Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) ey
Vol 3, No 10, 2012 “STE

Review of Valuation Models for Private Enterprisesin Nigeria
Dr. (Mrs) Regina G. Okafor and Dr. J.U.J. Onwumere
1. Dept of Accountancy, University of Nigeria, Enugar@pus
2. Dept. of Banking and Finance, University of Nigefaugu Campus
Email: josaphatonwumere@yahoo.com

Abstract
The objective of this paper is to ascertain whitthe two models (i) a model based on earningsatées alone and
(i) a model based on both net asset and earningables proves to be better than the other ininglprivate
enterprises in Nigeria using three sample firmiis true assets are very important in a firm lus inot easy to
adjust the value of the assets in the balance sbegt the net asset because of the obvious elifters between the
historical cost of the assets and their currenketaralue. To incorporate asset variables in hfieequity value
was ascertained by subtracting long-term debt floalasheet item) from firm value. Model (ii) thexef which
recognizes the contributions of assets in earniogngials of a firm appears to be better than theeh that
recognizes earnings alone. The theoretical fornmraf and empirical support of the valuation apphes are
evidence of the model's reliability and validity.
Key words: Identify, valuation models, Private enterprisesniggs, earnings/asset

1.0 INTRODUCTION

Business valuation is a process and a set of pooesdised to estimate the economic value of an Osvitgerest in
a business (Campbell, Johnson and Howard, 20@1thel process, valuation tools are used by maikeicgpants to
determine firm value in circumstances surrounding/$ell of a business. Many approaches/formulasadvocated
by researchers in carrying out this important assignt. The major approaches as identified by PNos and
Dixon (1987) include the book value, adjusted bwakie, replacement value, liquidation value, thgitedization of

earnings, the excess earnings, discounted cashaffmiasthe market valuation techniques. While Feilegn(2006)
classified valuation methods into six groups — Hadance sheet, income statement, mixed goodwitih-flaw

discounting, value creation and options.

The above approaches could basically be grouped fotr major groups namely - the asset-based, the
income/earnings-based, the cash flow discountirythe market-based valuation approaches (Steversumrerts
and Grousebeck 1989). Researchers and professialziscate these approaches in the literature asg bei
theoretically correct for valuation of private ussses using data from publicly quoted companiesi¢fson, 2009,
Mastracchio and Lippitt, 1996; Lippitt and Mustrhom, 1993; Pratt, 1993; Buns and Walker, 1991; dlapd Hand,
1982; Boatman and Baskin, 1981; Carland and WhR80 and LeClair, 1990). It is revealed in somaigts that
no single technique of valuation method will givevaue that will be considered to be accurate bszaach
approach has its advantages and drawbacks; mest wibre than one technique are combined and réedneith
each other to arrive at an acceptable value catmliléCorporate Professionals, 2012). However,nfieaand
accounting literatures do not appear to have agoeedny generally accepted model for determinireguthlue of
private firms.

Because of the dominance of small and medium enges (SME’s) in the entrepreneurial industry irgetia,

coupled with capital market imperfections, selle@nsl buyers of SME's most often determine the vafubeir firms

through an intricate process of negotiation betwtbem which most of the time may involve an intediaey called

agent at a percentage cost (Okafor and Onwumeld)2®uch a process of business valuation throegjotiation
could be assumed to be unscientific, and lackirgfriong theoretical support in the literature. Efi@re, in choosing
the appropriate approach for valuing private fiimshe Nigerian business environment, appraiseosilgdhconsider
the theoretical support of the approach in relatioNigeria’s business environment.

In the previous study of Okafor and Onwumere (201fti§ authors considered the process and commabnitees
for estimating the value of firms and the type afadutilized in the process. Two basic models weident — (i) the
earnings valuation model and (ii) the model inviofycombination of balance sheet and income stateveeiables.
The two models capture the environmental conditinrtee economy and have evidence of theoretigapst in the
literature. In this study, we shall empiricallyeudescriptive and quantitative data to ascertaiichwbf the two
models proves to be better than the other in vgI&KIE's in Nigeria.
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2.0 THEORETICAL FORMULATIONS OF THE VALUATION MODEL S

Valuation determines the price, which is the agre#fdr and acceptance involving the buyer and thkers
respectively before a property is said to be baugshairt from the fact that valuation tells the buttee highest price
he should pay, and the seller the lowest pricelathvhe should be prepared to sell, valuation ctnaldised for a
wide range of purposes; one of which is for strategnd financial planning. This is because vabratis

fundamental for deciding what products to continmgsiness lines to maintain, countries to do bssingith and
customers to maintain grow or abandon (Fernandé6)20 It is also fundamental for identifying sowscef

economic value creation and destruction withinghterprise and provides a means for measuringtpadt of the
enterprise contributions to the economy (Fernangé@2). Owners and investors need to know theevafutheir

equity shares to determine their effective owngrstiien considering harvesting the value of a fikgfor, 2008;
Petty et al, 1999).

Also, credit institutions are interested in the kedvalue of a firm because it helps them asseassisk involved in

extending credit to a firm (Okafor, 2011). It is@important to establish the value of a firm foe purchase of
insurance policy and for reaching an equitabldesatint in damage cases such as dispute in shas#sgsadivorce
litigations. In addition, the value of a firm camvide an important performance measure for manage and for
employee benefit planning purposes (Petty et &9).9Finally, valuation of a business is a pri@psin the decision
to reconstruct, sell, merge, milk, the businessuys other businesses (Aguolu, 2010).

In determining which approaches to use, the apgraisust exercise discretion as each techniquadhamntages
and drawbacks which must be considered. It issadhe to consider more than one technique and céeomith
each other to arrive at a value conclusion (CotgdPaofessionals 2012). A measure of professismalknowledge
of financial management, mathematics and understgnentrepreneurial environmental conditions woble
helpful.

3.0 EMPIRICAL REVIEW

The issue of developing appropriate models forehaluation of private businesses has been addrégsethny
researchers. Boatsman and Baskin (1981); CarladdWdmite (1980); Shilt (1984); LeClair (1990); Lloydt. al.
(1982), Lippitt and Mastracchio (1993); Mustracchiod Lippitt (1996) as well as Pricer and Johnsk89() have
all tested the reliability of different valuationogels. All the researchers used publicly quoteddiin their study
because the market prices of small firms’ sharesidficult to ascertain.

Boastman and Baskin (1981) have developed a maakedoon the capital asset pricing model, and apjtie
through a two stage process in estimating the naddee of an unquoted firm. First, he selectedibliply quoted

firm which cash flows closely correlated with tlditthe private small firm being assessed. The madsl applied to
the surrogate quoted firm and the resulting asdegakie adopted as the approximate value for theager small

firm being assessed. Both the earnings capitatizadind the excess earrings valuation approaches apglied in

the valuation. The authors indicated that their igiced results provided more support for the cdjatdion valuation

approach.

Further more, Mastracchio and Lippitt (1996) haxamined the relative abilities of the earnings tajzation
model and the excess earnings using publicly trdided of some industries. They provided empiriealdence to
show that excess earnings can provide estimatesloé that are superior to those of the earningstadezation
model. Shilt (1984) tried to provide the validitf/the excess earnings model by arguing that firrite high rate of
earnings on tangible assets should have a lot ofigil. Thus, goodwill was calculated as the diffiece between
market value and net worth. The result howeveiicatdd no strong correlation between return ortaregible assets
and percentage of net worth comprising the goodwithponent. Therefore, the result provided venjtéd support
for the excess earnings model. LeClair (1990) caneb earnings capitalization model (EC model) \lith excess
earnings model. Based on his comparison on an tindbg-industry base, he developed an adjusted habke
model, which is used to derive the value of a firm.

LeClair model leads to large margins of error wiagplied across industries. It displayed a distyliBndency to
yield overvaluation and undervaluation dependingtmnindustries. The poor performance of the exeassings
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model could be traced by lack of linkage to a madetermined discount rate. As Pratt (1989) haseatgthe most
difficult thing in a valuation based on EC modebtasther historical earnings models is the detertronaof what
rate of capitalization to use. Evaluators eithdy om a market determined rate or else build thain rates based on
the prevailing risk free rate of return and therappiate risk premium.

Most arguments in the literature maintain that bealkie provides sound basis for estimating firnueabecause it is
the assets of a business which are manipulatecenergte income (Pricer and Johnson, 1997). In spitde
laudable arguments of previous researchers in fasbasset valuation model, the position of thisdstis that the
asset valuation model may not yield optimal resuitdNigeria because of the peculiar environmenhds been
established that sole proprietorship and retail sexdice type of businesses constitute greatereptage of small
businesses existing in Nigeria (Okafor, 2007). Tioisn and this type of businesses dominant in Négep not
possess large asset base and the value of such rfiag be in their ability to reach a profitable kedrthrough
location where they offer unique products and sewiwhich may result in large earnings. Thus, @ilaesof such
firms should be derived from the earnings streanegged by the business.

An analysis of the models above shows that norieeofnodels identified by the authors could be weféttively in
Nigeria because of the limitations and challengethé approaches. It is imperative to modify a eldtbm those
approaches to get a likely valuation model of gevausiness valuation model for the Nigerian goremt.

4.0 MODEL DEVELOPMENT AND SPECIFICATION
In modifying an appropriate model for the valuatimhprivate businesses in Nigeria, the followinguies must be
considered Okafor and Onwumere, 2011):
* The theoretical support of the model in the literat
« The level of risk associated with a business amsdeiarnings stream which are influenced by the
environmental conditions for entrepreneurship ige¥ia,
« The simplicity of the model realizing that many repreneurs in Nigeria are not properly educated in
financial management, and
e The feasibility of the model, i.e., the possibilidf/accessing necessary data for applying the model

It is noted that the level of risk associated watlbusiness and its earnings stream is significafflcted by the
environmental conditions of entrepreneurship. Igd¥ia for instance, the business environment ecedfl to a large
extent by peculiar macro and micro economic factbrsa study of the entrepreneurial environmentimgary,

Fogel (2001) identified four major issues whichided the operating environment of small busineasyealy: the
level of financial and non-financial assistanceereed; the level of entrepreneur or business s&dkio-economic
conditions and government policy. The Fogel moslelgfined as:

>ECE = (FA + NFA + EBS + SEC + GPPEA)

where:

ECE = Environmental Conditions of EntrepreneygskA  =Financial

Assistance; NFA = Non-Financial Assistance; EBBntrepreneur and Business  Skills;
SEC = Socio-Economic Conditions; GPPEA = Gowent Policy and

Proceedings for Entrepreneurship Activities

Okafor (2008) adopted this model in her study efblisiness environment of small entrepreneurs gefi. In both
studies, it was found that constraints or deficiemén any of these variables could affect the iegmas well as the
value of a small business. Before specifying a mdbe dependent and independent variable mustdygified. The
dependent variable is the value of a firm and tiependent variables which are factors influentigvalue of a
firm are identified as net asset, earnings and asmre of the risk factor in the environment. Thiatrenship
between this dependent variable (value of a firamg the independent variable (net assets, earmindghe risk
factor of doing business in the environment) islesgnl in deriving the valuation model. Two modele advocated
in this paper. The first model is basically basackarnings variables alone, while the second misdelcombination
of net asset and earnings stream. The models pressed in equations one, two and three below:

106



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) ey
Vol 3, No 10, 2012 “STE

First Model
The model is adopted from Petty, Martin and Kingsing1999:40) and is stated as follows:

FV =YNI + (IT + IE + D + A) multiplied by the earningspitalization rate or (Cr....(0)

where: FV = Firm Value; Ni = Net income; IT = moe taxes; IE = Interest

expense; D = Depreciation; A = Amortization; Cr aptalization rate or earnings multiple.
Derivation

The expected earning is capitalized using a desatsl of return. Typically, this capitalization eafor multiple) is
derived from market sources data or the valuatiggeBence of the person doing the valuation. Iredeining the
multiple, implicit assumptions must be made abbetfirm'’s riskiness and its expected future easiggpwth. The
greater the firms risk, the lower the multiple skibbe; and the greater the expected growth rateaofings, the
higher the multiple should be. The multiple wilalreflect the competitive operating conditionshaf industry.

Second Model

This second model is a modification of Pricer aodnson (1997) model. It is a combination of asset @arnings
variables data as well as the consideration of afstoing business in the environment. The modelxisressed as
follows:

V=Ff(NA,ERL) EC,) oo, (i)
5
where:
V = Value of a firm; NA = Net asset value; EAverage earnings (EAITDA)
5 5

Ec = Environmental conditions of entrepreneurshigk(of doing business in the environment)

The implication of the equation implies that thdéueaof a firm is heavily dependent on its net gsaetl earnings
potentials, both of which are heavily affected bg environmental conditions of entrepreneurshigk(of doing
business in the environment). The equation camarsformed to a more testable form as:

V=ao,+aNA+aErxCr+e......... (i)

5

where:
ay, &, are the co-efficients of the independent variablaet asset, and average earnings (EAITDA) feptrst five
years respectively; e is the error term.

The co-efficient of each of the independent vagaldhould be significantly related, to the valua &fm.

Derivations

Net asset is represented by total book value oé#isets (TA) less current liabilities (CL), i.e, FACL = Net Assets.
Average earnings after interest, taxes, deprecati@hamortization = (EAITDA) for a track of 5 year8oth net
assets and EAITDA could be ascertained from thanfiral records (the balance sheet and income statem
respectively. EAITDA is capitalized at some ratgaiurn called capitalization rate, which refletite risk factor in
the environment. In this paper, 5% capitalizatiateris used based on the experience of the evaladter
considering environmental conditions in the econatthe time of the research.

5.0 EMPIRICAL SUPPORT

Data Collection

Data for the study were collected from three SMEn§ in Nigeria that fairly keep financial recordsformation
collected from the financial records of the firnmglude: net income, income taxes, interest expemsgEeciation
amount, long-term debts, and earnings for the atawoy year of the firms under review. It was noseéor the
researchers to adjust the value of the asseteihdlance sheet to get the net asset becauseafutoeis differences
between the historical cost of the assets and themrent market value. In addition to secondanadédce-to-face
interview was used to collect information on thewssptions taken to fix the capitalization rate.
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The Data

Table 1: Financial Information from the Sampled Firms

Variables Firm A Firm B Firm C

Net Incom: 701,25( 147,341 73,480

Income Taxe 476,25( 93,24 42,11

Interest Expenses 17,250 3,222 1,501

Depreciatior 17,62¢ 3,41( 1,731

Long-term Deb 20,25( 4,77 2,781

Net Asse - - -

Earnings: EBITDA 1212355 247213 122823
EAITDA 191,125 47,467 28,137

Capitalization rate/risk 5% 5% 5%

factol

Source: From survey data

Equation i, ii, and iii in the models were tested.

Equation i is restated thus:

FV=3NI+(T+IE+D+A)Cr...........

Substitution with data collected is reflected ibléa2. to get firm value.

Table 2: Computation of Firm Value

Variables Firm A Firm B Firm C

Net Incom: 701,25( 147,341 73,48(

Income Taxe 476,25( 93,24! 42,11

Interest Expenses 17,250 3,222 1,501

Depreciation 17,625 3,410 1,731

EBITDA 1,212,35! 247,21: 122,82:

Multiple by Ci 5 5 5

Firm value 6,061,775 1,236,065 614,115

Long-term debt (20,250) (4,775) (2,781)

Equity value 6,041,525 1,231,290 611,334

Source: From survey data
The table shows firm value for firms A, B and CN&061,775,000=4,236,065,000 and®04,115,000 respectively.
Equity value is ascertained by subtracting longatelebt of the business from firm value. Firm A, @laC would
not like to receive anything less than the equitjug of-;6,041,525,000=1,231,290,000 ane-y111,334,000
respectively, even though firm value is higher tlemuity value. The data in Table 1 have to be tdubsd in
equation (ii) to ascertain value of a firm basechehasset
Equation (ii) is restated thus: V =f(NA, ECr
5

The implication of the equation is that the valfi@dirm is heavily dependent on its net assetsaratage earnings
potentials for the past 5 years.
Restating the equation is thus:

V=zao+alNA+a2ExCr+e.......oceevvnnnn (iii)

5

The value of a firm is a dependent variable. Theficient of net asset and average earnings waietindependent
variables should be significantly related to thiugaf a firm.

6.0 WHICH IS THE BEST MODEL?

The values of firms A, B, and C in table 2 wereivisat using models (i) or (ii). Model (i) was baseud variables
from income statement alone, while model (ii) wasda on both variables from income statement alzhba sheet.
The good thing of the two models is that capitélararate is applied in both models. The magnitafiéhe firm’s
risk influences the capitalization rate/earningsltipie, as well as the expected growth in earningghis rate
capitalization or earnings multiple is normally eehined using the experience of the professionatimgathe
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valuation and market data which takes into constitars the environmental conditions for entrepresiep.
Information collected from the entrepreneurial eaniment helped on the assumption taken to fix typgtalization
rate (risk of doing business in the environment).

Studies reveal that each approach of valuationthamvantages and drawbacks, and combination mfaphes is
recommended to reconcile one from the other. & @t easy for the researchers to adjust the wltlee assets in
the balance sheet of the sample firms in orderetotlye net asset because of the obvious differelnetgeen the
historical cost of the assets and their currentketavalue. Equation (ii) is restated thus: V = f(N&/5Cr. The

implication of the equation is that the value ofiran is heavily dependent on its net assets andagecearning
potentials for the past 5 years.

Alternatively equity value is ascertained by suttireg long-term debt of the business from firm \wakven though
firm value is higher than equity value. The ownexauld not like to receive anything less than theity value.

From the arguments evident in the literature anthan analysis, the model combining balance sheeétimtome

statement variables proves to be better than teausimg only income statement variables alone.inggs income is
derived from the effective manipulation of the mesis assets, and there is no way you can formalatedel for
valuing a business without incorporating its assatf@ables. The reliability and validity of the dwl is derived from
the theoretical formulation and empirical review.

7.0 SUMMARY AND CONCLUSION

Four valuation approaches are being advocated tigusmresearchers for determining the value of Emalinesses.
However, no particular approach is generally a@mptvhich explains why many small business apprise
especially those in developing economy fall back umscientific methods of evaluation for small besises
whenever the need arises.

This paper advocates two models for evaluatingapeibbusinesses in the Nigerian environment. Tiseodel is
the earnings valuation model using earnings vaggbhd an appropriate capitalization rate genedallived as the
reciprocal of the price earnings multiple. Thiseré& normally derived from the market data whem tiarket is
efficient. It could also be based on the experientea professional doing the valuation. In deteingnthe

capitalization rate, many assumptions are maderdggathe environmental risk of a firm as well & éxpected
future growth in earnings. From the data collecfeth value was ascertained by adjustment of Nebine to arrive
at EBITD which is multiplied by the capitalizatioate to derive firm value as reflected in Table 2.

The second model uses a combination of asset anthgs variables derived from the balance sheetiacoime
statement of the sample firms. The net assetanuings are capitalized making an assumption airtal those in
model one. In both cases, the magnitude of the'dimisk influences the capitalization /multiple, a®ll as the
expected growth in earnings, and finally refleatshie value of a firm.

The two models obviously conform to the theoretitameworks in the literature, and have advantaggite the
appraisers some opportunity to incorporate the @npé environmental conditions in the economy at time of
valuation. The models are also simple and feasibépply. The theoretical validity of both modedsniot in doubt.
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