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“It is better any day to buy a great business at a fair price than to buy a fair business at a great price.”
--Charlie Munger

Investment Valuation

The purpose of this article is to stimulate some thought and provide some insights and tools to estimate the value of stock and business valuation techniques.  It is by no means exhaustive.
There is a notion that price is equal to value. Understanding the difference between price and value goes a long way to determining investment success and reducing risk. 

Price can be less, equal to or greater than value.  There is a process to evaluate an investment opportunity. How can one estimate value? The reason one invests in a venture is to generate more cash in the future through returns that are greater than a risk free rate while offsetting the effects of inflation and taxes.  
Return on invested capital (ROIC), and the growth of earnings, sales, equity and free cash flow from operations are common benchmarks used to assess opportunities and performance. Screens available on line can be used to search for investment opportunities that have greater than X% of returns for the five factors mentioned above or any number of other alternatives.  A test for one year is not rigorous enough to eliminate potential candidates.  One would test for periods of five or more years consecutively to have some consistency over time.
The next step in the valuation process is to use the growth information as a basis for projecting into the future.  Take for example the current earnings and compound it for at least five years at the benchmark growth rate.  Next take the average price to earnings ratio (P/E) over the last five or more years and multiply it times the current earnings to get the estimated price five or more years from now.  Discount that back to the present to determine today’s value.
Example:
ABC Stock
Current earnings per share (EPS) -   $5.00 
EPS growth rate - 12.0%
P/E Ratio – 20
Required rate of return – 15%
Present Value $87.60/share

An investor/business person would purchase at a discount to fair value to assure a margin of safety.  In other words, buy at wholesale to fair value.  The margin of safety normally ranges from 20-50%.  In the example, a 20% discount to fair value is $70/ share and a 50% discount would be $44/share.  Buying at a discount to fair value, with the margin of safety mitigates the risk of paying too high of a price relative to value. Expect it to take some time for the investment to return to fair value and the possibility of trading at a price in excess of the fair value estimate.  Time grows money. Over time the growth rates and ROIC may change. Reassessing the valuation over time is necessary.  If the performance deteriorates, keep an eye out for a more promising opportunity.
Business Valuation
Valuation and other financial professionals generally agree there are four valuation methods to assess the value of business.  The four valuation methods are:
1. Asset based valuation
2. Industry rules of thumb
3. Comparable transaction analysis
4. Discounted cash flow
Business owners often ask, “How much is my business worth?”   The business owner often times has a number in mind that he/she thinks it is worth.  It may be based on what he/she may need to get out of it, if the business could be sold today. Perhaps the better question to ask is what is likely to be received in cash today, if the decision is to exit the business now?  The first question focuses on a hypothetical value of the company, the second on the practical, real world value and its impact on the owner.
Generally there will be a single opportunity to sell a business owner’s interest.  The owner must get this one right. The prudent owner will be deliberative and take considerable time and assemble a team of advisers including an investment adviser, CPA, estate planner, insurance professional and investment banker in the process.
What is not obvious to business owners and some professional advisers, is there is no one “right value answer” when valuing a business.  Depending on the purpose of the valuation, there is a range of “right answers” to the buyer and for the seller.
Valuation terms:
1. Fair market value – the estimated price based on what a willing buyer and willing seller with mutual knowledge of all relevant facts and not acting under any compulsion would agree to value the company.
2. Market value - the actual price a willing buyer and willing seller actually agree to as a payment for the company.
3. Investment value – the value a company represents to a specific investor such as a successor in the family business or a competitor looking for a company to buy or an investor looking for an investment opportunity which may be complementary to other business ventures or provide balance a diversified portfolio of companies.
4. Liquidation value – based on the assumption the company is worth more dead than alive or the buyer is interested in an asset purchase or interested in certain assets free of apparent, contingent or unknown liabilities.
The purpose of the business valuation is establish a fair value estimate of the business, one in which the seller expects to realize and the buyer is willing to pay.
There are some additional valuation adjustments to consider:
1. Control premiums and minority discounts – One key difference between buying a private, closely held company and a publicly traded company is the control factor.  In private transactions there can be a minority or majority interest transfer.  A controlling interest in a company allows the owner to make hiring, firing decisions, establish and change company policy, acquire and dispose of company assets, approve or reject merger plans, determine employee salaries,  set dividend policies, determine financial structure and liquidate the business.
2. Marketability discounts – the ability to sell an investment quickly, easily and inexpensively is how investors define liquidity.  On the other hand if the company is private or closely held, there is no ready market for the stock or ownership interest. Buying or selling private securities is a long time–consuming and expensive process making ownership in a private business less attractive than ownership in a similar investment in a publicly traded company.  Discounts can range 10 to 30 per cent or more of the fair market value.

Legacy Investment Management, LLC, a Registered Investment Adviser, helps our clients coordinate a multidisciplinary team to plan and execute planned or unplanned exit strategies taking into account business, personal and family needs as well as the requirements of financiers and credit rating companies. 




