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November 8th, 2015 
 
Mr. John Smith, Vice President 
ABC Bank 
123 Flagstaff St. 
Anytown, CA 98765 
 
Mr. Smith and All Interested Parties: 
I have prepared and enclosed herewith the valuation report dated November 8th, 2015, for the 
commercial refrigeration and air conditioning company operating in the state of California known as 
“Acme Refrigeration, Inc.”, a California-based C-corporation located at 1234 Main Street, Anytown, 
California 98765, in Mustang County.  The purpose of this valuation was to render an opinion as to 
the fair market value on a going concern basis of a 100% controlling interest in the Subject’s equity 
in conjunction with the contemplated change-of-ownership acquisition financing. The pending 
transaction involves the purchase of the target (stock sale basis) by borrower Rick Post, who is 
seeking an SBA-guaranteed change-of-ownership loan for this acquisition of the privately-owned 
and operated company from the current owner.   
 
Definition of Value 
The appropriate standard of value for the purpose of this report is fair market value, defined in the 
Internal Revenue Service’s Revenue Ruling 59-60 as: 
 

“the amount 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 any compulsion to sell, both parties having reasonable knowledge of relevant 
facts.” 
 

Revenue Ruling 59-60 is the definitive source outlining the standard of value, approach, methods, 
and factors to be considered in valuing shares of the stock of closely held entities similar to the 
Company.  Although initially presented for use in estate and gift tax calculations, Revenue Ruling 59-
60 is regularly referenced and used in the valuation of closely held businesses for tax reporting and 
other purposes, and its principles are applicable in the valuation of most closely held business 
valuations.  Furthermore, those principles are supported in subsequent pronouncements from the 
Internal Revenue Service and have been established in numerous court decisions dealing with fair 
market value issues. 
 
The premise of value applied in our valuation is Going Concern Value which is defined in the 
International Glossary of Business Valuation Terms as follows: 
 
“the value of a business enterprise that is expected to continue to operate into the future. The intangible elements of 
Going Concern Value result from factors such as having a trained work force, an operational plant, and the necessary 
licenses, systems, and procedures in place.” 
 
SCOPE OF ANALYSIS 
In conducting this fair market value study, our investigation and analysis included, but was not 
limited to, the following steps: 
 

- Completion of a detailed questionnaire by the client followed up by several email 



 

 
 

communications concerning the Company and forecasted future operations of the 
Company. 

- Analysis of unaudited historical and forecast financial statements, review of recent federal 
income tax returns and other financial and operational data concerning the Company. 

- Independent research concerning the Company, its industry, its financial and operating 
history, and the nature of its services. 

- Research and analysis concerning comparable companies and transactions involving 
comparable private companies. 

- Independent research concerning the current economic conditions and outlook for the 
United States economy as well as global economic conditions. 

- Analysis and estimation of the fair market value of the target Company’s stock on a closely-
held, controlling interest basis, as of the Valuation Date. 

 
This report is based upon historical and prospective financial information provided by the 
Company’s management and other third parties.  Note that the interim financial statements have 
been provided on an “internally-prepared” basis (not all were audited or reviewed by a CPA), which 
means that the valuator cannot take responsibility for their accuracy and compliance with Generally 
Accepted Accounting Procedures (GAAP).  If the statements would have been audited, it is possible 
that additional or differing insights into the company and its operations might have surfaced with a 
resulting impact on the final valuation estimate (plus or minus).  
 
Federal tax returns were also provided to the appraiser, having been prepared by John Numbers, a 
local CPA providing tax preparation, payroll and accounting services in Anytown, CA.  The 
Subject’s fiscal year end is September 30th.  The returns provided are believed to reflect materially 
correct balances but they may or may not be consistent with pertinent GAAP rules and regulations.  
Various financial statements were provided for the timeframe of 2011 through 2013. 
 
Users of this report must also be aware of the fact that business valuations are based on future 
earnings potential that may or may not materialize.  Therefore, the actual results achieved during the 
projection period will vary from the projections used in this valuation, and the variations may be 
material. 
 
Based on the review and analysis of all relevant data and application of the pertinent valuation 
techniques, it is the valuator’s opinion that the fair market value on a going concern basis of a 100% 
equity interest of the C-corporation known as Acme Refrigeration, Inc. as of October 31st, 2014 is 
approximately: 
 

$1,078,000 (rounded) 

 

One Million and Seventy Eight Thousand   
 
 
Note that the valuator has no past, present or future (actual or contemplated) interest (financial and 
otherwise) in the subject firm.  The fees paid for this valuation report were based upon normal 
billing rates and patterns and were in no way contingent upon the outcome of the valuation analysis.  
At present, there is no responsibility on the part of the valuator to update this report in the future in 
relation to events and circumstances that occur subsequent to the date of this report. 
This report and its contents are not to be used or interpreted for any other valuation purpose or 



 

 
 

effective date and cannot be copied, duplicated, shared or otherwise distributed to third parties 
(other than ABC Bank employees and its customers for this transaction and its affiliates, rating 
agencies and certain limited investors as described in the next paragraph) without the express written 
consent of the valuator. 
 
ABC Bank and its affiliates, rating agencies and certain limited investors involved in the 
securitization, may use and rely upon this appraisal in connection with a planned loan 
securitization involving the subject asset, including without limitation, utilizing selected 
information in the report in ABC Bank’s offering memorandum relating to the securitization and the 
valuator (Mr. Dennis Nisbet) agrees to cooperate in answering questions by any of the above parties 
in connection with the securitization. 
 
Respectfully Submitted, 
 

 (Signature) 
 
Dennis Nisbet, MBA, CBA 

 
  



 

 
 

 
 
 
 

 
 

 
 
 
 

  

Client Name Mr. John Smith of ABC Bank 

Business Name  Acme Refrigeration 

Prospective Buyers Rick Post 

Type of Entity C-Corp 

State of Incorporation California 

Principal business location  Anytown, California 

Business Interest Under Consideration 100 percent of the common stock 

Standard of value Fair Market Value 

Premise of value Going Concern 

Level of value Controlling Interest Basis 

Valuation Date October 31st, 2015 

Purpose and intended use of the valuation SBA Loan Application 

Requested SBA loan amount $700,000 

Scope of the work product Appraisal  

DEFINING ELEMENTS OF THIS REPORT 



 

 
 

Appraiser’s Certification Statement 

 
In line with the professional standards of the Institute of Business Appraisers (IBA) and Uniform 
Standards of Professional Appraisal Practice (USPAP), a signed statement by the appraiser is 
required in the format below: 
 
1) The statements of fact, opinions and conclusions expressed are correct to the best of the 
appraiser’s knowledge and belief. 
 
2) The reported analyses, opinions and conclusions are limited only by the reported assumptions and 
limiting conditions and are the appraiser’s personal, unbiased professional analyses, opinions and 
conclusions. 
 
3) The appraiser has no known present or prospective interest in the subject of this appraisal nor 
any interest or bias which would impair a fair and unbiased appraisal.  Compensation paid for this 
appraisal is independent of the value reported and is not contingent upon any action or event 
resulting from the appraisal. 
 
4) The undersigned appraiser did not visit or tour the subject store but did interview the current 
owner and the lender on multiple occasions in conjunction with this analysis. 
 
5) This appraisal has been prepared and this report issued pursuant to the Business Appraisal 
Standards of the Institute of Business Appraisers and USPAP. 
 
6) This appraisal report and analysis were prepared by Mr. Dennis Nisbet, MBA and CBA 
with the Institute of Business Appraisers. 
 

7) Only those valuation reports signed by the valuator shall be considered “authorized reports”, i.e. 
copies that do not bear the valuator’s signature are to be considered as incomplete and 
unauthorized. 
 

   (Signature) 
 
Dennis Nisbet, MBA, CBA    November 8st, 2015 
   
Telephone: 602.410.0802               Date 

 
 

  



 

 
 

Statement of General Assumptions and Limiting Conditions 
 

This valuation engagement is subject to the following assumptions and limiting conditions: 
1) The conclusion of value is only valid for the stated purpose as of the valuation date. 

2) The conclusion of value determined herein represents the appraiser’s unbiased opinion 

based upon the information provided by the client.  The appraiser accepts all information 

provided by the client as accurate and truthful and will not review, compile or audit the 

financial statements provided.  The appraiser’s opinion is subject to the veracity of the all 

documentation provided and representations made by the client.  This engagement should 

not be relied upon to disclose any fraudulent activity, errors, or illegal activity.  The appraiser 

will not be held responsible for resultant issues that arise due to missing, incomplete or 

withheld information provided from any source. 

3) Throughout the course of this engagement, the appraiser has used publicly available 

information in addition to information provided by commonly used sources for the purpose 

of statistical analysis and commentary on the economy, financial markets and industry.  The 

appraiser believes the sources to be reliable, yet makes no representations as to the sources’ 

reliability and has not independently verified or corroborated the information and data. 

4) The engagement in this assignment and the compensation for completing this assignment is 

not contingent upon the development or reporting of a predetermined value or direction in 

value that favors the cause of the Subject, the amount of the value opinion, the attainment of 

a stipulated result, or the occurrence of a subsequent event directly related to the intended 

use of this valuation. 

5) The appraiser is not an attorney; any legal considerations that may impact value have been 

considered from a non-attorney point of view.  Viewers of this report are recommended to 

seek legal advice if they believe legal issues exist and are material in nature.   

6) The appraiser has no present or contemplated future financial interest with respect to the 

subject company of this report. 

7) The appraiser has no obligation to update this report based upon any new information that 

becomes available or known to the appraiser after the date of this report. 

8) The author of this report may be referred to throughout as, “the analyst”, “the appraiser”, or 

“the valuator”.  The terms are used interchangeably.   
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1 Overview of the Valuation Assignment  
 

1.1 Subject of the Valuation Engagement  
This business appraisal has been prepared at the request of ABC Bank in connection with their 
planned SBA-guaranteed financing of the borrower’s proposed purchase of the California-
based company known as “Acme Refrigeration.”  The Company has two owners; Linda Gables 
owns 51 % of the common stock and Sean Hickles owns 49 %.  The borrower, Rick Post, is 
requesting an SBA-guaranteed loan in the amount of $700,000 to assist in the stock purchase of 
the Subject.  The loan is to be a fully-amortized loan over ten years. 
 
In the proposed transaction, the borrower will purchase 100% of the Subject’s outstanding stock for 
$1 million.  In addition to the SBA-guaranteed loan, the sellers will provide a seller note of $205,000.  
The seller note will be fully amortized over ten years and will be in a subordinate position to the 
SBA loan.  The borrower will also contribute $95,000 at closing. 
 
This proposed transaction is packaged as a stock purchase, meaning the borrower is purchasing all 
of the Subject’s assets and will assume all outstanding liabilities at close of escrow.  The Stock 
Purchase Agreement identifies in detail all of the assets and liabilities to be included in the 
transaction,  including the sellers’ covenant not to compete and a consulting agreement whereby the 
seller will continue to work at the business for a period of time in order to train the buyer.  Also, the 
subject premises are to be leased tentatively by the new owner for a period of 10 years.    
From the lender’s point of view, and in accordance with SBA rules and regulations, the purchase 
price of $1 million for the business must be justified using traditional methods and an independent 
business appraisal must be ordered for loan amounts over $250,000. 
 

1.2 Purpose and Function of the Valuation 
The purpose of the valuation analysis, therefore, is to provide an independent, third party estimate 
or opinion of fair market value on a going concern basis for the target company in accordance with 
“generally accepted valuation principles and procedures” as they pertain to the unique SBA-
guaranteed acquisition and refinancing environment.  In short, the goal of the following analysis is 
to: 
 

“Estimate the fair market value on a going concern basis of 100 percent of the 
common stock of the California-based C-corporation known as ‘Acme Refrigeration , 
Inc.’ as of 10/31/15.” 
 

Important valuation considerations include the following: 
 

1) Valuation is completed for SBA acquisition financing purposes at the request of ABC 
Bank. 

2) SBA rules via SOP50-10(5) (B) and the Information Notice 5000-1092 and 5000-1096 
are no longer relevant with respect to the current valuation due to the subsequent 
implementation of SOP50-10(5) (C), (D), (E), (F), (G) and (H). 

3) Company equity is to be valued, specifically a 100% interest in the common stock as 
identified in the Stock Purchase Agreement.  
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1.3 The SBA: Its Role, Guidance and Commentary 
The purpose of this business valuation is to support an SBA loan application; therefore, it is 
worthwhile to consider the SBA, its role, policies and the guidance it has set forth surrounding the 
use of business valuations for loan application purposes.  This section will review these topics.   
 
The purpose of the Small Business Administration, a United States federal agency, is to assist and 
sustain small businesses in order to support and bolster the U.S. economy.  The SBA was created 
under the Small Business Act, signed into law by President Eisenhower in 1953.  The opening 
paragraph of the act fairly captures the spirit underlying the creation of the SBA: 
 

“The essence of the American economic system of private enterprise is free competition. 
Only through full and free competition can free markets, free entry into business, and 
opportunities for the expression and growth of personal initiative and individual judgment 
be assured. The preservation and expansion of such competition is basic not only to the 
economic well-being but to the security of this Nation. Such security and well-being cannot 
be realized unless the actual and potential capacity of small business is encouraged and 
developed.  It is the declared policy of the Congress that the Government should aid, 
counsel, assist, and protect, insofar as is possible, the interests of small-business concerns in 
order to preserve free competitive enterprise…and to maintain and strengthen the overall 
economy of the Nation.” 
 

The remainder of the act includes details surrounding the formation of the SBA to meet the goals 
set forth in the act’s opening paragraph above.   
 
Currently, the SBA’s stated mission is "to strengthen and maintain the Nation's economy by 
enabling the establishment and vitality of small businesses and by assisting in the economic recovery 
of communities after disasters.”  As stated, a significant aspect of the pursuit of this mission includes 
the facilitation of business loans to small enterprises.  
 
Given its mission, it is natural that the agency’s top allegiance is to the small businesses of the 
United States, first and foremost.  The agency’s loyalties next fall to the U.S. taxpayer in order to 
protect the tax-paying public whose money ultimately backs the agency and its guarantees.  And as it 
relates to this business valuation assignment, when the SBA is providing a guarantee for a change-
of-ownership loan, its allegiance falls next (after the business and the taxpayer) to the loan applicant: 
the buyer.  The buyer/borrower is the focus, rather than other participants, because it is the 
borrower that will move forward with the purchased company, relying on that company’s financial 
wherewithal to repay the loan.  In fact, the SBA’s Standard Operating Procedures specifically state 
that “a business appraisal assists the buyer in making a determination that the seller’s asking price is 
supported by an independent qualified source.”  There is emphasis on the borrower being treated 
fairly and being provided objective information to support his or her decision with regard to the 
business purchase.  In this sense, by promoting the interests of both the business and the borrower, 
the SBA’s activities directly support and encourage the success of small businesses and ultimately 
national employment levels and the health of the overall economy.  
  
The following focuses largely on what is considered germane to the nature of business valuation for 
purposes of SBA-guaranteed loan applications.   
 
The Standard Operating Procedures (SOP) is the SBA’s manual that communicates the rules, 
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requirements, policies and procedures to the SBA lending community regarding how to participate 
in SBA lending programs.  The SOP has evolved over time, changing to meet the shifting demands 
of the national business environment in addition to refining and clarifying the requirements set forth 
in previous versions of the manual.  The SOP isn’t the only means through which the SBA 
communicates with the lending community, yet it is widely viewed as the most important.  The 
current SOP version is SOP 50 10 5(H) which went into effect on May 1st, 2015.     
 
It is worth mentioning that while the SBA has not mandated the use of independent business 
appraisals for all SBA-backed acquisition loans in the same manner it has for real estate loans, 
certain change-of-ownership situations do routinely lead to a required third party business valuation.  
Those situations and circumstances will be reviewed in the following sections. 
 
The following is taken directly from the current SOP, Subpart B, Chapter 2, Section IV, Paragraph 
H.  It provides great detail surrounding SBA-backed change-of-ownership loans, the type of loan 
that may require a business valuation:  
 

H. Change of Ownership (13 CFR §120.202) 
 
1. A Small Business Applicant(s) (and any individual co-applicant as permitted under this 
paragraph H) may use loan proceeds for a change of ownership, whether the change of 
ownership is accomplished through a stock purchase (including a stock redemption) or an 
asset purchase, only under the circumstances described in this paragraph H.  (An asset 
purchase will be deemed a change of ownership and must comply with all of the requirements 
of this paragraph if the Small Business Applicant(s) is purchasing all or substantially all of the 
assets of the Seller’s business or is otherwise continuing the operations of the Seller’s 
business.): 
 

a) The change of ownership will promote the sound development and/or preserve the 
existence of a small business; 
 

b) Change of Ownership Between Existing Owners: A change of ownership between existing 
owners may be financed under the following circumstances: 
 

 i. An existing owner(s) of the small business is purchasing the ownership interest of 
another owner(s), resulting in 100% ownership of the business by the purchasing owner(s); or 
 

 ii. The small business is redeeming the ownership interest of an owner(s), resulting in 
100% ownership of the small business by the remaining owner(s); and 
 

c) Change of Ownership Resulting in a New Owner: A change of ownership resulting in a new 
owner may be financed under the following circumstances: 
 

 i. A small business is purchasing 100% of the ownership interest in another business; 
 

 ii. An individual(s) who is not an existing owner is purchasing 100% of the ownership 
interest in a small business; or 
 

 iii. A small business is acquiring another small business through an asset purchase. 
 

2. The seller may not remain as an officer, director, stockholder or key employee of the 
business. (13 CFR §120.130) (If a short transitional period is needed, the small business may 
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contract with the seller as a consultant for a period not to exceed 12 months including any 
extensions.) 
 

3. An SBA-guaranteed loan cannot be made solely to an individual. The small business must 
be either the Borrower or a Co-borrower as follows: 
 

a) In a change of ownership under section H.1.b)i. or H.1.c)ii. above, the small business and 
the individual owner(s) must be co-borrowers.  In addition, the Note must be executed, jointly 
and severally, by both the individual(s) who acquires the ownership interest(s) and the small 
business whose ownership interest is being acquired.  If the small business denies liability for 
the debt based on an alleged failure of consideration under applicable state law, SBA may deny 
liability on its guaranty. 
 

b) In a change of ownership under section H.1.b)ii. above, the small business must be the 
Borrower and the remaining owner(s) may be Co-borrower(s) or Guarantor(s).  In a change of 
ownership under section H.1.c)i. or c)iii. above, the acquiring entity may be the Borrower or 
the acquiring entity and the small business being acquired may be Co-borrowers. 

 
 Business Valuation Requirements 

 
5. Business Valuation Requirements – Change of Ownership 
Determining the value of a business (not including real estate which is separately valued 
through a real estate appraisal) is the key component to the analysis of any loan application for 
a change of ownership. An accurate business appraisal is required because the change in 
ownership will result in new debt unrelated to business operations and potentially the creation 
of intangible assets. A business appraisal assists the buyer in making a determination that the 
seller’s asking price is supported by an independent qualified source. 
 
a) Non-Special Purpose Properties 
i. If the amount being financed (including any 7(a), 504, seller, or other financing) minus the 
appraised value of real estate and/or equipment being financed is $250,000 or less, the lender 
may perform its own valuation of the business being sold, unless the lender’s internal policies 
and procedures require an independent business appraisal from a qualified source. 
 
ii. If the amount being financed (including any 7(a), 504, seller, or other financing) minus the 
appraised value of real estate and/or equipment is greater than $250,000 or if there is a close 
relationship between the buyer and seller (for example, transactions between family members 
or business partners), the lender must obtain an independent business appraisal from a 
qualified source. 
 
iii. A “qualified source” is an individual who regularly receives compensation for business 
appraisals and is accredited by one of the following recognized organizations: 
 

(a) Accredited Senior Appraiser (ASA) accredited through the American 
Society of Appraisers; 
(b) Certified Business Appraiser (CBA) accredited through the Institute of 
Business Appraisers; [your author is a CBA] 
(c) Accredited in Business Valuation (ABV) accredited through the 
American Institute of Certified Public Accountants; 
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(d) Certified Valuation Analyst (CVA) accredited through the National 
Association of Certified Valuation Analysts; and 
(e) Accredited Valuation Analyst (AVA) accredited through the National 
Association of Certified Valuation Analysts. 
(f) Accredited Business Certified Appraiser (ABCA) accredited through 
the International Society of Business Analysts. 
 

c) In order for the individual performing the business valuation to identify the scope of work 
appropriately, the business valuation must be requested by and prepared for the lender.  The 
scope of work should identify whether the transaction is an asset purchase or stock purchase 
and be specific enough for the individual performing the business valuation to know what is 
included in the sale (including any assumed debt). The business valuation must include the 
individual’s opinion of value, the qualifications of the individual performing the valuation and 
their signature certifying to the information contained in the valuation. The lender may not use 
a business valuation prepared for the applicant or the seller. The cost of the valuation may be 
passed on to the Small Business Applicant. 
 
This concludes the SOP excerpt. 

 
The previous content from the SOP provides detail surrounding SBA loans for change-of-
ownership and the associated business valuation requirements.  The following provides further 
commentary on some of the relevant facets of business valuation in the SBA realm. 
 
Selection of Valuation Methodologies 
Based on the role played by the SBA in this transaction, the valuator shall consider use of certain 
SBA-sanctioned (loosely speaking) valuation methodologies (gross revenue multipliers and/or a type 
of “discounted future earnings” method) in pursuit of the fair market value estimate.  Most 
appropriately, the valuator shall select and apply those valuation methods which are considered most 
proper and pertinent for the type and size of company under evaluation while remaining cognizant 
of the unique nuances associated with business valuation for SBA loan purposes. 
 
It is important to understand that the SBA does NOT stipulate, require, mandate or even 
recommend the use of specific valuation methods involving business appraisals for SBA loan 
purposes. This is by design, with the decision based upon the reliance on professional (certified) 
business appraisers working in conjunction with experienced lenders for purposes of determining 
the appropriate “scope of work” (inclusive of pertinent valuation methodologies).  
 
In short, the lender and appraiser should work together to establish the appropriate valuation focus, 
including the nature of the interest, premise and standard of value, role of discounts or premia and 
proper valuation methodologies.  Barring specific guidance from the lender, the appraiser should 
follow a scope of work which generates an appraisal report which is compliant with USPAP, the 
most recent SOP version and generally accepted valuation principles and procedures. 
 
Generally accepted valuation methods from the three major valuation approaches (income, asset, 
market) should be considered and selectively applied to the subject firm based on the specific 
circumstances at hand, e.g. type of business, size of business, purpose of valuation, etc.  In general, 
the SBA allows the usage of generally accepted valuation methods which are deemed suitable for a 
given assignment. 
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Given the requirement that the borrower be actively involved in the firm’s day to day operations, the 
primary valuation methodologies will often revolve around the firm’s (owner’s) ability to generate 
“discretionary earnings” within a “return on owner’s labor” context, i.e. those cash flows remaining 
for the benefit of the primary owner-operator after all expenses have been accounted for and all 
normalization adjustments have been made.  
 
Note that certain larger or specialty firms with “middle market” traits may be optimally valued via 
methodologies focused moreso on a “return on investment” such as a discounted cash flow or 
capitalized cash flow application.  Larger firms or those companies with a relatively high probability 
of eventually “going public” may be valued through use of the “guideline public company method” 
versus the “merged and acquired method”, i.e. through comparisons to more substantial publicly-
traded transactions versus comparisons to smaller, owner-operated and privately-held transactions.   
Such methods may also be more applicable when the assignment calls for the valuation of equity, 
whereby ALL assets and ALL liabilities are incorporated into the transaction.  
 
In the final analysis, the valuator and the SBA will be focused chiefly on the determination of the 
firm’s fair market value (valuator) and the probability and ability of the buyer/borrower/new owner 
to service the newly incurred acquisition debt (from the lender and the seller).  A detailed and strong 
credit analysis coupled with a credible and explanatory business appraisal are ultimately considered 
relevant and important when it comes to approving a given change of ownership loan.  See the 
Valuation Analysis section (later in this report) for more insights into the decision-making process 
related to the selection and application of valuation methods in the current engagement. 
 
Deal Structure:  Implications of Asset Deal compared to Stock Deal Structure 
The SOP specifies that both asset deals and stock deals are acceptable deal structures for its loan 
guarantee.  It is worth noting that the differences between the two deal types can have a significant 
impact on a company’s valuation.  The following reviews the primary differences and considerations 
surrounding these two deal-structure types. 
   
While the valuation of stock/equity involves the assessment of ALL of a company’s assets and 
liabilities (“known and unknown” and “on or off the balance sheet”), the valuation of an “asset sale” 
revolves around those specific assets (and typically no liabilities) identified in the purchase contract.   
 
For example, the “asset sale” format is generally contrasted with the “stock sale” as follows: 
 
 Asset Deal    Stock Deal 
 Inventory    ALL Assets (on and off balance sheet) 
 Fixed Assets     
 Intangible Assets    
 
 NO Liabilities    ALL Liabilities (known and unknown) 
 

Allocation of Purchase Price  No Allocation (buyer inherits all account   
    balances as they are for both book and                                           

                                                            tax purposes) 
 
 Ability to “step up” the basis  Inability to “step up” the basis of  
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 of fixed assets    fixed assets (except via a Section 
      338 Transaction). 
 
 Avoidance of “unknown”   Greater exposure to “unknown” liabilities,  
 liabilities    e.g. lawsuits, warranty obligations, product  
      returns, etc. 
 

Limited tax maneuvers  Possibility of selling personal goodwill   
     separately from corporate tax to    
     minimize tax liability (in particular for C- 

corporations), selling “stock for stock” in      
order to defer taxable gains, etc. 

 
In short, the typical “stock deal” is transacted such that the buyer inherits all existing account balances (all 
assets and all liabilities) as of the date of closing and the “asset deal” is transacted such that the buyer inherits 
the business “debt free” but without working capital accounts (no cash or receivables or other liquid financial 
assets).  
 
Stated differently, a stock deal is concluded such that: 
 

“The buyer acquires ALL assets and ALL liabilities associated with the subject corporation 
as of the date of purchase (the closing date).”  

 
On the other hand, an asset deal is concluded such that: 
 

“The seller keeps the cash, receivables and other liquid financial assets but pays off all debts 
at or prior to close of escrow.” 

 
Having made this important distinction, it is also true that EVERY TRANSACTION IS UNIQUE, 
i.e. certain “asset sales” will include liquid financial assets such as accounts receivable and may include the 
assumption of debt AND certain “stock sales” will exclude certain assets and liabilities (even to the extent 
where it resembles an “asset sale”).  Furthermore, the IRS allows a special tax treatment known as a 
Section 338 Transaction whereby the buyer and seller allocate the purchase price similar to an asset 
transaction while the buyer is actually purchasing the firm’s stock. 
 
The important fact to realize is that the valuation of companies which can be sold via both asset and 
stock transactions must be done on a case by case basis in order to capture the unique elements of 
each particular deal.  Another critical realization is that if valuation methods are utilized which are premised 
on or result in an “asset deal value” as opposed to a “stock deal or equity value” (as is generally the case for all 
relevant valuation methods), the appraiser must ensure that any adjustments that are required are 
fully implemented prior to reaching the final value conclusion.   
 
For example, if the Bizcomps database is used for purposes of applying the market approach to the valuation of a 
private company, the result is in the form of an “asset deal” and cannot be directly referenced as an estimate 
of “stock value” (due to the specifically identifiable assets which are included in an asset deal, e.g. 
inventory, fixed assets and intangible assets ONLY).  At the same time, if the multiple period 
discounting method is utilized to value the firm’s equity, this “stock value” result must be adjusted 
to reflect the unique terms and conditions associated with the typical “asset deal”, i.e. the “stock deal 
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value” must be transformed into an “asset deal value”. 
 
These factors will be taken into consideration and accounted for based upon the unique aspects of 
the transaction at hand. 
 
1.4 Terminology 
For the sake of professional consistency, the valuator will often rely on the terminology presented in 
the International Glossary of Business Valuation Terms.  This Glossary was prepared and approved by each of 
the four major US business valuation certification-granting organizations and is considered a de facto 
component of professional standards for each of these organizations (Institute of Business 
Appraisers, American Society of Appraisers, National Association of Certified Valuation Analysts 
and the American Institute of Certified Public Accountants). 
 
1.5 Standard and Premise of Value 
As previously noted, this valuation revolves around the determination of “fair market value on a 
going concern basis”.  This concept is comprised of both a “standard of value” (fair market value) 
and a “premise of value” (going concern basis).  According to the International Glossary (full 
glossary contained in the Appendix materials), “fair market value” (standard) is defined as: 

 
“The price, expressed in terms of cash equivalents, at which property would change hands between a 
hypothetical willing and able buyer and a hypothetical willing and able seller, acting at arm’s length in an 
open and unrestricted market, when neither is under compulsion to buy or sell and when both have 
reasonable knowledge of the relevant facts.” 

 
Although not specifically defined as a “premise of value”, the Glossary contains a related definition 
for what is referred to as “going concern value” (as next): 
 

Going Concern Value 
Going concern value is the value of a business enterprise that is expected to continue to operate into 
the future. The intangible elements of Going Concern Value result from factors such as having a 
trained work force, an operational plant, and the necessary licenses, systems, and procedures in 
place. 

 
The definition above revolves largely around “intangible assets”, yet also includes the “operational 
plant” (fixed assets which are “tangible”).  The “going concern” premise of value refers chiefly to 
the notion that the subject business is “up and running” with an active customer base, employees at 
work, a suitable location (physical premises), etc.  Furthermore, it is implicit in this concept that the 
subject firm is assumed to continue to be operational for the foreseeable future. 
 
The “going concern” premise is contrasted by another fairly common premise of value known as 
“an assemblage of assets”, i.e. a collection of tangible assets which lack the surrounding “intangible” 
elements attributed to an active workforce, customer base and location.  All other things equal, the 
fair market value of a “going concern” is greater than the fair market value of “an assemblage of 
assets” due to the presence of “goodwill” and/or other valuable intangibles. 
 
Experienced business appraisers are intimately aware of the importance of the relevant standard and 
premise of value to a given valuation assignment.  Not only is such a determination required by 
professional standards and protocol, but the various assumptions which underlie and surround the 
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standard and premise of value will often play a pivotal role in the actual valuation analysis. Although 
the current SBA SOP50-10(5) policy document is silent as to the relevant standard of value for 
change of ownership-related valuations, USPAP includes a definition of “market value” which is 
comparable to the fair market value description incorporated into this report and analysis. 
 
For example, the “buyer” associated with fair market value is a “hypothetical, third party, composite 
or most probable buyer” who is generally assumed to be a “financial buyer” and the buyer associated 
with investment value is a “known, specific buyer with recognized skills, experience, plans and other 
attributes” who is generally assumed to be a “strategic buyer”. 

 
Given the unique background of this assignment involving a “known” buyer (rather than a 
hypothetical buyer) and the implications drawn from a review of the SBA’s recommended valuation 
methodologies, it should be stressed that the relevant standard of value could be considered moreso 
a “hybrid” between fair market value (FMV) and investment value (IV).  The SOP50-10(5) 
document is clear in its emphasis on assessing the ability of the borrower (known buyer) to repay the 
government-guaranteed bank financing.  Both the old and new SOP are consistent in their focus on 
analyzing the known buyer and his/her ability to service the new debt. 
 
Investment value refers to the value of a business from the perspective of a known buyer with 
known skills, experience and familiarity with the subject business.  As such, the relevant value 
perspective in this report is a combination of FMV and IV, accounting for both the historical and 
present condition of the business from the point of view of a hypothetical, third party buyer as well 
as its probable future performance under the new ownership of the “known” purchaser.  
 
Given the unique environment within which SBA change of ownership valuations take place, it is 
not inconceivable that a new standard of value could emerge known as “SBA Value”. Similar to the 
divorce realm, there is uncertainty as to what the proper standard of value should be. Another 
similarity concerns the presence of the known buyer or owner-operator, i.e. “value to the owner” 
(divorce value) is a common reference now in divorce-related valuation engagements. The SBA has 
only recently begun to seriously address the role played by business appraisals and, to their credit, 
have introduced material changes to the primary SOP which serve the interests of all stakeholders 
ranging from the business itself to the buyer/borrower to the US taxpayer. 
 
As the SBA continues to improve their understanding of and policies related to business valuation, a 
degree of clarity will emerge which has thus far been lacking. For example, “SBA Value” or “Value 
to the Borrower” could one day be considered appropriate in light of the emphasis on evaluating the 
buyer’s abilities and plans as they relate to the repayment of “new debt” which has no productive 
backing (so to speak).  
 
The importance of the “probable future performance” (by the “known buyer” or the “hypothetical 
buyer”)  is also heightened by the central tenants of modern financial theory and the frequently cited 
IRS Revenue Ruling 59-60, both of which highlight the supreme importance of “the future 
performance of the business” in terms of deriving credible estimates of value. In the final analysis, 
the consensus seems to be that the typical “fair market value” standard should be incorporated into 
the SBA-related business valuations (absent directions to the contrary). 
 
Accordingly, the valuator will carefully consider and interpret both perspectives, historical (FMV) 
and forward-looking (IV), in deriving the final estimate of value pertaining to the subject firm.  
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However, the end result is a fair market value standard which relies in part on the actions and plans 
of the known buyer whose actions are considered representative of the “hypothetical buyer”.  This 
appraisal attribute is required for purposes of meeting the letter and intent of the important SOP50-
10(5) policy of the SBA. 
 
Importance of Risk Assessment 
The foundation for any credible and useful valuation estimate is a thorough review and analysis of 
the subject company’s operations and financial performance, its industry niche as well as current and 
probable future economic conditions.  Once the standard, premise and level of value are defined, in 
addition to the purpose and nature of the business interest, the valuator begins the most difficult 
and time-consuming aspect of the valuation process.  The identification and analysis of those unique 
factors which impact the riskiness of the firm’s future cash flows is considered by many appraisers 
to be the most important step in the valuation process. 
 
Many frameworks have evolved which capture risk in a detailed and systematic fashion, e.g. the 
“Black and Green” or “Risk Rate Component Model” (both develop pretax capitalization rates 
applicable to discretionary earnings) or by way of using “long run market return data” to estimate 
required rates of return, e.g. the “Ibbotson Buildup Model” or the “Adjusted Capital Asset Pricing 
Model” (both develop after-tax discount rates applicable to “net cash flows to equity”). Other more 
general frameworks exist such as the eight key valuation considerations highlighted in the IRS 
seminal work known as “Revenue Ruling 59-60” or Scott Gabehart’s proprietary “ARM Approach 
and the Five Page Tool” (The Business Valuation Book, published by Amacom or the American 
Management Association). 
 
The practical outcome of this analysis is the valuator’s determination of relevant strengths and 
weaknesses (internal to the company) and opportunities and threats (external to the company) and 
the relative preponderance of the positive and negative attributes.  It is this application of various 
qualitative and quantitative evaluation tools which leads to the determination of proper multiples, 
capitalization rates and discount rates. 
 
Certain appraisers prefer to break down the risk assessment into general categories, e.g. business risk 
versus financial risk.  Whereas “operating risk” refers to the variability or uncertainty pertaining to 
the firm’s “operating income” or earnings before interest and taxes (EBIT), “financial risk” refers to 
the potential or probability of insolvency or bankruptcy and revolves around the firm’s capital 
structure and use of long term debt financing.   
 
Irrespective of the terminology or frameworks which are used to assess the risks associated with a 
given firm’s cash flows, the central relationship between the amount of risk attributed to a firm’s 
cash flows and its relative value is a fundamental proposition of modern business valuation.  In 
short, the riskier the future cash flows are, the less they are worth and vice-versa.  Fully and properly 
documenting such risks and then quantifying their impact on business value is the primary challenge 
facing the appraiser. 
 

1.6 Restrictions on Sale of Subject Interest 
As of the date of this valuation, there were no restrictions or limitations on the sale or transfer of 
ownership in the Subject.   
 

1.7 The Subject and its Activities 
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Acme Refrigeration sells and services commercial refrigeration and air conditioning equipment in its 
local market of Anytown, CA.  It serves a customer base which includes a broad range of company 
types, including grocery stores, restaurants, florists, engineering firms, manufacturers, and so forth. 

 
1.8 Form of Report 
This valuation report is in the form of a Detailed Report as defined by the Institute of Business 
Appraisers (IBA) Standards.  Also, the report is self-contained and in accordance with the Uniform 
Standards of Appraisal Practice (USPAP), meaning sufficient detail is presented so the intended 
users can understand the reasoning and rationale behind the valuator’s work and conclusion of 
value. 
 

1.9 Valuation Date and Report Date 
The valuation date is October 31st, 2015.  Only information that was known or knowable as of the 
valuation date was considered in the research, analyses and ultimate conclusion of value represented 
herein.  The date of this report is November 8th, 2015. 
 

1.10 Standard of Value 
This valuation is based upon fair market value, defined as: “the amount at which the property would 
change hands between a willing buyer and willing seller, when the former is not under any 
compulsion to buy, and the latter is not under any compulsion to sell, both parties having reasonable 
knowledge of relevant facts.” 
 
Inherent in this definition are a number of assumptions, including: a reasonable amount of time is 
assumed for exposure to market; the hypothetical buyer and seller above would both be willing and 
able to transact; the transaction would be paid in cash; the hypothetical buyer is a “financial buyer”, 
meaning they are only bringing capital and management ability comparable to existing management’s 
ability, which is different from a “strategic buyer” who may purchase for synergistic or strategic 
reasons.  
 
With regard to the proposed buyer/borrower, Mr. Post, it is worthy of noting his work experience 
and background as it relates to taking control of ACME.  The following communication was taken 
from email correspondence with Mr. Post which occurred during the course of this valuation: 
 
[Buyer’s background and experience removed to preserve confidentiality] 
 
An observation about Mr. Post from his stated background is that he seems to have the sort of 
experience that one would expect to see in a “hypothetical buyer”.  That is to say, his experience and 
skill set appear to match his proposed role as company owner and operator as much as one would 
expect of a hypothetical buyer looking to purchase a company of this kind.   
 

1.11 Ownership and Control 
As of the valuation date, the company’s two owners were Linda Gables and Sean Hickles, with 51 % 
and 49 % of the outstanding common stock, respectively.  Ms. Gables is active in the day to day 
running and management of the company, while Mr. Hickles is relatively uninvolved in the business. 
  

1.12 Scope of the Engagement 
The scope of work was comprised of numerous levels of research: the national economy and 
macroeconomic factors, the state and local economies, the industry’s recent performance, its current 
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condition and forecast future performance, and the competitive environment.  The Subject’s 
historical performance, current state, and future prospects were analyzed, and a several emails were 
exchanged over the duration of the writing of this report, which included correspondence with 
borrower Rick Post regarding the company, and factors relevant to performance.  The chosen 
valuation approaches were selected based upon what the valuator learned as a result of the research. 
 
The objective of this report is to put forth an opinion of fair market value as defined previously.  
The report and value conclusion have no bearing on legal or tax matters and should not be relied 
upon to disclose any fraudulent activity, errors, or illegal activity.  It is assumed that the Subject is in 
compliance with all federal, state and local laws and regulations as represented by management.  The 
valuator accepted all information provided by the client as accurate and truthful and had no reason 
to believe otherwise.     
     

1.13 Principal Sources of Information 
The following sources of information were used in this valuation analysis: 
 

- The Subject’s internally prepared financial statements for fiscal year 2015. 
 

- The Subject’s professionally prepared federal income tax returns for 2011 – 2014. 
 

- Management’s financial and operational projections.  
 

- The valuator’s standard questionnaire, completed by client. 
 

- Emails with borrower Rick Post to discuss facts and details pertinent to the purpose of this 
report. 
 

- For analysis of the U.S. economy, the valuator used the following sources: 
o U.S. Bureau of Economic Analysis 
o U.S. Bureau of Labor Statistics 
o U.S. Federal Reserve  
o The Ibbotson SBBI Classic Yearbook 2014 
o The Economist (a business and economics newspaper) 
o The Economist Intelligence Unit (an economics research and reporting service) 

 
- For analysis of California’s economy, the valuator used the following sources: 

o U.S. Bureau of Economic Analysis 
o U.S. Bureau of Labor Statistics 
o U.S. Census Bureau 

 
- For analysis of the Heating and Air Conditioning industry in the US the valuator used the 

following sources: 
o U.S. Census Bureau 
o IBISWorld Industry Report 23822, Heating and Air Conditioning in the US, May 

2014 
o Bizminer 
o Pratt’s Stats – Private Company Merger & Acquisition Database 
o Business Reference Guide, 2015 
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- For analysis of industry financial benchmark performance the valuator used industry metrics 

reports by FINTEL: NAICS 23822.   
 

- For information on historical rates of return in calculating a cost of capital, the Ibbotson 
SBBI Classic Yearbook 2012 was used.   
 

Additional reference material is documented in the body of this report.   
The terms used in this report are used as defined in the International Glossary of Business 
Valuation Terms. (see Appendix ) 
 

1.14 Additional Disclosures 
The valuator is not a guarantor of value.  The valuation of closely held companies is not a precise 
science; experienced valuators may arrive at differing conclusions of value even when presented with 
the same information.  Nonetheless, the author of this report followed commonly accepted industry 
standards and applied commonly accepted valuation methods in arriving at this report’s conclusion 
of value.   
 
The valuator will maintain the confidentiality and privacy of the information provided throughout 
the course of this assignment in accordance with IBA and USPAP professional standards.  The 
valuator will only reveal client-specific information with the client’s authorization, or if the valuator 
is legally required to do so for any legal proceedings.   
 
The valuator has not knowingly withheld any pertinent information in the formulation of this report. 
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2 Survey of the Subject Company 
This section of the appraisal provides information about the Subject and its activities as of the 
valuation date. 
 

2.1 Description and History of the Subject Company 
The company Acme Refrigeration , Inc. began in 1971, over forty years ago.  The company, 
currently located at 1234 De Soto St., Anytown, CA 98765, sells and services commercial 
refrigeration and air conditioning equipment in its local market of Anytown.  The current owners 
began working for the company in the 1970s.  Ms. Gables began as an employee in 1978, and Mr. 
Hicks was hired in 1979.  Each worked with the company in the capacity of an employee until 1992 
when they purchased the company from the previous owner(s).   
 
The Subject’s customer base includes several hundred current customers ranging from restaurants, 
grocery stores, manufacturing companies, distribution firms, medical facilities, to florists, school 
systems, and so on.  Customers range in size from large, nationwide grocery market chains such as 
Whole Foods, national truck stops such as “The Flying J”, to small, locally-owned businesses.  Most 
of the firm’s revenue comes from repair services and maintenance revenue.  It holds service and 
maintenance contracts with many of its customers, including recognizable franchise names such as 
Starbucks, 7-11, Denny’s, Taco Bell, and Subway.   
 
In addition to repair and maintenance services, the Subject does install new refrigeration appliances 
when customers require, carrying recognized brand names such as Truest, McCalls, Taylor Air, 
Electro Freeze, Master-Bilt, Traulsen, Victory, Beverage Drinks, and others.  Acme Refrigeration 
does do warranty work for a number of the equipment manufacturers.  Its largest warranty service 
contract (as of the valuation date) was with customer Food City Markets. 
 
Two separate specialty contractor’s licenses are required from the California State License Board to 
provide the company’s services.  The C20 license covers warm-air heating, ventilating and air 
conditioning services, and the C38 license is required for refrigeration services.  Both licenses require 
a minimum number of years of journeyman-level experience in addition to coursework and a 
certification exam.   
 
The following are descriptions taken from California’s “Contractors State License Board” website 
which detail what kind of work a license holder is certified to perform, as per the California Code of 
Regulations: 
 

License C20 – Warm-Air Heating, Ventilating and Air-Conditioning Contractor 
A warm-air heating, ventilating and air-conditioning contractor fabricates, installs, maintains, 
services and repairs warm-air heating systems and water heating heat pumps, complete with 
warm-air appliances; ventilating systems complete with blowers and plenum chambers; air-
conditioning systems complete with air-conditioning unit; and the ducts, registers, flues, 
humidity and thermostatic controls and air filters in connection with any of these systems. 
This classification shall include warm-air heating, ventilating and air-conditioning systems 
which utilize solar energy. 
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C38 – Refrigeration Contractor 
A refrigeration contractor constructs, fabricates, erects, installs, maintains, services and 
repairs refrigerators, refrigerated rooms, and insulated refrigerated spaces, temperature 
insulation, air-conditioning units, ducts, blowers, registers, humidity and thermostatic 
controls for the control of air, liquid, and/or gas temperatures below fifty degrees 
Fahrenheit (50 ), or ten degrees Celsius (10 ). 

 
In Addition to the state licenses mentioned above, the company’s technicians must be certified by 
the United States Environmental Protection Agency (EPA).  The EPA Technician certification 
focuses on the safe recovery, handling and disposal of refrigerants in addition to working on 
refrigeration cycle systems.  The certification process requires self-study preparation and taking a 
proctored exam at an approved test-taking facility. 
       

2.2 Form of Organization 
The Subject is a California C-corporation and thus is recognized by the Internal Revenue Services as 
a separate taxpaying entity, meaning the company conducts business, realizes net income (or a loss) 
and pays corporate taxes before distributing any income to shareholders.  The company’s income is 
taxed at the corporate level when earned, and then is taxed again when distributed as dividends to 
shareholders.    
 
There are two current owners: As stated on the company’s corporate tax returns, Linda Gables owns 
51 % of the outstanding common stock and Sean Hickles owns 49 %.  
 

2.3 Subsidiaries and Affiliates 
The Subject has no subsidiaries or affiliates. 
 

2.4 Prior transactions in the Subject’s ownership 
In the information provided by the Client, there is no specific comment on any recent transactions 
of the company’s common stock.  Ms. Gables stated in the questionnaire that she and Mr. Hickles, 
the two current owners, purchased the company in 1990.  Because the transaction occurred 25 years 
ago, any details surrounding that purchase are considered too dated for the purposes of this 
valuation.   
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2.5 Legal Proceedings 
As of the creation of this report, the Subject did have ongoing legal issues.  In the completed 
questionnaire, the seller stated that there was an active lawsuit against firm whereby a customer’s 
insurance carrier was suing the Subject to recover monies paid out for a claim.  The seller (Ms. 
Gables) wrote that the Subject’s insurance provider’s attorneys were handling the case.  This is the 
first lawsuit of this kind for the company in over 40 years.  ACME has full liability insurance 
coverage, so should the trial in 2015 result in a judgment against ACME, all legal costs and monies 
awarded to the plaintiff will be covered in full by the Subject’s insurance provider.  (see exhibit 
materials for more detail) 
  
Outside of this lawsuit, the company appears to be in good standing and has a solid track record and 
reputation.  A quick review online at the Better Business Bureau website showed a BBB rating of 
“A+” with zero complaints closed over the previous three years.  
 

2.6 Management and Employees 
As of October 31st, 2015, Acme Refrigeration employed approximately seven employees.  Included 
in the seven employees are the two owners, one of which (Mr. Hickles) is not actively involved in 
the day to day running of the business.   
 
Owner Linda Gables is the primary manager of the company and is actively involved in its day to 
day operations.  Under the proposed transaction, Ms. Gables will spend 20 hours per week over an 
eight week period working with the buyer, Mr. Post, to train and familiarize him with the 
management of the day to day running of the company.  Beyond the eight week training period, Mr. 
Post will assume the primary role in managing the company’s operations.    
  
Mr. Mike Musti has been an employee of the company for 30 years and currently is the company’s 
RME, or Responsible Managing Employee.  An RME is someone employed by a company that is 
considered a “qualifying individual”, meaning that person fulfills the experience, examination and 
licensing requirements in order for the company to legally provide commercial refrigeration and air 
conditioning services under the corporate license; Mr. Musti carries the C20 and C38 licenses 
required to provide air conditioning and refrigeration services.  As such, he is important to the 
company and its ability to legally operate. 
 
As Mr. Musti’s employment relates to the proposed transaction, the lender’s Credit Memorandum 
states that Mr. Musti wishes to remain with the company after the change of ownership and is 
willing to sign a two-year contract to stay on as the RME, thereby providing a degree of assurance 
and continuity in the firm’s ability to provide service.  Additionally, the lender’s write up states that 
Mr. Post, the buyer, will take the necessary steps to obtain the required licenses after the close of 
escrow. 
 
While there are four more employees, no specific information was provided about them or the 
nature of their roles with the company.  The range in hourly wages for all employees, according to 
the seller’s response to the questionnaire, was from $16 to $38 per hour.  A review of the financial 
statements shows an average annual salaries and wages burden equal to 25% of revenues over the 
four-year period, totaling $409,000 in 2014.  This is in contrast to the IBISWorld industry average 
expense of 20% over the same period.  The Subject’s salaries and wages outlay is higher than the 
peer group.  We believe the difference is primarily attributed to revenue mix.   For example, 
according to IBISWorld, 59% of industry activity is geared toward “New Construction HVAC 
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Installations”.  The remaining activity is a blend of new installations of different types and 
maintenance and repair services (see Industry Overview section of this report).  These ratios are in 
contrast to the Subject which reports a revenue mix of 80% services to 20% equipment sales.  The 
Subject is primarily repairing and servicing existing customers’ cooling systems rather than selling 
and installing new ones.  It is logical that if the Subject’s primary activity is service related, labor 
costs will make up a larger portion of the cost structure than if its activities were more heavily geared 
towards reselling equipment.  Thus, we believe the difference in wages and salaries expense is largely 
due to the fact that the Subject’s cost structure does not match up neatly to the industry and its 
reported peer group averages. 
 
Another key company measure is revenue per employee.  In 2014 the Subject’s revenue per 
employee equaled $250,000.  This compares to an industry average of $235,000 as reported by 
IBISWorld for the same year, indicating the Subject does a slightly better job at generating revenue 
for each worker on staff. 
 
The Subject does offer employee benefits, including a pension plan along with health and dental 
insurance to employees and their dependents.  The cost of these employee benefits averaged about 
nine percent of revenues over the four-year period, or about $152,000 in 2014.   
 
As of the valuation date, management did not foresee any material labor issues on the horizon.   
 

2.7 Services 
Acme Refrigeration provides commercial refrigeration and air conditioning services to customers in 
the greater Anytown, CA area.  It is primarily a commercial refrigeration and A/C systems service 
and repair company with expertise in cooling system maintenance and repair work.  The revenue 
mix between these two service categories, refrigeration and air conditioning, is 75 % and 25 %, 
respectively.  The most profitable services the company provides are cooling system repairs done on 
a “time and materials” basis. 
 
Company sales over the four-year period grew from $1.54 million in 2011 to $1.75 million in 2014, 
equaling an average annualized growth rate of 4.2 %.  This matches very closely to the industry 
revenue growth rate of 4.1 % in the five years to 2014 as reported in IBISWorld’s industry report 
(see Industry Overview section of this report).  
 
The company’s activities include selling new refrigeration and A/C units to customers, along with 
servicing, maintaining and repairing existing units.  Also, the subject company has maintenance 
contracts with many customers; servicing these contracts is an important part of its activities and 
equals about 30 % of sales.  In addition to the regular business hours of M – F, 8:00 AM to 5:00 PM, 
the company offers 24-hour emergency service to customers (at elevated pricing). 
 
At its core, this is a services company; service revenue makes up 80 % of sales.  The remaining 20 % 
of sales comes from selling new units and replacement parts.  The daily activities of the company’s 
technicians largely revolve around fixing, servicing and maintaining clients’ existing commercial 
refrigeration and A/C cooling systems.  The systems are most commonly used for purposes of 
climate control: cooling buildings, restaurant kitchens, along with other large scale climate controlled 
environments such as produce warehouses and cooler rooms.  These cooling systems are often very 
complex and do require special knowledge to install, maintain, and repair.  Special skills are required 
in order to change out component parts, build new units and perform basic upkeep on the systems.     
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The technicians are generally well versed in the different layouts of commercial-grade cooling 
systems; some systems can be basic while others can be extensive and complex.  Often, the work 
necessitates working both around and within a building’s infrastructure, meaning the technician 
must be able to use blueprints and schematics to install and service cooling units and replace faulty 
parts. 
 
Servicing customers usually requires the use of diagnostic equipment, which serves as fundamental 
tools when troubleshooting problems.  The cooling units use compressors, motors, coils and fans, 
and there are parts within a cooling system that operate under pressure.  The process of performing 
regular maintenance on such systems and troubleshooting problems requires a technician to use 
specialty diagnostic tools and electronic devices.   
 
The technicians’ work schedule is often quite varied.  Due to customer emergencies, or simply in 
order to not interfere with a customer’s employees during normal business hours, the technicians 
may find themselves working after normal business hours and even during weekends.  Most of the 
work is done on site, but from time to time parts must be taken away for special servicing or 
fabrication. 
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The following table presents the services provided by ACME.  All of the services listed are 
commonplace and representative of what the typical commercial refrigeration service and repair 
company provides. 
 
  

 
 
 

2.8 Suppliers 
As a commercial refrigeration and A/C systems service company, there is reliance on suppliers with 
respect to the purchase of new cooling units and spare parts.  In the four years of financial 
documents provided, the range of money spent annually on equipment and parts purchases was 
from 31% to 39% of revenues, averaging 35%. 
 

Freon leak detection Fan motor service / replacement

Freon leak repair Condenser coil cleaning

Thermostat replacement Condenser coil degreasing

Compressor repair / replacement Refrigeration maintenance

Condenser repair / replacement Refrigeration repair

Refrigerant recovery / disposal Commercial refrigeration repair

Refrigerant leak check Walk in cooler service / repair

Refrigerant leak repair Walk in freezer service / repair

Evaporator coil repair Reach in cooler service / repair

Evaporator fan repair Reach in freezer service / repair

Condenser fan repair Commercial / industrial chiller service

Evaporator coil replacement Ice machine service / repair

Diagnose / replace txv valve Ice machine maintenance

Thermostatic expansion valve repair Ice box service / repair

Nitrogen leak check service Commercial ice machine maintenance

Pressure control repair/ replacement Ice machine water pump replacement

Head pressure control replacement Ice machine parts

Defrosting frozen coils in coolers & freezers Ice machine water valve

Replacement of defrost timer clocks Ice machine water curtain

Service / repair of defrost heaters Ice machine dump valve

Service of frozen / plugged drain lines Ice dispenser service / repair

Refrigerated warehouse service & repair Refrigerated warehouse service & repair

Commercial cooler repair & maintenance Walk-in freezer repair 

Walk-in cooler repair & maintenance Commercial ice machine repair

Commercial freezer repair & maintenance Warranty repair service

Commercial Refrigeration and A/C Maintenance and Repair Services
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The seller stated the top three suppliers are Big Guy’s Parts, Ken’s Cooling Stuff, and Brother’s 
Refrigeration Supplies.  The Subject is on payment terms of Net 30 days with these primary 
suppliers.   
 

2.9 Customers and Marketing 
The Subject has a large and diverse client base spanning many different economic sectors.  When 
asked about the number of customers, the seller said the firm had served 400 customers over the 
past year.  A scan of the accounts receivable aging report showed more than 150 active customers.  
The report shows customers involved in the following types of business activities; restaurants, 
grocery markets, manufacturing, agriculture, distribution, school districts, entertainment, 
construction, hotels, etc.  As mentioned previously, customers range in size from large grocery store 
chains to small local concerns.   
 
When asked, the seller stated the top three customers by revenue over the years 2013 and 2014 were: 
 

- Large Customer One, with revenue of $86,000 
- Large Customer Two, with revenue of $84,000 
- Large Customer Three, with revenue of $75,000  

 
The revenue from these three customers combined totaled roughly seven percent of the Subject’s 
revenue over the period.  The ubiquitous Large Customer Three stores are well known as corner 
convenience stores and gas stations, while Large Customers One and Two are well known public 
rest centers that serve the general public.    
 
The Subject gets most of its new business by way of referral from existing customers: “word-of-
mouth advertising”.  As a 40 year old company, the Subject has a long and well-established track 
record of serving customers in the community, and it has leveraged its reputation well.  The majority 
of their work, therefore, is generated by repeat service to existing clients and the incoming referrals 
and not through outbound marketing.   
 
Yet Acme Refrigeration does advertise in the Yellow Pages, both online and in the hard copy book; 
over the four years of financial reports provided, the company spent an average of 0.34% of revenue 
annually on advertising expense.  This is the same ratio of advertising expense to revenue as the rest 
of the industry, according to FINTEL, the financial metric and statistics reporting service.  In the 
FINTEL report for NAICS code 23822, which is the same NAICS code for the Subject, the annual 
advertising expense for the industry also was 0.34 % of revenue over the same period.  Thus, the 
Subject’s investment in advertising is on par with the rest of the industry.  In addition to advertising 
in the Yellow Pages, the Subject also has a Facebook page.  As of the date of this valuation, the 
Facebook page had only had one visitor, ever, and only the very basic company contact information 
was listed on the page. 
 
Accounts Receivable and Bad Debts 
As of October 31st, 2015 the total accounts receivable balance was approximately $121,000.  The 
following chart was taken from the lender’s Credit Memorandum and confirmed against the final 
page of the A/R Aging Report for Acme Refrigeration as of September 30th, 2014. 
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As seen above, the great majority of receivables are categorized as “current’ or “1 to 30 days” 
(around $105,000 is current and $16,000 is 30 days, over 83% of A/R outstanding).  Alternatively, 
there are only approximately $12,500 (less than 10% of receivables) which are classified as 90+ days 
past due.   
 
Bad debt. 

According to the federal tax returns for the years 2012 to 2014, there were a total of only $15,000 in 
uncollectible or “bad debt” reported for those three years.  This represents 0.3% of revenue over the 
three-year period.  This bad debt expense ratio is also in line with the rest of the industry according 
to FINTEL, which reports and average expense of 0.32% over the same period.  This suggests that 
the Subject’s credit policies conform with industry norms and that the Subject is probably not 
missing any significant opportunity to grow by relaxing credit terms.  Assuming payment terms to 
customers and collections policies do not change after the proposed transaction, future uncollectible 
debt is expected to remain around the same levels. 
 

2.10 Competition 
The cooling systems installation, servicing and repair services market in Anytown is quite active.  A 
FINTEL industry report for the city revealed 82 companies within the same NAICS code.  An 
internet search in the Yellow Pages for such services in the greater Anytown area yielded results of 
more than two dozen direct competitors.  A review of the competitors’ websites suggests a mix of 
competitor type; there are a few larger competitors, with multiple offices around the state and a 
larger number of small local players (as is typical across the nation).  Virtually all of the competitors 
reviewed advertised themselves as providing the same basic set of services as the Subject, and most 
also offered emergency service after regular business hours. 
 
The seller noted Big Guy’s Cooling as the top competitor in its market.  An internet search for more 
information revealed that Big Guy’s Cooling does advertise online via the Yellow Pages, as does the 
Subject.  The competitor’s Yellow Page information advertises that they maintain regular business 
hours and 24-hour service.  The competitor had no active website, but did have a social network 
Facebook page that had been visited by four people as of the date of this valuation: a relatively 
inactive social media presence.  No other meaningful information was identified about the 
competitor.   
 
When asked what sets Acme Refrigeration apart from the competition, the seller stated, “40 
successful years [in business] with a reputation for honesty and reliability make us stand out from 
other companies.” With regard to pricing, the seller stated that Acme Refrigeration’s pricing was 
similar to that of other local competitors, with an average billing of $750 per transaction. 
 
Despite the subject firm’s favorable comparative attributes, the fact is that the degree of 
competition is strong in all construction and service industries throughout the Anytown 
area. There are many companies which can be called at any time to provide emergency repair 
services as evidenced by the abundant Yellow Page listings.  All such firms may not be as 
established, reputable or reliable, but the competition exists nonetheless. 
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Similar to most service industries involving commercial-related services, participation takes place on 
many different levels. The larger companies frequently offer their services alongside of a large menu 
of other services while the smaller players can offer niche services on a much smaller but more 
personal scale. 
 
As is the case in most major metro areas, there are a limited number of larger firms in the target 
industry that compete for the largest projects, and a vast number of smaller companies that fight for 
the rest. Within the largest company section, market consolidation is always a threat.   

 
The smaller competitors tend to be under-funded and less professional but can and do frequently 
underbid the more established firms to garner short term gains of market share.  Not surprisingly, 
the undercutting of price for particular jobs frequently results in poor workmanship, unsatisfied 
customers and a return to the relatively more costly but much more reliable established competitors 
such as Acme Refrigeration .   

 
Major players in the refrigeration and air conditioning industry use a variety of methods to market 
their services, including:   
 

 professionally tendering for projects;  

 developing relationships with equipment suppliers and project developers;  

 establishing a reputation and capacity to undertake large-scale or technologically 
advanced contracts; 

 referrals through industry association listings; and  

 general advertising in local newspapers, the "Yellow Pages" and more recently on the 
internet. 
 

The smaller-scale contractors rely heavily on networking and reputation within a localized area. 
Small contractors advertise services through regional "Yellow Pages", regional business directories, 
the internet, local newspapers, and mailbox drops.  "Word-of-mouth" referral is often an 
important marketing method for local contractors through which they can differentiate their 
service from competitors. Similarly, networking with consultants, developers and operators in other 
trades can prove vital in providing intelligence about upcoming contracts.  
 
Other Competitive Considerations and Developments 
Commercial work is generally preferred by contractors over residential jobs as commercial building 
projects typically offer higher billings per job and stable long run revenue. Within localized markets, 
contractors try to establish commercial relationships with appliance retailers to obtain installation 
contracts for central heating and cooling systems. Another avenue through which local contractors 
may generate a steady flow of new business is by establishing a relationship with utility service 
suppliers which provide their customers with a referral service to special trade contractors within a 
localized region.    
 
Permanent and cyclical commercial refrigeration and A/C maintenance contract work usually 
demands competitive pricing, low profit margins and carries with it considerable paperwork but is 
particularly suited to larger companies which can benefit from economies of scale.  Recent years 
have seen a trend amongst the large-scale more technically advanced heating and air-conditioning 
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contractors towards a more "holistic" approach to service delivery.  Previously, contractors would 
more or less simply undertake installation whereas increasingly contractors are now involved in 
highly technical arrangements involving monitoring and adjustment, tailoring systems to suit specific 
requirements, and providing system maintenance contracts.   

The emerging trend towards building automation in large-scale commercial buildings (i.e., using 
computer- controlled equipment to manage such services as heating, lifts, security, lighting, 
ventilation and room pressurization etc.) has led to a "blurring" of activities in this area. Where 
previously there was a clear line between companies that provided, for example, elevator installation 
and servicing, and other operators who distinctly handled such functions as security systems 
installation, or fire alarms and sprinklers etc. - such demarcation has fallen away, and the trend 
currently emerging is for large operators to design and provide entire building automation packages. 
The impact of such a trend on the air-conditioning and heating segment of this industry has been 
that operators are now competing against non-traditional rivals from other sectors.   

The vertical integration of the leading players in the industrial and commercial refrigeration market 
limits the scope for competition from other players.  All leading suppliers of refrigeration equipment 
structure their products to provide installation and long term maintenance, typically through regional 
subcontractors.  Designated subcontractors must establish a proven technical and financial 
management capacity to obtain contracts with these organizations.   

This industry is characterized by the high degree of competition between the many small scale 
contractors which compete for shares of relatively narrow regional markets. The emergence of large 
scale facilities management companies which have the capacity to compete across all segments of 
the plumbing, heating and air-conditioning contracting market is understood to have further 
increased competitive pressures across regional and national markets.  

2.11 Facilities 
Acme Refrigeration  operates out of a single office located at 1234 De Soto St., Anytown, CA 
98765.  All employees work out of this location.  The office is a leased 2,200 square foot commercial 
space in a mixed residential/commercial area.  The monthly rent for the leased space is $2,000, or 
about $0.89 per square foot per month.  The lease stipulates that upon the close of escrow, the 
buyer will negotiate a new 10-year lease with the current landlord of the premises.  The landlord is 
Linda Gables (seller) and Steve Gables.   
   

2.12 Competitive Advantage  
The valuator’s analysis has led to the following determination with respect to the subject firm’s 
competitive advantage: 
 

                Key Competitive Advantages of Subject Operations 
- Experienced and productive technicians which often serve the same clientele on a regular 

basis. 
- Has been in business for 40 years and has a well-established trade name with a high 

percentage of repeat customers. 
- Operates in the commercial maintenance/service segment of the refrigeration and air 

conditioning industry; the barriers to entry for new competitors are considered higher than 
those for residential work. 
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- Has many service and maintenance contracts with customers; this makes business more 
predictable than it would otherwise be and reduces revenue volatility and uncertainty. 

- Proven ability to meet customer needs in timely manner. 
- Stable and well established customer base comprised in part of large, financially strong 

“repeat” customers. 
 

In closing, the valuator has determined that although there are many competitors in the Anytown 
marketplace, the subject firm appears to have perpetuated a favorable reputation among its core 
group of customers which has led to substantial recurring revenues in recent years.   
 

2.13 Accounting Records 
The financial statements and tax returns provided by the subject have been prepared on an accrual 
basis.  For the fiscal year ending October 31st, 2015, internally prepared statements were provided, 
meaning they are based solely on representations by management.  For the previous three fiscal 
years, 2012 - 2014, professionally-prepared tax returns were provided.  There is no assurance that 
significant or material changes may not be needed to be in compliance with Generally Accepted 
Accounting Principles, (GAAP).  The lender will request and obtain official IRS tax transcripts as 
part of their due diligence, thereby providing support to the figures provided via the federal income 
tax returns. 
 

2.14 Implications for the Subject 
Based on this analysis, the appraiser views the following as implications for this appraisal of the 
Subject interest: 
 

- Revenue growth - The Subject is an established company in a mature industry.  Revenue 
growth is expected to be steady. 

- Marketing – Marketing efforts have been consistent and productive.   

- Concentration of sales – The Company has many hundreds of customers.  The top three 
represent roughly 5.3% of annual revenue.   Concentration of sales is considered low. 

- Management depth – The primary owner/operator, Ms. Gables, manages all of the 
Company’s strategy, marketing, and product and service decision making.  Ms. Gables 
indicated no other employees are considered “key”.  We believe it is unlikely any other 
employee could take over those responsibilities should the need arise.  This dependence on 
the primary owner suggests management may lack depth.  
 

These factors influence the Subject’s risk profile and will be taken into consideration with regards to 
any forecasting or financial statements and/or any company-specific risk determinations. 

3 ECONOMIC CONDITIONS AND OUTLOOK 
 

3.1 Economic Conditions and Outlook 
In appraising any business, it is vital that the analyst take into account the national and regional 
economic outlooks.  As stated in IRS Revenue Ruling 59-60, the appraiser should consider “the 
economic outlook in general and the condition and outlook of the specific industry in particular.”  
In order to develop reasonable expectations about a company’s future earnings prospects, one must 
have a sense of the general economic and industry factors that affect the climate in which the 
business operates.  This view must be forward looking, as noted in the IRS RR 59-60, section 3.02: 
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“The fair market value of specific shares of stock will vary as general economic conditions 
change from “normal” to “boom” to “depression”, that is, according to the degree of 
optimism or pessimism with which the investing public regards the future at the required 
date of the appraisal.” 
 

Thus, the valuator must carefully review, assess and factor the “economic future” of both the 
subject firm’s industry and the local and national economic conditions into his or her estimate of fair 
market value.   
 

3.2 Overview of the National Economy 
The following excerpts are from PPC’s Guide to Business Valuations, 2015: Volume I, pages 4-88 
through 4-91. “National Economic Analysis (2013 – 2015)” 
 
Analysis of 2013 
 
“The economy struggled to maintain positive growth in 2013, primarily due to declines in growth in 
federal government expenditures and imports.  For the year, the economy grew at a rate of 1.9%, 
which fell from 2.8% in 2012…  To help foster the economy’s growth, the Federal Reserve 
maintained the federal funds target interest rate at less than 0.25%.  Although the Federal 
Reserve has begun to taper their quantitative easing policy, the extremely low federal funds rate is 
evidence that the Federal Reserve is more concerned about the risk of further economic weakness 
than the risk of inflation.” 
 
“In addition to the overall performance of the economy, it is instructive to look at its key sectors.  
Although all growth sectors remained positive in 2013, every sector grew at a lesser rate than in 
2012.  The most important contributors to economic growth in 2013 were residential 
investment, exports, and nonresidential investment.  The most important detractors were 
import and federal government expenditures.” 
 
“Personal consumption expenditures make up approximately 70% of the economy and are by far 
the most important measure of current economic performance.  In 2013, personal consumption 
expenditures grew at a rate of 2.0% after growing by 2.2% in 2012.  Unemployment, high debt 
levels, and continued default concerns have contributed to the slow growth in personal 
consumption expenditures...  The export sector increased by 2.8%, making it the second leading 
growth sector, after increasing by 3.5% in 2012.  Despite the low value of the dollar, export growth 
declined due to global economic weakness.  Nonresidential investment, the third largest growth 
sector, grew by only 2.6% in 2013 after growing at a rate of 7.3% in 2012.  Nonresidential 
investment is the most important sector for promoting the increases in productivity 
necessary to sustain full employment stable-price growth.  Investment in nonresidential 
equipment grew by only 2.9% in 2013 after growing by 7.6% in 2012.  Continuing to be one of 
the more stable sectors, state and local government expenditures fell by 0.2% in 2013 after declining 
by 0.7% in 2012.” 
 
“Due to a low value of the dollar and global economic slowdown, import growth slowed to a rate of 
1.4% in 2013 after rising by 2.2% in 2012.  Because imports generally have a negative impact on the 
economy, the increase in imports hampered economic growth in 2013...  Residential investment 
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continued to reverse the trend of the last several years, rising by 12.0% in 2013 and 12.9% in 2012, 
after falling by 1.4% in 2011.”   
 
“The Consumer Price Index (CPI) rose by 1.5% in 2013 after rising by 1.7% in 2012.  While low 
levels of inflation are desirable, extremely low levels (such as the 0.1% in 2008) are typically 
associated with significant recessions.  However, most economists prefer the core inflation rate, 
believing that it yields a better indication of the “underlying” inflation by deducting the volatile food 
and energy sectors from the CPI.  The core inflation rate increased by 1.7% in 2013 after rising by 
1.9% in 2012, confirming the stable rate of inflation indicated by the CPI.  Inflation concerns 
remained low as both the CPI and the core inflation rate for 2013 were within the Federal Reserve’s 
target rate of 2.0%.” 
 
“Capacity utilization continued to show some improvement in 2013, increasing to 79.2% at 
the end of 2013 from 77.8% at the end of 2012.  The increase was enough to continue the 
investment growth in non-residential structures.  However, both years were below the average 
utilization rate of 80.2% for the period from 1972 – 2012.  Low capacity utilization does not 
bode well for economic growth because unused capacity does not encourage new 
investment in equipment and structures, and investment in these areas is necessary for 
intermediate and long-term growth.  Conversely, as the capacity utilization continues to near its 
norm, inflation may become an issue.” 
 
“In 2013, the unemployment rate fell to 6.7% from 7.9% in 2012.  However, some of the decrease 
may stem from some unemployed withdrawing from the workforce as the participation rate fell 
from 63.6 % of the working population in 2012 to 62.8 % in 2013.  Not only is this unemployment 
rate much higher than the Administration’s target of 5.4%, unemployment is particularly severe in a 
leveraged economy.  Due to the weak dollar assisting exports, manufacturing employment in 2013 
increased by about 77,000 after rising by about 154,000 in 2012.  The manufacturing industry, 
traditionally a source of higher paying jobs in the United States, appears to have stemmed the 
migration to countries with lower employment costs that has occurred over the past several years.” 
 
“Financial markets offer one view of the future because investors’ returns are paid by future 
cash flows; therefore, investors value securities based on what they believe will happen.  The 
Standard and Poor’s 500 Index (S&P 500) gained 29.6% in 2013 after gaining 13.4% in 2012.  The 
NASDAQ composite gained 38.3% in 2013 after gaining 15.9% in 2012.  However, there was a 
large pull back in January 2014 as the Standard and Poor’s Index lost 3.6% and the NASDAQ fell by 
1.7%.  Both indexes appear to be spooked by the Federal Reserve’s decision to pull back on their 
quantitative easing policy.  Still, returns have been unusually high indicating a strong 
orientation by stock investors that the future looks bright.  Although the strong historical 
relationship between the stock market and the economy may be softening as many companies 
increase their global presence (certainly the majority of S&P 500 companies), there remains 
enough of a correlation between the stock market and the domestic economy to determine 
that investors do see a brighter economic future.”   
 
“In December 2013, the 90-day Treasury bill was priced to yield a miniscule 0.07%, remaining flat 
compared to December 2012.  The Treasury bill rate reflects the Federal Reserve’s near zero federal 
funds rate target.  However, the long-term rates are the crucial rates for economic growth because it 
is at these rates that corporations and governments borrow to invest in growth projects.  In 2013, 
the Federal Reserve continued their program to pump dollars into the long-term bond market 
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(although at a slower pace) with the intent of suppressing long-term rates.  The three year program 
has been successful with the 20-year Treasury bond priced to yield 3.63% at year-end 2013 after 
yielding 2.47% at year-end 2012 and yielding 2.67% at year-end 2011.  (While long-term rates are still 
low by historical standards, they have begun to increase as the Federal Reserve has begun to taper 
their long-term bond buying program.)  Thus, combined with the slight decrease in the federal funds 
rate, the yield curve was slightly higher.  However, private bonds have not followed suit.  Moody’s 
Baa corporate bonds were priced to yield 5.38% at year-end 2013 after yielding 4.63% at year-end 
2012.  However, the yield spread between the Baa corporate yield and the Treasury fell to 1.75 at 
year-end 2013 compared to 2.16 at year-end 2012.  Smaller yield spreads are typically an 
indication that bond investors see the economy as being less risky.  In other words, the data 
indicates that bondholders appear to agree with equity invertors’ “optimistic” future growth 
expectations.” 
 
“Consumer confidence is another interesting variable because it is likely to impact consumer 
spending on consumer durables and possibly entertainment and travel.  The Consumer Confidence 
index was 77.5 at the end of 2013, up from 66.7 in December of 2012.  Although the Index has 
rebounded from nearly all-time lows over the past few years, the annual data indicates 
consumers are gaining confidence about the near-term economy.  This is generally 
consistent with the “optimistic” expectations expressed by investors during 2013.”  
“Overall the economic performance in 2013 was disappointing.  However, the important issue is 
how the recovery will perform in the future.” 
 
Forecast for 2014 and 2015 
“Prospects for near-term growth remain visible, but muted.  Growth must be bolstered to exit the 
growth recession, which occurs when the economy is growing too slowly to reach full employment.  
Because the Administration must address the huge federal deficit, it is imperative that the 
government spend prudently and effectively.  Although the Administration faces the task of growing 
the economy more quickly than growing debt, near-term growth is suffering from the negative 
growth rate of spending in the two government sectors.  Continued investment increases in public 
infrastructure and growing industries remains the most effective government strategy to increase 
intermediate and long-term growth.  Also, to attain intermediate and long-term growth, the private 
sector will have to contribute more.  However, both the financial markets and regulators have 
tightened credit standards, making it more difficult for the private sector to increase near term 
investments.  Positive outcomes from both the public and private sector will create income and tax 
revenue growth.  Further, it will allow personal consumption expenditures to grow due to rising 
incomes rather than through greater borrowing.”   
 
“Although borrowing from foreign investors and continued near zero interest rates will help 
spur growth in 2014, the upside potential in the near term is limited by the leverage problem.  
Many believe continued short-term measures to spur the economy will only prolong the 
negative effects of the credit markets, probably hindering growth throughout 2014…  
Ultimately, foreign bondholders will need to be paid back, and it is the American taxpayers who 
have to make good on the debt, sending financial resources abroad instead of financing domestic 
growth.  While this financial strategy may be legitimate for national security, the combination of high 
military and defense spending paid for by foreign investors will mean less U.S. economic growth in 
the future.  The further lowering of military forces in Iraq and Afghanistan should help longer-term 
growth prospects if the reduction in military spending finds its way to the private sector or into 
productive government expenditures.” 



 

28 
 

 
“Economic growth is expected to rise by approximately 3.0% in 2014 as the focus on 
containing federal government expenditures will dampen growth.  Although federal 
government spending may only slightly increase in a post-election year, economic growth is expected 
to reach about 3.8%, spurred by increased state and local government spending, consumer spending 
generated by successful financial markets, and private sector non-residential investment.” 
 
“What can change this view of the future?  Further government inactivity and the slow pace to 
recovery may provide the private sector a reason to forgo further human and capital investments, 
which would impede growth prospects.  Also, further concerns regarding the stability of the 
European Union could cause significant short-term negative impacts to U.S. economic growth.”   
 
“While the Federal Reserve’s decision to leave interest rates at a level near 0% help in the short-term 
to further stabilize the banking and financial systems, long-term growth prospects will not improve 
unless the underlying debt burden of consumers continues to improve and the federal deficit is 
addressed.  However, because the United States continues to be a technological and financial leader, 
if the debt burden problem is handled effectively, intermediate and long-term economic growth can 
be solid.  The global economy shows every sign of having almost infinite capacity to grow.  The 
potential for global growth, including solid U.S. growth, is quite strong.  In addition, the Federal 
Reserve has begun to taper their long-term bond buying program known as quantitative easing, 
which has made financial markets noticeably jittery.”   
 
“While there is reason to believe that the economy is slowly getting back on track, it is not 
expected to reach full employment stable-price growth until 2017.  Although a disappointing 
pace to recovery, the intermediate and long-term future is more encouraging.  Assuming the United 
States can (1) overcome government inactivity, (2) increase public investing in infrastructure and 
public and private investment in new industrial development, (3) avoid stifling global trade and 
investment by narrow interests, and (4) continue the free flow of technology, long-term growth is 
assured.  If this occurs, the goals of the Administration for long-term, stable growth may be too 
conservative.  Long-term stable growth may be maintained at around 3.3% with a CPI of about 
2.2% and unemployment of about 4.5%.  Technology growth and global competition will continue 
to be the engines that drive worldwide growth well into the future, and these factors should lead to a 
better long-term economic environment.”   
 

3.3 Overview and Outlook of Northern California’s Economy  
Acme Refrigeration  is located in the city of Anytown in Anytown County, and lies within the 
regional economy of Northern California.  The economic drivers of this region are unique within 
the state and are those that directly influence the Subject’s local market and company performance, 
specifically because the company only provides service to customers locally.  The extent to which 
the local economy is expanding, or stalling, directly impacts the business activity of the Subject’s 
existing customer base and prospective customers, which in turn affects demand for the Subject’s 
services. 
  
[Info removed] 
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3.4 Implications for the Subject  
Because the Subject serves a customer base located entirely in the greater Anytown metro area, the 
condition of and outlook for the local economy has the strongest influence on the Subject’s future 
performance.  It is important to keep in mind, though, that the performance of the national 
economy is still important to the extent that it does influence demand for goods from Anytown 
County.  The better or worse the national economy performs determines how much households are 
willing to spend on the fruits and vegetables from Anytown County, for example.  The same can be 
said for products put out by the growing manufacturing base in Anytown.    
 
National Economy 
Based upon the preceding review of the national economy, it is evident the macroeconomic outlook 
is improving over recent years.  From a valuation perspective, the impact of this outlook on the 
Subject is considered “positive”. 
 
Local Economy 
The near term outlook for Anytown is generally positive.  Therefore, from a valuation 
perspective, these factors are considered “positive” for the Subject.  
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4 State of the Industry and Outlook 
In appraising the value of a closely held stock, it is important to understand the condition of any 
factors that drive and influence the industry in which the subject operates.  The analyst will review 
the industry’s characteristics, the state of the industry today, and the outlook moving forward. 
 

4.1 Industry Overview – Heating and Air Conditioning in the US 
According to the U.S. Census Bureau, the Heating and Air Conditioning industry (under the 
North American Industry Classification System, or NAICS, code 23822) is comprised of companies 
that install and service heating, ventilation, air-conditioning and refrigeration equipment.  Operators’ 
activities include new installations, alterations, maintenance and repairs.  Contractors in this industry 
may provide both parts and labor when performing work. 
 
It is important to understand the fundamental nature of the industry in order to assess the Subject’s 
position, outlook and opportunities.  The market research organization IBISWorld publishes reports 
periodically for this industry.   The May 2014 report characterized the industry and its landscape as 
follows.  
 
Industry Executive Summary:   
“The Heating and Air Conditioning industry is heavily influenced by activity in the construction 
market, with the majority of income generated from heating, ventilation and air-conditioning 
(HVAC) installations in new residential and nonresidential structures.  Maintaining, monitoring and 
repairing existing equipment also accounts for a significant share of revenue, lending stability to the 
industry due to the volatile construction markets of recent years.  These service segments also make 
the industry susceptible to changes in levels of disposable income.  Ultimately, in the five years to 
2014, industry revenue is expected to increase at an annualized rate of 4.1 % to $70.8 billion. 
 
Moreover, the collapse of the housing market and subsequent economic recession caused new 
construction activity to dramatically decrease.  Between 2009 and mid-2011, demand for new 
housing was hampered by an oversupply of existing homes and declining property values.  
Nonresidential building construction activity also declined, as the economic downturn caused a 
contraction in the business sectors.  As unemployment increased and businesses reduced operations, 
more vacancies in commercial buildings appeared and demand for new nonresidential structures 
weakened.  Consequently, these factors hurt demand for HVAC installations across the construction 
markets.  
 
After revenue declined from 2009 to 2010, the industry rebounded in 2011 and recorded growth of 
13 % in 2012, followed by a 3.7 % increase in 2013.  Positive signs in the housing market indicate 
the construction sector’s burgeoning return to strength.  As more homes and commercial structures 
are built, and require HVAC system installations, demand for industry technicians will strongly 
increase.  Furthermore, national standards for energy efficiency and a growing trend toward lowering 
household and business energy use is projected to encourage building owners to upgrade to more 
efficient systems.  With these constructive developments, industry revenue is forecast to rise at an 
annualized 3.9 % during the next five years to reach $85.8 billion in 2019, beginning with 6.7 % 
growth in 2014 alone.” 
 
Private investment in nonresidential structures includes new construction and renovations associated 
with nonresidential building, including commercial, industrial, educational and religious structures.  
This industry derives a substantial share of its revenue by installing, maintaining and repairing air-
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conditioning, climate-control and refrigeration systems in nonresidential buildings.  As a result, the 
industry benefits from increases in private investment in nonresidential structures.  The value of 
private nonresidential construction is expected to increase in 2014. 
 
Industry Landscape:  The industry is highly fragmented with no true major players.  The majority 
of industry operators are small companies that specialize in specific regions or markets.  As a result 
of the recovery in the real estate sector, beginning in 2011, industry establishments are expected to 
grow at an average annual rate of 3.2 % in the five years to 2014, reaching 89,913 operators. 
According to US Census and IBISWorld estimates, about 62.3 % of these industry establishments 
employ one to four workers.  Accordingly, the Heating and Air Conditioning industry relies heavily 
on skilled in-house employees to conduct installation, maintenance and repair services. The industry 
employs heating, air-conditioning and refrigeration mechanics and installers, as well as office staff, 
management, transportation and other workers. 
  
Despite experiencing low initial demand, companies in this industry began to expand their 
workforce as industry revenue recovered in 2011 due to improving construction markets. 
Additionally, an increase in the number of nonemployers entering the industry, as the recovery in 
downstream markets accelerated, also benefitted the industry. As such, employment is expected to 
increase at an average annual rate of 2.6 % to 301,123 workers in the five years to 2014. Profit 
margins, measured as earnings before interest and taxes, across the industry dropped to 2.2 
% of revenue in 2011, as operators kept service prices low in order to attract more business 
during the recession’s aftermath.  However, IBISWorld expects profit to rebound strongly in 
2014, as rapid growth in construction markets allow HVAC companies to raise prices and 
build more comfortable margins.   
 
As the overall economy began to accelerate, demand for industry services increased 
accordingly. For example, in 2012, the number of housing starts jumped 32.9%, while the 
value of nonresidential construction grew 12.7 %.  As a result, industry revenue increased 13 
% in 2012, while the housing market continued to expand rapidly in 2013. With housing starts 
growing by 16.6 %, this helped industry revenue expand by 3.7 % in 2013. 
 
Demand for HVAC services is projected to heat up over the next five years.  Pent up 
demand across the construction sectors, which began to slacken quickly in 2012 and 2013, is 
forecast to boost demand for new HVAC installations, the industry’s primary service 
segment. Improving per capita disposable income, and the growing popularity of energy efficient 
systems that also lower operating costs for businesses and households, will drive demand for 
installations in existing structures. The growing demand for automated systems from 
commercial clients will also be a crucial revenue driver, especially for larger industry players. 
Consequently, during the five years to 2019, industry revenue is forecast to increase at an 
average annual rate of 3.9 % to reach $85.8 billion, which includes a 7.9 % increase in 2015 
alone. 
 
Additionally, consumer-spending power is projected to improve over the next five years, as the 
overall economy recovers, benefiting both the housing market and business expansion.  The 
number of housing starts is anticipated to rise at an average annual rate of 8.9 % over the 
five years to 2019, and the value of private nonresidential construction is expected to grow at 
an annualized 5.4% over the same period.  Furthermore, per capita disposable income is 
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projected to steadily increase, allowing consumers to spend this disposable income on HVAC 
upgrades and maintenance services that were deferred during the recession. 
 
Upgrades Surge: Households and businesses will begin replacing outdated and less efficient HVAC 
systems with newer models that provide additional heating and cooling output, while requiring less 
power. For businesses, the combination of volatile energy prices and the desire to reduce 
operational costs, as well as government-mandated seasonal energy efficiency ratings 
(SEERs), will increase demand for these energy efficient systems.  
 
“…the industry’s largest companies will benefit from the trend toward customization among 
commercial clients, which are projected to seek out efficient and automated systems designed for 
their particular structures. Across the industry’s spectrum, however, operators will be better 
able to raise prices to historic levels, after the intense bidding wars of the recession. 
Subsequently, IBISWorld expects industry profit, measured as earnings before interest and 
taxes, to reach an average of 4.9% of revenue by 2019, due to more favorable pricing and 
industry revenue outpacing growth in wages.” 
 
Products and Services:  HVAC installations are expected to account for about 66.3 % of industry 
revenue in 2014, up from 64.0 % in 2009…  Maintenance services (which are somewhat more 
resistant to economic downturns) grew as a share of revenue… Most installation projects are 
associated with new building construction (59.0 % of revenue in 2014), but this segment also 
includes upgrades and replacement services in existing buildings (7.3 %). Businesses and individuals 
generally replace existing units to cut back on monthly energy expenses, especially during periods of 
high energy prices. The government has also promoted this activity through tax credits and other 
incentive programs as it tries to reduce energy consumption and greenhouse gas emissions.   
 
In the five years to 2019, the number of installations is forecast to rise on the back of the 
construction market recovery… Businesses and consumers are expected to spend more money on 
renovating properties and replacing existing HVAC systems as real estate prices stabilize. 
 
HVAC maintenance and repairs:  After an HVAC unit has been installed, technicians often 
perform routine maintenance and repair work to keep systems operating efficiently. During this 
process, technicians adjust burners and blowers and check the system for leaks. Maintenance and 
repair of HVAC systems are expected to account for about 28 % of industry revenue in 2014, down 
from 31% in 2009. Maintenance activity comprised a larger share of 
 
Refrigeration system installations:  Refrigeration system installations, maintenance and repairs are 
expected to account for about 5.7 % of industry revenue in 2014, up slightly from 2009 levels… 
Prior to the Great Recession, refrigeration servicers benefited from a rise in installations due to 
technological improvements related to energy efficiency and reliability.   Energy efficiency has been 
particularly important during the past five years thanks to the green movement, which has 
emphasized the need to reduce energy consumption and greenhouse gases.  This trend is expected 
to persist over the five years to 2019, as consumers, businesses and other organizations continue to 
minimize energy consumption.  Additionally, the industry is anticipated to benefit from the 
continued use of tax credits at the federal and state level. 
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The following IBISWorld chart reflects the expected industry revenue mix for 2014: 
 

 
 
 
Key Success Factors in this Industry: There are many factors that contribute to a company’s 
success.  In this industry, the following factors are considered the most important: 
 
Having a good reputation: Contractors need to establish a reputation for quality, timeliness, price  
and fiscal accountability within their local market. 
 
Management of seasonal production: Managing a steady workflow despite wide seasonal 
fluctuations is important for industry success.  Operators must also be capable of reading 
construction cycles and adapting their workflow accordingly.  
 
Ability to compete on tender: Firms must have the capacity to contest and hold ongoing 
maintenance contracts in order to generate a stable revenue base.  Larger firms must also be able to 
compete for contracts in lucrative commercial building markets. 
 
Ability to quickly adopt new technology: Firms must adapt quickly and keep up to speed with 
changing technology, particularly regarding energy efficient and smart climate control systems. 
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The following IBISWorld chart shows the expected revenue segmentation in 2014: 
 

 
 
Cost Structure: The Heating and Air Conditioning industry, like other specialty contractor 
industries, requires a low level of capital investment and largely depends on the skills and knowledge 
of its employees.  Most industry firms employ one to four people and serve only a small, local area, 
with personal relationships with general contractors and building managers playing a large role in 
gaining contracts. 
 
Profit: Industry profit (measured as earnings before interest and taxes) is expected to account for 
about 3.8 % of revenue in 2014.  HVAC contractors benefit from relatively low fixed costs; other 
than transportation and basic tools; they are able to alter their purchase costs according to the job 
and are thus able to increase and decrease expenses in line with demand.  Profit was hampered 
between 2009 and 2011 by a steep drop in construction demand.  As the pool of potential work 
shrank, operators lowered prices (and willingly cut into profit margins) to gain contracts.  As new 
construction picked up in 2012 and continued in 2013, margins are expected to recover in 2014.  
During the next five years, margins are forecast to expand further, reaching 4.9 % in 2019 – 
propelled by industry revenue growing faster than wages. 
 
Wages: 
IBISWorld estimates that total wages are expected to account for 20.2% of industry revenue 
in 2014.  Labor costs for full-time or in-house employees are expected to account for 15.7% of 
industry revenue.  Like most of the service sector, the industry relies most heavily on the skills 
and knowledge of its technicians.  Purchase costs can generally be altered in accordance 
with a given job’s needs, but wages are much less flexible, as full-time employees are paid a 
salary regardless of demand levels.  In response to construction markets’ contraction during the 
recession, more operators have shifted toward hiring contracted technicians, whose hours and pay 
are more flexible, to better respond to unstable demand.  Contracted labor costs are expected to 
represent 4.5% of industry revenue in 2014. 
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Purchases: 
IBISWorld estimates that purchases account for 42.7 % of industry revenue in 2014.  Purchases 
include costs of materials, components and supplies used for installation, maintenance and 
repair services.  Purchase expenses generally fluctuate with demand, as most costs are associated 
with HVAC and refrigerator installation, maintenance and repair services. To a lesser extent, 
purchases are also influenced by changes in commodity prices, particularly aluminum and other 
metals, because these are used for ducting in HVAC installations. In addition to material purchases, 
industry participants also buy tools and other equipment that is utilized to install and repair HVAC 
and refrigeration systems.  The purchase of gasoline is also included in this segment and 
represents a key expense for operators, since they must travel to worksites. 
 
Other costs: 
Depreciation accounts for about 2.2 % of industry revenue and is largely limited to the purchase of 
transportation; HVAC contractors use little to no heavy or depreciable equipment or machinery in 
their line of work.  Rent and utility costs are also low in the industry (accounting for about 2.7% of 
revenue) because work is done onsite.  Marketing costs are generally low in the industry 
(estimated at 1.5% of revenue) since most work is gained through recommendations and 
relationships with general contractors.  Other miscellaneous costs, including licensing fees, legal 
bills, insurance payments and administrative costs, combine to make up the remaining revenue. 
 
The table below reviews the status of a number of key industry factors that add to the analysis and 
overall picture of the Heating and Air Conditioning industry.  
 

 
 
Implications for the Subject 
The Heating and Air Conditioning industry is on the rebound after going through challenging times 
during the Great Recession.  Looking forward, the drivers for growth are sound; the industry is 
expected to grow strongly in 2014 with an expected rate of 6.7 % and over the near term profit 
margins are expected to recover to pre-recession levels.    On balance, the industry outlook is 
positive. 
 
From a business valuation perspective, the overall implication for the Subject is “positive”.   
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5 Financial Analysis of the Subject Company 
A fundamental part of any valuation assignment is the review and analysis of the subject company’s 
financial performance over a period of time.  In this valuation, the financial documents that were 
used were the historical balance sheet and the income statement.  In the following sections, these 
financial statements will be reviewed, trends will be identified, and the subject’s performance will be 
compared to industry performance ratios. 
 

5.1 Historical Financial Statements 
The following compiled financial statements represent the most recent four years of financial 
performance.  The Subject’s fiscal year end is June 30th.  Professionally-prepared corporate tax 
returns were provided for the three years 2012 – 2014.  The tax returns were prepared on an accrual 
basis.  Compiled, interim financial statements, prepared on a cash basis, were provided by the seller 
for 2015.  No auditor has expressed an opinion regarding the financial statements taken as a whole. 
 
For purposes of reviewing and assessing the subject’s performance, industry benchmarking data was 
used from Bizminer, a financial ratio benchmarking and reporting service.  In this case, the selected 
Bizminer data covered more than 80 companies in the Refrigeration and Air Conditioner Repair 
industry in California and with annual revenues between $2 million and $5 million.  The 80+ 
companies that meet this criterion are known as the “peer group”.  The data shown is the average of 
performance over 2010 – 2013.  Because the Subject’s fiscal year end is June 30st, and the reports 
provided are from 2011 – 2014, the peer group data by and large matches the same time period as 
the Subject. 
 

5.2 Analysis of the Balance Sheet 
 
[Select parts of this section removed] 
 
This information, taken as a whole, suggests Acme Refrigeration enjoys a very sound financial 
position with a strong balance sheet.  The cash position is very strong and there is no long term 
debt.  The Subject’s accounts receivable are much larger than the group’s; the reason isn’t clear, but 
because bad debt expenses for the Subject are not out of the ordinary, the valuator does not suspect 
that credit policies are overly generous.  And it should be noted that members of the peer group are 
comprised of a variety of companies within the same NAICS code.  On average, the companies may 
have a different service/revenue mix and different accounting policies that could skew the overall 
comparability of the Subject to the peer group.   
 
However, with that said, the balance sheet fundamentals of the Subject are strong. 
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Exhibit 5-1 

 

 

[Balance sheet presentation removed]  
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5.3 Analysis of the Income Statement 
 
 
 

[Review of the income statements removed]
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Exhibit 5-2 

 
 

[Income statements presentation removed]
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5.4 Adjusted Financial Statements  
The value of a business depends on its ability to generate earnings.  Yet small business owners do 
have some flexibility in how the financial events of their business are reported.  It is sometimes the 
case that a business owner will make choices in reporting such financial events based upon how such 
events will impact taxes.  Also, sometimes a business may incur costs or generate revenue due to 
unusual or extraordinary circumstances.  These may be considered “nonrecurring” losses/gains and 
need to be given consideration with regard to the overall financial representation of the company.  
In light of this, the valuator may need to make adjustments to, or “normalize”, the historical 
financial statements.  The intent of making such normalizing adjustments is to present a set of 
financial information that more clearly represents the financial position and operating performance 
of the subject before applying the various valuation approaches to be used. 
   
Balance Sheet Adjustments 
Certain adjustments were made to balance sheet to present the Subject as it would appear under 
normal operating conditions.  The adjustments are as follows: 
 

 
[Adjustments section removed] 
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  Exhibit 5-3 

 

[Adjusted balance sheets presentation removed] 
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Income Statement Adjustments  
The Income Statement provides a view of company performance.  Adjustments are made in 
order to present the Subject’s current and future performance as it would be under normal 
operating conditions without any obscuring by unusual income, expenses, non-recurring items 
or other irregularities.  Some of the more common Income Statement adjustments relate to 
owners’ compensation, company benefits, discretionary spending, and costs associated with non-
operating assets. 
 
 
[Income statement adjustments and presentation of adjusted financials removed] 
 
 

5.5 Ratio Analysis 
Ratio analysis is an extremely useful step in analyzing a business.  It allows the analyst to view the 
Subject based upon performance metrics in areas such as liquidity, profitability, leverage and growth.  
The performance ratios can give an analyst a view of the Subject’s absolute performance, and are 
also meaningful when compared to a peer group or industry benchmarks which allow the analyst to 
view how well, or poorly, the Subject is performing relative to others.  The analysis is useful when 
considering the strengths, weaknesses, and risk profile of a given company.  It should be noted that 
no single performance ratio can present the entire picture of company.  A complete set of ratios 
viewing the Subject from different angles is necessary to determine the overall condition.   
 

In assessing the Subject’s health and performance, the analyst compared its ratios to those of the 
peer group provided by the Bizminer.  The Bizminer report includes companies in California that 
are Refrigeration and Air Conditioning Repair companies.  The peer group was further refined by 
including companies with between $1 million and $2.5 million in revenue.  The result included over 
80 companies.  In the following section the Subject’s adjusted financial ratios are compared to the 
peer group’s 2013 performance ratios.   
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Exhibit 5-6 
 

2011 2012 2013 2014

4-year 

Average

Peer Group 

2013

Liquidity Ratios

Current 3.3 3.3 3.6 7.1 4.3 2.1

Quick 2.5 2.3 2.9 5.5 3.3 1.3 

Asset Turnover Ratios  

Receivables Turnover 12.7 10.7 11.1 12.8 11.8 26.7

Days Receivables 29.8 30.9 31.7 31.2 30.9 13.7

Inventory Turnover 20.0 15.0 21.3 20.6 19.2 52.3 

Leverage Ratio  

Debt to Equity 0.0 0.0 0.0 0.0 0.0 0.8 

Profitability Ratios  

Pre-tax Return on Assets 25.8 30.6 36.2 31.4 31.0 10.5

Pre-tax Return on Equity 33.1 39.3 46.0 35.0 38.3 23.6

Pre-tax Profit Margin 8.8 10.4 11.9 9.1 10.0 3.5

Discretionary Owner Earnings 20% 21% 22% 20% 20% 11%

Ratio Analysis of Subject Compared to Bizminer Peer Group

 
Liquidity Ratios – Liquidity ratios measure a firm’s ability to use its current assets to meet its short-
term obligations, represented by current liabilities.  A review of the Subject’s liquidity ratios shows 
that compared to the peer group, the Subject is in a good position.  The Current Ratio is average is 
much greater than the peer group’s, as is the Quick Ratio, suggesting a much better-than-average 
ability to meet its obligations.  In 2014, both ratios increased, indicating even stronger solvency.  
Taken as together, the liquidity ratios indicate the Subject is healthy. 
 
Asset Turnover Ratios – Asset turnover ratios indicate how efficiently management is using its 
assets; they are sometimes referred to as Asset Management ratios.  Receivables Turnover indicates 
how efficiently invoiced sales are collected.  The Subject’s ratio is much lower than the peer group’s.  
This isn’t viewed as cause for concern, though when considered with the next ratio, Days 
Receivables, which tells how many day it takes, on average, to collect on a sale once invoiced.  While 
the Subject performs below the peer group, the ratio consistently hovers near 30 days, indicating 
Net 30 day terms with customers.  Inventory Turnover is also considerably lower than the peer 
group.  This suggests the Subject is carrying higher-than-average inventory; a review of inventory 
may be advised to confirm the current investment levels in inventory are optimal for the company. 
 
Leverage Ratios – Financial leverage ratios give an indication of the long-term solvency of a 
company.  While liquidity ratios measure short-term solvency, leverage ratios consider the longer 
term, measuring the extent to which a company is using long-term debt.  In the Subject’s case, the 
Debt-to-Equity ratio is zero.  This is because the company has no long-term debt.  This is in 
contrast to the peer group average of 0.8.  That is, for the average peer company, debt is equal to 
80% of net worth.  In this sense, the Subject is in a much stronger position with regard to long-term 
solvency than the group. 
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Profitability Ratios – Profitability ratios provide different views of how successful a company is at 
generating profits.  In this category, for all ratios, the Subject is outperforming the peer group.  The 
Return on Assets ratio is much higher than the peer group, indicating better-than-average efficiency 
at generating profits with the assets available.  Return on Net Worth shows how well a company is 
generating a return on the owners’ investment in the company.  In this case the Subject also 
outperforms.  And the Profit Margin also exceed the peer group, indicating strong performance.  
Discretionary Owner Earnings measures how much of company revenue is made available to the 
owners.  This measure also shows the Subject substantially outperforming.  
 
The review and comparison of the Subject’s financial ratios to the peer group’s indicates the Subject 
is a strong performer.  Compared to the peer group, the company is very effective at generating 
profits for the owners.  In terms of both short and long-term solvency, the company is in a very 
strong position.  The Asset Turnover ratios do not shine compared to the group’s ratios, but this 
isn’t a significant cause for concern given how strongly the company performs in other areas.   
 
Taken as a whole, the implication of the ratio analysis as it relates to the valuation of the 
Subject is by and large “positive”. 
 
 

5.6 Free Cash Flow  
A key measure of the Subject firm’s performance is its ability to generate free cash flow.  Free cash 
flow is the cash that is available to all of the securities holders of a company, debt holders and equity 
holders, after all operating expenses and capital expenditures have been made. 
   
It is common to consider two different measures of cash flow.  The first is free cash flow to the 
firm, which includes the cash available to pay both debt and equity interests.  These funds are 
available to pay interest on loans, pay down debt, help grow the company and pay dividends to 
stockholders.  The second measure, free cash flow to equity, includes the cash that is available to 
equity holders after all other debt obligations have been serviced.   
 
The following table calculates the company’s free cash flows.  The calculation for capital 
expenditures was 0.42% of sales.  This investment rate is considered reasonable for the company, 
allowing it to both replace fixed assets that are used up over time, and also to fund company growth.  
Generally, the average capital expenditure rate exceeds the rate of fixed asset depreciation.  This is 
because over time newer, and more costly, technologies become available that a firm must invest in 
to remain competitive; the expenditure rate also reflects the cost of inflation. 
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Exhibit 5-7 

12-month years ending March 31

 2011 2012 2013 2014

Free Cash Flow to Firm

  Net Income 89,987         110,084       141,112       105,174       

  Non-cash charges 8,901.00      4,276.00      3,323.00      5,976.00      

  Changes in working capital (16,136.00)    (43,963.00)    8,417.00      

  Cash Flow from operations 98,888.02     98,224.01     100,472.49   119,566.77   

  Interest expense, net of taxes 462.66         200.64         14.52           100.98         

  Capital expenditures 6,483.51      6,763.99      7,569.40      7,335.00      

Free Cash Flow to Firm 105,834.19   105,188.64   108,056.41   127,002.75   

Free Cash Flow to Equity

  Free Cash Flow to Firm 105,834.19   105,188.64   108,056.41   127,002.75   

  Interest Expense, net of taxes (462.66)        (200.64)        (14.52)          (100.98)        

Net Changes in Interest-Bearing Debt -              -              -              -              

Free Cash Flow to Equity 105,371.53   104,988.00   108,041.89   126,901.77   

Source: Historical and interim financial statements

Free Cash Flow to Firm and Equity

 
 
 

5.7  Seller’s Discretionary Earnings 
A commonly used measure of financial performance when valuing a closely-held small business is 
Seller’s Discretionary Earnings.  This measure is also known by several other names, including 
Adjusted Cash Flow, Seller’s Discretionary Cash Flow, and Owner’s Cash Flow, among others.  The 
discretionary earnings figure seeks to capture the full economic benefit, before taxes, available to a 
full-time owner working in the business on a full-time basis.   
 
According to the International Business Brokers Association (IBBA), discretionary earnings are 
defined as a company’s earnings prior to the following items: 
 

- Income taxes 

- Non-operating income and expenses 

- Nonrecurring income and expenses 

- Noncash charges (depreciation, amortization, goodwill impairment) 

- Interest income or expense 

- Owner’s total compensation for services that could be provided by an owner/manager  

 
Owner’s total compensation includes all payment and financial benefits enjoyed by the owner.  It 
generally includes items such as salary (including the associated payroll tax), bonuses, insurance 
expense, auto-related expenses, travel expenses, in addition to other owner perquisites and 
discretionary expenses identified by the analyst.   
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The analysis of discretionary earnings in the valuation of privately-held firms is performed for a 
number of reasons, including: 
 

- Business brokers frequently use multiples of discretionary earnings when involved in the 

buying and selling of small privately-held companies. 

- Business buyers and sellers commonly use discretionary earnings as the financial measure 

with which to work when transacting.   

- Banks that provide acquisition financing are familiar with discretionary earnings and often 

use them, or derivations of them, when defining lending parameters. 

- Many of the information sources that report private company transaction data include 

multiples of discretionary earnings.  These sources (Bizcomps, the Institute of Business 

Appraisers transaction database, Pratt’s Stats, and others) are commonly used in the “market 

approach” when seeking out comparable transactions. 

 
Because the use of discretionary earnings is so prevalent in business transactions, its review and 
analysis are merited; they often provide important insight into the Subject company and a valuable 
point of comparison for market transaction data when valuing small privately-held companies. 
  
The Subject’s Discretionary Earnings are presented below. 
 

Exhibit 5 - 8 
 

12-month years ending March 31

 2011 2012 2013 2014

Free Cash Flow to Firm

  Pre-tax Net Income 136,344$     166,794$     213,807$     159,354$     

  Owner Salary 98,569$      101,617$     104,760$     108,000$     

  Owner Salary Payroll Tax 7,097$        7,316$        7,543$        7,776$        

  Owner Perks 56,490$      56,490$      60,112$      60,650$      

  Depreciation / Amortization 8,901$        4,276$        3,323$        5,976$        

  Non-recurring Items -$           -$           -$           -$           

     Preliminary SDE 307,401$    336,494$    389,545$    341,756$    

Seller's Discretionary Earnings

 
 
 

Owner Perks: In the Seller’s Discretionary Earnings calculation above is an item titled “Owner 
Perks”.  The figures in this line represent the sum of two items.  The first is 50% of the owner 
related insurance premiums, or $15,930.  The total annual expense was $31,860.  The other half of 
this expense was already added back to the income statement in the “Income Statements 
Adjustments” section to account for the owner that is not involved in the day to day running of the 
company.  The other component in this figure is the contributions made to the owners’ pension 
plans.  As a benefit to the owners, this also needs to be included in the discretionary earnings. 
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5.8 Implications for the Subject 
After reviewing the historical and adjusted financial statements, the valuator concludes the following 
regarding the Subject. 
 
Ratios – Performance metrics indicate ACME is above average when compared to the industry as a 
whole.  Based upon the ratio analysis, the company outperforms its peers when it comes to 
generating sales and profits for the owners.       
 
Financial Risk – There are numerous financial risk metrics.  Generally, they indicate a company’s 
sensitivity to debt, and will inform investors about a firm’s ability to pay equity holders after 
servicing debt obligations: some even predict the likelihood of bankruptcy, such as the Altman Z-
Score.  In the case of ACME, there is no long-term debt, so financial risk is viewed as very low.  
This is confirmed by the company’s Z-score for private firms, which is 9.93.  The lower threshold 
for the safe zone is 2.9.  This places ACME far into the “safe zone”.      
 
Business risk – We view the Subject’s level of business risk (the degree of uncertainty of realizing 
expected returns as a result of factors other than financial leverage) as medium to low with a future 
bias towards low.  Key factors that would impact business risk are demand for services and the cost 
of inputs.  Demand for services is expected to remain steady.  As the seller responded in the 
questionnaire, “refrigeration services will always be required, especially in the hot valley, as long as 
there are perishables that need to be refrigerated.”  The company track record in generating sales has 
proven to be steady and growing at the industry average.  Regarding the cost of inputs, the largest 
cost factor is the labor cost associated with technicians.  At this time there is no reason evidence any 
labor cost increases may occur that would materially impact the Subject’s future.  Furthermore, the 
industry is forecast to experience improving margins compared to recent years, providing a tailwind 
for a company that already generates better margins than most industry players.     
 
Cash Flow – The cash flow available to equity was strong; it held steady over the years 2011 – 2013, 
and spiked 13% in 2014.   
 
Capital Requirements – The Subject has no long-term debt and management expressed no 
contemplated future growth plans that would require taking on debt at this time.  The seller did 
report in the questionnaire that revenue growth of 15% or more would require that a new technician 
be hired and a new work truck be purchased and outfitted.  Based upon current growth estimates, it 
will likely be roughly three years or so before this occurs.  It is not considered necessary to make any 
special adjustments to account for this growth at present.   
 
In summary, ACME is in a good financial position; the balance sheet is strong and the company 
consistently generates high returns for ownership.  These factors will be given consideration when 
assessing the company’s risk profile and/or when determining future revenue growth rate.   
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6 Valuation of the Subject Interest  
 

6.1 Valuation Approaches and Methods 
The valuation of a closely-held business generally includes the consideration of three distinct 
valuation approaches: the asset, market, and income approaches.  Within each of the three 
mentioned approaches are various methods; the aim of using a method is to arrive at an indication 
of economic value of an owner’s interest in a business.  The facts and circumstances of the valuation 
at hand guide the analyst in determining which methods to use.  Factors that may influence the 
choice in methods include the purpose of the valuation and the availability of information.  Also, 
IRS Revenue Ruling 59-60 provides the following guidance for consideration when deciding upon 
which approaches to use:    
 

- History and Nature of the Business 

- Industry and general economic outlook 

- Book value and financial condition 

- Earning capacity 

- Dividend-paying capacity 

- Existence of goodwill or other intangible value 

- Prior sales and size of the block of stock 

- Comparisons to similar publicly-traded guideline companies 
 

In addition to the considerations above, the revenue ruling also states that common sense, informed 
judgment and reasonableness are required in determining a proper value. 
 
The income approach to valuation determines the value of a business based upon its ability to 
generate economic benefit for the owners.  It is forward looking, and the key objective is to reach an 
estimate of value by discounting or capitalizing the expected future income of the business by the 
expected rate of return of the business. 
 
The goal of the market approach is to establish business value by comparing historic sales of similar 
businesses to the Subject.  Its basis is the Principle of Substitution, which states the economic value 
of something tends to be equal to the cost of acquiring an equally desirable substitute. 
The asset approach seeks to determine the value of a business based upon the value of its assets.  
The approach involves establishing the fair market value of a firm’s assets, and then subtracting the 
firm’s liabilities.  Like the market approach, it is also based upon the Principle of Substitution.  
Each of the valuation approaches mentioned above has various methods for determining value; 
these methods are specific in their application for determining value.  For the purposes of this 
valuation, all generally accepted valuation methods were considered. 
  

6.2 Valuation Methods Considered But Rejected 
 The following valuation methods were considered, yet rejected for this valuation. 
 

- Discounted Future Earnings – This method, within the income approach, reaches a value 
by discounting to the present all future cash flows of a company.  The rate at which future 
cash flows are discounted is based upon investors’ required rates of return given the degree 
of perceived risk with the investment.  It is commonly used to establish value when a 
company’s future earnings or cash flows are not expected to be constant.  However, in this 
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case, the Subject’s future earnings are expected to be relatively stable.  Therefore, this 
method was rejected.   
 

- Guideline Company Transactions – This market-based method seeks to determine value 
by comparing the Subject directly to transactions of comparable, privately-held companies.  
Similar to other market-based methods, the subject is compared to the selected guideline 
transactions to determine the Subject’s overall desirability relative to the transactions, and 
from that comparison a value multiple is determined and applied to the Subject.  This 
method was considered, but rejected, due to the difficulty in accurately identifying specific 
transactions that are truly representative of the subject company. 
 

- Dividend-paying capacity – This income-based method considers a firm’s ability to pay 
dividends to owners after allowing for the capital requirements of the firm.  The amount that 
can be paid as dividends is capitalized using a rate of return that matches the degree of risk 
of the investment.  The IRS’ Revenue Ruling 59-60 encourages consideration of this 
method.  However, the appraiser rejected this method in favor of the alternate income-based 
method, the Discretionary Earnings Method (see below). 
 

- Prior transactions in the Subject – This method uses prior arms-length transactions of 
stock or interest in a company as a basis for determining value.  If such information is 
available, this method is considered very reliable.  Requirements are that the transaction must 
have been made before the valuation date and under similar circumstances.  It was 
determined that this method would not be used because there have been no recent 
transactions in the Subject.  The most recent transaction was when the current owners 
purchased the company in 1997 and are considered too dated to be helpful for this 
assignment. 
 

- Book Value – This method estimates value based upon the cost at which an asset is carried 
on the balance sheet.  Book value is based upon the historical cost of a company’s assets and 
may vary significantly from the fair market value of the assets.  This method was considered, 
yet rejected. 
 

- Liquidation value – This method assumes the business will be closed down and its assets 
will be sold off piecemeal.  As this method is used to calculate the asset value of a firm that 
is discontinuing operations, it is considered inapplicable for the Subject which is a going 
concern.   
 
 

6.3 Valuation Methods Selected 
In this valuation of a 100 percent interest in the Subject, a going concern, the following valuation 
methods were selected: 
 

1. Discretionary Earnings Method – This method relies on a single estimate of sustainable 
earnings and a single capitalization rate which is chosen to reflect the required rate of return 
for an owner-operator investor given the degree of risk in the investment.  This method is 
most applicable to a firm that has stable revenues or income, increasing at a relatively stable 
growth rate over a relatively long period of time.    
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- Direct Market Data Method – This market-based method is commonly used in the 
valuation of small to mid-sized privately-held companies.  It utilizes information from actual 
sales of private companies to define the market for the Subject.  Once the market is defined, 
the Subject is measured against it to determine the Subject’s overall desirability within that 
market.  Based upon those results, a multiple is determined and applied to the Subject to 
arrive at a determination of value.  Given the unique facts surrounding the Subject, use of 
this method was determined to be the most appropriate of the market-based methods. 
 

- Rules of Thumb Method – This method uses the metrics provided by the collective 
community involved in the buying and selling of small businesses in a given industry: the 
community primarily being comprised of business brokers and business buyers and sellers.  
It is based on an array of metrics that represent what the community, or marketplace, uses to 
determine the value of companies.  Value is determined by looking at a company through 
the lenses which buyers, sellers and brokers currently use to determine the value at which 
they will list, buy, or sell in the open market, given the target company’s characteristics.  This 
method was deemed to be appropriate for this assignment as it uses credible and constantly 
updated information, reflecting current market views and sentiments on value determination 
from those who are regularly engaged in the sale of businesses.   
 
 

6.4 Income Approach 
The income approach to business valuation is based upon the finance principle that over time the 
owner of an asset expects the asset to provide economic benefit: a stream of returns.  The value is 
determined by calculating the present value of the future economic benefit.  Thus, the approach is 
based on cash flows and is forward looking.  

 
6.5 Discretionary Earnings Method 
This income-based method is well suited to determining the value of a company that has an owner 
actively working in the company on a full time basis.  As the name suggests, the income stream 
central to this method is discretionary earnings, which seek to capture the full economic benefit, 
before taxes, available to a full-time owner working in the business on a full-time basis.   
 
This earnings figure is important because it captures the personal economic benefit available to an 
owner-operator in the form of a salary and all perquisites rather than the conventional view of 
company profit alone: a profit figure may be skewed by the owner’s discretionary expense decisions 
and can misrepresent the true earnings capacity of the firm.  Hence, discretionary earnings help the 
transaction participants to determine if the business’ earnings capacity is sufficient to carry the debt 
structure necessary for the proposed purchase, provide for company operations, and provide the 
owner with adequate compensation.   
 
Capitalization Rate 
The application of this method requires that a financial benefit stream, in this case discretionary 
earnings, be divided by a risk rate, commonly referred to as a capitalization or discount rate.  A 
capitalization rate and a discount rate are similar; a discount rate is simply a capitalization rate with a 
long-term growth rate added.  The difference in the use of the two rates is that a discount rate is 
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used to convert a series of future cash flows into a present value, whereas a capitalization rate is used 
to convert a single defined cash flow into a present value.   
 
Capitalization and discount rates reflect the expected rate of return available to investors elsewhere 
who are investing in companies of a similar type, size and financial condition.  The rate includes two 
primary components: a risk-free investment rate, and a calculated equity-risk premium (ERP) rate 
which captures the riskiness of the investment above and beyond the risk-free rate.  The theoretical 
basis of the ERP is that investors require a rate of return in excess of the risk free rate to 
compensate for taking on the increased risk associated with a riskier investment.  
 
Risk-Free Rate 
The risk-free investment rate is a rate of return available to investors in a security that is considered 
free from the risk of default.  The yields of long-term U.S. Treasury Bonds are most often used as 
measures for the risk-free rate, and the 20-year Treasury Bond rate is one of the most frequently 
chosen.  As of the valuation date, this measure was 3.31 %, and is the rate the appraiser selected for 
this report.1   
 
Equity Risk Premium: The Value-Netex Model 
The Value-Netex model is a method for calculating an ERP.  It is a build-up model, which is an 
approach that allows for the calculation of a rate when the Subject is materially different from the 
public companies whose data may be used in some other ERP models.  In a build-up model, the 
analyst views the Subject from various risk perspectives in order to ultimately arrive at an 
appropriate equity risk premium given the characteristics of the firm.   
 
The Value-Netex method is an extension of the Black/Green build-up method, which relies upon 
adding a risk-free rate to a calculated ERP considering the Subject’s placement within six different 
risk categories.  The rate is on a pre-tax basis.  With this Black/Green approach as a foundation, the 
Value-Netex method considers certain categories of risk differently, and adds two more categories, 
totaling eight.  Value-Netex separates its eight categories into quantitative and qualitative risk, and 
provides a framework with which to rate a company, i.e. a numerical rating of between two and ten 
is assigned for each category.  The valuation community regards the Value-Netex method as an 
improvement over the Black/Green method because of the additional risk considerations and 
reduced subjectivity in determining a rate.  It is also noteworthy that Value-Netex’s eight risk 
categories effectively mirror those outlined in the IRS Revenue Ruling 59-60.   
 

                                                      
1 U.S. Department of the Treasury, Resource Center, retrieved from: http://www.treasury.gov/resource-center/data-
chart-center/interest-rates/Pages/default.aspx 
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The general risk categories and the range of possible rates are seen in the table below.   
  

Quantitative Risk Categories 
 

  
 

Qualitative Risk Categories 
 

 
 
Each risk category includes numerous underlying factors that the analyst considers.  The analyst 
then, using his or her informed judgment, determines the rate for each category based upon the 
Subject’s performance or standing.   
 
For this appraisal the analyst chose to use the Value-Netex method in deriving the Subject’s pre-tax 
equity risk premium for several reasons; this method is widely accepted in the valuation community; 
it is thorough and considered to be more objective than some other methods; and it is more fitting 
for this Subject than some other ERP methods, such as Ibbotson, which uses public company data: 
those public companies are substantially larger and dissimilar to the Subject making it challenging to 
compare their data in a meaningful way.  
 
The valuator considered all risk categories and associated underlying factors, including firm-specific 
factors, the industry outlook and the condition and influence of the national and local economies.  
The findings for the Subject are in the following table.    
    

High Medium/High Medium Medium/Low Low

Liquidity 10 8 6 4 2

Leverage 10 8 6 4 2

Operations 10 8 6 4 2

Cost Control 10 8 6 4 2

Growth 10 8 6 4 2

Risk Level

High Medium/High Medium Medium/Low Low

Competition 10 8 6 4 2

Management 10 8 6 4 2

Stability 10 8 6 4 2

Risk Level
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Value-Netex Equity Risk Premium Framework 

Liquidity 2

Leverage 2

Operations 4

Cost Control 5

Growth 5

Total 18

Rating

Competition 5

Management 5

Stability 5

Total 15

Total ERP (from above) 33%

Risk-Free Rate 3%

Pre-Tax Cap Rate 36%

Multiple 2.78

Qualitative Factors

 Subject Rating

 
 
From the analyst’s perspective, taken as a whole, the above ratings represent slightly below average 
overall risk.  The following list includes some of the risk-related factors noted by the analyst in 
determining the rates above.   
 
Positives about the Subject 

- It has been in business 40 years.  It is well established and maintains a good reputation 
within its community. 

- It has a proven track record of consistently generating revenue and profits. 

- It is significantly more profitable than the average peer company. 

- It has no long-term debt. 

- It has a strong working capital position; its solvency ratios show it to be in a much stronger 
position than the average peer company. 

- Fixed costs are low. 

- It generates higher revenue per employee than the average peer. 

- Demand for services is relatively constant.  

- Diversified customer base, and no single customer makes up more than 5% of sales. 

- It has service contracts with a number of customers, thereby reducing revenue volatility. 

- It has numerous suppliers, thus reducing the dependency on and vulnerability to any one 
supplier in particular.   
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Negatives about the Subject 

- Its turnover ratios are not as strong as the peer group.   

- The industry is mature; the market is limited; the company serves the greater Anytown 
market only.  This does limit the scope for above-average growth opportunities. 

 
In the financial analysis section of this report Seller’s Discretionary Earnings were determined.  
Having now defined the capitalization rate, it can be applied to the earnings stream.  See below: 
 

Seller's Discretionary Earnings 341,756$         

Multiple 2.78

Value Indication 949,323$         

Rounded 949,000$    

Value Indication 

 
 
The indication of value using seller’s discretionary earnings is $949,000 (rounded).  This indication 
of value is based upon the typical terms and conditions of an “asset sale”.  The proposed transaction 
is a “stock sale”, thus this indication of value will need to be adjusted to the deal-specific terms in 
the Reconciliation of Indicated Values section of this report. 
 
 

6.6 The Market Approach 
Inherent in the market approach is the principle of substitution: a buyer will not pay more for one 
asset than it would cost to purchase a different yet equally desirable asset.  Thus, value is determined 
by referencing the prices of reasonably comparable companies as a proxy for equally desirable assets.  
These comparable transactions can be of either privately-held or publicly-traded companies. 
Quantitative factors that may be considered in determining if a company is comparable include 
revenues, cash flows, other measures of income (EBIT, EBITDA or net income) and a company’s 
dividend paying capacity.  Also considered is if the transactions are of companies that are similar in 
terms of industry, number of employees, when the transactions took place, geography, and so forth.   
The purpose of comparing the subject company to the selected transactions is to ultimately arrive at 
a multiple that can be applied to the subject to determine value. 
 

6.7 Direct Market Data Method 
The direct market data method (DMDM) is one of several market-based valuation approaches, and 
is commonly used for valuing companies that are small to mid-sized and privately held.  It uses 
information from actual sales of private companies to define the market for the Subject.  Once the 
market is defined, the Subject’s performance is compared to the market to determine the Subject’s 
overall desirability within that market, and ultimately the value.   
   
For this appraisal the Pratt’s Stats Transaction Database was used to define the market.  The 
database holds information on more than twenty thousand transactions.  In order to distill the 
transactions down into a representative set, certain criteria were used to identify transactions of 
comparable companies.  Those criteria included: 
 

- SIC code 1711; Plumbing, Heating and Air-Conditioning Contractors.  Included within this 

SIC code are commercial refrigeration contractors. 
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- Only asset sales were included 

- Transactions with Price-to-SDE multiples greater than five were excluded.  These 

transactions were considered outliers, and as such would skew the value indication; six such 

transactions were removed, with multiples ranging from 5.8 to 23. 

 
Filtering the transactions based on these factors resulted in a set of 85 transactions, ranging in date 
from September 1998 to January of 2014.  It should be noted that in a study performed by Raymond 
Miles, founder of the Institute of Business appraisers and an authoritative figure in the valuation 
profession, the study revealed that in transactions that occurred significantly before the valuation 
date there is essentially zero correlation between the price-to-revenues, price-to-earnings, and the 
date of the sale.  Therefore, although some of the selected transactions occurred many years ago, 
they are still relevant in establishing the market for the Subject.    
 
Database Transactions and Limitations 

- The transaction data is based on actual sales of companies that are classified in the same SIC 

code as the Subject.   

- Specific details such as service mix or growth rates are not reported in the transaction. 

- The transactions occurred all around the United States and were analyzed for variation from 

the mean based upon the state where the transactions took place.  No bias was observed.   

- The database may include errors or inaccurate information.  These errors may occur for a 

number of reasons, including: a data entry error, misclassification, a transaction that was not 

arm’s length, or a situation in which the buyers or sellers had motivations that were not 

typical.  As a result, it is possible that such transactions could skew the results.  Depending 

on the number of transactions included, the presence of such aberrations could have a 

material impact.  If that is the case, the appraiser must consider if and how to mitigate the 

impact of those transactions.   

- The transaction data was not independently verifiable.  

 
The chart below includes the transaction-specific data. 

Exhibit 6-1     
 

 

 Range Mean Median

Annual Gross Sales 100K - 11.3M 2M 1.2M

SDE 25K - 2M 334K 185K

Sale Price 45K - 6.9M 871K 360K

SDE to Annual Gross .02 - .63 0.2 0.17

Sale Price to Annual Gross .08 - 1.25 0.43 0.36

Sale Price to SDE .5 - 4.8 2.37 2.4

Pratt's Stats Transaction Summary (SIC 1711 - Asset Sale Only)
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Choosing a Multiple 
The transaction data series includes two possible multiples with which to work: the price-to-sales 
and the price-to-discretionary earnings (SDE) ratios.  The price-to-sales ratio is instructive in that it 
indicates value based upon the broadest performance measure of a company: topline revenue.  This 
ratio presents the market value of historic transactions as it relates to a firm’s ability to generate 
revenue.  The price-to-SDE ratio, however, is more refined in that it is based upon the actual 
earnings of a company.  The earnings are those that would be available to a controlling owner 
working in the business on a full time basis.  This metric is considered the most important in the 
marketplace that deals with the sale of small, owner-operated companies as it represents the actual 
financial benefit that would be available to the owner; it is the primary focus and driver of value to 
those participants that are actively engaged in the buying and selling of businesses.   
 
It is important to note that both ratios are relevant, they both have merit and both deserve 
consideration within the use of this valuation method.  With that said, it is necessary to consider the 
overall importance and applicability of each ratio given the situation at hand; the question must be 
asked, “do the ratios deserve equal weighting in the application of this method, or is one a stronger 
and more accurate indicator of value than the other?”  Because of the relative importance the market 
places on a company’s ability to generate earnings compared to its ability to generate revenue, the 
valuator believes the price-to-SDE ratio is a stronger metric with which to work.  The price-to-SDE 
ratio will be accorded an 80% weighting in the application of this method, and the price-to-sales will 
be accorded a 20% weighting.  The weighting of the ratios in this fashion allows for the recognition 
of the overall importance and applicability of each ratio within this method’s indication of value. 
 
With the market defined, the next step is to compare the Subject to the market and determine, 
within the range of selected transactions, where the Subject belongs.  The industry, financial and 
ratio analysis presented earlier in this report serve as a basis for that comparison.  The ratio analysis 
offers a direct comparison of the Subject with a large group of similar companies.  The appraiser 
considered the following: 
 
Positives –  

- The Company’s profitability and solvency ratios are above the peer group average.  
Compared to the Pratt’s Stats data, ACME generates double the discretionary earnings:  
$340,000 in 2014 compared to the group’s $167,000 median.   

- The company has no long-term debt and a relatively strong current asset position and is 
unlikely to be stressed by short-term obligations.  It is also focused solely on the commercial 
market; companies that focus on commercial work are often priced favorably compared to 
companies focused on residential, reflecting the desirability of these companies.  This is 
because there are fewer new entrants (competitors) in the commercial space due to the 
higher barriers to entry.  Also, commercial work tends to generate higher revenue per job 
and be less volatile than residential work.   

- The Pratt’s Stats cohort revealed an average revenue per employee of $142,000; this is far 
under the Subject’s $250,000. Thus, annual revenues are considerably higher than the median 
company: $1,746,000 compared to the group’s $946,000.  Companies with higher revenues 
also tend to trade at higher multiples than their smaller peers.  This is due to the “size 
effect”.  The size effect recognizes the fact that investors demand higher rates of return 



 

57 
 

when investing in smaller companies; the smaller the company, the higher the rate of return 
required.     

 
Negatives – the Company’s turnover ratios are lower than the peer group, suggesting there may be 
room for improvement in managing the firm’s assets and liabilities. 
   
After careful consideration of all these factors, the valuator determined the Subject’s correct 
placement compared to the group was at the 75th percentile, thus reflecting the firm’s above-average 
performance and position in terms of profitability, solvency, company size and business focus.  The 
selected 75th percentile ratios include a price-to-sales ratio of 0.53 and a price-to-SDE ratio of 2.98. 
 
The results are shown in the table below:   
 

Exhibit 6-2 

Price-to-Sales Valuation Multiple

2014 Gross Sales Multiple

1,746,428$                              0.53

925,607$          

926,000$     

Price-to-Discretionary Earnings Valuation Multiple

2014 Discretionary Earnings Multiple

341,756$                                 2.98

1,018,433$       

1,018,000$  

Weighted average of indicated values - 20% price/sales, 80% price/SDE, (Rounded) 1,000,000$  

Indication of FMV, based on typical terms of an asset sale  (Rounded)

Indication of FMV, based on typical terms of an asset sale  (Rounded)

Application of the Price-to-SDE Multiple

Direct Market Data Method

Application of the Price-to-Sales Multiple

Direct Market Data Method

 
 
The value above was derived using market data for “asset sales”.  Therefore, this value is based on 
the typical terms and conditions of an asset sale.  The proposed transaction is a “stock sale”, thus 
this indication of value will need to be adjusted to the deal-specific terms in the Reconciliation of 
Indicated Values section of this report. 
 

6.8 Rules of Thumb 
The use of industry-specific valuation “rules of thumb” is often dismissed by many valuation 
professionals, deemed overly simplistic and subjective.  However, the evolution of the business 
appraisal (and business brokerage) profession in recent years has led to a proliferation of credible 
and constantly updated “rule of thumb” metrics which reflect the collective will of the actual buyers 
and sellers that make up the market for business control.   
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Because industry rules of thumb do factor into the minds of buyers and sellers when determining 
business value, they should be considered in the final valuation analysis.  If it is known with certainty 
that the buyers and sellers within a given “market for business control” utilize a specific rule of 
thumb (or multiple rules) to reach a mutually agreeable purchase price, avoidance of such rules 
would be highly problematic (especially when the goal is to estimate the “fair market value”). 
    
 The use of rules of thumb typically revolves around the following components: 
 

1) Gross Revenue Multipliers (SBA recommended) 
2) Earnings Multipliers, e.g. SDE, EBIT, Pretax Income, etc. 
3) Asset-Based Rule of Thumb (SBA recommended) 
4) Other Multipliers, e.g. number of agents in a real estate brokerage, number of lanes in a 

bowling alley, etc. 
 
Rules of thumb are generally considered to be part of the market approach to business valuation.  
Besides using actual transaction data related to the sale of 100% interests in privately-held firms or 
public stock share price data on a minority interest basis, it is also often useful to evaluate and utilize 
industry-specific “rules of thumb” that are known to be used “in practice” by various market 
participants.  Although many professional valuators dismiss “rules of thumb”, business broker 
professionals frequently attest to the fact that “dealmakers” will often rely heavily if not solely on the 
use of a particular “rule of thumb”.   
 
In short, if such rules of thumb are the partial or whole basis for the determination of both asking 
prices and offer prices (deal prices), i.e. if they are used to determine today’s deal prices that become 
tomorrow’s market comp statistics, then ignoring them is to ignore the reality of the marketplace 
and to lessen the accuracy and reliability of the value estimate.   
 
Contrary to widespread belief, it is not only earnings that are used as a rule of thumb to value private 
firms.  Many businesses are valued in part based upon the firm’s ability to generate revenues, e.g. 
accounting/tax practices and many other account-based, service-oriented businesses are 
predominantly valued based upon recurring gross revenues.  Other businesses such as restaurants 
and other food service companies are also valued frequently based upon gross revenues.  While 
gross revenues are often used for market approach applications, they are also frequently the focal 
point of so-called “rules of thumb”. 
 
One of the SBA-sanctioned methods involves gross revenues and it is conceptually based on pricing 
formulas that have been developed for a specific industry.  Although SBA documentation refers 
only to the use of gross revenue multipliers, it is a logical extension to incorporate SDE multipliers 
as well, particularly in light of the manner in which market comp statistics are presented (based upon 
gross revenue and SDE multiples).  Useful insights into a firm’s probable range of value can be 
obtained using both market comp data and rules of thumb in conjunction with gross revenue and 
SDE multipliers.   
 
It is in fact preferable to utilize both “rules of thumb” and “market comp data” for purposes of 
applying gross revenue multipliers.  The use of actual sales data is obviously of potential benefit to 
estimating business value as there can be no better “proof” of what businesses are worth than what 
they have actually sold for in the past.   
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Rules of thumb, on the other hand, are routinely used to set listing prices for sellers and aid buyers 
in making offers.  Therefore, such rules influence actual sales prices in a direct manner from both 
sides of the transaction.  In addition, rules of thumb are in essence nothing more than a reflection of 
the collective wisdom of those individuals who actively list, market and sell such businesses, i.e. they 
are a reflection of actual historical sales tendencies. 
 
Application of Rules of Thumb in Practice  
In practice, it is important to check all available and relevant resources for any type of rule which 
might be commonly used by market participants, e.g. the Business Reference Guide, Desmond’s 
Rules of Thumb, internet search engines and pertinent trade associations.  Besides these resources, it 
may prove helpful to query a local business broker who specializes in the given type of business for 
current and local insights into rules of thumb. 
 
In addition, it is often insightful to compare the current rules with prior year rules due to the fact 
that the more current “multiples” may be higher or lower than prior years.  This type of change can 
provide evidence related to the general valuation trends linked to a particular type of enterprise.  
Although the changes may be modest, they will ultimately reflect either an improving or 
deteriorating industry and higher or lower overall valuation multiples. 
 
When actually applying a given rule of thumb, the critical question becomes “What is the proper 
multiple to apply against the gross revenue, SDE, EBITDA, etc. amounts associated with any given 
rule of thumb?”   
 
The answer to this question is a function of common rules of thumb, actual historical sales of similar 
businesses and most importantly the many different attributes (strengths, weaknesses, opportunities 
and threats) that represent the subject firm and its operating environment.  Most rules of thumb, for 
example, are presented in the form of a range, e.g. 90% to 120% of anticipated annual billings for 
CPA/tax firms, requiring the valuator to apply “informed judgment” in placing the firm at the 
proper location along the given spectrum of values. 
 
As inferred above, there is a wide range of rules of thumb available from various sources.  Besides 
trade associations and articles from the internet written by industry participants, the three most 
complete sources of industry-based valuation rules of thumb are (in order of importance and 
common usage among professionals): 
 

1) The Business Reference Guide or BRG, published annually 
2) “Handbook of Small Business Valuation Formulas and Rules of Thumb”, third edition, 

by Glen Desmond, published by Valuation Press 
3) Gabehart’s “The Business Valuation Book” (on the included CD) 

 
The valuator referred to the “Business Reference Guide: 2014”, considered the Business Broker’s 
Bible.  The review led to the identification of a number of potential rules which are considered 
worthy of consideration in attempting to gauge the value of the subject firm.  According to the 
BRG, the rules of thumb and industry commentary that apply to heating, ventilating and air-
conditioning-related firms are as follows: 
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 HVAC – Heating, Ventilating and Air Conditioning 
 
Number of Businesses / Units 83,325 
 
Rules of Thumb 

 25 to 30 percent of annual sales plus inventory 

 2 to 2.5 times SDE plus inventory 

 3 times EBIT 

 2.75 times EBITDA 
 
Pricing Tips 
"Mix drives value. There is an enormous range of pricing based on the mix of business. Prices for 
these businesses range from under 10% of revenue to over 100% of revenue. This is an 
enormously fragmented industry and therefore every company mix, set of controls, recurring nature, 
and margins will drive value." 
  
Expert Ratings 

 Amount of Competition  3.00  (Low=1 : High=4) 

 Amount of Risk   1.00  (Low=1 : High=4) 

 Historical Profit Trend  2.00  (Down=1 : Up=4) 

 Industry Trend   2.00  (Declining=1 : Growing=4) 
 
Benchmark Data & Statistics (Heating and Air Conditioning) 
Number of Establishments  86,468 
Average Profit Margin   3.8% 
Revenue per Employee  $218,100 
Average Number of Employees 3.6 
Average Wages per Employee  $47,723 
 
Products and Services Segmentation 

 New construction HVAC installation    59.0% 

 HVAC maintenance and repairs    28.0% 

 Existing structure HVAC installations (i.e. replacements) 7.3% 

 Refrigeration system installations, maintenance and repairs 5.7% 
 
Major Market Segmentation   

 Single-family homes      28.9% 

 Other        12.5% 

 Healthcare and institutional buildings    13.3% 

 Educational buildings      12.6% 

 Manufacturing and industrial buildings    10.5% 

 Office buildings      10.1% 

 Retail        6.0% 

 Apartment buildings      6.1% 
 



 

61 
 

Industry Costs  

 Profit   3.8% 

 Wages   22.0% 

 Purchases  42.7% 

 Depreciation  2.0% 

 Marketing  1.0% 

 Rent & Utilities 1.4% 

 Other   27.1% 
 
Source: IBISWorld, February 2014 

 
Expenses as a Percentage of Annual Sales:  

 Cost of Goods  65% 

 Payroll/Labor Costs 22% 

 Occupancy Costs 3% 

 Profit (pretax)  5% 
 
Advantages 
"The industry offers significant margins and competitive advantages that can be obtained through 
certain controls and differentiation. This is an enormous industry offering significant opportunity 
(on the order of $100 billion)." 
 
Disadvantages 
"Often smaller companies have too much owner influence." 
 
Industry Trend  "Here’s what’s happening: 

 Plumbing companies moving into the HVAC business 

 HVAC companies adding plumbing to their service offerings 

 Contractors adding specialty services to their businesses.  Some examples include irrigation, 
lawn fertilization, water softeners, bottled water, geothermal market, water-well drilling 

 Business scope changes—large, residential new-construction contractors change to primarily 
commercial 

 Single-family home contractors beginning to do multi-family condos 

 Service and repair contractors entering the single-family market 

 Single-family specialists moving into multi-family construction 

 Radiant work is becoming more marketable in upscale homes, particularly in the Northeast.  
It’s used in just under 25% of homes in Canada, and the trend is moving south." 

    
  Source: "An Industry Forever Changing" by Eddie Hollub. Contracting Business; www.contractingbusiness.com 

 
General Information 

 "Pricing is dependent on business mix. Service vs. contracting and commercial vs. 
residential—all play a part."  

 "Too many owners focus on the required technical abilities rather than the service they are 
providing." 
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Expert Comments 
Competition:  highly fragmented, over 50,000 contractors.  
Risk:  a required recurring market. Historic profit trend: as varied as there are contractors.  
Location:  proximity to market important, but not a driving factor as services provided off-site. 
Marketability:  tough to carry sustainability based on typical owner influence.  
Growth:  somewhat mature slow growth industry. Ease of replication: these businesses are easily 
replicated." 
 
Some of the more relevant comments pertaining to the evaluation of the subject firm are 
summarized here: 
 

1) Mix drives value and there is an enormous range of pricing based on the mix of business. 
2) Prices for these businesses range between 10% of annual revenues to more than 100% 

of annual revenues. 
3) This is an enormously fragmented industry and therefore every company mix, set of 

controls, recurring nature and margins will drive value. 
4) $218,000 revenue per employee is typical (the Subject is $250,000) 
5) The industry offers significant margins and competitive advantages that can be obtained 

through certain controls and differentiation.   
6) Often smaller companies have too much owner influence. 
7) HVAC companies are adding plumbing to their service offerings. 
8) Plumbing companies are moving into the HVAC business. 
9) The greatest risk: lack of a recurring market. 
10) Difficult to pass sustainability to new owner based on typical owner-operator influence. 
11) A somewhat slow, mature growth industry. 
12) Seller’s Discretionary Earnings have averaged 20% over the past four years. 

 
 
Analysis of Strengths, Weaknesses, Opportunities and Threats 
Note that certain “key risks” and “downside” factors associated with such companies are more or 
less absent with respect to the subject firm and pending transaction.   The company has developed 
an important “recurring market” by means of service contracts with key customers, unlike those 
contractors who focus on new construction rather than commercial maintenance services. With 
large, repeat service accounts, the company is not required to constantly submit new bids to replace 
a string of “one-time only” projects which are often competitively priced (lower profit). There is a 
place for this type of work, however, and the firm’s pursuit of such contracts should prove 
instrumental in facilitating future growth.  
 
Other “strengths and opportunities” include the firm’s personnel, who are experienced and 
generating above average revenues on a per employee basis.  The company’s nine vehicles, 
associated equipment and tools, added to a 40 year history and strong reputation combine to create a 
material competitive advantage or “barrier to entry” – particularly in their targeted geographic 
territory. 
 
Other “weaknesses and threats” in addition to historical reliance on the owner-operator could 
include the fact that the firm’s potential customer base and market demand is ultimately cyclical in 
nature (but less so in an area which is growing consistently and with a customer base that is “service-
oriented” rather than “construction-oriented” and “repeat” in nature).  This growth also attracts 
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additional competition from other states and from other industries, e.g. HVAC companies and other 
construction industry participants.  
 
As a result of the relative preponderance of strengths and opportunities over weaknesses and 
threats, the valuator is inclined to conclude that the subject firm is “well above average” as 
compared to its industry cohort.  The subject firm’s stable market, favorable revenue mix (including 
recurring nature) and profitable performance all contribute to this relative finding. 
 
A review of each of the rules of thumb follows: 
 

1) 25% to 30% of Sales:  This rule does not appear reasonable if applied to the Subject.  
The firm’s annual SDE as a percent of sales is 20%, almost equal to the lower range of this 
metric.  And when compared to rule number two, indicating two times SDE at a minimum, 
it also seems illogical to employ rule number one.  For these reasons, this rule is discarded. 
2) 2 to 2.5 Times SDE: This rule appears reasonable since, at its core, it is valuing a 
measure of earnings, thus recognizing the profitability to ownership of the target company.  
This rule will be applied. 
3) 3 Times EBIT: This rule is a well-known and frequently used income-related measure, 
and will be included in the rules-of-thumb calculation. 
4)2.75 Times EBITDA: This rule is very similar to the previous rule, yet includes 
depreciation, a relatively small figure for the firm.  To include this rule and give it equal 
weight as other rules in the final calculation of value would seemingly be to “double count” 
the EBIT measure.  For this reason, this rule will not be used. 
5: 10% to 100% of Revenue: This rule presents quite a wide range in values.  At first glance, 
it is noteworthy that the lower bound of this range is about on half of one year’s SDE.  It 
would be illogical to consider the Subject at the low end of such a wide range and less than 
one year’s SDE, thereby failing to capture or recognize the Subject’s above-average 
profitability compared to the industry peers.  While the Subject would certainly sell for a 
higher value than 10% of revenue, it isn’t clear where along the broad range of possible 
values it would transact.  The rule itself doesn’t provide sufficient detail to understand or 
pinpoint where the Subject belongs along this range of possible values.  For this reason, the 
valuator determined that the most reasonable figure to apply to the Subject would be a 
straight average of the lower and upper bounds. 
 
The selected “Rules of Thumb” rules applied to the subject can be seen in the table below. 
 

Lower Upper Straight Average Weighting Contribution

2 to 2.5 Times SDE 683,512$      to 854,391$     768,951$               0.4 307,581$       

3 Times EBIT 478,063$      478,063$               0.2 95,613$         

10% to 100% of Revenue 174,643$      to 1,746,428$  960,535$               0.4 384,214$       

 Value Determination 787,407$     

Indication of FMV, based on typical terms of an asset sale  (Rounded) 787,000$ 

Rules of Thumb Values

 
 
As seen in the table, the valuator weighted the results of the three rules of thumb which were 
employed.  The first rule, based on SDE, was given a heavy weighting because it captures the return 
to the owner, a primary measure and most often the focus of decision making when investing in 
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small businesses.  The second rule, based on EBIT, was given a lesser weighting.  While a useful and 
commonly used metric, it does miss the full return on investment to the typical owner-operator that 
would purchase a company like the Subject.  The last rule, based on revenue, was given heavy 
weighting to in order to recognize the importance of “top-line” measures to market participants.    
 
The estimation of value using the Rules of Thumb, as described above, is $787,000 (rounded).   
 
This indication of value is based upon the typical terms and conditions of an asset sale.  The 
proposed transaction is a “stock sale”, thus this indication of value will need to be adjusted to the 
deal-specific terms in the Reconciliation of Indicated Values section of this report.   
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7 Reconciliation of Indicated Values 
 

Now that all of the valuation methods have yielded values and the discounts and premiums have 
been calculated, all of the figures must be reconciled.  As seen in the table below, this process begins 
with the indicated value from each of the three selected valuation methods and applies any discounts 
or premiums that are appropriate for each method, resulting in an adjusted value.   
Once the adjusted values have been determined, a weighting has to be applied to those values in 
order to reach the final value.  A discussion regarding each method’s contribution is below. 
 

- Discretionary Earnings Method – This income-based method uses at its base the return 
on investment available to an investor that will serve as the owner-operator of the company.  
The earnings, once defined, are capitalized using a rate calculated to be commensurate with 
the overall risk characteristics of the target firm, including factors such as liquidity, leverage, 
cost control, growth, etc.  Discretionary earnings are a fundamental component in the 
determination of value for companies of this size and type.  Because discretionary earnings 
are such an important measure to buyers and sellers in business transactions, this method 
merits heavy weighting in the arriving at the final conclusion of value.  After considering all 
relevant factors surrounding this method, the valuator determined a weighting of 30% was 
appropriate. 
 

- Direct Market Data Method - This market-based method uses known information from 
sales of comparable companies to determine a valuation multiple.  It is a particularly strong 
method because it is based upon real transactions of similar, privately-held companies.  The 
number of transactions and comparability of the transactions is a very important 
consideration.  A strong point of this method is that once the market has been defined, the 
full spectrum of transactions can be viewed.  The Subject can then be compared to the entire 
range of transactions, allowing for identification of where on the spectrum of transactions 
the target company fits best.  In this case, the appraiser is confident in the identified number 
of comparable transactions and the market as established, lending confidence in the quality 
of the selected valuation multiple.  This method will, deservedly, be given heavy 
consideration in the final analysis.  After considering all of the facts and circumstances, the 
valuator has determined a weighting of 60% is appropriate for this method.    
 

- Rules of Thumb - This method uses the metrics provided by the collective community 
involved in the buying and selling of small businesses in a given industry.  It is based on an 
array of measurements that represent what the community, or marketplace, uses to 
determine the value of small to mid-sized companies.  Because the rules come from 
professionals actively involved in buying and selling business, they are considered credible 
and may fairly represent the price at which a company would be sold or bought.  For this 
assignment, however, the range in suggested values was very large.  Across such a large range 
of possible values it is difficult to determine with confidence where the Subject fits best.  For 
this reason, the value indication from the rules of thumb will be accorded less weight than 
the other methods in the final conclusion of value.  The valuator assigned a 10% weight to 
the results of this method.   
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The results are presented in the following table: 
 

Exhibit 7-1 

Valuation Method Initial Value Weighting Contribution

Discretionary Earnings 949,000$        30% 284,700$                               

Direct Market Data 1,000,000$     60% 600,000$                               

Rules of Thumb 787,000$        10% 78,700$                                 

Total 963,400$                               

Rounded 963,000$                      

       Reconciliation of Indicated Values

Indication of FMV of the target firm's assets, based on typical terms of an asset sale  
 
 
 

Transformation of Asset Sale Value into Equity Equivalent Value 
Each of the three valuation methods used arrived at an indication of value based upon the terms and 
conditions of the typical asset sale.  However, the proposed transaction is a stock sale, involving the 
purchase of ACME’s equity, not just its assets.  As such, the “asset sale” indication of fair market 
value above must be converted into its “equity equivalent” value as of the valuation date. 
 
The reason for this conversion is that there are certain assets and liabilities which will be transferred 
in an equity transaction that are NOT considered part of the typical “asset sale”.  It is necessary to 
adjust the indication of value above to account for these “liquid financial assets” and “liabilities” that 
are identified in the subject purchase agreement. 
 
The Stock Purchase Agreement does stipulate the following:  
 

The purchase does include Net Current Items, and are listed as: current assets (including but 
not limited to cash, accounts receivable, inventory and prepaid expenses) less current 
liabilities (including but not limited to accounts payable, accrued expenses and accrued 
vacation).  In effect, this is considered the firm’s working capital and the agreement specifies 
an agreed upon amount of working capital due at closing equal to $200,000.   

 
In the typical asset sale, certain liquid assets are included while others are excluded.  For example, an 
asset sale will typically include inventory, but not cash or accounts receivable.  The typical asset sale 
will not include current liabilities such as accounts payable, whereas the typical stock sale (including 
the proposed sale) does include current liabilities.   
 
Therefore, this adjustment to an equity-equivalent value revolves around capturing the liquid 
company assets which are not already reflected in the asset sale value but that are included in the 
transaction and that will be available to the new owner upon close of sale.  Importantly, inventory IS 
included in the indicated asset sale value, but other current assets are not.    
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The following table shows the Subject’s current assets and liabilities as of the valuation date: 
 

Liquid Financial Assets: March 31st, 2014

12-month years ending March 31st

Current Assets 2014

  Cash & Equivalents 145,176$  

  Accounts Receivable 136,292$  

  Inventory 84,608$    

    Total Current Assets 366,076$  

Current Liabilities

  Accounts Payable & Accruals 47,258$    

  All Other Current Liabilities 4,170$      

    Total Current Liabilities 51,428$    

Net Working Capital 314,648$  

Source: Interim financial statements for 2014  
 
 

As detailed in the purchase agreement, working capital available to the new owner will equal 
$200,000 upon close of sale.  That is, current assets will exceed current liabilities by $200,000.  
Because $85,000 (rounded) in inventory is already factored in to the asset sale-based value, a balance 
of $115,000 must be added to reflect the resources above and beyond the asset sale value that are 
included in this transaction.    
 
Below is the final adjustment to convert the “asset sale” value into an equity equivalent: 
 

Final Equity-Equivalent Estimate of Fair Market Value 
 Indication of Value (asset sale basis)                  $963,000 
 Plus Net Liquid Financial Assets              +    $ 115,000 
 Final Estimate of Fair Market Value of Equity                 $1,078,000 
 

This final equity-equivalent estimate of fair market value is on a 100% controlling interest basis and 
as of October 31st, 2014.  
 
 



 

68 
 

7.1 Fair Market Value Conclusion 
The value conclusion reached is the appraiser’s good faith finding of opinion and is subject to this 
report’s Statement of General Assumptions and Limiting Conditions.   
 
Based upon the appraiser’s review and analysis of all known and relevant factors of the Subject, and 
the selected valuation methods and subsequent adjustments, the final conclusion of Fair Market 
Value of a 100 percent, controlling equity interest, as of October 31st, 2014, is: 
 

$1,078,000 (rounded) 

 

One Million and Seventy Eight Thousand   
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Addendum 1 
Weighting the indicated values 
The application of weighting in valuation is not an exact science.  It is presented in mathematical 
terms in order to give the reader insight into the analyst’s thinking and the relative influence assigned 
to each method’s indicated value.  Over time, the weighting of selected methods may vary 
depending upon the facts, circumstances and conditions that are relevant to the business at that 
time. 
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Appendix 1 
 

Appraiser’s Background 
 

[Section removed] 
 
 

Appendix 2 -- International Glossary of Business Valuation Terms  

 

To enhance and sustain the quality of business valuations for the benefit of the profession and its 
clientele, the below identified societies and organizations have adopted the definitions for the terms 
included in this glossary. 
 
The performance of business valuation services requires a high degree of skill and imposes upon the 
valuation professional a duty to communicate the valuation process and conclusion, in a manner that 
is clear and not misleading. This duty is advanced through the use of terms whose meanings are 
clearly established and consistently applied throughout the profession. 
 
If, in the opinion of the business valuation professional, one or more of these terms needs to be 
used in a manner that materially departs from the enclosed definitions, it is recommended that the 
term be defined as used within that valuation engagement. 
 
This glossary has been developed to provide guidance to business valuation practitioners by further 
memorializing the body of knowledge that constitutes the competent and careful determination of 
value and, more particularly, the communication of how that value was determined. 
 
Departure from this glossary is not intended to provide a basis for civil liability and should not be 
presumed to create evidence that any duty has been breached. 
 
American Institute of Certified Public Accountants 
American Society of Appraisers 
Canadian Institute of Chartered Business Valuators 
National Association of Certified Valuators and Analysts 
The Institute of Business Appraisers 

 

A 

Adjusted Book Value Method—a method within the asset approach whereby all assets and 
liabilities (including off-balance sheet, intangible, and contingent) are adjusted to their fair market 
values (NOTE: In Canada on a going concern basis). 

Adjusted Net Asset Method—see Adjusted Book Value Method 

Appraisal—see Valuation 

http://www.nacva.com/association/a_bv_terms.asp#Anchor-Adjuste-33476
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Valuatio-45442
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Appraisal Approach—see Valuation Approach 

Appraisal Date—see Valuation Date 

Appraisal Method—see Valuation Method 

Appraisal Procedure—see Valuation Procedure 

Arbitrage Pricing Theory—a multivariate model for estimating the cost of equity capital, which 
incorporates several systematic risk factors. 

Asset (Asset-Based) Approach—a general way of determining a value indication of a business, 
business ownership interest, or security using one or more methods based on the value of the assets 
net of liabilities. 
 

 
B 

Beta—a measure of systematic risk of a stock; the tendency of a stock's price to correlate with 
changes in a specific index. 

Blockage Discount—an amount or percentage deducted from the current market price of a 
publicly traded stock to reflect the decrease in the per share value of a block of stock that is of a size 
that could not be sold in a reasonable period of time given normal trading volume. 

Book Value—see Net Book Value 

Business—see Business Enterprise 

Business Enterprise—a commercial, industrial, service, or investment entity (or a combination 
thereof) pursuing an economic activity. 

Business Risk—the degree of uncertainty of realizing expected future returns of the business 
resulting from factors other than financial leverage. See Financial Risk 

Business Valuation—the act or process of determining the value of a business enterprise or 
ownership interest therein. 
 

 
C 

Capital Asset Pricing Model (CAPM)—a model in which the cost of capital for any stock or 
portfolio of stocks equals a risk-free rate plus a risk premium that is proportionate to the systematic 
risk of the stock or portfolio. 
 

http://www.nacva.com/association/a_bv_terms.asp#Anchor-Valuatio-61335
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Valuatio-27860
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Valuatio-39907
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Valuatio-50422
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Ne-27648
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Busines-28431
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Fair%20Mar-53102
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Capitalization—a conversion of a single period of economic benefits into value. 
 
Capitalization Factor—any multiple or divisor used to convert anticipated economic benefits of a 
single period into value. 
 
Capitalization of Earnings Method—a method within the income approach whereby economic 
benefits for a representative single period are converted to value through division by a capitalization 
rate. 
 
Capitalization Rate—any divisor (usually expressed as a percentage) used to convert anticipated 
economic benefits of a single period into value. 
 
Capital Structure—the composition of the invested capital of a business enterprise, the mix of debt 
and equity financing. 
 
Cash Flow—cash that is generated over a period of time by an asset, group of assets, or business 
enterprise. It may be used in a general sense to encompass various levels of specifically defined cash 
flows. When the term is used, it should be supplemented by a qualifier (for example, "discretionary" 
or "operating") and a specific definition in the given valuation context. 
 
Common Size Statements—financial statements in which each line is expressed as a percentage of 
the total. On the balance sheet, each line item is shown as a percentage of total assets, and on the 
income statement, each item is expressed as a percentage of sales. 
 
Control—the power to direct the management and policies of a business enterprise. 
 
Control Premium—an amount or a percentage by which the pro rata value of a controlling interest 
exceeds the pro rata value of a non-controlling interest in a business enterprise, to reflect the power 
of control. 
 
Cost Approach—a general way of determining a value indication of an individual asset by 
quantifying the amount of money required to replace the future service capability of that asset. 
 
Cost of Capital—the expected rate of return that the market requires in order to attract funds to a 
particular investment.  

 

D 

Debt-Free—we discourage the use of this term. See Invested Capital 
 
Discount for Lack of Control—an amount or percentage deducted from the pro rata share of 
value of 100% of an equity interest in a business to reflect the absence of some or all of the powers 
of control. 
 
Discount for Lack of Marketability—an amount or percentage deducted from the value of an 

http://www.nacva.com/association/a_bv_terms.asp#Anchor-Income-13771
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ownership interest to reflect the relative absence of marketability. 
 
Discount for Lack of Voting Rights—an amount or percentage deducted from the per share 
value of a minority interest voting share to reflect the absence of voting rights. 
 
Discount Rate—a rate of return used to convert a future monetary sum into present value. 
 
Discounted Cash Flow Method—a method within the income approach whereby the present 
value of future expected net cash flows is calculated using a discount rate. 
 
Discounted Future Earnings Method—a method within the income approach whereby the 
present value of future expected economic benefits is calculated using a discount rate. 
 
  
 
E 

Economic Benefits—inflows such as revenues, net income, net cash flows, etc. 
 
Economic Life—the period of time over which property may generate economic benefits. 
 
Effective Date—see Valuation Date 
 
Enterprise—see Business Enterprise 
 
Equity—the owner’s interest in property after deduction of all liabilities. 
 
Equity Net Cash Flows—those cash flows available to pay out to equity holders (in the form of 
dividends) after funding operations of the business enterprise, making necessary capital investments, 
and increasing or decreasing debt financing. 
 
Equity Risk Premium—a rate of return added to a risk-free rate to reflect the additional risk of 
equity instruments over risk free instruments (a component of the cost of equity capital or equity 
discount rate). 
 
Excess Earnings—that amount of anticipated economic benefits that exceeds an appropriate rate 
of return on the value of a selected asset base (often net tangible assets) used to generate those 
anticipated economic benefits. 
 
Excess Earnings Method—a specific way of determining a value indication of a business, business 
ownership interest, or security determined as the sum of a) the value of the assets derived by 
capitalizing excess earnings and b) the value of the selected asset base. Also frequently used to value 
intangible assets. See Excess Earnings. 
 

 
F 

http://www.nacva.com/association/a_bv_terms.asp#top
http://www.nacva.com/association/a_bv_terms.asp#top
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Valuatio-27860
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Busines-28431
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Fair Market Value—the price, expressed in terms of cash equivalents, at which property would 
change hands between a hypothetical willing and able buyer and a hypothetical willing and able 
seller, acting at arms length in an open and unrestricted market, when neither is under compulsion 
to buy or sell and when both have reasonable knowledge of the relevant facts. {NOTE: In Canada, 
the term "price" should be replaced with the term "highest price"} 
 
Fairness Opinion—an opinion as to whether or not the consideration in a transaction is fair from a 
financial point of view. 
 
Financial Risk—the degree of uncertainty of realizing expected future returns of the business 
resulting from financial leverage. SeeBusiness Risk 
 
Forced Liquidation Value—liquidation value, at which the asset or assets are sold as quickly as 
possible, such as at an auction. 
 
Free Cash Flow—we discourage the use of this term. See Net Cash Flows 
 
 

G 

Going Concern—an ongoing operating business enterprise. 
 
Going Concern Value—the value of a business enterprise that is expected to continue to operate 
into the future. The intangible elements of Going Concern Value result from factors such as having 
a trained work force, an operational plant, and the necessary licenses, systems, and procedures in 
place. 
 
Goodwill—that intangible asset arising as a result of name, reputation, customer loyalty, location, 
products, and similar factors not separately identified. 
 
Goodwill Value—the value attributable to goodwill. 
 
Guideline Public Company Method—a method within the market approach whereby market 
multiples are derived from market prices of stocks of companies that are engaged in the same or 
similar lines of business, and that are actively traded on a free and open market. 
 
 

I 

Income (Income-Based) Approach—a general way of determining a value indication of a 
business, business ownership interest, security, or intangible asset using one or more methods that 
convert anticipated economic benefits into a present single amount. 
 
Intangible Assets—non-physical assets such as franchises, trademarks, patents, copyrights, 
goodwill, equities, mineral rights, securities and contracts (as distinguished from physical assets) that 

http://www.nacva.com/association/A_bv_terms.html#Anchor-Busines-41864
http://www.nacva.com/association/a_bv_terms.asp#Anchor--N-40911
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grant rights and privileges, and have value for the owner. 
 
Internal Rate of Return—a discount rate at which the present value of the future cash flows of the 
investment equals the cost of the investment. 
 
Intrinsic Value—the value that an investor considers, on the basis of an evaluation or available 
facts, to be the "true" or "real" value that will become the market value when other investors reach 
the same conclusion. When the term applies to options, it is the difference between the exercise 
price or strike price of an option and the market value of the underlying security. 
 
Invested Capital—the sum of equity and debt in a business enterprise. Debt is typically a) all 
interest bearing debt or b) long-term interest-bearing debt. When the term is used, it should be 
supplemented by a specific definition in the given valuation context. 
 
Invested Capital Net Cash Flows—those cash flows available to pay out to equity holders (in the 
form of dividends) and debt investors (in the form of principal and interest) after funding operations 
of the business enterprise and making necessary capital investments. 
 
Investment Risk—the degree of uncertainty as to the realization of expected returns. 
 
Investment Value—the value to a particular investor based on individual investment requirements 
and expectations. {NOTE: in Canada, the term used is "Value to the Owner"}. 
 
 
K 

Key Person Discount — an amount or percentage deducted from the value of an ownership 
interest to reflect the reduction in value resulting from the actual or potential loss of a key person in 
a business enterprise. 
 
 

L 

Levered Beta—the beta reflecting a capital structure that includes debt. 
 
Limited Appraisal—the act or process of determining the value of a business, business ownership 
interest, security, or intangible asset with limitations in analyses, procedures, or scope. 
 
Liquidity—the ability to quickly convert property to cash or pay a liability. 
 
Liquidation Value—the net amount that would be realized if the business is terminated and the 
assets are sold piecemeal. Liquidation can be either "orderly" or "forced.” 
 
 

M 
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Majority Control—the degree of control provided by a majority position. 
 
Majority Interest—an ownership interest greater than 50% of the voting interest in a business 
enterprise. 
 
Market (Market-Based) Approach—a general way of determining a value indication of a business, 
business ownership interest, security, or intangible asset by using one or more methods that 
compare the subject to similar businesses, business ownership interests, securities, or intangible 
assets that have been sold. 
 
Market Capitalization of Equity—the share price of a publicly traded stock multiplied by the 
number of shares outstanding. 
 
Market Capitalization of Invested Capital—the market capitalization of equity plus the market 
value of the debt component of invested capital. 
 
Market Multiple—the market value of a company's stock or invested capital divided by a company 
measure (such as economic benefits, number of customers). 
 
Marketability—the ability to quickly convert property to cash at minimal cost. 
 
Marketability Discount—see Discount for Lack of Marketability 
 
Merger and Acquisition Method—a method within the market approach whereby pricing 
multiples are derived from transactions of significant interests in companies engaged in the same or 
similar lines of business. 
 
Mid-Year Discounting—a convention used in the Discounted Future Earnings Method that 
reflects economic benefits being generated at midyear, approximating the effect of economic 
benefits being generated evenly throughout the year. 
 
Minority Discount—a discount for lack of control applicable to a minority interest. 
 
Minority Interest—an ownership interest less than 50% of the voting interest in a business 
enterprise. 
 
Multiple—the inverse of the capitalization rate. 
 

 
N 

Net Book Value—with respect to a business enterprise, the difference between total assets (net of 
accumulated depreciation, depletion, and amortization) and total liabilities as they appear on the 
balance sheet (synonymous with Shareholder's Equity). With respect to a specific asset, the 
capitalized cost less accumulated amortization or depreciation as it appears on the books of account 
of the business enterprise. 

http://www.nacva.com/association/a_bv_terms.asp#Anchor-Debt-Fr-50966
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Net Cash Flows—when the term is used, it should be supplemented by a qualifier. See Equity Net 
Cash Flows and Invested Capital Net Cash Flows 
 
Net Present Value—the value, as of a specified date, of future cash inflows less all cash outflows 
(including the cost of investment) calculated using an appropriate discount rate. 
 
Net Tangible Asset Value—the value of the business enterprise's tangible assets (excluding excess 
assets and non-operating assets) minus the value of its liabilities. 
 
Non-Operating Assets—assets not necessary to ongoing operations of the business enterprise. 
{NOTE: in Canada, the term used is "Redundant Assets"}. 
 
Normalized Earnings—economic benefits adjusted for nonrecurring, noneconomic, or other 
unusual items to eliminate anomalies and/or facilitate comparisons. 
 
Normalized Financial Statements—financial statements adjusted for nonoperating assets and 
liabilities and/or for nonrecurring, noneconomic, or other unusual items to eliminate anomalies 
and/or facilitate comparisons. 
 

http://www.nacva.com/association/a_bv_terms.asp#Anchor-Econo-5467
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Econo-5467
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Income-40418
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O 

Orderly Liquidation Value – liquidation value at which the asset or assets are sold over a 
reasonable period of time to maximize proceeds received. 
 
 
 
P 

Premise of Value—an assumption regarding the most likely set of transactional circumstances that 
may be applicable to the subject valuation; e.g. going concern, liquidation. 
 
Present Value—the value, as of a specified date, of future economic benefits and/or proceeds from 
sale, calculated using an appropriate discount rate. 
 
Portfolio Discount—an amount or percentage deducted from the value of a business enterprise to 
reflect the fact that it owns dissimilar operations or assets that do not fit well together. 
 
Price/Earnings Multiple—the price of a share of stock divided by its earnings per share. 
 
 
 
R 

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. 
 
Redundant Assets—see Non-Operating Assets 
 
Report Date—the date conclusions are transmitted to the client. 
 
Replacement Cost New—the current cost of a similar new property having the nearest equivalent 
utility to the property being valued. 
 
Reproduction Cost New—the current cost of an identical new property. 
 
Required Rate of Return—the minimum rate of return acceptable by investors before they will 
commit money to an investment at a given level of risk. 
 
Residual Value—the value as of the end of the discrete projection period in a discounted future 
earnings model. 
 
Return on Equity—the amount, expressed as a percentage, earned on a company’s common equity 
for a given period. 
 
Return on Investment—see Return on Invested Capital and Return on Equity. 

http://www.nacva.com/association/a_bv_terms.asp#top
http://www.nacva.com/association/a_bv_terms.asp#top
http://www.nacva.com/association/a_bv_terms.asp#terms_N_top
http://www.nacva.com/association/a_bv_terms.asp#terms_N_top
http://www.nacva.com/association/a_bv_terms.asp#top
http://www.nacva.com/association/a_bv_terms.asp#top
http://www.nacva.com/association/a_bv_terms.asp#Anchor--N-61717
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Return on Invested Capital—the amount, expressed as a percentage, earned on a company’s total 
capital for a given period. 
 
Risk-Free Rate—the rate of return available in the market on an investment free of default risk. 
 
Risk Premium—a rate of return added to a risk-free rate to reflect risk. 
 
Rule of Thumb—a mathematical formula developed from the relationship between price and 
certain variables based on experience, observation, hearsay, or a combination of these; usually 
industry specific. 
 
 

 
S 

Special Interest Purchasers – acquirers who believe they can enjoy post-acquisition economies of 
scale, synergies, or strategic advantages by combining the acquired business interest with their own. 

Standard of Value – the identification of the type of value being utilized in a specific engagement; 
e.g. fair market value, fair value, investment value. 

Sustaining Capital Reinvestment – the periodic capital outlay required to maintain operations at 
existing levels, net of the tax shield available from such outlays. 

Systematic Risk – the risk that is common to all risky securities and cannot be eliminated through 
diversification. The measure of systematic risk in stocks is the beta coefficient. 
 
 
T 

Tangible Assets—physical assets (such as cash, accounts receivable, inventory, property, plant and 
equipment, etc.). 
 
Terminal Value—see Residual Value 
 
Transaction Method—see Merger and Acquisition Method 
 
 

 
U 

Unlevered Beta – the beta reflecting a capital structure without debt. 
 
Unsystematic Risk – the portion of total risk specific to an individual security that can be avoided 

http://www.nacva.com/association/a_bv_terms.asp#terms_N_top
http://www.nacva.com/association/a_bv_terms.asp#terms_N_top
http://www.nacva.com/association/a_bv_terms.asp#terms_N_top
http://www.nacva.com/association/a_bv_terms.asp#terms_N_top
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Rate%20of-34716
http://www.nacva.com/association/a_bv_terms.asp#Anchor-Major-30829
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through diversification. 
 
 

V 

Valuation – the act or process of determining the value of a business, business ownership interest, 
security, or intangible asset. 

Valuation Approach – a general way of determining a value indication of a business, business 
ownership interest, security, or intangible asset using one or more valuation methods. 

Valuation Date – the specific point in time as of which the valuator’s conclusion of value applies 
(also referred to as "Effective Date" or "Appraisal Date"). 

Valuation Method — within approaches, a specific way to determine value. 

Valuation Procedure — the act, manner, and technique of performing the steps of an appraisal 
method. 

Valuation Ratio – a fraction in which a value or price serves as the numerator and financial, 
operating, or physical data serve as the denominator. 

Value to the Owner – {NOTE: in Canada, see Investment Value 
 
Voting Control—de jure control of a business enterprise. 
 
 

W 

Weighted Average Cost of Capital (WACC) – the cost of capital (discount rate) determined by 
the weighted average, at market value, of the cost of all financing sources in the business enterprise’s 
capital structure. 

 
 

http://www.nacva.com/association/a_bv_terms.asp#Anchor-Income%20%28I-61401

