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VALUING A BUSINESS USING

MARKET MULTIPLES

I.  Valuation Approaches

A. Broad Valuation approaches

1.  Discounted Cash Flow (DCF)

2.  Market Multiple Approach

a.  Comparable companies

b.  Comparable transactions

B. DCF is theoretically the most valid method.  However, alternative valuation approaches-known as market multiples-are commonly used in practice and should be combined with DCF valuation.

C.  The popularity of market multiples is largely due to perceived problems with using DCF analysis.  These problems are:

1.  Difficulty of accurately projecting financial results over an extended period of time.

2.  Tremendous sensitivity of results to the terminal value.

3. Difficult of determining the discount rate

II. Comparable Company Analysis

A.  Stock price of a publicly traded stock is measured against a single parameter, such as earnings, cash flow, revenues or book value.  The resulting ratio is then applied to the appropriate parameter of the target company to arrive at an estimate of the target company’s value.

B. Popular valuation ratios are:

1.  MVCE to book value of common equity

2.  MVCE to sales

3.  MVCE to earnings

4.  MVCE plus debt to EBIT

5.  MVCE plus debt to EBITDA

6. MVCE plus debt to specific assets

Where MVCE = market value of common equity

C.  Example using P/E ratio and MVCE to book value of common equity



P/E Ratio


Comparable

Based on
MVCE to

 Companies
LTM Earnings
book value

A
17
1.4


B
13
1.0


C
15
1.2
Average
15
1.2


LTM Earnings
Common Equity
Target Company
$500,000
$6,000,000

Average P/E Ratio
    15x

Average MVCE to book
_______
           1.2x
Estimated value of Target


Company’s Common Stock  
$7,500,000
$7,200,000
D.  The P/E ratio of a risky, highly leveraged business is not comparable to the P/E ratio of a safer, low debt company.  Thus, use MVCE plus debt to EBIT ratio.  Also MVCE plus debt to EBIT is commonly applied to determine the worth of a corporate division or holding company subsidiary where operating profit (i.e. EBIT) is reported in segment data but net income is not.

E.  Example of MVCE plus debt to EBIT

Common 
MVCE plus

Comp.
Stock

 Total

Debt to

 Co’s.
Value
Debt*
Capital
EBIT
  EBIT

A
$ 100
$ 50
$ 150
$ 15
10

B
   150
   60
   210
   30
  7

C
     81
     0
     81
     9
  9

Ave.




8.7

*Debt equals total interest bearing debt less excess cash

Target company’s EBIT


$1,200,000

Average MVCE plus debt to EBIT of comparables
            8.7x

Estimated value of target company’s


  capitalization


$10,440,000

Less:  Target company’s debt

    4,400,000
Estimated value of Target company’s

  Common Stock


$  6,040,000
F.  Example of MVCE plus debt to Specific Assets
1.  Oil and gas companies – use MVCE + debt to barrels of oil equivalent (e.g. oil in ground reserves are worth $6 per barrel.  Add NWC, fixed assets less NIBL).

2.  Cable television – use MVCE + debt to number of subscribers to get value  per subscriber.

3.  Hotels – use MVCE + debt to number of rooms to get value per room.

4.  Cement or steel – use MVCE + debt to ton of annual production capacity to get value per ton of capacity.

G.  In using the value of comparable public companies as a valuation benchmark, it may be necessary to make adjustments for control premiums and privately held discounts.

1.  Control premiums represent the amount an investor would be willing to pay in excess of the publicly traded value in order to exercise control over the company.

2.  Control premiums vary by industry and have changed over time.

3.  Privately held discounts represent reductions to value for privately held companies, based on (i)  their lack of access to public debt and equity markets and the resulting exposure to financing risks and other factors and/or (ii)  difficulty in converting the owners’ stock interest into cash.

4.  Example of application of control premium


       BASED ON



MVCE +



MVCE to
Debt to


P/E
Book Value
EBIT


Est. value of Target Company’s 

Common Stock (slides 3&4)
$ 7,500,000
$7,200,000
$ 6,040,000

Add:  Average control premium
25%
25%
  25%

Est. Acquisition value

(Line 1 x 125%)
$ 9, 375,000
$ 9,000,000
$ 7,550,000

H.  How To Properly Apply Comparable Company Analysis

1. Normalize results before application of the ratio

a.  Remove impact of extraordinary events, one time write-offs, and other material unusual items from both target company’s results and from the results of comparable companies before calculating the valuation ratio.

b.  If a privately held company has significant salary expenses that would not continue once the buyer purchased the company, an adjustment should be made to arrive at the target’s true earning power.
2.  Select the proper companies to compute the valuation ratio
a.  The companies selected (e.g. A, B & C in above examples) should be comparable to the target company in terms of business, growth rate, ROIC, and risk.

b.  If the target company is a multi-business company, several groups of comparable companies should be selected, each of which corresponds to one of the target company’s principal business segments.  Each business unit of the target company needs to be valued separately.

c.  Discard companies that have ratios that are statistical outliers.

3.  Select the proper ratio (e.g. P/E, MVCE to sales)

a.  A good indicator of the reliability of a particular ratio for valuation purposes is its range of values for the comparable companies.  A tight range typically implies good predictive value.

III.  Comparable Transaction Analysis
A.  Comparable transaction analysis is similar to comparable company analysis.  In the latter case, we select a group of publicly traded companies in the same industry as the target company that share a common financial outlook.  We calculate a valuation ratio for these selected companies (e.g. average P/E ratio) and then apply that ratio to the target company.  Then we may add a control premium to arrive at an estimated acquisition value.  In comparable transaction analysis we follow the same approach but select companies that were actually bought out.

B.  Example of comparable Transaction Analysis

   PRICE PAID IN ACTUAL


           TRANSACTIONS




MVCE To
MVCE  Plus

Comparable
 P/E
    Book
  Debt to

 Companies

Ratio
Value
   EBIT


D
20
1.8
12

E
15
1.2
   8

F
19
1.3
 11
Average
18
1.4
10.3


Earnings
Book Value
EBIT

Target Co.
$ 500,000
$ 6,000,000
$ 1,200,000

   (slide 3,4)

Average P/E
        18x


Average MVCE to B.V.
         
1.4x

Average MVCE + debt

    to EBIT
 ​​ ________
_________
           10.3x

Value of Capitalization
$ 12,360,000

Less Debt
________
  ________
   4,400,000
Value of Target Company’s


  Common Equity
$ 9,000,000
$ 8,400,000
$   7,960,000

C.  Control premium is not added to above values because the control premium is already included in the price paid in the actual transaction.

D.  Issues To Be Aware Of
1.  If the market has moved in a substantial amount since the transaction, the valuation ratios (e.g. P/E) are not comparable for a current transaction.  Adjustments to the valuation ratios are necessary to make them relevant.

2.  Companies that make up the sample should be in the same business and have the same growth rate, ROIC and risk.

3.  Normalization of results for both the target company and the sample companies is required.

IV.  Advantages of Comparable Company, Comparable Transaction Methodology
A.  Simple to understand and apply

B. Reliance on the market’s consensus view of the financial outlook for the comparable companies (and that of the target company), rather than one’s own projections which may be detached from reality.

V.  Problems With Using Comparable Company, Comparable Transaction Methodologies

A.  Non-comparability

B.  Shortage of transactions

C. See slides 7-10 in handout “Market Myths, Market Reality and Valuation Models.”

VI.  Use DCF And Comparable Companies And Comparable Transaction Analysis

A.  Example - Summary of Values

Estimated Value


of Target Company


Common Equity

DCF

Most likely value

$ 8,500,000


Range
$ 7,500,000 to $ 9,500,000(1)


Comparable Companies


Based on P/E Ratio (slide 6)
$ 9,375,000


Based on MVCE to book value (slide 6)
   9,000,000


Based on MVCE + debt to EBIT (slide 6)
   7,550,000


Comparable Transactions


Based on P/E Ratio (slide 9)
$ 9,000,000


Based on MVCE to book value (slide 9)
   8,400,000


Based on MVCE + debt to EBIT (slide 9)
   7,960,000


RECAP

Range
$ 7,500,000 to $9,500,000
(1)Range based on alternate discount rates and terminal values (i.e. varying growth rates).

B.  DCF methodology is theoretically most valid.  However, it is foolish to ignore actual market values if they are available.  If it is impossible to come up with a defensible set of projections which would yield a DCF value equal to values arrived at through other methodologies, the results of other methodologies should not be relied upon.

