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Quick Learn 

The usual reason for wanting to value a business is that it is either wished to buy or sell. Methods abound, and 

most do not really give confidence that the investment is either good or bad, e.g., multiples of profit or sales. 

Discounted Cash Flow (DCF) and Return on Investment (ROI) are exceptions because it becomes crystal clear on 

what basis the investment is being judged. 

 

 

 

 

 

 

 

 

A potential buyer must critically and pessimistically assess what he/she thinks the business will be worth after 

the investment period, i.e., the projected value must be greater than the asking price plus extra investment by 

an amount that makes the venture viable. That means predicting growth.  

 

 

This can be clarified by an example: 

Business X Ltd. is for sale at £1,000,000. The buyer believes that by investing £200,000 he/she can make the 

business worth £2,000,000 in 5 years. Using the formula above: 

£AskingPrice ≤ £2,000,000 -£1,000,000 - £200,000 

The buyer should pay no more than £800,000 for X Ltd.  

Today’s monetary worth of a business is determined 

by what it will be worth after the investment period 

i.e., growth. 

Note: there are no open-ended investments. The 

time required for the investment to deliver must be 

set.  

£AskingPrice ≤ £ProjectedValue  - £Growth - £ExtraInvestment 
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Key Actions/Advice 

Due diligence must be done on the plans for the proposed business. How are sales to be increased and costs 

reduced? How much investment is required to make the growth viable? Are the right people available? On what 

are the growth predictions based? How good is the marketing? There are many other questions, but the point 

highlighted below must be appreciated if life changing disappointment is to be avoided. 

 

 

 

 

Rigour 
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On the day of purchase, it is meaningful to estimate the real value of the business. The physical value of the 

business is given by the company’s balance sheet net asset value (the figure that is written twice, once as the 

result of all the assets – liabilities and then again as equity). This figure reports the result of adding everything 

that the company owns (assets), and then subtracting everything it owes, to leave its net worth known as the 

net asset value. 

   £BalanceSheetValue(n) = £NetAssetValue(n)  ………………. (i) 

where n is the year of assessment. 

Successful purchase of a business rests almost 

entirely on the quality of the growth predictions by 

the prospective owner.  
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This gives an estimate of the tangible worth of a company: but a healthy going concern is worth more than this. 

If the business were purchased and nothing done, it would theoretically continue to make money based on its 

existing and established presence in the marketplace. This is known as goodwill. Goodwill is a function of 

established sales and its contribution to growth and is therefore based on a historical rather than futuristic 

prediction. Put simply, it might be estimated by considering the proportion of sales that result from returning 

customers, or, perhaps more accurately since this will not be an accurate measure for all businesses, the 

business that would be expected if every effort were made to keep existing business but none to secure new 

clients. It must also be noted that the established client base may be increasing, not changing, or even 

decreasing. Balance sheets for the last 5 years (mean values used even if gradient present), as a minimum, can 

be used to determine goodwill along with the formulas below. 

The growth for a single year is given by the formula below. 

 £HistoricalGrowth(n) = £BalanceSheetValue(n) – £BalanceSheetValue(n-1)   ………………… (ii) 

where n is the year. 

£InitialGoodwill = £MeanGrowth (historical span of analysis) x %EstSales x GoodwillExtent(yrs)..(iii) 

For example, if X Ltd had growth of £50,000 every year over the last 5 years, and the span of analysis were 5 

years, the time for which goodwill was expected to last 3 years, and the percentage of established returning 

sales were 40%, the £InitialGoodwill = £(250,000/5) x 0.4 x 3 = £60,000 

Obviously, the number of years for which goodwill is assumed to apply must be estimated, and it will vary 

depending on the quality of the business to be purchased. To put this in perspective, if Tesco were purchased 

today an argument could be made that goodwill resulting from the current model might last 10 years 

(GoowillExtent = 10); but purchase of a high street retailer of white goods might have a much shorter value 

attributed to it because of the impact of sales over the web.  

The current value of the business will therefore be: 

  £CurrentValue(0) = £BalanceSheetValue(0) + £InitialGoodwill   …………………….  (iv) 

The £AskingPrice is self-explanatory, and the loss or gain on purchase is obviously: 

  £LossGainPurchase = £CurrentValue(0) - £AskingPrice  ……………………. (v) 

Note that a loss on purchase does not necessarily suggest a poor investment: it is ROI that determines whether 

an investment is sound. 

The total cost is: 

  £TotalInvestment = £AskingPrice + £Investment  …………………………  (vi) 

where investment is money that is needed to ensure whatever the growth predictions are over the investment 

period can be delivered. Note that £Investment is pessimistically assumed to defrayed in the first year of the 

project. 

  £Growth = £BalanceSheetValue(N) - £BalanceSheetValue(0) ……………………….(vii) 

where N is the investment period in years. 

The most critical part of business evaluation is the estimate of growth over the investment period. It cannot be 

overstated how important it is to challenge every assumption, e.g., a statement that 15% year on year growth 
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will be achieved must be justified. How will it be achieved? Growth predictions are made using the DCF 

(discounted cash flow) method using the following formula. 

   £Growth = £TotalInvestment(1 + YearlyGrowth%/100)N 

Further Investigation 

Discounted cash flow and return on investment can be studied in more depth via any of the following 

references: 

Corporate Valuation, David Frykman and Jakob Tolleryd, Financial Times Guides, 2010 

Advanced Level Accounting, H Randall, D P Publications Ltd. 

Disclaimer 

The information in this WP is provided on an ‘as is’ basis and no responsibility whatsoever is accepted by the JJ 

for the accuracy and/or validity of the information herein.  

Any reliance placed on the content of this WP is entirely at the reader’s risk.  

No promise or warranty in respect of any use of the content of this WP, including mistakes or omissions, is 

offered to its reader by the EM. No legal responsibility is accepted by the EM for any loss, consequential or 

otherwise, damage, monetary burden, or reputational decline, that might be suffered using the WP’s contents. 

Definitions 

DCF: discounted cash flow. A formula that determines future value based on growth. 

ROI: return on investment. The surplus over investment after the period of the investment. 

 

 

 


