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How To Read a Business Valuation Report

It can be intimidating receiving an 80-page business valuation report.  Business owners, lawyers and judges can become overwhelmed with the complexity of the report.  To interpret the valuation report, the reader must wade through pages of factual information, financial data, and mathematical computations to get to the grand finale, the conclusion of value.  And when you received two complex reports that have widely differing conclusions of value, how does one determine which one is the most credible?  

What should I be looking for? 

Too many readers skip ahead to the executive summary and conclusion of value.  By doing so they know little about the basis for the conclusion of value. The valuation report contains all the information in order for a reasonable person to follow completely how the conclusion of value is derived if the valuation report is read in its entirety.  That is right, you must read every word.  That is the only way you can know if you agree with the report and whether it contains errors or omissions.  Following is a list of some key items (not a comprehensive list) that should be reviewed when reading a business valuation report:

1) The introduction describing the entity to be valued and key premises.  If any information is incorrect, such as the name of the company, the standard of value, the premise of value, the purpose of the valuation, or the date of the valuation, the appraiser maybe discredited and the conclusion of value may be rendered invalid.  

2) An analysis of the economy, the industry, and the company.  This gives information to outsiders, such as attorneys, judges, and the IRS.  This shows the expert’s understanding of external factors that can affect the business valuation and an understanding of how the company operates.  

3) An analysis of financial performance.  This is where the valuator looks at historic results of operations and financial position and compares that data to the industry in which the company operates.  It helps determine if the company is outperforming the industry or is lagging.  One can see how the historic information ties into the forecasts of future earnings.  The reader can determine if the projections appear reasonable.

4) The valuation methodology.  Business valuations use three approaches, the market approach, the income approach, and the asset approach.   They also consider previous transactions in the company stock, rules of thumb, and buy-sell agreements.  This section derives the conclusion of value based upon the weighting of one or more of these methods.  

5) Premiums and discounts.  This section describes discounts that may apply to minority, non-controlling interests that may also be nonmarketable.  Control premiums may also apply in cases of majority interests.  Premiums and discounts apply most commonly when the standard of value is fair market value in income, gift, and estate tax cases. 

Of course you can short cut the process and ask another professional appraiser their point of view on the business valuation report.  This second opinion can provide a synopsis of strengths, weakness, errors, and omissions in the business valuation report.  This review by a second appraiser can provide ammunition for questions at a trial.  Sometimes even a third appraiser is asked to render an opinion on the previous two conclusions of value if they are divergent.   Credentials do count in business valuations, as they are more likely to withstand an IRS challenge.  They also point out a mastery of the complexity of valuation techniques that have developed over the past couple of decades. 

