Balance Sheet Technique
The balance sheet method computes the book value of a company’s net worth, or owner’s equity (net worth = assets – liabilities) and uses this figure as the value. A criticism of this technique is that it oversimplifies the valuation process. The problem with this technique is that it fails to recognize reality: Most small businesses have market values that exceed their reported book values.
The first step is to determine which assets are included in the sale. In most cases, the owner has some personal assets that he or she does not want to sell. Professional business brokers can help the buyer and the seller arrive at a reasonable value for the collection of assets included in the deal. Remember that net worth on a financial statement will likely differ significantly from actual net worth in the market
VARIATION: ADJUSTED BALANCE SHEET TECHNIQUE. A more realistic method for determining a company’s value is to adjust the book value of net worth to reflect the actual market value. The values reported on a company’s books may either overstate or understate the true value of assets and liabilities. Typical assets in a business sale include notes and accounts receivable, inventory, supplies, and fixtures. If a buyer purchases notes and accounts receivable, he or she should estimate the likelihood of their collection and adjust their value accordingly. 

In manufacturing, wholesale, and retail businesses, inventory is usually the largest single asset in the sale. Taking a physical inventory count is the best way to determine accurately the condition and quantity of goods to be transferred. The sale may include three types of inventory, each having its own method of valuation: raw materials, work-in-process, and finished goods. Before accepting any inventory value, a buyer should evaluate the condition of the goods to avoid being stuck with inventory that he or she cannot sell.
Fixed assets transferred in a sale might include land, buildings, equipment, and fixtures. Business owners frequently carry real estate and buildings on their books at their original purchase prices, which typically are well below their actual market value. Equipment and fixtures, depending on their condition and usefulness, may increase or decrease the value of the business. Appraisals of these assets on insurance policies are helpful guidelines for establishing market value. In addition, business brokers can be useful in determining the current value of fixed assets. Some brokers use an estimate of what it would cost to replace a company’s physical assets (less a reasonable allowance for depreciation) to determine their value.



Earnings Approach
The buyer of an existing business is purchasing its future income potential. The earnings approach is more refined than the balance sheet method because it considers the future income potential of the business.
VARIATION 1: EXCESS EARNINGS METHOD. This method combines both the value of a company’s existing assets (less its liabilities) and an estimate of its future earnings potential to determine the selling price for the business. One advantage of the excess earnings method is that it offers an estimate of goodwill. Goodwill is the difference between an established, successful business and one that has yet to prove itself. Goodwill is based on the company’s reputation and its ability to attract customers. This intangible asset often creates problems in a business sale. A common method of valuing a business is to compute its tangible net worth and then to add an often arbitrary adjustment for goodwill. A buyer should not accept blindly the seller’s arbitrary adjustment for goodwill because it is likely to be inflated.
The excess earnings method provides a reasonable approach for determining the value of goodwill. It measures goodwill by the amount of profit the business earns above that of the average firm in the same industry. It also assumes that the owner is entitled to a reasonable return on the company’s adjusted tangible net worth.
1. Compute adjusted tangible net worth. Using the previous method of valuation, the buyer should compute the company’s adjusted tangible net worth. Total tangible assets (adjusted for market value) minus total liabilities yields adjusted tangible net worth.

2. Calculate the opportunity costs of investing in the business. Opportunity costs represent the cost of forgoing a choice; that is, what income does the potential buyer give up by purchasing the business? If the buyer chooses to purchase the assets of a business, he or she cannot invest his or her money elsewhere. Therefore, the opportunity cost of the purchase is the amount that the buyer could have earned by investing the same amount in a similar risk investment.

Three components determine the rate of return used to value a business: (1) the basic, risk-free return, (2) an inflation premium, and (3) the risk allowance for investing in the particular business. The basic, risk-free return and the inflation premium are reflected in investments such as U.S. Treasury bonds. To determine the appropriate rate of return for investing in a business, the buyer must add to this base rate a factor reflecting the risk of purchasing the company. The greater the risk involved, the higher the rate of return. An average-risk business typically indicates a 20 to 25 percent rate of return. The second part of the buyer’s opportunity cost is the salary that he or she could have earned working for someone else.

3. Project net earnings. The buyer must estimate the company’s net earnings for the upcoming year before subtracting the owner’s salary. Averages can be misleading; therefore, the buyer must be sure to investigate the trend of net earnings. Have the earnings risen steadily over the past 5 years, dropped significantly, remained relatively constant, or fluctuated wildly? Past income statements provide useful guidelines for estimating earnings. 

4. Compute extra earning power. A company’s extra earning power is the difference between forecasted earnings (step 3) and total opportunity costs of investing (step 2). Many small businesses that are for sale do not have extra earning power (i.e., excess earnings), and they show marginal or no profits.

5. Estimate the value of intangibles. The buyer can use the business’s extra earning power to estimate the value of its intangible assets. Multiplying the extra earning power by a years-of-profit figure yields an estimate of the intangible assets’ value. The years-of-profit figure for a normal-risk business typically ranges from three to four. A high-risk business may have a years-of-profit figure of one, whereas a well-established firm might use a figure of seven.

Rating the company on a scale of 1 (low) to 7 (high) on the following factors allows an entrepreneur to calculate a reasonable years-of-profit figure to use to estimate the value of the intangibles:

	 
	 
	 
	Score
	 
	 
	 
	 

	Factor
	1
	2
	3
	4
	5
	6
	7

	1. Risk
	More risky
	 
	Less risky

	2. Degree of competition
	Intense competition
	 
	Few competitors

	3. Industry attractiveness
	Fading
	 
	Attractive

	4. Barriers to entry
	Low
	 
	High

	5. Growth potential
	Low
	 
	High

	6. Owner’s reason for selling
	Poor performance
	 
	Retiring

	7. Age of business
	Young
	 
	10+ years old

	8. Current owner’s tenure
	Short
	 
	10+ years

	9. Profitability
	Below average
	 
	Above average

	10. Location
	Problematic
	 
	Desirable

	11. Customer base
	Limited and shrinking
	 
	Diverse and growing

	12. Image and reputation
	Poor
	 
	Stellar



To calculate the years-of-profit figure, the entrepreneur adds the score for each factor and divides by the number of factors. Determine the value of the business. To determine the value of the business, the buyer simply adds together the adjusted tangible net worth (step 1) and the value of the intangibles (step 5).

VARIATION 2: DISCOUNTED FUTURE EARNINGS APPROACH. This variation of the earnings approach assumes that a dollar earned in the future will be worth less than that same dollar today. Using the discounted future earnings approach, the buyer estimates the company’s net income for several years into the future and then discounts these future earnings back to their present value. The resulting present value is an estimate of the company’s worth. The present value represents the cost of the buyers’ giving up the opportunity to earn a reasonable rate of return by receiving income in the future instead of today.

The discounted future earnings approach has five steps:
1. Project earnings for 5 years into the future. One way is to assume that earnings will grow by a constant amount over the next 5 years. Perhaps a better method is to develop three forecasts—pessimistic, most likely, and optimistic—for each year and find a weighted average using the following formula:

Forecasted earnings for year i= (Pessimistic earnings for year i+ 4×Most Likely earning for year i+ Optimistic earnings year i)/ 6
The most likely forecast is weighted 4 times greater than the pessimistic and optimistic forecasts; therefore, the denominator is the sum of the weights (1 + 4 + 1 = 6).
1. The buyer must remember that the further into the future he forecasts, the less reliable the estimates will be.
2. Discount these future earnings using the appropriate present value factor. The appropriate present value factor can be found by looking in published present value tables or by solving the equation:

     1/(1+k)t
where k = rate of return
and     t = time (year 1, 2, 3, … n)

The rate that the buyer selects should reflect the rate that he or she could earn on an investment of similar risk. 

3. Estimate the income stream beyond 5 years. One technique suggests multiplying the 5th-year income by 1/(rate of return)
4. Discount the income estimate beyond 5 years using the present value factor for the 6th year
5. Compute the total value of the business (step 2+ step 4)


Market Approach
The market (or price/earnings) approach uses the price/earnings ratios of similar businesses to establish the value of a company. The buyer must use businesses whose stocks are publicly traded in order to get a meaningful comparison. A company’s price/earnings ratio (or P/E ratio) is the price of one share of its common stock in the market divided by its earnings per share (after deducting preferred stock dividends). To get a representative P/E ratio, the buyer should average the P/Es of as many similar businesses as possible.
The buyer multiplies the average P/E ratio by the private company’s estimated earnings to compute a company’s value.
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