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Using the market uppromh fo vulue your busmess

By David J. Mayotie

n a recent trading session, the Dow
IJones Industrials closed up nearly 62

points. Today, in early-morning trad-
_ing, the Dow is up 20 points ... or is it
down 20 points? Or was it down 20 and
then up 20?7 Every day we are inundat-
ed with business and financial updates.
It is hard ta keep up with all the infor-
mation that comes out. What does all
this information mean? fyou area small-
business owner or someone looking to
acquire a business, it Ineans that the fair
market value of a business 1s always
changing.

There are three basic approach(.s o
value a business entity; theseinclude the
asset-based approach, the income

approach and the market approach, This.

article will focus on the market approach
to valuing a business entity.

The market approachis a general way
of determining an indication of value of
a business entity’s assets and/or equity

using ane or more methods that com--
pares a business entity to similar invest- -

ments that have beensold. This article
will present three common methods to
apply the market approach. These three
- methods are simple and easy to calcu-
late. Itis, however, much harder to obtain
an indication of value for a business enti-
" ty because the business entity’s results
will most likely need numerous adjust-
ments to make the entity comparable

o its guxdelme publicly traded compa-‘

nies.

‘The most commeon ad]ustments
include shareholder perks and benefits
that tend to distort the privately held

 business’s results This step will need
" to be done before fmdmg comparable

guideline public compames

The next step is to find public com-
panies with which to make a compari-
son. This can be a difficult and an often-

-times hopeless task, Publicly traded com-

panies tend to be much larger than the
average privately held business. In addi-
fion, the risks are not the satne for pub-
lic and private companies. For instance,

publicly traded companies have access

to the public markets for debt financing

and stockissuances while privately held

businesses might not have this ability.
It is also hard to find a comparable

public company that is in the exact same

business as the business entity that is
being valued, as many publicly traded
companies tend to have many different
segments/divisions of their company.

- Let’s say-that you are fortunate
enough to find-a comparable guideline

~gompany. Now what? Well, this is where

the everyday volatility of the stock mar-
ket can affect the business entity’s fair
market value. Some common market
methods would include the price/earn-

ings (P/E)ratio, the price/book value ratio:

and the price/dividends ratio.
The P/E ratio is a very common ratio

that compares a company’s market -
* price per sharetoits earnings per share.

For instance, if Company A's common

-stockprice is $20 per share and its earn-

ings are $1.25 per share, then their P/E
ratio is 16 ($20 divided by $1.25). This
is a very simple calculation and it can
be meanmgful. But; it could also be use-
less.

il the company’s eammgs are grow-

- manufacturer of widgets should not "t
be comparing their P/E ratio to that of 1}

ing very qmckly, the P/E ratio; Wthh

tends to use the past 12-month’s his-

 torical earnings, might not represent an

accurate reflection of the company -as
compared to, other companies in its
same industry. Do not compare the P/E
ratio to other nonguideline companies
because it will not be meaningful. A

ahigh-tech computer consulting com-
pany. ' o ‘

~ The price/book value ratio is 47
simply the company’s market
price per share to its bovk
value. - For. instance, if
Company B’s ‘common: stock
price is $30 per share-and its book -
value is $10 per share, then their @
price/bookratiois 3 ($30 divided by $10). .
This also is a very quick and easy cal-
culation to compute. But, is it meaning-

ful? It may be, but chances ar€, it is not.:

One item that may distort this cal-
culation is the fact that fixed assets are
Ppresented on a company’s balance

sheet at their historical cost Jess any .
~accumulated depreciation - expensed

since the company’s acquisition of that
asset. The company’s building and
machinery may be very valuable at
today’s market prices but it may havea

zero:value on the companys balance, _

sheet.
The pnce/dmdends rauo compares

‘a company’s market price per share to

its dividends per share. For instance, if
Company C’s common stock priceis $10
per share and its annual dividend per.
share is 50 cents per share, then their

price/dividends ratio is 20 ($10 divided -

by 50 cents). A more commeon market
multiple quoted is often the reciprocal
of the price/dividends ratio, whichis the
yield. The yield is computed as follows:
the annual dividend per share divid-
d by the market price per common
share. For Company C, its yield is 5
percent (50 cents divided by $10).
Depending on the industry in
4% which the company operates, the
. ratio arid yield may or may not be
‘meaningful. Small, privately held
W) businesses tend not to pay divi-
dends and itistead substi-
tute salaries and bonus-
es for the shareholders.
Dividends are still double
taxed (they haveto be pald out with
after tax profits of the corporation
and they aretaxed as income to therecip-
ient). In addition, companies generally
retain a reasonable portion of the prof-

its to meet capital expenditures and other

competition.
Even after we have calculated the
value of the business entity based on

these three market methods, there are
- stillnumerous other market methods to
. consider as well as the asset-based and’

incomeapproaches, which werenot yet

. considered. These will be touched upon

in a future article.
As for the Dow, it closed dowu 31
points. -
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