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FInancIaL VaLuaTIOn - Income approach

In most business valuations, two ele-
ments drive value and are the focus of
attention. One is the risk rate. The sec-
ond element, and the focus of this arti-
cle, is the benefit stream. 

Whether using the capitalization
of earnings methods or the discounted
future earnings methods, adjustments
to net income are usually made to
arrive at a long-term cash flow avail-
able to equity benefit stream. This tran-
sition is made to the benefit stream to
match it with the after-tax cash flow to
equity risk rates derived from public
company data. It is a curious pattern
that the “permanent” cash flow used to
value closely held businesses is often
substantially different from the start-
ing point of the analysis – net income.
In the valuation of most small closely
held companies, this should be consid-
ered carefully, as it might signal an
error.

Before exploring the potential
problem, there are two foundational
principles to consider. The first is the
reality that over a long period (a mil-
lion years!) there is no difference
between the cumulative cash flow
available to equity and cumulative net
income available to equity. There are
temporary timing differences along the
way but no permanent differences. To
illustrate, it is perhaps easier to think
about a lot less than a million years. If
a business started on January 1, 2010,
and terminated on December 31, 2015,
cumulative net income must, and
always will, equal the total cash flow
available to equity over the life of the
business.

The second foundational princi-
ple that forces us to think in terms of a
million years is the premise of value.
For most fair market value engage-
ments, the premise of value is “going
concern.” This premise assumes that

the business will always exist. It is one
of the more startling assumptions
underlying our work when compared
with “the real world.” I doubt any
business owner expects the business to
live forever, but that is exactly what we
assume when valuing the business. A
going concern for valuation purposes
is actually longer than a million years;
it assumes eternity. 

The reality of the going-concern
premise and the convergence of net
income and cash flow should impact
how adjustments to convert net
income to cash flow are considered.
The most common adjustments reflect
the effects of non-cash transactions,
working capital fluctuations, the acqui-
sition or reduction of debt, and capital
asset purchases and sales (CAPEX).
Within those adjustments is found
some of the reasoning why historical
data are insufficient for projecting
future performance in a valuation
engagement. For example, there may
be unusual capital investment in the
near future, or unusual (increasing or
decreasing) debt activity anticipated. 

But, what about the terminal
value? Whether using a single-sum
benefit stream in the capitalization of
earnings approach or when calculating
a terminal value in a discounted cash
flow method (DCF), it is, unfortunate-
ly, common to see short-term differ-
ences between net income and cash
flow carried over to that single sum
and, therefore, locked in forever.  

When the practitioner simply
grows the final-year projection by the
terminal growth rate and then capital-
izes it to determine the terminal value,
all the adjustments in that final year
are baked into the “eternal” benefit
stream.  For example, think about the
implications if that final-year projec-
tion included an adjustment for debt

reduction of $100,000 where total debt
for the subject company is $2,000,000.
That would mean that for the first 20
years (ignoring growth) the expecta-
tion is that the subject company will
reduce debt. And for the rest of eterni-
ty, negative debt grows by $100,000 per
year? In this example, equity has prob-
ably been undervalued. 

Analyzing the differences
between cash flow and net income for
the subject company is an indispensa-
ble exercise when used properly. When
analyzed improperly it can cause sig-
nificant problems with the conclusion
of value. The following are thoughts to
consider in that analysis:
• Differences between net income and

cash flow available to equity in the
historical period for which the prac-
titioner has financial data helps to
develop an understanding of the
economics and cycles of the business
and may facilitate the disclosure of
non-operating and non-recurring
transactions.

Continued on next page

benefit stream error:
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HaMILTOn, continued

• In addition to non-linear growth in
revenue, analysis of management’s
expectations related to non-cash
items, capital expenditures, working
capital, and debt generally explain
the reasons a DCF method (project-
ed) should be considered rather than
a capitalization (historical)
approach. In some cases the whole
reason a DCF method is being used
is because of non-linear trends in
these factors. Operating cash flow
expectations might be linear, while
short- to mid-term capital investing,
working capital, or debt financing
activity may vary materially.

• When using the DCF method, sim-
ply taking the last projection year
and capitalizing it to arrive at the
terminal value makes all adjust-
ments in the final projection year
permanent. This might not be incor-
rect in every case, but the valuation
report should reconcile those imbed-
ded adjustments with the implica-
tions of the premise of value. 

• Where a capitalized cash flow
method is used, cash flow adjust-
ments must all be permanent (non-
operating, non-recurring). If they
are not, consideration must be given
whether the adjustments should be
made and/or whether the practition-
er may be forced to use a DCF
method to address those non-per-
manent fluctuations. 

• Adjusting a multiple (market
approach) or a risk rate (income
approach) to convert it from a cash
flow rate to an income rate is a dan-
gerous exercise. This has the same
effect as making permanent adjust-
ments to the benefit stream. Such an
adjustment establishes a permanent
difference between cash flow and
net income whether the valuator
intends that, or not.

Adjustments to the benefit
stream, or risk rate, to reflect differ-
ences between net income and cash
flow available to equity should be
considered carefully. Decisions that
make those adjustments permanent
are improper and could lead to erro-
neous conclusions. c
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