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Preface

Intent of the Book

The business of business valuation has been changing at a pace that is
even more accelerated than the pace of change in the world’s economy.
At the start of the new millenium, we are experiencing a global trans-
formation of financial markets and business procedures. The number of
situations in which business valuation techniques apply is expanding
exponentially. In this unsettled climate, conventional business valua-
tion principles and procedures are proving to be robust and remarkably
versatile. To keep abreast, this anthology of advanced business valua-
tion wisdom provides a new benchmark of contemporary discussions of
topics of interest to experienced business valuation practitioners.

As a profession, business valuation is the most rapidly growing of
the major appraisal disciplines. There are many new entrants into the
field. What they may not know is that there has been an entire genera-
tion of professional business analysts who have spent their careers in
the field. Many of the new entrants consider complicated business
valuation situations to be too infrequently encountered or too esoteric to
be of interest.

On the contrary, we have found that the advanced business valua-
tion matters are instructive because they shine a bright light on what
many of the less experienced consider to be “gray areas.” Studying the
advanced business valuation situations like those covered in this book
demystifies issues that the uninitiated might consider controversial.
This book includes some of the leading ideas on advanced business val-
uation topics, contributed by prominent members of the business valu-
ation community—ideas that will be instructive to both the beginner
and the experienced business valuation practitioner.

There are several well-regarded books that provide a solid founda-
tion for the general theory and application of business valuation. We
have coauthored three: Valuing a Business, Valuing Small Businesses
and Professional Practices, and Valuing Intangible Assets. Handbook of
Advanced Business Valuation is intended to be the in-depth complement
to these three popular valuation texts.

In fact, these four texts may be considered as a complementary collec-
tion that covers the spectrum of financial valuation. These texts present
different levels of discussion of current financial valuation conceptual

vii



viii

Preface

development and practical application. We have found that when com-
mon terminology and notations are used, even complex financial valua-
tion concepts become easy to absorb.

In addition to presenting advanced discussions of technical financial
valuation applications, this book is intended to be—and to remain—
contemporary. Accordingly, each chapter shares with the reader the cur-
rent state of conceptual thinking, methodological applications, judicial
precedent, and empirical data sources. It is the intention of the editors
to update this book periodically with new topics and fresh ideas on these
topics. Such periodic updates will allow the Handbook of Advanced
Business Valuation to be a current and timely reference source to all
valuation analysts.

Content of the Book

We explore and debunk controversial topics unlike any other book.
Handbook of Advanced Business Valuation sheds light on critical issues
such as:

e What is the best way to estimate the required return on an invest-
ment and how is that estimate different if the investment is not in
the United States?

¢ How is the value of securities that are not traded on organized stock
markets affected by their lack of liquidity?

What business valuation opportunities exist for wealthy individuals?

e How are business valuation techniques used and abused in litiga-
tion over economic damages or the fair value of a minority share-
holder’s interest?

e What are the essential factors that drive the value of sports fran-
chises?

e How can business valuation techniques be used to reduce property
taxes?

e What are ESOPs and why are they valued differently from other
business interests?

¢  Will my company be worth more if I make the S election?

This book is presented in four parts. The earlier parts include more
general topics. The later chapters present more specific topics.

Part I presents general technical topics that may be applicable to
most complex business valuations. These topics include estimating the
appropriate cost of capital (for both domestic and international valua-
tion analyses), estimating equity risk premiums, and quantifying vari-
ous valuation discounts.

Part II presents examples of special applications of valuation meth-
ods. These special applications include S corporation valuations, family
limited partnership valuations, and in-process research and develop-
ment valuations.
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Part III discusses the conceptualization and the conduct of business
valuations for specific purposes. These specific purposes include estate
planning and intergenerational wealth transfer, ESOP formation and fi-
nancing, ad valorem taxation assessment, estimation of economic dam-
ages, fair value analyses in oppressed shareholder litigation, fairness
and solvency analyses, and transaction planning and structuring.

Part IV presents special valuation issues related to specific indus-
tries. These chapters discuss advanced valuation issues in such diverse
industries as sports franchises, automobile dealerships, radio broad-
casting companies, health care, emerging and technology companies,
and government contractors.

Audience for the Book

This book should be useful to a variety of constituencies who are inter-
ested in specialized business valuation topics, including:

1. Experienced business valuation analysts who want to remain cur-
rent with the most up-to-date professional developments.

2. Less experienced valuation analysts who want to prepare for a spe-
cialized valuation assignment.

3. Investment bankers, business brokers, accountants, and other
transactional intermediaries who participate in the valuations and
sales of businesses and business interests.

4. Commercial bankers and merchant bankers who finance the pur-
chases of businesses and business interests.

5. Lawyers, judges, regulators, and other members of the legal com-
munity who have to interpret business valuations.

6. Business owners, stockbrokers, chief financial officers, tax man-
agers, and investors who rely upon business valuations for transac-
tional, taxation, financing, and strategic planning purposes.

Each audience may have a different level of interest in the theoreti-
cal concepts, practical applications, and empirical data presented in this
book. One word of caution is in order, however. Casual readers of a book
like this may read only a few chapters and convince themselves that
they have a rigorous comprehension of this complex subject. The valua-
tion and economic analysis of businesses and business interests is
an evolving discipline. Even the serious reader of the entire book will
begin—but not complete—an exploration of this complex topic.

Robert F. Reilly
Robert P. Schweihs






Acknowledgments

First and foremost, we would like to thank each of the chapter authors.
We were able to assemble a remarkable group of nationally recognized
valuation practitioners and legal experts to contribute to this book.
Each of the chapter authors is a leading valuation or legal practitioner.
And each of the chapter authors enjoys individual prominence and em-
inence in the professional community.

Readers should appreciate that the chapter authors can look for-
ward to virtually no compensation for their efforts. In fact, they received
only a complimentary copy of the book. Therefore, these authors did not
expend their valuable time and considerable effort for personal gain.
Rather, each wanted to make a significant contribution to the profes-
sional literature of the financial valuation profession. The editors are
extremely appreciative of each author’s significant contribution.

As is often the case with leading authorities in any profession, the po-
sitions espoused by the chapter authors are not necessarily those that
have been adopted by the profession’s societies and institutes. In fact,
sometimes the chapter authors may not agree with one another.
However, in each case, the chapter authors have presented the most ad-
vanced and the most contemporary discussions of their respective topics.

In particular, we would like to thank Charlene M. Blalock, a research
associate in our Portland (Oregon) office, who served as the project man-
ager for this undertaking. Charlene coordinated all aspects of the writ-
ing, editing, and publication of this book. She was responsible for obtain-
ing permission to use material reprinted in this book from other sources.
Charlene also prepared the index and edited and proofread the manu-
script. As with all our recent publications, this book would simply not
have been completed without Charlene’s dedication and project man-
agement. Sally Martin also provided proofreading assistance.

We also with to thank Roger Marsh, acquisitions editor of McGraw-
Hill, for his guidance and assistance with this book.

For permission to use material, we especially wish to thank:

Appraisal Institute John Wiley & Sons, Inc.
Brueggeman & Johnson Merrill Lynch & Co., Inc.
Forbes Inc. Robert W. Baird & Co.

Houlihan Lokay Howard & Zukin University of Chicago
Howard Frazier Barker Elliott, Inc.  Value Line
Ibbotson Associates

Robert F. Reilly
Robert P. Schweihs
Chicago, Illinois

xi






About the Editors

Robert F. Reilly

Robert F. Reilly is a managing director of Willamette Management
Associates. He is a certified public accountant, a certified management
accountant, a chartered financial analyst, an accredited senior ap-
praiser of the American Society of Appraisers (designated in business
valuation), and a certified business appraiser of the Institute of
Business Appraisers. He is an accredited tax adviser and an enrolled
agent. He is also a certified real estate appraiser, a certified review ap-
praiser, a state-certified general appraiser, and a state-certified affiliate
of the Appraisal Institute. He serves as an issues resource panel mem-
ber of the Appraisal Foundation.

Mr. Reilly provides consulting services relating to business valua-
tion, intangible asset appraisal, security analysis, and damages analy-
sis. He has testified as an expert witness in federal, state, and interna-
tional courts on numerous occasions, and he regularly provides clients
with litigation support and dispute resolution services. Mr. Reilly has
also served as a court-appointed arbitrator.

He is the coauthor of Valuing a Business: The Analysis and
Appraisal of Closely Held Companies, 3d ed. (McGraw-Hill, 1996),
Valuing Small Businesses and Professional Practices, 3d ed. (McGraw-
Hill, 1998), Valuing Intangible Assets (McGraw-Hill, 1999), and Valuing
Accounting Practices (John Wiley & Sons, 1997).

He has authored chapters in numerous books related to specialized
topics, such as ad valorem property taxation, matrimonial law and mar-
ital dissolution, and employee-owned corporations. He has also written
over 200 articles on valuation-related topics that have been published in
various professional journals.

Mr. Reilly is often called upon to speak at seminars and conferences
of professional groups. He has also taught courses in business valuation
both in the United States and abroad.

Prior to joining Willamette Management Associates, Mr. Reilly was
a partner and national director of the Deloitte & Touche Valuation
Group. Before that, he was vice president of Arthur D. Little Valuation,
Inc., a national appraisal firm.

He received an MBA in finance from the Columbia University
Graduate School of Business and a B.A. in economics from Columbia
University.

xiii



xiv About the Editors

Robert P. Schweihs

Robert P. Schweihs is a managing director of Willamette Management
Associates. He is an accredited senior appraiser of the American Society
of Appraisers (designated in business valuation). He is also a member
of the ESOP Association, the Institute of Property Taxation, and the
Association for Corporate Growth. He serves as a trustee of the
Appraisal Foundation.

Mr. Schweihs provides consulting services relating to business valu-
ation, intangible asset appraisal, security analysis, and damages analy-
sis. He has testified as an expert witness in federal and state courts and
regularly provides clients with transactional fairness opinions, solvency
analyses, economic analyses, financial advisory services, and litigation
support services.

He is the coauthor of Valuing a Business: The Analysis and
Appraisal of Closely Held Companies, 3d ed. (McGraw-Hill, 1996),
Valuing Small Businesses and Professional Practices, 3d ed. (McGraw-
Hill, 1998), Valuing Intangible Assets (McGraw-Hill, 1999), and Valuing
Accounting Practices, (John Wiley & Sons, 1997). He has also written
numerous articles on valuation-related topics that have been published
in various professional journals.

Mr. Schweihs is often called upon to speak at seminars and confer-
ences of various professional groups. He has taught courses in business
valuation both in the United States and abroad.

Prior to joining Willamette Management Associates, Mr. Schweihs
was a partner and national director of Deloitte & Touche Valuation
Group. Before that, he was a manager of Arthur D. Little Valuation, Inc.,
a national appraisal firm.

He received an MBA in economics and finance from the University
of Chicago Graduate School of Business, and a B.S. in mechanical engi-
neering from the University of Notre Dame.

Willamette Management Associates

Founded in the 1960s, Willamette Management Associates is one of the
oldest and largest independent valuation consulting, economic analysis,
and financial advisory services firms in the country. In addition to val-
uation consulting services, Willamette Management Associates provides
specialized capital market and investment banking services.

Both Robert Reilly and Bob Schweihs can be reached at the Chicago
office of Willamette Management Associates, 8600 West Bryn Mawr
Avenue, Suite 950-N, Chicago, IL 60631-3505; phone 773-399-4300; fax
773-399-4310.



List of Contributors

Gregory K. Brown is a partner in the Chicago, Illinois, law firm of
Seyfarth, Shaw, Fairweather & Geraldson, and a member of their
Employee Benefits and Executive Compensation Group. Mr. Brown’s
practice is concentrated in employee benefits, executive compensation
law, Employee Retirement Income Security Act (ERISA), and employee
stock ownership plans (ESOPs). He is an active member of the
American and Illinois Bar Associations and The ESOP Association. He
has authored numerous articles and frequently speaks on retirement
plan and ESOP matters. Mr. Brown received his B.S. from the
University of Kentucky and his J.D. from the University of Illinois.

James T. Budyak is vice president and principal for American
Appraisal Associates and is active in valuation and due diligence for
businesses, equity and debt investments, intangible assets, and solvency
and fairness opinions. He is an active public speaker and has taught sev-
eral college courses. He is a member of the American Society of
Appraisers Publications Committee and Editorial Review Board and a
board member for the Milwaukee Investment Analysts Society. His pub-
lications include: “New IRS Position on Valuation May Result in Reduced
Marital and Charitable Deductions,” Journal of Taxation, September
1993; “Estate Freeze Rules Affect Partnership Valuation Discounts,”
Taxation for Lawyers, January 1997; and “Developing Discount Rates for
Foreign Investments,” Valuation Strategies, July 1998 (on which Chapter
2 of this book is partially based).

Claire H. Donias is a principal in the Los Angeles office of Arthur
Andersen LLP, specializing in the valuation of business interests and
intangible assets, and property tax valuations where functional and eco-
nomic obsolescence are major issues. He has testified extensively in a
career of more than 35 years. His formal education includes business ad-
ministration and mechanical engineering, and he is a registered profes-
sional engineer. Past president of the American Society of Appraisers and
a member of its College of Fellows, he is on the faculty of the National
Judicial College, teaching business valuation to state and federal judges.

Drew S. Dorweiler, graduate of Dartmouth College, is senior manager
of Wise, Blackman in Montreal. He has testified as an expert witness, is
Eastern Canadian Director of the American Society of Appraisers,
serves on committees of the Illinois CPA Society and Foundation, is a
director of the Association of Certified Fraud Examiners (Montreal
Chapter), and is a member of Mensa. He has contributed to Forbes,
Financial World, Guide to Canadian Business Valuations, and publica-
tions of the AICPA and Canadian Institute of Chartered Accountants.

Xv



Xvi

List of Contributors

S. Stacy Eastland is a partner in the Business and Estate Planning de-
partment of the Houston office of Baker & Botts, L.L.P. He has developed
innovative estate planning techniques and is a regular lecturer on di-
verse business and estate planning issues. Mr. Eastland is a member of
the State Bar of Texas, the American Bar Association (Supervisory
Council Member, Section of Real Property and Trust Law, 1990—present),
a fellow of the Texas Bar Foundation, a regent of the American College of
Trust and Estate Counsel, and a member of the International Academy
of Estate and Trust Law. He is listed in The Best Lawyers in America,
Who’s Who in America, and was recently interviewed concerning estate
planning by Fortune magazine.

Charles Elliott is a principal and senior managing director of Howard
Frazier Barker Elliott, Inc., a valuation and financial consulting firm in
Houston, Texas. He began his career as a financial analyst with a New
York Stock Exchange firm and then advanced into investment manage-
ment. In 1977, he began the corporate valuation department at
Underwood, Neuhaus. Mr. Elliott is an accredited senior appraiser and a
chartered financial analyst. He attained his undergraduate degree from
Princeton University and his M.B.A. from the Wharton Graduate
Division of the University of Pennsylvania.

Joseph S. Estabrook is a manager in the Business Valuation and
Litigation Services Group of Ellin & Tucker, Chartered. He is a certified
public accountant and has been accredited in business valuation by the
AICPA. He is a member of the Institute of Business Appraisers and the
American Society of Appraisers where he is a candidate member in its
business valuation section. Mr. Estabrook is the past chairman of the
Business Valuation and Litigation Services Committee of the Maryland
Association of Certified Public Accountants. He has often testified as an
expert witness on business valuation issues and is a frequent speaker to
professional societies and various business groups.

Jay E. Fishman, ASA, CBA is president of Financial Research, Inc. in
Fort Washington, Pennsylvania. He is co-author with Shannon Pratt of
Guide to Business Valuations and co-author of Guide to Canadian
Business Valuations. Mr. Fishman is the former chair of the Business
Valuation Committee of the American Society of Appraisers and a
trustee of The Appraisal Foundation. He has an M.B.A. from LaSalle
University.

Steven D. Garber, CFA, ASA, is a partner of Willamette Management
Associates and director of the firm’s San Francisco office. His primary
areas of expertise include the appraisal of closely held businesses and
business interests for the purposes of litigation support, taxation, trans-
action analysis, and employee stock ownership plans (ESOPs). Steve
has an M.B.A. from Carnegie-Mellon University and an undergraduate
degree in bioengineering from The Johns Hopkins University.



List of Contributors xvii

Lawrence B. (Larry) Gooch has 28 years of corporate valuation experi-
ence with American Valuation Consultants, Arthur D. Little Valuation,
and Price Waterhouse (now PricewaterhouseCoopers). During his career,
Mr. Gooch has been involved in valuations of tangible and intangible
property for over 100 of the top 1,000 companies. Mr. Gooch is an accred-
ited senior appraiser (ASA) of the American Society of Appraisers and
holds an MBA and engineering degree from Stanford University.

Chester A. Gougis, president and chief executive officer of Duff &
Phelps, LLC, joined the firm in 1979 from the corporate finance group of
Harris Trust and Savings Bank. Mr. Gougis graduated magna cum
laude from Harvard University in 1974 with a B.A. in economics. He re-
ceived his MBA in finance and accounting, with honors, in 1976 from the
University of Chicago. He is a member of the Economists Club of
Chicago and the Business Valuation Association. He also sits on the
Board of Trustees of the Chicago Symphony Orchestra and the Greater
Chicago Chapter of the National Multiple Sclerosis Society.

Roger J. Grabowski, partner in the Corporate Value Consulting prac-
tice of PricewaterhouseCoopers LLP, founded the Valuation Services
practice of Price Waterhouse LLP. Roger has a broad valuation back-
ground in business interest and underlying asset (inventory, intangible
assets, real property, and industrial equipment) valuation. Roger has
testified in numerous cases. For example, his testimony on behalf of the
taxpayers in District Court was quoted by Justice Blackmun in the
landmark Newark Morning Ledger opinion (Newark Morning Ledger v.
U.S., No. 91-1135 S. Ct. (June 4, 1992)).

Lee P. Hackett is executive vice president of American Appraisal
Associates, Inc., and a board member of AA Management Group. He co-
ordinates American Appraisal’s global operations and provides advisory
services to American Appraisal’s key clients worldwide. He is chair of
the Affiliate Firm Committee of the American Society of Appraisers,
member and past chair of the Industry Advisory Council of The
Appraisal Foundation, and a member of the Counselors of Real Estate.
He also serves as trustee, treasurer, and chair of the Investment
Committee for St. Johnsbury Academy, board member of the Wisconsin
Conservatory of Music, and corporation member for Milwaukee School
of Engineering.

Jeffrey A. Herbst is a partner at the law firm of Wilson Sonsini Goodrich
& Rosati in Palo Alto, California, where he represents high technology
and other emerging growth companies in general business and securities
matters. His areas of expertise include public offerings, venture capital fi-
nancings, joint ventures, and mergers and acquisitions. Mr. Herbst also
has extensive experience in strategic partnering, technology licensing,
and other technology-driven transactions. His clients range from start-
ups to large, public companies.



xviii

List of Contributors

John E. (Jack) Kane is a principal in Kane Reece Associates, Inc., a val-
uation, management, and technical consultancy firm based in Westfield,
New Jersey. Mr. Kane has over 25 years of experience as an executive at
major media/communications corporations and in providing valuation
and financial advisory services to entertainment, media, and communi-
cations firms. He is a chartered financial analyst, an accredited senior
appraiser (certified in business valuation) of the American Society of
Appraisers, and a member of the New York Society of Security Analysts.

David W. King is a director of the Corporate Value Consulting practice
in the Chicago Office of PricewaterhouseCoopers LLP, where he has
conducted extensive research into the theory and practical application
of discount rates for domestic and international companies. His previ-
ous publications include articles reporting original empirical research
on the relationship between company size and rates of return on corpo-
rate equity. He is a chartered financial analyst.

Dr. Robert Lawrence Kuhn is president of The Geneva Companies,
the largest merger and acquisition company for private, middle-market
businesses in the United States. Dr. Kuhn is a special advisor to various
ministries in the People’s Republic of China and the author or editor of
over 25 books in business and finance. He is editor-in-chief of Irwin’s
seven-volume The Library of Investment Banking and McGraw-Hill’s
Handbook for Creative and Innovative Managers.

M. Mark Lee is KPMG LLP’s national product partner for Fairness
Opinions. Previously, he was KPMG’s principal-in-charge of Valuation
Advisory Services in the Northeastern Region of the United States.
Prior to joining KPMG in December 1995, he was a managing director
of Bear, Stearns & Co. Inc. and a member of its Valuation Committee.
Mr. Lee has written many articles on business valuations and fairness
opinions and has testified as an expert in court. He holds an M.B.A.
from the New York University Graduate School of Business (Stern) and
a Bachelor of Science in economics from the Wharton School of Finance
and Commerce of the University of Pennsylvania. He is also a chartered
financial analyst.

Tracy Lefteroff, partner-in-charge of PricewaterhouseCoopers Global
Life Sciences Industry Services, is in charge of services to publicly traded,
privately owned, and venture capital-funded life sciences companies
worldwide. Mr. Lefteroff has been with PricewaterhouseCoopers for ap-
proximately 12 years and currently serves on the board of directors of the
Stanford Venture Laboratory. He has served as treasurer of the
Washington State Biotechnology Association and also as chairman of the
MIT Enterprise Forum of the Northwest.

David C. Light is a senior associate in the Chicago office of
Valuemetrics, Inc. He holds his undergraduate degree in economics from
Princeton University and his master’s degree from the University of
Chicago.



List of Contributors xXix

Gilbert E. Matthews is chairman of the board and senior managing di-
rector of Sutter Securities Incorporated in San Francisco. From 1960
through 1995 he was with Bear, Stearns & Co. Inc. in New York where
he had been senior managing director and a general partner of its pre-
decessor partnership. From 1970 through 1995, he was chairman of
Bear Stearns’ Valuation Committee, which was responsible for all opin-
ions and valuations issued by the firm. Mr. Matthews received an A.B.
from Harvard in 1951 and an M.B.A. from Columbia in 1953. He is a
member of the New York Society of Security Analysts and a chartered
financial analyst (CFA).

Richard C. May is the president and founder of Valuemetrics, Inc., a
corporate financial advisory firm. He has worked with owners of pub-
licly and privately held corporations for more than 20 years and is re-
garded as a leading expert in the area of business valuation. Mr. May re-
ceived his undergraduate degree in management from Purdue
University and his master’s degree from MIT’s Sloan School of
Management.

Michael Mendelevitz is managing director of ESOP Advisors, Inc., an
investment banking firm that serves as financial advisor to middle-mar-
ket companies worldwide. Mr. Mendelevitz is a graduate of Miami
University (Ohio). He has successfully implemented ESOP LBOs in
middle-market corporate transactions, providing analysis, financing,
and structuring expertise. In recognition of his “groundbreaking” work
in the area of applications of ESOPs to government privatization, he
was named a fellow of Syracuse University's Maxwell School for Public
Administration.

Roy H. Meyers, CFA, ASA, is a senior vice president of Management
Planning, Inc., a leading national business valuation firm. He holds an
M.B.A. from the Rutgers University Graduate School of Management
and a bachelor degree from Rutgers College. He is a member of the New
York Society of Security Analysts and the Construction Financial
Management Association.

Thomas J. Millon Jr. is a principal of Willamette Management
Associates and director of its McLean, Virginia, office. Mr. Millon has
substantial experience in the appraisal of business entities and busi-
ness interests, in the appraisal of fractional business interests , and in
the valuation and remaining life analysis of intangible assets. He is an
accredited senior appraiser (ASA) of the American Society of
Appraisers, certified in business valuation. He is also a chartered fi-
nancial analyst (CFA) of the Association for Investment Management
and Research.

John L. Miscione is the managing director of the New York office of
Valuemetrics, Inc. He received his undergraduate degree in psychology
from Johns Hopkins University, an M.A. in psychology from the
University of Virginia, where he was a Deans Fellow, and an M.B.A. in
finance and business strategy from New York University.



List of Contributors

John C. O’Brien is an associate in the Chicago office of Valuemetrics,
Inc. Mr. O’'Brien holds an undergraduate degree in business adminis-
tration from Loyola University, where he graduated cum laude. He re-
ceived a Master’s of Science in finance degree from DePaul University
where he graduated with distinction.

Robert P. Oliver, ASA, is the president of Management Planning, Inc., a
leading national business valuation firm. A published author and frequent
speaker on valuation topics, he is a recognized valuation expert. Mr. Oliver
holds an M.B.A. from the New York University Graduate School of
Business and an undergraduate degree from Rutgers College. He has par-
ticipated as a speaker in business valuation educational programs.

John R. Phillips is a principal at PHB Hagler Bailly in Los Angeles,
California. Mr. Phillips is a CFA and a CPA holding the accredited in
business valuation (ABV) designation of the AICPA. He has co-authored
a chapter in the Litigation Services Handbook, 2d ed., and has co-au-
thored a course sponsored by the California CPA Education Foundation.
He has written articles for the ABA Journal, the Los Angeles Lawyer,
the Commercial Damages Reporter, and Business Valuation Review.

John W. Porter is a partner in the Houston office of the law firm Baker
& Botts, L.L.P. He received his B.B.A. from Texas A&M University and
his law degree from the Baylor University School of Law. A board-certi-
fied specialist in the area of probate, trust and estate law and a fellow
of the American College of Trust and Estate counsel, Mr. Porter is the
current co-chair of the Tax Litigation and Controversy Committee of the
Real Property, Probate and Trust Law Section of the American Bar
Association. Mr. Porter is also a certified public accountant (Texas).
Mr. Porter specializes in fiduciary litigation, and gift, estate and income
tax litigation and controversy work.

Shannon P. Pratt is a managing director of Willamette Management
Associates. He is also editor-in-chief of Shannon Pratt’s Business
Valuation Update and Business Valuation Update for Judges and
Lawyers. Dr. Pratt is co-author of Valuing a Business: The Analysis and
Appraisal of Closely Held Companies, 3d ed. (McGraw-Hill, 1996);
Valuing Small Businesses and Professional Practices, 3d ed. (McGraw-
Hill, 1998); and Guide to Business Valuations, 9t ed. (Practitioners
Publishing Company, 1999). He is also author of Cost of Capital:
Estimation and Applications and Business Valuation Body of Knowledge:
Exam Review and Professional Reference (John Wiley & Sons, 1998). Dr.
Pratt currently serves as a trustee of The Appraisal Foundation.

James G. Rabe is co-director of the Portland, Oregon, office of
Willamette Management Associates, where he has appraised numerous
emerging growth companies for a variety of different purposes. He is an
accredited senior appraiser (ASA) of the American Society of Appraisers
(certified in business valuation), a chartered financial analyst (CFA), and
holds an M.B.A. from Washington University in St. Louis and a B.S.B.A.
in finance from the University of Missouri at Columbia.



List of Contributors xxi

Anne C. Singer is a shareholder in the Westmont, New Jersey, law
firm, Earp Cohn P.C., where her practice focuses on commercial civil
litigation, including shareholder disputes. Before entering private prac-
tice, she served for 12 years as an Assistant United States Attorney for
the District of New Jersey. Ms. Singer holds a J.D. from the University
of Cincinnati (1973), an M.S. from the University of Alabama (1969),
and a B.S. from the University of Chicago (1966).

Robert S. Socol is a principal of Willamette Management Associates
and national director of the firm’s employee benefits practice. Mr. Socol
has significant experience ina variety of valuation and financial advi-
sory services, including ESOP opinions, transaction opinions, mergers
and acquisitions, financing leveraged buyouts, corporate planning, busi-
ness valuations, litigation support, and financial restructuring. In pro-
viding the foregoing services, he has extensive experience in equity al-
location issues, complex deal structuring, deal negotiation, and design of
innovated securities.

Gary R. Trugman is a certified public accountant as well as an ac-
credited appraiser in business valuation by the American Institute of
Certified Public Accountants, the Institute of Business Appraisers Inc.,
and the American Society of Appraisers. Gary has authored a text enti-
tled Understanding Business Valuation: A Practical Guide to Valuing
Small and Medium Sized Businesses. He regularly appears in court as
an expert witness testifying on business valuation matters.

Michael J. Wagner is a managing director at Putnam, Hayes & Bartlett,
Inc., in Palo Alto, California. He has a B.S. in engineering from the
University of Santa Clara, an M.B.A. from U.C.L.A., and his J.D. degree
from Loyola University at Los Angeles. Mr. Wagner is a licensed attorney
and CPA in California. Mr. Wagner is the author of many articles on the
topics of computation of damages. He is coeditor of the Litigation Services
Handbook, 2d ed.

Charles A. Wilhoite is a principal of Willamette Management Associates
and co-director of the firm’s Portland, Oregon, office. Mr. Wilhoite’s prac-
tice focuses on business valuations and intangible asset appraisal for
mergers and acquisitions, ESOPs, gift and estate tax planning, damages
estimation, and dispute resolution. Mr. Wilhoite received his B.S. degrees
from Arizona State University in accounting and finance. He is an ASA
(accredited senior appraiser in business valuation), an ABV (accredited in
business valuation), and is certified as a public accountant (CPA), a man-
agement accountant (CMA), and in financial management.

James L. (Butch) Williams is managing shareholder of Williams,
Taylor & Associates, P.C., a Birmingham, Alabama, accounting and con-
sulting firm. He is the current chairman of the AICPA Consulting
Services Business Valuations Subcommittee, and he is a former chairman
of the NACVA Executive Advisory Board. His firm is a member of the
Financial Consulting Group and CPA Associates International, Inc. He



xxii

List of Contributors

has extensive experience in automobile dealership and family limited
partnership valuation matters.

Richard M. Wise of Wise, Blackman, one of Canada’s leading valuation
firms, is a graduate of McGill University, past president of The Canadian
Institute of Chartered Business Valuators, fellow of the Institute of
Chartered Accountants, and former regional governor of the American
Society of Appraisers. Author of Financial Litigation—Quantifying
Business Damages and Values (Canadian Institute of Chartered
Accountants), Mr. Wise contributes extensively to professional publica-
tions; is a frequent speaker at conferences of lawyers, accountants, and
business appraisers across North America; and is consultant to the
Canadian Government.

Richard D. Wolfe, a financial analyst with Kane Reece Associates, Inc.,
provided research assistance on Chapter 19. He is a 1994 graduate of
the Wharton School of Business of the University of Pennsylvania, a
candidate for the chartered financial analyst and accredited senior ap-
praiser designations, and a member of the New York Society of Security
Analysts.



Contents

Preface vii
Acknowledgments xi
About the Editors xviii
PartI Technical Topics 1

1 The Income Approach—Estimating the Cost
of Capital 3
Shannon P. Pratt
Introduction. Definition of the Cost of Capital. Components
of the Cost of Capital. Cost of Capital Equals Discount Rate.
Discount Rate Versus Capitalization Rate. Characteristics of Cost
of Capital. Cost of Capital by Capital Structure Component.
Cost of Debt. Cost of Preferred Equity. Cost of Common Equity.
Weighted Average Cost of Capital. Definition. Company Actual
Versus Hypothetical Capital Structure. Estimation of Cost of
Equity Capital. Elements Reflected in Cost of Equity. Capital
Asset Pricing Model (CAPM). Assumptions Underlying the CAPM.
Build-Up Model. Discounted Cash Flow Method. Arbitrage
Pricing Model. Common Errors in Estimation and Use of Cost
of Capital. Confusing Discount Rates with Capitalization Rates.
Using the Firm’s Cost of Capital to Evaluate a More or Less Risky
Acquisition or Project. Mistaking Historical Rates of Return for
Expected Rates of Return. Mismatching the Discount Rate with
the Economic Income Measure. Performing an Excess Earnings
Method of Valuation That Results in an Unrealistic Cost of Capital.
Projecting Growth Beyond That Which the Capital Being Valued
Will Support. Internally Inconsistent Capital Structure Projection.
Assumptions That Produce a Standard of Value Other Than That
Called for in the Valuation Engagement. Summary.

2 International Cost of Capital 25
James T. Budyak and Lee P. Hackett
Introduction. Multiple Step Process. Political Risk Analysis.
Interest Rate Analysis. Economic Considerations. Yield
Differentials. High-Yield Debt. Income Tax Rate Analysis.
Applying Risk Premiums. Stage of Development. Economic
Dependencies. Summary of International Cost of Capital
Theory. Forecast Considerations. Nominal or Real? Currency
Exchange Risk. Application. Global Hurdle Rates. Lack of
Perfect Data. Data Sources. Political Risk Data. Interest Rate
Data. Brady Bonds. International Equity Risk Premiums.
Comparable Countries. Country Betas. Income Tax Rates.
Computer Models. Sample Report Section—Discount Rate

xxiii



XXiv

Contents

Development. Overview. Base U.S. WACC. Methodology.
Conclusion.

Equity Risk Premiums 55
David W. King and Roger J. Grabowski

Introduction. The Realized Return Approach. The Selection of
the Observation Period. The Selection of Which Average to Use—
Arithmetic or Geometric? Minority Ownership Interest Returns
or Controlling Ownership Interest Returns? Forward-Looking
Approaches. Bottom-Up Approaches. Top-Down Approaches.
The Use of Surveys. Other Data Sources. Expected Returns
and the Size Effect. Observed Equity Risk Premiums.

Criticisms of the Small Stock Effect. Summary and Conclusion.

Discounts for Lack of Marketability—Empirical

Evidence Related to Pre-IPO Pricing 81
Steven D. Garber and Jeffrey A. Herbst, Esq.

Introduction. Use of Empirical Evidence and Lack of
Marketability Discounts—Regulatory Oversight and a Standard of
Care. Summary of Restricted Stock Studies. Summary Results
of the Robert W. Baird and Company Study. Summary Results of
the Willamette Management Associates Study. Baird Study
versus Willamette Management Associates Study. Willamette
Management Associates Pre-IPO Study Methodology. Willamette
Management Associates Pre-IPO Study—A Closer Look.

Discount for Lack of Marketability—Critical Factors. Discount
for Lack of Marketability—Block Size. Discount for Lack of
Marketability—Time Frame. Discount for Lack of
Marketability—Industry. Common Critiques of the Willamette
Management Associates Pre-IPO Study. Summary.

Discounts Seen in Private Placements of Restricted
Stock: The Management Planning, Inc., Long-Term

Study (1980-1996) 97
Robert P. Oliver and Roy H. Meyers

Introduction. The Relevance of Restricted Stock Discounts.
Finding Private Placement Transactions. Analysis of the
Relationships Between Specific Factors and the Size of Discounts.
Factors with the Most Explanatory Power. Factors with Some
Explanatory Power. Factors with Minimum Explanatory Power.
The Influence of Registration Rights on Discounts. QObservations
and Conclusions.

Part I Special Applications 117

6 S Corporations—Premium or Discount? 119

Gary R. Trugman

Introduction. What Is an S Corporation? Valuation Issues.
Standard of Value. Purpose of the Assignment. Control versus
Minority Ownership Interest. Distributing versus
Nondistributing. Corporate or Personal Income Tax Rate.



Contents XXV

Holding Period of the Investment. Timing of the Valuation.
Conclusion.

7 Blockage Discounts 139
Joseph S. Estabrook
Introduction. Tax Court Cases and Considerations in
Determining Blockage. How to Estimate the Size of a Blockage
Discount. Other General Factors in Considering the Amount of a
Blockage Discount. Alternate Valuation Date for Estate Tax
Purposes. Underwriting Fees and Other Sales-Related Expenses.
Separate Valuation of Contemporaneous Gifts. Blockage Discount
Applies to Assets Other than Stock. Summary. Bibliography.

8 The Valuation of Family Limited Partnerships 155
Charles L. Elliott
Overview. The Rationale Behind FLPs. Chapter 14 of the
Internal Revenue Code. The Partnership Beginner’s Kit for the
Valuation Analyst. Business Purpose. Contributions.
Management Prerogatives. Distributions to the Partners.
Transferability of Limited Partnership Interests. Control in the
Context of Limited Partnership versus a Corporation. Valuation
Parameters. Security Partnerships. Real Estate Partnerships.
The Section 754 Election. Illustrative Case. Summary

9 In-Process R&D 175
Lawrence B. (Larry) Gooch
Methodology. Contributory Assets. Nonwasting Assets.
Wasting Assets. Existing Technology. Estimating In-Process
Cash Flows. Estimating Useful Life of In-Process Technology.
Revenue Projection. Projecting Expenses. Cost of Capital.
Example 1. Assumptions. Analysis. Example 2. Example 3.
Summary. Bibliography.

Part III Special Issues Related to Specific-
Purpose Valuations 205

10 The Business Appraiser’s Role in Estate Planning 207
S. Stacy Eastland and John W. Porter
Introduction. Valuations from Qualified and Respected Analysts
Should Be Obtained at the Appropriate Estate Planning Stage.
The Valuation Analyst’s Credibility Is Key. The Valuation
Analyst Should Understand and Apply the Fair Market Value
Standard. Dealing with Legal Issues. A Team of Experts? The
Estate Planning Professional Should Hire the Valuation Analyst.
Remember That Anything Committed to Writing May Be
Discoverable. The Analyst, the Taxpayer, and the Taxpayer’s
Representatives Need Not Retain Drafts of Valuations. The
Valuation Should Be in a Form That Fully Sets Forth the Analyst’s
Conclusions and Is Admissible in Court. When Partial Interests
Are Valued, the Discounts Should Be Appropriately Tied to the
Specific Attributes of the Interest in the Valuation Entity.
Conclusion.



xXxXvi

Contents

11

12

13

14

Valuation Issues Unique to ESOPs 219
Gregory K. Brown

Introduction. Uses and Applications. Statutory Requirements.
Types of ESOPs. Special Considerations. Permissible Employer
Securities. ESOP Tax Incentives. Periodic Contributions to the
Plan Are Tax-Deductible. Tax-Deferred Rollovers. Deductible
Dividends. Distributions, Diversification, and Put Options.
Voting Rights. S Corporations/C Corporations. Independent
Appraiser Requirements. Internal Revenue Code Requirements.
ERISA Requirements. Independent Appraiser Role as a
Nonfiduciary. A Typical Leveraged ESOP Transaction.
Ilustrative Example. Multiple Investor Leveraged ESOPs.
Special Valuation Issues in ESOPs. ESOP Stock Valuation
Factors. Control Versus Minority Ownership Basis for Valuation.
Lack of Marketability Discount. Postransaction ESOP Debt.
ESOP as Seller.

Use of Alternative Equity Securities in the

Capital Structure of ESOP Companies 237
Chester A. Gougis

Introduction. Types of Complex Securities Used in Employee
Stock Ownership and Other Benefit Plans. Standard Convertible
Preferred Stock. Floor Put Convertible Preferred Stock. High-
Yield Convertible Preferred Stock. Super Common Stock.
Tracking Stock. Fixed Dollar Convertible Preferred Stock.
Performance Stock. Reasons for Choosing Complex Securities.
ESOP Debt Repayment Requirements. Taxation Issues.
Compensation Issues. Impact of Postransaction Dilution.
Corporate Governance Issues. Valuation Issues for Complex
ESOP Securities. Summary

Valuation for Ad Valorem Taxation 247
Claire H. Donias

Introduction. Definition of Value. Premise of Value. Valuation
Date. Valuation Approaches. Assets Subject to Valuation. The
Valuation Process. Reclassifications. Valuation Adjustments.
Adjusted Income. Net Cash Flow. Rate of Return. Business
Enterprise Valuation. Valuation of Operating Assets. Analysis
and Observations. Direct Valuation Procedure. Conclusion.

Economic Damages: Use and Abuse of Business

Valuation Concepts 273
John R. Phillips and Michael Joseph Wagner, Esq.

Introduction. Value the Whole or Just a Part? Use All Valuation
Approaches? Value Before or After Taxes? The Rule of Thumb.
Complications to the Rule of Thumb. A Typical Lost Profits
Claim. Value Only the Future? Know Only the Past? Value
Only the Future? Consider Only Information at the Date of Value?
Projected or Expected Cash Flows. Differences in Reporting
Requirements. Use Legal Precedent? Conclusion.



Contents XXVii

15

16

17

18

Fair Value for Oppressed and Dissenting

Shareholders 295
Anne C. Singer and Jay E. Fishman

Introduction. The Dissenter’s Fair Value Case. The Oppressed
Shareholder’s Fair Value Case. Fair Value as a Standard of
Value. The Valuation Date. Fair Value Methodology.

Conclusion.

Fairness Opinions 309
M. Mark Lee and Gilbert E. Matthews

Overview. Definition of Fairness Opinion. Importance in
Litigation. When Fairness Opinions May Be Advisable.

Standards of Financial Fairness. Fairness Opinions—The Legal
Context. Determinants of the Range of Financial Fairness.

Other Matters to Be Considered. The Fairness Opinion Process.
Selection of the Financial Adviser. Evaluating the Engagement.
The Role of the Engagement Team. Developing the Conclusion.
Presenting the Opinion. The Final Opinion Letter.

Solvency Opinions 337
David Light, Richard May, John Miscione,

and John O’Brien

Purpose of Solvency Analysis. Brief Definition of Solvency
Analysis and Description of Tests for Solvency. Balance Sheet
Test. Cash Flow Test. The Adequate (Reasonable) Capital Test.
Projected Cash Flow Sensitivity Analysis. Black-Scholes Option
Pricing Analysis. Sensitivity Methodology. Scenario I:
Management’s Best Estimate. Scenario II: Inflationary Sales
Growth and Original Projected Profit Margins. Scenario III: No
Changes. Key Variables of Historical and Projected Operations.
Sensitivity Analysis Outcomes. Conclusions for Our Example.
Summary and Conclusion.

How Valuations Affect Transactions: Psychological
Powers of Financial Numbers 353
Robert S. Socol and Robert Lawrence Kuhn

Value of Valuations. Psychological Factors. Valuation as Metric.
Valuation as Certainty. Valuation as Self-Esteem. Valuation as
Manipulator. Myths of Value. Myth 1—Value Is Clear.

Myth 2—Value Is Consistent. Myth 3—Value Is Constant.

Myth 4—Value Is Only for Transactions. Valuation in
Transactions. Valuation in Mergers and Acquisitions.

Valuations in Private Placements. Valuations in Initial Public
Offerings (IPOs). Valuations in ESOPs. Valuation in Buy/Sell
Agreements. Conclusion.



xxviii

Contents

Part IV Special Issues Related to Valuations

19

20

21

22

in Specific Industries 365

Sports Team Valuation and Venue Feasibility 367
John E. (Jack) Kane

Introduction. Sports Team Valuation. The Economics of
Professional Sports. QOuwner/Player Relationships. Laws

and League Regulations. Broadcasting and Cable Connection.
Venue Attributes. Valuation Methodology. Venue Feasibility.
Feasibility Analysis Outline. The Hampton Roads Rhinos—

A Case Study. Concluding Remarks.

Valuing Automobile Dealerships 397
James L. (Butch) Williams

Overview. What Are the Major Reasons for Valuation?
Understanding the Industry. Multiple Businesses in One.
Dealership Accounting. Industry Statistics. Industry
Terminology. The Valuation Engagement. Document Request
Checklist. Key Risk Areas. Understanding How Dealerships Are
Purchased and Sold. Which Assets Are Purchased and Sold
Directly? How Are These Assets Purchased and Sold? What
About Stock Purchases and Sales? Methods for Valuing
Dealerships. Does the Purpose Matter? How Does the
Emergence of Publicly Traded Companies Influence Value in
Automobile Dealerships? Common Normalization Adjustments.
Summary. Bibliography.

Valuing Radio Broadcasting Companies 415
Richard M. Wise and Drew S. Dorweiler

The Radio Broadcasting Industry. Introduction. Regulatory
Environment. Industry Trends. Valuation. Value Drivers.
Valuation Methodology. Industry Transactions. Price Trends.
Market Transactions. Transactional and Market Data.

Canadian Radio Broadcasting Industry. Background. 1998
Deregulation. Conclusion.

Physician Practice Valuation in an

Ever-Changing Health Care Market 439
Charles A. Wilhoite

Introduction. Physician Practice Valuation Methodology.
Valuation Approaches. Asset-Based Approach. Income
Approach. Market Approach. Key Valuation Issues. Managing
Expectations. Identifying and Rationalizing Value Trade-Offs.
Issues of Management / Operational Control. Complying with
Regulatory Constraints. 'The Impact of Market Activity on
Current Practice Values. Summary and Conclusion.



Contents XXix

23 Valuation of Emerging Growth Companies 467
James G. Rabe and Tracy Lefteroff
Introduction. Reasons for Valuing Emerging Growth Companies.
Financing Events. Incentive Compensation. Gift and Estate Tax
Planning. Litigation Support. Management of Intangible Assets.
Valuation Approaches. Asset-Based Approach. Market
Approach. Income Approach. Early Stage Financing Securities
in Emerging Growth Companies. Capital Structure. Illustrative
Example. Typical Features of Early Stage Financing Securities.
Valuation Considerations. Discount for Lack of Marketability.
Conclusion.

24 Special Considerations in the Valuation of Closely
Held Government Technology Service Firms 489
Thomas oJ. Millon Jr. and Michael Mendelevitz
Introduction. The 8(a) Program. Information Technology
Business Services. The Private Sector. The Public Sector.
Special Considerations. Key Person Valuation Discount.
Commercial versus Government. Controlling Ownership
Interest Situations. Summary and Conclusion.

Index 501






Handbook of Advanced
Business Valuation






