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starting point for pricing a transaction with an understanding of the differences between price vs.
value through business valuation methods.

Business valuation methods are complex processes that go beyond mere price considerations.
This article explores why price does not always reflect the true value of a business. By delving into
key elements such as financial performance, market conditions, growth potential, and intangible
assets, readers will better understand how companies are valued and why price alone is unreliable.

Price Is What You Pay, and Value Is What You
Get

This is a famous quote by Warren Buffett, one of the most successful investors ever. It emphasizes
the distinction between the price of an asset or product and the value it provides to the buyer. In
valuation analysis, “price” and “value” describe different aspects of an asset’s worth.
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Definitions — Intrinsic Value vs. Transactional
Agreement

Price refers to the actual amount of money that is paid or received in a transaction. It is the market
value at which a buyer and seller agree to trade an asset. On the other hand, the value represents
the intrinsic worth of an investment based on its characteristics, attributes, and potential benefits. It
assesses an asset’s intrinsic worth, independent of the current market price.
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Driving Forces

Market forces of supply and demand determine the price of an asset. It can fluctuate based on
investor sentiment, economic conditions, company performance, and market dynamics. At the
same time, the value of an asset is determined through various valuation methods, including asset-
based, income-based, market-based, or relative valuation approaches.
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Perspectives

Price is more focused on the present market conditions and short-term factors. It reflects the
willingness of buyers and sellers to trade at a specific point in time. Investors who primarily
consider price may engage in trading activities, attempting to profit from short-term price
fluctuations or market inefficiencies. Value takes a longer-term perspective and considers an
asset’s future earning potential and cash flows. It tries to assess an asset’s sustainable and
enduring worth over its expected holding period. Investors who mainly focus on value seek assets
priced below their estimated intrinsic value, aiming to generate long-term returns by investing in
undervalued assets.
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Subjectivity vs. Objectivity

Emotional factors, market timing, and speculative behavior can cause prices to deviate from an
asset’s intrinsic value. These introduce a certain level of subjectivity. In contrast, value aims to
objectively assess an asset’s worth based on a comprehensive analysis of fundamental factors and
financial indicators. While value estimates can vary depending on the assumptions and
methodologies, they strive to be more grounded in objective research.
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Why Does Value Differ from Price?

Although the sale price vs. assessed value in valuation analysis is frequently comparable, several
complications can cause the price to differ from the value. The price could be greater or lower than
the valuation. The following are well-known explanations for why the sale price vs. assessed value
may not always correspond to each other:

« Information Asymmetry: Buyers and sellers often have different levels of information about
the asset being traded. Information asymmetry can lead to differences in the sale price vs.
assessed value. If the buyer needs more information about the asset’s true condition, market
demand, or prospects, they may offer a lower value. Conversely, if the seller possesses
privileged information, they may demand a higher price based on their superior knowledge.

« Negotiating Power: The relative bargaining power of buyers and sellers can affect the
difference between the sale price vs. assessed value. For instance, if a buyer is in a strong
position due to high demand or limited supply, they may be able to negotiate a lower value.
Conversely, a seller with a scarce or unique asset might have the upper hand and command
a higher price.

» Risk Profiles: Buyers and sellers have varying risk tolerances and perceptions. Some
buyers may be more risk-averse and require a higher return on investment to compensate
for uncertainty. In contrast, sellers may be willing to accept a lower price to offload a risky
asset. These differing risk profiles can lead to differences in a valuation analysis’s sale price
vs. assessed value.

» Timing and Market Conditions: The timing of the transaction and prevailing market
conditions can influence the difference between the sale price vs. assessed value. For
example, sellers can ask for higher prices in a seller’s market with high demand and limited
supply. Conversely, in a buyer’s market with ample supply and low demand, buyers may
have more leverage to negotiate lower values.

» The Uniqueness of the Buyer & Seller: Buyers and sellers have different preferences and
utility functions, influencing the value and price they assign to a particular asset or good. For
example, a buyer might strongly desire to acquire a specific company, leading them to give a
higher value than its intrinsic worth. Similarly, a seller may have a pressing need for cash,
causing them to undervalue the asset to make a quick sale.
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The Three Valuation Methods — Optimizing

Value vs. Price

The three valuation methods are commonly used approaches in determining the value of an asset
or business. These are asset-based valuation, income-based valuation, and market valuation
approach. Each of the three valuation methods focuses on different factors and considerations, and
they can yield different results. Let’s explore them and how they optimize value versus price.

Asset-Based Valuation

Back to Top

The asset-based valuation method calculates the value of an asset or business based on its

tangible and intangible assets minus liabilities. It includes things like:

» Physical assets: Property, plants, equipment, natural resources, buildings, etc.
¢ Financial assets: Cash, investments, accounts receivable, etc.

You calculate the asset value, subtract liabilities like debt, and the remaining amount is the
company’s asset value. This approach is best for asset-intensive companies such as real estate,

manufacturing plants, or equipment.

In asset-based valuation, the emphasis is on determining the asset’s fair market value or price. The
valuation aims to represent the asset’s worth accurately, considering the value of its physical
properties, intellectual property, inventory, and other intangible assets. However, it may only

partially capture the potential value of future income or market conditions.

Income-Based Valuation
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The income-based valuation method determines the value of an asset or business based on its
expected future income or cash flows. It focuses on the income-generating potential of the asset
and its ability to generate returns for investors. The most common methods under this approach

are:

e The Discounted Cash Flow (DCF) Model estimates the present value of future cash flows.
You forecast cash flows, choose a discount rate, and calculate the net present value.

» The Capitalization Earning Method divides a company’s earnings or cash flows by an
appropriate capitalization rate. For example, if a company generates $1M in profits and the

capitalization rate is 10%, the value is $10M ($1M/10%).

The income-based valuation method aims to optimize value by estimating and discounting the
future income stream to the present value. Considering the asset’s cash flow generation capacity,
growth prospects, risk factors, and appropriate discount rates provides insights into the asset’s
long-term value. This approach can capture the potential upside and growth opportunities, which

might need to be adequately reflected in asset-based valuation.

Back to Top
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similar assets or companies in the market. It relies on the principle of supply and demand. The
market valuation approach uses the following methods to determine value:

e Comparable Company Analysis compares the company to similar public companies. You
determine and apply valuation metrics like P/E ratios for comparables to your target
company.

« The Current Market Price uses the company’s current stock price. It is only applicable if the
company is publicly traded.

Market-based valuation aims to optimize value by benchmarking the asset against market
transactions and comparable assets. It considers the market dynamics, recent sales, and multiples
to assess the fair value. However, it also depends on reliable and comparative market data
availability.

In summary, the choice between the three valuation methods depends on the nature of the asset,
industry dynamics, available data, and the valuation’s purpose. Combining these approaches will
provide the most comprehensive valuation analysis and help determine if a company’s price
matches its intrinsic value. But remember, valuation is not an exact science—there is always
uncertainty!

The Three Valuation
Methods
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*Income-Based Valuation
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Price vs. Value — Determine the True Worth of
an Asset, Business, or Project

When evaluating the value of an asset, business, or project, it is important to go beyond the
monetary price tag. Value is a combination of factors that go beyond just the price. You should
consider the three valuation methods to evaluate the value of an asset, business, or project. By
analyzing key financial metrics like discount rates, margins, and revenue growth, you can estimate
a fair value range for any company.

Furthermore, using financial modeling, you can determine whether a company’s price matches its
intrinsic value. While prices are often volatile and driven by emotion, a company’s true value
depends on its ability to generate cash flow and profits over the long run.
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