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Chapter 1

Valuation of a 
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I. INTRODUCTION

A. Purpose

The purpose of this appraisal is to determine the Fair Market Value of a
100 percent interest (1,000 shares of common stock) in Building Co. for 
S-Corporation conversion purposes as of December 31, 1999. This report is in-
tended for use only by our client and those intended users applying our 
appraisal in accordance with its intended use, and is subject to the attached
Statement of General Assumptions and Limiting Conditions.

B. Definition of Fair Market Value

For this appraisal, we have used the definition of Fair Market Value as fol-
lows: “The amount at which property would change hands between a willing seller
and a willing buyer when neither is acting under compulsion and both have reason-
able knowledge of the relevant facts” (American Society of Appraisers, Business
Valuation Standards). It is also generally assumed that Fair Market Value repre-
sents a transaction between hypothetical persons dealing at arm’s length, with
both having the ability as well as the willingness to buy or to sell. It is further as-
sumed that both parties are well informed about the property and the market for
such property.

C. Premises of Value

The premise used for Building Co. is value as a going concern. Under this
premise, it is assumed the subject assets are sold as a mass assemblage of assets and
as part of an income-producing, going-concern business enterprise. This premise
of value contemplates the mutually synergistic relationships (i.e., the value en-
hancement) of a company’s tangible assets to its intangible assets and vice versa.

D. Summary of Final Estimate of Fair Market Value

The estimated Fair Market Value of a 100 percent controlling interest in the
common stock of Building Co. as of December 31, 1999, is as follows:

$132,000,000
or

$132,000 per share based on 1,000 shares issued and outstanding
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Readers are urged to read the “Statement of General Assumptions and Limit-
ing Conditions” section of this report for important conditions, restrictions,
and assumptions. Additionally, numerous assumptions are included through-
out this report. Therefore, readers should read the entire report in order to at-
tain an understanding of the value estimate contained herein.

E. Summary Description of the Business

Building Co. is headquartered in a small Iowa town and has been in opera-
tion since before World War II. Initially a manufacturer of water tanks used in
farm and ranch operations, by the early 1980s the company had expanded into
making metal components for buildings. In 1986 Building Co. added a full line
of engineered prefabricated steel buildings to its product lines. Building Co.’s
first branch location was established in a small town in 1989. Ten additional
branches throughout Iowa have been opened as of the appraisal date. Three of
these branches (Des Moines, Independence, and Dubuque) are manufacturing
and sales branches; the remaining are sales branches. At the appraisal date, two
additional sales branches were planned, including a location in Ohio.

Operations of Building Co.

As mentioned earlier, Building Co. manufactures and resells engineered and
prefabricated frames, components, and accessories used for construction of
metal buildings and a variety of other applications, such as residential roofing.

Customers. Building Co. has a well-diversified customer base. As a result, it
does not depend on any significant buyers. This in turn lowers its business risk.
The prefabricated metal building industry is price-sensitive, although customers
seek product and service quality. Due to competition by national and local man-
ufacturers, Building Co.’s strategy is to provide its customers with low-priced,
good-quality products on a regional basis. Its products and services are designed
to effectively satisfy project owner and end user needs for metal construction
material. Building Co. adds value to its material through a variety of services to
support its customers’ execution of their projects.

Work Force. Building Co.’s key management team comprises twelve people.
Bill, President and Chief Executive Officer, and Joe, Chief Financial Officer,
have been with Building Co. since its acquisition in 1984. Both Bill and Joe
have excellent experience and are key to the success of Building Co. According
to management, Building Co.’s remaining core management is understaffed,
and it has weak employee development programs. This could put pressure 
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on operations in the long run. The company’s total employment is approxi-
mately 361.

Competition and Generic Strategy. Building Co. has both local and national
competitors. According to management, there are nineteen privately held com-
petitors and three publicly traded competitors.

A profitable and growing industry attracts new competition. Due to new en-
trants to the market, existing companies typically pursue a certain competitive
strategy, such as cost leadership, product differentiation, or focus on services.
Building Co.’s generic strategy incorporates all three, in that it is based upon
lowest total cost and good quality and service. It attempts to accomplish this
while maintaining price proximity and product parity with its competition.
Building Co.’s marketing and distribution strategy is to target the end user of its
products.

Barriers to Entry. The threat of entry into an industry depends on entry barri-
ers coupled with the existing competitors’ reaction. There are several factors
that may act as entry barriers to the end-user segment of the prefabricated metal
building industry. These factors include the following: (1) it is capital- and
service-intensive, (2) establishing relationships within the end-user market can
be time-consuming because existing firms have brand identification and cus-
tomer loyalties that stem from past advertising, customer service, product differ-
ences, or simply being first into the market, (3) proprietary products, (4)
demanding engineering and manufacturing technology and processes, and (5)
learning or experience curve. Given these considerations, the prospects for sig-
nificant new competitors to Building Co.’s business are moderately low.

Supplies. Building Co. purchases its supplies from a wide variety of vendors.
However, major suppliers comprise nine global companies. In the last five years
domestic steel consumption has remained steady. Due to oversupply across
multiple vendors, Building Co.’s vendors could probably be replaced if neces-
sary. As a result, the suppliers have little ability to influence the company’s
operations.

Regulations. Building Co. is in compliance with EPA regulations, and manage-
ment indicated that currently there is no environmental off-balance-sheet liabil-
ity and/or contingency.

Locations. Building Co. has eleven locations with two additional outlets
planned. Three of these locations are involved in both manufacturing and
sales operations. The rest provide sales and service. All are currently located 
in Iowa.

Key Man. As already noted, Bill and Joe are both key to Building Co.’s 
success.
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Stock Ownership of the Company

Currently, Building Co. has 1,000 shares of voting common stock issued and
outstanding. Exhibit 1.1 is a list of shareholders and the distribution of its stock:

There have been prior year redemptions of common shares from the estate
of a deceased shareholder. An independent appraisal of value was not prepared
on this transaction.

Perceived Strengths of the Company

• Top-level management has experience and an understanding of the prefabri-
cated metal building industry.

• Building Co. has proven branch expansion models that will help manage-
ment expand its operations to new regions.

• Building Co. especially pursues customer focus and reaches end users of its
products productively, without invoking high distribution costs. Building
Co. does not use dealers or distributors. It markets, sells, and distributes di-
rectly to its products’ end users.

• Building Co.’s organizational structure allows it to change and respond to
competition effectively by maintaining price and product proximity.

• Building Co. has established customer relationships and maintains a high
name recognition.

• Building Co. is not dependent upon any concentration of customers for its
success.

Perceived Weaknesses of the Company

• Building Co.’s core management team is understaffed.
• Building Co.’s operations are especially dependent upon key men.

Valuation of a Manufacturing Facility 7
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• The market for its product lines is price-sensitive. However, Building Co. has
significant competitive differentiation opportunities through its service
package to support its customers’ use of its products.

• It has been difficult to locate and retain qualified managers at Building Co.
• Quality assurance processes in Building Co. are weak.
• There is a definite regional geographic dependency for Building Co.’s 

products.

II. ANALYSIS

A. Economic Outlook

To set the state for this valuation, we considered the following information
on the performance of both the U.S. and Iowa economies at the end of 1999.

National Economic Summary

Economic growth, as measured by growth in GDP, accelerated to 5.8 per-
cent in the fourth quarter of 1999, after registering a revised 5.7 percent annual-
ized rate in the third quarter. Annual growth in GDP for 1999 was 4.0 percent.
Stock markets finished the year at record levels. Both the Dow and S&P 500 ex-
perienced double-digit growth for the fifth straight year, while the NASDAQ
posted an 85.6 percent gain in 1999. Bond prices have generally declined
throughout the year but showed particular weakness on rising yields late in the
fourth quarter. Fourth-quarter inflation reflected a seasonally adjusted annual-
ized rate of 2.2 percent, representing a decrease from the third-quarter rate of
4.2 percent. The rate of inflation for 1999 was 2.7 percent, higher than the 1.6
percent rate of 1998. After leaving interest rates unchanged at its October 5
meeting, the Federal Reserve’s Open Market Committee raised interest rates by
a quarter of a percentage point at its November 16 meeting. No change was
made at the December 21 meeting. Economic growth is expected to moderate
somewhat from recent levels, but should remain historically favorable, with
GDP growing at 3 percent to 4 percent. Inflation is expected to remain relatively
mild at below 3 percent, but increasing fuel prices are posing a significant threat
to future price stability.

Implications for Building Co.

All businesses are not affected by aggregate economy the same way. In gen-
eral, demand for goods and services that people do not regard as daily necessities
is more elastic than the demand for daily necessities. The businesses providing
products that people do not regard as daily necessities are affected by changes in
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economic conditions more than businesses providing goods or services that peo-
ple regard as daily necessities. As a result, the buyers’ discretion would determine
how much broad economic influences affect the enterprise.

There is a positive correlation between the strength of the economy and the
demand for both Building Co.’s products and services. For example, strong eco-
nomic growth has a positive effect on the level of disposable income of both
businesses and individuals. This effect increases the rate of construction and
building and therefore increases demand for Building Co.’s nonessential items.
This relationship between the strength of the aggregate economy and the de-
mand for nonessential items is straightforward. With a strong, growing econ-
omy more people will make decisions to construct metal buildings, perhaps to
expand their own businesses.

State Economic Summary

The Iowa manufacturing sector has performed well this decade. It added
over 16,000 manufacturing jobs thus far in the 1990s. While several Iowa manu-
facturers continue to be impacted by reduced government procurement, the
state’s manufacturing sector overall has recovered from the large-scale downsiz-
ing of the early 1990s, which had more far-reaching consequences on the
economies of several Western and Northeastern states. Substantial employment
increases in industrial machinery, electronics, and fabricated metals have more
than offset declines in the state’s transportation equipment industry, which is
dominated by farm-related manufacturing. Led by investment in the fertilizer
industry, new capital expenditures (i.e., investments in new machinery and new
facilities or major facility improvements) in manufacturing have surged from
$8.9 billion in 1990 to $13.2 billion in 1996. The capital-intensive fertilizer in-
dustry accounted for one-third of new capital investment in Iowa manufactur-
ing in 1996. Electronics products also recorded relatively high levels of capital
investment throughout the 1990s.

B. Industry Outlook

There are two subsets constituting the overall metal building industry: the
metal building component industry and the building systems industry. Both sub-
sets combined result in an industry generating $6 to $7 billion in annual sales.
Building Co. is well positioned in each industry segment. Approximately 70 per-
cent and 30 percent of its sales are generated by the components and building
systems, respectively.

To gain insight into the condition and outlook for the overall industry, we
studied information provided by the Metal Building Manufacturing Association
(MBNA) and the International Iron and Steel Institute (IISI).

Valuation of a Manufacturing Facility 9
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Prefabricated Metal Building Systems Industry

Metal buildings are found everywhere—the largest market is industrial,
which constitutes a little more than 41 percent of metal building construction.
These buildings include production, distribution, warehouse, and utility build-
ings for manufacturing firms and are designed to withstand the rigors of indus-
trial operations.

Commercial facilities, such as stores, motels, hospitals, and office complexes
constitute the second largest market for metal buildings, about 38 percent. These
facilities are not only aesthetically pleasing, but built to last for an extremely
long service life, for they may have multiple owners during their in-service 
lifetime.

Private and public community centers and buildings, such as schools, li-
braries, and churches, have also turned to the metal construction industry for
unique, distinctive structures that offer maximum protection and stability, as
well as striking design elements.

Metal roofing systems have become a strong choice not only for metal build-
ings, but for others as well, due to their superior life-cycle costs when compared
to modified bitumen, spray-applied, and adhesive-based rubber roofing systems.

C. Analysis of Operations

Before applying various valuation techniques, it is appropriate to present a
general view of Building Co.’s operating performance. The analyses in this sec-
tion have been developed using the unadjusted audited and internal financial
statements provided by management (see Exhibits 1.6 and 1.7 on pages 33–35 ).
Also shown in selected tables is information on industry performance as pub-
lished by Risk Management Associates.

Analysis of Operations of Building Co.

Selected operating performance data for Building Co. for the years ended
December 31, 1995 through 1999, is shown in Exhibit 1.2.

DuPont Analysis

Net Profit Margin. The net income to sales ratio (net profit margin) measures
a company’s ability to generate net income per dollar of revenue. Total revenues
for Building Co. increased at a compound annual growth rate (CAGR) of 10.1
percent, or from $71.3 million in 1995 to $104.9 million in 1999. This positive
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trend was driven by a combination of the following factors: (1) an increase in the
number of sales locations and (2) an increase in the dollar sales of existing sales
locations.

Net income increased from a low of $5.9 million in 1995 to $10.7 million in
1999. The CAGR of net income over this time frame is 15.6 percent.

Net profit margins increased from 8.4 percent to 10.2 percent from 1995 to
1999, respectively. The factors that drove this increase include cost controls due
to increases in productivity and increases in economies of scale gained through
expanding Building Co.’s operations to other locations. In addition, Building
Co.’s interest income increased from $545,916 in 1995 to $1,106,589 in 1999 pri-
marily as a result of its high cash reserves invested in temporary investments.
The higher net profit margin in 1999 had a positive effect on Building Co.’s re-
turn on assets (ROA) and return on equity (ROE).
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Asset Utilization. The sales to total asset ratio (asset utilization) measures the
efficiency with which a company utilizes its assets to generate revenues. Total
assets increased at a CAGR of 19.2 percent, or from $33.2 million in 1995 to
$66.9 million in 1999. The positive trend is primarily driven by the following two
factors: (1) Building Co. has expanded its operations to new locations, and (2) it
has invested in inventory and other assets to support revenue growth. These
investments have a positive effect on Building Co.’s ability to support long-term
revenue growth.

Over the 1995 to 1999 period, Building Co.’s asset utilization ratio de-
creased from a high of 2.15 for the twelve-month period ending December 31,
1995, to a low of 1.57 for the twelve-month period ending December 31, 1999.
This decrease in asset utilization ratio suggests that Building Co.’s assets in-
creased at a faster rate than the rate of increase in sales. However, among other
factors, the significant increase in cash had a negative effect on asset utilization,
especially in the most recent years. The decrease in Building Co.’s asset utiliza-
tion ratio in 1999 had a negative impact on the company’s ROA and ROE. These
two measures of return limit sustainable growth rates in two cases: (1) internally
generated funds are fully invested, and (2) leverage is constant. In Building Co.’s
case, profits are not being fully reinvested in operations as earned. However,
these accumulated cash reserves are available for investment to sustain growth.

Leverage Ratio. The total asset to owners’ equity ratio is a measure of financial
leverage. It indicates the percentage of a company’s assets that is financed
through non-equity alternatives ranging from trade payables to formal interest-
bearing debt. This is accomplished through the following relationship:

A total asset to owners’ equity ratio in excess of one indicates that a com-
pany is financing a percentage of its total assets through the use of debt. As a
company finances a higher percentage of its assets through the use of various
forms of debt, the total asset to owners’ equity ratio will increase. Building Co.’s
owners’ equity increased from $27.5 million to $57.3 million, or a CAGR of 20.1
percent, over the 1995 to 1999 period. As mentioned previously, total assets in-
creased at a CAGR of 19.2 percent, or from $33.2 million in 1995 to $66.9 mil-
lion in 1999. Its total asset/equity ratio has varied only slightly over recent years,
ranging from 1.15 to 1.17.

Building Co.’s leverage ratio (total liabilities/total assets) declined from
16.95 percent in 1995 to 14.38 percent in 1999, indicating that the percentage of
total debt in its capital structure declined. This also indicates that a higher per-
centage of assets was being financed through the use of equity. This reduces fi-
nancial risk; however, the lower leverage ratio has a potentially negative effect
on Building Co.’s ROE. Lower leverage may also impact its sustainable rate of

Owners’ Equity + Total Debt
Owners’ Equity

Total Assets
Owners’ Equity

=
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growth if the company cannot fund all its operating investment opportunities
with equity, either through profits or capital infusions. At least for now, Building
Co. does not face this limitation.

Size and Growth. Over the 1995 to 1999 period, there has been a positive trend
in Building Co.’s total assets, revenues, net income, and owners’ equity.

Building Co.’s total assets increased at a CAGR of 19.2 percent, or from
$33.2 million in 1995 to $66.9 million in 1999. The growth rate of total assets
ranged between 15.87 percent for the twelve-month period ending December 31,
1997, to 24.65 percent for the twelve-month period ending December 31, 1999.
Its owners’ equity also increased from $27.5 million to $57.3 million, or a
CAGR of 20.1 percent, over the 1995 to 1999 period. The growth rate of own-
ers’ equity ranged between 13.88 percent for the twelve-month period ending
December 31, 1997, to 22.97 percent for the twelve-month period ending De-
cember 31, 1999.

Total revenues increased at a compound annual growth rate (CAGR) of
10.1 percent, or from $71.3 million in 1995 to $104.9 million in 1999. The
growth rate in revenues ranged from 3.44 percent for the twelve-month period
ending December 31, 1996, to 13.73 percent for the twelve-month period ending
December 31, 1999.

Net income increased from a low of $5.9 million in 1995 to $10.7 million in
1999. The compound annual growth rate of net income over the 1995 to 1999
period is 15.6 percent. The growth rate in net income ranged from negative 0.86
percent for 1997 to 31.49 percent for 1998. The decrease in growth of net income
in 1997 can be attributed to an increase in cost of sales due to fluctuations in
steel prices.

Liquidity. Over the 1995 to 1999 period, Building Co.’s current ratio ranged
between a low of 4.74 in 1995 to a high of 5.44 in 1998. The quick ratio
increased from the period low of 1.26 in 1995 to a high of 2.94 in 1999. During
the 1995 to 1999 period, the level of working capital ranged from $19.9 million
in 1995 to $34.3 million in 1999. The increase in working capital over the 1995 to
1999 period reflects the increase in cash reserves to a level greater than required
for current operations.

The increase in cash reserves had a positive effect on the current ratio and
working capital over the 1995 to 1999 period. Building Co.’s inventory is not in-
cluded in the quick ratio, making it a more conservative measure of liquidity.

Profitability. Over the 1995 to 1999 period, Building Co.’s operating profit
margin ranged from a low of 10.9 percent in 1997 to a high of 15.4 percent in
1999. These fluctuations were caused by changes in gross profit margins and
operating expenses from year to year. Specific factors include variations in cost
of materials and fixed overhead expenses related to increases in the number of
sales locations.
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Turnover. Building Co.’s sales to working capital ratio has ranged between a
high of 3.59 in 1995 and a low of 3.06 in 1999. The decrease in the ratio does not
indicate more working capital required to generate a dollar of revenue in 1999,
but an accumulation of cash excess for operating investment requirements.

The sales to gross fixed asset ratio ranged between 4.90 in 1995 to 2.82 in
1999, indicating that Building Co. required more fixed assets to generate a dollar
of revenue in 1999. This asset utilization performance is related to the need to
satisfy investment requirements for adding new locations before the new loca-
tions could have an effect on Building Co.’s sales growth rate.

Book Value

As of December 31, 1999, Building Co.’s book value is $57,276,399, or ap-
proximately $57,276 per share. This is based on 1,000 shares of common stock
issued and outstanding.

III. VALUATION

A. Description of Valuation Procedure and Approaches

There are many factors to consider when valuing a company. In valuing the
stock of a closely held corporation, Revenue Ruling 59–60 recites eight “funda-
mental” factors to consider. These factors are:

1. The nature of the business and history of the enterprise from its inception
2. The economic outlook in general and the condition and outlook of the spe-

cific industry in particular
3. The book value of the stock and the financial condition of the business
4. The earning capacity of the company
5. The dividend-paying capacity
6. Whether or not the enterprise has goodwill or other intangible value
7. Sales of the stock and the size of the block of stock to be valued
8. The market price of the stocks of corporations engaged in the same or a

similar line of business, having their stock actively traded in a free and open
market, either on an exchange or over the counter

The Lack of Control and Marketability are other factors to consider when
valuing the stock of a closely held corporation, both of which may warrant an
adjustment. Additionally, lack of management succession, overreliance on a
particular individual, or the personal nature of a particular business may also
warrant an adjustment.
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We considered the Asset-Based, Market, and Income Approaches to value.
Revenue Ruling 59–60 states that earnings when evident should be accorded the
most weight in valuing operating companies. We ultimately selected the use of
the Income and Market Approaches for Building Co. We also determined that
there had been no recent third-party transactions in any stock.

B. Valuation Approaches and Methods Employed

Valuation of Building Co.

We considered the following valuation approaches and methods in our ap-
praisal of Building Co. The premise of value used to guide us in the appraisal
process is that of a going concern.

Income Approach—Discounted Net Cash Flow Method. This method, along
with the related capitalization of net income method, is frequently applied in the
context of mergers and acquisitions. A knowledgeable investor believes a com-
pany is worth the present value of its future net cash flows. When future net cash
flows are expected to fluctuate, the discounted net cash flow method is preferred
to the capitalized net income method. The discounted net cash flow method may
also serve a wide variety of valuation purposes, including the estimation of both
controlling and minority interests. In this report, we considered the net cash flow
available to a controlling interest. Net cash flow available to equity considers the
following: net income, noncash items, changes in working capital, changes in
capital expenditures, and changes in debt, adjusted as necessary in this case for
control decisions on the use of funds.

The discounted net cash flow method requires a forecast of net cash flow
over the economic life of the subject company. This is accomplished by forecast-
ing net cash flow over a realistic period, then deriving a terminal value through
the capitalization of net cash flow beyond this period. When determining a real-
istic period in which to forecast net cash flow, we considered three factors: (1) as
we extend the projection period, the financial data loses reliability, which in turn
reduces the marginal benefit of projecting an additional year; (2) in order to
determine the future net cash flow of a company, its net cash flows should be
considered over at least one operating cycle; and (3) additional years should be
projected until growth equals the expected long-term rate. After considering
these factors, a reasonable period to forecast Building Co.’s net cash flow seems
to be six years, including the terminal year. In other words, we prepared a fore-
cast from the year 2000 through 2005 to account for a reasonable cycle and
provide a terminal period (see Exhibits 1.6–1.8 on pages 33–36). Part of this
forecast was derived from management’s projections.

The forecast has the following assumptions:
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• Annual revenue growth for the 2000 to 2005 period follows:

12/31/00 12/31/01 12/31/02 12/31 /03 12/31/04 12/31/05

14.0% 14.0% 12.0% 11.0% 10.0% 4.0%

The annual growth rate of revenues remained at 4 percent beyond the termi-
nal period. This growth rate was applied to approximate Building Co.’s long-
term sustainable growth rate. The sustainable growth rate is the maximum
growth rate in assets a company can sustain without issuing new equity. The
maximum, sustainable growth rate is equal to the company’s return on eq-
uity if no dividends are paid (ROE � (1 – D/E)).

• Depreciation is assumed at 6.5 percent of the gross depreciable assets for
each forecasted year.

• We assumed that the change in accumulated depreciation equals the annual
depreciation expense in that year.

• Building Co.’s capital structure is not changed during the forecast period.
• We assumed that cost of sales and gross profit margin will remain constant

at 66 percent and 34 percent, respectively, during the forecast period.
• We assumed that operating expenses will remain at 17 percent during the

forecast period.
• We assumed the following operating profit margin for the 2000 to 2005 pe-

riod:

12/31/00 12/31/01 12/31/02 12/31/03 12/31/04 12/31/05

15.5% 15.5% 15.6% 15.6% 15.6% 15.6%

• We assumed that Building Co.’s Accounts Receivable Days Outstanding, Ac-
counts Payable Days Outstanding, and Inventory Turnover will remain con-
stant at 12 days, 19 days, and 3�, respectively, over the 2000 to 2005 period.

• For the purpose of determining cash flow, working capital is defined as cur-
rent assets less current liabilities minus current interest-bearing debt and
short-term interest-bearing debt. The short-term interest-bearing debt and
current interest-bearing liabilities are included in financing activities (with
other interest-bearing debt).

• During our analysis we have identified excess cash reserves. The excess cash
invested in the temporary investments accounts does not contribute to oper-
ations. We assumed that this excess cash is not an operating asset and re-
moved it from the financials. As a result, for valuation purposes, this amount
was added back to Building Co.’s final operating Fair Market Value.

• We assumed that Building Co.’s adjusted cash balance will remain constant
as a percentage of sales at 6 percent. This rate was based on industry levels.
The 6 percent cash as a percentage of sales approximates a working capi-
tal/sales ratio of 30 percent. This ratio is derived from guideline public com-
panies (discussed in following sections).
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• We applied a similar adjustment to historic and projected interest income.
Because of the reduction in excess cash, interest income was reduced to a
level that would be earned on the remaining cash in the company. For this
purpose, we assumed that the remaining cash balance in a money market ac-
count will earn 4.5 percent.

• On Building Co.’s 1999 financial statement, we adjusted management com-
pensation according to an industry officer compensation average. Using our
findings from proxy statements of guideline companies, we calculated the av-
erage management compensation as 0.63 percent of sales. This adjustment
affected the historical income statement and related ratios. As a result, we
factored this salary adjustment into our operating expense forecast.

• We assumed that Building Co. will continue to expand into new regions and
spend capital to establish and support new facilities. Therefore, annual capi-
tal expenditures on gross depreciable assets were expected to be $5 million
during the forecast period.

The adjustments made to historic income statements used to prepare our
forecast are shown in Exhibit 1.8. on page 36.

We are unaware of any material nonrecurring items or other GAAP-type is-
sues. As mentioned above, this report considers the net cash flow available to a
controlling interest.

The next step in the valuation is the determination of a discount rate. We
began by assuming that stock market returns are after corporate taxes but be-
fore personal taxes and are applied to net income calculated in the same way.
These assumptions are consistent with the Stocks, Bonds, Bills, and Inflation
(SBBI) 1999 Yearbook, by Roger G. Ibbotson and Rex A. Sinquefield, pub-
lished by Ibbotson Associates, as well as Valuing a Business, third edition, by
Shannon P. Pratt, Robert F. Reilly, and Robert P. Schweihs, published by Irwin.

A firm’s cost of capital or discount rate has three conceptual meanings. On
the asset side of the balance sheet, it represents the discount rate used to reduce
future earnings to present value. On the liability side, it is the economic cost of
attracting and retaining capital in a competitive environment whereby investors
carefully analyze and compare all return-generating opportunities. To the in-
vestor, it is the opportunity cost of an investment or the expected return that
would be earned on the next-best investment with the same inherent risk.

In developing the discount rate applicable to net cash flow, we considered
several widely accepted approaches, including the Weighted Average Cost of
Capital (WACC), the Arbitrage Pricing Theory (APT), and the Capital Asset
Pricing Model (CAPM). For various reasons, including Building Co.’s lack of
leverage and the identification of similar public companies, we elected to use the
CAPM model build-up method as the most appropriate approach.
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The CAPM model utilizes the following formula:

Risk-free rate of return
+ Equity Risk Premium � Median Comparative Company Beta1

+ Size Premium2

± Company-Specific Risk Premium
= Discount Rate Applicable to Net Cash Flow Available to Equity

The CAPM model may be adapted to measure the long-term cost of equity
by using the expected return on a long-term government bond as the risk-free
rate, instead of the usual three-month Treasury bill rate. Using a long-term cost
of equity is more appropriate when discounting net cash flow over a long invest-
ment horizon. It should be noted that SBBI data uses the twenty-year Treasury
Bond as a proxy to determine the market premium. Because of this, we also used
a twenty-year Treasury Bond yield published in Shannon Pratt’s Business Valua-
tion Update, December 1999 edition. Dr. Pratt reported the twenty-year spot
rate at 6.37 percent.

In the Stocks, Bonds, Bills, and Inflation (SBBI) 1999 Yearbook, Ibbotson
and Sinquefield concluded that the equity risk premium for large company stock
total returns minus long-term government bond income returns is 8.0 percent.
This considers the arithmetic mean return for the 1926 to 1998 period.

Once the equity risk premium has been determined, the next step in the
CAPM model is to determine beta. To approximate Building Co.’s beta, we de-
termined the mean of the following comparative companies:

Beta 

Blue Manufacturing Company 0.43
Universal Buildings 1.38
My Buildings 0.36
Mean 0.72

The equity risk premium is then multiplied by the mean comparative company
beta. The resulting number, or 5.8 percent, reflects the comparative company
average equity risk premium.

The next step is to determine the size premium. A good starting point for
determining a size premium is the Ibbotson Yearbook. The 1999 edition of the
Yearbook indicates that an expected low-capitalization equity size premium of
1.72 percent is appropriate for the CAPM model. This size premium is based on
observations during the 1926 to 1998 period.

The company-specific risk premium is a subjective estimate of the nonsys-
tematic risk facing a company, and reflects the unique risk factors associated
with an investment in it. To determine the specific risk premium, we considered
the following factors:
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The Industry: Building Co. operates within a fast growing industry. It is compet-
ing with both local and regional, as well as national manufacturers. Compa-
nies within the industry include micro-cap to large-cap businesses. As
indicated previously, Building Co. has some economies of scale within its
end-user market. This gives it a competitive advantage. It has differentiated
its products and services according to service and quality, while maintaining
price proximity and product parity with its competition.

There are certain factors that may act as barriers to entry within the
prefabricated metal building industry. These factors include the following:
(1) it is capital- and service-intensive; (2) establishing relationships within
the end-user market can be time-consuming; and (3) the size of the individ-
ual end-user market is relatively small. Nevertheless, in a competitive mar-
ket, new competition is free to enter and exit when profit margins become
attractive.

Building Co. does not rely on a key customer or customer group for its
success. Also, as mentioned previously, it is not dependent upon any one
outside supplier for its success. As a result, Building Co.’s customers and
suppliers have relatively little influence over the operations, other than the
locations of its branches for local customer availability.

Overall, relative to the selected guideline company universe, the indus-
try factors do not add any risk to Building Co.’s specific risk premium.

The Diversification of Operations: Relative to the selected guideline company
universe, Building Co.’s sales are geographically concentrated within Iowa.
We believe this lack of diversification adds 0.5 percent to Building Co.’s risk
premium.

Financial Risk: As of December 31, 1999, Building Co. financed a smaller per-
centage of its assets through the use of ordinary trade credit and current li-
abilities, versus December 31, 1998, indicating that its financial risk declined
during this period. It does not have interest-bearing debt in its capital struc-
ture. In addition, almost all liquidity, performance, and turnover ratios are
higher than those of the selected guideline company universe. As a result,
Building Co.’s comparative financial risk has a positive effect on the specific
risk premium and should be reduced by 1.5 percent.

On the basis of the available information, we believe that a negative 1 per-
cent company-specific risk premium is appropriate. The subsequent calculation
of the CAPM required rate of return on Building Co. is:

CAPITAL ASSET PRICING MODEL

Rf = Long-Term Risk-Free Rate 6.37%
Rs = Company-Specific Risk –1.00%
B = Systematic Risk (Beta) 0.72
Rm – Rf = Long-Term Market Return over Risk-Free 8.00%
Rz = Size Premia 1.72%
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CAPM = Re = Rf + B (Rm – Rf) + Rs + Rz = 12.88%

Within the Income Approach, a capitalization rate is derived from the dis-
count rate, that is the discount rate minus the annually compounded expected rate
of growth, in perpetuity, of the variable being capitalized. To determine the termi-
nal value, we capitalized year 2005 net cash flow, using the assumed long-term rate
of growth of 4.0 percent and the required rate of return of 12.88 percent.

Discount Rate Applicable to Net Cash Flow Available to Equity 12.88%
– Assumed Long-Term Growth Rate 4.00%
= Capitalization Rate 8.88%

The next step converts the expected net cash flow to a value by dividing it by
a capitalization rate. This terminal value is as of December 31, 2005.

Net Cash Flow (2005) $ 15,851,800
Capitalization Rate 8.88%
Terminal Value $178,511,261

The final step is to bring the terminal value back to present value, using the
aforementioned discount rate.

The discounted net cash flow calculation is presented in Exhibit 1.10 on
page 37. The estimate of value before the consideration of valuation adjust-
ments (i.e., a discount for Marketability and the addition of non-operating 
assets), based upon the discounted net cash flow method for a 100 percent con-
trolling interest of 1,000 shares of Building Co.’s common stock as of December
31, 1999, is approximately $127,354,500.

Asset-Based Approach. This approach is based on the principle of substitu-
tion. Revenue Ruling 59–60 indicates that earnings should be accorded the most
weight in valuing operating companies. However, Revenue Ruling 59–60 also
indicates that asset values are most appropriate when estimating the liquidation
value of a business or appraising an investment in a holding company. It is also
appropriate when appraising companies that are tangible asset heavy, when
appraising a controlling interest, and when appraising a company that is gener-
ating insufficient income. As of December 31, 1999, Building Co.’s book value
for a 100 percent interest of 1,000 shares of common stock was $57,276,399, or
approximately $57,276 per share. This value was given consideration in our
appraisal because it is one of the eight factors in Revenue Ruling 59–60. How-
ever, the Asset-Based Approach was rejected because of the nature of Building
Co.’s operations and its earnings performance. In other words, Building Co.’s
value is not in an assemblage of assets, but rather in the earnings it generates
from their employment.

Market Approach—The Guideline Company Method. This method is based on
the economic principle of competition and equilibrium. It is a common tech-
nique used to estimate the value of a subject company. The basic premise is that
if the stock of the subject company were publicly traded, the relation of its mar-
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ket value to earnings, assets, and so on, would be very similar to that of compa-
rable companies. Revenue Ruling 59–60 states that next to actual trades of a sub-
ject company’s stock, the price at which companies engaged in the same or
similar line of business are selling in a free and open market is the best measure
of value. Comparability is a function of many areas, including, but not limited
to, product mix, size and quality of the company, capital structure, profitability,
geographic territory, and distribution channels.

In order to compare Building Co. to its publicly traded counterparts, we
first searched various databases for public companies classified under SIC
#3448—Prefabricated Metal Building and Components. Although no publicly
traded company was completely identical, our research in the above SIC code
revealed three that were similar enough for comparison purposes. A brief de-
scription of these guideline companies follows:

Blue Manufacturing Co. (BUM), traded on the New York Stock Exchange
(NYSE), symbol (BUM), is a maker of preengineered buildings and compo-
nents for nonresidential construction worldwide. The company produces
preengineered and custom-designed steel- and wood-frame buildings.
BUM’s buildings range from office buildings to schools and account for
about 60 percent of its sales. In addition to buildings, BUM provides archi-
tectural products such as windows, skylights, and storefronts. It also offers
real estate development and construction management services. BUM sells
its products through independent dealers and through strategic alliances
with other corporations.

Universal Buildings (UB), traded on the New York Stock Exchange (NYSE),
symbol (UB), makes metal building systems and building components such
as overhead doors, roofs, and trim, which it designs for industrial and low-
rise commercial uses. Its engineered building systems products include the
brands Z&X Building Systems and Zero Steel Building. Its brands of metal
building components include Roof & Door and Strong Systems. UB also
provides metal coating and paint products. The company operates about
forty manufacturing and distribution facilities in seventeen states in the U.S.
and also in Mexico.

My Buildings (MB), traded on the NASDAQ, symbol (MB), constructs modular,
mobile buildings for U.S. utility companies, schools, the military, and others.
MB designs and manufactures the buildings at its factories and transports
them to customers. Depending on customer specs, finished units can include
wiring, plumbing, and climate control features. MB’s Sections division sells to
clients who sell or rent the units to end users; the Energy division sells directly
to end users in the telecom and utility industries. The company’s Side Services
subsidiary provides site preparation, installation, and maintenance services.
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In our appraisal, Marketguide.com, Hoovers.com, and SEC 10-K filings
were used to obtain information for the selected guideline companies.

In developing and applying the Guideline Company Method, we utilized
the following valuation multiples.

• Market Value of Invested Capital (Debt and Equity) as of December 31,
1999, to Revenues for the trailing twelve months (MVIC/Revenues). This
valuation multiple reflects the relationship between market values and the
level of revenues, and was applied to Building Co.’s revenues for the twelve-
month period ending December 31, 1999. MVIC/Revenues multiple is
preferred over Equity/Sales multiple because the sales are attributable to
the resources provided by the entire capital structure. Equity/Sales can 
give a distorted picture if there are substantial differences in the capital 
structures of the guideline and subject companies, which was true in this
situation.

• Market Value of Invested Capital as of December 31, 1999, to Earnings Be-
fore Depreciation, Amortization, Interest, and Taxes (EBITDA) for the
trailing twelve months (MVIC/EBITDA). EBITDA multiples are usually fa-
vored to eliminate differences in depreciation policies and establish a mea-
surement of cash flows for which investors are willing to pay.

• Market Value of Invested Capital as of December 31, 1999, to Earnings Be-
fore Interest and Taxes (EBIT) for the trailing twelve months (MVIC/EBIT).
EBIT multiples are good where differences in accounting for noncash
charges are not significant.

As indicated in the Income Approach, during our analysis we identified the
impact of excess cash on Building Co.’s 1999 income statement, which does not
contribute to its operating performance. Since we assume that the guideline
companies represent industry standard operating conditions and therefore do
not have excess cash in their capital structures, we adjusted Building Co.’s bal-
ance sheet and income statement. After the removal of excess cash and related
interest income, Building Co.’s 1999 financial ratios were restated and became
more comparable to guideline company ratios. As before, this cash will be added
to our operating Fair Market Value result. Similarly, we’ve adjusted officers’
compensation and used the results for calculations of values.

We are unaware of any other material nonrecurring items or other GAAP-
type issues. Therefore, there were no further adjustments made to Building Co.’s
assets or earnings in 1999. As mentioned previously, this report considers the
cash flows available to a controlling interest.

The selected data by category for the guideline companies as well as Build-
ing Co. is shown below:
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PROFITABILITY Pretax Return on Equity Return on Equity

Blue Manufacturing Company 20.14% 16.66%
Universal Buildings 31.94% 18.73%
My Buildings 25.38% 15.11%
Mean 25.82% 16.83%
Median 25.38% 16.66%
Building Co. (adjusted) 32.42% 21.08%

Building Co.’s profitability is above that of the guideline company universe,
given adjusted pretax profit margin and ROE. Pretax profit margin is a measure
of the amount of pretax income generated per dollar of revenue, and ROE re-
flects a combined effect of profitability, turnover, and leverage. Overall, Building
Co.’s profitability is above that of the guideline company universe.

TURNOVER Sales/Total Assets

Blue Manufacturing Company 2.40
Universal Buildings 1.09
My Buildings 2.00
Mean 1.83
Median 2.00
Building Co. (adjusted) 2.05

Building Co.’s sales/asset ratio (asset utilization ratio) is also above that of
the selected guideline company universe. This indicates that it has utilized its as-
sets more efficiently to generate revenue than the selected guideline companies.
This has a positive effect on ROA, ROE, and long-term sustainable growth rate
relative to that of the public companies.

LEVERAGE Total Assets/Equity Long-Term Debt/Equity

Blue Manufacturing Company 2.54 35.71%
Universal Buildings 3.09 143.20%
My Buildings 1.77 77.30%
Mean 2.47 85.40%
Median 2.54 77.30%
Building Co. (adjusted) 1.23 0.0%

Building Co.’s leverage ratio (total assets to equity) is below that of the se-
lected companies. This indicates that Building Co. finances a lower percentage of
its assets through the use of any type of debt, relative to that of the guideline
company universe. The leverage ratio of the public companies is very high,
whereas Building Co. does not have long-term debt in its capital structure. This
ratio demonstrates that Building Co.’s financial risk is well below that of its pub-
licly traded peers.

GROWTH (1999) Total Assets Revenues

Blue Manufacturing Company 3.05% 1.14%
Universal Buildings 3.89% NMF
My Buildings 7.54% 19.93%
Mean 4.82% 10.54%
Median 3.89% 10.54%
Building Co. (adjusted) 14.22% 13.73%

Building Co.’s growth rate is much higher than that of the selected guideline
company median in both total assets and revenues. However, one company
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(MB) had a higher revenue growth rate. Generally, Building Co. is still in a high-
growth phase overall, compared with the guideline companies.

SIZE Total Assets (millions) Revenues (millions)

Blue Manufacturing Co. $405.9 $973.2
Universal Buildings $855.5 $936.6
My Buildings $ 32.8 $ 65.6
Mean $431.4 $658.5
Median $405.9 $936.6
Building Co. (adjusted) $ 51.2 $104.9

With regard to total assets and revenues, in absolute dollar terms, Building
Co.’s total assets and revenues size is still smaller than two of the guideline com-
panies and bigger than one of them (MB). These show that Building Co.’s size is
within the guideline companies’ range. This has a neutral effect on its valuation
multiple. It also suggests that Building Co.’s operating risk is similar to that of
the guideline companies.

LIQUIDITY Current Ratio Quick Ratio

Blue Manufacturing Co. 1.55 1.21
Universal Buildings 1.39 0.85
My Buildings 2.27 1.60
Mean 1.73 1.22
Median 1.55 1.21
Building Co. (adjusted) 2.52 1.15

On the basis of the current ratio, Building Co.’s liquidity is above that of the
guideline companies, even after adjustments. This indicates that its financial risk
is below that of the selected guideline companies. On the basis of the adjusted
quick ratio, Building Co.’s liquidity is within range of the guideline company
universe. This indicates that Building Co. has invested some of its current assets
in inventories at a slightly higher level than the guideline companies.

Adjustments were made for the differences in the fundamentals of the
guideline company universe relative to Building Co. To increase comparability
of valuation multiples derived from public markets, we adjusted these multiples
on the basis of the following factors: profitability, turnover, leverage, growth,
size, and liquidity. A summary of this analysis follows:

• Profitability: Building Co.’s profitability is above that of the guideline com-
pany universe. This has a positive effect on its valuation multiples.

• Turnover: Building Co.’s sales/asset ratio is above that of the guideline com-
pany universe, signaling that it has utilized its assets more efficiently to gen-
erate revenue. This has a positive effect on its valuation multiples versus
those of the guideline company universe.

• Leverage: Building Co.’s leverage ratio is below that of the selected guideline
company universe. Moreover, it does not have any long-term debt in its cap-
ital structure. As a result, its financial risk is well below that of the selected
guideline companies. This has a positive effect on its valuation multiples ver-
sus those of the guideline company universe.
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• Growth: Given its total assets, Building Co.’s growth rate is above that of the
guideline company universe, and its growth rate in revenues is within range.
Overall, this has a positive effect on Building Co.’s valuation multiples rela-
tive to those of the public companies.

• Size: With regard to total assets and revenues, Building Co. fits well within
the guideline company universe. This suggests it does not have higher oper-
ating risks relative to them. This would not affect its valuation multiples.

• Liquidity: On the basis of the current ratio, Building Co.’s liquidity is supe-
rior to that of the public’s. Its quick ratio is also reasonable. This indicates
that the company’s financial risk is below that of the selected guideline com-
pany universe, indicating higher valuation multiples as appropriate.

In addition to the above factors, consideration was given to the following
items relative to the selected public companies: (1) the depth of Building Co.’s
management team, (2) the reliance on key members of management, (3) geo-
graphic concentration of Building Co.’s customer base, and (4) the threat of exist-
ing and larger manufacturers entering Building Co.’s niche market. After consid-
ering the available information, we decided to select the high multiples
(MVIC-to-Revenues, MVIC-to-EBITDA, and MVIC-to-EBIT) within the guide-
line company universe because of Building Co.’s superior profitability, liquidity,
and financial condition. Furthermore, selected multiples were then adjusted up-
ward by 20 percent, or to 0.99�, 6.47�, and 7.05� respectively, in order to reflect
Building Co.’s superiority in fundamentals, return, and overall risk versus those of
the guideline companies. These factors more than offset any perceived weaknesses.

Applying the company’s revenues ($104,931,280), adjusted EBITDA
($20,848,800), and adjusted EBIT ($18,783,800) for the twelve-month period
ending December 31, 1999, to the valuation multiples of 0.99�, 6.47�, and
7.05� respectively, results in an estimate of a 100 percent controlling interest in
Building Co.’s common stock (1,000 shares of voting common stock) of
$130,740,900 as of December 31, 1999, before any valuation adjustment related
to discount for Marketability and the addition of non-operating cash. The
Guideline Company Method is presented in Exhibit 1.11 on page 38.

Market Approach—Guideline Transaction Method. This method is also based
on the economic principle of competition and equilibrium. Like the Guideline
Company Method, it is a common technique to impute the value for a controlling
interest in a subject company. This method is similar to the Guideline Company
Method; however, it considers data on transfers of controlling interests. As men-
tioned previously, Revenue Ruling 59–60 states that, next to actual trades of a sub-
ject company’s stock, the price at which companies engaged in the same or similar
line of business are selling in a free and open market is the best measure of value.
Comparability is a function of many areas, including, but not limited to, product
mix, size and quality of the company, capital structure, profitability, geographic
territory, and distribution channels.
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In our appraisal we considered two actual transactions involving prefabri-
cated metal building manufacturers in 1996 and 1998. The buyer’s and seller’s
names, sale date, sale price, and the company’s revenue and Price/Assets,
Price/Book Value, and Price/Revenue multiples are shown in Exhibit 1.12.

We considered the high multiples within the range of acquired companies’
purchase multiples because we believed Building Co.’s performance would justify
this selection. These selected multiples of Price/Assets, Price/Book and Price/Rev-
enue are 1.52�, 2.50�, and 0.57�, respectively. We also increased these multiples
upward by 30 percent, or to 1.98�, 3.25�, and 0.744�, respectively. This adjust-
ment was based on the same reasons cited above in the Guideline Company dis-
cussion along with the relative ages of the transactions and the assumption that
Building Co. is financially superior and is larger than the acquired companies.

After applying these selected multiples to Building Co.’s adjusted assets, ad-
justed book value, and revenue for the twelve-month period ending December
31, 1999, we estimated a value of $130,467,500 for 100 percent of Building Co.’s
common stock of 1,000 shares of common stock issued and outstanding as of
December 31, 1999, again before considering any valuation adjustments (see Ex-
hibit 1.12 on page 38).

C. Correlation of Valuation Results

To estimate the Fair Market Value of a 100 percent controlling interest in
Building Co. as of December 31, 1999, we considered the Asset-Based, Income,
and Market Approaches to value along with specific methods under each. Be-
fore arriving at a final conclusion, we must consider if any premiums or dis-
counts are applicable.

Adjustment for Level of Control

We did not apply a premium for control to the estimated values based upon
both the Income and Market Approaches. This is because the prerogatives of
control explicit in the above 100 percent interest are inherent in these valuation
techniques, methods, and approaches. To the extent the public market is effi-
cient, the required rate of return, capitalization rate, or market multiples derived
from the public market are appropriate for either a controlling or a minority in-
terest. As stated in Shannon Pratt, et. al., Valuing a Business, third edition,
“most if not all, of the difference between a control value and a minority value
in a discounted economic income model results from differences in the projected
economic income (the numerator) and not from differences in the discount
rate.” In addition, there is no empirical evidence that the rate of return differs
for minority and controlling shareholders. Therefore, if the normalized benefit
stream reflects the adjustments for the prerogatives of control, it is usually un-
necessary to consider a premium for control. Such is the case for Building Co.
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Adjustment for Lack of Marketability

Definition of Lack of Marketability. Lack of Marketability has been defined
by various organizations and individuals in different ways. These are summa-
rized as follows:

• The American Society of Appraisers: An amount or percentage deducted
from an equity interest to reflect lack of marketability.

• The IRS Valuation Guide for Income, Estate and Gift Taxes: Lack of mar-
ketability is defined as the absence of a ready or existing market for the sale
or purchase of the securities being valued.

• Shannon Pratt: The ability to convert the property to cash quickly, with min-
imum transaction and administrative costs in so doing, and with a high de-
gree of certainty of realizing the expected amount of net proceeds.

The ownership represents a controlling interest in a private company that
does not benefit from an active market for its stock. Discounts for Lack of Mar-
ketability should usually be applied to any ownership interest that cannot be
easily sold in a timely manner such as by phoning a stockbroker and receiving
the cash within three business days. Such discounts are therefore applicable to
most investments in stock that is not listed on an organized exchange or traded
in an active over-the-counter market.

The Internal Revenue Service as well as traders in nonpublic securities have
long recognized that ownership in a closely held entity is far less attractive to in-
vestors than shares in a similar entity whose ownership interests have ready ac-
cess to the general public. A marketability adjustment reflects the degree of li-
quidity and the speed with which it can be converted to cash at the owner’s
discretion. Typically, this is at an arm’s-length value between a willing buyer and
willing seller, without undue pressure to trade. Empirical evidence suggests that
investors are willing to pay a premium for liquidity.

Specific Issues for Selected Factors

Size of Block. Controlling interests and minority interests in closely held com-
panies are affected by marketability in distinct ways. While both are subject to
marketability considerations, the appropriate discount for lack of marketability
for a large percent of ownership is likely to be less than that of a 5.0 percent
minority interest, for example. The interest under consideration is 100 percent of
the outstanding shares and should be easier to sell than a noncontrolling inter-
est in a publicly traded company. This fact decreases the lack of marketability
discount for the 100 percent controlling interest relative to that of a noncontrol-
ling interest in this privately held company, but increases it relative to a minority
interest in a publicly traded company.
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Payment of Dividends. This factor tends to have a large impact on the appro-
priate discount, with higher distribution payouts linked to lower discounts for
marketability. This makes intuitive sense, as total returns to an investor come
from dividends plus appreciation of principal, and dividends are not affected
by the illiquidity of the underlying holding. Building Co. is a C-Corporation;
however, there is no stated dividend policy. This tends to increase the discount
for Lack of Marketability in a noncontrolling interest versus the same interest
in a publicly traded entity, because a higher percentage of total return is
dependent upon appreciation in the value of the company’s stock. However,
dividend payouts do not affect marketability in a 100 percent controlling inter-
est, because such an interest has the ability to change or set dividend policies
in its favor.

Restrictions on Marketability. Restrictions on transferability can increase mar-
ketability discounts, while put rights or other contractual obligations can reduce
them substantially. We are unaware of any restriction relating to the transfer-
ability of the subject stock.

Size of the Subject Entity. The size of the entity is inversely related to the size
of the marketability discount. This may be credited to the ability of larger com-
panies to continue to survive in the long run through economic downturns. The
estimated value of Building Co.’s operations equity based upon the Income
Approach is approximately $127.4 million before the addition of excess cash.
This size is within that of the guideline company universe and thus does not
indicate greater volatility and risk versus a large publicly traded company. This
fact has neutral impact on the marketability discount of Building Co.

Creditworthiness of the Firm. There is a negative correlation between the size
of the marketability discount and the creditworthiness of a firm. Also, in the
case of operating companies, the liquidity/creditworthiness of the firm increases
with the ability/probability of the firm to redeem its shares. We are unaware of
any factors that are negatively affecting the creditworthiness of Building Co.
This has a positive effect on its marketability.

Prospects of Future Public Offering. The likelihood of a future public offering
would decrease the illiquidity discount, while the lack of any future offering may
increase the discount for lack of marketability. Given the NASDAQ listing
requirements detailed in Business Valuation Review, December 1998, Building
Co. could meet many of the requirements to successfully launch an IPO. This
possibility could lower its discount.

We reviewed a wide variety of studies compiled over a thirty-year period on
appropriate levels of Lack of Marketability discounts and decided to apply a 10
percent discount to the value estimate for Building Co. based upon the Income
and Market Approaches.
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Valuation Results

Income Approach—Discounted Net Cash Flow Method. The discounted net
cash flow method represents the Fair Market Value of a company’s tangible and
intangible assets. This method reflects management’s forecast and an internally
developed discount rate and capitalization rate that considers both systematic
risk and the company’s unique or unsystematic risk. Differences in the above
factors versus those applied in the guideline company method and/or the guide-
line transaction method will cause deviation among the estimates of Fair Mar-
ket Value. After considering a 10 percent discount for the Lack of Marketability
and adding back the excess cash that does not contribute to the operations of
Building Co., the Fair Market Value, based on the discounted net cash flow
method, of a 100 percent controlling interest in Building Co.’s common stock as
of December 31, 1999, is $130,345,100, or approximately $130,345 per share.
The calculation is shown in Exhibit 1.3.

Market Approach—Guideline Company Method. The guideline company
method represents the Fair Market Value of a company’s tangible and intangi-
ble assets. This method utilizes a valuation multiple or capitalization rate
derived from the group of publicly traded guideline companies. The valuation
multiple was adjusted to be more representative of Building Co.’s underlying
fundamentals and is ultimately driven by the expectations of the market. Based
on market expectations, the guideline company method reflects a higher rate of
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Exhibit 1.3 Discounted Net Cash Flow Method
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Number 
of 
Shares

Estimate 
before 
Adjustments

Adjustment
for 
Control

Adjustment 
for Lack of 
Marketability

Estimate 
after 
Adjustments

Estimate 
per 
Share

Adding Back 
Non-operating 
Assets—Cash 

Exhibit 1.4 Market Approach Calculation
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growth and/or a lower level of risk than the discounted net cash flow method.
After considering a 10 percent discount for the Lack of Marketability and again
adding back the excess cash that does not contribute to operations, the Fair
Market Value, under this method, of a 100 percent controlling interest in Build-
ing Co.’s common stock as of December 31, 1999, is $133,392,800, or approxi-
mately $133,393 per share, based on 1,000 shares of common stock issued and
outstanding. The calculation is shown in Exhibit 1.4.

Market Approach—Guideline Transaction Method. The guideline transaction
method represents the Fair Market Value of a company’s tangible and intangible
assets. This method utilizes a valuation multiple or capitalization rate derived
from control transactions involving a group of guideline companies. Based on
market expectations, the merger and acquisition method reflects a higher rate of
growth and/or a lower level of risk than the discounted net cash flow method.
After considering a 10 percent discount for the Lack of Marketability, the Fair
Market Value, based on this method, of a 100 percent controlling interest in
Building Co.’s common stock as of December 31, 1999, is $133,146,800, or
approximately $133,147 per share, based on 1,000 shares of voting common stock
issued and outstanding. The calculation is shown in Exhibit 1.5.

Concluded Value of Building Co.

As discussed previously, the discounted net cash flow method uses modified
management’s expectations and a market-derived discount and capitalization
rate. Both the guideline company method and guideline transaction method re-
flect the market’s expectations of risk and return through valuation multiples.

Also, as discussed previously in our appraisal, the industry in which Build-
ing Co. operates is still growing. The growth prospects are incorporated in the
public multiples. This explains the difference in the estimates of Fair Market
Value based upon the discounted net cash flow method and those of the guide-
line company and guideline transaction methods. All three are valid and should
be considered. On the basis of the value indications mentioned above, we esti-
mated that the value of 100 percent controlling interest in Building Co. as of
December 31, 1999, is approximately $132,000,000.

Valuation of a Manufacturing Facility 31

Size
  of 
Interest 

100% 1000 $130,467,500 $0 $13,046,750 $15,726,000 $133,147$133,146,800

Number 
of 
Shares

Estimate 
before 
Adjustments

Adjustment
for 
Control

Adjustment 
for Lack of 
Marketability

Estimate 
after 
Adjustments

Estimate 
per 
Share

Adding Back 
Non-operating 
Assets—Cash 

Exhibit 1.5 Market Approach—Guideline Transaction Method
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Certification

WE CERTIFY THAT TO THE BEST OF OUR KNOWLEDGE AND
BELIEF:

1. The statements of fact contained in this report as provided by indicated
sources are true and correct.

2. The reported analyses, opinions, and conclusions are limited only by the re-
ported assumptions and limiting conditions and are our personal, unbiased,
professional analyses, opinions, and conclusions.

3. We have no present or prospective interest in the property that is the subject
of this report, and we have no personal interest or bias with respect to the
parties involved.

4. Our compensation is not contingent on an action or event resulting from
the analyses, opinions, or conclusions in, or the use of, this report.

5. Our analyses, opinions, and conclusions were developed, and this summary
report has been prepared, in conformity with The Uniform Standards of
Professional Appraisal Practice. Any departure from these standards is
solely related to the level of disclosure herein.

6. No one provided significant professional assistance to the persons signing
this report.

Respectfully submitted,
HILL SCHWARTZ SPILKER KELLER, LLC

James M. (Mike) Hill
FASA/Business Valuation

Gerald A. Keller
ASA/Business Valuation

JMH:GAK:RB/slm

Date:
Attachment: Exhibits 1.6 to 1.12

Notes

1. The source of this terminology is the March 1998 Guide to Business Valuations from
Practitioners Publishing Company. The Guide to Business Valuations also defines this
term as the comparative company average equity risk premium.

2. The size premium that we have applied is from the Ibbotson and Associates Stocks,
Bonds, Bills, and Inflation 1999 Yearbook (expected micro-capitalization equity size
premium—capitalized below $261 million).

32 Litigation Support Report Writing
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Exhibit 1.9 Building Co. Normalized Pretax Income

Exhibit 1.10 Building Co. Net Cash Flow (NCF) Value Detail

Valuation of a Manufacturing Facility 37
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Exhibit 1.11 Building Co. Comparable Company Market Approach Value Summary

Exhibit 1.12 Building Co. Control M&A Transactions Market Approach 
Value Summary
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