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I Introduction

II Mercer'sGrapesof Value

ChrisMercer,founder of MercerCapital, describedthe foundation of businessvalue by creating the
concept of the GRAPESof Value. In this case,GRAPESwasan acronym that stood for:

Growth
Risk & Reward
Alternative investments
Present value
Expectations
Sanity.

Understanding the GRAPESofValuewill help improve businessowners' and investors' knowledge
of key businessvaluation concepts.I've summarized them below for you.

Growth--The value of a businesstakes into account the anticipated growth of the businessin the
foreseeablefuture. In general,businessesthat aregrowing fast will havehigher multiples than
similar but slower growing businesses.Oneimportant caveatis that future growth is not
guaranteed to happen,so risk plays a role in valuation, also,which we discussbelow.

A businessvaluation is a useful tool for entrepreneurs in many regards.Sometimes there are
practical reasonsfor a valuation to be performed (i.e. to support a transaction). In other cases,it
canbe a necessaryto support litigation matters. Businessvaluation canalso be usedaspart of
your Company'sstrategic planning. Thepurpose of this white paper is to provide a brief overview
of businessvaluation that is intended to provide aneducational foundation.
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Risk& Reward--Riskis the possibility an expectedresult may not be realized.For example,you
may expect that your company'srevenuewill grow by 10%next yearbut you can't usually
guarantee that this will occur for any number of reasons.Risk is usually a key factor in
determining a businessmultiple to apply (or alternatively, a discount rate).Wheninvestors take on
more risk than with a simple investment (for example,buying a government bond), they expecta
higher return to compensatethem for the additional risk. Thediscount rate usedin a valuation
reêects the necessaryreturn an investor requires to compensatethem for the risk they are
undertaking. In general, operating a businessis riskier than investing in a government bond, so
expectedreturns have to reêect this anticipated risk. Risk and reward are someoneindividual
conceptsaswell, with eachinvestor likely having their own perception of risk and reward for each
situation. Thus,evengiven the sameset of factors, eachindividual investor may value abusiness
differently.

--Valuation is also basedon the concept that individuals arenot forced to
carry out transactions, and thus canand will consider alternatives. Thus,when a businessis listed
for sale,if it is priced abovewhat anyoneconsidersto be a reasonableprice, it will likely remain
unsold, and prospective buyerswill seekout alternatives that between reêect their perception of
risk and reward.

Alternative investments

--Valuation is basedon future cashêows, but aswe know, a dollar tomorrow is worth
less than a dollar today. Thus,value must ultimately represent today's present value of future cash
êows. To appreciate this, imagine me saying you canhavea million dollar ten yearsfrom now, or
one year from now. If the money is guaranteedto be paid, then option 2 of receiving the moneya
year from now is the more valuableoption.

Present value

Expectations--Despite what most businessowner's think, valuation is basedon expected énancial
results not historical. While historical results may guide usasto what we canexpect in the future,
there aremany caseswhere a company that hasdone well may be valued poorly if the company is
expectedto falter in the future (let's sayit is operating in an industry in severedecline). In contrast,
the companywith poor results may be richly valued due to expectedhigh growth in the future.
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Sanity--While on the individual level, emotions may play a factor in how someonemight value a
business,in the aggregate,sanity must prevail when calculating a valuation. This meansthat the
valuation of the businessneedsto be aligned with expectation, growth, perceivedrisk & reward,
along with options for alternatives. Investorsneedan appropriate return on investment over a
reasonableperiod of time. Froma buyer'sperspective,a businessthat is priced too high will not
offer reasonable returns. Similar, from a seller's perspective, selling a successfulbusinessate
éresale prices doesn't make senseeither since they are unnecessarily leaving money on the table.

III Standardsof Value

A standard of value describes the way in which the value of a business is assessed.Thereare four
main standardsof value:

i) Fair Market Value;

ii) Strategic or Investment Value;

iii) Fair Value; and

iv) Liquidation Value.

Fair Market Value is deéned in the International BusinessValuation Glossaryas"the highest price,
expressedin terms of cashequivalents, at which property would changehandsbetween a
hypothetical willing and able buyer and a hypothetical willing and able seller,acting at arm's
length in an open and unrestricted market, when neither is under compulsion to buy or sell and
when both have reasonableknowledge of the relevant facts."Most businessvaluations will be
conducted at fair market value. In general, fair market value may take into consideration how
multiple prospective buyersmight analyzea companyusing the principles discussedabove in the
GRAPESofvalue. In Canada,fair market value includes strategic or investent value if it is known.



A Business Valuation Primer

Copyright Velorum Business Avisory

Strategic or Investment Value is the value of a businessfrom the perspectiveof an individual
prospective buyer (either a person or a corporation). This is usually the standard applied in M&A
advisory work since the risk tolerancesand potential synergiesof an acquisition will be known
with greater certainty. In Canada,strategic value is also considered fair market value,while in the
US,they are denoted separately.

Fair Value is the value of the businessoften usedwhen valuing minority interest sharesunder
shareholder dispute or oppressedshareholder situations.

Liquidation Valueis the valueof a businessthat is being wound-up, either in an orderly fashion or
a forced fashion through bankruptcy.

Formost active businesses,fair market value will be the standard under which their businesswill
be valued.

IV Levelsof Value

Thereare four levels of value that dependupon the sizeof the shareholding being valued along
with the characteristics of those shares.The four levels are:

1. MarketableControlling Interest
2. Non-marketable Controlling Interest
3. MarketableMinority Interest
4. Non-marketableMinority Interest

In general, the word "marketable" implies there is a ready and active market for suchshares.Non-
marketable implies the opposite and thus, there may be (and often are)differences between
marketable and non-marketable shares.
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"Control" implies a block of sharescaneffectively run the companythrough having the majority of
votes. In somecompanies,an individual shareholder may not havea plurality of shares,so an
analysis has to be made to assesswhat shareholder groups have de facto control. Minority interest
sharesare those whereby the individual shareholder doesnot haveenough votes to control the
company,although they may havesomedegreeof signiécant inêuence. In general, minority
interest sharesmay havediscounts applied to them when valued on a stand-alone basis.

Marketablecontrolling interest sharesareoften seenin real life M&A dealsand there arevarious
databaseswhich track these transactions. An example of marketable minority interest sharesis the
averagecommon sharesold on public stock markets. "Non-marketable" shares,whether controlling
or minority interest, tend to relate to private companiesfor which there is no public market in
which sharescanbe bought. Note that "non-marketable" doesnot imply that sharescannot be sold
to a buyer,but rather there is simply no organized market for suchshares.

Thevaluation assignmentwill outline the speciéclevel of value used in a report.

V Valuation Methodologies

Thereare three common valuation methodologies or approachesused today:

IncomeApproach: The IncomeApproach estimates the value of a businessby analyzing its future
income or cashêow potential. It focuseson the present value of expectedfuture earnings,often
using methods like Discounted CashFlow (DCF)analysis. TheDCFmodel forecasts the company's
future cashêows and discounts them backto their present value, considering factors like growth
rates, risk, and the time value of money.
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Market Approach: TheMarket Approachdetermines the value of a businessby comparing it to
similar companiesor comparabletransactions in the market. It involves using valuation multiples
(e.g.,Price-to-Earnings ratio, Price-to-Sales ratio) derived from comparable companiesor recent
M&A deals to assessthe target company'svalue relative to its peers.This approach relies on the
assumption that similar businessesshould havesimilar valuation multiples.

Asset-BasedApproach: TheAsset-BasedApproach calculates the value of a business basedon its
net assetvalue. It involves summing up the fair market value of the company'sassets(both
tangible and intangible) and deducting its liabilities. Thismethod is particularly useful when the
value of a company'sassetsis higher than its expected future earnings, asmight be the casewith
asset-rich businessesor businesseswhere income hasbeen lower than average.

Eachof these valuation methodologies has its strengths and weaknesses,andthe appropriate
method to usedependson the speciéccircumstancesof the businessbeing valued, the industry it
operatesin, and the purposeof the valuation. It is common for valuation analysts using their
professional judgement to usea combination of thesemethodologies to arrive at amore
comprehensivevaluation.

VI Advisory VersusIndependent Valuations

Valuations canbe performed on either an independent basis or an advisory basis. Independent
valuations areoften usedfor tax valuations, shareholderdisputes, litigation, or wheremultiple
stakeholders maybe using the report. Valuations may also be performed on an advisory basis
whereby the valuation analyst is not necessarilyindependent but rather advising one party over
another in terms of valuation. This is most commonly seenin M&A deals.

VII CommonUses& Beneétsof Valuations

Valuing a businessis a critical processthat provides numerous beneéts for both the company and
its stakeholders. Thekey beneéts of valuing a businessare:
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1. Informed DecisionMaking: Businessvaluation provides essential information about the
company'sworth, enabling informed decision-making for various scenarios,suchasmergers,
acquisitions, divestitures, and internal restructuring.

2. TransactionGuidance:For businessesinvolved in buying or selling activities, valuation helps
set a fair and appropriate price, facilitating successfulnegotiations and increasing the
likelihood of a smooth transaction.

3. Capital Raising: Accuratebusinessvaluation canattract potential investors or lenders by
demonstrating the company'sénancial health and growth potential.

4. ShareholderEquity Determination: Businessvaluation is vital for determining the fair value
of shareholders' equity, especially in privately held companies,where market prices arenot
readily available.

5. Estateand TaxPlanning: Businessvaluation plays a crucial role in estate planning, helping
to determine the value of a businessfor tax purposes,successionplanning, and wealth
transfer.

6. Financial Reporting: Companiesmight need to value their businessfor énancial reporting
purposes,suchascomplying with accounting standards,impairment testing, and goodwill
evaluation.

7. Partnership Dissolution: In caseswhere partnerships dissolve or partners exit the business,
valuation canhelp ascertainthe fair value of their interests.

8. Litigation and DisputeResolution: Businessvaluation is often required in legal proceedings,
suchasdivorce settlements, shareholder disputes, and other legal matters.

9. Benchmarking:Valuation helps a company compare its value with industry peers,enabling
better benchmarking and identifying areasfor improvement.

10. Strategic Planning & ValueCreation: Businessvaluation provides insights into the
company'sstrengths and weaknesses,assisting in the development of strategic plans and
growth strategies.

11. Employee Incentive Programs: For companiesconsidering equity-based employee incentive
plans, valuation determines the value of the sharesawarded to employees.

12. Financial Health Assessment:Valuation canserveasa tool for evaluating the company's
énancial health, sustainability, and long-term viability.
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13. Exit Planning: Valuation canhelp businessowners plan a businesstransition through
identifying key value drivers in the businessesand in conjunction with a strategic plan, grow
the value of the businessbefore an eventual exit.

Overall, businessvaluation is essential for a wide range of purposes,guiding critical decisions,
providing transparencyto stakeholders,and facilitating smooth operations and growth for the
company.It helps bring clarity and understanding to the company'sénancial position, aiding in
strategic planning and successfulbusinessmanagement.

VIII Value Creation

Valuecreation is the act of increasing the value of your businessthrough a two-step process:i)
improving the company'svalue drivers over time, and ii) de-risking the business.Everybusiness
hasvalue drivers, someof which may be unique to your industry and others which universally
apply to all businesses.The six key value drivers are:

1. Finance--Canyou forecast your énancials?Do you understand what they mean?
2. Operations--Doyou get goods/work products out the door on-time and at expectedcosts?
3. Revenue--Canyou bring in revenue on a repeat basis?Is your customer basediversiéed?
4. Human resources--Canyour business run without you?Do you havea team which supports
your overall organizational goals and objectives?

5. Organization--Is your organization structured effectively to support your corporate goals?
How do cultures, purposes,and valuesplay a role in the running of your organization?

6. Marrrrrket Position--Are you an industry leader,average,or a laggard?Is your industry growing,
mature, or in ?

Byputting resourcesinto improving eachof the above value drivers, businessowners canput
together a structured plan to increasethe value of their businessover time. INcreasedvalue can
not only increaseowner wealth but also provide an owner with additional choicesfor an eventual
transition or exit.



Business Valuation
is a key tool for
entrepreneursI
n this white paper,we explored

the fundamentalsof valuation

along with the conceptof

value drivers. Businessvaluation is a useful tool for entrepeneursand should be incorporated
aspart of their long-term businessstrategy.

Interested in énding out more about having a businessvaluation done or ways to improve the

value of your business?ContactVelorum BusinessAdvisory at value.ca or 905-337-

8341. We'dbe happy to havea complimentary discussionwith you.


