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Your Business Will Change
Hands
Important Valuation Concepts to Understand
In this article, we provide a broad overview of business value and why
understanding basic valuation concepts is critical for business owners.
Why is this valuation knowledge important? Because businesses
change hands much more frequently than one might think. In fact,
every business changes hands at least every generation, even if
control is maintained by a single family unit.

Business Press Focuses
on Public Companies
According to statistics about business size from the U.S. Census
Bureau, there are about six million businesses with payrolls (meaning
these businesses employ people) in the United States.1 A little more
than three and a half million U.S. businesses have sales of less than
$500 thousand. Without any disrespect, these businesses are often
referred to as “mom and pop” operations because their basic function
is to provide jobs for the owner(s) and sometimes a few other people.
About two million businesses have annual sales between $500
thousand and $10 million.2 This segment of the business community
is generally given credit for the majority of job growth. Only about 200
thousand businesses have annual sales exceeding $10 million.3
At the top of the business pyramid are public companies. Of these, as
of 2012, only about four thousand have active public markets for their
shares with regular stock pricing and volume information available.4
Because of their size and visibility, this relatively small group of public
companies gets the lion’s share of coverage in the business press.
As a result, most of the popular business press coverage of valuation
issues relates to public companies.

Most Companies are
Privately Owned
But most of the businesses in corporate America are closely held, or
private corporations. This means that most of the business owners
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in corporate America are not in public companies, but in generally
smaller entities owned by a single, or a small number of shareholders.
Therefore, it’s important for these business owners and their advisors
to have an understanding of the nature of value in these businesses.

Private Businesses Change
Hands Frequently
Most business owners, and, quite often, their advisors, have inaccurate
conceptions of the value of their businesses. This is not surprising,
because there is no such thing as “the value” of any business. Value
changes, often rapidly, over time. Yet it is important for business
owners to have current and reasonable estimates of the values of
their businesses for numerous reasons, including ownership transfer.
There are many reasons for ownership transfer, including:
» The death of the primary owner. At this point, it is clear that
control of a business will pass to someone else.
» The departure of a key employee. This departure may trigger
the necessity to sell a business if he or she takes away the key
contacts or critical energy that keep things going and growing.
» The owner gets “tired” and decides to sell. This is an
unbelievably frequent reason why business ownership transfers.
Unfortunately, if a business owner waits until he or she is
tired, they are already on the down side of the value curve.
Tired owners almost unavoidably transmit their “tiredness” to
employees and customers in many subtle and not so subtle
ways. In the process, their businesses lose a vital life force
critical for ongoing growth and success.
» An unexpected offer. Occasionally, a business owner will
receive an unexpected offer to purchase the business and will,
quite suddenly, sell out to take advantage of the situation.
» Business reversals occur. Perhaps a company fails to adapt
to a changing market, competition arises from unexpected
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quarters, or an accident or bad luck generates substantial
losses. Sometimes the affected businesses never recover, and
at other times, a forced sale results.
» A divorce. Divorces involving family-owned or closely held
businesses occur. Wild card divorce settlements or emotional
changes resulting from a divorce can also create the necessity
or desire to sell.
» Life-changing experiences. Business owners sometimes
encounter life-changing experiences, such as heart attacks,
cancer, close calls in accidents, the death of a parent, spouse
or friend, or other. The shock of such experiences sometimes
fosters a strong desire to “do things differently with the rest of my
life.” Business transfers can be the eventual result of these lifechanging experiences.
» Gift and estate tax planning. Gift and estate tax planning by
business owners is a normal means of business transfer. The
absence of proper gift/estate tax planning can also precipitate
the forced sale of a business if a business owner’s estate
lacks the liquidity to handle estate taxes, or if a failure to plan
for orderly and qualified management succession cripples the
business when the owner is no longer there.
» The second generation is not up to the task. There is
ample proof that most businesses never survive to the second
generation. Unfortunately, family businesses which do make
it past the founder’s death sometimes never survive the
ascendancy of the second generation of management and have
to be sold.
» Normal lifetime planning. Finally, businesses sell as the result
of normal lifetime planning by their owners who plan for and
execute the sale of their businesses (or transfer them through
gifts) on their own timetables and terms.

The Business Transfer Matrix
If you don’t believe that businesses change hands, examine the
Business Transfer Matrix in Figure 1.
When a business changes hands, there will be either a partial transfer
of ownership (in the form of gifts, sales to employees, going public,
etc.) or a total transfer of ownership (through outright sale or death).
The Business Transfer Matrix also indicates that ownership transfers
are either voluntarily or involuntary because we do not always control
the timing or circumstances of sale.
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Figure 1
The
Business
Transfer Matrix

THINGS YOU
MAKE
HAPPEN

PARTIAL SALE/
TRANSFER

ESOP

Sale of Business

Outside Investor(s)

Stock-for-Stock Exchange w/
Public Co.

Sale to Insiders/Family
Combination Merger/
Cash Out
Gifting Programs
Going Public
Buy-Sell Agreements

THINGS THAT
HAPPEN
TO YOU

TOTAL SALE/
TRANSFER

Stock Cash Sale to Public Co.
Installment Sale to Insiders/
Family
ESOP/Management Buyout
Buy-Sell Agreements

Death

Death

Divorce

Divorce

Forced Restructuring

Forced Restructuring

Shareholder Disputes

Bankruptcy

Buy-Sell Agreements

Shareholder Disputes
Buy-Sell Agreements

The Common Thread Behind Most
Business Transfers
Unfortunately, most business owners don’t plan for the eventual
transfer of their business. In our experience, most business sale or
transfer decisions are made fairly quickly. In many cases, business
owners never seriously contemplate the sale of their businesses until
the occurrence of some precipitating event, and shortly thereafter, a
transfer takes place.
The logical inference is that many, if not most, business sales occur
under less than optimal circumstances.
The only way business owners can benefit is to constantly do the right
things to build and preserve value in their businesses, whether or not
they have ever entertained a single thought about eventual sale.
In other words, owners should operate their businesses under the
presumption that it may someday (maybe tomorrow) be necessary
or appropriate to sell. When the day comes, business owners will be
ready – not starting to get ready and already behind the eight ball.
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What a Business Owner Thinks About
the Value of Their Business Ultimately
Doesn’t Matter
It is a hard truth for many business owners to learn that what they
think regarding the value of their business doesn’t matter. The value
of any business is ultimately a function of what someone else with
capacity (i.e., the ability to buy) thinks of its future earning power or
cash generation ability.
For other transactions with gift or estate tax implications or with legal
implications for minority shareholders, what a business owner thinks
still doesn’t matter. What then becomes important is the value a
qualified, independent business appraiser or the court concludes it is
worth. In so doing, the appraiser or the court will simulate the arms’
length negotiation process of hypothetical willing buyers and sellers
through the application of selected valuation methodologies.
Theoretically, the value of a business today is the present value of
all its future earnings or cash flows discounted to the present at an
appropriate discount rate. To determine a business’s worth, determine
two things: 1) What someone else (with capacity) thinks the company’s
earnings really are; and 2) what multiple they will pay. Simplistically,
we are saying:
Value = Current Earning Power (E) x Multiple (P/E)
Hypothetical (or real) buyers of capacity will make reasonably
appropriate adjustments to the company’s earnings stream in their
earning power assessments. In addition, they will incorporate their
expectations of future growth in earning power into their selected
multiples (price/earnings ratios). Or they will make a specific forecast
of earnings into the future and discount the future cash flows to the
present.

A Conceptual Viewpoint of
the Value of Companies
Now let’s talk a bit about the value of companies from a conceptual
viewpoint by beginning with a familiar term and its definition: Fair
Market Value.
A hypothetical willing buyer and a hypothetical willing seller,
both of whom are fully or at least reasonably informed about the
investment, neither of whom are acting under any compulsion,
and both having the financial capacity to engage in a transaction
engage in a hypothetical transaction
That may not sound like the real world, but it is the way that appraisers
attempt to simulate what might happen in the real world in actual
transactions in their appraisals.
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Mercer Capital News
Mercer Capital Welcomes Three
Analysts to Professional Staff
Mercer Capital is pleased to announce the addition of Mr. J.
Taliaferro M. Oates, Mr. Chad Giganti, and Ms. Madeleine L.
Harrigan to our professional staff as a Financial Analysts.
Taliaferro is a graduate of The University of Mississippi, holding
a Bachelor of Arts degree in Banking & Finance, and Marketing
Communications, as well as an MBA from Vanderbilt University.
Prior to receiving his MBA, Taliaferro spent approximately five
years in the U.S. Navy as an officer attached to a fighter squadron
based in Japan.
Chad is a graduate of Seton Hall University, holding Bachelor
of Science degree in Business Administration. Prior to joining
Mercer Capital, Chad, taught for two years at Middle College
High School in Memphis as part of the Teach for America
program.
Maddie holds a Bachelor of Arts degree in International Studies
and Economics from Rhodes College. Prior to joining Mercer
Capital, Maddie studied at the University of Antwerp, in Antwerp,
Belgium, as part of a direct exchange program.
In their capacity as Financial Analysts, Taliaferro, Chad, and
Maddie will provide business valuation and financial consulting
services to public and private companies and financial institutions
across the nation.

Mercer Capital Announces Promotions
Mercer Capital is pleased to announce that Eden G. Stanton,
CFA, has been promoted to the position of vice president. In
addition, Alex M. Barry and Whitney L. Faust have been
promoted to the position of senior financial analysts.
Eden joined Mercer Capital in 2003 and is a senior member of
Mercer Capital’s Financial Institutions Group.
“Eden has played a key role in developing our core deposit
valuation practice,” said Mercer Capital president Matt Crow.
“Mercer Capital is better because of Eden’s work, and I am
thrilled to be able to leverage her involvement further with this
promotion.”
Alex and Whitney joined Mercer Capital in 2010. Alex is a member
of Mercer Capital’s Corporate Valuation Group, while Whitney is
a member of the firm’s Financial Reporting Valuation Group.
“Alex and Whitney have demonstrated technical proficiency,
determination, and the ability to form strong relationships with
clients, with exceptional results,” said Crow. “We thank them
for their efforts and look forward to higher achievements and
responsibilities in the future.”
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And it is the way that business owners state in agreements – quite
often in buy-sell agreements, put agreements, and other contractual
relationships – that value will be determined.
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Therefore, the multiple can be characterized as:
» 1 / (Risk – Growth)
» Multiple = f (controllable, noncontrollable factors) [risk, and
growth]
» Value = f (expected cash flow, risk, and expected growth)

Just so everything is crystal clear, this concept of fair market value
can be considered on several levels.

How is Value Determined?
The basic value equation is also known as the Gordon Model:
Value = Cash Flow / (Risk – Growth)

Six Different Ways to Look at a Business
Along the road to building the value of a business it is necessary, and
indeed, appropriate, to look at the business in a variety of ways. Each
provides unique perspective and insight into how a business owner is
proceeding along the path to being ready for sale.

As mentioned previously, value is also presented as:
Value = Earnings x Multiple
The multiple is calculated as follows:
1 / (Risk – Growth) = Multiple
Another multiple:

So, how does a business owner look at their business? And how can
advisers to owners help owners look at their businesses? There are
at least six ways and they are important, regardless of the size of the
business.
1.

At a point in time. The balance sheet and the current period
(month or quarter) provide one reference point. If that is the only
reference point, however, one never has any real perspective on
what is happening to the business.

2.

Relative to itself over time. Businesses exhibit trends in
performance that can only be discerned and understood if
examined over a period of time, often years.

3.

Relative to peer groups. Many industries have associations or
consulting groups that publish industry statistics. These statistics
provide a basis for comparing performance relative to companies
like the subject company.

4.

Relative to budget or plan. Every company of any size should
have a budget for the current year. The act of creating a budget
forces management to make commitments about expected
performance in light of a company’s position at the beginning
of a year and its outlook in the context of its local economy,
industry and/or the national economy. Setting a budget creates
a commitment to achieve, which is critical to achievement. Most
financial performance packages compare actual to budget for
the current year.

5.

Relative to your unique potential. Every company has
prospects for “potential performance” if things go right and if
management performs. If a company has grown at 5% per year
in sales and earnings for the last five years, that sounds good on
its face. But what if the industry niche has been growing at 10%
during that period?

Value/Revenues = Earnings/Revenues x Multiple
A company’s price/sales ratio is a function of the margin, say pre-tax
earnings, and the appropriate multiple. If companies in the industry
tend to sell in the range of 50 cents per dollar of revenue, that might
be because the typical pre-tax margin is around 10% and the pre-tax
multiple is about 5x.
The multiples of sales that people talk about obviously come from
somewhere. Now we know where they come from.
If Value = Earning x Multiple, what about Earnings?
Earnings = Total Revenue (TR) minus Total Costs (TC)
There are three ways to increase Earnings:
1.
2.
3.

Increase Total Revenue and hold Total Costs constant
Hold Total Revenue constant and decrease Total Costs
Increase Total Revenue and decrease Total Costs

At the margin, if a business increases its costs at a slightly slower rate
than its revenues increase, its margins will increase and there will be
a multiplicative impact on earnings growth.
If a company’s margins aren’t where they need to be, a business
owner should begin a conscious effort each period to hold cost
increases to something under revenue increases. If this is done,
single digit revenue growth can be turned into double digit earnings
growth – at least until margins normalize. We call this “margin magic.”
In the process, the business owner will have begun to optimize the
value of the business.
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6.

Relative to regulatory expectations or requirements.
Increasingly, companies in many industries are subject to
regulations that impact the way business can be done or its
profitability.

Why is it important to look at a company in these ways? Together,
these six ways of looking at a company provide a unique way for
business owners and key managers to continuously reassess and
adjust their performance to achieve optimal results.

The Magic Ingredient: Time

Issue No. 3, 2013

Conclusion
We noted earlier that value is, theoretically, equal to the product of a
company’s believable earning power and a realistic multiple applied to
that earning power. Business owners need to focus on both earnings
and the multiple to maximize value. They also need to understand
that it can take a long time to build businesses of substantial value.
However, having done so, even modest growth rates bring substantial
dollar growth in value.
If you have questions about the value of your business or would like
to discuss opportunities for ownership transition, please contact us.

At Mercer Capital, we have provided over 8,000 valuation opinions
for companies throughout the nation. Many of our client companies
(which have ranged from a few hundred thousand dollars to multiple
billions of dollars in value) are enormously successful enterprises.
Our successful client companies have one thing in common – they
achieved their success by conscientiously working to build value over
time. Success rarely comes instantly. For most companies, it comes
slowly, and then only in spurts.
Successful companies manage to grow through their spurts, and
then to hang on until internal and external circumstances are ripe
for another spurt. In this pattern, they slowly build enterprises of
substantial value.

Z. Christopher Mercer, ASA, CFA, ABAR
mercerc@mercercapital.com
901.685.2120

Endnotes
1

2
3
4

STATISTICS ABOUT BUSINESS SIZE (INCLUDING SMALL BUSINESS) FROM THE
U.S. CENSUS BUREAU 2007. About three quarters of all U.S. business firms have no
payroll. Most are self-employed persons operating unincorporated businesses, and may
or may not be the owner’s principal source of income. Because nonemployers account
for only about 3.4 percent of business receipts, they are not included in most business
statistics, for example, most reports from the Economic Census. http://www.census.gov/
econ/smallbus.html.
Ibid.
Ibid.
“Investors face a shrinking stock supply.” Matt Krantz, Karl Gelles and Sam Ward,
USA TODAY. http://www.usatoday.com/story/money/personalfinance/2013/03/17/publiccompanies-vanishing-fewer-stocks/1920681/.

Mercer Capital’s

Transaction Advisory Services
In addition to our corporate valuation services, Mercer Capital provides investment banking and
transaction advisory services to a broad range of public and private companies and financial
institutions throughout the U.S.
Mercer Capital leverages our historical valuation and investment banking experience to help you navigate a critical transaction, providing
timely, accurate and reliable results. We have significant experience advising boards of directors, management, trustees, and other
fiduciaries of middle-market public and private companies in a wide range of industries.
Whether you are selling your business, acquiring another business or division, or have needs related to mergers, valuations, fairness
opinions, and other transaction advisory needs, we can help.
Contact Nick Heinz (heinzn@mercercapital.com) or Tim Lee (leet@mercercapital.com) to discuss your needs in confidence at
901.685.2120.
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Recent M&A Metrics
Number of Deals

U.S. M&A Activity by Deal Size
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ESOP Update

The Questions to Ask Before Adopting an ESOP

FASB Approves
Indefinite Deferral
for ESOPs

An Entrepreneurial Mantra: Concentrate to Create;
Diversify to Protect

The Financial Services Accounting Board (FASB) voted to indefinitely
defer the Accounting Standards Update (ASU) 2011-04 which
would require companies to disclose the significant assumptions
and methodologies used in the valuation of company securities that
are not publicly traded. The Update had been written in such a way
that privately held companies were likely to be required to provide
a footnote in their ESOP audit reports filed with the 5500 form that
would have provided information to outside parties that many ESOP
companies considered detrimental to the interests of their businesses.
In February 2013, The ESOP Association joined the EmployeeOwned S Corporations of America (ESCA) and the National Center
for Employee Ownership (NCEO) in sending a letter to FASB
regarding the proposed Update. The letter can be found here: http://
esopassociationblog.org/2013/02/19/the-esop-associationsignsjoint-letter-to-fasb/.
Source: ESOP Association Report, June 2013

Josh Patrick discusses employee stock ownership plans (and
even references Mercer Capital’s ESOP as a case study) in this
New York Times article.

Steve Parrish, in an article in Forbes, writes about the necessity
of diversification to protect the wealth of business owners. In
the article, he discusses Chris Mercer’s book, The 1% Solution,
which proposes allocating a percentage of the value of the
business, say 1%, to provide the assets necessary to manage
wealth, such as valuation, buy-sell agreement drafting or review,
life insurance funding, personal retirement funding, etc.

Private Firms, Funds Can Now Target Wealthy
Investors with Ads, Cold Calls
Per Kathleen Pender, the SEC issued a final rule in July lifting the
80 year old ban that prohibited private companies from seeking
accredited investors (or those who have earned at least $200K in
each of the past two year; $300K if married) through advertising
and other forms of general solicitation. SFGate blog.

Articles of interest from
around the web

Mercer Capital On The Road
Members of Mercer Capital’s leadership team will be speaking at or attending the following events. If you are attending as well, please let us know
so we can connect with you at the event.
SNL Bank Analyst Training Conference
July 31, 2013, The University of Virginia

The Southern Federal Tax Institute
October 21 - 25, 2013, Atlanta, GA

Jeff Davis, Managing Director, will be speaking at this event on the
topic of “Macroeconomic Trends and the Investment Process.”
jeffdavis@mercercapital.com

Matt Crow, President, Nick Heinz, Senior Vice President, and Laura
Stevens, Senior Financial Analyst will be attending this conference
and Mercer Capital will be exhibiting. In addition, Matt and Nick will be
speaking on Thursday, October 24, on the topic of “Issues You Should
Be Aware of When Working with Business Appraisers.”
crowm@mercercapital.com | heinzn@mercercapital.com |
stevensl@mercercapital.com

The 2013 IRS Valuation Summit
August 15, 2013, Los Angeles, CA
Chris Mercer, CEO, will be speaking at this event as part of a panel
discussion of “The Value in ... Discounting Discounts.”
mercerc@mercercapital.com
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Mercer
Capital

Mercer Capital’s ability to understand and determine the value
of a company has been the cornerstone of the firm’s services
and its core expertise since its founding.
Mercer Capital is a national business valuation and financial advisory firm founded in 1982. We
offer a broad range of valuation services, including corporate valuation, gift, estate, and income
tax valuation, buy-sell agreement valuation, financial reporting valuation, ESOP and ERISA
valuation services, and litigation and expert testimony consulting. In addition, Mercer Capital
assists with transaction-related needs, including M&A advisory, fairness opinions, and strategic
alternatives assessment.
We have provided thousands of valuation opinions for corporations of all sizes in a variety of
industries. Our valuation opinions are well-reasoned and thoroughly documented, providing
critical support for any potential engagement. Our work has been reviewed and accepted by the
major agencies of the federal government charged with regulating business transactions, as
well as the largest accounting and law firms in the nation on behalf of their clients.
Contact a Mercer Capital professional to discuss your needs in confidence.

Contact Us

Timothy R. Lee, ASA
901.322.9740
leet@mercercapital.com

Nicholas J. Heinz, ASA
901.685.2120
heinzn@mercercapital.com

Matthew R. Crow, CFA, ASA
901.685.2120
crowm@mercercapital.com

Z. Christopher Mercer, CFA, ASA, ABAR
901.685.2120
mercerc@mercercapital.com

Mercer Capital
5100 Poplar Avenue, Suite 2600
Memphis, Tennessee 38137
901.685.2120 (P)

www.mercercapital.com
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