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Scott A. Womack, Senior Vice President, is active in family law litigation (traditional litigated
divorce and collaborative divorce) and corporate valuation and leads Mercer Capital’s Auto
Dealer Industry team.

Scott assists estate planning attorneys in federal and state valuation matters, family law
attorneys in divorce matters (including business valuation, forensic accounting, division of
marital estate, etc.), and small business owners involving the potential sale of their
businesses. Scott has testified in several jurisdictions involving family law matters. In
addition, he has testified in Tax Court.

Scott A. Womack, ASA, MAFF As the leader of Mercer Capital’'s Auto Dealership Industry team, Scott provides valuation
Senior Vice President services to dealerships throughout the U.S. related to corporate planning and reorganization,
615.345.0234 transactions, employee stock ownership plans, and tax issues as well as valuations of
womacks@mercercapital.com intangible assets, and assets subject to specific contractual restrictions. Scott and his team

https://www.linkedin.com/in/scott- also consult with auto dealer clients in the process of selling or buying.

omack-59a1b638/ . o . . .
W Scott's overall valuation concentration includes gift, estate, and income tax planning and

reporting (valuation of businesses and business interests); financial Reporting under FASB
ASC 350 (goodwill impairment testing- formerly FAS 142), FASB 718 (valuation of stock-
based compensation including stock options, restricted stock, stock appreciation rights, etc.-
formerly FAS 123R); and holding company valuations (real estate/marketable securities) and
fractional interests in real estate.

Scott is a featured speaker for auto dealer industry groups, family law associations,
attorneys, accountants, business appraisers, and business professionals on various
valuation and financial advisory topics.
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What We’ll Cover Today

« Typical Normalization Adjustments for Business Valuations
« Value Drivers of Store Valuation

« Buy-Sell Agreement Issues

« Common Family Transition Issues
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SECTION 1

Normalization Adjustments in
Valuation
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What’s the Point?

* Develop a “public equivalent” for comparability purposes

* |dentify significant non-recurring or unusual expenses
(or potentially sources of income)

* Determine a reasonable earning power of the Company
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Management Motivations for Adjustments

Less
Ideal

Adjustments Adjustments Managers
~ provide that present a iIncentivized to
investors and favorably achieve
creditors with biased view of desired
inbtgtt:ec:r%npS;%DFs company’s outcome
performance and/or fraud

“true” earnings
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Where Do We Find Potential Adjustments

Reviewing trends in the Dealer Financial Statements

« Material fluctuations ($ and %)

Notes to the financial statements

Management interviews and site visits

+ |t's interesting what may come up during a conversation

“As a matter of fact, we did hire a one-time consultant for general business
consulting. It was $100,000. Never again!”

Asking the question: “Any non-recurring, extraordinary,
unusual expense(s)?”
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Types of Earnings Adjustments

Description Examples

Type 1: One-time gains or losses, « Sell a building; remove gain on sale
Non-recurring, | unusual or non-recurring » Settle a lawsuit; remove settlement
unusual items | items, discontinued expense

operations, run-rate « Adjust ongoing revenue and

adjustments, etc... expenses for a mid-year acquisition
Type 2: Normalizing officer/owner » Owner takes distributions in lieu of
Discretionary compensation and comp or takes all profit in form of
items discretionary expenses that salary; normalize comp

would not exist in a well-run, |+ Treat owner’s condo as non-

publicly traded company operating asset; remove related

expenses

See Integrated Theory, 2nd Ed. (pp. 110-114)
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Common Adjustments

Balance Sheet

* Inventory valuation method (LIFO v. FIFO)

» Depreciation method (accelerated v. straight line)
» Fixed Assets/Leasehold Improvements

« Goodwill/Other Intangible Assets

* Non-Operating Assets

* Working Capital
« Owner A/R
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Common Adjustments

Income Statement

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital

Inventory valuation method (LIFO v. FIFO)
Depreciation method (accelerated v. straight line)

Excess compensation for key people (salary, bonus,
dividends)

Fringe benefits (excess)
Rent
Other Income ltems

Discretionary/Non-Recurring/Personal Expenses
Expected Industry Profitability vs. Actual Profitability

10
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Inventories — Balance Sheet
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Fixed Assets
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Goodwill/intangible Assets
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Inventories — Income Statement
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SECTION 2

Valuation Assumptions Influence
Valuation Conclusions
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Formula for Build-Up Discount Rate

Risk Free Rate
+ Equity Risk Premium X Beta
+ Small Stock Premium

+ Specific Company Risk

Estimated Discount Rate
-Long-term Growth Rate of Earnings

Estimated Capitalization Rate

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 18
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P/E Example — Use of Build-Up or ACAPM

Risk Free Rate

Price to Earnings Multiples

Equity Risk Premium

Small Stock Premium

Specific Company Risk

Growth

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 19
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Valuation Assumptions

DISCOUNT RATE SENSITIVITY DISCOUNT RATES (R) / PRICE/EARNINGS MULTIPLES
Discount Rate Components Low/High Mid-Range High/Low
Risk-Free Rate RFR 3.0% 3.0% 3.0%
Equity Risk Premium ERP* 4.0% 5.0% 6.0%
Beta B* 0.9 1.0 g i |
Beta-Adjusted Large Stock Premium 3.6% 5.0% 6.6%
Small Stock Premium SSP* 2.0% 3.0% 4.0%
Specific Company Risk SCR* 1.0% 2.0% 3.0%
Estimated Discount Rate R 9.6% 13.0% 16.6%
less: Estimated Core Earnings Growth G, 3.0% 3.0% 3.0%
Estimated Capitalization Rate 6.6% 10.0% 13.6%
Estimated Capitalization Factor P/E 15.2 10.0 74

* Seemingly small differences in key assumptions can lead to significant differences in valuation multiples and conclusions

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 20
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Valuation Assumptions

1. Growth Rates
« Avoid high or low

« Sustainability in long-term

» Analysis of other factors such as start-up, early stage, or mature
company

2. Annualization

* Avoid annualizing a small sample and less than a year

* Ask for Trailing Twelve Month P&L (“TTM”) from company

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 21
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Valuation Assumptions

3. Forecasts
« Ask about underlying assumptions
« Compare/contrast to historical trends and industry performance
» Ask for prior year’s forecasts/budgets to assess level of success
4. Divorce Recession

« Doom and gloom in latest year

» Compare to historical trends, future outlook, condition of industry and
economy

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 22
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Valuation Assumptions

5. Industry Conditions

 Review and include narrative of industry conditions (IBIS World, First
Research, etc.)

 How do industry factors affect the company

6. Risk Factors

« Avoid really high or really low assumptions

» Appraiser should provide general basis for conclusion

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 23
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Valuation Assumptions

7. Multiples

 How applicable are comparable companies?

« Sample size

« Explanation for multiple selected and its position on low, middle, high end
of range relative to company’s performance

8. Time Periods

« Typically review five years of historical financial statements

» Be cautious of small sample size reviewed

» Explanation of time period selected for ongoing earnings assumption

24
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SECTION 3

Value Drivers in a Store Valuation



MERCER
CAPITAL

Franchise

@ 00 e &

® @ ® o
g J. O =2
@

Mercedes-Benz

T =

ARU
JAGUA R PORSCHE HONDA

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 26



MERCER
CAPITAL

Real Estate

« Owned?
 Leased? From related or unrelated entity?

* Quality of Real Estate

« Signage/Brand Image Programs

27
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« Sales Satisfaction Index (SSI) Customer Service Index (CSl)
800 - :E;Ci | Dealership District Dealership District
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Recent Economic Performance
Seasonally Adjusted Annual Rate (SAAR)

18.5 ~

Millions of Vehicles
>
(a]

Source: FRED

 Local Economic Conditions
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Other Factors

 Buyer Demand

 Location/Market

« 3ingle Point vs. Over-Franchised Market

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 30
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SECTION 4

Buy-Sell Agreements



MERCER
CAPITAL

What Is a Buy-Sell Agreement?

Agreements by and between the shareholders (or equity partners of whatever
legal description) of a privately owned business and, perhaps, the business
itself that establish the mechanism for the purchase of stock following the
death (or other adverse changes) of one of the owners. In the case of corporate
joint ventures, they also establish the value for break-ups or for
circumstances calling for one corporate venture partner to buy out

the other partner.

Define the conditions that

Require agreement at a point in time . ..
equire agreeme P “trigger” the buy-sell provisions

Relate to transactions that will or may Determine the price(s) at which
occur at future points in time specified future transactions will occur

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 32
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Four Take-Aways

1.  Virtually every buy-sell agreement “out there” will not work to provide

reasonable resolutions in the event of trigger events

2. The definition of value in virtually every valuation process buy-sell
agreement is flawed and will generate valuation problems

3. Most buy-sell agreements will not work as effective estate planning tools as
result

4. The solution for most agreements is to change the pricing mechanisms to
either:

a. Single Appraiser, Select Now and Value Now (and Annually
Thereafter)

b. Choose the Third Appraiser First (this is new!)

33

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital



MERCER
CAPITAL

Potential “Trigger Events”

» Q Quits

1s Fired

»

Retires
Disabled
Death

»

»

»

c O O W =

Divorce

»

» B Bankruptcy
» D The D’s of Buy-Sell Agreements

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 34



MERCER
CAPITAL

Questions to Ask Yourself / Your Clients

Do your clients have a Do they know what How s the
huy-sell agreement? the huy-sell agreement huy-sell agreement
says? funded?
If so, what type of
agreement is it? There are six defining How life insurance
elements that must be proceeds are treated
in every process can make a big
agreement if the difference in the
valuation process and, valuation of the
therefore, the agreement, company
will work

Do you/they know the
estate planning and
ownership implications if
someone dies or there is
another trigger event?

Critical Issues in Business Valuations and Family Transitions for Auto Dealers // © 2019 Mercer Capital 35
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How Do Buy-Sell Agreements CATAL
Come Into Existence?

POTENTIAL OPPOSING SHAREHOLDER CHARACTERISTICS
THAT MAKE DISCUSSING BUY-SELL AGREEMENTS DIFFICULT

Characteristic Shareholder 1 Shareholder 2

Age Younger Older

Ownership Noncontrolling Controlling
[nvolvement Active Inactive

Personal Outlook | Optimistic Pessimistic
Investment Type ' Sweat Equity Real Money
Investment Amount ' Smaller Larger to Much Larger
Personal Guaranties None Substantial

No one wants to talk about uncomfortable things like dying or firing
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Get Agreement. Now.
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Types of Buy-Sell Agreements

Based on how price is determined

Fixed-price agreements

Formula agreements

Valuation

Process agreements < —

Processes
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Fixed-Price Agreements

Description

The owners agreed on a price.
That price is likely years out of date.

There are three possibilities regarding the price set:
» The value today is lower, perhaps far lower, than the realistic value.
» The value today is higher, perhaps far higher, than the realistic value.

» The value is the same as it was back then.
The owners haven’t agreed on a way to update the price.

Realities seldom discussed

If the value is unrealistically low, each owner is betting that the other guy will die first and they will get to buy
at the low price. Remember Wayne.

If the value is unrealistically high, each owner is betting that they will be the one to leave the business so
he/she and their family can benefit. Remember Austin.

The other owner(s) are making just the opposite bets.

Why should the owners take a chance that they’ll be
on the wrong end of that bet?

40
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Fixed-Price Agreements

Advantages

» Easy to understand, easy to negotiate — the first time only!
» Inexpensive

= Easy for attorneys to draft

= Easy for owners to understand

» No appraisers required (not good!)

Disadvantages

» Fixed prices are seldom updated, even over periods of many years. Inequities are almost certainly a result of out-
of-date fixed-price agreements

» Easy to set an initial price, but may be difficult to reset as time passes and interests diverge

» The longer period of time between updates to fixed-price agreements, the greater the potential for a divergence
of the interests of the various parties

» Failure to update price can be disastrous to estate plans of owners

How to “fix” an out-of-date Fixed-Price Agreement

» Update it annually — so simple but rarely ever done — so ineffective solution

» Solutions to be
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Formula Agreements

Description

The owners established a formula to calculate price.

Chances are, no one has calculated it lately.
Chances are, it can give an unreasonable result now.

Combined with changes in the company and the industry:

» The formula price may be higher than a realistic value today.
» The formula price may be lower than a realistic value today.
» The formula price is realistic today.

The owners haven’t agreed on ways to make necessary/appropriate adjustments.

Realities seldom discussed

If the value is unrealistically low, each owner is betting that the other guy will die first and they will get to buy at the low
price.

If the value is unrealistically high, each owner is betting that they will be the one to leave the business so he/she and
their family can benefit.

The other owner(s) are making just the opposite bets.
Why should the owners take a chance that they’ll be on the wrong end of that bet?
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Formula Agreements

» State a single formula to be applied to balance sheet and/or income statement metrics

Example

» Multiple of Blue Sky — (3-5X)
= What franchise? Source of Multiple
= Multiple of EBT? Less Debt?

» Book Value
= NAV or Tangible Net Value

How to “fix” a Formula Agreement

» Every year, calculate the price based upon the formula

» What to do if the formula provides result that does not make sense?

» Solutions to be discussed
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Valuation Process Buy-Sell Agreements

Description

The owners agreed to let business appraisers set the price for the agreement if and when it is triggered.
No one has the foggiest idea what will happen or what the price will be.

No one knows what “kind of value” the appraiser will provide:
» It could be the value of an illiquid interest.
* It could be the value of the entire enterprise pro rata to ownership.
» It could be reasonable and what each owner thought they agreed to.
» It might not (probably) be what anyone or everyone expects

No one will know until the end of a lengthy & uncertain process what the
outcome will be.

Realities seldom discussed

Each owner is betting that the ultimate price will be favorable (or at least reasonable) for them.
The company is betting that the process will work and that the price set will be affordable.

Everyone is betting and someone will lose.

Good estate planning?
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Process Buy-Sell Agreements

A buy-sell agreement provides a valuation process
employing one or more appraisers

Value is determined by the appraisers in a manner defined
in the buy-sell agreement

Two types of process buy-sell agreements:

MULTIPLE APPRAISER SINGLE APPRAISER
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Valuation Process Buy-Sell Agreements

The valuation mechanism of every buy-sell
agreement should be

UNDERSTANDABLE PREDICTABLE

LIKELY TO ACHIEVE REASONABLE HELPFUL IN THE WERLTH MANAGEMENT

RESOLUTIONS and ESTATE PLANNING PROCESSES
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SECTION 5

Family Transition Issues



Unique Auto Dealer Issues

« Factory-Approved Dealer Principal

e Second and Third Generation Owners

« Decision to pass on to next generation or sell

 Active vs. Non-Active Children in Business

« How to “Equitably” transfer value

« Operating Entity vs. Real Estate Holding Entity
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Questions

Scott A. Womack, ASA, MAFF
womacks@mercercapital.com
615.345.0234

www.mercercapital.com
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