CHAPTER 5 e BusinessValuations and ESOPs 87

¢ adjusted asset value $250,000, and

e rule of thumb $1,500,000.

Clearly, the valuator would need to do additional work to analyze why
the rule of thumb was significantly different from the other approaches.

SANITY TESTS

Sanity tests or smell tests are useful for checking the overall reason-
ableness of the value. In the end, value is a range that must be based
upon sound logic and common business sense. For example, a value for
a knowledge-based company in the high tech field will in many cases
exceed its sales revenue. Goodwill values in excess of five years in these
areas may also require reevaluation. Current prices being paid for high-
growth computer companies can be as high as two to eight times annu-
al sales volumes.

Consequently, the valuator must always step back from the calcu-
lated value and ask: Is the company truly worth this value, and would I
sign a cheque for this amount?

SHAREHOLDERS’ AGREEMENTS

A shareholders’ agreement is critical to creating liquidity for the
employees in an ESOP, and the valuation element is crucial to the suc-
cess of this document. Generally, there are three common approaches
to calculating value for a shareholders’ agreement. They are periodic
independent valuation, fixed values, and formula.

Periodic Independent Valuation

For periodic independent valuation, parties hire an independent valu-
ator to calculate the company’s value at specific intervals, usually
annually. Unfortunately, few business owners take this approach,
mainly because of the perceived costs. Advantages of the periodic inde-
pendent valuation approach are that

¢ It is based on the definition of fair market value.
¢ It is the fairest approach to be utilized by the employees.

e It reduces the possibility of disagreement with tax authorities.








