VALUATION PROGRAMME (PRIVATE COMPANIES) ON EARNINGS BASIS


Step 1 – Calculate maintainable earnings

1. Obtain the last 3 years’ sets of accounts and latest management accounts, showing detailed profit and loss figures.  Possibly also consider projected earnings if the assumptions can be verified.
2. Set out the profits before tax for each year, and add back any unusual items – such as one off legal expenses, bad debts, higher than average directors’ earnings, etc

3. Subtract any unusually low items, such as directors’ earnings, rent (especially if the property is owned by the company or the owners personally) and insert in a more reasonable charge

4. Take an average of all resulting totals. This figure is the historical maintainable earnings.  Adjust the totals for any expected increase/decrease in earnings in the future, if appropriate.

5. Deduct a tax charge based upon the corporation tax rates at the date of the valuation.  This results in a post-tax maintainable earnings.

Step 2 – Calculate a suitable P/E ratio

1. Check the date at which the valuation is being prepared

2. Consider suitable P/E ratio for that sector by comparing results from the following:

a. Obtain the Financial Times listings at that date (or nearest working day) and note the P/E ratios for listed companies in the same sector.  

b. Look at the BDO Private Company Price Index and the UK200 SME Price Index

c. Source the P/E of actual deals in that sector from research (on Experian Market IQ and similar databases)

3. Assuming these are private company shares, reduce the ratio by a % to recognise that the shares are not easily marketable (usually one third to one half)

4. If valuing a minority interest, reduce the ratio by a suitable discount, using the table below as a suggestion

Shareholding
Likely influence




Discount
0 - 25%
minority interest, relying on dividends

40% - 60%+

25% - 50%
influential minority interest



25% - 40%

50%

active part, but not control



20% - 30%

50% - 75%
day to day control




5% - 15%

75% - 99.9%
absolute control




0 – 5%

5. This provides a post-tax P/E ratio
Step 3 – Calculate the valuation

Multiply the post-tax P/E ratio by the average maintainable earnings calculated above.  This is an approximate valuation.

Notes

1. It is very difficult to obtain an exact match with a listed company or previous deals, and therefore the above calculation should only be taken as a guideline.

2. If valuing the company for the purposes of buying or selling, a business is only worth what a willing buyer and a willing seller will agree upon – ie what the market will stand and the reason behind the sale/purchase

3. There are other valuation methods which should also be considered eg asset valuation, discounted cashflow or accepted industry valuation methods.

