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Preface

Valuation methods originating in the Anglo-Saxon world (especially those methods
from the USA) are considered state of the art when it comes to business valuation.
These valuation methods are spread through numerous English-language articles and
books and are applied in practice almost without exception. However, these market-
value-oriented valuation methods were established through a theoretical model based on
neoclassical finance theory. Moreover, what we now recognize as unrealistic premises
are inconsistently combined. The result is for some kind of market value because that is
what everyone seems to ask for. In practice especially, when money is to be earned, the
methods used are most often those in vogue. However, buyers or sellers can find the
purchase price they pay or are paid based on those valuation methods disregarded their
decision value, and consequently, their good faith in fashionable valuation methods can
lead to their incurring accompanied by an economic loss. Moreover, those buyers and
sellers neither know the appropriate decision value nor are they aware of how it is deri-
ved.

The alternative valuation theory, functional business valuation theory, arose in Ger-
many in the 1970s and has been developing ever since. Its central aspect is that any
valuation conducted is purpose-driven. While several studies dealing with these ideas
can now be found in the English-language literature, the ideas of functional business
valuation have not yet been made available to an international audience in a compact
form.

This book, which has already been published in German, Polish, and Russian, now
offers an audience of English-speaking valuation professionals a theoretically sound al-
ternative to the fashionable market-value-oriented form of valuation. The first chapter
of the book presents the basics of functional business valuation theory and the three
main functions of business valuation in the following three chapters. This book cer-
tainly does not ignore methods for determining market values but tests their suitability
in real-world situations. Those methods are assigned to the relevant main function of
business valuation to show the context in which they can be useful in practice. Chapter
5 then summarizes the purpose-oriented principles of business valuation.

We would like to thank Mrs. ALICJA SOMMERMEIER, Mr. PATRICK THIELMANN, and
Mr. CHRISTOPH HEIDLER for their support in the preparation of the manuscript, espe-
cially with regard to translation. Furthermore, we would also like to thank the publisher
for their excellent cooperation.

MANFRED JURGEN MATSCHKE GERRIT BROSEL
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(not sign-constrained) autonomous deposit surpluses of the invest-
ment and financing objects from the seller's perspective at time t

set of all possible actions b; when conflict resolution is agreed upon
(S1, v Sn)

alternative j in case of agreement on conflict resolution (sy, ..., S,)

optimal alternative in case of agreement on conflict resolution (s,

vees Sp)
present value of a growing pension

net present value from the buyer's perspective
net present value from the seller's perspective

(non-negative) net present value for an investment or financing ob-
ject included in the buyer's valuation program j

(non-negative) net present value for an investment or financing ob-
ject included in the seller's valuation program j

net present value difference due to restructuring from the base to
the valuation program from the buyer's perspective

net present value difference due to restructuring from the base to
the valuation program from the seller's perspective

dual variable for the restriction of the protection of the extraction
current

dual variables for the liquidity constraints int=0, ..., T

agreement set as the intersection of those quantities that comprise
the conflict resolutions that are reasonable from the perspective of
each conflict party

preference-relevant consequence of an alternative i in the environ-
mental state s;; result constellation

current investment deposit

width of the withdrawal flow for consumption purposes

maximum width of the withdrawal flow of the base program from
the buyer's perspective

maximum width of the withdrawal flow of the base program from
the seller's perspective

width of the withdrawal flow of the valuation program from the
buyer's perspective
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List of Symbols

ENY

EN7™

EN max
opt
EN max

pess

ENZ
ENI™
END
ENTX(PY)
ENT™(PU)
ENT™
ENI™

EN,
EW

f(a;, 7));
AX3 >R
ngt

ngl

Buki

g UVt
H;i(r)

Hiji(r)
Hjj(1)

volume of the cash withdrawal stream of the seller's valuation pro-
gram

maximum possible withdrawals of the company F created after the
merger (merger program); maximum benefit of all conflicting par-
ties from the company F after a merger

maximum width of the extraction flow based on the optimistic in-
put data variant

maximum width of the extraction flow based on the pessimistic in-
put data variant

maximum amount of cash withdrawal based on a realistic version
of the baseline data

maximum width of the withdrawal flow from the company created
by the demerger Uy

maximum width of the withdrawal flow from the company UG wi-
thout splitting

maximum amount of withdrawal flow from enterprise A depending
on the price of enterprise B

maximum amount of withdrawal flow from enterprise B depending
on the price of enterprise A

maximum width of the withdrawal flow from the buyer's perspecti-
ve; benefit of the base program from the buyer's perspective
maximum width of the withdrawal flow from the seller's perspecti-
ve; benefit of the base program from the seller's perspective
maximum possible withdrawals of the contributing company U of
the valuation subject (pre-merger program); maximum benefit of
the valuation subject from the company U without agreement on
merger

(objectified) capitalized earnings value (as arbitration or as argu-
mentation value)

outcome function; assignment of an outcome constellation e;; to an
alternative i and an environmental state z;

(not sign-constrained) cash inflows of the investment and financing
objects from the buyer's perspective at time t

(unsigned) cash inflows of the investment and financing objects
from the seller's perspective at time t

future cash inflows of the company to be valued U from the buyer's
perspective

future cash inflows of the company to be valued U from the seller's
perspective

result level r per alternative i and per environmental state z;

result level r per alternative i and per environmental state z; at time
t

result level r per alternative i and per environmental state z; as well
as per result type v
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XXV

Hijtv(r)

Ky, ..., Ko

%)
u

N{[,)
N([1+i]1)

N(a,)
N(aopt)
N(bj(s1, ---5 Sn))

N(bopt(sl )

result level r per alternative i and per environmental state z; as well
as per result type v at time t

(uniform subjective) calculation interest rate in determining the fu-
ture performance value ZEW

(period-specific subjective) calculation interest rate in determining
the future performance value ZEW

calculation interest rate from the buyer's perspective

calculation interest from the seller's perspective

period-specific internal rates of return (internal interest rates) of the
base program

period-specific internal rates of return (internal interest rates) of the
base program from the buyer's perspective

period-specific endogenous marginal interest rate feet of the base
program from the seller's perspective

period-specific internal rates of return (internal interest rates) of the
valuation program

(period-specific endogenous) marginal interest rate feet of the va-
luation program from the buyer's perspective

period-specific endogenous marginal interest rate feet of the valua-
tion program from the seller's perspective

investment objects available for the valuation subject with b € {1,
..., B}

internal financing of the company

set of all possible preference-relevant consequences or result con-
stellations ¢;;

amount of investment capital available to the valuation subject at
valuation time t =0

alternative combinations of the non-price conflict-resolution-rele-
vant facts

empty set

expected value

utility of a monetary unit expected at time 0

utility of 1 +1 at time 1 expected monetary units

benefit of an alternative i

success/benefit of the base program

success/utilization of an alternative b; when conflict resolution is
agreed upon (s, ..., Sy)

success/benefit of an alternative b; when conflict resolution is
agreed upon (S, ..., Sp)

utility value assigned to the investment object I, by the decision
subject

utility of the base program

utility of the valuation program
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njj partial benefit of a result constellation ¢;;
N, (a_,) overall utility of the base program from the the buyer's perspective
value in use of the company from the perspective of the valuation
Ny subject
N,(a,,) overall utility of the base program from the seller's perspective
Nvo benefit of the comparison object
P agreement price
Py price to be paid for investment object I}, at valuation time t = 0, in-
vestment amount per unit of investment object
Pinax maximum price payable from the buyer's perspective
Piin minimum asking price from the seller's perspective
opt maximum price payable on the basis of the optimistic input data va-
- riant
pess maximum price payable on the basis of the pessimistic input data
- variant
;f:i maximum payable price based on the realistic input data variant
Py price of the company still to be negotiated U
Pvo price of the comparison object
pﬁi (PU®) maximum payable price for the company Uy, in dependence for the
price of the company Ug
l:i( UAY maximum payable price for the company Ug in dependence for the
price of the company Uz
q' compounding factor 1 +1
Pﬁf period-specific discount factors applicable to the buyer's base pro-
gram
P\B}f period-specific discount factors applicable to the seller's base pro-
gram
Pﬁf period-specific discount factors applicable to the buyer's valuation
program
P\B}f period-specific discount factors applicable to the seller's valuation
program
internal interest rate of the comparative object from the buyer's per-
K spective
internal interest rate of the comparative object from the seller's per-
v spective
r\lfo internal rate of return (interest rate) of the comparative object of the
buyer
r\}’O internal rate of return (interest rate) of the comparative object of the
seller
Vo internal interest rate of the comparative object
s standard deviation
ST, -+s Sp characteristics of the facts relevant for conflict resolution

(817 cee Sn)

a conflict resolution; possible settlement solution
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Si, ..., Sy
SI

Objekt

S
6ZK
GZV
S,

t

1
U

Uj
VGopbjekt
2

WKt

Wyt
Kj

max
Kj

Zp

Zy
ZE
ZE,

*

ZE

ZEx
ZEy

ZEy

ZEvo

ZEW, ZEWy

ZEW
ZEW

facts relevant to conflict resolution
reliability index

set of all conflict resolutions {(si, ..., Sp)}

set of reasonable conflict resolutions from the buyer's perspective
set of reasonable conflict resolutions from the seller's perspective
set of reasonable conflict resolutions from the perspective of one
party

time, time index

(auxiliary) time index

company to be valued

dual variables for the capacity constraints withj=1, ..., J
advantageousness of an object

multi-dimensional decision value; set of all conflict resolutions (sj,
..., Sp) for which the utility N(bgp(si, ..., sp)) is equal to or minimal-
ly greater than the utility N(a,p) of the base program

constant growth rate of an annuity

time structure factor for the withdrawals from the buyer's perspecti-
ve

time structure factor for the withdrawals from the seller's perspecti-
ve

Number of investment or financing object to be realized from buy-
er's perspective

capacity constraints per investment or financing object from the
buyer's perspective

set of all environmental states z;

number of investment objects Iy, that can be acquired by the valuati-
on subject with 0 < z, < Zpmax (in case of arbitrary divisibility) or z,
€ {0, 1, 2, ..., Zpmax s (in case of integer)

state of the environment j

variable characterizing the acquisition/sale of the company
consistent subjective future success

period-specific subjective future success

constant (optimal) future success (cash surplus per period) from the
buyer's perspective

future success from the buyer's perspective

future success from the seller's perspective

future success of the company being valued

future success of the comparison object

(subjective) future performance value (as decision value/border pri-
ce) of the enterprise U

future performance value from the buyer's perspective

future performance value from the seller's perspective
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ZEWE (PE?) future performance value of company U from the buyer's perspecti-
ve based on the period-specific discount factors of the base pro-
gram

ZEWE (P ﬁf) future performance value of company U from the buyer's perspecti-
ve based on the period-specific discount factors of the valuation
program

ZEWJ (pf;:) future performance value of company U from the seller's perspecti-
ve based on the period-specific discount factors of the base pro-
gram

ZEWJ (pf/:) future performance value of company U from the seller's perspecti-
ve based on the period-specific discount factors of the valuation
program

Chapter 3

a method-specific weighting factor of traditional combinatorial me-
thods

AW arbitration value

¢ agreement set

¢! modified agreement set in a dominated conflict situation

é subset of efficient, non-dominated conflict resolutions from the
agreement set

¢ subset of inefficient, dominated conflict resolutions from the agree-
ment set

E constant future earnings surplus (for capitalized earnings value)

EVA economic value added

EW earned value

g goodwill amortization rate

GR goodwill annuity; excess profit

GW, . derivative goodwill

GW, original goodwill

i capitalization/calculation interest rate (for capitalized earnings va-
lue)

i goodwill annuity interest rate; capitalization/calculation interest
rate for discounting the goodwill annuity (excess profit) (in the pro-
fit-shifting method/procedure II of goodwill annuities)

k cost of capital as weighted average of cost of equity and cost of
debt, decision value of buyer

MVA market value added

NG normal profit

NOA net operating assets

NOPaT net operating profit after taxes

P decision value of the buyer; maximum payable price

P decision value of the seller; minimum price to be demanded
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I.NOA t

SW
T
Uuw

Vt

Chapter 4

AAgo
AKBO
AKVU
BGgo
BGVU
CVTFCF

Er
EK
EK APV

EK FCF
EK FTE
EK TCF
EM,
FA
FK
FCF

FTE
GK

GK®
GK'
i, iy
@

Myy
MKyy

return on invested capital NOA (defined individually for each com-
pany as required for operation) in a period t

substance value

number of years to consider a goodwill annuity GR

company value

discount factor; reciprocal of the compounding factor g

number of shares issued in the valuation object

(average) price of the shares of the valuation object

price of the share of the comparable company

selected reference value of the valuation object

selected reference value at the comparable company

continuing value, terminal value, residual value, value of all perfor-
mance indicators discounted to the end of the detailed planning pe-
riod

success variable at time T

market value of equity

market value of the equity of an indebted company according to the
adjusted present value approach

market value of the equity of an indebted company according to the
free cash flow approach

market value of the equity of an indebted company according to the
flow-to-equity approach

market value of the equity of an indebted company according to the
total cash flow approach

success multiplier at time 0

fungibility discount

market value of debt capital

free cash flow; cash flow available to providers of equity and debt
capital

flow to equity; inflow to equity providers (after income taxes)
market value of total capital of the company

market value of the total capital of an unleveraged (only self-finan-
ced) company

market value of the total capital of an indebted (i.c., also or only
debt-financed) company

risk-free capital market interest rate; borrowing rate

risk-adequate capitalization rate

cost of capital of an unleveraged, only self-financed company

cost of capital of an indebted, equity- and debt-financed company
multiplier applicable at the comparable company
market capitalization of the comparable company



