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About Maarschalk Valuations Inc 

 

Maarschalk Valuations Inc. was founded in 2008 by Paul Maarschalk BA, CPA, CA, CBV to focus on business 

valuation services. 

MVI has completed numerous valuation assignments, ranging from marital and shareholder disputes to buy/sell 

agreements and corporate reorganizations in a wide variety of industries, across Central and Western Canada, 

with a focus on British Columbia and Alberta. 

MVI relies on Paul’s experience and financial acumen in providing an objective and insightful approach to all its 

engagements and aims to deliver well articulated reports that explain in plain English the key assumptions and 

processes that contribute to the valuation conclusion. 

MVI’s interaction with the client is usually, but not necessarily, through the client’s lawyer, accountant, tax 

adviser, or transaction adviser. 

Paul has been qualified as an expert witness in the Supreme Court of British Columbia. 

Paul has been a Chartered Business Valuator since 2007 and a Chartered Professional Accountant since 

qualifying as a Chartered Accountant with Ernst & Young (Zimbabwe office) in 1986. 

Paul’s business valuations skills are built on both his education and his 30 + years of experience in the financial 

industry. He comes from a varied career, focused on corporate finance and corporate financial planning, 

disciplines that, like business valuations, require an ability to project forward and understand business risk. 

The two words that are most commonly used by MVI clients to describe MVI’s service are "thorough" and 

"professional". MVI appreciates this feedback, as it validates the values we aspire to: objective, insightful and 

articulate. 
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1.0 Introduction 

 

The purpose of this book is to assist users of business valuators’ reports better understand the terms, principles, 
and recommendations.  

I have written the book because I believe that it is insufficient for users to simply turn to the conclusion page of 
a valuator’s report. I believe that all users should have the ability to work through all aspects of a report and 
have at least a basic understanding how the conclusion has been developed. 

This is not designed as a textbook on business valuations, though there is sufficient detail to provide a lay user 
with a reasonable understanding of most aspects of a business valuator’s report. 

The book has been written for (a) business owners and (b) professionals with an interest in the valuation of a 
business but whose primary skills lie in areas such as the law, accounting, financing or business broking. 

I have written the book with the Canadian business environment in mind. “CBV” thus stands for Chartered 
Business Valuator, a designation that is specific to Canada, with its own unique professional body, the Canadian 
Institute of Chartered Business Valuators (CICBV). Substitute the national business valuation designation (e.g. 
“appraiser” in the United States) for my use of the term CBV and the context and meaning should carry through. 
In most cases, the terminology and methodologies described apply equally in other jurisdictions.  

The book is designed to be non-sequential. Each page deals with a single topic but includes references to other 
pages dealing with related topics. Each page should take less than five minutes to read, perhaps a bit longer to 
digest. 

 
Paul Maarschalk BA (History), Hons. B. Compt., CPA, CA, CBV 
Maarschalk Valuations Inc. 
Kelowna BC 
May 2018 
paul@mvi.ca 

mvi.ca  
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2.0 Key issues in valuators’ reports 

 
There are some key, overriding issues in valuators’ reports that should be considered before getting into the 
details. These issues govern the whole report and a misunderstanding at this level could skew a reader’s overall 
understanding of the report. 
 
These issues are dealt with in the sections that follow:  
 

● Purpose of the report 
● Valuation date 
● Assumptions 
● Scope (i.e. level of detail) 
● Limitations 
● Restrictions on use of the report 

Be sure to review these sections of a valuator’s report before proceeding to other sections.  
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2.1: Purpose of valuators’ reports 

 

The first thing that should be looked at when reviewing a valuator’s report is its purpose. The purpose of the 
report could significantly impact both its content and its conclusions. 

Report A: A report that has been prepared to resolve a dispute will be highly detailed, taking into consideration 
the perspectives of all the parties in the dispute. It may have been prepared under a joint appointment. Its most 
important user may well be a judge. Its conclusions are likely to be definitive. 

Report B: A report prepared to help a business owner determine a suitable asking price for his/her business may 
not contain much detail. The conclusion may put the value of the business as a range, designed to give the seller 
negotiating parameters. 

The purpose of the report could significantly impact both its content and its conclusions. 

Clearly, Report B would not be useful in settling a dispute. And Report A may well be more detailed and 
expensive an exercise than is needed for a negotiating sale document – after all, the final price is likely to be 
determined by the negotiating process, not the report. 

The Canadian Institute of Chartered Business Valuators (CICBV) identifies several types of reports that may be 
prepared in different circumstances. These are Valuation Reports (which may vary according to scope), Advisory 
Reports, Expert Reports, Limited Critique Reports, Fairness Opinions and Investment Entity Review Reports. 
Practice standards are set by the CICBV for each of these – see www.cicbv.ca for Practice Standards of the CICBV 
for further details. 

Contact MVI to discuss what kind of report you really need.  
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2.2: Valuation dates in valuators’ reports 

 

At the time a valuator’s report is requested, it is important to determine what valuation date is the most 
suitable. The effective valuation date will in most circumstances be different to the date on which the report is 
finalised. 

The importance of the date is primarily linked to the fact that any events occurring after the valuation date are 
not relevant. The principle is that hindsight is not permitted.  

Let’s say the valuator begins the work in July but the valuation date has been determined as December 31 of the 
previous year. The valuator needs to proceed with the exercise from the perspective prevailing at December 31. 
So, if, at December 31, there is no indication of the imposition of tariffs in a major customer’s country, but tariffs 
are in fact imposed in April, the valuator must ignore the impact of those tariffs in developing the valuation 
conclusion for December 31. 

Business valuation is forward looking - hindsight is not permitted. 

Where the report is required to help resolve a dispute, the lawyers are the most suitable persons to determine 
the relevant date. It may be necessary to get a court ruling on which date to use. In some cases, two valuation 
reports may be needed, at different dates.  

In reorganizations, it will likely be the advising accountant or tax specialist who will determine the date.  

If the report is required to help with a business sale or transfer to family or employees, a date as close as 
possible to the transfer date will be best. Allowance will need to be made for adjustments at closing. 

Contact MVI or your lawyer or accountant to discuss what valuation date is the most suitable.  
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2.3: Assumptions used in valuators’ reports 

 

Assumptions, whether based on instructions to the valuator or based on the valuator’s judgment, are important 
in that they help to define the parameters by which the report is prepared. Reports will generally make better 
sense once the reader understands the assumptions on which the report was based. A different set of 
assumptions could well lead to a different valuation conclusion. In all cases the valuator is responsible to ensure 
that the assumptions are reasonable and suitable in the circumstances. Weak or unsupported assumptions will 
undermine the credibility of the conclusion. 

A valuation conclusion is only as good as the assumptions on which it is based. 

There are two types of assumptions that are relevant in valuators’ reports.  

The first type of assumption is built into the instructions to the valuator. In the appointment the valuator may 
be told to base the calculations on certain assumed facts or considerations. There may also be issues that the 
valuator is instructed to expressly ignore.  

The other type of assumption is the type that the valuator needs to make to simplify or clarify the basis of the 
report. The degree to which this type of assumption can be made depends on the scope of the valuator’s report. 
A calculation valuation report allows the valuator to make more assumptions on – say – the reliability of 
information than an estimate valuation report where a greater level of corroboration of information is expected. 
The valuator may also make certain assumptions about the business environment going forward.  
 

Contact MVI at the outset of a valuation exercise if there are any assumptions that need to be built into the 
calculations.  
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2.4: Levels (or scope) of valuation reports 

 

There are three levels of valuation report recognised by the Canadian Institute of Chartered Business Valuators 
(CICBV Practice Standard 110): Comprehensive Valuation Reports, Estimate Valuation Reports, and Calculation 
Valuation Reports. Reports are distinguished by the scope of work, the amount of disclosure provided, and the 
level of confidence provided by the conclusion.  

The three types of valuation reports may be distinguished as follows: 

 Level of review and analysis Extent of corroboration 

Comprehensive Valuation 
Report 

Comprehensive review and analysis of 
the business, its industry and all other 
relevant factors 

Corroboration of significant 
relevant information and 
considerations 

Estimate Valuation Report Limited Limited 

Calculation Valuation Report Minimal Little to none 

 

Valuation reports are distinguished by levels of scope, disclosure, & confidence.. 

The type of report selected is closely related to the purpose of the report. If significant reliance is to be placed 
on the valuator’s report for, e.g. dispute resolution, it should be expected that a higher level of report will be 
suitable than if the report is just a supporting document for, e.g. negotiations. 

For a detailed study on the type of report needed, refer to www.cicbv.ca Practice Bulletin No 3: Guidance on the 
types of valuation reports. 

Contact MVI to discuss the most suitable level of report you need.  
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2.5: Limitations of valuators’ reports 

 
Unless you are reading a comprehensive valuation report, you should be aware of the report’s limitations. There 
are many reasons for limiting the amount of work that goes into a report, the most common reasons being the 
purpose of the report and the client’s budget. Limitations primarily affect the valuator’s access to information; 
additional information, if available, may alter the valuator’s conclusion. Even a comprehensive report may, in 
some circumstances, have limitations.  
 
There is little value in a report with too many limitations, however. It is worthwhile for a user to know in 
advance what the limitations might be and to take steps in setting the valuation engagement to ensure that any 
limitations are reasonable and compatible with the purpose of the report. 

Valuators’ reports may be limited by the scope of work. 

The valuator’s report will contain a paragraph in which the limitations are stated and in which the CBV will state 
that the conclusions could have been different if those limitations did not exist. It is important for a sound 
understanding of the report to know what the limitations are. 

Contact MVI if you are unsure of the limitations in a valuator’s report, and how those limitations could impact 
the valuator’s conclusion.  
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2.6: Restrictions on the use of valuators’ reports 

 
When reading a valuation report, it is important to recognise that the report was prepared for a specific purpose 
and that it is addressed to a specific client or a specific group of users. The use of the report for a different 
purpose, a different set of users, or both, may result in inappropriate decisions being made by those 
unauthorised users.  

The use of valuators’ reports is usually restricted to the client and to the purpose for which it was 
prepared. 

If properly written, the valuator’s report will contain a paragraph in which the restrictions are stated and in 
which the CBV will disclaim any liability for losses that may result from an inappropriate or unauthorised use of 
the report. It is important for an authorised user to limit the use of the report to its purpose, and to limit the 
report’s distribution to authorised users only. 

Contact MVI if you are unsure of the restrictions contained in a valuator’s report, and how those restrictions 
could limit your use of the report.  
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3.0: The business valuator as a professional – relevance of 

membership of the CICBV 
 
To fully appreciate a business valuator’s report, users of such reports need to understand the background of the 
preparer of the report. There is no legislation that provides exclusivity for members of the Canadian Institute of 
Chartered Business Valuators (CICBV) in valuation matters. However, by being members of the CICBV, Chartered 
Business Valuators (CBVs) demonstrate a level of specialization, agree to a code of ethics, and undertake to 
follow practice standards that should give a user comfort in their professionalism. 
 
The main issues that support the professionalism of a CBV involve the CICBV, the CBV, and engagement 
administration. 
 
CICBV  
 

● Recognized expertise:  The CBV designation provides support for a valuator’s education and expertise.  
● Code of Ethics: The highest standards of professionalism ensure quality of valuation services. 
● Practice Standards: Standards of care to ensure completeness in the various types of reports. 
● Practice Inspections: Work prepared for clients’ use by a CBV may be randomly selected for inspection in 

terms of the program, thus ensuring quality of service. 
 
The CBV 
 

● Credibility: Based on valuator's qualifications, experience, and independence, as well as report 
preparation decisions. 

● Independence: Understanding whether CBVs are acting independently or for another party can affect 
uses of the report. 

● Objectivity: An unbiased judgement for every engagement. 
● Relationship with other professionals: clients should consider all the other professionals who may play a 

role in whatever process the valuation service is required for. 
  
Engagement administration 
 

● Engagement letters:  Written confirmation that the CBV understands the issues to be addressed in the 
report and the type of report to be prepared.  
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3.1: Code of Ethics of the CICBV 

 
Through its Code of Ethics, the CICBV requires the highest standards of professionalism and ethics from its 
members; this safeguards the quality of service, be it business valuation, litigation support or corporate finance, 
provided to the public by CBVs. The Code of Ethics also forms the basis of disciplinary procedures through which 
allegations of misconduct are addressed. 

Like most groups of self-regulating professionals, CBVs in Canada adhere to a code of ethics, supported 
by the CICBV’s rules of professional conduct. 

The CICBV’s code of ethics and rules of professional conduct lay out the Institute’s requirements for standards 
of:  
 

● integrity and good faith,  
● competence and due care,  
● independence and objectivity,  
● confidentiality, and  
● professional courtesy.  

In the rare case that a member does not abide by the required standards, the rules of professional conduct set 
out the procedures whereby CBVs and/or the public may have their concerns addressed regarding the activities 
of a member. 

Contact MVI if you require any further details of the CICBV’s Code of Ethics.  
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3.2: Practice standards of the CICBV 

 
As a condition of their membership of the CICBV, CBVs undertake to comply with and adhere to the CICBV’s 
Practice Standards when preparing written reports. The standards are designed to set the minimum standards 
of care, and cover scope, disclosure, and file documentation requirements.  

CICBV’s Practice Standards set the minimum standards of care expected of CBVs. 

The CICBV’s Practice Standards cover the following types of written reports: 
 

● Valuation Reports, being Calculation valuation reports, estimate valuation reports and comprehensive 
valuation reports prepared by a CBV acting independently and providing a conclusion of value of shares, 
assets or an interest in a business; 

● Advisory reports, with a valuation conclusion, where the CBV has not been engaged to act 
independently: the report should state clearly that the CBV is not acting independently; 

● Expert reports are prepared in the context of litigation or a dispute by an expert acting independently. 
They contain a conclusion of any financial nature, particularly regarding the quantum of a financial 
gain/loss. Expert Reports may include a Valuation Report (see above);  

● Limited critique reports where the CBV is commenting on a report issued by another CBV. The limited 
critique does not provide an alternative conclusion of value; 

● Fairness opinions, in which the CBV provides a conclusion regarding the fairness of a proposed 
transaction from a financial point of view; 

● Investment entity review reports, in which the CBV provides a conclusion regarding the reasonableness 
of the value of an investment entity (e.g. a pension fund) as determined by the manager of that entity.  

Contact MVI if you require any further details of the CICBV’s Practice Standards.  
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3.3: Practice inspections by the CICBV 

 
In 2017 the CICBV introduced a mandatory Practice Inspection Program in terms of which any work product 
issued by a CBV and that is subject to the CICBV’s Practice Standards may be randomly selected for inspection. 
Practice Inspectors are qualified, independent and non-competing CBVs employed by the CICBV and are bound 
by strict ethical requirements and confidentiality.  
 
The program applies to reports issued on or after January 1, 2018.  

The CICBV’s Practice Inspection Program is designed to enhance the reputation of the valuation 
profession in Canada. 

The CICBV’s Practice Inspection Program requires that work prepared for clients’ use by a CBV may be randomly 
selected for inspection in terms of the program. Clients are therefore asked to agree that such work product and 
supporting files may be made available to CICBV Practice Inspectors. 
 
Contact MVI if you have any concerns with the CICBV’s Practice Inspection Program.  
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3.4: Credibility in valuators’ reports 

 
Credibility in valuators’ reports reflects (a) the credibility of the CBV and (b) the credibility of certain decisions 
made by the CBV in preparing his or her report.  
 
The credibility of the CBV is derived from: 
 

● Qualifications: the CBV (“EEE” in Quebec) is the preeminent business valuation designation in Canada. 
Many CBVs are also Chartered Professional Accountants, MBAs or Chartered Financial Analysts, all of 
which add to the skills held by the CBV. 

● Experience: valuing businesses is not a simple mechanical exercise. It involves the exercise of 
considerable professional judgment in respect to the likely future success of, and the risks faced by, the 
entity being valued. The more complex the CBVs business and financial experience, the better equipped 
that CBV is to understand the key issues that determine the valuation conclusion. 

● Independence and Objectivity: notwithstanding that in some circumstances the CBV may not be 
required to be independent of the client, the CBV should in all cases demonstrate detachment from the 
issues at hand. Only in this way is the CBV able to offer objective advice or prepare an unbiased opinion. 

 

Of all the qualities that should be considered when selecting a CBV, credibility is probably the single 
most encompassing issue. 

A CBV makes many complex decisions when preparing a report, all of which affect the report’s credibility. The 
CBV’s most important decisions relate to the: 
 

● Assumptions made, especially in respect to maintainable cashflows 
● Scope of the report (usually determined in liaison with the client) 
● Appropriateness of the approach and methodologies 
● Impact of risks faced by the business on the value of that business 
● Quantification of redundant assets 
● Discounts applied for lack of control or lack of marketability 
● Treatment of personal goodwill 
● Interpretation of shareholders’ or business partners’ rights 
● Use of data from market samples 
● Influence of “special purchasers” on value 
● Use of hindsight 
● Treatment of disposition costs 

 
Contact MVI to discuss how we will add credibility to your reports.  
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3.5: Engagement letters for valuators’ reports 

 
A CBV’s engagement letter, much like those of other professionals, sets out the commitments and expectations 
of the CBV before the work starts. Nobody likes uncertainty, especially when embarking on a journey whose 
outcome is only apparent at the end of the process. 
 
The engagement letter is an opportunity for the client to receive written confirmation that the CBV understands 
the issues to be addressed in the report and what type of report will be prepared.  
 
If a valuation report is to be prepared, the engagement letter should state if the report will be a calculation, 
estimate, or comprehensive valuation report. The letter should provide details of:  
 

● Approaches and methods to be used 
● Estimate of fees, or the basis on which fees will be charged 
● Timeline for the completion of the report 
● List of information required to prepare the report 
● Other responsibilities of the client, such as cooperation with the CBV during the process and agreeing to 

review any draft reports 
 

Engagement letters ensure that the client’s expectations match those of the CBV. 

An engagement letter is not a document to be signed lightly. Before signing, engagement letters should be read, 
understood, and checked to correct any errors and clarify misunderstandings. 
 
Contact MVI if there are any issues in your engagement letter that you are concerned about.  
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3.6: Independence of a CBV 

 
Healthy skepticism is a useful attitude to take when considering if there is any bias in any written report and 
business valuators’ reports are no different. Users should carefully consider the purpose of the report. It is 
important to understand if the CBV is independent of the client, as this could have a bearing on the conclusion.  
 
If the CBV is engaged to act independently (see below) the CICBV’s Code of Ethics requires that the CBV:  
 

“Be and remain free of any influence, interest, or relationship which, in respect of the engagement, 
impairs the professional judgement or objectivity of the Member or which, in the view of a reasonable 
observer, would impair the professional judgement or objectivity of the Member.” 

A CBV’s independence, while required for most engagements, is not the critical issue. The critical issue 
is that users of a valuator’s report know whether the CBV is independent or not. 

Independent Reports 
The CICBV’s Practice Standards explicitly require the CBV to act independently when preparing Valuation 
Reports, Expert Reports, Limited Critique Reports, Fairness Opinions, and Investment Entity Review Reports. The 
independence of the CBV should be confirmed in the report. 
 
Non-Independent Reports 
The CICBV’s Practice Standards explicitly recognise that CBVs are not engaged to act independently when 
preparing Advisory Reports. In these circumstances, if there is a possibility that the report may be used by any 
party other than the engaging client, the fact that the CBV is not independent should be clearly stated. 
 
Contact MVI if you have any concerns about our independence before engaging us to prepare a report. If our 
independence is compromised, we may need to decline the engagement.  
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3.7: Objectivity of a CBV  

 
It is easy to miss the difference between independence and objectivity which, superficially, appear to be the 
same concept.  
 
Independence is a matter of fact – is the CBV free of any influence, interest or relationship which could impair 
his or her professional judgement? 
 
Objectivity is an attitude – does the CBV bring an impersonal and unbiased perspective to the engagement? 
 
Even where a CBV is not engaged to act independently, he or she is still required to be objective. 

Objectivity lies at the core of everything a CBV does 

For example,  if a client is selling a business and would like to attain a price that is higher than fair market, it is 
still useful for the client to know, objectively, what the fair market value is. 
 
MVI ensures that all our work is conducted with an objective mindset.  
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3.8: The CBV as a “Qualified Expert” in Court  

 
The CBV designation provides primary, academic support for a valuator’s expertise. However, the court will also 
examine the CBV’s practical experience in valuations work to ensure that any evidence provided by the CBV is 
useful to the Court. In contested situations the credibility of the CBV’s report is often the first line of attack for 
counsel that disputes the CBV’s conclusion, meaning qualifications and experience are key. The Supreme Court 
of Canada case, R. v. Mohan, set the criteria for admissibility of expert opinion evidence: 
 

Criteria per R. v. Mohan The CBV’s role 
The evidence is relevant to some issue in the case The CBV’s report may be regarded as evidence of the 

value of an asset, or the quantum of a loss, that is 
relevant to the case 

The evidence is necessary to assist the trier of fact The judge would rarely be trained in business 
valuations: the CBV assists in determining the 
quantum of damages or financial settlements 

The evidence does not violate an exclusionary rule This would be case specific. For example, if the CBV 
has relied on hearsay evidence, his/her report may be 
excluded 

The witness is a properly qualified expert The valuator’s qualifications and experience need to 
be evident and appropriate to the case 

 

When acting as an expert, a CBV’s primary duty is to assist the court. 

British Columbia’s Supreme Court Family Rules strongly favour a jointly appointed valuator in Family Law cases. 
This underlines the need for CBVs to be independent and objective, requiring the appointed CBV to certify that: 
 “I am aware of my duty to assist the court and not be an advocate for any party. I have made this report in 
conformity with that duty and will, if called on to give oral or written testimony, give that testimony in 
conformity with that duty.” 
 
Paul Maarschalk, MVI’s principal, has been qualified as an expert in the BC Supreme Court in both family and 
corporate cases.  
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3.9: The CBV’s relationship with other professionals  

 
Two key attributes of CBVs is their independence and objectivity. This inevitably means that most interactions 
with clients involve one or more other professionals. 
 
Disputes, whether personal or corporate, usually involve at least one lawyer (or arbitrators/mediators). In 
situations where the CBV is jointly appointed, there will usually be at least two lawyers. The lawyers’ 
responsibilities are to manage the legal aspects of the case; the CBV’s role is to provide answers, or at least 
guidance, on valuation matters. The CBV’s mandate is usually set by one or more of the lawyers.  
 
Reorganisations usually involve the client’s accountant, who designs the corporate restructuring plan but needs 
the service of a CBV for a valuation of the assets involved. The CBV’s mandate is usually set by the accountant.  
 
Transitions (e.g. an outright sale/purchase or a partial sale to family or employees) are less reliant on outside 
professionals, although lawyers and accountants inevitably have some role in the transition process. The CBV’s 
mandate is usually set by the buyer or the seller (sometimes both). The CBV is unlikely to broker the deal. If the 
CBV is broking the deal, parties to the transaction should carefully consider the CBV’s independence and 
objectivity. 

Clients are best served when the right professionals are appropriately engaged. 

High value tangible assets (e.g. land, buildings, plant & equipment) will need a specialised appraiser’s report.  
 
Before engaging a CBV, clients should consider all the other professionals who may play a role in whatever 
process the valuation service is required for. To ensure efficiencies, the CBV should only be appointed after the 
client is familiar with who will play which role. 
 
Contact MVI for advice on which other professionals should be consulted in your situation. MVI generally does 
not accept engagements until the various mandates are clear.  
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4.0: Common terminology in valuators’ reports  

 

As with most professionals, CBVs are comfortable using terminology that is commonplace in the profession. For 
other users of valuators’ reports however, much of the terminology can be difficult. The sections that follow 
explain most of the common terminology that a user will encounter: a basic understanding of the terms could 
make the difference between a report that is all but meaningless and one that makes sense. 

It is possible that you will still come across yet other terms that are difficult to understand. Contact MVI to 
discuss these.  
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4.1: Capital assets  

 
Capital assets, sometimes referred to as “Fixed Assets” or “Property, Plant and Equipment”, are the long-term 
assets held by a business to support its long-term operations. Common examples include Land and Buildings, 
Machinery, Equipment, and Motor Vehicles. In most cases, capital assets are tangible, but they may include such 
intangible assets as acquired Goodwill, Brands, and Intellectual Property,all of which should support the 
long-term operations of the business. Capital assets may be distinguished from Inventory, which is product held 
for resale, usually in the short-term. 
 
The book values and disclosure of capital assets are subject to accounting standards that determine cost, 
amortization (depreciation), and impairments. Tax allowances may be claimed at rates set by the taxation 
authorities. 
 
Given that assets seldom physically depreciate at the same rate as is provided for amortization, their fair market 
values are seldom the same as their book values. In cases where the amounts are not material, no adjustment is 
necessary. However, where the assets have values that are material in relation to the overall value of the 
business, a CBV will review and adjust the book values to their fair market values. Independent appraisals by 
qualified real estate or equipment appraisers may be needed. This adjustment has two major implications: 
 

● It impacts the calculated value of goodwill, given that the value of goodwill is usually the difference 
between the enterprise’s value based on the capitalization of earnings or cashflows and the fair market 
value of the operational net tangible assets; and 

● If there is no value found for goodwill, the value of the enterprise is determined on an adjusted net 
assets basis, which requires that all assets are reflected at the fair market values on a stand-alone basis. 

 

Book values of capital assets seldom represent their fair market value. 

Contact MVI at the start of a valuation engagement if you consider that the capital assets may need to be 
appraised by an independent real estate or equipment appraiser.  
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4.2: Capitalization rates  

 
The fair market value of a business enterprise is usually calculated using the following formula (simplified): 
 

FMV of the enterprise = Maintainable, normalised operational cashflows ÷ the capitalization rate. 
 
The capitalization rate has a very significant impact on the valuation conclusion and needs to be developed with 
great care. Cap rates are often translated into a multiple, which is the inverse of the cap rate. 
 

Capitalization rates have a significant impact on the valuation conclusion. 

Capitalization rates (usually developed in a range, to be applied to a range of possible cashflows) are developed 
after a consideration of the following factors: 

● Risk free rates (e.g. long-term government bonds). 
● Equity premiums (i.e. the extra return available by investing in stocks instead of government bonds etc). 
● Industry risks (which can be estimated by comparing returns available from stocks in the client’s 

industry to the returns available from a broad basket of stocks). 
● Economic risks, usually related to the business environment in which the client’s business operates). 
● Business specific risks, which can include a wide variety of factors that take account of the strengths, 

weaknesses, and threats faced by the client. Among other issues, major risks include the business’s 
degree of dependence on management, customer groups, suppliers, or product lines. 

● Borrowing rates which, depending on which valuation method is used, can impact the overall cost of 
capital and therefore the capitalization rate. 

Contact MVI if you would like a better understanding of how capitalization rates are determined, and/or which 
factors are the most influential.  
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4.3: Discount rates  

 
The fair market value of a business enterprise is sometimes calculated using a discounted cashflow method, 
(DCF) especially where the business is growing fast or has a limited expected life. 
 
The discount rate, when used in this way, has a very significant impact on the valuation conclusion and needs to 
be developed with great care. Unlike capitalization rates, discount rates are not translated into multiples. 
 

Discount rates have a significant impact on the valuation conclusion. 

Discount rates are developed after a consideration of the same factors as the capitalization rate. However, their 
use is different. A cap rate is generally applied to a normalised cashflow for a stable business for a single year 
(albeit in a range) while a discount rate is applied to projected cashflows for several years into the future. The 
discount rate is particularly useful if the business will require significant injections of capital at various times in 
the future; it allows the user to calculate the present value of the business or project knowing that there could 
be significant variations in the net cashflow from year to year. In investment decision making, it allows the user 
to set a hurdle rate, or required rate of return, and only approve the project if the calculations provide a positive 
present value at that discount rate.  

Contact MVI if you would like a better understanding of how discount rates are determined or used, and/or 
which factors are the most influential.  
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 4.4: EBITDA - Earnings before interest, tax and 

depreciation/amortization  
 
EBITDA (Earnings before interest, tax and depreciation/amortization) is a metric that is popular with business 
brokers, mergers & acquisitions advisers, and public company analysts. The theory is that EBITDA is an 
reasonable substitute for operational cashflows and that enterprise value can be determined by multiplying 
EBITDA by a suitable multiple, usually an “industry standard” multiple. 
 
The use EBITDA as a determinant of business value has several limitations: 
 

● It needs to be normalised (or “recast”), a fact that is often lost on business owners. 
● It takes no account of capital replacements, which are a regular drain on business cashflows. 
● It is better suited for use in testing a valuation conclusion for reasonableness (by, for example, 

comparison to industry peers) than in calculating the value of the enterprise from the ground up. 
● Every business has unique cost structures, so EBITDA is not necessarily a good basis for comparison 

between businesses in the same industry. 
 

EBITDA is frequently used as a shortcut in determining business value: it needs to be used with care. 

At MVI we prefer to use free cashflow as the main determinant of operational results. Free cashflow is derived 
from EBITDA but is adjusted for tax (on the EBITDA amount) and sustaining capital expenditures (net of their tax 
shield). This provides a better measure of cashflow before financing costs in that non-discretionary items such as 
tax and replacement capital expenditures are accounted for. In calculating enterprise value, free cashflow is 
capitalised using the weighted average after-tax cost of capital. 

Contact MVI for assistance in determining the enterprise value of your company.  
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4.5: En bloc value  

 
En bloc value is the undiscounted value of all the common shares of the company.  
 
The en bloc value of a company is best illustrated with an example of a valuation calculation: 
 

● The enterprise value is determined using – for example – the capitalised cashflow method. 
● Redundant assets are added to the enterprise value, interest bearing term debts are deducted, and a 

few other situational additions or subtractions are made to arrive at the total equity value. 
● The total equity value represents the value of all the shares of the company, including all preferred 

shares and different classes of common shares. 
● The value of the common shares of the company is found by deducting the retractable or redeemable 

value of the preferred shares from the total equity value. 
● The en bloc value per share is the value of all the common shares divided by the total number of all the 

common shares. 
● Not all common shares have the same fair market value. The value of some classes of shares, or some 

blocks of shares, will be discounted from the en bloc value to take account of their minority status or 
lack of control. Control shares may enjoy a premium, especially the shares, sometimes very few in 
number, that, added to an existing block of shares, give that block control of the business. 

 
Contact MVI for assistance in determining the en bloc value of your company.  
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4.6: Enterprise value 

 
The enterprise value of a business is the value of the operational business. The enterprise value is funded by all 
sources of capital, i.e. both shareholders’ funds and term debt. 
 
Enterprise value is distinguished from the equity value of the company in that the equity value of the company 
includes adjustments for all additional assets and liabilities that are extraneous to day-to-day business 
operations (e.g. redundant assets, term loans and shareholder loans).  
 
Enterprise value therefore includes all working capital and operating capital assets (at fair market value), as well 
as goodwill. If cash balances are material, they may be treated as either a deduction from term debt or as a 
redundant asset. 

Enterprise value is the value of the core operational business.  

Enterprise value is usually found by (a) capitalising free cashflows using the weighted average cost of capital or, 
(b) if there is no goodwill, by adding operational working capital to the fair market value of capital assets.  
 

Contact MVI for assistance in determining the fair market value of your enterprise.  
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4.7: Equity value 

 
The equity value of a company is the value that is funded by the shareholders. In a fair market valuation report, 
equity value is stated at fair market value, not book value. On the company balance sheet, the equity value is 
the portion titled shareholders’ equity; it includes the book value of the shares and retained earnings.  
 
Equity value in a valuation report thus represents the total fair market value of all the shares classes. 

Equity value is the value of all the shares of the company. 

Equity value = (Enterprise value + Redundant assets) - (Term Debt + Shareholder loans) 
 
Equity value is calculated by taking the enterprise value (i.e. the operational business) and adding redundant 
assets and deducting term debt and shareholder loans. Some other adjustments may be required, notably for 
notional disposition costs (the theoretical cost, to the company, of disposing of its operations. This may include 
corporate taxes). 
  
The value of the common equity of the company is determined after deducting the preferred shares at their 
redeemable (or retractable) amounts. 
 

Calculating the fair market value of the equity of a company can become complicated if there is a complex 
capital structure (i.e. different share classes). Contact MVI for assistance in understanding the capital structure 
of your company and in determining the fair market value of the equity of your company.  
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4.8: Fair market value 

 
Fair Market Value (FMV) is a term that litters many valuators’ reports. A sound understanding of FMV is an 
important precursor to understanding a valuation report.  
 
FMV could best be described as “value in a ‘fair’ market.” It’s the most reliable guide to value when resolving 
disputes and serves as an essential starting point when preparing to buy or sell a business. 
 
FMV may be defined as: 
 

● the highest price available 
● in an open and unrestricted market 
● between informed and prudent parties 
● acting at arm’s length 
● under no compulsion to act 
● expressed in terms of current cash 

Fair market value is a notional concept – it is not the same as price. 

It is important to recognise that FMV is not the same as price. The price at which a business may ultimately be 
sold is usually determined through negotiation and is influenced by many factors, which are not usually 
considered in determining FMV, such as 

● unique or unequal negotiating positions 
● non-cash settlement terms 
● differing motivations for undertaking the sale 

  

Contact MVI to discuss how we can help you determine the FMV of your business.  
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4.9: Fair market value adjustments to tangible assets  

 
A business valuator is usually required to report on the fair market value of a business interest. However, much 
of the data on which a CBV relies is drawn from the business’s financial statements, which report on the book 
value of assets. In determining the fair market value of the business interest, the CBV therefore needs to (a) 
restate the tangible assets to their fair market values and (b) find a value, if any, for goodwill. The value of 
goodwill is found by deducting the fair market value of all tangible operational assets, net of operational 
liabilities, from the enterprise value found by using the capitalised free cashflow method. 
 
Therefore if the fair market value of the tangible assets is incorrectly stated, the value of goodwill will be 
incorrect. This could present problems in analysing the reasonableness of the valuation conclusion, although it 
should not distort the overall enterprise value at that date as value is simply being moved from tangible assets 
to goodwill or vice versa. 

A fair market valuation report could be distorted if tangible assets are left at book values.  

If there is no goodwill, the enterprise value is found using the adjusted net assets method. In this instance, any 
misstatement of the fair market value of tangible assets will distort the valuation conclusion. 
 
Where the value of tangible assets is not material, or where their book values do represent a reasonable proxy 
for fair market values, book values are accepted. However, where values are material, e.g. land and buildings, a 
closer analysis is essential. A real estate or equipment appraiser may need to be engaged by the client to 
determine their fair market values on a stand-alone basis. 
 
Contact MVI for assistance in understanding the value structure of your company and in determining the fair 
market value of the equity of your company.  
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4.10: Free cashflow  

 
Free cashflow is one of the key components used in the capitalised cashflow method. Free cashflow represents 
projected discretionary cashflow before allocation to the providers of long-term capital. A simple example best 
illustrates how free cashflow is determined: 
 

 

Free cashflow is the discretionary cashflow available to the enterprise before allocating to the 
providers of capital. 

Contact MVI for assistance in understanding the fair market value calculations of your business enterprise.  
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4.11: Going concern  

 
Prior to commencing work on a valuation report, a CBV will assess if the business is a going concern. As the term 
implies, a going concern is a business that is expected to continue its operations for the foreseeable future. This 
suggests that it is feasible to make projections about the business’s future operations and the risks associated 
with the same. Future operations and business risks are both components of any income-based valuation 
method.  
 
A business that is a going concern does not necessarily have any goodwill. Businesses may lack goodwill for a 
variety of reasons; this does not of itself mean they are not going concerns. In those cases, they will be valued 
using an adjusted net asset method, but the value of the assets will be based on a presumption of going 
concern/ongoing use. 

As assessment regarding going concern helps determine the valuation method to be used. 

Where a business is not a going concern, it is unlikely to have any goodwill and it may be distressed. In these 
cases, it is likely to be valued using a Liquidation method. The Liquidation method is like the Adjusted net asset 
method with the exception that the assets will be assumed to be saleable on a liquidation basis, which would 
normally lead to a lower value than had they been valued on a going concern basis. 
 
Contact MVI for assistance in understanding the going concern aspects of your business enterprise.  
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4.12: Goodwill  

 
Goodwill is the additional value that accrues to an enterprise that uses its assets in a such a way that those 
assets collectively yield higher results than would be returned by those assets operating independently. 
Goodwill is calculated as the difference between enterprise value calculated as a multiple of operational results 
and enterprise value based on the fair market value of net tangible operational assets.  
 
Goodwill may arise for several reasons, chiefly a company's presence in its market and the prospect of 
continued profitability as an enterprise.  
 

Goodwill is where the true entrepreneurial value of a business lies. It demonstrates the ability of the 
enterprise to generate elevated yields through a superior collective use of its assets 

A lack of goodwill may result from several factors: 
 

● the company is underperforming (could be for a variety of reasons) 
● there is no assured continuity of sales 
● the company is overly dependant on key people, key clients, or key suppliers 
● net assets are higher than they need to be 
● a combination of all the above or other factors 

 
Goodwill is not always transferable; it could be personal, transferable, or conditionally transferable. 
 
Contact MVI for assistance in understanding the how goodwill arises and the extent to which it is transferable. 
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4.13: Personal goodwill  

 
Personal goodwill arises from attributes that are embedded in one individual (usually the owner/manager). 
These are attributes that cannot be transferred. In most cases personal goodwill arises from skills developed 
through education and experience. 

Personal goodwill is excluded from the fair market value of a business 

As an example, compare a specialist physician’s practice to a general practice. The value of both practices will be 
a function of both tangible assets and goodwill. 
 
Theoretically the specialist’s practice is worth considerably more than the GP’s given that the specialist can 
charge much higher fees. 
 
However, the specialist’s practice is wholly reliant on his or her skills whereas the GP’s practice is more likely 
based on the patient list and other factors that are less dependent on the owner/manager. It is possible that all 
the goodwill in the specialist’s practice is personal and therefore cannot be transferred. 
 
If it cannot be transferred it will be omitted from the fair market value of the practice. In this case it is quite 
possible that the GP’s practice will have a higher transferable value than the specialist’s. 
 
Contact MVI for assistance in understanding the how much of the goodwill in your business may be personal 
and the extent to which it may be transferable.  
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4.14: Transferable goodwill  

 
Transferable goodwill arises from intangible attributes of a business that have been separated from the owner.  
 
Fully transferable goodwill is rare in small businesses; it is usually only found in businesses that have been able 
to build systems and teams. A business that continues to generate revenues and good profits while its 
owner-manager takes a four-week vacation off the grid is likely to have more transferable goodwill than the 
business that requires the attention of the owner-manager 24/7.  

Transferable goodwill is included in the fair market value of a business 

There are many reasons why the goodwill may be transferable; most are related to the fact that it is the 
business name, and not the owner-manager’s name, that customers and potential customers think of when they 
consider buying goods or services. Transferable goodwill is represented in such intangible assets as brands, 
intellectual property, and, to a lesser extent, repeat-customer lists. 
 
At the time of a sale, transferable goodwill will be included in the business’s fair market value. It should be 
separately identified in the sale documents. Given that this goodwill is fully transferable, the departure of the 
owner-manager will have little impact on the prospects for the business.  
 
Contact MVI for assistance in understanding the how much of the goodwill in your business may be separately 
identifiable and transferable.  
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4.15: Conditionally transferable goodwill  

 
Conditionally transferable goodwill is goodwill that theoretically could transfer but which requires a carefully 
managed process for the transfer.  
 
Conditionally transferable goodwill refers to goodwill in a business that is not personal to the owner-manager’s 
skills and personality, but which is historically somewhat dependent on the owner-manager. Typically, this most 
often relates to personal relationships with customers, suppliers, and employees, as well as the efficient 
management of a system in place.  
 
The value of conditionally transferable goodwill should be included in the calculation of the fair market value of 
the business, but the CBV should consider discounting the goodwill value for the risk of an incomplete transfer. 

Conditionally transferable goodwill carries transaction risk – it could be lost if the transaction is poorly 
executed. 

The actual transfer of conditionally transferable goodwill is dependent on cooperation between the seller and 
the buyer (or notional buyer if the valuation is not for an actual transaction). The seller and the buyer (with the 
help of the CBV) should identify the source of the goodwill and develop a plan whereby its transfer can be 
appropriately managed. Typically this requires the seller to stay with the business for a contractual period, 
preferably with clearly identified duties, and assist the new owners “learn the ropes” and create their own 
healthy relationships with customers, suppliers and employees. 
 
Contact MVI for assistance in understanding the how much of the goodwill in your business may be separately 
identifiable and transferable.  
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4.16: Multiples  

 
For the most part, multiples as used in valuation reports are just the inverse of a capitalization rate. 
Mathematically, multiples are easier to apply than capitalization rates. It is easier to understand that, for 
example, a business is worth 4 times its free cashflow than saying that the value is free cashflow divided by a 
cap rate (or yield) of 25%. 
 
If the CBV has determined that a suitable capitalization rate is 25%, this could be expressed as a multiple of 4 
(i.e. 1 ÷ 0.25). 

There are no standard multiples for use across the board, even within a single industry. 

Multiples also have a wider application than cap rates especially when analysing the valuation metrics of a 
transaction. Research into the statistics of a sample of transaction values for a specific industry group tends to 
be expressed in terms of multiples, for example (NB – fictional sample): 
 

Median enterprise value / Revenue 0.45 X 
Median enterprise value / EBITDA 4 X 
Median enterprise value / Seller’s discretionary earnings 6 X 

 
It is importance to recognize that, in valuation reports prepared by CBVs, multiples, like cap rates, are developed 
specifically for the business being valued. There are no standard multiples that are applicable to every business. 
Even within an industry there are usually sufficient differences between businesses leading to different 
multiples being required. Just because your wife’s cousin sold his dry-cleaning business for 5X EBITDA doesn’t 
mean that your dry-cleaning business will command the same multiple.  
 
Contact MVI for assistance in understanding the importance of developing the right multiples for use in our 
valuation report.  
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4.17: Non-voting shares  

 
Many companies have an ownership structure that includes both voting shares and non-voting shares. 
Technically voting shares control the company and non-voting shares do not. This suggests that when the 
en-bloc value of the company is allocated, non-voting shares should have less value than the voting shares. It is 
possible that some non-voting shares, especially those with no history of receiving dividends, have no value. 
 
As with many other aspects of valuation reports, however, there is a need to look deeper before allocating the 
en-bloc value. There may be a shareholders’ agreement that overrides the stated terms of the shares such that 
non-voting shareholders still have influence, albeit that it may be confined to specific issues. Sometimes the 
company may be managed equally by all the shareholders without regard to their legal rights. There may be a 
history of paying dividends to the non-voting shareholders in line with, or more than, amounts paid to the voting 
shareholders. Family law rules may determine that, notwithstanding that one spouse has the voting shares and 
the other the non-voting shares, the en-bloc value should nonetheless be shared equally. 

Non-voting shares do not vote; this does not mean they have no value. 

A CBV will always look at the actual rights and influences of the different share classes before allocating the 
en-bloc value of the company. Depending on the circumstances, the non-voting shares may command a higher 
value than their lack of legal control suggests. A history of non-voting shares receiving dividends will likely lead 
to the value of those shares being determined on the basis of dividends likely to be received in the future. 
 
Ensure that MVI is aware of all the rights and privileges of the different share classes in your company before 
the valuation engagement is complete (especially if such rights are not apparent from the company’s financial 
and legal documents).  
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4.18: Preferred shares  

 
Many companies have an ownership structure that includes both common shares and preferred shares.  
 
In general terms, preferred shares have a preferred claim on the value of the company ahead of the common 
shares. The terms attached to the preferred shares can vary a great deal and there is no standard. They may or 
may not have voting rights and voting rights, if any, may be limited to certain specified issues. If they get 
dividends, they will receive them ahead of the common shares.  
 
Preferred shares may or may not have a specified dividend yield. The preferred shares may have a redeemable* 
or retractable* value which may be significantly higher than the amount disclosed on the balance sheet. 
 
* redeemable = the shares may be redeemed at the option of the company  
* retractable = the shares may be redeemed at the option of the shareholder  

Preferred shares rank ahead of common shares in respect to the value of the company. 

Absent agreements to the contrary, common shares control the company and preferred shares do not. After the 
preferred shares have received their dividends or redemption amounts, the balance of retained earnings is all 
available to the common shares.  
 
This means that when the equity value of the company is being allocated in a valuation report, preferred shares 
will be allocated their redeemable/retractable value with the residue of the value going to the common shares.  
 
A CBV will always look at the actual rights and influences of the different share classes before allocating the 
value of the company.  
 
Ensure that MVI is aware of all the rights and privileges of the preferred shares in your company before the 
valuation engagement is complete (especially if such rights are not apparent from the company’s financial and 
legal documents).  
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4.19: “Premium” as used in valuators’ reports 

 
Some of the terminology used in valuators’ reports (and other documents in the financial industry) can be 
confusing. “Premium” is a prime example.  

Various premiums are added together to determine the capitalization rate or discount rate. 

In developing a capitalization rate or a discount rate many CBVs use the build up method. This involves starting 
with a risk-free rate, such as long-term government bonds, to which is added an “equity risk premium” to 
represent the additional risk associated with investing in a broad basket of publicly traded equities. Thereafter 
the CBV will add an industry premium (to reflect the risks associated with that industry, it can be negative), a 
size premium (to reflect the risks associated with investing in a company that is notably smaller than the public 
company base) and a specific company premium (which will be developed by recognizing several risk factors 
specific to the company).  
 
Simplistically, the total of all the premiums provides the cap rate or the discount rate. More detailed work, 
including the interest rates paid on debt, lead to the weighted average cost of capital which is used in the 
capitalized cashflow valuation method. 
 
The term “premium” may also be used to referred to the additional value that attaches to a block of shares that, 
if transferred, would provide its new owner with control or other privileges.  
 
For example, assume 100 common shares have an en-bloc value of $1,000 and that 40 are held by shareholder 
A, 40 are held by shareholder B and 20 are held by shareholder C. The block of 20 shares owned by shareholder 
C may be allocated a higher value per share than those owned by shareholders A and B (in practice the CBV will 
need to analyse the circumstances and dynamics at play before making an allocation decision).  
 
Contact MVI if you need help with any of the terminology you don’t understand in a valuator’s report. Not much 
is rocket science but quite a lot of terminology has a specific meaning within the industry.  
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4.20: “Price” as used in valuators’ reports 

 
CBVs make a clear distinction between “price” and “fair market value”. Fair market value is a notional term that 
is theoretical and somewhat idealistic. It represents value in a fair world and anyone older than 6 months knows 
that the world is seldom fair. “Price” on the other hand, is rooted in the real world and represents the actual 
amount at which a business changed hands. It does not appear often in a valuator’s report. 

Price is the amount at which a business sells. This is not often the same as fair market value. 

Non-CBVs are sometimes heard to say that the real value of a business is the amount at which it is sold. What 
they really contend is that value equals negotiated price. It is unlikely that the comment refers to fair market 
value. Negotiated price would only equal fair market value if: 
 

● the business had been exposed to every possible buyer, all of whom had the ability to buy the business, 
and 

● all possible buyers were privy to the same information as the seller, and 
● all possible buyers were acting rationally, and 
● all possible buyers had arm’s length relationships with the seller, and 
● the buyer offering the highest amount secured the deal, and 
● the buyer settled the purchase amount in full at the date of the sale. 

 
Negotiating a price for a business is a lot easier if you know its fair market value. Knowing the price at which 
similar businesses have sold may help to influence the development of the FMV of a business but the CBV will 
need to take account of any differences between the business being valued and those that make up the 
comparative sample. 
 
Contact MVI for questions about specific industry terminology.  
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4.21: Pro forma cashflow statements  

 
A major principle in developing a fair market value conclusion is that valuation is forward looking. This is 
somewhat intuitive if you put yourself in the shoes of a prospective buyer. The buyer is primarily interested in 
the prospects for the business and while the historical results for the business may help to project its future, the 
past is only a partial guide to the future.  

Pro forma cashflow statements represent the CBV’s best estimate of the business’s annual prospective 
cashflows under the conditions prevailing at the valuation date. 

In my view, there is no credible substitute to developing a pro forma cashflow statement on a line by line basis. 
In developing pro forma cashflow statements, I look at historical income statements and analyse the line items 
for percentage of revenue and year on year growth rates. I consider the environment that the business operates 
in, at the valuation date, primarily from the perspective of economic, industry, political, and company specific 
issues, and estimate the impact on each line in the business’s income statement.  
 
I recognise that results may be in a range. I do not look beyond the foreseeable future and usually confine my 
outlook to one year. I assume that there are no changes to the business, other than those that the current 
ownership creates. I “normalise” some items for e.g. salaries, where owner-managers have been taking a salary 
that is different to what they would pay an independent person. I allow for sustaining capital asset 
replacements. I judiciously take account of the views of current owner-managers. I do not build in any 
advantages that may result from a change of ownership. 
 
The result is a prospective cashflow statement that best represents my view of what the business would achieve 
in the current environment under competent management independent of the current owner.  
 
Contact MVI if you need help understanding how the pro forma statements are derived.  
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4.22: Professional judgment and contrasting conclusions 

provided by multiple CBVs 
 
It is well recognized that valuation conclusions on the same business can vary. Having separate valuations on the 
same business done by two or more CBVs most often occurs in the context of a dispute. While there may be 
reasons for the differing conclusions outside of the CBVs’ control, many of the reasons will lie in the judgment 
formed by the CBVs. The judgment of the CBV may be reflected in varying views on issues such as: 
 

● Choice of valuation method 
● Choice of capitalization rates 
● Development of pro forma cashflow statements 
● Level of the CBV’s corroboration of information supplied by management 
● Analysis and treatment of redundant assets 
● Conclusions regarding the transferability of goodwill 
● Discounts applied for lack of control or liquidity 
● Suitability of tax rates used 

 

The choice of CBV for an engagement often rests on whose professional judgment is the most reliable. 

Differences between conclusions may also derive from: 
 

● Assumptions provided to the CBV – because valuations are usually forward looking, assumptions about 
future circumstances may vary. One CBV may be given one set of assumptions and the other a different 
set. Based on the assumptions given, each CBV may provide a credible report. The court will need to 
decide which assumptions are valid and this may determine which valuation conclusion is accepted. 

● The valuation mandate from one user (e.g. a defendant) may be more limited than from another user 
(e.g. a plaintiff). This could affect the scope of the CBVs’ engagements, affecting the amount of 
information that is provided to each CBV and the treatment of the information.  

 
Contact MVI if you need help understanding why another valuator’s report may provide a different conclusion. 
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4.23: Redundant assets  

 
Some terminology used in business valuators’ reports is less easily understood than others. Redundancy 
sometimes implies no value. This is not the case in valuators’ reports. 
 
Redundant assets are those assets that the business does not require to generate the expected level of business. 
These assets could be withdrawn without impacting the profitability of the business.  
 
Redundant assets can be found in: 
 

● excess working capital  
● advances to related parties  
● other non-operational investments 

 

Redundant assets are assets owned by a business that are not required to generate the level of 
cashflow used in the calculation of enterprise value. 

 
Where an income-based valuation method is used, redundant assets are added to the enterprise value to 
establish the total business value. Where an asset-based method is used, no adjustment is needed for 
redundant assets. 
 
Estimating redundant working capital is not an exact science. A CBV’s professional judgment is required.  
 
Real estate and other major capital assets are sometimes treated as a redundant asset, provided a notional 
corresponding charge for usage is made to the pro forma cashflow statement. 
 
Unused borrowing capacity may also be treated as a redundant asset, on the basis that funds could be drawn on 
the facility and paid out as a dividend without impacting normal business operations.  
 
Contact MVI for help understanding how the redundant assets in your valuation report have been calculated. 
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4.24: “Special purchasers”  

 
Fair market value, by definition, is a notional concept. It assumes, among other factors, that the business is 
exposed to an “open and unrestricted” market and that all “informed and prudent” parties are under “no 
compulsion to act.” 
 
On the other hand, FMV also requires the CBV to conclude on the “highest price achievable”, which suggests 
that the CBV should report on any known real-world reason that a business may attract a higher value than the 
normal notional FMV calculations suggest. 
 
Enter “special purchasers”.  

The existence of known “special purchasers” may alter a CBV’s valuation conclusion. 

 
“Special purchasers” referred to in valuators’ reports are parties that may, for synergistic or strategic reasons, 
pay more for a business than its fair market value. Their interest, especially if there are two or more such 
parties, may alter a valuator’s conclusion of value, on condition that that their presence in the market is known 
to the valuator.  
 
The CBV should always include a comment in the report on the extent to which, if at all, “special purchasers” 
have influenced the valuation conclusion. 
 
Contact MVI for help understanding if the existence of special purchasers has influenced the valuation 
conclusion.  
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4.25: Sustaining capital expenditures  

 
In developing a pro forma cashflow statement, a CBV will usually include a cash outflow line for “sustaining 
capex.”  

Sustaining capex refers only to capital expenditures necessary to maintain capacity at existing levels. 

 
Sustaining capital expenditures (“capex”) refers only to replacement capital expenditures necessary to maintain 
existing capacity, the same capacity that is reflected in the revenue line of the pro forma cashflow statement. It 
effectively is the cashflow equivalent of amortization which, as a non-cash item, is removed when preparing a 
pro forma cashflow statement. If there is a cash recovery from items being replaced, such amounts should, if 
material, be netted off the outlays. 
 
Given that pro forma cashflow statements usually show net cashflow after tax, sustaining capex similarly is 
shown after allowing for the tax saving generated by investing in replacement assets. The annual tax saving is 
equal to the undepreciated capital cost of the item multiplied by the capital cost allowance rate multiplied by 
the tax rate. The net tax saving is usually about 5% to 10% of the cost of the item.  
 
Sustaining capex does not refer to the investment in new assets that provide additional, or expanded, capacity. 
If such expansionary capex is expected, it could alter the valuation method from a capitalised cashflow method 
to a discounted cashflow method, which takes more account of growth.  
 
Contact MVI to discuss capital expenditures and whether these are sustaining (replacement) or expansionary 
expenditures.  
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4.26: Synergies  

 
In business combinations, it frequently happens that the acquirer can find “synergies” between its business and 
the “acquiree” (the target business that is being acquired).  

Synergies generally refers to the cost savings that result from combining two businesses. 

 
When two or more businesses combine, cost savings can often be made by, for example, combining the 
accounting function. The whole therefore becomes greater than the sum of the parts. 
 
From a valuation perspective, the question is whether the synergistic value should be included in the fair market 
value of the acquiree. The short answer is no; on a stand-alone basis there is no way that the target business can 
justify adding to its value. The additional value only results from the transaction and thus most correctly belongs 
with the acquirer. 
 
In practice, synergies are the subject of negotiation. The target business (i.e. the seller) should, in many cases, 
recognise that that the acquirer will realise cost savings because of the transaction, and the seller could 
therefore negotiate to have some of these savings reflected in a higher purchase price. From the perspective of 
the acquirer, synergies provide some immediate benefits from the acquisition and thus allow the acquirer to pay 
a higher price than if there were no synergies. 
 
Synergies may thus add to the price paid for the target business; however, this does not necessarily mean that 
they affect the stand-alone fair market value of the target, being the most likely price that would be paid by an 
acquirer that is unable to realise any synergies. 
 
Contact MVI to discuss how synergies may adjust the price paid for a business without affecting its fair market 
value.  

 

 

51 

 

https://valuationsandplanning.com/contact/


Guide to Understanding  
Business Valuators’ Reports 

 
4.27: Tangible asset backing  

 
“Tangible asset backing” is a term found in valuators’ reports that refers specifically, and only, to the net 
tangible assets that support the normal day to day operations of the business enterprise. TAB excludes 
redundant assets and does not take account of term debt.  

TAB refers only to the assets that support normal operations of the business enterprise. 

 
TAB is usually calculated as follows: 
 

● Net working capital 
● Less, redundant working capital  
● Plus, capital assets used in the business at fair market value 
● Plus (or minus), tax shield (or tax shield lost) associated with the difference between the tax value and 

the FMV of capital assets 
 
If TAB is deducted from the enterprise value calculated as capitalized cashflows, goodwill is the result. If TAB 
exceeds enterprise value calculated as capitalized cashflows, there is no goodwill and the enterprise value 
equals TAB. 
 
In the context of the fair market value of the company’s equity, TAB can be shown in the following equation: 
 

Equity value = TAB plus Goodwill (if any) plus redundant assets less term debts less shareholder loans 
 
Contact MVI for a more complete discussion of TAB and Section 5.19 for a simple example.  
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4.28: Tax shields  

 
“Tax shield” can refer to any factor within a company that helps to lessen the impact of normal taxes. The two 
most common tax shields affecting business valuation reports are: 
 

1. The present value of future capital cost allowances on existing capital assets, based on their tax cost (or 
“undepreciated capital cost”) at the valuation date.  

2. The present value of future capital cost allowances calculated on the difference between the fair market 
value and the tax cost of existing assets.  

 

Tax shields provide a company with a “shield” against future taxes. 

 
The first tax shield adds to enterprise value of the business by recognizing that future tax allowances have a 
positive present value. 
 
The second tax shield contributes to the FMV of the tangible asset backing (TAB) of the company. It considers 
whether the depreciable assets would have a higher value if they were held outside the company, in which case 
their FMV would be the base for calculating tax allowances. This tax shield:  

● adjusts the TAB down (tax shield lost) if the tax cost of the assets is lower than their FMV, given that 
future tax allowances within the company will be limited; 

● adjusts the FMV of the TAB up (tax shield added) if the tax cost of the assets is higher than their FMV, 
i.e. it is better to leave the assets within the company and take advantage of the future tax allowances.  

 
On a technical note, if the tax cost equals FMV (which happens when a company uses the same allowances for 
tax and depreciation), the tax shield will usually be “lost” due to the half-year rule for tax allowances.  
 
The actual calculations are beyond the scope of this description. However, contact MVI for a more complete 
discussion of tax shields.  
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4.29: Working capital  

 
Working capital is distinguished from other forms of capital primarily because working capital is short term. In 
most cases it can be liquidated quickly; the usual distinction between short-term and long-term capital is that 
short-term capital turns over at least once per year. Working capital normally excludes shareholder accounts. 
 

Working capital is the short-term capital used in the day to day operations of a business. 

 
The common components of working capital are: 
 
Current assets, typically 
 

● Cash 
● Accounts receivable 
● Inventory 
● Prepaid expenses 

 
Net of current liabilities, typically 
 

● Bank overdrafts or utilised banking facilities due within twelve months 
● Accounts payable and accrued liabilities 
● Taxes payable 
● Portion of long-term debt due within twelve months 

 
Over the years business analysts have figured out “normal” levels of working capital. This is sometimes 
expressed as a multiple of annual sales. Working capital can also be analysed on a more detailed basis, for 
example, current assets compared to current liabilities, “quick” assets (i.e. current assets less inventory) 
compared to current liabilities, inventory turnover, receivables and payables settlement periods, and so forth. 
 
 By comparing desirable levels of working capital to actual levels, some conclusions can be reached in respect to 
“redundant” working capital and the operational strengths and weaknesses of the business. 
 
Contact MVI for a more complete discussion of the implications of too much, or too little, working capital.  
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5.0 Valuation methodologies and calculations 

 
Some users are inclined to express wonder at the “magic” worked by CBVs in their calculations and methods. As 
all CBVs know, there is no magic, but there is the result of at least 3 years of specific education and training.  
 
Examining the value of a business from different angles increases the credibility of the conclusion. At MVI, most 
reports, other than the most basic, use more than one method in preparing a conclusion of value. 
 

Using more than one valuation method in a report adds credibility to the conclusion.  

 
A valuation report prepared by MVI for an operating business typically proceeds as follows: 

1. Guided by past results and prospective circumstances, a pro forma cashflow statement is prepared; 
2. An analysis of the strengths, weaknesses and risks in the business leads to a suitable capitalization rate; 
3. Using this information, a preliminary enterprise value is found, based on the capitalized cashflow 

method; 
4. An analysis of the past and present balance sheets leads to redundant assets being identified, fair 

market value adjustments for tangible assets, and the calculation of tax shields. This leads to a 
statement of the tangible asset backing, a key component of the adjusted net asset method; 

5. Enterprise value found via the capitalized cashflow method is compared to enterprise value found via 
the adjusted net asset method and goodwill, if any, is recognized; 

6. If there is no goodwill, the adjusted net asset method will prevail as it has provided the highest value. If 
there is a value for goodwill, the capitalized cashflow method will prevail; 

7. Reasonableness testing is carried out on the preliminary conclusion for enterprise value, including 
comparing valuation metrics for the client to data obtained by researching reported sale transactions 
for comparable businesses. The market method is used as a supporting methodology, especially as it 
allows the client business to be ranked against comparable data. Inconsistent results may require other 
methods to be re-examined. 

8. As seen above, three methods contribute to the conclusion of the enterprise value. Further work is then 
carried out to find the equity value in the business and, if necessary, the fair market value of different 
share classes. 

 
Contact MVI to discuss valuation calculations and methodologies. 
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5.1 Hindsight in valuators’ reports? 

 
If only I knew then what I know now ……. it is often said that “hindsight is 20/20.” 
 
Both the CICBV and the courts in general do not allow the use of hindsight in valuators’ reports. Such reports 
usually have a fixed valuation date; one of the skills required of a CBV is to position himself or herself back at the 
valuation date and disregard any events or developments that have taken place between the valuation date and 
the report date. In an unchanging environment this is not a major challenge. The challenge arises when the 
internal or external climate of the business being valued changes after the valuation date and the risk of 
“hindsight bias” creeps in.  
 

The default position is that hindsight must not be used in business valuators’ reports. 

 
Imagine a CBV is engaged in July 2015 to value an Alberta based manufacturing company with a valuation date 
of March 31, 2015. In a provincial election on May 5, 2015, the left leaning Alberta New Democratic Party gained 
50 seats (from its previous 4) to beat the long-standing business-friendly Progressive Conservatives, who had 
held power since 1971. Unexpectedly, Alberta now had a government that was promising to raise corporate 
taxes and increase the minimum wage, both of which issues could potentially lower the value of any profitable 
company with many employees.  
 
In keeping with the no-hindsight principle, the CBV would need to disregard the possible impact of higher wages 
and taxes on the valuation of the company at March 31, 2015, at which time the possibility of an NDP 
government in Alberta was considered remote. 
 
In some circumstances, subsequent events that corroborate the CBV’s conclusion of value may be admitted as 
supporting evidence. However, using those subsequent events to derive the value at the earlier date would not 
be permitted. 
 
Contact MVI for a more complete understanding of why hindsight is not permitted.  
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5.2 Discount for lack of control (minority discounts) 

 
One of the major goals of a business valuation report is to conclude on the fair market value of all the common 
shares of a company. This is usually referred to as the “en-bloc” value. The valuation engagement however may 
require the CBV to opine on the value of a group of shares that is less than 100%. 
 
The CBV will be required to analyse what rights accrue to the group of shares being considered. In a simple 
situation, with no shareholders’ agreement in place, a block of 80% of the shares will have almost unfettered 
control. Conversely, the 20% block will have very limited influence on either the day to day activities of the 
company or the bigger issues, such as major changes to the business.  
 
If the 20% block has never received a dividend, has no influence on the composition of the board, and there is 
little prospect of the 20% shareholders receiving any liquidation proceeds, it could be argued that the block has 
extremely little value. A large discount for lack of control would therefore be applied by the CBV in concluding a 
value of the 20% block. 
 

A minority share in a business is seldom worth the same – pro rata – as a controlling share. 

 
However, corporate affairs are seldom that simple. Shareholders’ agreements are often in place and, among 
other issues, lay out the rights of all classes of shareholders in respect to their effective influence over the flow 
of cash within and out of the company. The minority shareholders can therefore see how, in concrete terms, 
they will realise a return on their investment. It may be limited to a predictable dividend or it may relate to 
employment opportunities.  
 
Even without a shareholders’ agreement, a history of consistent dividends will provide support for some value, 
likely based on the amount of the dividends and alternative yields. A detailed analysis of the specific 
circumstances will show what, if anything, the CBV can use to support a valuation conclusion, although some 
precedents may need to be found to support the size of the discount.  
 
In marital cases, the principle of “fair value” usually requires that shares in a family-owned company be treated 
equally. The instructions provided to the CBV will frequently include a directive that no discount be applied to 
the value of the shares held by the minority shareholding spouse. 
 
Contact MVI for a more complete understanding of how value can be found in minority shares.  
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5.3 Discount for lack of liquidity (marketability discounts) 

 
It is common knowledge that the shares of publicly traded companies have a ready and usually liquid market. 
This liquidity allows such shares to find their value in the public market on the usual economic basis of supply 
and demand. The challenge for a CBV valuing the shares of a private company, which are seldom liquid, is that 
fair market value, by definition, requires an “open and unrestricted market.” 
 
The lack of liquidity of private company shares is dealt with by CBVs in various ways. One way is to value the 
company, if it is sufficiently large, as if it were public and then apply a liquidity discount. Alternatively, especially 
for smaller companies, allowance is made in the build up of the capitalization rate for the fact that the company 
is small and illiquid. In cases where the company is both small and has a very limited market for its shares it may 
be necessary:  
 

● to incorporate a small company premium in the cap rate, and  
● to apply a discount for lack of liquidity to the final value.  

 
Many private companies, if put up for sale, could take many months, if not years, to sell. The lack of immediate 
access to the sale proceeds needs to be reflected in the conclusion of fair market value. 
 

The fair market value of unlisted shares is impacted by their lack of liquidity. 

 
The concluded fair market value of any share needs to reflect the full risk of an investment therein. The CBV 
therefore needs to ensure that the effective yield on the investment recognizes both: 
 

● the intrinsic risk in the business itself, and 
● the risk that the shares themselves may not trade readily.  

 
The expected time to liquidity will be different for every private company and will depend on the existence of 
likely purchasers. The liquidity discount is therefore case specific. 
 
Contact MVI to discuss the liquidity issues that may impact the FMV of your private company shares.  
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5.4 Discounting cashflows  

 
This introductory section is focussed on the theory underlying discounting cashflows.  
 
Discounted cashflow is based on the principle that the present value of $1.00 received in a year’s time is worth 
less than $1.00 received today. The present value of $1.00 received in the future depends on when it is received 
and what discount rate is used. The discount rate would be equivalent to the interest rate that would apply if 
$1.00 was invested with a financial institution. 
 

1. Example #1: $1.00 received in 12 months 
a. Using a discount rate of 5%, the present value is $0.9524 being $1.00 / 1.05 
b. Using a discount rate of 10%, the present value is $0.9091 being $1.00 / 1.10 

2. Example #2: $1.00 received in 24 months  
a. Using a discount rate of 5%, the present value is $0.9070 being $1.00 / (1.05x1.05) 
b. Using a discount rate of 10%, the present value is $0.8264 being $1.00 / (1.10x1.10) 

3. Example #3: $1.00 received in 36 months  
a. Using a discount rate of 5%, the present value is $0.8638 being $1.00 / (1.05x1.05x1.05) 
b. Using a discount rate of 10%, the present value is $0.7513 being $1.00 / (1.10x1.10x1.10) 

 
It can thus be seen that $1.00 received at the end of every year for 3 years would have a present value of 
$2.7232 (0.9524+0.9070+0.8638) if discounted at 5% and $2.4868 (0.9091+0.8264+0.7513) if discounted at 10%.  
 
Note that because we divide by 1 + the discount rate, the higher the discount rate, the lower the present value. 
Given that the discount rate reflects the riskiness of the investment, it therefore follows that the higher the risk 
in an investment, the lower its present value. 
 
Refer to the discounted cashflow valuation method section 5.12 to see how this principle is applied in a business 
valuation.  
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5.5 Disposition costs in valuators’ reports  

 
An informed and prudent buyer is unlikely to pay as much for the shares of a company as they would for the 
underlying business assets owned by the company. Aside from any concerns about hidden liabilities, the buyer 
will realise that there would be a cost to liquidating the assets; this potential (or “latent”) cost effectively 
reduces the value of the shares. 
 
Once the value of the company’s net business assets (after accounting for goodwill, redundant assets and 
long-term liabilities) has been established, the most direct way to calculate the value of the shares is to deduct 
notional disposition costs that would be incurred by the company if it converted all its business assets to cash. 
The largest disposition cost is likely to be corporate tax, principally tax on gains (if any) in goodwill. Possible tax 
planning to limit such taxes can be ignored as this type of tax planning normally assumes that beneficial 
ownership does not change (whereas the concept of fair market value assumes that the business does change 
ownership, at least notionally).  
 
Other disposition costs, such as realtor’s fees, should also be brought to account if they are material.  
 
Latent taxes on tangible capital assets are usually accounted for in the tax shield calculation so no further 
calculation is needed. 
 

Disposition costs payable by a company selling its assets diminish the value of its shares. 

 
It should be noted that these costs refer only to the disposition costs incurred within the company. The net 
amount remaining represents the gross amount payable to shareholders as a liquidation dividend and therefore 
represents the value of the shares. Taxes payable by shareholders on receipt of their dividend is their cost (i.e. it 
is outside of the company) and does not affect the gross value of the shares. 
 
Contact MVI to discuss how potential / latent disposition costs might reduce the value of your company’s 
shares.  
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5.6 Taxes in valuators’ reports  

 
At MVI we believe that complex tax issues are best handled by tax experts. This is both in the interest of the 
clients, who will get better and more comprehensive tax advice from a tax expert than from a valuation expert, 
and in MVI’s interest, in that we do not wish to be exposed to the risk that could arise if we inadvertently 
provide incorrect tax advice.  
 
Nevertheless, it is important to recognize the impact of taxes on the value of businesses and some basic 
calculations are included in our reports (i.e. calculations that do not involve complex tax planning).  
 

Taxes can have a significant impact on the value of a business. 

 
Taxes affect the business valuation calculations in the following areas: 
 

● Pro forma cashflow statement which is usually prepared on a post-tax basis, given that the weighted 
average cost of capital (“WACC”) is also a post-tax figure. WACC is applied to pro forma cashflows in 
calculating enterprise value 

● Use of undepreciated capital cost (i.e. the tax equivalent of book value) and capital cost allowances (i.e. 
the tax equivalent of depreciation) in analyzing the fair market value of depreciable assets 

● Tax shields  
● Disposition costs 
● Weighted average cost of capital  

 
The tax rates used should be those in force at the valuation date. 
 
Contact MVI to discuss how taxes impact the value of your company’s shares.  
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5.7 Industry analysis in valuators’ reports  

 
The analysis of the prospects of the industry in which a business operates is an important part of the 
preparation of a valuation report. It is possible to get an initial big picture view by considering the average 
“beta” of public companies operating in that industry.  
 
Simply put, the industry beta is a measure of the difference between (a) the aggregate yield provided by public 
companies in that industry and (b) the aggregate yield of all public companies. The beta used in developing an 
appropriate capitalization rate may be a weighted average of betas for both the business’s primary industry and 
other industries to which it is exposed. 
 

The industry in which a business operates has a significant impact on its valuation. 

 
Although the industry beta provides an initial big picture view, the CBV should closely examine the industry in 
developing the specific company premium. This is where consideration is given to the industry in the context of 
the geo-political environment in which the business operates. 
 
For example, an environmental remediation firm in Alberta’s oil patch will likely face different risks to an 
environmental remediation firm in downtown Vancouver.  
 
The industry is also relevant when developing pro forma cashflow statements, given that different industries 
have different business cycles.  
 
In using the adjusted net asset method, the industry will play a role in determining the fair market value of the 
company’s capital assets. A company operating in a vibrant industry can reasonably expect that its equipment 
will hold its value longer in an industry in decline. 
 
A common misconception is that businesses in the same industry can all be valued using the same multiples, so 
it is important to note that many other factors are considered in developing the valuation conclusion. 
 
Nevertheless, at MVI we use industry codes as the base for researching comparable business transaction 
metrics, for careful and judicious use in reasonableness testing. 
 
Contact MVI to discuss how the industry in which you operate impacts the value of your business.  
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5.8 Materiality in valuators’ reports  

 
When a CBV values a business using the capitalized cashflows method, he or she will exercise judgment in 
respect to many issues, notably the capitalization rate, pro forma cashflows, redundant assets, transferability of 
goodwill, and discounts. The CBV’s judgment will be impacted by the materiality of the data. 
 
Given the amount of judgment involved, it is impossible to find an absolute, “correct” number for fair market 
value (although the more work that is done, the greater the CBV’s confidence in the result). 
 

CBVs exercise significant judgment in preparing business valuation reports. In this context, some 
factors will be immaterial. 

 
For example, assume that the CBV has determined that the pro forma free cashflow lies in the range $1,250,000 
to $1,350,000 and that a suitable WACC has been determined as 15.5% to 17.0%. This would put the enterprise 
value in the range of $7,941,176 ($1,350,000 / 0.17) to $8,064,516 ($1,250,000 / 0.155).  
 
The range is therefore $123,340 and either end of the range is $61,670 or 0.77% from the mean of $8,002,846. 
If it then appears that adjusting capital assets from net book value to fair market value will lead to a swing of 
less than $50,000, it would be reasonable to conclude that net book value is an acceptable proxy for fair market 
value of these assets and there would be no need to go to the expense of figuring out their fair market value 
more precisely.  
 
Materiality is very much influenced by the purpose of the report. A valuation for a client negotiating to sell a 
business is primarily an advisory guide for negotiations and requires less accuracy than an expert report 
involving a litigated shareholder dispute, which could determine the damages awarded by the court. 
 
Contact MVI to discuss the different influences on the value of your business and the extent to which each could 
have a material impact.  
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5.9 Valuation methodology – adjusted net asset methods 

 
Adjusted net asset valuation methods are used when there is no likelihood of finding any goodwill in the 
company. These methods are used when the net cashflows of the company indicate a poor yield on the 
investment or when the company is a holding company with investments in other companies or real estate or 
other major assets. 
 
The adjusted net asset method is relatively simple to apply. The method involves starting with the balance sheet 
of the business and restating all assets and liabilities to their realizable values. Owners’ equity is therefore 
recalculated as the fair market value of all assets less the fair market value of all liabilities and this restated 
amount is the fair market value of the business.  
 
An adjusted net asset method is frequently used in conjunction with an income method.  
 
At MVI, we initially apply an income method for all operating company valuations. If it becomes apparent during 
the calculations that there is no goodwill, we switch to the adjusted net asset method given that the assets are 
more valuable as “retainers of value” than as “generators of income.” There could be many reasons to continue 
to operate despite the poor returns, but the value of the company should be based on its assets and not its 
income generating capacity.  
 

Adjusted net asset methods could be based on either a going concern assumption or a liquidation 
assumption. 

 
There are two major business valuation methods classified as adjusted asset methods; the distinction lies in the 
status of the business:  
 

● Adjusted net asset valuation for a going concern business – the assets are valued as if they will continue 
to be used collectively, which will almost certainly be higher than if they were individually sold; and 

● The liquidation method for a business with little prospect of continued operations - the assets are 
valued at their break-up values, likely to be well under their values on a going concern basis. It is also 
possible that the fair market value of the liabilities will also be less than their face value. 

 
Contact MVI to discuss the valuation implications if your assets are providing a less than optimal return.  
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5.10 Valuation methodology – income methods 

 
Given that the income generated by a business can be expressed in many ways and given that the value of a 
business often depends on its income generating potential, it is not surprising that there are several recognized 
income-based valuation methods. 
 
The key to understanding income-based valuation methods is to recognize that the core value of the business is 
the product of two aspects of the business: 
 

● Its income, expressed as one or more of net income, earnings before interest and tax (EBIT), earnings 
before interest, tax and depreciation (EBITDA), free cashflow or, in some cases, revenue; 

● A multiple or capitalization rate or discount rate. 
 

The most important issue in income-based valuation methods is to match the income, in the way it is 
expressed, with the appropriate multiple, cap rate or discount rate. 

 
The two most common income-based valuation methods are:  
 

● The capitalized cashflow method, used mainly for mature and/or stable businesses with reasonably 
predictable cashflows; and 

● The discounted cashflow method, used mainly for growing businesses (often requiring further, periodic 
investments) or those with a limited lifespan. 

 
Refer to the sections that follow for a more detailed look at the capitalized cashflow method and the discounted 
cashflow method.  
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5.11 Valuation methodology – capitalized cashflow method 

 
The main principle behind the capitalized cashflow method is that the annual free cashflows generated by the 
enterprise and available to all providers of capital should be capitalized at a rate that reflects a weighted 
average cost of capital, being a blend of the enterprise’s cost of equity and its cost of debt. The result provides 
the value of the enterprise, which is funded by providers of both loan capital and equity capital. 
 

The main calculation in the capitalized cashflow method is: 
 

Enterprise value = Free cashflow / WACC. 

 
The core calculation in this method provides the enterprise value, being the value of the business that is funded 
by both lenders and shareholders. Further amounts are added or subtracted to get to the equity value.  
 
An abbreviated example of a simple capitalized cashflow calculation is as follows: 
 

Free cashflow 1,500,000 A 
Weighted average cost of capital 15%  B 
Enterprise value (A / B) 10,000,000 C 
Tax shield – PV of future tax allowances on depreciable assets         50,000 D 
Redundant assets       450,000 E 
Less: Term loans (3,500,000) F 
Equity value (C+D+E-F)   7,000,000 

 
 
Refer to the sections on free cashflow and the weighted average cost of capital (WACC) for more details on 
these key components of the capitalized cashflow method.  
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5.12 Valuation methodology – discounted cashflow method 

 
The main principle behind the discounted cashflow (“DCF”) method is that the future cashflows (both in and 
out) of the enterprise have a present value (“PV”) that can be found by applying a discount rate that is suitable 
to the company. The result provides the equity value. 
 

The DCF method finds the present value of future, possibly irregular, cashflows. A “terminal value” at 
some stable point in the future, is also discounted back to present value.  

 
An abbreviated example of a simple discounted cashflow calculation is as follows: 
 

 
 

As with the capitalized cashflow method, adjustments may be needed for redundant assets. However, note that 
in the above example debt service has been accounted for in the top line, so there is no adjustment for 
outstanding term loans. The discount rate to be used will therefore be one suitable for the cost of equity. 
 
Generally, the DCF method is used in more irregular situations, and can become a more complex method than 
the capitalized cashflow method. It is useful in making go/no-go decisions for project investments.  
 
Contact MVI to discuss valuation methods in greater detail.  
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5.13 Valuation methodology – market method 

 
The principle behind the market method is that actual transactions for comparable businesses provide a suitable 
guide for valuing a business. The main drawback to the method is that it may be difficult to find records of 
transactions involving truly comparable businesses and/or transactions that were fully exposed to market forces 
before a negotiated price was reached on sale. Its use depends in part on the purpose of the report. 
 

The market method is best suited to “cookie cutter” businesses or as a reasonableness test on a 
valuation conclusion reached via another method.  

 
A simplified example of the market method (using a very limited sample size) is as follows: 
 

 
 
Contact MVI regarding the purpose of your valuation. For pre-sales advice a market method may be sufficient. 
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5.14 Normalization adjustments in valuation reports 

 
The definition of fair market value (which is the goal of most business valuation reports) implies that a valuation 
report should assume that the business will, at least notionally, change hands. This implies that the various ways 
by which the current owner has taken value out of the company should be re-set to amounts that assume that 
management and ownership are at arm’s length. It also implies that any historical non-recurring items should be 
eliminated. By making these adjustments, the pro forma cashflow statement will be both sustainable, and 
normalized. 
 

Fair market value assumes that all business relationships are at arm’s length.  

 
A non-exclusive list of common items that require normalization are: 
 

● Remuneration: business owners can receive their remuneration in various forms. It could be a low 
salary plus a high dividend. It could be a salary that is significantly higher than would be paid to a 3rd 
party or a salary paid to a family member who doesn’t work (much) in the business. Normalizing salaries 
and benefits assumes that these items in the pro forma cashflow statement are at levels that would be 
paid to an unrelated party doing the same work;  

● Rent – building separately owned by the same owner as the business: in the pro forma cashflow 
statement, rent may need to be reset to a commercial level;  

● Rent – building owned by the same business: at MVI we usually book notional rent at a commercial 
level in the pro forma cashflow statement and add the fair market value of the building as a “redundant 
asset”. This relates to the fact that yields normally required from a business are different from those 
required from real estate; 

● Bad debts, repairs and maintenance, and gains/losses on disposal of capital assets are examples of 
items that, although they do not usually involve the owner, can vary a great deal from year to year. 
Some level of judgment by the CBV is required to project a “normal” level for such items; 

● Any other transactions with related parties should be examined and, if necessary, normalized. 
 
Be sure to discuss normalization adjustments with MVI during the valuation engagement.  
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5.15 Reasonableness testing in valuation reports 

 
A typical business valuation report prepared by a CBV will involve some assumptions and several areas where 
the CBV exercises professional judgment. There is a risk therefore that the resulting valuation conclusion could 
be academic and/or detached from reality. It helps therefore for the CBV to reflect on the conclusion and 
consider if the calculated result is reasonable for the business in its circumstances. At MVI, we generally include 
some level of reasonableness testing as part of the valuation report; it helps to provide an “anchor” to the real 
world. 
 
Reasonableness tests look initially at the implied payback periods, especially for goodwill. Given that goodwill is 
the one major asset that is unlikely to retain its value if the business declines, the expected payback period for 
goodwill is a good indicator of the real risk in the business.  
 
A low-risk business would expect a long payback period for goodwill. For a high-risk business, a notional buyer 
would expect to recover its investment quickly (i.e. a short payback period) as they have less confidence in the 
business’s long-term continuity. 
 

The exercise of judgment in developing valuation conclusions suggests that “gut-checks” are useful as a 
way of adding credibility.  

 
Other reasonableness tests use the market method of valuation to compare the valuation metrics of the target 
business to the valuation metrics of comparable businesses that have been exposed to arm’s length negotiations 
and concluded transactions.  
 
A negotiated sale between informed and independent parties acting in their self interest is a reasonable 
indicator of “real-world” values. Given the difficulty of finding truly comparable businesses, caution is needed. 
Some reconciliation may be useful between results for similar but inexact comparables.  
 
At MVI, we prefer to rank the sample data, if sufficient, into percentiles and compare client valuation metrics to 
the ranked data. This may indicate, for example, that the preliminary valuation conclusion places the client at 
the 75th percentile. If it seems that the client deserves to be considered among the most valuable of its peers, 
such positioning would lend support to the valuation conclusion. The comparisons may, however, lead the 
valuator to revisit and check the calculations before finalizing the report. 
 
Finally, if the business has been previously valued, the CBV should reconcile the previous and current values and 
ensure that any major changes can be explained. 
 
Contact MVI if you feel that a valuation conclusion is unreasonable.  
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5.16 Differences between share valuations and asset 

valuations 
 
The difference between a share valuation engagement and an asset valuation engagement is perhaps only 
relevant for a business owner considering the sale of their business. In short, it will almost always cost more for 
the shares to be valued, simply because there is more work to be done by the CBV. 
 
By way of background, the sale of a business will always involve some tension as sellers generally prefer to sell 
their companies (i.e. the shares) while buyers prefer to buy assets.  
 
Sellers of shares of qualified small businesses may be able to use a capital gains exemption that will lessen the 
tax burden of the sale and it’s a cleaner deal (nothing is left for the seller to sell or close).  
 
However, for the buyer, buying assets has several advantages, some tax-related (resetting tax values of capital 
assets to fair market value often provides a “bump” for tax allowances), some simplicity-related (the due 
diligence process should be shorter) and some exposure-related (in buying assets a buyer will not need to 
assume the risk of hidden liabilities). The circumstances should always be examined as there may be specific 
reasons for the way the deal is structured.  
 

The valuation of the shares of a company involves more than just valuing its underlying assets. 

 
The valuation of a business for an asset sale only requires the CBV to reach a conclusion as to the enterprise 
value. This can be found by shortened versions of the capitalized cashflow or adjusted net asset methods, 
without any adjustment for redundant assets, term debt, or shareholder accounts. The latter three items will 
likely remain with the company. The buyer may be able to select specifically which assets to acquire. 
 
The valuation of a business for a share sale, however, requires the CBV to reach a conclusion as to the equity 
value. This requires the CBV to determine the enterprise value as well as adjust for redundant assets, term debt 
and shareholder accounts, all of which (unless cleaned out) remain part of the company. 
 
Contact MVI if you require clarification regarding what needs to be valued.  
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5.17 Impact of shareholder or partnership agreements on 

business valuation 
 
Any company or business partnership with more than one owner should conclude a shareholder or partnership 
agreement as soon as the business starts up. Some of the key points in such an agreement include: 
 

● The role that each owner plays in the business; 
● The investment each owner makes into the business; 
● The amounts that each owner may take out of the business, whether as wages, rent, dividends, fees, 

interest, loan repayments, etc; 
● What happens in the event of a major life change for an owner (death, incapacity, divorce, willing or 

involuntary departure etc) and how life insurance can help to mitigate some of these risks; 
● What happens if there is a disagreement on future direction of the business; 
● How the parties can buy each other out and how the ownership interests will be valued; 
● What happens if an outside party offers to buy all or a part of the business. 

 

Shareholder agreements can have a critical impact on a valuation conclusion. 

 
The CBV who is engaged to value the business needs to review the shareholders’ or partnership agreement as 
many of the items can have an impact on the business value, or the share that each party has of the en-bloc 
value.  
 
The first item the CBV should review is how the business is to be valued. There is little value in a major valuation 
exercise if the agreement provides a simple formula (notwithstanding that the formula may be inappropriate).  
 
Thereafter, the CBV needs to ensure that the valuator’s report takes account of the many and varied aspects of 
the agreement. In complex businesses, with detailed shareholder or partnership agreements, this may take a 
considerable amount of time, especially if the agreement is unclear or ambiguous on some issues. The CBV will 
also need to consider the implications of circumstances where the terms of agreements have been disregarded 
in the past.  
 
Contact your business lawyer if you need to draw up an shareholder or partnership agreement. Contact MVI if 
you require clarification on how the agreement may impact the valuation of your business.  
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5.18 Sustaining capital expenditures 

 
Capital assets, also referred to as fixed assets or property, plant, and equipment, are probably one of the biggest 
items that a business may spend cash on.  
 
Capital expenditures (“capex”) can take two forms: 
 

● Expansion capital, where new property, plant, or equipment is acquired to help the business grow; 
● Sustaining capital, where new property, plant, or equipment is acquired to replace old or outmoded 

assets without increasing the output capacity of the business. Sustaining capital expenditures should 
not be confused with repairs and maintenance, where cash is spent to simply repair existing equipment.  

 

Capital expenditures to maintain the business at existing capacity should be differentiated from 
expenditures to increase capacity. 

 
In a cashflow based valuation, it is important to distinguish between expansion capital and sustaining capital. If 
there is only sustaining capex, the most appropriate valuation method is likely the capitalized cashflow method, 
where the non-discretionary sustaining capex is deducted from other cashflows to demonstrate what the 
business generates in its current state (before providing for financing commitments).  
 
However, if there is likely to be significant sums spent on assets to expand the capacity of the business, there 
will be an expectation of significant growth in revenues as well. In this case, a discounted cashflow method will 
be the most suitable valuation method. 
 
Contact MVI to discuss your plans for capital expenditures and how these may impact the valuation of your 
business.  
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5.19 Tangible asset backing (“TAB”) 

 
When calculating enterprise value, operating earnings should be matched with the tangible net assets that back 
such earnings. In calculating goodwill based on operational cashflows, only the Tangible asset backing (TAB) 
should be considered. The table below is an simple illustration of a TAB calculation. Refer to the notes for 
explanations of adjustments made. 
 

TAB represents the fair market value of the tangible assets supporting the business enterprise. 

 

 
 
Contact MVI to discuss how we analyse and adjust the value of tangible assets used in an enterprise.  
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5.20 Use of market data in private company valuations 

 
As discussed in the article on the market method, comparable market data is useful if it is relevant but will be 
misleading if it is used inappropriately. 
 
Compare a company operating in the limited service restaurant sector to a sauce and dressings manufacturer. A 
subscription database (no specific criteria entered) yields the following data on Enterprise Value as a multiple of 
(a) Sales (b) Gross Profit (c) Earnings before Interest (d) EBITDA and (e) Seller’s discretionary earnings: 
 

 

Market data is useful if it is relevant but will be misleading if it is used inappropriately. 

 
● The fast foods restaurant group sample size is large enough to drill deeper and likely find reasonably 

comparable businesses. The manufacturers’ sample is unlikely to provide this opportunity; 
● The valuation metrics for the restaurants are tightly grouped and may provide “real world” transaction 

data that is useful guidance for negotiating a sale. The metrics for the manufacturers are more scattered 
and are unlikely to be of much assistance; 

● The market data for the restaurants is thus reasonably useful. The data for the manufacturers is unlikely 
to be much help. 

 
Contact MVI to discuss when market data is reliable enough to provide valuation guidance.  
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5.21 Weighted average cost of capital (WACC) 

 
The weighted average cost of capital (WACC) provides a capitalization rate used in the capitalized cashflows 
valuation method to calculate enterprise value. WACC accounts for both the cost of equity and the cost of debt.  
 
The cost of equity relates to the cost of capital provided by the owners of the business and represents the yield 
that an owner requires on his/her funds invested in the business. The required yield is in turn a reflection of the 
perceived risk in the business; as risks in the business rise, so will the required yield and cost of equity.  
 
In building up to the capitalization rate, the cost of equity considers risk free rates, yields on publicly traded 
equities, industry risks, economic risks, and business specific risks, which can include a wide variety of factors 
that take account of the strengths, weaknesses, and threats faced by the business.  
 

WACC is the weighted average of (a) the cost of equity and (b) the cost of debt, weighted in proportion 
to the amount of capital supplied to the business by (a) owners and (b) lenders. 

 
The cost of debt is the after-tax cost of loan capital supplied by long-term lenders. Where there are several 
long-term loans with differing interest rates, further analysis is needed to determine the most suitable. 
 
The cost of equity and the cost of debt, which are both expressed as percentages, are weighted according to the 
relative levels of capital supplied by owners and lenders.  
 
For example, assume terms loans, with an average after-tax cost of 5% constitute 40% of total capital employed. 
Assume that the cost of equity has been determined as 15% (and note that shareholders’ funds constitute 60% 
of total capital employed). The capitalization rate used to calculate enterprise value will therefore be 11%. 
  

WACC = (SF % x Cost of Equity) + (Debt % x Avg After-Tax Cost) 
 

(60% x 15%) + (40% x 5%) = 11% 
 
Contact MVI to discuss how WACC in your business is determined and used to calculate the enterprise value. 
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6.0 Influences on the value of an enterprise 

 

The word “enterprise” refers to a core, distinct business operation, which may or may not be incorporated. The 
distinction between an enterprise and a company, is that the enterprise refers only to the core operations. The 
company may include certain other assets that the enterprise does not use in the generation of income. The 
enterprise’s core operations may be funded by both the shareholders and the lenders.  
 
Simplistically, the value of an enterprise can be reduced to a single equation: 
 

Value = Opportunity / Risk 
 
The opportunity in a business can be expressed in various ways – revenues, profits, cashflows, potentially even 
capital gains.  
 
The risk in an enterprise is usually quantified (following analysis) and expressed as a cost of capital, a 
capitalization rate, a discount rate, or a multiple.  
 
Refer to Influences on the value of an enterprise – earnings, (Section 6.1) which deals with the “top-line” of the 
above equation, and Influences on the value of an enterprise - risks (Section 6.2) which deals with the risks.  
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6.1 Influences on the value of an enterprise - earnings 

 
With an understanding of the basics of the capitalized cashflows valuation method, a business owner will have 
several clues regarding the main influences on enterprise value. This article looks briefly at the way the 
components of the business’s income statement and cashflow statement influence its value. In valuation terms, 
this could be considered the “top-line” issue. 
 

All else being equal, the higher the sustainable cashflows of the business, the higher its value. 

 
It is self-evident that, all other things being equal, the higher the sustainable cashflows of the business, the 
higher its value. The main issues that influence the cashflows are: 
 

● Sales revenue, which is due in large part to the success of the sales department in the business 
● Gross profit, which is due to the ability of the business to keep its cost of sales efficient 
● Overhead expenses, which should be minimized without prejudice to business operations 
● Taxes, over which the business has limited control 
● Sustaining capital expenditures, which comes down to finding the optimum formula for the use of 

capital assets (i.e. replace regularly at just about the time the assets start to lose efficiency) 
 
 
  

 

 

78 

 



Guide to Understanding  
Business Valuators’ Reports 

 
6.2 Influences on the value of an enterprise - risks 

 
With an understanding of the basics of the capitalized cashflows valuation method, a business owner will have 
several clues regarding the main influences on enterprise value. This article looks briefly at the way the various 
risks faced by the business influence its value. In valuation terms, this could be considered a “bottom-line” issue. 
 

A low-risk business will always be worth more than an otherwise equal high-risk business. 

 
In considering what capitalization rate to use, a CBV is really considering a reasonable required return on an 
investment in the business. The required yield is very largely a function of the riskiness of the business, and 
specifically the riskiness of the business when compared to a publicly traded company in the same industry 
(note that in most cases an investment in a public company is liquid, the shares can be sold quickly. It is 
considerably more difficult to dispose of an ownership position in a private business).  
 
Some of the most common issues that a CBV will consider regarding the risks in an enterprise are: 
 

● Systems that allow the business to operate well – small businesses usually have more challenges with 
systems than large companies. Many valuators will apply a “size” premium to cater for this risk. 

● Dependencies – analyzing a business’s operations will usually show what, or who, it is overly dependent 
on. It could be a dependency on the owner-manager, or a product or service or customer or supplier, or 
a specific law. The questions to be asked are:  

o how badly would cashflows be impacted if this person/product etc were lost to the business?  
o what is the likelihood that this loss could occur? 

● Continuity of income and profits: this can be influenced by many issues, some referred to above, some 
driven by the general economic environment, and yet others that are specific to the business. An ability 
to withstand tough times will usually enhance the value of a business. 

● Ability to borrow – if a business has a strong ability to borrow, it will likely be able to significantly reduce 
its WACC by accessing loan capital at a lower cost than equity capital.  

 
Contact MVI to discuss the influence of earnings and risks faced by your business on its enterprise value.  
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