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Fairness Opinions
Wall Street Bankers Are Neither the Best Nor Only Resource

The Wall Street Journal reported recently that the NASD, the main self-regulatory body for brokerage
firms, has begun an inquiry into possible conflicts of interest by Wall Street bankers who provide fairness opinions
on the value of mergers and acquisitions. As a result of this inquiry, Wall Street bankers could face new rules
that require them to disclose any financial incentives that they have for pushing the deal through to completion.

Fairness opinions are typically issued not only in mergers and acquisitions, but also in initial public
offerings, takeovers and spinoff of company units. As reported in the Wall Street Journal, “... [fairness opinions]
have become a money-making sideline for Wall Street that can also lead to investment-banking work. The
opinions are sometimes done by investment bankers whose firms have no other role in the deal. But they also
can be prepared by bankers from the same firm that suggested a deal take place and that stands to collect a
‘success fee’ that is a percentage of the deal’s price at completion.”!

According to the article, those familiar with the inquiry noted that greater disclosure would require
investment bankers to be responsible for determining the fair value of a transaction independently before
certifying to management or the board of directors that the deal is fair.

Given this news, we thought it would be interesting to reprint here a Letter to the Editor written by Chris
Mercer that appeared in the September 23, 1985 issue of Forbes entitled “All's fair in love and ...?"

Sir: In ‘Fairness for hire’ (July 29) you
discussed the conflicts faced by
investment bankers in rendering Valuing Enterprise and Shareholder Cash Flows

fairness opinions. There are numerous The Integrated Theory of Business Valuation
business valuation firms that routinely
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Leading business valuation practitioner Chris Mercer's newest

value companies and evaluate book provides concrete answers and sound rationale for those
transactions from the point of view of questions on which business appraisers tend to waffle.
various shareholder factions. They do See Table of Contents and Order Form on pages 6 & 7

1 Ann Davis, “NASD Scrutinizes Conflicts in Bankers’ “Fairness Opinions,” The Wall Street Journal On-Line,
http://online.wsj.com/article_print/0,,SB108681702104033099,00.html
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not expect to manage the net underwriting. They get used, for the most part, in ‘small’
transactions. The investment banking community has successfully perpetuated the concept that
only an investment banking firm can render a fairness opinion in ‘big’ deals. After all, what’s fair
is fair.

As you can read from the letter, Mercer Capital has been issuing fairness opinions in both big and small
transactions for many years. To discuss your needs in confidence, please do not hesitate to give us a call at
901.685.2120 or 502.585.6340 or e-mail us at mcm@mercercapital.com. 4

Resources on the topic of Fairness Opinions from Mercer Capital’'s website:
Fairness Opinions (The Transaction Advisor, Volume 5, No. 3, 2002)

The Importance of Fairness Opinions in Transactions Involving ESOPs
(ESOPVal.com, Spring/Summer 1999)

What's Fair?: The Ins and Outs of Fairness Opinions (speech given to the American
Society of Appraisers, New York City Chapter, May 8, 1998)

The Importance of Fairness Opinions in Transactions (Bizval.com, Vol. 9, No. 1, 1997)
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MERCER CAPITAL PUBLICATIONS ‘

Quantifying Marketability
Discounts: Revised Reprint

DEVELOPING & SUPPORTING MARKETABILITY
DISCOUNTS IN THE APPRAISAL OF
CLOSELY HELD BUSINESS INTERESTS

Quantifying Marketability Discounts: Revised Reprint
presents a practical model to assist business appraisers in
developing, quantifying and defending marketability
discounts — the QMDM (Quantitative Marketability
Discount Model).

We have bundled the QMDM (on diskette) with the book.
The QMDM allows you to quickly and easily quantify
marketability discounts in the appraisal of minority
business interests.

Order your copy of Quantifying Marketability
Discounts: Revised Reprint along with the QMDM on
diskette today for only $135 at www.mercercapital.com.

Valuation for

Impairment Testing

THE FIRST SFAS 142 VALUATION RESOURCE
FOR CFOs AND AUDITORS

Mercer Capital has written Valuation for Impairment
Testing: The Finance and Accounting Professional's Guide
to Valuing Reporting Units for Compliance with SFAS 142
which offers a comprehensive analysis of compliance
issues regarding SFAS 141 and 142 from a valuation
perspective.

It serves as a how-to book for companies who choose to
perform at least some part of their impairment testing
internally, and as a valuable reference for any finance and
accounting professional who needs to understand the
valuation implications of the pronouncement.

Order your copy of Valuation for Impairment Testing today
for only $69 at www.mercercapital.com.

MERCER CAPITAL ON THE ROAD ‘

To book a Mercer Capital professional as a speaker at your next meeting,
please contact Barbara Walters Price, CME at priceb@mercercapital.com

July 17 - 20, 2004
National Speakers Association Convention
“Is Your Business Ready for Sale?”
Phoenix, AZ
Z. Christopher Mercer, ASA, CFA

September 8, 2004
Memphis Chamber of Commerce
M&A Panel Discussion
Memphis, TN
Owen T. Johnson, CPA/ABV, ASA, CBA

October 7 - 9, 2004
American Society of Appraisers Business Valuation Conference
“Employee Options Valuation —
Towards a Risk-Averse Binomial Model”
San Antonio, TX
Matthew R. Crow, ASA, CFA
Travis W. Harms, CPA/ABV, CFA

October 7 - 9, 2004
American Society of Appraisers Business Valuation Conference
“The Valuation of Closely Held Banks”
San Antonio, TX
Z. Christopher Mercer, ASA, CFA

October 21, 2004

Closely Held Investment Conference

“The Integrated theory of Business Valuation”
Z. Christopher Mercer, ASA, CFA

November 9, 2004
AICPA Business Valuation Conference
“The Integrated Theory of Business Valuation”
Orlando, FL
Z. Christopher Mercer, ASA, CFA

November 11, 2004
Tennessee Federal Tax Conference
Family Limited Partnership Valuation Panel Discussion
Nashville, TN
Z. Christopher Mercer, ASA, CFA
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MERCER CAPITAL ADVISORS

Currently Offering Companies to Qualified Prospects
** Mercer Capital Advisors is the investment banking division of Mercer Capital Management, Inc. **

Direct Mail Marketing Services Company Wholesale Hardware Company
a provider of turn-key direct mail marketing services to distributor/retailer of shelf hardware, builders’ hardware
customers in a variety of industries and hand tools

Home Storage Products Company

For more information,
click on the company to view their company profile in PDF format
or call Owen T. Johnson at 901.685.2120
or e-mail him at mailto:;johnsono@mercercapital.com

A GENTLE PLUG FOR OUR FIRM ‘

MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele.
Our reputation for excellence is based on an ability to solve complex financial problems expeditiously. We convert over 20
years of experience, including thousands of assignments, into solutions for the issues of today.

Mercer Capital provides a broad range of independent valuation and financial advisory services, including:

* Dispute Analysis Services and Expert Testimony * Valuation for Estate and Gift Tax Matters

o Valuation for Shareholder Liquidity Matters e Valuation of Employee Stock Ownership Plans

In addition, we provide valuation services for the following financial statement reporting purposes:

e Purchase Price Allocations * Valuation of Employee Options
* Valuation of Restricted Stock Options e Valuation of Intangible Assets
e Goodwill Impairment Testing e Fairness Opinions

e Valuation for Corporate Income Tax Issues e Corporate Litigation Support

We also provide financial consulting services to audit committees and boards of directors, including:

o Retained Advisor to Audit Committee * Financially-Oriented Services including:
e Valuations, fairness opinions, and/or capital raising in = Independent analysis of company's financial condition
Going Private transactions and performance, as well as market performance
« Facilitator of Board / Management Communications * Review public disclosure filings from a financial
perspective

MERCER CAPITAL ADVISORS is the investment banking division of Mercer Capital and specializes in providing
merger and acquisition services to sellers or buyers of private businesses or public companies divesting divisions and
subsidiaries. In addition, Mercer Capital Advisors assists clients in industry consolidations, roll ups, and refinancings.
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INTERNET COMMERCE: OBTAIN PROPOSALS TO VALUE YOUR BANK, FLP or LLC VIA OUR WEBSITE

The cost (in terms of your time and delays in obtaining proposals) has just gone down. Use one of the PROPOSAL
REQUEST FORMS on our website.

Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in
transactional overhead and the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing
business with them. Try it yourself! Visit our website and provide us with the pertinent information via this form and we'll
prepare a proposal and deliver it to you via e-mail, fax or USPS. Complete confidentiality assured.

UNSUBSCRIBE |

We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the
distribution list. To REMOVE yourself from this list, send an e-mail to: mercer-owner@mercercapital.com and type the words
"Unsubscribe — Value Matters" in the subject line (without the quotation marks).

MERCER
CAPRITAL
Business Valuation ¢ Investment Banking
Headquarters: Midwest Office:
5860 Ridgeway Center Parkway, Suite 400 206 Kentucky Towers
Memphis, Tennessee 38120 Louisville, Kentucky 40202
901.685.2120 « Fax 901.685.2199 502.585.6340 « Fax 502.585.6345

www.mercercapital.com

DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to
our clients and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice.
Inquiries to discuss specific valuation or corporate finance matters are welcomed. Permission is specifically granted to send copies of this
Value Matters™ to others who might have an interest in its contents. Permission is also granted to quote portions of this newsletter with
proper attribution.

Copyright © 2004 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and
International Copyright Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without
explicit permission.
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The Integrated Theory of Business Vz

Z. Christopher Merc

VALUING ENTERPRISE &

SHAREHOLDER Simply put, this book helps the reader understand the why of business valuation. Most business
LSASHIEEOWE valuation texts deal with the how by focusing on an interesting amalgamation of seemingly unrelated

The Integrated Theory of financial concepts. These concepts appear as pieces of a puzzle. The reader implicitly knows that
Bualiiess Yagativn the pieces somehow relate to each other and should fit together; however, the puzzle seems

— impossible to put together, since there is no picture on the front of the box to guide you. This book

is the picture on the front of the box because once the why of business valuation is understood, the
how becomes much more straightforward and instead of dealing with disjointed pieces, the completed
puzzle emerges.

Z Christopher Mercer, ASA, CFA Visit www.mercercapital.com to view a complete Table of Contents and for more information about
this ground-breaking work.

The Integrated Theory accomplishes a Pre-publication
. . Special Pricing
number of objectives: Only $81
* Presenting certain organizing principles of business valuation in the context regular shipyping included
of what we term the “GRAPES of Value” (Growth, Risk and Reward, Alternative thru July 15th!

Investments, Present Value, Expectations, and Sanity). Regular Price: $95
» Examining the relationships between the Gordon Dividend Discount Model,
or the Gordon Model, and the discounted cash flow model of valuation.
» Defining the various “levels of value,” ranging from strategic enterprise concepts to the level of illiquid,
minority interests in those enterprises.
 Defining relevant valuation premiums and discounts (e.g., control premiums, minority interest discounts,
and marketability discounts) in the context of financial and valuation theory.
e Placing business acquisition pricing decisions into practical and theoretical perspective.
» Accounting for all the cash flows from the enterprise level to the derivative cash flows of the shareholder level.

TO ORDER
On-Line at www.mercercapital.com * Telephone 800.769.0967 - Fax Back 901.685.2199

Name Pre-Payment Required
Firm No payments will be processed until shipment
Address U Check enclosed*
City St Zip 4 VISA QO Mastercard
Phone Fax Card Number
Name on Card
E-Mail
Expiration Date
Regular | Special Signature
Qty| Price | Price TOTAL
The Integrated Theory $81 * Make checks payable to:
of Business Valuation M Peabody Publishing, LP

Sales Tax - TN Residents 9.25% 5860 Ridgeway Center Parkway, Suite 400
Memphis, TN 38120 + 901.685.2120

Through July 15, 2004, pricing includes ground shipping TOTAL
in the continential US. Call for overnight or international
delivery prices. All prices quoted in US dollars
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Valuing Enterprise and Shareholder Cash Flows

The Integrated Theory of Business Valuation

Z. Christopher Mercer, ASA, CFA

TO ORDER
www.mercercapital.com or
800.769.0967

Chapter 1: Discounted Cash Flow and the Gordon Model:
The Very Basics of Value
Introduction
The Discounted Cash Flow Model
The Gordon Growth Model
Practical Proof: DCF = Gordon Model
Intuitive Impact of Reinvesting Cash Flows
Revisiting the Gordon Model
The Core Business vs. Reinvestment Decisions
Core Earnings Growth (ge) vs. Analysts’ Expected Earnings Growth (g*)
Net Income vs. Net Cash Flow
Multiple g’s and One r for the Gordon Model
Focus Again on ge — the Long-Term Expected Growth Rate in Earnings
Focus Again on g* — the Long-Term Growth Rate in Cash Flow
The Relationship between Net Income and Net Cash Flow
Does r Relate to Net Income or to Net Cash Flow?
Practical Observations from the Very Basics of Value
Conclusion

Chapter 2: Organizing Principles of the “World of Value”
Introduction
The World of Value
Grapes of Value
Clarity Comes Slowly
The Principles Crystallize
The Organizing Principles
G — The Principle of GROWTH and Time
R — The Principle of RISK and REWARD
A — The Principle of ALTERNATIVE Investments
P — The PRESENT Value Principle
E — The Principle of EXPECTATIONS
S — The Principle of SANITY (and Rationality and Consistency)
The Basket for Grapes: The Principle of Knowledge
Concluding Comments

Chapter 3: The Integrated Theory of Business Valuation
Introduction
The Gordon Model
Initial Views of the Levels of Value
The Marketable Minority Interest Level of Value
The Financial Control Level of Value
Financial Control Premium
Prerogatives of Control (Introduction to the Minority Interest Discount)
The Minority Interest Discount
Strategic Control Level of Value and the Strategic Control Premium
Marketability Discount Applicable to Controlling Interests of Companies
Enterprise Levels vs. the Shareholder Level of Value
The Nonmarketable Minority Level of Value
The Marketability Discount
The Integrated Theory of Business Valuation
Conclusions

Chapter 4: The Adjusted Capital Asset Pricing Model
Introduction
The Adjusted Capital Asset Pricing Model
Historical Evolution of ACAPM
Overview of the Capital Asset Pricing Model (CAPM)
Developing the Adjusted Capital Asset Pricing Model (ACAPM)
Ongoing Earning Power and Theoretical/Practical Comments
The Components of the ACAPM
The ACAPM Capitalization Rate AND Sensitivity
Level of Value and Earnings Stream
The ACAPM and Shareholder Level Valuations
Judgment and Reasonableness and the ACAPM
Conclusions

Chapter 5: Adjustments to Income Statements:
Normalizing and Control Adjustments

Introduction
The Integrated Theory and Income Statement Adjustments
Two Types of Income Statement Adjustments
Income Statement Adjustments and the Relevant Discount Rate
Normalizing Adjustments to the Income Statement
Normalizing Adjustments lllustrated
Control Adjustments to the Income Statement
Potential Value Impact of Earnings Adjustments
The Nature of Control Premiums

Control Premiums and Fair Market Value

Control Premiums: Valuation Results, Not Value Drivers
Conclusion

Chapter 6: Fundamental Adjustments to
Market Capitalization Rates
Introduction
The Grapes of Value Reviewed
A Conceptual Overview of Fundamental Adjustments
Risk Differentials Cause Fundamental Adjustments
Expected Growth Differentials Cause Fundamental Adjustments
Fundamental Adjustments by Another Name
Practical Techniques for Developing Fundamental Adjustments
Quantifying Fundamental Adjustments (from the Median of Mean)
Using the ACAPM
Compare Publico and Privateco
Estimate Long-Term Growth for Public Group
Determine a Fundamental Adjustment Using ACAPM
Application of the Fundamental Adjustment
Adjusting Equity-Based Fundamental Adjustments for Total Capital
Methods
Using a Factor Other Than the Median or Mean to Determine the
Fundamental Adjustment
Conceptual lllustrations of Fundamental Adjustments
“Marketability Discounts” for Controlling Interests?
The Literature re Fundamental Adjustments
Conclusion

Chapter 7: The Quantitative Marketability Discount Model (QMDM)
Introduction
Conceptual Overview of the QMDM
Begin With Enterprise Value
Nonmarketable Minority Interest Values
Enterprise and Shareholder Values
Conceptual lllustration of Chance
Practical lllustration of Chance
General Assumptions of the QMDM
The Five QMDM Assumptions
The QMDM Assumptions in Perspective
The Base Case for the QMDM
Base Case Conceptual Overview
Base Case Practical lllustration
Base Case in the QMDM Spreadsheet
Initial Questions about the Base Case
Simulating the Thinking of Hypothetical Investors
Conclusion

Chapter 8: Fair Market Value vs. the Real World
Fair Market Value and the Integrated Theory

Fair Market Value Defined

Fair Market Value vs. the Real World

The Elements of Fair Market Value

Conclusion

Chapter 9: Economic Value Added, Economic Profit
and Market Value Added

Introduction

Economic Value Added

Definitions

Eva is a Function of Return on Equity (ROE)

Market Value Added is a Function of EVA and ROE

Basic Assumptions Review

The Value of a Business

The Value of the Business Plan

EVA and the Integrated Theory

Implications for Business Owners and Their Advisers

Conclusion

Chapter 10: The Levels of Value in Perspective
Levels of Value: Beginnings until 1990

Levels of Value: 1990 -1995

Levels of Value: 1995 to the Present

Quantitative, Rate of Return Analysis and Marketability Discounts
Conclusion

Valuing Enterprise and Shareholder Cash Flows
The Integrated Theory of Business Valuation

Publication Date: Summer 2004

Pre-publication Price: $81 (regularly $95)

Ordering Information: www.mercercapital.com or 800.769.0967
Published by Peabody Publishing, LP
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