the US to ascenzin the discoant
required by investors o invest in unguoted
stock. Results indicate that an investor in
an unquoted company which may never be
quoted would require an additional
discount of 40 to 50%.

TOTAL RETURN REQUIRED

Given alternative investment opport-
unities, an invesior in unguoted equities,
whether it be a majority or a minority
interest should be secking substantial
retum. For a top rate taxpayer, who can
gel a certain net income of 7% on gilts, an
additional risk preminm of 20 to 30 per
cent would be justified. This may appear
high, however, it must always be
remembered that the prospective income is
uncertain. If the uncertainty is low then
the risk premium would be low and visa
versa
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FROSPECTIYE INCOME FLOW
When valuing a majority interest,
projected accounts for twe W five years,
inclading funds Mow satements, should be
prepared.

If the prospecis are for rapid growih in the
short and medivm term, the prospective
rate of refurn on capilal employed would
probably exceed the kong term average.
For the long term, the valuer will have io
make a judgement as o the average raie of
return on capital employed for mature
coampanies in the rade or indusory,

SUSTAINABLE GROWTH

Growth in profies is the product of profits
retained and the rale of rétum on capital
employed. Forexample, of the prospective
averapge rase of retusn oo capital employed
for the period 19940 w 1995 i 20%: amd, on
average, 90% of the profits will be
redanned, then the preepects for the period
1990 to 1993 are for growth in profits of
18%, e, 90% of 20%. This concept of
sustainable growth is wsed in valuing
mcome in the longer ierm.

INVESTOR'S PROSPECTIVE
INCOME

The prospective available cash which the
company 1% prodiecing is gencrally mog
fully receivable by the investor -
additional income ax may kave 10 be paid
om its reccipt: it is only tbe per (afer wx)
civsh which is of waloe 10 the invesior,

FRESENT VALUE OF INCOME

The present value of the invesior's
prospective income is got by discouming
il i s present day valoe,

Ivvesimend analysie wse a formuoka or
model for ascertaining the present
value of future income. It's simplest

fiprm is
o
R-G

where D= dividend/incoms
R= required rase of refum
G = sustainable growh

1 w5 called a dividend discount maodel
(D2 o Gordon's valuation model -
he was the first to apply it w0

In practice, analysts use variations of
the DDM, detdls of which can be ot
from most books on modern
investment theory.

OTHER VALUATION METHODS

Chher methods, such as, a multiple of
profits or met assets per share are so
remaely and indirectly related io the

fundamentals, ie, prospective cash fow o
the investor, its liming and related msk,
that they should be avoaded when valung
amy hobdings, quaoted or unguoled,

Mevertheless, they are used a3 proxy
methixls by practitioness for commeercial
and fiscal purposes despite the almost
inevitahle over-valuabon of the shares.
An exgmination of the besic components
of a mubiple of camings approach shows
how iadirecily related it is 1o the
Tumdammsentals;

MULTIFLE OF EARNINGS
This appeoach akes no account af?

(&) prospective profils - past profits are
imvariably wsed;

(b) fstare investment nesded in fixed and
working capiial;

(ch the foture tax profile of the company
bezingg valwed;

(d) the prospects for distribatable cash;

(e} the timing of cash fow 1o the
IS

([} the fwnre tax profile of the nvesior -
he invariably will have w pay
additional income tax and levies on
cash received;

(2} the related risk, expressed ae the raie
of rearn which an invesior would
requirs for such @ company - nol 1o be
confused with net yizld, which i the
required rate of refure less average
growth.

NET ASSETS PER SHARE

In addition to soffering from the same
defects as a multiple of carnings, this
approach ignores the fondamental concept
of a share, As a member of a company, a
sharcholder is bound by the aricles of
associadion, which set out his rights and
ohligatons, such az, a nght 0 volz, io a
dividend, erc.

He has mo aght o a progorsonale share of
the company's asgers. This view is well
cstablished in case bw. In e Irish cose;
HM Atorney-General v Jameson KB
Davizsion (1%)3) at page 669, Kenny J.
stated: “Mo shareholder has any right o
any specific portion of the company’s
property...” and at 670 “Therz is no
mierest in kand, bepal or equitshie, wested
in the defendants by the reason of their
Eestaior's membershdp in their company ™.

Exampls:
Sharehodders in Company A invest £1m in
250,000 shares of £1 each (£3 premium)

which is invesied in a process o prodace
X mumber of ¥ goods per annum,

Sharcholders i company B invest £1ym in
Z50)000 shares of £1 each, This company
has a team of cxperienced process
engineers who iendify new methods af
production whech requine an investment of
L£250,000 vo produece X number of Y
powds,

In all piher respects: fwiure profits eic.
both companbes sne entcal

{2) Are shares in company A four limes
more valuable than company B? - on
amet assel per share hasis they ane;

(b} Are shares in each company of cgual
valae? - on a muliple of carnings
they are, or

{c} are shares in company B more
valuable? - less cxpenditure wall be
required on the replacement of plant
which will result in higher cash flow
15 the: shareholders in company B.

Which compamy wookld you invest in and
why!

If vou'd imvest in company B you
andderstand the fundamental principle of
investment amalysis; whether the holding
being waloed is a majority of mingrity
sharcholding, slways remembes cash is the
real thing.

SFECIAL FURCHASERS

Mamy, if not most commerncial parchases
of ungquotéd shares are by special
purchasers who for ome reason of another
are willing to pay in excess of the
mvesiment valos of the shares,

In wvaluing shares for fiscal or tax
puspases, it 15 established cage Liver thad the
cxira sum thai could be obained from a
special purchaser is not an clement in the
open markel or investment value of the
shares and that valee should nor be
increased by the exira sum, onless a
sperial purchaser is knowen o exist and is
likeky 1o pary the extra sum.

SUMMARY

In summary the only thing of value o a
sharchobder is the right woa funere fow of
income.  That walee s determined solely
by the amoont of cash the investor
anticipates, the tming of receipt and the
related risks. That right 1o the future
income may be disposed, however, the
proceeds are detcrmined solely by the
purchaser's expeciation of cash flow enc.
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