
kpmg.com/be/en/home/services/advisory/
deal-advisory/integrated-offering.html

International  
Valuation  
Newsletter
September 2016



We are pleased to share with you the second edition of our International 
Valuation Newsletter. Discussing some latest findings and solutions in the area of 
corporate finance and valuation, this edition builds on some of the themes 
covered in our first edition published in May 2016. 

Specifically, we raise awareness of  

• Special risk considerations when valuing SMEs Page 3

• Legal and economic factors when valuing brands Page 5

• A forward-looking definition of market risk premium Page 7

This newsletter is of interest to those involved in valuations for transactions, 
financing, tax, accounting, restructuring and dispute resolutions and also highly 
relevant to academics, lawyers and government or tax authorities. We invite you 
to forward the newsletter to anyone who is interested in an informed debate on 
the subjects raised.

We hope you find this newsletter thought-provoking and insightful. Please do  
not hesitate to contact us if you have any questions or would like to discuss  
any of the issues raised. Your feedback is also welcome, together with input on 
any areas you would like to see addressed in future editions.

Yours faithfully

Jorn De Neve
Partner, Deal Advisory

Dear reader
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The valuation of small and medium sized enterprises (“SMEs”) can present a 
number of peculiarities; not least the fact that as many SMEs are owner 
managed, the affairs of company owners and their firms can often overlap. It is 
important for any valuer to identify such issues prior to undertaking a valuation. 
And in terms of the valuation method itself, while the discounted cash-flow 
method (DCF) is appropriate for SMEs, it may be appropriate to adjust the 
discount rate to take into account additional risk factors such as the entity’s size.

Unlike large companies, an SME’s management is rarely 
independent of its owners. The latter often exercise direct 
influence over the business operations and, due to their 
capabilities and/or network, frequently represent one of the 
company’s critical success factors. Moreover, the affairs of 
the company owner are closely entwined with those of the 
company itself. Interdependencies might exist in terms of 
privately owned assets being placed at the company’s 
disposal and privately assumed liabilities in the form of 
collateral and sureties being granted by the owners. And 
operationally active company owners or their close relatives 
may receive remuneration at non-market rates. Such issues 
raise questions over the underlying assumptions to be 
applied to the valuation. 

An SME’s available data on which to base a valuation can 
also vary considerably. This is particularly the case for 
medium to long-term corporate planning, which is often 
rudimentary, insufficiently documented or even non-
existent. Depending on the country and the prevailing legal 
norms it is possible that historic data are inconsistent or 
unreliable and that there may be no audited financial 
statements. Furthermore, SMEs are prone to specific risks 
such as a lack of diversification. Such factors must be 
considered when choosing the valuation method and 
identifying the appropriate assumptions.

First and foremost, the equity value is ultimately determined 
by the present value of the relevant net inflows in favor of 
the proprietors, i.e. those inflows linked to the owner’s 
equity. This suggests the discounted earnings or DCF 
method as the primary method for valuing SMEs, as both of 

these methods allow for the necessary adjustments to 
planned cash flows arising from the above peculiarities. 
These valuation methods also allow some specific risks to 
be reflected transparently over the relevant planning 
horizon. Simplified pricing methods such as the multiples 
method depend largely on comparability, which is not 
typically present in the case of SMEs (unlike in the case of 
large, highly diversified businesses). Combining approaches 
such as discounted earnings value and asset value, 
meanwhile, can generally not be justified – it would give rise 
to a considerably arbitrary approach, particularly with regard 
to weighting.
 
Returning therefore to DCF, a prerequisite for applying this 
procedure is the availability of a business plan that should 
ideally contain aligned forecast balance sheets, profit and 
loss statements and financial planning/budgets. As in the 
case of large companies, the valuation is carried out on a 
capital market theory based model. To define an appropriate 
discount rate for an SME, the Capital Asset Pricing Model 
(CAPM) serves as a suitable model. Depending on the 
valuation practice, various discount rate adjustments are 
possible. A “size premium” is frequently applied in most 
countries, being added when determining the cost of equity 
according to the size of the company being valued. The size 
premium is particularly relevant to SMEs, as the CAPM 
approach cannot adequately determine historical returns on 
equity from past data sets of SMEs’ stock market returns. 
The CAPM approach can therefore not fully demonstrate 
the higher risk inherent in investing in an SME. As CAPM 
modeling only considers the systematic risk (by means of 
beta), the size premium can help to compensate for 

Special risk considerations 
when valuing SMEs
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different degrees of available information. It should be 
noted, however, that size premiums are not acceptable in 
some countries, including Germany. Variations in the 
handling of risk adjustments and risk premiums on the cost 
of capital may therefore need greater consideration in the 
context of cross-border transactions. 

Uncertainties regarding the transferability of an enterprise’s 
earning power is a further peculiarity when valuing an SME. 
As a matter of principle, business valuations are carried out 
under the assumption of an unlimited corporate lifespan. This 
implies that the earning power established at a given cut-off 
date is assumed to persist for an unlimited period of time and 
can be sustained through continued investment. In certain 
cases, however, this assumption may not be appropriate 
when valuing an SME; this is because critical success factors 
may be directly linked to owners who have been actively 
involved in the company’s operations. Of particular importance 
to the sustainability of a company’s performance may be the 
existing proprietor’s knowhow and client relationships, which 
will generally not transfer with the business ownership. 
  
While an acquirer may gain a head start by purchasing an 
SME rather than founding his or her own business, the 
vendor’s personal client relationships – often developed over 
years while building and managing the business – cannot 
themselves be directly acquired through a transaction. There 
are also cases where the original owner of the enterprise 
may be the only individual able to carry on the company’s 

operations in their current shape and scope. Analogous to 
the valuation of intangible assets, the seller’s capabilities 
such as client relationships need to be individually valued 
and amortized. For the purpose of simplification, however, it 
is also possible to abstain from differentiating between the 
various intangible assets when valuing an SME; for 
instance, by adjusting the timespan assumed for the 
valuation. This timespan can then be determined by 
reference to a range of factors such as the duration of 
contracts and expected renewal periods, product lifecycles, 
the anticipated behavior of existing and potential 
competitors, the duration of the relationship with the client 
or the structure of the business’s client base.

Yet another specificity is an SME’s capital structure and to 
what extent this can be sustained without the support of 
the previous proprietor(s). This is relevant to high leverage 
ratios given the frequently insufficient equity ratios of many 
SMEs in the case of a third party financing process. It is 
therefore assumed for the purpose of the valuation that an 
adequate net equity base can be achieved by generating 
additional capital inflows through a capital increase or 
retention of earnings.
 
In a nutshell, it can be concluded that the DCF method is 
suitable for the valuation of SMEs. The many factors that are 
specific to SMEs can only be adequately and transparently 
integrated in the valuation process by focusing on the 
relevant cash flows in a DCF valuation’s planning period. 

• Availability of financial statements
• Quality of data (set)
• Capital structure

• Comparability of multiples method  
not ascertained

• Combined procedures of assets  
and yield are arbitrary

• Size premium reflects risks  
specific to smaller enterprises

• Owner-managed enterprise
• Possibly no market-rate  

remuneration of proprietor(s) 
• Private liabilities
• Allocation of private assets for 

operational use
• Lifespan of enterprise possibly 

linked to proprietor/seller

Special 
considerations for

SME valuation
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Among intangible assets, brands often represent a company’s most valuable 
assets. Half of companies estimate the value of their brands at up to 50 percent 
of the aggregate corporate value. Although its relevance is growing, however, 
brand valuation can be a difficult area. Which economic and legal considerations 
should be taken into account? 

With an increasing number of companies citing intellectual 
property as a strategic competitive advantage, brands can 
be key to a company’s success. But to efficiently exploit 
them requires clarity over a brand’s value and legal 
protection. As a consequence, one in three companies 
regularly assess the value of their brands.

The rationale for valuing a brand varies. Valuations play a role 
in the context of transactions, research and development 
projects and restructuring initiatives, as well as in the case 

of infringements by third parties where it is needed to 
determine the extent of any damage. 

The relevance of brand valuations is reflected in the 
publication of regular value rankings (see illustration below). 
It must be noted that huge variations in valuations are 
evident, however. In the case of Apple, for example, brand 
values range from USD 128 billion to USD 247 billion. Such 
significant differences illustrate how difficult it is to 
objectively value such an asset. 

Legal and economic  
factors when  
valuing brands

USD billions

Rank Brandirectory BrandZ Forbes Interbrand

1 Apple
128

Apple
247

Apple
145

Apple
170

2 Samsung
82

Google
174

Microsoft
69

Google
120

3 Google
77

Microsoft
116

Google
66

Coca Cola
78

4 Microsoft
67

IBM
94

Coca Cola
56

Microsoft
68

5 Verizon
60

Visa
92

IBM
50

IBM
65

Notes: Rankings based on publications as of 2015
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Monetary valuations are generally based on an analysis of 
the economic environment. Surveys will typically be used 
to examine consumers’ buying patterns and their 
willingness to purchase a particular brand. Apart from 
estimating the sales potential of a given brand, an 
environmental analysis will indicate a brand’s 
competitiveness vis-à-vis that of competitors. Relevant 
criteria include image and brand awareness, as well as the 
importance of the brand to the consumer’s desire to 
purchase a given product or service.

Essential to the valuation process is an assessment of the 
legal risks and opportunities relating to a brand. It is 
important to identify legal factors that may either positively 
or negatively impact the brand’s value. A lack or 
insufficiency of relevant legal prerequisites for brand 
protection, e.g. because part of the brands that are relevant 
to the valuation might no longer be protected, will 
negatively affect the valuation. It is essential to analyze the 
actual scope of the brand(s)’ protection, as without 
sufficient legal coverage, factoring the rights pertaining to 
the brand(s) into a valuation must be based on assumptions. 
The scope of legal protection will determine to which extent 
returns serve as a valuation basis (segmented according to 
the protected territories and goods/services).
  
As a next step, relevant company-specific legal risks related 
to the brand must be determined. This requires internal (e.g. 
inadequate brand management) and external (e.g. the 
emergence of relevant third party brands) factors to be 
clearly distinguished, as these can affect a brand’s value and 
are therefore pertinent to the valuation process.

The range of internal factors includes the level of usage, 
identification potential and name recognition, as well as 
possible known liabilities related to the brand in question, 
among other matters. Liabilities may arise if a brand has 
been pledged as collateral. Certain agreements (such as 
licensing agreements, coexistence agreements and joint 
venture agreements) may also significantly impact a brand’s 
value, especially where restrictions exist over the use of a 
brand (such as exclusive indefinite license agreements). 
Moreover, the brand owner is responsible for the 
management of branding rights – it is his/her duty to ensure 
that rights will not be infringed or impaired by the incorrect 
market usage of a protected brand.
 
External factors must also be taken into account to the 
extent that these might lead to specific risks to the brand. 
Brands can be endangered by the behavior of third parties 
such as competitors or other market participants. A typical 
example is the emergence of third party brand rights that 
could negatively impact a brand’s recognition potential and 
therefore its value. To reiterate, the owner of a brand is 
responsible for safeguarding his/her brand rights that could 
be impaired by the emergence of third parties’ rights.

The concurrence of economic and legal dimensions can be 
analyzed by means of scenario calculations, which allow 
legal findings (both internal and external related) to be 
directly included in the valuation. The results provide the 
basis for optimizing brand management and putting in place 
measures to preserve or enhance the brand portfolio – with 
an ultimate focus on enhancing the company’s value 
through this most important intangible asset.
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Prevailing valuation practices typically use historical data to define the market 
risk premium when determining cost of equity. However, so-called implicit cost 
of capital models are attracting growing interest as alternatives by valuation 
experts. These models consider the current stock market price as the present 
value of the inflows expected by capital market participants, which in turn 
determine the implicit expected return in capital markets. This reflects a quest 
for a real-time illustration of investors’ current risk estimates based on capital 
market pricing developments. The implicit determination of the cost of capital 
thus warrants further attention in the context of financial market and economic 
crises. 

In current valuation practice, the cost of equity is normally 
determined as the sum of the base rate and the risk 
premium. Based on the Capital Asset Pricing Model 
(CAPM) method, the risk premium is the product of 
multiplying the company-specific beta by the market risk 
premium. While government bonds can help determine the 
forward-looking base rate, future risk premiums on the cost 
of equity, or even market risk premiums, cannot be directly 
observed. If the market risk premium is provisionally 
derived from realized historical rates of return, it is generally 
assumed that realized returns are evenly distributed over 
the given timespan and that the market risk premium is 
constant over time. Both of these assumptions 
inadequately reflect reality, and this was demonstrated 
clearly during financial market volatilities over recent years. 
Hence, an uncritical application of a historical market risk 
premium in combination with the record low base rates 
seen during crisis periods would lead to a purely calculated 
reduction in the cost of capital, and consequently an 
increase in company values.

This would, however, contradict the concurrent decline in 
stock market prices and base rates observed during a 
financial market crisis, which would suggest a rise in the 
risk premium (refer to „Determining the true cost of capital 
in a low interest rate environment“ in the first edition of the 
International Valuation Newsletter). 

Implicit cost of capital models have been developed to 
allow for a timely reflection of changes in market 
participants’ expected returns. These models determine the 
cost of equity based on current and future-oriented, yet 
observable, factors. In observing listed companies, it is 
assumed that the stock market price reflects the 
discounted, expected cash inflows by market participants 
on the basis that the value (present value of cash-inflows) 
equals the price (stock market price). The aim is to 
determine the interest rate, which leads to the parity of the 
stock market price and present value of forecasted cash 
inflows and would thus be implicitly included in the market 
price. Subtracting the base rate from the implicitly included 
interest rate therefore produces the company-specific risk 
premium. The implicit market risk premium can then be 
determined by aggregating and weighting company-specific 
risk premiums. This produces a market risk premium that 
serves as a basis for the CAPM-based calculation of the 
future-oriented cost of capital. 

A prerequisite for the calculation of the implicit cost of 
capital is the quantification of the cash flow expectations of 
the capital market participants based on, for example, 
analyst forecasts. The non-finite planning horizon of the 
present value analysis can be illustrated by means of 
lifecycle models and sustainable growth assumptions.

A forward-looking 
definition of market  
risk premium
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When determining market risk premiums on the basis of 
historical returns, questions are often raised over the fact 
that the results depend on the selection of individual 
parameters (such as timespan or determination of 
averages), as well as the fundamental assumptions. 
Defining market risk premiums by using the implicit cost of 
capital provides a certain room for manoeuver, specifically 
with regard to the selection of models, the extrapolation of 
analyst forecasts and sustainable growth rate assumptions. 
The availability and validity of analyst forecasts and the 
assumption of parity of value (present value of inflows) and 
price (stock market price) need to be critically considered. 
Developing the implicit cost of capital during financial 
market crises is thus considerably more meaningful than 
the counter-intuitive results based on historical returns, 

which would contradict the observable decline in stock 
market prices. However, the implicit cost of capital approach 
does not provide a blueprint for determining market risk 
premiums. In addition to the aforementioned issues, 
waiving historical data bears the risk of mapping short-term 
distortions into the framework of a valuation process 
developed on the basis of infinity. As deriving historical 
market risk premiums is also difficult, however, combining 
the two approaches’ inherent strengths and undertaking a 
cross check would appear sensible. In this context, any 
company valuation ought to be based on the careful analysis 
and derivation of the relevant market risk premium using 
appropriate methods and models, data sources and 
parameters. It will therefore be interesting to observe how 
research and practice in this regard develop going forward.

Current stock market price Expected cash flows (CF) as per broker forecasts 

K 0 CF1 CF2 CFT  

1 
(1+r)T

1 
(1+r) 2

1 
(1+r)1 

…  

0 =  
(1 + )

 = +  = −*

 =  Discount rate, derived based on most recent total market capitalization and cash flow forecasts for all companies in the market

 = Base rate (risk-free rate) can be derived forwardly-looking derived from yield curves

 = Equals one (1) over the total market

 = Market risk premium represents the unknown variable and can be derived from given parameters mathematically

 *  = Risk premium



The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavor to provide accurate and timely information, there can be  
no guarantee that such information is accurate as of the date it is received, or that it will continue to be accurate in the future. No one should act on such information without appropriate professional advice after a thorough 
examination of the particular situation.

© 2016 KPMG Advisory, a Belgian civil CVBA/SCRL and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.

Contacts

KPMG Belgium
Avenue du Bourgetlaan 40
B-1130 Brussels

Jorn De Neve
Partner, Deal Advisory
+32 (0)2 708 47 78
jdeneve@kpmg.com

Steven Goossens
Senior Manager, Deal Advisory
+32 (0)3 821 17 79 
stevengoossens@kpmg.com

Elisa Morreel
Manager, Deal Advisory
+32 (0)56 52 85 19 
emorreel@kpmg.com

kpmg.com/be/en/home/services/advisory/deal-advisory/integrated-offering.html




