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    Editor’s Note:   This fi rst installment (Part I) summarizes the 
generally accepted business/stock valuation approaches with 
regard to the employee purchase of the employer company. 
Part I also discusses the valuation factors related to the level 
of value, the security-specifi c stock rights and privileges, and 
how the fi nancing of the purchase can affect company value.  

 Parts II and III will be published in upcoming issues of Busi-
ness Valuation Alert. In Part II, the author will explain how 
security-specifi c contractual rights and privileges impact on 
value, and will address why there can be different valuation 
considerations for a sale to an employee buyout group as 
opposed to a sale to a key employee or nonemployee buyer. 

 Part III will discuss the impact of transaction structure and 
explain how value is affected by the structure of the employee 
buyout (e.g., stock purchase versus asset purchase). Part III 
will also cover related issues such as noncompete agreements, 
service agreements, and goodwill allocation. 

  Introduction 

 Closely held business owners (“sellers”) may have many 
reasons to sell all or part of the company to new owners (“buy-
ers”). For example, the sellers may desire liquidity. That is, the 
sellers may want or need cash for various purposes. 

 The company sale may be the only practical way to implement an 
ownership transition. That is, there may be no “next generation” 
of family members to assume the management or ownership of 
the closely held business. The sellers may wish to diversify their 
wealth into other investments or entrepreneurial activities. Or, 
the sellers may simply believe that the appreciation potential is 
greater in another business or investment. Also, the sellers may 
want to reward loyal employees or other service providers by 
giving them the opportunity to invest in the subject company. 

 Depending on the sellers’ objectives, the competitive position 
of the subject company and the degree of consolidation in 
the industry, there may be various buyers that are interested 
in the closely held company. These various buyers are often 
grouped in the following principal categories:   

 1. Strategic buyers, including direct competitors, major 
customers, or major suppliers; 

  
 2. Financial buyers, including private equity funds and public 

stockholders (i.e., the IPO option); and 
  
 3. Employees, including a management buyout, a direct pur-

chase by employees, or an indirect purchase by employees 
(through, for example, an ESOP). 

  
 The party that becomes the successful buyer for the closely 
held company is typically a function of: 

   ■ The comparative economics of the subject company to 
each potential buyer (i.e., the subject company probably 
has a different value to each potential buyer);   

 ■ The aggressiveness of the bidding process and the deal 
negotiation skill of each potential buyer; and   

■  The nonfi nancial desires of the sellers (e.g., certain sellers 
may turn down the highest purchase price offer in order 
to keep the company private or out of the hands of an un-
friendly competitor). 

  
 This discussion considers the valuation aspects of selling the 
closely held company to the company employees. Certain 
valuation considerations related to the deal structure and deal 
taxation will be introduced. However, while the legal, structur-
ing, and taxation aspects of the company sale transaction are 
important and complex topics, these topics deserve their own 
consideration and are beyond the scope of this discussion. 
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 The primary focus is the employee purchase of the close corpo-
ration as a long-term investment. There will be some consider-
ation of the sale of small amounts of the company stock to key 
employees for compensation or executive recruitment purposes. 

 While this article regards a regular C corporation legal/tax 
structure, the valuation considerations (with minor adjustment 
for income taxes) also apply, for the most part, to an S corpora-
tion, partnership, LLP, LLC, or other business entity structure. 

 Valuation Considerations in the Employee 
Purchase of the Subject Company 
 There are generally accepted approaches and methods used with 
regard to the valuation of the subject company sold by the sellers to 
the employee buyers. In addition to the generally accepted consider-
ations that apply to any business or stock valuation, these valuation 
considerations affect the employee purchase of the company stock: 

■     Level of value to apply in the subject company valu-
ation;   

 ■  Contractual rights and privileges related to the subject 
company stock; and    

■   How the employer stock purchase will be fi nanced. 
  

 Business and Stock Valuation Approaches 
and Methods 
 Many closely held owners and industry consultants believe that 
there are specifi c valuation rules of thumb or unique shortcut 
formula that are applicable to companies in their industry. 
These rules or formula often relate to some pricing multiple 
that is multiplied by a company-specifi c metric. For example, 
the industry-specifi c formula may include: 

■    A rule-of-thumb multiple × annual company revenue;   
 ■ A rule-of-thumb multiple × annual company EBITDA;   
 ■ A rule-of-thumb multiple × number of company customers; 

and   
■  A rule-of-thumb multiple × number of homes passed by 

the company plant. 
  
 Nonetheless, when the valuation analyst examines these so-
called industry rules of thumb, they may be categorized into 
the three generally accepted business valuation approaches. 
These generally accepted business valuation approaches are: 

■    Income approach;   
 ■ Market approach; and   
 ■ Asset approach. 
  
 The following discussion considers each of these valuation 
approaches. 

 Income Approach 

 The income approach is based on the principle that the com-
pany value is the present value of the future income expected 
to be earned by the company owners. There are many different 
ways to measure income for purposes of an income approach 
valuation analysis, including: 

■    Net operating income;   
■  EBITDA;   
■  EBIT;   
■  Pretax net income;   
■  After-tax net income; and   
 ■ Net cash fl ow. 
  
 EBITDA stands for earnings before interest, taxes, depreciation, 
and amortization. EBIT stands for earnings before interest and 
taxes. Both income metrics are measured before consideration of 
the compan’s (1) fi nancing structure or (2) income tax structure. 

 Each of these (and other) income measures may be applicable 
to the business valuation as long as the discount rate or the 
capitalization rate corresponds to the selected income measure. 
A discount rate (also called a present value discount rate) is 
the required rate of return on an investment in the subject 
company. There are a number of generally accepted models 
that the valuation analyst may use to estimate a company’s 
discount rate. These models all incorporate (1) some measure 
of market-derived rate of return data and (2) some adjustment 
for the risk of the subject company. 

 So, if the company income is measured before interest, then 
the discount rate should also be measured before interest. If the 
company income is measured after interest, then the discount 
rate should also be measured after interest. If the company 
income is measured before taxes, then the discount rate should 
also be measured before taxes. And so on. 

 A capitalization rate is typically calculated as the discount rate minus 
the expected long-term growth rate in the particular income measure. 
So, let’s assume that the valuation analyst selects net cash fl ow as 
the appropriate income measure to use in the business valuation 
of Delta Company (“Delta”). Let’s assume the valuation analyst 
concludes that 14 percent is the appropriate market-derived discount 
rate to apply to the subject company net cash fl ow. And, the analyst 
projects that the Delta net cash fl ow will increase at the rate of four 
percent per year over the long-term. In that case, the analyst would 
conclude a 10 percent capitalization rate (i.e. 14 percent − 4 percent 
= 10 percent) to use in the Delta business valuation. 

 There are two common income approach valuation methods: 

   1. The yield capitalization method, and    
 2. The direct capitalization method. 
  
 The valuation analyst will typically use the yield capitaliza-
tion method when the company income (however defi ned) 
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is expected to change (either increase or decrease) at a non-
consistent rate into the future. This valuation method requires 
a discrete projection of the subject company annual income for 
many years into the future (typically for a fi ve-year to ten-year 
period, until the expected long-term growth rate stabilizes). 
The analyst then calculates business value as the present value 
of the subject company projected future cash fl ow, using the 
above-described present value discount rate. This valuation 
method is also called the discounted cash fl ow method. This 
name is often used even when cash fl ow is not selected by the 
analyst as the measure of the subject company income. 

 The valuation analyst will typically use the direct capitalization 
method when the company income (however defi ned) is expected to 
change (either increase or decrease) at a constant rate into the future. 
This valuation method requires a one-year estimate of normalized 
income for the subject company. The analyst then calculates business 
value by dividing the subject company one-year income estimate 
by the selected direct capitalization rate. The term “to capitalize” 
is just a fi nancial term that means “to divide.” Let’s assume the 
expected net cash fl ow for the Delta is $100. It is noteworthy that 
net cash fl ow is measured after income taxes. Then, based on the 
above-mentioned 10 percent capitalization rate, the Delta business 
value would be $1,000 (i.e., $100 net cash fl ow income  ÷ 10 percent 
capitalization rate). 

 To see how different income measures can be used in the busi-
ness valuation, let’s assume that the Delta estimated next period 
pre-tax income is $120. Pre-tax income, of course, is measured 
before income taxes. And, based on a 33 percent income tax rate, 
the Delta estimated next period after tax income is $80. That is, 
pre-tax income of $120 multiplied by (1 − 33 percent income tax 
rate) equals after tax income of $80. Let’s assume that the analyst 
applies the generally accepted cost of capital models to conclude 
an after-tax net income (and not net cash fl ow) capitalization rate 
of 8 percent. Applying this after-tax net income-based 8 percent 
capitalization rate to the $80 after-tax net income estimate indicates 
that the Delta business value is still $1,000 (i.e., $80 after-tax net 
income ÷ 8 percent after-tax capitalization rate). 

 Next, let’s assume that the analyst adjusts the 8 percent after-tax 
income capitalization rate for income taxes. The generally ac-
cepted capitalization rate tax adjustment formula is: the after-tax 
capitalization rate of 8 percent ÷ (1 − 33 percent income tax rate) 
= the pre-tax capitalization rate. So, the corresponding pretax 
income capitalization rate is: 8 percent ÷ (1 − 33 percent) = 12 
percent. If the analyst applies the 12 percent pretax net income 
capitalization rate to the Delta $120 pretax income estimate, 
then the Delta business value is still $1,000 (i.e., $120 pretax 
net income ÷ 12 percent pretax capitalization rate). 

 These last two calculations also answer a common question 
related to the income approach: should the business valuation 
be performed on a pretax basis or an after-tax basis? As these 
calculations indicate, the answer to this question is: it doesn’t 
matter. As long as (1) the income measure and (2) the discount/

capitalization rate are both adjusted by exactly the same income 
tax rate, then either income approach application (i.e., pretax or 
after tax) should conclude the same company business value. 

 Market Approach 
 The market approach is based on the principle that the em-
ployer company can be valued by reference to pricing guidance 
extracted from what investors paid in arm’s length transactions 
for comparative investments. The most common market ap-
proach business valuation methods are: 

  ■  The guideline publicly traded company method (GPTCM);   
■  The guideline merger and acquisition transactions method 

(GMATM); and   
 ■ The backsolve method.   

 In each of these business valuation methods, the analyst identi-
fi es and analyzes market-derived data regarding arm’s-length 
sale transactions. Using these market-derived data, the analyst 
extracts pricing multiples to apply to the subject company. These 
market-derived pricing multiples often include the following: 

■    Price to revenue multiple;   
 ■ Price to book value multiple;   
■  Price to EBITDA multiple;   
■  Price to EBIT multiple;   
■  Price to pretax income multiple;   
 ■ Price to after-tax multiple; and   
 ■ Price to cash fl ow multiple. 
  
 The analyst typically will apply more than one pricing multiple 
in the application of a market approach valuation analysis. And, 
the analyst will typically apply more than one time period in the 
market approach valuation analysis. For example, the analyst 
may derive pricing multiples to apply to the subject company 
fi nancial fundamentals for these different time periods: 

■    Latest twelve months actual company results;   
 ■ Next twelve months projected company results;   
■  Three-year average actual company results; and   
■  Five-year average actual company results. 
  
 On each of the GPTCM and the GMATM analyses, the analyst 
fi rst attempts to identify companies that are directly compa-
rable to the subject company. Such comparable companies 
look very much like the subject company. They are about the 
same size; they operate in the same industry or profession; they 
may compete with the subject company; they have the same 
sources of supply; they have the same types of customers; etc. 
When the analyst can identify such comparable companies, the 
application of the market approach analysis is relatively easy. 

 Of course, the analyst will have to adjust both the comparable 
companies and the subject company fi nancial statements for 
non-operating revenue or expense items, non-recurring rev-
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enue or expense items, differences in accounting principles, 
and other so-called normalization adjustments. However, then 
the derived mean or median comparable company pricing 
multiples can often be applied to the subject company fi nan-
cial fundamentals. Such mean or median pricing multiples 
can often be relied on because the comparable companies are 
so much like the target company. The analyst will typically 
synthesize (or weight) the various value indications into one 
market approach business value estimate. 

 However, it is rare to be able to identify comparable companies 
for most subject companies. Compared to most publicly traded 
or recently acquired companies, the typical employer company is 
much smaller, operates regionally, and operates in a specialized 
segment of an industry. Therefore, more commonly, valuation 
analysts select and rely on guideline companies. Guideline com-
panies are similar to the subject company from an investment risk 
and expected investment return perspective. Guideline companies 
would fi t into the same investment portfolio of companies as the 
subject company. That is, investors would expect the same rates 
of return and variability of returns for all of these companies. 
The guideline companies would not necessarily “look like” the 
subject company. 

 Guideline company pricing multiples are more diffi cult for the 
valuation analyst to apply to the subject company. It is usually 
not reasonable to assume that mean or median guideline com-
pany pricing multiples would automatically apply to the subject 
company. This is because the selected guideline companies 
are not directly comparable to the subject company. However, 
the analyst can compare the subject company to the selected 
guideline companies in terms of factors such as (1) relative 
growth rates, (2) relative profi t margins, and (3) relative returns 
on investment. From these comparative analyses, the analyst 
can extract guideline company-derived pricing multiples to 
apply to the subject company fi nancial fundamentals. 

 The GPTCM is based on the analyst’s considerations 
of guideline companies that trade on the national and 
regional stock exchanges. Those stock trading prices and 
stock pricing multiples are typically based on relatively 
small trades (say, a few thousand shares per trade) of very 
liquid securities. 

 The GMATM is based on the analyst’s assessment of recent 
mergers and acquisitions of entire companies in the subject 
company industry. Therefore, these stock trading prices and 
stock pricing multiples are typically based on what a strate-
gic buyer is willing to pay to obtain ownership control of the 
company business enterprise. 

 The backsolve method looks at historical sales of stock in the 
subject company. In other words, the analyst investigates actual, 

arm’s-length sales of subject company stock and develops pricing 
multiples from those historical sale transactions. Such historical sale 
transactions typically represent sales of small blocks of stock in very 
illiquid (subject company) securities. Based on the pricing multiples 
indicated by the recent sale transactions, the analyst will “backsolve” 
the implied value of the subject company overall business. 

 As indicated above, the different market approach valuation 
methods could all conclude value indications based on a dif-
ferent level of value. The level of value adjustments necessary 
to confi rm all of these value indications to the same level of 
value are summarized below. 

 The Asset Approach 
 The asset approach (also called the asset-based approach) is 
based on the principle that the employer company total equity 
value is equal to (1) the value of the subject company assets less 
(2) the value of the subject company total liabilities. The asset 
approach is less frequently used (than the income approach 
or the market approach) in the valuation of small blocks of 
subject company securities for several reasons: 

■    It is more time consuming and, therefore, more expensive 
to perform.   

 ■ Many valuation analysts do not have the experience or 
expertise required to value the subject company individual 
assets and liabilities.   

 ■ Many valuation analysts are simply uninformed or misin-
formed regarding the application of this business valuation 
approach. 

  
 That asset approach is particularly applicable in an employee 
buyout group purchase of the subject company in the follow-
ing circumstances: 

■    The subject company is either capital asset intensive or 
intangible asset intensive. In either case, the value of the 
subject company is embedded in the value of its assets.   

■  The subject company is either a relatively new company 
or has experienced a recent period of negative operating 
results. In these instances, the income approach and market 
approach may understate the company value.   

 ■ The acquisition fi nancing source wants to know the debt 
collateral value of all of the subject company assets, both 
tangible and intangible.   

■  The acquisition fi nancing source wants to know the post-
fi nancing solvency of the subject company. Solvency is 
measured as the value of the company assets less the value 
of the company liabilities.   

 ■ All parties want to know what the subject company post-
transaction fair value balance sheet will look like because the 
employee purchase will result in a change of control event to 
be recorded under the purchase accounting rules. This purchase 
price allocation will affect both future depreciation and amor-
tization expense and future income tax account relationships.   

 ■ The employee acquirers want to know exactly why they are 
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being asked to pay a multiple of earnings or a multiple of 
book value for the subject company. In other words, what 
operating assets are the employees buying in the subject 
company purchase transaction?   

 ■ Potential alternative deal structures are easily analyzed. 
For example, should the employees buy the stock or the 
assets of the subject company?   

 ■ Potential alternative tax structures are easily analyzed. 
For example, who will be the subject company future tax 
attributes and what is their impact on value? 

  
 In order to perform an asset approach valuation, the analyst 
has to identify and value the following categories of company 
assets and liabilities: 

   1. Net working capital (e.g., accounts receivable and inven-
tory);   

 2. Tangible personal property (e.g., machinery and equipment)   ;
 3. Real estate (e.g., land and buildings);   
 4. Identifi ed intangible assets (e.g., patents, copyrights, trade-

marks, licenses and permits, computer software, customer 
relationships);   

 5. Intangible value in the nature of goodwill;   
 6. Recorded liabilities; and   
 7. Contingent liabilities. 
  
 And to correct the misinformation that some inexperienced 
valuation analysts believe, the asset approach: 

  ■  Does not conclude the liquidation value of the subject 
company. Rather, all of the subject company tangible assets 
and intangible assets are valued on a value in continued 
use/going concern basis, so the concluded business value 
is a going concern value.   

 ■ Does not consider tangible assets only. Rather, in most suc-
cessful subject companies, most of the subject company 
business value relates to identifi ed intangible asset value and 
to goodwill.   

■  Does not rely on speculative values for intangible assets. 
Rather, these values are exactly the same fair value conclu-
sions that are recorded on the target company audited GAAP 
fi nancial statements as the result of a purchase price alloca-
tion.   

 ■  Does not result in the net book value conclusion as reported 
in the subject company balance sheet; rather, a target com-
pany pre-fair value balance sheet and a subject company 
post-fair value balance bear little relationship to each other 
(except for the name of the subject company). 

  
 The common asset approach valuation methods include: 

   1. The asset accumulation method; and   
 2. The adjusted net asset value method. 
  
 The typical asset approach business valuation formula is sum-
marized as following: 

  Working capital value + tangible assets value + intangible assets 
value = total assets value − recorded liabilities value − contingent 
liabilities value = subject company equity value.  

 So, in addition to valuing the subject company intangible assets, 
the analyst also has to identify and quantify any subject com-
pany off-balance sheet contingent liabilities. Such contingent 
liabilities may include lawsuits, environmental concerns, etc. 

 Typically, the asset approach will indicate the subject com-
pany total equity value on a marketable, controlling interest 
level of value. 

 At this stage of the company valuation, the analyst will typi-
cally adjust all of the value indications to be on the same level 
of value. Then, the analyst will synthesize (i.e., weight) the 
income, market and (if performed) asset approach value indica-
tions in order to reach one fi nal value conclusion for the subject 
company total business. This weighting of the business value 
indication is typically based on the analyst’s assessment of: 

   1. The quantity and quality of available data;   
 2. The applicability of each approach to the subject company; 

and   
 3. The range and reasonableness of the various value indication. 
  
 To simplify this discussion, let’s assume that the analyst has 
now concluded the subject company total equity value. In 
practice, there is typically an intermediate procedure. That is, 
the analyst fi rst concludes the subject company total invested 
capital value. Invested capital means all of the target company 
equity classes and all of the company long-term debt. From 
this invested capital conclusion, the company long-term inter-
est bearing debt is subtracted. This calculation results in the 
company total equity value. 

 From the company total equity value amount, the value of any 
company preferred stock is subtracted to conclude a prelimi-
nary common equity value. The analyst fi nally adjusts the total 
common equity value for the proceeds from any in-the-money 
stock options. The analyst then concludes the fi nal total equity 
value (and the number of subject company outstanding shares 
that includes exercised in-the-money options). 

 This above-described procedure is typically called a waterfall 
analysis. Let’s assume that the valuation analyst completed 
the waterfall analysis for the subject company, and the analyst 
estimated the total company equity value. 

 Levels of Value 
 The term level of value relates to two investment criteria re-
garding to the subject company stock. These two investment 
criteria affect both (1) what employees will pay and (2) what 
other (non-employee) parties will pay for the subject com-
pany. The primary transactional factor that affects the level 
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