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UNITED STATES COURT OF APPEALS FOR THE FOURTH CIRCUIT 

DISCLOSURE STATEMENT 

 In civil, agency, bankruptcy, and mandamus cases, a disclosure statement must be filed by all 
parties, with the following exceptions: (1) the United States is not required to file a disclosure 
statement; (2) an indigent party is not required to file a disclosure statement; and (3) a state  or 
local government is not required to file a disclosure statement in pro se cases. (All parties to 
the action in the district court are considered parties to a mandamus case.) 

 In criminal and post-conviction cases, a corporate defendant must file a disclosure statement. 
 In criminal cases, the United States must file a disclosure statement if there was an 

organizational victim of the alleged criminal activity. (See question 7.) 
 Any corporate amicus curiae must file a disclosure statement. 
 Counsel has a continuing duty to update the disclosure statement. 

No. 20-1252 Caption:   Scalia v. Vinoskey, et al.  

Pursuant to FRAP 26.1 and Local Rule 26.1, 

American Society of Appraisers    
(name of party/amicus) 
 
who is  Amicus , makes the following disclosure: 
(appellant/appellee/petitioner/respondent/amicus/intervenor) 

1. Is party/amicus a publicly held corporation or other publicly held entity?  YES  NO 

2. Does party/amicus have any parent corporations?  YES  NO 
If yes, identify all parent corporations, including all generations of parent corporations:  N/A  
 

3. Is 10% or more of the stock of a party/amicus owned by a publicly held corporation or other 
publicly held entity? YES  NO  
If yes, identify all such owners:  N/A 
 

4. Is there any other publicly held corporation or other publicly held entity that has a direct 
financial interest in the outcome of the litigation? YES  NO 
If yes, identify entity and nature of interest:  N/A 
 

5. Is party a trade association? (amici curiae do not complete this question)  YES  NO 
If yes, identify any publicly held member whose stock or equity value could be affected 
substantially by the outcome of the proceeding or whose claims the trade association is 
pursuing in a representative capacity, or state that there is no such member: 
 

6. Does this case arise out of a bankruptcy proceeding? YES  NO 
If yes, the debtor, the trustee, or the appellant (if neither the debtor nor the trustee is a party) 
must list (1) the members of any creditors’ committee, (2) each debtor (if not in the caption), 

USCA4 Appeal: 20-1252      Doc: 33-1            Filed: 10/02/2020      Pg: 2 of 28 Total Pages:(2 of 86)



 ii 

and (3) if a debtor is a corporation, the parent corporation and any publicly held corporation 
that owns 10% or more of the stock of the debtor. 
 

7. Is this a criminal case in which there was an organizational victim? YES  NO 
If yes, the United States, absent good cause shown, must list (1) each organizational victim of 
the criminal activity and (2) if an organizational victim is a corporation, the parent corporation 
and any publicly held corporation that owns 10% or more of the stock of victim, to the extent 
that information can be obtained through due diligence. 
 
 

Signature: /s/  Lynn E. Calkins  Date:  10/2/2020  

Counsel for: American Society of Appraisers  
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STATEMENT OF THE IDENTITY 
AND INTEREST OF THE AMICUS CURIAE1,2 

 
The American Society of Appraisers (“ASA”) is the largest multi-disciplinary 

organization devoted to the appraisal and valuation profession.  The ASA is a non-

profit, professional organization that teaches, tests, and credentials highly-qualified 

appraisers of businesses and assets. 

The ASA’s mission is to foster public trust of members and the appraisal 

profession through the highest levels of ethical and professional standards.  The ASA 

fosters professional excellence through education, accreditation, publication, and other 

services with an emphasis on professional ethics to protect the public.  The ASA is a 

founding member of The Appraisal Foundation, authorized by Congress as the 

organization responsible for setting The Uniform Standards of Professional Appraisal 

Practice for the valuation profession.  The ASA’s world-renowned education programs 

are taught by leading appraisal experts.  Additional information about the ASA is 

available at http://www.appraisers.org. 

The District Court’s decision makes several statements that are directly contrary 

                                                 
1 Pursuant to Fed. R. App. P. 29(a)(4)(E), no party’s counsel authored this brief in whole 
or in part; no party or party’s counsel contributed money that was intended to fund the 
preparation and submission of this brief; and no person—other than the amicus curiae, 
its members, or its counsel— contributed money that was intended to fund the 
preparation and submission of this brief. 
 
2 Pursuant to Fed. R. App. P. 29(a)(2), all parties have consented to the filing of this 
brief. 
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to well-established appraisal and valuation principles relating to valuing privately held 

businesses.  Members of the ASA are experts on standards of value and generally 

accepted valuation principles, and members of the ASA regularly advise ESOP trustees 

on the fair market value of employer stock for purposes of ESOP transactions, annual 

ESOP valuations, and other ERISA matters involving fair market value appraisals.  

Thus, the ASA and its members have a significant interest in ensuring that the 

misstatements in the District Court’s decision are corrected so they are not repeated in 

other court cases or otherwise cited as precedent. 

  

USCA4 Appeal: 20-1252      Doc: 33-1            Filed: 10/02/2020      Pg: 8 of 28 Total Pages:(8 of 86)



 3 

ARGUMENT 

I. Introduction 
 

The District Court’s decision makes several statements that are incongruent with 

fundamental business valuation principles that guide methodologies regularly used and 

professed by ASA members and which are not subject to reasonable dispute. 

Although the District Court cites to underlying trial testimony as the basis for 

certain statements, a number of those statements are broader than the record cited and 

are neither factual recitations nor opinions specific to the experts’ testimony.  The 

principles addressed herein are significantly more nuanced than the statements issued 

by the District Court in the decision. 

There are at least two problems with the broad based statements made in the 

District Court decision, necessitating the filing of this brief.  First, the misstatements of 

the well-established business valuation principles could be taken out of context in future 

cases by subsequent citations to the same, rendering many problematic decisions for 

years to come.  Second, the misunderstanding of these fundamental business valuation 

principles appears to have influenced the District Court’s opinion in terms of how it 

assessed the underlying expert opinions.  As a result, ASA offers this friend-of-the-

court brief to correct those recitations so proper statements can be included in the 

appellate decision of this Court. 
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II. The Discounted Cash Flow Method Is Not Superior To The 
Capitalization of Cash Flow Method Nor Is It More Widely Used. 

On pages 17 and 57 of the District Court’s decision, the Court concludes that 

the Discounted Cash Flow (“DCF”) Method is “a more widely-used methodology for 

evaluating the fair market value of closely-held stock” and is “a more commonly used 

and reliable method for evaluating the fair market value of closely-held stock.”  Pizzella 

v. Vinoskey, et al., Case No. 6:16-cv-00062 (W.D. Va.), Memorandum Opinion (Dkt. 

219) (“Op.”), at 17, 57.  Both such conclusions regarding the DCF method are wholly 

inaccurate. 

A. What is the Discounted Cash Flow Method? 

As the District Court’s decision recognized, the DCF method and Capitalization 

of Cash Flow (“CCF”) method are both valuation methods under one of the three main 

business valuation approaches—the income approach—to determining the fair market 

value of closely-held stock. 3  Op. at 13, 15.  The DCF and CCF methods are the two 

primary and generally accepted methods utilized by appraisers under the income 

approach and are both based on consideration of the company’s expected cash flow. 

The DCF estimates the value of a company by projecting earnings and cash flow 

over a certain number (i.e. a “multi-period”) of future years.  Shannon P. Pratt & Alina 

V. Niculita, Valuing A Business: The Analysis & Appraisal of Closely Held Companies 516–17 

                                                 
3 Fair market value is a standard that requires the appraiser to assume, among other 
things, a hypothetical buyer and hypothetical seller, in the general market, who both 
seek to maximize their returns.  Valuing A Business, at 41–42. 
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(5th ed. 2008) (“Valuing a Business”).  As each future year’s cash flow is anticipated to 

be variable, it is projected for a number of discrete years and then a multiplier is 

ultimately used to place a “terminal value” on all the cash flows in the subsequent years 

beyond the discrete projection period.  Id. at 516 (DCF “estimates the value of a 

company by projecting the cash flows that the Company is expected to produce and 

discounting those cash flows back to the valuation date using a discount rate that 

reflects the related risk and the time value of money.”); see also Jay E. Fishman et al., 

PPC’s Guide to Business Valuations ¶¶ 502.1–502.3 (27th ed. 2017) (“PPC Guide”) (DCF 

“utilizes discrete forecasts (or projections) of the variable being discounted for each 

year until the company reaches a ‘steady state,’ at which time a ‘normalized’ forecast is 

used for what is called the “terminal year.”). 

In comparison, the CCF method estimates the value of a company using a 

projection of earnings and cash flow for a single year.  This method is often used when 

the future growth rates are not expected to vary.  PPC Guide, at ¶¶ 500.8, 504.1.  As a 

result, one can skip the discrete years where growth is volatile and essentially move 

directly to the terminal value.  Valuing a Business, at 219 (“If no variability is expected, 

then there is no point in forecasting interim years’ cash flow, as there are no variable 

interim years.  In effect, the terminal year, next year, is the only year from which value 

is ever calculated, and growth is built into the rate of return instead of the cash flow.”).  

The CCF model is “a short-form derivative of the discounted cash flow method.”  PPC 

Guide, at ¶ 500.3. 
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In both models, the appraiser is seeking a point where the subject company 

reaches a state of normalized and stable operations.  The DCF method forecasts volatile 

inputs (e.g., expected future variations in revenues, salary, rent, or capital expenditures) 

for a discrete number of years, and then once the subject company’s earnings and cash 

flows reach a normalized level, the appraiser will estimate the terminal value by using 

the normalized level of cash flows at the end of the discrete projection period.  The 

CCF method simply starts with that normalized level of cash flows in a single period 

(as opposed to first forecasting a discrete forecast period).  Valuing a Business, at 219.  

For example, application of the DCF method might feature discrete annual forecasts of 

cash flows based on varying assumptions for each of the five years immediately 

following the valuation date, with normalized cash flows based on constant 

assumptions assumed for all ensuing periods.  In contract, application of the CCF 

method would assume normalized cash flows for all periods following the valuation 

date (with constant assumptions from period to period). 

If the appraiser expects the company’s free cash flow to vary inconsistently over 

the next several years, then the multi-period DCF may be a better method.  Valuing a 

Business, at 219.  In contrast, if the appraiser expects that the company’s free cash flow 

will increase at a stable average rate of growth, then the single period CCF may be a 

better method.  Shannon P. Pratt & Roger J. Grabowski, Cost of Capital:  Applications and 

Examples 40 (5th ed. 2014).  Indeed: 
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The capitalized economic income method is essentially an abridged 
version of the discounted economic income method. The primary 
difference is in the treatment of future changes in the expected economic 
income. In the discounted economic income method, future changes in 
economic income are specifically reflected in the discrete income 
projections in the numerator of the arithmetic equation. In the capitalized 
economic income method, future changes in economic income are 
combined into a single growth rate. This single growth rate is subtracted 
from the present value discount rate in the denominator of the arithmetic 
equation. 

Valuing a Business, at 256–57.  The two models are very similar to one another with the 

CCF simply being an “abridged version” of DCF.  Id. 

The analyst considers a few key factors in deciding whether to rely on the DCF 

or the CCF.  Ultimately, this is a judgment call by the appraiser, but an analysis of the 

historical period as well as the likelihood of changes in any key assumption are the key 

factors to making the judgment, which is squarely in the purview of the appraiser.  Some 

key factors an appraiser may consider in determining the appropriateness of the DCF 

or CCF model include: 

 Revenue and profitability expectations; 
 Cost of sales and inventory; 
 Other costs and operating expenses; 
 Property and equipment expenditures and related depreciation; 
 Debt and equity; and 
 Income taxes 

 
PPC Guide, at ¶¶ 502.16–502.32 (providing the key assumptions that must be identified 

in preparing a financial forecast for a company when using the DCF method, and 

explaining that “[t]he consultant must exercise a great deal of judgment in deciding how 
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each of these factors is likely to impact the future cash flow or earnings of the company 

being valued.”)  And, as valuations cannot be viewed in hindsight, it must be left to the 

appraiser to determine which key assumptions are critical to a particular situation at the 

given point in time at which the company is being assessed.  Id. 

B. The Discounted Cash Flow Method Is Not A More Reliable Method 
Than The Capitalized Cash Flow Method. 

 
The key for assessing the extent to which an application of the DCF or CCF 

method results in a sound determination of fair market value in a particular instance is 

not which model was used by the appraiser but rather what assumptions were utilized 

under either method.  Valuing a Business, at 244.  If consistent assumptions are used for 

both the CCF and the DCF, then the methods will produce consistent value results and 

neither model is better than the other.  Valuing a Business, at 245 (“with the same set of 

assumptions, the discounted economic income method and the capitalized economic 

income method using the Gordon growth model with a 5 percent growth rate will 

produce an identical valuation indication.”); PPC Guide, at ¶ 500.9 (“Since the capitalized 

cash flow method is a short form of the discounted cash flow method, the methods can 

be used interchangeably.”). 

Although there are certainly circumstances where the DCF method may be more 

appropriate than the CCF method, such as with companies with more volatile 

performance in the earliest projected years, the blanket statement made by the District 

Court that DCF is a more “reliable method” for valuing closely-held stock is incorrect.  
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An appraiser can reliably value closely-held stock without using the DCF model, when 

presented with facts that support the use of the CCF method. 

C. The Discounted Cash Flow Method Is Not More Commonly Used. 

In addition to one valuation method not being per se superior than the other 

method, contrary to the statement of the District Court, there is no empirical data to 

support that the DCF is more widely used than the CCF to value closely-held stock. 

For numerous closely-held businesses, CCF will be the more logical approach to 

determine fair market value and is often the first—and only—method considered by an 

appraiser when determining fair market value.  It is well established that “[t]he 

capitalized economic income method is used as frequently as the discounted economic 

income method, and probably even more frequently in the valuation of smaller 

businesses.”  Valuing a Business, at 239. 

Thus, the determining factor of whether to use the DCF or CCF method is not 

whether the stock is closely-held, but rather based on the expected volatility of the cash 

flow of the individual company based on the fact specific situation of that company.  

Id. at 244; PPC Guide, at ¶ 500.9. 

As a result, the District Court’s statement to the contrary would undercut many 

appraisals which are properly based on the CCF method for determining the fair market 

value of the company.  It is incumbent on the appraiser to assess the very specific fact 

pattern relating to the company being assessed to determine which method is more 

appropriate to reasonably determine the fair market value of the company. 
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III. The Discounted Cash Flow Method Is Not Inherently Done on a 
Controlling-Interest Basis. 

 The District Court also overgeneralized the DCF method when stating: “Since 

DCF is, by default, calculated on a controlling-interest basis, additional discounts may 

be necessary to account for the actual degree of control a buyer is acquiring.”  Op. at 

15.  The Court’s premise that the DCF method automatically results in a controlling 

interest value is incorrect. 

 Valuation principles do not hold that the DCF method automatically produces a 

control-basis value indication.  Instead, one must consider the inputs to the DCF model 

to determine whether the output returns a control value or a minority value.  It is well 

established that, “[w]hether the income approach utilized is the discounted cash flow 

or capitalization of cash flow or earnings, the income approach can produce either a 

control value or a minority value.” Shannon P. Pratt, Business Valuation Discounts and 

Premiums 26 (2d ed. 2009) (“BV Discounts”). 

To determine if a DCF analysis will result in a control or minority value, it is 

necessary to understand the assumptions used in the method.  Id.  Generally, if the 

projected cash flows reflect the perspective of a control investor, or otherwise reflect 

changes that only a control owner would (or could) make (e.g., changed capital structure, 

reduced owner’s compensation, and so on), then the valuation method would be 

expected to produce a control value.  BV Discounts, at 26–27.  If the economic income 
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projections do not reflect a control owner’s expectations, however then the model 

would be expected to produce a minority value.  Id. at 26. 

Further, the value differential between a minority value and a control value is not 

necessarily meaningful in every case.  The Appraisal Foundation, Valuations in Financial 

Reporting Valuation Advisory 3:  The Measurement and Application of Market Participant 

Acquisition Premiums 11 (Sept. 6, 2017).  Specifically, “[i]f every facet of the company is 

being so well optimized that a control owner could not improve on it, then there is little 

or no difference between a control value and a minority value.”  Valuing a Business, at 

228; BV Discounts, at 26 (“Most analysts agree that the extent to which the income 

approach produces a control or minority value lies primarily in the level of the cash 

flows or earnings being discounted or capitalized.”). 

The District Court’s statement that the DCF method will always result in a 

control value is contrary to generally accepted valuation theory and ignores the nuances 

of the DCF method.  Instead of a blanket conclusion, an analysis of the assumptions 

considered in any DCF calculation (in an effort to determine fair market value of a 

particular interest) is necessary to determine whether the indication of value does indeed  

result in a controlling interest value or not.  BV Discounts, at 26.  Based on those 

underlying assumptions by the appraiser, it may be that, in one case, the DCF method 

does return a controlling-interest valuation but that, in another case, the DCF method 

does not.  The answer to this question is not automatic, but rather depends on the 

valuation inputs used in the analysis. 
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This blanket assertion—that the DCF method is “by default” a controlling-

interest method and must be discounted when the interest at issue carries something 

less than “total and unfettered” control—creates a risk that the decision will be 

improperly used to criticize DCF analyses at issue in other cases.  Given the frequency 

in which this method is used to value closely-held business interests, the seriousness of 

this concern cannot be overstated. 

IV. Valuation Principles Dictate that an ESOP Need Not Acquire Total and 
Unfettered Control for the Valuation to Reflect Some Level of Control 
Rights. 

In several portions of its decision, the District Court notes that, for an appraisal 

of a 100% ESOP-owned company to be done on a controlling-interest basis, an ESOP 

must gain “total and unfettered” control of the Company.  Specifically, the Court states 

that “many of the discretionary choices Napier made reflected his view that the ESOP 

would gain total control over Sentry as a result of the 2010 Transaction.”  Op. at 17-18.  

The Court then concludes that, “the Sentry ESOP did not stand to gain total control 

over Sentry after the 2010 Transaction, and that Brian Napier’s assumption that the 

ESOP would gain total control simply by purchasing 100 of Sentry’s stock was 

unreasonable.”  Op. at 20; see also id. at 53.4 

                                                 
4 However, the portion of the record the District Court cites in finding that Napier 
considered the ESOP would gain “total and unfettered” control on pages 17 and 18 of 
the Opinion is just the statement that Napier’s valuation was done on a controlling 
interest—as opposed to a minority interest—basis.  Op. at 17–18 (citing JX 85 at 1809 
(Napier’s valuation stating that it was on a “controlling interest” basis) and Tr. 2 33:19-
25 (Q [by counsel for DOL]:  “…Just starting on the first page, this is the first appraisal 
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These statements incorrectly consider the issue of control as black or white—

that there is either “full and unfettered control,” or there is none.  Under generally 

accepted valuation principles, however, “[c]ontrol or minority is not a black and white 

concept with a bright dividing line.  Control, or lack of it, covers a broad spectrum.”  

Valuing a Business, at 385-86.  “The matter of a controlling ownership position versus a 

noncontrolling ownership position is not an either/or proposition.”  Id. at 399. 

Instead, according to well established valuation principles, if a buyer of a block 

of stock obtains certain prerogatives of control beyond those of a true minority 

shareholder, then some measure of control adjustment is appropriate.  PPC Guide, at ¶ 

803.6. 

Thus, in contrast to the District Court’s analysis, an ownership interest 

constituting 100% of the outstanding shares of a company’s stock, even if such control 

was not “total and unfettered,” warrants a consideration of various control principles.  

Valuing a Business, at 385–86 (listing elements of control to be considered and noting 

that 100% ownership is the ultimate in estimating a control premiums.) 

With respect to ESOPs specifically, by law, an ESOP owning 100% of a non-

public company’s shares necessarily means that it has the ultimate authority to approve 

or block any corporate merger or consolidation, recapitalization, reclassification, 

                                                 
of Sentry Equipment that you did on a controlling-interest basis; is that right? A 
[Napier]:  Yes.”). 
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liquidation, dissolution, or the sale of substantially all assets of the business.5  26 U.S.C. 

§ 409(e)(3) (specifying that one of the requirements for a tax qualified employee stock 

ownership plan for a non-public company is that participants have the right to direct 

the exercise of voting rights under securities allocated to their accounts “with respect 

to the approval or disapproval of any corporate merger or consolidation, 

recapitalization, reclassification, liquidation, dissolution, sale of substantially all assets 

of a trade or business, or such similar transaction as the Secretary may prescribe in 

regulations”).  Additionally, an ESOP trustee, even where it is otherwise a directed 

trustee for voting the company’s stock, has the obligation to reject a direction on 

shareholder actions when it is not in the best interests of the ESOP.  See, e.g., 29 U.S.C. 

§ 1103(a)(1) (“[T]he trustee or trustees shall have exclusive authority and discretion to 

manage and control assets of the plan, except to the extent that—the plan expressly 

provides that the trustee or trustees are subject to the direction of a named fiduciary 

who is not a trustee, in which case the trustee shall be subject to proper directions of 

such fiduciary which are made in accordance with the terms of the plan and which are 

not contrary to this chapter . . . .”); FirsTier Bank N.A. v. Zeller, 16 F.3d 907, 911 (8th 

Cir. 1994) (“Thus, an ERISA trustee who deals with plan assets in accordance with 

                                                 
5 As the ASA addressed in a previous amicus brief filed with this Court, the notion that 
a court should be concerned with an ESOP transaction that does not transfer unfettered 
control is misplaced and is not supported in the Congressional history relating to 
ESOPs.  Lee v. Argent Trust Co., No. 19-2485 (4th Cir.), Dkt. 44, at 21–24. 
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proper directions of another fiduciary is not relieved of its fiduciary duties to conform 

to the prudent man standard of care, see 29 U.S.C. § 1104(a); to attempt to remedy 

known breaches of duty by other fiduciaries, see 29 U.S.C. § 1105(a); and to avoid 

prohibited transactions, see 29 U.S.C. § 1106.”). 

And, the ability to take the actions identified in 26 U.S.C. § 409(e)(3) are 

recognized as elements of control.  Brundle v. Wilmington Tr., N.A., 919 F.3d 763, 777 

(4th Cir. 2019) (defining “control” as interests that include the right to rearrange the 

corporation’s capital structure and decide whether to liquidate, merge, or sell assets). 

Despite acknowledging this when it concluded that the Sentry ESOP gained 

some elements of control when it purchased 100% of the outstanding shares of stock 

(Op. at 90), the District Court considered Napier’s valuation as fundamentally flawed 

and assumed “total and unfettered control” simply because the valuation stated that it 

was on a controlling-interest basis (Op. at 17-18). 

In light of the elements of control acquired by the ESOP recognized by the 

Court, the Court’s criticism of Napier’s statement that the valuation was done on a 

“controlling interest” basis is misplaced.  Because this logic creates the risk that, in other 

cases, a court or litigant may assert that simply because a valuation states that it was 

done on a “controlling interest” basis the appraiser must have assumed the interest 

being appraised had “total and unfettered” control of the subject company, this error 

needs to be corrected. 
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V.  Proper Valuation Techniques For A Damages Calculation Requires One 
To Consider Any Loan Forgiveness Obtained by the ESOP.  

Under the District Court’s order, the ESOP will still own all of the shares but 

will also have a $6,502,500 cash recovery, $6.5 million more than it would have had if 

there had been no violation.  This is neither a result that ERISA contemplated nor 

equity would countenance. 

The notion that, if the transaction was completed at a purchase price of 

$14,203,500, the ESOP would have had $6,502,500 in additional cash because the 

employer would have contributed that incremental amount is inaccurate factually and 

certainly from a valuation perspective.  First, contributions to the ESOP beyond those 

required to repay the ESOP loan are entirely discretionary, and, when valuing a 

company, there is no fundamental basis to assume that the company would have made 

such contributions (which would be highly unusual in the first place for leveraged 

ESOP companies).  More important, however, is that had such contributions been 

made, they would not have represented any increase in economic value to the ESOP.  

At the time of those hypothetical contributions, the ESOP owned 100% of the 

company. 

In other words, the ESOP already owned those funds.  Moving $6.5 million from 

the company to the ESOP reduces the value of the company by $6.5 million.  Further, 

these hypothetical contributions, while changing the location of the assets, do not 

increase the net value of the ESOP’s holdings at all.  The ESOP is not $6.5 million 
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more valuable with the hypothetical contributions, it is at best a wash (and probably a 

net loss, as it would generally be assumed that the company can invest its cash at a 

higher rate of return than can the ESOP). 

In addition, although the District Court followed legal precedent when it refused 

to offset damages due to Vinoskey’s $4.6 million loan forgiveness (Op. at 98), 

application of that precedent here is inconsistent with well-established principles related 

to the calculation of economic damages and should be revisited. 

Generally accepted principles employ specific methods for measuring economic 

damages in post-transaction disputes.  In situations analogous to the Vinoskey loan 

forgiveness, generally accepted principles of determining economic damages call for a 

“dollar-for-dollar” mitigation of any alleged gross damages.  The dollar-for-dollar 

measurement is “often associated with issues that have a one-time, nonrecurring impact 

on the business, such as obligations or liabilities relating to environmental issues or 

lawsuits.”  The Comprehensive Guide to Economic Damages 930 (Nancy Fannon & Jonathan 

Dunitz eds, 5th ed., 2018). 

The following example demonstrates the application of the dollar-for-dollar 

measurement: 

A manufacturing company purchased a competitor’s subsidiary for $750 
million. The target company had annual EBITDA of $150 million, 
resulting in a transaction multiple of five times EBITDA. Six months after 
close, the buyer paid $10 million related to environmental remediation 
costs. This contingent liability was not recorded on the financial 
statements or disclosed to the buyer prior to closing and was known to 
the seller. 
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The buyer did not contemplate these costs in its valuation; however, this 
is nonrecurring and will not impact future earnings. In addition, the 
inclusion of this cost does not impact the buyer’s valuation model; 
therefore, an appropriate measure of damages is likely dollar for dollar to 
reflect the benefit to the seller related to the misrepresentation or failure 
to disclose the contingent liability. This results in a reduction of the 
purchase price by $10 million, to $740 million. 
 

(Id.) 

 Here, Vinoskey’s $4.6 million loan forgiveness is akin to the unknown post-

transaction liability in the example above.  The loan forgiveness was a one-time 

nonrecurring event reducing the debt owed by the ESOP—the very debt that was 

created by the initial transaction price (value) to begin with.  Accordingly, to the extent 

any damages are awarded, the $4.6 million loan forgiveness needs to be accounted for 

under the generally-accepted dollar-for-dollar economic damages measurement.  The 

effect of applying this measurement would be to reduce the damages award by $4.6 

million, which would reflect the dollar-for-dollar benefit actually received by the ESOP 

from the loan forgiveness. 

Considering the company’s opportunity cost is not accurate here because the 

analysis that, if the ESOP has more cash, it would make other “more fruitful” 

investments is not sound.  Op. at 98.  ESOPs are designed to invest primarily in 

company stock or other “qualifying employer securities.”  26 U.S.C. § 4975(e)(7)(A). 6  

                                                 
6 ASA acknowledges that generally ESOPs that invest more than 50% of their assets in 
company stock or other qualified employer securities will be considered to have 
invested “primarily” in such securities.  Dep’t of Labor Advisory Opinion 1983-6A (Jan. 
24, 1983).  However, in ASA’s experience, ESOPs invest the vast majority of its assets 
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If the ESOP did in fact overpay, the transaction at the time would simply have resulted 

in the ESOP note obligation being less, not in the ESOP having more cash to invest 

elsewhere. 

As a result, from a valuation standpoint, the forgiveness of a company’s debt 

obligations increases the value of the company stock because the company is less 

encumbered by debt, thereby increasing the equity value.  Richard Brealey et al., 

Principles of Corporate Finance 450 (11th ed. 2014) (holding a firm’s assets constant, “a 

dollar more of debt means a dollar less of equity value”).  One should look at the value 

of the stock immediately after the transaction with and without forgiveness of note.  

Forgiveness of debt immediately increases equity value.  Id. 

Thus, by ignoring the forgiveness of debt, the District Court did not properly 

consider the immediate economic effect on equity and accretive value to the 

participants, and it would be more accurate from a valuation perspective if the District 

Court’s judgment awarding $6,502,500.00 in damages was reduced by Vinoskey’s $4.6 

million loan forgiveness. 

                                                 
(often 100%) back into company stock, except when doing so would not be prudent or 
for the exclusive benefit of plan participants or beneficiaries. 

USCA4 Appeal: 20-1252      Doc: 33-1            Filed: 10/02/2020      Pg: 25 of 28 Total Pages:(25 of 86)



 20 

VI. Conclusion 

The ASA asks that this Court correct the aforementioned misstatements made 

by the District Court of these well-established principles in order to avoid those 

inaccurate reiterations from being cited in subsequent decisions. 
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2 / Defining the Assignment 41

determines the applicable standard of value—that is, the definition of value being
sought—and almost always influences it. Standards of value are discussed in the
next section, and an exhibit following that section illustrates the matching of cer-
tain valuation purposes with applicable standards of value.

Standards of Value

The word value means different things to different people. Even to the same per-
son, value means different things in different contexts, as we discussed in the pre-
vious section.

Without carefully defining the term value, the conclusions reached in the val-
uation report have no meaning.

Is the objective of the valuation to estimate fair market value, market value,
fair value, true value, investment value, intrinsic value, fundamental value, insur-
ance value, book value, use value, collateral value, ad valorem value, or some
other value?

Clients rarely give it much thought. Many don’t have enough technical back-
ground in business valuation to raise the right questions. One of the professional
appraiser’s most important tasks is to work carefully and thoroughly with the client
and/or attorney to arrive at a definition of value that is appropriate to the specific
purpose of the valuation engagement.

In this book, a standard of value is a definition of the type of value being
sought. A premise of value is an assumption as to the set of actual or hypothetical
transactional circumstances applicable to the subject valuation (e.g., going-con-
cern or liquidation).

For many situations, the standard of value is legally mandated, whether by law
or by binding legal documents or contracts. In other cases, it is a function of the
wishes of the parties involved. The standard of value usually reflects an assump-
tion as to who will be the buyer and who will be the seller in the hypothetical or
actual sales transaction regarding the subject assets, properties, or business inter-
ests. It defines or specifies the parties to the actual or hypothetical transaction. In
other words, the standard of value addresses the questions: “value to whom?” and
“under what circumstances?” The standard of value, either directly by statute or
(more often) as interpreted in case law, often addresses what valuation methods are
appropriate and what factors should or should not be considered.

Fair Market Value

In the United States, the most widely recognized and accepted standard of value
related to business valuations is fair market value. With regard to business valua-
tions, it is the standard that applies to virtually all federal and state tax matters,
such as estate taxes, gift taxes, inheritance taxes, income taxes, and ad valorem
taxes. It is also the legal standard of value in many other—though not all—valua-
tion situations.

Fair market value is defined by the ASA as “the amount at which property
would change hands between a willing seller and a willing buyer when neither is
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42 I / State of the Profession, the Engagement, and the Basic Theory

acting under compulsion and when both have reasonable knowledge of the rele-
vant facts.”6 This definition comports to that found in the Internal Revenue Code
and Revenue Ruling 59-60.

In most interpretations of fair market value, the willing buyer and willing sell-
er are hypothetical persons dealing at arm’s length, rather than any particular buyer
or seller. In other words, a price would not be considered representative of fair
market value if influenced by special motivations not characteristic of a typical
buyer or seller.

There is also general agreement that the definition implies that the parties
have the ability as well as the willingness to buy or to sell. The market in this def-
inition can be thought of as all the potential buyers and sellers of like businesses
or practices.

The concept of fair market value also assumes prevalent economic and market
conditions at the date of the particular valuation. You have probably heard someone
say, “I couldn’t get anywhere near the value of my house if I put it on the market
today,” or, “The value of XYZ Company stock is really much more (or less) than
the price it’s selling for on the New York Stock Exchange today.” The standard of
value that those people have in mind is some standard other than fair market value,
since the concept of fair market value means the price at which a transaction could
be expected to take place under conditions existing at the valuation date.

The terms market value and cash value are frequently used interchangeably
with the term fair market value. The use of these essentially synonymous standard
of value terms is often influenced by the type of asset, property, or business inter-
est subject to valuation.

In the United States, the most widely recognized and accepted standard of
value related to real estate appraisals is market value. The Appraisal Foundation
defines market value as follows:

MARKET VALUE: Market value is the major focus of most real proper-
ty appraisal assignments. Both economic and legal definitions of market
value have been developed and refined. A current economic definition
agreed upon by agencies that regulate federal financial institutions in the
United States of America is:

The most probable price which a property should bring in a competitive
and open market under all conditions requisite to a fair sale, the buyer
and seller each acting prudently and knowledgeably, and assuming the
price is not affected by undue stimulus. Implicit in this definition is the
consummation of a sale as of a specified date and the passing of title
from seller to buyer under conditions whereby:

1. buyer and seller are typically motivated;
2. both parties are well informed or well advised, and acting in what they

consider their best interests;
3. a reasonable time is allowed for exposure in the open market;
4. payment is made in terms of cash in United States dollars or in terms

of financial arrangements comparable thereto; and

6 American Society of Appraisers, Business Valuation Standards—Definitions.
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9 / Income Approach: Discounted Future Economic Income Method 219

If a controlling ownership interest is to be valued and the standard of value is
fair market value, an argument can be made that an industry-average capital struc-
ture should be used. This is because a control buyer would have the power to
change the capital structure and the industry average could represent the most likely
result. However, in such a case, it would be important to understand how the indus-
try-average capital structure is derived and whether or not it is reasonable to expect
the subject company to achieve it, given (1) the current conditions of the company
itself and (2) the current financial market conditions. Alternatively, it may be
appropriate to consider a capital structure that the company could achieve under
an asset-based loan scenario. By availing itself of extra funding, the company
could take advantage of growth opportunities that the current ownership is simply
not taking advantage of. If a controlling ownership interest is to be valued under
the standard of investment value, then the buyer’s or owner’s capital structure
could be used.

Specific Projection Period plus a Terminal Value

So far, we have presented the basic discounted economic income model, in which
specific projections of economic income are made over the life of the investment.
However, as a practical matter, there are very few investments for which reliable
projections can be made over the entire life of the investment. Variations of the
model ref lect this limitation.

The most common multistage variation of the discounted economic income
model is a two-stage model that projects economic income for a finite number of
periods, usually one business cycle of somewhere between 3 and 10 years, and
then assumes a terminal value at the end of the discrete projection period. Note
that the only reason one would use a discounted cash f low method as opposed to
a capitalized cash f low model is that the subject company predicts a period of vari-
ability in its earnings stream for some period of time into the future. The appropri-
ate length of the forecast period should be until that variability stops; at the point
in time that the company expects normalized or level growth, the terminal value is
calculated. If no variability is expected, then there is no point in forecasting interim
years’ cash f low, as there are no variable interim years. In effect, the terminal year,
next year, is the only year from which value is ever calculated, and growth is built
into the rate of return instead of the cash f low. However, it is important to note that
the capitalization model implies a steady rate of growth in perpetuity.

This terminal value is sometimes also called the residual value, the reversion-
ary value, or the future value. The formula for this model can be generalized as
follows:

Formula 9–12
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E
1

… E
n
= Expected amounts of economic income (often net cash flow) in

each of periods E
1

through E
n

PV
E

k

E

k

E

k

FV

k
n

n n
=

+
+

+
+ … +

+
+

+
1 2

21 1 1 1( ) ( ) ( ) ( )

Addenedum 6

USCA4 Appeal: 20-1252      Doc: 33-2            Filed: 10/02/2020      Pg: 7 of 57 Total Pages:(35 of 86)



220 III / Business Valuation Approaches and Methods

k = Discount rate
n = Number of periods in the discrete projection period
FV = Future value or terminal value (the prospective value as of the

end of the discrete projection period)

The immediately obvious characteristic of this formula is that it depends partly
on a projection of the value of the subject company several periods in the future to
estimate the value of the subject company today! It is not uncommon for the pres-
ent value of the terminal value in this formulation to account for more than half of
the total present value. Therefore, the matter of how the terminal value is estimat-
ed is an important part of the estimate of present value.

If one assumes that the business will continue indefinitely as a viable going
concern after the number of years for which discrete projections were made, two
procedures are commonly used to estimate the terminal value:

1. Capitalization of ongoing economic income
2. An estimated market multiple of the economic income projected for the last

year of the discrete projection period

The capitalization method is the procedure favored by most business apprais-
ers. It is discussed in some detail in the next chapter.

Many investment bankers are prone to use the market multiple method. If one
is discounting returns to equity, this method involves a multiple of some measure
of income available to equity, most typically a P/E multiple. If one is discounting
returns available to overall capital, this method involves a multiple of some meas-
ure of income available to overall capital, most typically EBIT or EBITDA. From
this result, debt must be subtracted.

The market multiple method introduces into the income approach the added
dimension of projecting a market multiple as of the end of the projection period.
As noted earlier, the terminal value often accounts for half or more of the value
indicated by the DCF method. The market multiple brings a major element of the
market approach into the income approach. Many valuation analysts prefer to keep
the income approach and the market approach as distinct from each other as pos-
sible. Many believe that using the Gordon growth model capitalization procedure
described in the next chapter does a better job of keeping the indications of value
derived from the income approach and the market approach as independent of
each other as possible.41

Under certain circumstances, the terminal value may be based on the premise
that the company will be liquidated at the end of the discrete projection period. In
this case, the terminal value requires an estimate of the liquidation value of the
subject company assets as of that future date.

The “Midyear Discounting Convention”

In the formulas presented up to this point, we have implied (by using whole inte-
ger exponents) that the cash flows (or other economic income) are expected to be
received at the end of each period. This may be a reasonable approximation if a

41 Whether one is using a market multiple or the Gordon growth model to estimate the terminal value, the resulting implied growth rate and market
multiple, respectively, should be checked for reasonableness.
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228 III / Business Valuation Approaches and Methods

Does the Discounted Economic Income Model Produce 
a Control or a Minority Value?

As noted earlier in the chapter, the discounted economic income model can pro-
duce either a control value or a minority value, depending on the model inputs
involving the valuation variables. Generally, if the inputs in the valuation model
reflect changes that only a control owner would (or could) make (e.g., changed
capital structure, reduced owner’s compensation, and so on), then the model would
be expected to produce a control value.

If the economic income projections merely reflect the continuation of present
policies, then the model would be expected to produce a minority value. If every
facet of the company is being so well optimized that a control owner could not
improve on it, then there is little or no difference between a control value and a
minority value. Further discussion of this notion will be found in Chapters 15 and
16 on control premiums and discounts for lack of control.

The argument is often made that, because discount rates typically are devel-
oped based on minority trades in publicly traded stocks, the discount rate is a
minority interest discount rate, and therefore the value indicated by a discounted
economic income model must be a minority value. There are at least two problems
with this argument. First, most, if not all, of the difference between a control value
and a minority value in a discounted economic income model results from differ-
ences in the projected economic income (the numerator), not from differences in the
discount rate. Second, while the cost of equity capital is estimated from trades of
minority ownership interests, the capital structure (i.e., the percentage of debt ver-
sus the percentage of equity) of the subject company is clearly influenced by the
controlling stockholder. And, the capital structure mix is at least as important as the
cost of equity capital in the estimation of a company’s overall WACC—that is, the
discount rate associated with net cash flow. In other words, the cost of equity capi-
tal may be the same, or nearly the same, whether a control or a minority interest is
being calculated. However, the controlling owner (and, generally, not the minority
owner) influences the projection of economic income (the numerator in the model)
and the capital structure component of the WACC (the denominator in the model).

What Standard of Value Does a Discounted Economic 
Income Model Produce?

As with the control/minority ownership issue, the answer to this question depends
to some extent on the individual valuation variable inputs that go into the model.

If the analyst is valuing a company on a stand-alone basis, the use of that com-
pany’s own economic income projections and a market-derived cost of capital as the
discount rate would be expected to estimate the fair market value of the subject busi-
ness enterprise. If, on the other hand, a particular acquirer with a lower cost of cap-
ital would discount an economic income projection at that acquirer’s lower cost of
capital, then the result would be investment value, the value of the subject enterprise
to that individual acquirer and only to that acquirer. Similarly, if a potential acquirer
were to include synergistic benefits or other enhancements in the economic income
projections, then the result would be investment value rather than fair market value.
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238 III / Business Valuation Approaches and Methods

There are two variations of the capitalized future economic income method that
are widely used in business valuation today:

1. The perpetual economic income stream model
2. The constant growth model (with a variation commonly referred to as the

Gordon growth model)1

This chapter transitions the reader from the discounted future economic
income method of valuation to the capitalized future economic income method,
and presents the mechanics, applications, and caveats in utilizing the various ver-
sions of the capitalized income method that are used in practice.

Essential Difference between the Discounting Model 
and the Capitalization Model

A discount rate converts all of the expected future returns on investment (however
defined) to an indicated present value.

In contrast to the more comprehensive method of discounting all of the
expected returns, a capitalization rate converts only a single expected economic
return number to an indicated present value.

Discount rate A rate of return used to convert a monetary sum, payable 
or receivable in the future, into a present value

Capitalization rate Any divisor (usually expressed as a percentage) that is 
used to convert anticipated economic benefits of a single 
period into value2

Capitalization of A method within the income approach whereby economic
economic income benefits for a representative single period are converted 
method to value through division by a capitalization rate3

Capitalization A conversion of a single period of economic benefits into
value4

In property appraisal terminology, the similar method is called direct capital-
ization, the basic subject matter of this chapter. It is distinguished from what prop-
erty appraisers call yield capitalization, which is comparable to the business
appraiser’s discounted economic income, the subject of the previous chapter.

The capitalized economic income method means the application of one divi-
sor (or multiple) to one economic income measure. The result is an indication of
value derived from that single division or multiplication.

For example, let’s assume that the next year’s net cash flow is expected to be
$200,000,000 and the appropriate direct capitalization rate is 25 percent. In this
case, the indicated value of the business is $800,000,000:

$ , ,

.
$ , ,

200 000 000

0 25
800 000 000=

1 There can be other variations, such as capitalizing an income stream with a finite life. One who understands the details of the last chapter and this
chapter should be able to construct capitalization rates for such variations.
2 American Society of Appraisers, Business Valuation Standards, Definitions (Herndon, VA: American Society of Appraisers, 2005).
3 Ibid.
4 Ibid.
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10 / Income Approach: Capitalized Economic Income Method 239

Note from the definition above that the method is based on anticipation. Like
the discounted economic income method, it is a method to convert anticipated
income to a present value.

The capitalized economic income method is used as frequently as the dis-
counted economic income method, and probably even more frequently in the val-
uation of smaller businesses. So why does this text put the discounted economic
income method first? Because, the capitalized economic income method is simply
an abridged version of the discounted economic income method. The discounted
economic income method is presented first because the valuation theory that is
applied in the discounted economic income method is more comprehensive. And
once the analyst has a grasp of the discounted economic income method, the val-
uation theory that is applied in the capitalized income method can be grasped
more easily.

The Perpetual Economic Income Stream Model

Consider the case of a preferred stock that has no maturity and no call provision
(i.e., no expected redemption), paying a fixed dividend in perpetuity. The basic
discounted economic income formula would value this preferred stock as follows:

Formula 10–1

where:
PV = Present value
∑ = Sum of
n = The last period for which economic income is expected; n may

equal infinity (i.e., ) if the economic income is expected to
continue in perpetuity

E
i

= The expected amount of economic income in each ith period in
the future

k
p

= Rate of return on preferred stock
i = The period (usually stated as a number of years) in the future

in which the prospective economic income is expected to be
received

It can be shown mathematically that when the expected economic income is a
constant amount in perpetuity, the above formula can be simplified to:

Formula 10–2

where:
E = An expected amount of economic income in every period

ahead in perpetuity
k = Discount rate (cost of capital for that level of economic

income)

PV
E

k
=

PV
E

k
i

p
i

i

n

=
+=

∑
( )11
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In this leveraged investment a one percentage point change in the growth rate
resulted in a 25 percent increase in the indicated value of invested capital and a 50
percent increase in the indicated value of equity!

This example actually overstates the effect of higher growth relative to a more
detailed analysis. As mentioned in Chapter 9, higher growth would require higher
investment in fixed assets and working capital. Thus, the numerator (net cash
flows) of the capitalization formula would logically get smaller with a higher
expected growth assumption. Under certain industry conditions, the higher growth
might add nothing to value if the required extra annual investments were suffi-
ciently large.

Obviously, the closer the growth rate to the discount rate, the greater the sen-
sitivity. When the projected growth rate reaches or exceeds the discount rate in the
perpetual growth model, mathematically, the capitalization rate is zero or negative.
This relationship leads to the generally unreasonable conclusion that the company
is infinitely valuable.

Because such large impacts may result from relatively small changes in input
variables, it is often enlightening to perform some sensitivity analysis in conjunc-
tion with a discounted or capitalized economic income method. This could take
the form of a sensitivity table showing the impact of a range of discount rates, ter-
minal value multiples, growth rates, and cash flow projections.

When to Use the Discounting versus the Capitalization Method

The obvious implication of all this, when one stops to think about it simplistically,
is that the difference between the discounting model and the capitalization model
is how one treats anticipated changes in future income over time:

1. In discounting, changes over time in the expected economic income are treat-
ed specifically in the terms of the numerator of the present value equation.

2. In capitalizing, changes over time in the expected economic income are 
treated as a single average percentage change, and that annualized percent-
age is subtracted (assuming it is positive) from the cost of capital in the
denominator.

The important conceptual underpinning of the capitalized economic income
valuation model is that there is either a constant annual income stream in perpetu-
ity or a constant annualized rate of growth (or decline) in the economic income
variable being capitalized in perpetuity. Obviously, this constant growth rate pro-
jection is rarely met in the real world.

Unlike the discounted economic income model, the capitalization model does
not take into consideration the timing of future changes in expected economic
income. The greater the differences in the anticipated changes over time, especial-
ly in the early years, the more the analyst is encouraged to apply the discounted
economic income method rather than the capitalized income method.

This leads to some generalizations about the relative attractiveness of the two
basic income approach valuation methods:

1. Stable or evenly growing economic income flow. If the economic income flow
is either stable or growing (or declining) at a fairly even rate, the capitalized
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10 / Income Approach: Capitalized Economic Income Method 245

economic income method should conclude as accurate a value indication as
the discounted economic income method.

2. Predictable but uneven changes. If there are reasons to believe that changes
will be significant but predictable, even though uneven, the discounted eco-
nomic income model should produce a more accurate valuation.

3. Short- or intermediate-term supergrowth. If growth is expected to be quite
high in the immediate future, the discounted economic income model should
produce a more accurate valuation. One of the most common mistakes in the
application of this method is to use a 10 percent growth for the first few years
(even though it may not be sustainable over the long term) and then subtract
that 10 percent from the present value discount rate. This mistake will result
in a low capitalization rate and in an overvaluation of the subject company.

4. Changes that are erratic and unpredictable as to timing. If the company’s eco-
nomic income is unstable and also more or less random as to timing, the com-
pany’s risk increases, and thus the present value discount rate increases.
However, the discounted economic income method may not be able to produce
any more accurate a value indication than the direct capitalization method.

Equivalence of the Discounting and Capitalization Methods

Exhibit 10–1 shows that, with the same set of assumptions, the discounted
economic income method and the capitalized economic income method using the
Gordon growth model with a 5 percent growth rate will produce an identical val-
uation indication. Therefore, an analyst using the capitalized economic income
method should understand its parent method (the discounted economic income
method) and think through, as a form of mental verification of reasonableness, “If
I carried out the full discounting procedure, would I get approximately the same
answer?” If not, the valuation variables used in the capitalization method should
be reexamined, or perhaps the capitalization method should only be used for a ter-
minal value in conjunction with the discounting method.

Implementing the Capitalized Economic Income Method

As we have seen, like the discounted economic income method, the essence of the
capitalized income method is twofold:

1. Projecting an anticipated economic income stream. As opposed to projecting
the amount and timing of each individual economic income flow the business
is expected to produce for its owner, the direct capitalization method requires
projecting a single, sustainable amount of future economic income (the
numerator in the arithmetic formula).

2. Capitalizing the expected economic income amount to produce a present value.
This second step involves dividing the expected economic income by a rate that
reflects the risk (degree of certainty or uncertainty) of receiving that expected
amount on a regular basis. In other words, the starting point is the present value
discount rate, as discussed in the previous chapter. However, the numerator
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256 III / Business Valuation Approaches and Methods

In the market approach, multiples of income variables are derived from direct
observation of the multiples in the market, as we will see in the next chapter.

Economic Income Variables Used in the Income
Approach versus the Market Approach

In the income approach, the economic income variable generally preferred is net
cash flow, either to equity or to overall invested capital, as defined in the previous
chapter. This is partly because net cash flow is the discretionary amount that own-
ers can take out of the business on an ongoing, sustainable basis without disrupt-
ing continuing operations, the variable on which many investors and corporate
finance people will ultimately focus. It is also partly because net cash flow is the
income variable that most analysts consider most appropriate to match with
Ibbotson Associates equity risk premium data, which uses stock market returns
over government security returns. The only other income variable widely used in
the income approach is net income, as discussed in the previous chapter.

As will be seen in the next chapter, the market approach uses all kinds of eco-
nomic income variables except expected net cash flow. Remember, in the income
approach, the amounts of capital expenditures and changes in net working capital
used to derive net cash flow are “amounts necessary to support projected business
operations.” In the market approach, it is difficult to determine for any given com-
pany whether or not amounts of capital expenditures and/or changes in net work-
ing capital meet that criterion. Therefore, while other cash flow–related measures
of economic income (e.g., EDITDA) are used, net cash flow is not often used in
the market approach. Some analysts believe that the inverse of a P/E multiple, E/P,
is equal to a cap rate. This is true; however, it results in an earnings cap rate, not a
cash flow cap rate as derived by the traditional build-up or CAPM.

By observing these differences, and by using the perpetual income or the
Gordon growth model rather than a market multiple for the terminal value, the
income and market approaches are quite discrete from each other and, if there are
good data for both, can provide good checks against one another.

Summary

There are three principal variables in the direct capitalization of economic income
method:

1. The projected base-level economic income flow
2. The present value discount rate (i.e., the cost of capital)
3. The expected long-term growth rate that modifies the present value discount

rate to derive the direct capitalization rate

The capitalized economic income method is essentially an abridged version of
the discounted economic income method. The primary difference is in the treat-
ment of future changes in the expected economic income. In the discounted eco-
nomic income method, future changes in economic income are specifically reflect-
ed in the discrete income projections in the numerator of the arithmetic equation.
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10 / Income Approach: Capitalized Economic Income Method 257

In the capitalized economic income method, future changes in economic income
are combined into a single growth rate. This single growth rate is subtracted from
the present value discount rate in the denominator of the arithmetic equation.

The economic income flow to be capitalized can be either the amount avail-
able to equity or the amount available to all invested capital (usually defined to
include owners’ equity plus long-term interest-bearing debt, although other defi-
nitions are sometimes used).

The economic income flow that is projected is usually net cash flow (at least
that is the preference of a consensus of valuation professionals), although other
definitions of economic income are sometimes used.

Like the discounted economic income method, the capitalized economic
income method is a forward-looking exercise. Using some average of actual past
economic income is only appropriate if that average does, in fact, represent the
expected level of sustainable economic income in the future.

The projected base-level sustainable economic income flow is divided by a
direct capitalization rate, which is typically calculated as the present value dis-
count rate less an expected long-term growth rate in the economic income being
capitalized. This expected long-term growth rate is projected to be constant in
perpetuity.

The development of the present value discount rate is the same as for the dis-
counted economic income method, as discussed in Chapter 9. If either a build-up
procedure or the CAPM procedure is used to develop the discount rate, that rate
includes expected inflation. Therefore, the growth rate used should also reflect infla-
tion—to the extent that it impacts the economic income variable being capitalized.

The results are extremely sensitive to changes in the growth rate factor, espe-
cially when valuing invested capital. This is because the analysis of invested cap-
ital starts with a lower present value discount rate than for equity only.

It is essential that the direct capitalization rate be developed so that it is
appropriate for the definition of the economic income flow being capitalized. One
of the most common errors in implementing the capitalized economic income
method is using a direct capitalization rate that is not appropriate for the partic-
ular definition of economic income that is being capitalized.

The capitalized economic income method is also an excellent method for
developing the terminal value in the discounted economic income method.
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empirical evidence that is available is from the public market. Of the several
hundred public companies that are taken over each year, most (about 85 percent)
are at prices that represent a premium over the previous public trading price.

However, it is difficult, if not impossible, to sort out how much of this premium
is for elements of control, and how much is for synergies between the seller and
the buyer. Therefore, the levels of value chart (Exhibit 15–1) is schematic. That is,
although it contains dollar values and percentages, they are only illustrative of how
to apply the concepts.

Elements of Control

Control shares are normally more valuable than minority shares because they con-
tain a bundle of rights that minority shares do not enjoy. The following is a partial
list of some of the rights that go with control shares that minority shares do not have:

1. Appoint or change operational management.
2. Appoint or change members of the board of directors.
3. Determine management compensation and perquisites.
4. Set operational and strategic policy and change the course of the business.
5. Acquire, lease, or liquidate business assets, including plant, property, and

equipment.
6. Select suppliers, vendors, and subcontractors with whom to do business and

award contracts.
7. Negotiate and consummate mergers and acquisitions.
8. Liquidate, dissolve, sell out, or recapitalize the company.
9. Sell or acquire Treasury shares.

10. Register the company’s equity securities for an initial or secondary public
offering.

11. Register the company’s debt securities for an initial or secondary public
offering.

12. Declare and pay cash and/or stock dividends.
13. Change the articles of incorporation or bylaws.
14. Set one’s own compensation (and perquisites) and the compensation (and

perquisites) of related-party employees.
15. Select joint venturers and enter into joint venture and partnership agreements.
16. Decide what products and/or services to offer and how to price those prod-

ucts/services.
17. Decide what markets and locations to serve, to enter into, and to discontinue

serving.
18. Decide which customer categories to market to and which not to market to.
19. Enter into inbound and outbound license or sharing agreements regarding

intellectual properties.
20. Block any or all of the above actions.

Control or Lack of Control Covers a Spectrum

Control or minority is not a black and white concept with a bright dividing 
line. Control, or lack of it, covers a broad spectrum. Therefore, in some instances,
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it is more appropriate to use the phrase “discount for lack of control” rather than
“minority discount.” Even some blocks of control shares may lack absolute control,
and even some minority shares may enjoy some elements of control.

The following is a partial listing of possible scenarios:

100 percent control. From the standpoint of estimating a control premium, this
purely 100 percent scenario is the ultimate.
More than a majority or supermajority, but less than 100 percent. Most
acquirers prefer to get 100 percent of the stock. One or a few minority stockholders
could be a nuisance.
More than 50 percent but less than a supermajority, where state statutes or
articles of incorporation require a supermajority. About half the states have
statutes that require a supermajority (usually two-thirds) to effect certain corporate
actions, such as a merger or liquidation. Some companies’ articles of incorporation
also require a supermajority for certain corporate actions.
50 percent. This is neither control nor minority. It is not enough to take actions,
but is enough to block actions. In many cases, this leads to deadlock.
Less than 50 percent but “effective control.” Where one stockholder has close
to 50 percent and the balance of the shares are widely distributed, the plurality
owner usually has effective control over operations.
Minority shares that control by a voting block. Some companies have both vot-
ing and nonvoting classes of shares. When a holder has a majority of the voting
shares, no matter how small the block, that holder has control. Empirical evidence
is presented later in the chapter regarding the value of that control.

How the Standard of Value Affects the Control Premium

The applicable standard of value can often determine, or at least impact, whether
a control premium is applicable.

Fair Market Value

If starting with a control value, one would not normally add a control premium,
because that would be redundant, that is, double counting the value of control.

If starting with a marketable minority interest value, one needs to make a
choice. Publicly traded shares are, by definition, minority interests. However,
according to the Nath hypothesis, they represent control values.1 Otherwise, he
says, there would be more takeovers in the public markets.

But there are some takeovers in the public markets, about 85% of which are at
premiums to the previous public trading price. Empirical evidence on this is pre-
sented in a later section of this chapter.

Can evidence from the takeovers be used to estimate a control premium when
reaching an opinion as to fair market value for control shares? Exhibit 15–1 shows
a line above the control value line representing acquisition or synergistic value.
Exhibit 15–2 is a schematic in which Chris Mercer raises the question, “which
value is fair market value for 100 percent?”

1 Eric W. Nath, “Control Premiums and Minority Interest Discounts in Private Companies.” Business Valuation Review, September 1994, pp. 107–12.
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to reduce the discount for lack of control. In most cases, this would only be
grounds for a slight reduction in the discount.

Swing vote: If a minority block can be combined with another block to create a
controlling interest (say the stock was distributed 40, 40, and 20 percent, or even
49, 49, and 2 percent), the small minority block obviously has some elements of
control. If starting with a controlling interest value, this could be grounds for a
substantial reduction in the minority interest discount, unless there was reason to
believe the two larger block holders would vote in unison. If starting with a minority
value, this could be reason to add a partial control premium.

Takeover, or “coattail” protection: Some companies’ articles of incorporation
have provisions that if majority shares are sold in a change of control transaction,
the minority shareholders must be offered the same price. Empirical evidence of
how this effectively reduces the control premium (thus reducing the lack of control
discount) was presented in the previous chapter.

Factors That Influence the Lack of Control Discount

The matter of a controlling ownership position versus a noncontrolling ownership
position is not an either/or proposition. Relevant state statutes, the subject compa-
ny’s articles of incorporation and bylaws, and the way the overall ownership of the
subject company is distributed have an important bearing on the relative rights of
the noncontrolling and of the controlling stockholders.

Effect of State Statutes

Statutes affecting the relative rights of controlling versus noncontrolling stock-
holders vary from state to state.

Supermajority Vote Requirements. In some states, a simple majority vote can
approve major actions, such as a merger, sale of all of the assets, or liquidation of
the company. Other states require a two-thirds—or even greater—majority vote in
order to approve such corporate actions. In these instances a stockholder with just
over a one-third ownership interest in the company (or, in a few states, even less)
has the power to block such actions. This is true even if there is a stockholder with
a clear majority (i.e., over 50 percent) ownership position. In that case, the “majority”
stockholder may enjoy relative—but not absolute—control of the business.

State Dissolution Statutes. Under the statutes of a majority of the states, non-
controlling stockholders enjoy certain legal rights under some circumstances that
noncontrolling stockholders in some other states generally do not enjoy. For exam-
ple, under certain circumstances, usually if the noncontrolling stockholders can
show that there is a deadlock or that they are somehow oppressed, noncontrolling
stockholders can bring suit to dissolve the corporation. If the suit is successful, and
if the controlling stockholders wish to avoid dissolution, the remedy is to pay the
noncontrolling stockholders the “fair value” for their stock. For this reason, the vari-
ations in state law concerning legal rights; attributable to various equity ownership
percentage interests have an important bearing on the valuation of a noncontrolling
ownership interest.
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LTM EBITDA MVIC/LTM
Return on Revenues Revenues

Cagle’s 22.8 0.81
Pilgrim’s Pride 16.8 0.78
Sanderson Farms 12.0 0.53
Seaboard (4.4) 0.37
Tyson Foods 5.2 0.35
Warm Chicken Company 7.5 NM

Applying the selected pricing multiple of 0.23 to Warm Chicken’s LTM rev-
enues of $754,600,000 results in a market value of invested capital of $173,560,000.

A similar pattern exists when looking at the five-year average for both the guide-
line companies and Warm Chicken. Based on the foregoing, it is our opinion that an
MVIC/five-year average revenue multiple of 0.19 is appropriate for Warm Chicken.

Applying the selected pricing multiple of 0.19 to Warm Chicken’s five-year
average revenues of $635,212,000 results in a market value of invested capital of
$120,690,000.

Summary of Indicated Values. The indicated values for the guideline pub-
licly traded company method are summarized in Exhibit 21–10.

As presented in Exhibit 21–10, this method resulted in a range of indicated
values—from a low of $120,690,000 to a high of $223,756,000. Since we are esti-
mating an indication of value of the Company on a going-concern basis, we placed
primary emphasis on the Company’s earnings capacity. We also gave equal weight-
ing to the LTM period and the five-year average. As a result, this method resulted
in an indicated MVIC of approximately $159,000,000.

The Discounted Cash Flow Method

Overview. The second method that we relied on was the discounted cash flow
(DCF) method of the income approach. This method is intuitively appealing since
it reflects the tradeoff between risk and expected return that is critical to the invest-
ment process. Generally, common stocks are purchased in light of anticipated
stock price appreciation, which, in turn, is strongly influenced by expectations
about a company’s cash flow capacity.

The discounted cash flow method estimates value on the basis of future return
flows over an investment horizon using empirical market data, macroeconomic
and industry evidence, and the underlying fundamental trends for the subject com-
pany. The DCF method then applies a present value discount rate, known as the
required rate of return on investment, to the projected future cash flows, which
results in an estimation of the net present value of a series of cash flows. Exhibit
21–11 presents the pro forma consolidated income statements that are the basic for
the valuation by the DCF method.

We conducted the DCF method on an after-tax, invested capital basis, and we
selected net cash flow as the measure of economic income. We used an invested
capital method to eliminate the impact of the Company’s leverage on the value of
the Company’s common stock.

The DCF method estimates the value of a company by projecting the cash
flows that the Company is expected to produce and discounting those cash flows
back to the valuation date using a discount rate that reflects the related risk and the
time value of money. This method requires an in-depth analysis of the Company’s
revenues, fixed and variable expenses, and capital structure.
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The DCF method can result in an indication of value on either a controlling
ownership interest or a noncontrolling ownership interest basis, depending on (1)
the nature of the cash flows, and (2) the discount rate that have been incorporated
in the analysis. In this case, we did not incorporate any adjustments to the
Company’s results of operations or to its capital structure that would be considered
of a controlling ownership interest nature. Therefore, our DCF analysis results in
an indication of value on a noncontrolling ownership interest basis.

Valuation Calculations. The variables and calculations essential to our analy-
sis using the DCF method are outlined below.

Present Value Discount Rate. In a rational investment environment, an investor
faces various alternatives for investing current funds, all of which may earn future
returns to compensate for: (1) the time the invested funds are committed, (2) the
expected rate of inflation or loss of purchasing power experienced over the invest-
ment time horizon, and (3) the relative uncertainty of the future returns. The
expected return on investment is therefore a function of the investment risk inher-
ent in the future returns.

We estimated the appropriate present value discount rate for Warm Chicken’s
projected cash flows by analyzing the Company’s weighted average cost of capital
(WACC). The WACC incorporates the present cost of the Company’s debt capital
and equity capital as determined from market-derived empirical evidence. These
capital costs, expressed as required rates of return, are then weighted according to
the Company’s capital structure (calculated on an estimated market value basis).

We estimated the cost of Warm Chicken’s debt capital by analyzing the current
rates on its various debt issues. Since corporate interest expense is tax deductible,
we estimated the Company’s after-tax cost of debt to be approximately 4.80 percent
(0.08 × [1 - 0.40]), using management’s projected income tax rate of 40.0 percent.

We estimated the cost of Warm Chicken’s equity capital using the capital asset
pricing model (CAPM) which incorporates certain market rates of return and risk
premiums, including: (1) a risk-free rate, (2) a long-term equity risk premium, (3)
an industry beta, (4) a size premium, and (5) a company-specific risk premium.
Each of these factors is discussed below.

Since our DCF analysis is based upon a long-term investment horizon, the
appropriate risk-free rate is represented by a long-term government security. The
most appropriate proxy for this rate is the yield to maturity of long-term (20-year)
U.S. Treasury bonds. These bonds yielded approximately 4.9 percent as of the val-
uation date.

Historical equity risk premiums are quantified annually by Ibbotson
Associates3. Ibbotson calculates the long-term equity risk premium as the total
annual rates of return from common stocks less the long-term rates of return on
20-year U.S. Treasury bonds. According to the Ibbotson data, the arithmetic mean
risk premium for the period 1926 to 2004 was approximately 7.2 percent. Chapter 9,
“Income Approach: Discounted Future Economic Income Method,” discusses
alternative sources for the equity risk premium and also presents research that
shows that the historical ERP may overstate the forward looking ERP.

Beta is a measure of the systematic risk inherent in a company’s investment
returns. We calculated betas for the five guideline publicly traded companies used
in our guideline publicly traded company analysis. We unlevered and relevered the
guideline companies’ betas—as well as the selected beta for Warm Chicken—in
order to eliminate any significant differences in capital structure. We used this beta

3 Stocks, Bonds, Bills, and Inflation, 2004 Yearbook (Chicago: Ibbotson Associates, 2004).
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Substituting numbers from the preceding assumptions into Formula 4.4
gives us:

(Formula 4.5)

PV =
$100

0.13− 0.05

=
$100
0.08

= $1; 250

In this example, the estimated value of the investment in the business is $1,250.

MAJOR D I F F ER ENCE B ETWEEN D I SCOUNT ING
AND CAP I TA L I Z I NG

From the preceding discussion, we can now deduce a critical insight: The difference
between discounting and capitalizing is in how we reflect changes over time in
expected future cash flows.

In discounting: each future change in cash flow is estimated specifically and
included in the numerator.

In capitalizing: estimates of rates of changes in future cash flows are averaged into
one annually compounded growth rate, which is then subtracted from the discount
rate in the denominator.

If we assume that there really will be a constant compounded growth rate in cash
flow from the investment to perpetuity, then it is a mathematical truism that the
discountingmethod and the capitalizing method will produce identical values. (See the
section in this chapter entitled “Equivalency of Discounting and CapitalizingModels”
for an illustration of how this equality works.)

CONSTANT GROWTH OR GORDON GROWTH MODE L

One frequently encountered minor modification to Formula 4.4 and 4.5 is to use as
the “base period” the period just completed prior to the valuation date, instead of
the next period’s estimate. The assumption is that net cash flows will grow evenly
into perpetuity from the period immediately preceding the valuation date. This
constant growth capitalization formula, commonly known as the Gordon Growth
Model,1 as applied to the net cash flow is as follows:

1Named for Professor Myron Gordon. Myron J. Gordon and Eli Shapiro, “Capital Equipment
Analysis: The Required Rate of Profit,” Management Science 3 (October 1956): 102–110,
reprinted in Management of Corporate Capital (Glencoe, IL: Free Press, 1959); Myron J.
Gordon, The Investment, Financing, and Valuation of the Corporation (Homewood, IL: R.D.
Irwin, 1962). This model is one of a general class of models referred to by some authors as the
dividend discount model, indicating net cash flow to the investor.

40 COST OF CAPITAL BASICS
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the bases they produce imply regarding the appropriateness of minority discounts or con-

trol premiums. In some cases the applicability of a premium or discount is fairly straight-

forward. In other cases, however, there is substantial controversy about the applicability

of a minority discount or a control premium.

INCOME APPROACH AS VALUE BASIS

Whether the income approach utilized is the discounted cash flow or capitalization of

cash flow or earnings, the income approach can produce either a control value or a minor-

ity value. Therefore, it is necessary to understand the assumptions used in the income

approach implementation to determine whether a minority discount or a control premium

is warranted.

Most analysts agree that the extent to which the income approach produces a control

or minority value lies primarily in the level of the cash flows or earnings being dis-

counted or capitalized. If the projected cash flows were those that a control owner would

expect to receive, a control premium already would be reflected. However, if the pro-

jected cash flows used do not reflect a control owner’s expectation, then a control pre-

mium may be warranted.

Some analysts believe that the income approach always produces a publicly traded

minority basis of value because both the Capital Asset Pricing Model (CAPM) and the

buildup model develop discount and capitalization rates from minority interest transac-

tion data in the public markets. This is a very common and highly flawed conclusion.

There is little or no difference in the rate of return that most investors require for in-

vesting in a public, freely tradable minority interest versus a controlling interest.

As explained in Cost of Capital,4 almost all the difference in the control value versus

the minority value in the income approach to valuation is found in the numerator—the

expected economic income available to the investor—rather than in the denominator—

the discount or capitalization rate.

As Roger Ibbotson has succinctly stated the case, ‘‘When you are purchasing a com-

pany you are acquiring the ability to potentially control future cash flows. To acquire this

option to exercise control, you must pay a premium. Holding all else constant, it should

not impact the discount rate.’’5

Generally speaking, investors will not accept a lower expected rate of return for pur-

chase of a controlling interest than for purchase of a minority interest. In fact, there have

been many instances in recent years when public minority shareholders appear to require

a significantly lower rate of return than control buyers. Control buyers pay premiums

because they expect to take action to increase cash flows, not because they are willing to

accept a lower expected rate of return. Actions taken to increase cash flows could range

anywhere from eliminating nonperforming relatives from the payroll to drastically in-

creasing prices for products or services of both acquirer and target as a result of absorb-

ing a direct competitor.6

In adjusting a minority value upward to estimate a control value, some analysts adjust

cash flows upward to what a control owner would expect to realize rather than apply a

percentage control premium to a minority value. The advantage of this procedure is that

it uses case-specific information to quantify the incremental present value of the cash

flows that a control owner could generate. Such adjustments could logically include, for

example, elimination of excess compensation, elimination of sweetheart insider deals,

liquidation or utilization of excess assets, and exercise of other prerogatives of control. If

26 Business Valuation Discounts and Premiums
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cash flows are adjusted for potential synergistic benefits, the result would be investment

value or acquisition value, rather than fair market value.

Another possible fundamental adjustment sometimes used in the income approach

that is often controversial in disputes over minority versus control value is adjustment

of the company’s capital structure. The most common such adjustment is to introduce

some amount of long-term debt to substitute for an all-equity capital structure, thus

lowering the overall cost of capital and raising the present value of projected cash

flows. Again, capital structure adjustments are a control prerogative. Also, adjust-

ments in capital structure can result in changes in the cost of components (debt and

equity).

Notwithstanding the above, financial buyers still sometimes pay control premiums

even if they do not have any opportunities for synergistic benefits or other cash flow im-

provements, albeit typically much lower premiums than those paid by synergistic buyers.

Buyers see certain prerogatives of control as having value. For example, one control pre-

rogative that control owners can implement that minority owners cannot is to register a

public offering. Other control prerogatives are to sell interests to employees or to others,

to repurchase outstanding minority interests, or to recapitalize. Some will pay a premium

simply to be able to call the shots. Some perceive financial or psychological advantages

to the control of certain companies. In the discounted cash flow (DCF) method, this could

account for a slightly lower discount rate on the part of some buyers.

MARKET APPROACH AS VALUE BASIS

There are two clearly distinct methods within the market approach:

1. The guideline merged and acquired company method

2. The guideline publicly traded company method

Guideline Merged and Acquired Company Method

The guideline merged and acquired company method usually is based on observing trans-

fers of ownership of an entire company or a controlling interest in a company. These

transactions may be of either public or private companies. In either case, a controlling

interest was transferred, so usually no control premium is warranted, because it was

clearly reflected in the transaction price.

If control transactions are used as a starting point for valuing something less than a

controlling interest (for instance, less than absolute control, 50 percent interest, or minor-

ity interest), then usually some discount for lack of control is warranted (and often a

discount for lack of marketability as well).

When using available empirical data, the analyst must determine whether the con-

sideration paid was a price for the common equity or a deal price, that is, total consid-

eration paid for the entire capital structure, including debt assumed and, possibly,

preferred stock. If the consideration was a deal price, then the value of the debt and/

or preferred stock must be subtracted before applying a discount for lack of control,

because such a discount applies only to the common equity, not to the entire capital

structure. However, the percentage control premium on equity has the potential to be

greater in a highly leveraged company.

How the Valuation Methodology Affects the Minority Discount 27
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1 

 

VFR Valuation Advisory #3 
The Measurement and Application of Market Participant Acquisition Premiums 

This communication is for the purpose of issuing voluntary guidance on recognized 
valuation methods and techniques. 

Date Issued:  September 6, 2017 

Application: Business Valuation, Intangible Assets 

Background: In recent years there have been increased requirements in the identification and 
recognition of assets and liabilities measured at fair value in financial statements. These 
requirements, promulgated by the Financial Accounting Standards Board (FASB), include:  

• Statement of Financial Accounting Standards No. 141(R), predecessor to Accounting 
Standards Codification (ASC) 805 Business Combinations; and  

• FASB Statement No. 142, predecessor to ASC 350 Intangibles - Goodwill and Other 
(ASC 350) and Accounting Standards Update (ASU) 2011-08.  

Moreover, there has been increased focus on fair value measurement since the FASB issued 
Statement No. 157 (predecessor to ASC 820 Fair Value Measurement) in 2006 and ASU  
2011-04 in 2011.  

Furthermore, the International Accounting Standards Board (IASB) has issued International 
Financial Reporting Standard (IFRS) 3 (revised) (IFRS 3R) Business Combinations (IFRS 3R) 
and IFRS 13 Fair Value Measurement, both of which are largely similar to the statements issued 
by the FASB.  

Like ASC 350, International Accounting Standard 36 Impairment of Assets (IAS 36) includes the 
testing of goodwill for impairment. However, these standards are not converged, and the specific 
procedures of the goodwill impairment test are different. The measurements used to determine 
the recoverable amount, which is then compared to the carrying amount, differ; for example 
ASC 350 uses Fair Value whereas IAS 36 uses the lower of Value in Use or Fair Value Less 
Costs of Disposal.  Further discussion of the differences between these accounting models is 
beyond the scope of this publication.  Notwithstanding, concepts covered in this VFR Valuation 
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Advisory #3 may be applicable on a facts and circumstances basis when fair value is being 
determined in IAS 36. 

During the creation of this document, members of the International Valuation Standards Council 
(IVSC) participated in certain discussions. 

Because of the need for financial statements to be both reliable and relevant, valuation practices 
must provide reasonably consistent and supportable fair value conclusions. To this end, it is 
believed that guidance regarding best practices on certain specific valuation topics would be 
helpful. The topics are selected based on those in which the greatest diversity of practice has 
been observed. To date, The Appraisal Foundation has issued two Valuations in Financial 
Reporting (VFR) Advisories as follows: VFR Advisory #1, The Identification of Contributory 
Assets and Calculation of Economic Rents (May 31, 2010); and VFR Advisory #2, The 
Valuation of Customer Related Assets (June 15, 2016). In addition, guidance is currently under 
development on the topic of valuing contingent consideration. 

This document presents helpful guidance for those that are preparing fair value measurements; 
however, this Advisory is not intended to be an authoritative valuation standard. The valuation of 
assets is a complicated exercise that requires significant judgment. The Working Group believes 
that consideration of the facts and circumstances related to the asset(s) that are being valued may 
sometimes support a departure from the recommendations in this Advisory. This Advisory seeks 
to present views on how to approach and apply certain aspects of the valuation process 
appropriate for measuring the fair value of controlling interests. 

This VFR Advisory has been developed for measuring fair value for financial reporting and is 
not intended for other valuation contexts. 
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The Appraisal Foundation wishes to express its utmost gratitude to the Working Group on The 
Measurement and Application of Market Participant Acquisition Premiums for volunteering 
their time and expertise in contributing to this Advisory. Specifically, sincere thanks to the 
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The views set forth in this Advisory are the collective views of the members of this Working 
Group and do not necessarily reflect the views of any of the firms that the Working Group 
members are associated with.   

This Advisory was approved for publication by the Board of Trustees of The Appraisal 
Foundation on September 6, 2017.  The reader is informed that the Board of Trustees defers to 
the members of the Working Group for expertise concerning the technical content of the 
document. 

The Appraisal Foundation served as a sponsor and facilitator of this Working Group. The 
Appraisal Foundation is the nation’s foremost authority on the valuation profession. The 
organization sets the Congressionally authorized standards and qualifications for real estate 
appraisers, and provides voluntary guidance on recognized valuation methods and techniques 
for all valuation professionals. This work advances the profession by ensuring appraisals are 
independent, consistent, and objective. More information on The Appraisal Foundation is 
available at www.appraisalfoundation.org.  
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Illustrative Examples 100 

Two examples serve to clarify the MPAP definition. First, consider a business enterprise that is 101 
not publicly traded. The company’s founder owns 70 percent of the outstanding shares and 102 
continues to exercise control over the enterprise. The remaining 30 percent of the outstanding 103 
shares are held by a number of investors, none of whom own more than 5 percent. Despite the 104 
availability of numerous investment opportunities with indicated positive net present values, the 105 
founder demonstrates little interest in growth and is averse to the use of debt financing. The price 106 
per share paid by market participants for a controlling interest is likely to exceed that paid for a 107 
noncontrolling (albeit hypothetically marketable) interest reflecting current stewardship of the 108 
company. In other words, there is likely to be an MPAP. Its magnitude likely will be influenced 109 
by the perceived ability of market participants to exercise the prerogatives of control to increase 110 
the cash flows and/or reduce the discount rate applicable to the subject interest. Available 111 
strategies include making investments to spur revenue and earnings growth (thereby potentially 112 
increasing cash flow), and employing a more typical financing mix for the industry (thereby 113 
reducing the weighted average cost of capital). Some market participants may also expect cost 114 
savings from eliminating redundancies. For privately held companies without near term liquidity 115 
expectations—much more so than publicly traded companies—there might also be cost savings 116 
from adjusting compensation and other costs to market rates.4 117 

Second, consider a business enterprise that is publicly traded. The business is generally believed 118 
to be well managed, reporting operating margins in line with industry peers. The company has 119 
created and marketed a unique technology and has generated significant historical revenue 120 
growth. In this case, opportunities to generate economic benefits by exercising the prerogatives 121 
of control are more limited. However, market participants may own complementary technologies 122 
that, if marketed alongside that of the subject entity, would increase revenue growth. 123 
Alternatively, market participants may have existing distribution networks capable of handling 124 
the subject entity’s products that would enhance profit margins. Similar to the other example, 125 
market participants’ perceptions of how prerogatives of control translate into value influence the 126 
investment decision. 127 

In each case, the task of the valuation specialist is to identify and evaluate the feasibility of the 128 
available strategies from the perspective of market participants for the subject interest. The 129 
appropriate MPAP considers not only the magnitude of the available economic benefits, but also 130 
the degree to which such potential benefits will influence the price paid by market participants 131 
for the subject controlling interest in an orderly transaction at the measurement date. The 132 
Working Group is not stating that the economic benefits must be precisely quantified in each 133 
case. Rather, at a minimum, analysis should be performed to identify which form(s) of economic 134 
benefit market participants would reasonably expect to enjoy and some general magnitude of the 135 
effects of those benefits on value. 136 
                                                             
4  Whether such cost savings would contribute to the MPAP depends on how the above-market 

compensation and other costs were treated in measuring the foundation value. There is diversity of 
opinion in the profession as to situations where such “normalizing” adjustments are appropriate. The 
resolution of that controversy is beyond the scope of this Valuation Advisory. 
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• Punitive or exemplary damages are intended to punish a wrongdoer and to deter similar conduct in the future. 
The conduct must be outrageous or egregious. Punitive or exemplary damages are very rarely awarded in 
M&A transactions.

• Rescission essentially voids the transaction and places the parties in the position they would have been if the 
transaction had not been consummated. If it is not practical to actually rescind or unwind the transaction, 
rescissory damages are intended to be the nancial e uivalent of rescission. This remedy may be appropriate in 
cases of misrepresentation, mistake, fraud, unconscionability, etc. 

• Contractual limitations on damages as agreed upon by the parties must be clearly expressed in the PSA. Absent 
fraud, courts will generally respect the parties’ allocation of risk with regard to damages. A contract may set 
forth terms that dictate the minimum and or maximum amount of damages sub ect to indemni cation. The 
parties may also agree to waive their right to certain types of damages, such as conse uential or punitive 
damages.

3.3 Measuring Damages
Dollar-for-dollar damages are often associated with issues that have a one-time, nonrecurring impact on the business, 
such as obligations or liabilities relating to environmental issues or lawsuits. However, if such obligations or liabilities 
would reduce the projected earnings, it may impact the buyer’s valuation model.

ene t of t e argain damages (also known as expectancy damages  re ect the diminution in value resulting from the breach 
and are often measured by the di erence between what a party expected to receive based on the contract and what it 
actually received.24 Factors to consider when calculating such damages include:

• Whether the buyer received the value the seller represented;

• Whether the buyer knew of inaccuracies or breaches; 

• What portion of the alleged diminution in value resulted from the breach as opposed to other causes; and

• Post-closing performance and the issues driving that performance.

3.3.1 Dollar-for-Dollar Example
A manufacturing company purchased a competitor’s subsidiary for $750 million. The target company had annual EBITDA 
of $ 50 million, resulting in a transaction multiple of ve times EBITDA. Six months after close, the buyer paid $ 0 mil-
lion related to environmental remediation costs. This contingent liability was not recorded on the nancial statements 
or disclosed to the buyer prior to closing and was known to the seller.

The buyer did not contemplate these costs in its valuation; however, this is nonrecurring and will not impact future 
earnings. In addition, the inclusion of this cost does not impact the buyer’s valuation model; therefore, an appropriate 
measure of damages is likely dollar for dollar to re ect the bene t to the seller related to the misrepresentation or fail-
ure to disclose the contingent liability. This results in a reduction of the purchase price by $10 million, to $740 million.

3.3.2 Benefit of the Bargain Example
An automobile parts supplier purchased a privately held competitor from the owners for $500 million. The target had 
annual EBITDA of $100 million, resulting in a purchase price multiple of ve times EBITDA. A signi cant customer did 

24 Litigation Services Handbook, 4th edition, Sec. 18.7.
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450 Part Five  Payout Policy and Capital Structure

5
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5 5

     How Do Interest Tax Shields Contribute 
to the Value of Stockholders’ Equity? 

    Recasting Johnson & Johnson’s Capital Structure 

Normal Balance Sheet (Market Values)

Asset value (present value of 
after-tax cash flows)

Debt

Equity

Total assets Total value

Expanded Balance Sheet (Market Values)

Pretax asset value (present value 
of pretax cash flows)

Debt

Government’s claim (present 
value of future taxes)

Equity

Total pretax assets Total pretax value

◗ TABLE 18.3 Normal 
and expanded market 
value balance sheets. In 
a normal balance sheet, 
assets are valued after tax. 
In the expanded balance 
sheet, assets are valued 
pretax, and the value of 
the government’s tax 
claim is recognized on the 
right-hand side. Interest 
tax shields are valuable 
because they reduce the 
government’s claim.

bre34760_ch18_448-478.indd   450 11/5/12   10:41 AM
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