


 
 
 
 

 
 



 
erating income to a profit-sharing plan (line 7) and pays 
out substantial performance bonuses (line 9). 
Bonus considerations 
 
  Every firm has its own approach to determining the 
relative size of individual bonuses, but bonuses are paid 
for two principal reasons: to reward good performance and 
to provide returns to owners. In most instances, however, 
bonuses are determined subjectively by management. 
  Ambiguity is helpful to avoid the tax problems associated 
with distributing dividends as bonuses. But ambiguity 
stands squarely in the way of completing the financial 
analysis necessary to make an economic decision about the 
stock's value. Some assumptions must be made about how 
bonuses are 
distributed. 
  Our example assumes that about 40 percent of income 
before bonuses is paid out each year as a performance 
bonus (line 9). Also, management has decided to pay to its 
shareholders in the form of a dividend all excess cash not 
needed to operate the 
firm (line 13). 
  Few NE firms actually pay dividends; instead they 
distribute larger bonuses to owners. However, in this 
example, for valuation purposes dividends are paid to 
identify clearly the cash flow to shareholders, although 
corporate taxes are due on the earnings used to pay 
dividends. To determine how much 
cash is available for dividends, an estimate has been made 
of the amount of working capital required to support the 
business's growth (lines 3, 14, and 15).  This shows that 
only enough earnings are left in the firm to support the 
working capital needs and that the remainder is paid as a 
dividend. Unes 16 through 20 demonstrate that no excess 
is accumulated in the corporation. 
Value and Profits 
 
  The firm's value is determined by counting only cash 
flow to shareholders (line 22). To determine the present 
value, estimated future cash flows need to be discounted 
because they are not guaranteed and will be received in 
future years. A dollar today is worth more than a dollar 
next year. A guaranteed payment is worth more than a 
risky payment. 
  The discount factor is the return that shareholders expect 
to receive on their inve~tments. There should be a positive 
relationship between the risk and liquidity of an 
investment and its return. Investments in closely-held 
engineering firms are relatively risky and nonliquid. 
  For many firms, profits vary between 0 and 15 percent, as 
demand for engineering services is cyclical. Most 
stockholders in closely-held engineering companies cannot 
sell their investments easily.  In many firms, shareholders 
can only sell shares in  

the event of death, disability, or retirement. Given the risk 
and lack of liquidity of this type of investment, I believe 
that a fair return on a closely-held engineering company is 
about 20 percent per year (line 24). 
  The financial horizon of this model is 10 years and for 
each of these years detailed assumptions are made about 
the business's operating performance. To determine the 
value of the business beyond the model's horizon, some 
simple assumptions are made about the long-term future 
beyond 10 years. An estimate of the firm's value 10 years 
from today is called the terminal value and is $537 ,000 in 
our example.  The terminal value is discounted, along with 
the annual cash flows between 1985 and 1994, to yield a 
net present value of $278,000 (line 23 ). This is the  
 

 
 
amount that buyers would be willing to pay for the entire 
engineering business today if they expected a 20 percent 
rate of return on their investment and assumed that they 
could manage the firm to meet the forecasted operating 
performance. 
Evaluations Compared 
 
Let's compare this result to some of the more common 
approaches used to evaluate engineering businesses. Fig. 2 
compares the results of this mod el with other approaches. 
The firm in our example is valued at a price earnings ratio 
of 2.9. In this case, earnings are profit be fore bonuses 
(line 8). Profit before bonuses is used because it is the best 
indicator of the firm's earning  
 

 

 



 
• Create a market for the firm's stock that guarantees 

retirement funding. 
• Reward owners for their financial investment in 

the firm. 
• Motivate managers to commit themselves to 

the firm. 
• Provide a process for the identification and de- 

velopment of future leaders. 
   It is possible for plans to be complete and yet not meet 
these objectives. This occurs when a plan does not 
recognize one of the key principles behind ownership 
transfer. There are principles that I believe are 
fundamental to the successful management of this process. 
Win-Win Is Best 
 
  Every successful business deal requires that both sides 
are winners and transferring ownership of an NE firm is no 
exception. For the buyer of stock in a closely-held firm, a 
good deal means that the purchase must be right 
professionally and personally. In most NE firms, the 
economic benefits of stock ownership are unclear. Young 
buyers can expect to hold their stock for 20 years or more 
and probably associate little value with buy-out provisions 
upon retirement. Most firms pay annual bonuses, but there 
is seldom any explicit relationship between bonuses and 
stock ownership. This is a particular concern for new 
owners because they frequently are minority shareholders 
and have no say in determining bonus distributions. 
  Most buyers are interested in what they will get for their 
investments and yet most firms' compensation policies 
make it difficult for buyers to identify the likely economic 
implications of stock purchases. With returns unclear, it is 
difficult for buyers to make decisions on an economic 
basis. Frequently, the status associated with stock 
ownership is the only clearly perceived benefit of the 
investment. Investing in opportunities with unclear returns 
is not good business practice and certainly not the kind of 
decision-making you want to encourage in your firm's 
future leaders.  Because of these uncertainties, buyers 
generally are not willing to pay more than accrued equity 
value or book value, even if a substantially higher value is 
justified by the firm's earnings. 
An Approach To Valuation 
 
  How should buyer and seller think about the returns and 
value of a closely-held engineering company? I 
recommend that firms use the same approach used by 
financial analysts in valuing publicly-held companies. The 
principles of financial analysis, cash flow forecasting, and 
discounted cash flow are well established financial 
approaches, but these principles are seldom applied to 
closely-held firms. 
 

  These is no magic behind financial analysis. It is a 
detailed forecast of the firm's future cash flow and an 
assessment of the risks associated with it. This future cash 
flow then is discounted to determine a present value. The 
present value of a firm is the amount that an individual 
would pay now for the opportunity to participate in the 
firm's future cash distributions. These distributions are 
dependent on the firm's earnings performance and its 
management's policies for distributing these earnings. The 
trick to financial analysis of closely-held engineering firms 
is accurate modeling of the expected cash flow to 
shareholders. 
  The discounted cash flow approach to valuation lends 
insight into answering a number of difficult questions. It 
identifies: 

• A fair exchange price for the firm's stock.  
• How expected business performance supports this 

valuation- 
• How prospective purchasers will be able to afford 

to buy the stock.   
• How long it will take to transfer ownership into 

the hands of new managers. 
  This approach demonstrates that in an internal ownership 
transfer, the value of a firm and its bonus policy are 
interrelated. This is because the buyers of the business 
cannot pay more than they can afford.  And what they can 
afford generally depends on what they make over and 
above their base salaries in bonuses or other compensation. 
  The model also demonstrates that the two most important 
factors in determining a business's value are the expected 
income performance of the business and the time horizon 
over which the firm's major shareholders want to sell their 
shares.   
Discounted Cash Row Analysis   
   
An example of discounted cash flow analysis in a closely-
held NE firm with $1 million in revenue is shown in Fig. 
1. The analysis extends 10 years into the future and 
forecasts the firm's operating performance: its revenues, 
expenses, profits, bonus distributions, and cash flow to 
shareholders. 
  When using discounted cash flow analysis, the firm's 
value is based only on the cash flow to share-holders. In a 
closely-held business, share holders also are employees. 
For stock valuation purposes, only the cash that is paid to 
shareholders because they are shareholders is counted. 
Performance bonuses and salaries are not included in the 
stock's valuation. 
  The analysis begins by projecting future operating 
performance. In our example, the firm is expect-ed to 
maintain a modest growth rate of 10 percent per year (line 
1) and have an income before profit sharing, bonuses, and 
taxes of 10 percent a year(line 2). The firm contributes 
three percent of its op- 



 
potential; all bonuses are paid at the discretion of 
management. 
  Using the discounted cash flow approach, the value of the 
business is determined to be 39 percent above the firm's 
accrual-based book value of $200,000. Most firms are bought 
and sold on accrual-based book value because it is an 
approach that is easy to use and well understood by the 
accounting profession. However, the discounted cash flow 
approach shows that accrual-based book value may be 
significantly less than the firm's value based on reasonable 
projections of future earnings.  
The Constraint of Internal Transfer 
 
Our experience has been that some 90 percent of engineering 
principals desire to transfer their firms 
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internally, yet in my assessment only about 40 per cent 
recognize the implications of this decision inthe area of 
compensation. Internal transfer adds anadditional constraint 
on financial management that is not present for firms hoping 
to be acquired. Not only does the stock need to be priced 
fairly in the internal transfer, but the employees of the firm 
need to be able to afford it at whatever price.    The sources 
of cash for most employees are their salaries and their 
bonuses. Almost the only source that can be counted on for 
reinvestment in the stock of a closely-held engineering firm 
is the bonus money.   To guarantee adequate funds for 
reinvestment each year, the firm needs to distribute bonuses, 
making sure that enough goes into the hands of managers 
who are likely to want to purchase additional stock. 
Employees receiving these bonuses must pay income tax and 
can only reinvest the amount that remains after tax. Also, not 
all the money that is paid out as performance bonuses will be 
reinvested in the firm.    The cash flow analysis in Table 1 
assumes that most employees are in the 35 percent marginal 
tax bracket (line 27) and that only about 50 percent of the 
after-tax performance bonuses will be available for 
reinvestment in the firm's stock (line 28). As a result, each 
year about 5 percent of the firm can be purchased with the 
reinvested performance bonues (line 29). Cumulatively, this 
means that about 50  

percent of the firm can be sold over a 1 O-year period (line 
30). 
  If owners want to transfer more than 50 percent of the 
ownership to new managers over the 10 year period, they 
must look for other sources of capital besides bonuses for 
investment. The only other option would be to increase the 
amount paid out as performance bonuses and lower the 
price of the stock. This would allow the turnover to be 
accomplished in a shorter period of time. 
Meeting Transfer Objectives 
 
There appear to be two basic approaches to ownership 
transfer planning that work. One is for principals to draw 
high salaries throughout their careers and upon retirement 
to sell the company at book value or less. Employees 
generally do not participate in the ownership of the firm 
for at least five to seven years while they "earn their way 
in." In essence, compensation is held back during this 
period of their careers. 
  The second approach to ownership transfer encourages 
firms to recognize and reward performance wherever they 
find it and not to withhold rewards for a prescribed time. 
These firms must be careful to manage compensation so 
that potential buyers receive enough of the total 
distributions so that their after-tax compensation is 
adequate to make the necessary stock purchases. 
  Firms using the second approach tend to sell their stock at 
a significant premium above book value, usually through 
an earnings formula that determines the firms' value. 
Retiring stockholders receive proceeds from the sale of 
their stock; they have taken home their performance 
compensation and dividends throughout the period they 
were not using them for stock purchases. 
Rewarding Performance Pays 
 
The most striking feature of this approach is that it rewards 
performance. A firm that can monitor and reward 
performance adequately is likely to be more successful 
than one that does not. In a firm with performance 
orientation, long-standing loyalties are frequently called 
into question whenever compensation and performance are 
out of balance.   
  A firm that has this management culture has a long-term 
competitive advantage. It uses compensation to motivate 
its managers and requires a significant financial 
commitment from its stockholders. Employees tend to be 
informed of the company's financial situation and 
understand how it is in their best economic interests to 
contribute to the firm's success. I advocate that more firms 
move toward this approach and incorporate discounted 
cash flow analysis as a tool in financial planning for 
ownership transfers.  

 


