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Preface

The book looks at private company valuation in the context of M&A transactions. It addresses some of the issues in the area of private company M&A:


	Understanding the mechanics of M&A involving private targets.

	Understanding influence factors on acquisition prices paid for private firms.

	Estimating the size of the Private Company Discount (PCD) and providing explanations for its application.



When selling or buying a company, M&A professionals, decision makers and other parties involved have to overcome two hurdles. On the one hand they have to develop a more or less exact asking price – they have to value the target – and on the other they have to execute the transaction process.

Looking at the transaction process, research shows that transactions between private and public firms differ not only because of the private status but also because of unique private firm characteristics and psychological aspects which play an important role for the owner who is selling. These aspects are often ignored because they are difficult to evaluate and to measure. Although there is a huge amount of research on M&A and it covers a whole range of aspects, from company valuation, game theory, liquidity of stakes, psychological interactions to the family firm's characteristics, the research is not able to show, besides anecdotal evidence, how the characteristics of private firms influence the transaction and its outcome and how the transaction process itself impacts the price finally agreed.

Developing a valuation for private companies is challenging; most approaches result in an indication of value which presupposes liquidity. Therefore, the concept of a discount for the lack of liquidity constitutes a crucial aspect in the valuation of privately-held companies. A discussion is ongoing that on the one hand challenges the situations to which a discount is reasonably applicable, and on the other hand, the size of discounts to be applied. People discuss whether majority shares of privately held companies need to be discounted for the lack of liquidity at all and what the factors which influence such a discount are: these discussions allow people to speak not about the Discount for Lack of Liquidity (DLL) in the context of private firm valuation but rather about the broad term PCD.

Given the discussion around the PCD and specialties of private firm transactions, Chapter 2 addresses the M&A process by taking a detailed look at the transaction process and how the process and company characteristics influence the outcome (the purchase price agreed) of the process. This analysis takes a look at the process from the preparation of the long list to the signing of the sales & purchase agreement (SPA) and uses measurable statistics to capture the influence of factors like competition, trust and other private firm characteristics. To address uncertainty with respect to the Private Company Discount, further analysis presented in Chapter 3 of the book offers new empirical evidence on the PCD and its influence factors for the different markets. In particular the market and companies in Germany are considered, but the book also includes detailed evidence for North America, Western Europe, and the UK.

In reading this book, you should gain a better up-to-date understanding about the appropriate PCD applied to private companies. The analysis of different markets addresses a problem that many valuation specialists in Europe and Germany face: that the majority of PCD studies are done in the US and the results are not applicable to the market situation and company structures over here. The inclusion of the North American and other markets provides actual data for the PCD for international valuations and valuation specialists and helps to pin down the broad range of discounts used to date. To look up a PCD quickly, the reader may choose the respective region and focus on the empirical results he/she is interested in.

Furthermore, the book shows that approaches which are considered when valuing minority interests are difficult to apply to control situations. As comprehensive studies supporting the liquidity discount for controlling interest are missing, the book uses the acquisition approach as an independent assessment of the potential PCD for private companies.

Because of the different problems that are examined in Chapter 2 and Chapter 3, the analyses presented in these chapters are conducted with two different data sets. The chapters are connected insofar as both examine specialties of private firms; Chapter 3 in relation to valuation (application of the PCD) and Chapter 2 in relation to the M&A process. Whereas the results of Chapter 3 apply to all private firms, Chapter 2 adds a special focus on independent private firms. The analysis in Chapter 3 uses global data, Chapter 2 only uses transactions with German target companies, but those firms can be seen as representatives of any other private firm. International readers should not be put off by the German term “Mittelstand” that appears in Chapter 2 and Chapter 3. This term is used in Germany only to refer to independent private companies. As in all other countries it describes a class of privately-held companies with no direct access to public equity markets which are legally and economically independent and with a strong linkage between the owner and the enterprise.1

The book aims to be a practical guide that would allow a reader, who already had a strong foundation in financial valuation, to apply those skills effectively to the valuation of private companies.

Taking into account the increased importance of private firms, it is crucial for everybody involved in situations that trigger a company valuation to obtain a real understanding of the key characteristics and associated problems in the context of private firms. As quantitative studies on the M&A process and the PCD are rare, this book can help to improve the readers' understanding of the M&A process and the PCD.

INTENDED AUDIENCE FOR THE BOOK

The book is relevant for professionals dealing with private company valuation and M&A professionals: analysts/associates in investment banks working in M&A and corporate finance, analysts in smaller banks (equity research), professionals in corporate finance houses, private equity fund associates, analysts/ consultants in accounting and consultancy firms, corporate lawyers as well as CEOs and CFOs of private companies. While the part about the M&A process is most interesting to M&A professionals and those corporate officers faced with M&A, the empirical analysis in Section 3.4 and following are mostly focused on valuation professionals. These two categories of reader should gain different benefits. While M&A professionals should be able to optimize the process and therefore the result of negotiations, valuation professionals should gain a credible source for quantifiable discount data and a thorough understanding of their application.

1. A detailed description of independent private firms is given in Section 1.1.2.





1

Introduction

Private firms are the most dominant form of entrepreneurship in the world; 99.8% of all enterprises worldwide are not publicly traded. The majority of private firms are in the hands of families, around 55% of all businesses are family firms. They are truly important to the national economies as they employ around 50% of the current workforce and earn 50% of the Gross National Product globally.
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