Business valuation is the process of estimating the economic value of a business or an
owner’s interest in a company using a systematic set of procedures and financial techniques.
It aims to determine the theoretical fair value of a firm, particularly in situations where assets
or earnings may be overvalued or undervalued. Business valuation is widely used to
determine the price that buyers and sellers are willing to pay or receive during transactions
involving business sales, mergers, or restructuring.

Business valuation plays a crucial role in financial management by providing an objective
and analytical assessment of a firm’s worth. It assists managers, investors, and other
stakeholders in making informed decisions related to investment planning, capital structuring,
mergers and acquisitions, performance evaluation, risk management, and long-term strategic
planning. Valuation is also essential for purposes such as mergers and acquisitions, share
transfer and insurance, insolvency and bankruptcy proceedings, income tax assessments,
financial reporting, and strategic decision-making. In addition to estimating the selling price
of a business, valuation techniques are frequently used by professional appraisers to resolve
disputes related to estate and gift taxation, divorce litigation, and allocation of purchase price
among business assets.

This study aims to analyze the concept, importance, and application of business valuation
techniques with a focus on the three commonly used approaches: the Income Approach, the
Market Approach, and the Cost (Asset-based) Approach. The Income Approach evaluates
value based on the present value of expected future benefits, the Market Approach compares
the firm with similar companies operating in the market, and the Cost Approach determines

value based on the fair value of net assets. Special emphasis is placed on the Discounted Cash
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Flow (DCF) method, which estimates business value by discounting projected future cash

flows using an appropriate discount rate that reflects the firm’s risk profile.

INTRODUCTION

Business valuation is a fundamental concept in financial management that involves
determining the economic value of a business or ownership interest in a systematic and
structured manner. In today’s dynamic and competitive business environment, valuation plays
a crucial role in assessing a company’s financial strength, market position, and future earning
potential. It provides an objective basis for decision-making by business owners, investors,

lenders, and other stakeholders, enabling informed financial and strategic choices.

PURPOSE OF BUSINESS VALUATION

Business valuation is conducted for several important purposes. It is widely used in mergers
and acquisitions to determine a fair transaction price based on the company’s current
performance and future prospects. It also supports strategic planning and investment
decisions, including expansion, diversification, and project feasibility analysis.

In capital financing, valuation helps lenders and investors evaluate the company’s ability to
generate cash flows and meet financial obligations. It is equally important in securities
investment, where investors compare different financial instruments such as equity shares and
bonds. Furthermore, valuation is essential for taxation and financial reporting, ensuring

compliance with regulatory requirements and accurate fair value measurement.

THREE PILLARS OF BUSINESS VALUATION

1. Asset-Based Approach

The Asset-Based Approach determines the value of a business by calculating its net asset
value, obtained by subtracting total liabilities from total assets. Adjustments may be made to
reflect current market values and include intangible assets where applicable.

This approach is particularly suitable for asset-intensive businesses, liquidation scenarios, or
restructuring cases. Common methods include:

Book Value Method

Adjusted Net Asset Value (ANAV) Method

Replacement Cost Method

Liquidation Value Method

Going Concern Asset Method

N
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2. Income Approach
The Income Approach values a business based on its capacity to generate future economic
benefits. It converts expected future cash flows or earnings into present value using an

appropriate discount rate that reflects risk.

Key methods include:

Discounted Cash Flow (DCF) Method

Capitalization of Earnings Method

This approach is most appropriate for going-concern businesses where profitability and future

growth are key drivers of value.

3. Market Approach
The Market Approach estimates business value by comparing it with similar companies or
recent market transactions. It is based on the principle that a business is worth what

comparable businesses are valued at in an open market.

Common methods include:
e Comparable Company Analysis
e Comparable Transaction Method

e Industry Multiple Method

Valuation Risk

Valuation risk arises from uncertainties in assumptions, projections, and external factors.
Inaccurate forecasts, inappropriate discount rates, and limited market data can significantly
affect outcomes. Managing this risk requires professional judgment, sensitivity analysis, and

transparent assumptions.

OBJECTIVES:

*To determine the fair economic value of the business

To estimate the fair and defensible value of a business or ownership interest based on its
financial performance, asset base, market position, and future earning potential using

recognized valuation approaches.
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* To evaluate investment attractiveness and risk

To assess the risk-return profile of the business by analyzing cash flows, growth prospects,
and cost of capital, thereby enabling investors and lenders to evaluate the feasibility and
sustainability of investments.

* To facilitate mergers, acquisitions, and corporate restructuring

To establish a rational basis for negotiation and pricing in mergers, acquisitions, joint
ventures, buy-outs, and business restructuring by ensuring fairness and transparency in
valuation outcomes.

*To comply with regulatory, accounting, and legal requirements

To meet valuation requirements under applicable laws, accounting standards, and regulatory
frameworks such as financial reporting, taxation, insolvency proceedings, and shareholder
disputes.

*To assess the impact of different valuation methods

To examine and compare various valuation approaches—Income, Market, and Asset-based—
and understand their applicability, assumptions, and limitations in practical valuation
scenarios.

* To evaluate ownership interests and shareholder rights

To determine the value of minority and majority ownership stakes, considering factors such
as control premiums, discounts for lack of marketability, and liquidity constraints.

* To enhance transparency and stakeholder confidence

To produce clear, well-documented, and defensible valuation reports that improve credibility

and trust.

METHODOLOGY:

The methodology of this study explains the process followed to conduct the business
valuation in a systematic and objective manner. The valuation of a business may be carried
out either on an internal basis or an external basis. Internal valuation is performed by the
company itself for internal decision-making purposes, whereas external valuation is
conducted by an independent professional firm, such as a valuation or audit firm, to ensure
objectivity and credibility.

For an equitable valuation, all valuation assumptions, inputs, and estimates must be
reasonable and mutually acceptable to the concerned parties. The key inputs for valuation
include financial data, assumptions regarding future performance, the purpose of valuation,

and the valuation date. The valuation date refers to the specific point in time at which the
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value of the business is estimated. Valuation risk arises when the estimated value is not
appropriate for its intended use due to incorrect assumptions, inadequate data, or
inappropriate valuation methods.

The valuer is required to adhere to ethical principles such as integrity, objectivity,
impartiality, confidentiality, and independence. The valuation must be free from bias and
conducted in accordance with professional standards. To arrive at a reliable value, the valuer
applies the three commonly accepted valuation approaches, namely the Income Approach,
Asset-Based Approach, and Market Approach, depending on the nature of the business and
the purpose of valuation.

External Valuation Process: When valuation is conducted by an external firm, the first step
involves understanding the purpose of valuation, the business model, and the key
assumptions to be applied. The external valuer issues an engagement letter, which formally
defines the scope and terms of the valuation assignment. The engagement letter specifies the
purpose of valuation, the valuation approach and methods to be used, the identity and
responsibilities of the valuer, and the requirement for review or verification by other
professionals, if applicable.

The engagement letter also mentions the valuation currency, valuation date, and the basis of
value adopted. Additionally, it clarifies the treatment of assets and liabilities and the
assumptions underlying the valuation. Based on these agreed terms, the external valuer
proceeds with data collection, analysis, application of valuation methods, and final estimation

of business value.

BUSINESS VALUATION AND ITS METHODS:

1. ASSET-BASED APPROACH (COST APPROACH): Step-by-Step Valuation Process
The Asset-Based Approach, also called the Cost Approach, values a business based on the
fair value of its assets minus its liabilities.

Step 1: Define the Basis of Valuation

e (Going concern

e  Valuation date

Step 2: Obtain Financial Statements

e Collect the latest:

e Balance Sheet

e Notes to Accounts

Step 3: Identify and Classify All Assets
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List all assets owned by the business and classify them as:
A. Tangible Assets
B. Intangible Assets
Step 4: Determine Fair Market Value of Assets
Book values must be adjusted to fair market values.
e Land & buildings — Current market value
e Machinery — Replacement cost less depreciation
e Inventory — Net realizable value
e Investments — Market value
e Intangibles — Valued separately (if identifiable)
Step 5: Identify and List All Liabilities
List all obligations of the company:
A. External Liabilities
e Long-term loan
e  Short-term borrowings
e Trade payables

e Statutory dues

Step 6: Calculate Adjusted Net Asset Value (ANAV) :

\ Adjusted Net Asset Value = Fair Value of Assets—Fair Value of Liabilities ’

This represents the equity value of the business under the asset-based approach.

Step 7: Reconcile and Conclude Value
e Cross-check results with other valuation approaches (if available)
e Justify assumptions

e Arrive at final concluded value

Step 8: Prepare Valuation Report
Include:

e Scope and purpose

e Methodology used

e Key assumption

e Conclusion of value.

Www.ijarp.com
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2. INCOME BASED APPROACH: - Step-by-Step Valuation Process
The income approach is a valuation method that determines an asset's present value by
calculating the expected future income, cash flows, or earnings it will generate. It converts
these future, anticipated financial benefits into a single, current value, typically using
capitalization or discounting techniques for investment properties and businesses.
A. Discounted Cash Flow (DCF) Method — Step by Step
Step 1: Understand the Business & Purpose of Valuation
1. Nature of business
2. Industry and risk profile
3. Purpose (M&A, investment, insolvency, etc.)
This helps in selecting:
e Cash flow type
e Discount rate
e Projection period
Step 2: Forecasting financial year (5 year or more)
e Revenue
e  Operation margin
e Taxrate
e C(Capital expenditure
Step 3: Select the Type of Cash Flow
Choose one of the following:

a) FCFF (Free Cash Flow to Firm):

FCFF = EBIT (1- TAX) + DEPRECIATION — CAPITAL EXPENDITURE — WORKING
CAPITAL

b) FCFE (Free Cash Flow to Equity):
Used to find Equity Value:

FCFE = PROFIT AFTER TAX + DEPRECIATION — CAPITAL EXPENDITURE -
WORKING CAPITSL + NETBROWWORING

Step 4: Determine the Discount Rate:
a) For FCFF — WACC (WEIGHT AVERAGE COST OF CAPITAL)

WACC =

K
DrE T oiE

Kd (1— tax)
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Where,

E = market value of the equity
D = market value of the debt
Ke = cost of the equity

Kd = cost of the debt

T = tax rate

Step 5: Calculate present value (PV):

FREE CASH FLOW OF FIRM
(1+WEIGHT AVERAGE COST OF CAPITAL )

present valer =

Step 6: Calculate Terminal Value:
Terminal Value Formula (Gordon Growth Model)

FCFF;
TERMINAL VALUE = ————
WACC™S
Where,
T = year
g = growth rate
Step 7: Discount Terminal Value to Present Value:
TV
DISCOUNT PV = ——
1+ WACCT

Step 8: Calculate Enterprise Value:
| Enterprise Value = PV OF FVCC + PV OF Terminal value |

Step 9: Calculate Equity Value:

‘ Equity value = EV — Dept+ Cash ‘

MARKET BASED APPROACH Step-by-Step Valuation Process

The Market Approach, also known as Relative Valuation, determines the value of a company
by comparing it with similar companies operating in the market. It assumes that the value of
comparable firms provides a reasonable benchmark for valuing the subject company.

Step 1: Identify the Correct Value Driver

The first step is to determine the appropriate valuation multiple, depending on the key value
driver of the business.

There are two main categories of multiples:

Www.ijarp.com
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A. Enterprise Value (EV) Based Multiples

Used when valuing the entire business (debt+ equity):

EV/EBITDA — Common and widely used; suitable for most operating companies.
EV/Invested Capital — More appropriate for capital-intensive businesses.

EV/Sales — Suitable for high-growth companies, cash-rich companies, or firms with large

order books.

B. Equity Value Based Multiples

Used when valuing shareholders’ equity:

P/E Ratio — Most popular equity multiple.

PEG Ratio (P/E + Growth Rate) — Suitable for high-growth or emerging industries.

Choosing the correct driver ensures the valuation reflects the true performance of the

company.

Step 2: Select the Appropriate Financial Ratio

The chosen multiple must reflect the company’s financial and risk characteristics.
For example:

A company dependent on export revenue may be affected by foreign exchange fluctuations. A
simple P/E ratio may not capture this risk.

EV/Invested Capital is unsuitable for asset-light companies.

EV/Sales may be useful for early-stage or growth companies.

The financial ratio should align with:

Industry characteristics

Risk profile

Growth expectations

Capital structure

Step 3: Identify Comparable Companies

This is the most critical and challenging step.

Since no two companies are identical, comparables should be selected based on similarity in:
Industry

Size

Growth rate

Risk structure

Business model
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Capital structure

Step 4: Apply the Multiple to the Subject Company

After selecting appropriate comparables:

Calculate the average or median multiple from comparable firms.
Apply that multiple to the relevant financial metric of the subject company.
To using this formula:

Equity value = pr X Earnings

Step 5: Adjust and Conclude Value

After applying multiples:

Adjust for debtand cash (if EV multiple used)

Consider control premium or minority discount (if applicable)
Cross-check with other valuation methods

Conclude final value

LITERATURE REVIEW: BUSINESS VALUATION:

Mercer and Harms (2018), in Business Valuation: An Integrated Theory, present valuation as
a comprehensive financial framework that integrates the income, market, and asset-based
approaches. The authors argue that valuation is not purely mechanical or formula-driven but
requires professional judgment, proper risk assessment, and consideration of marketability
and control premiums. They introduce the concept of an “integrated theory,” emphasizing
that different valuation approaches should be reconciled rather than applied independently.
Their work strengthens the theoretical foundation of modern valuation by linking economic
income theory with practical application.

Trugman (2017), in Understanding Business Valuation: A Practical Guide to Valuing Small
and Medium-Sized Businesses, focuses on the practical challenges involved in valuing
closely held businesses. He discusses important adjustments such as normalization of
financial statements, risk premiums, and discounts for lack of marketability (DLOM).
Trugman highlights that private company valuation differs significantly from public company
valuation due to limited market data and higher firm-specific risk. His work provides
practical insights into applying Discounted Cash Flow (DCF) and market multiples in small

and medium-sized Enterprise s.
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Miciuta, Kadlubek, and Stegpien (2020) examine modern valuation techniques in their study
Modern Methods of Business Valuation—Case Study and New Concepts. The authors
emphasize the growing importance of scenario analysis, sensitivity testing, and risk-adjusted
discount rates in valuation models. Their research suggests that traditional methods such as
DCF must be adapted to dynamic and volatile economic environments. The study contributes
to contemporary valuation practices by highlighting the need for flexibility and advanced
financial modelling.

In the Indian context, the Institute of Chartered Accountants of India (ICAI) has made
significant contributions to valuation literature. Chatterjee’s An Illustrated Guide to Business
Valuation provides structured guidance aligned with Indian Accounting Standards (Ind AS),
with practical illustrations for fair value measurement. Similarly, Goel’s Valuation of
Business Securities & Financial Assets offers detailed coverage of equity valuation, financial
instruments, and compliance with the Companies Act and SEBI regulations. These works
ensure that valuation practices in India are consistent with statutory and regulatory

requirements.

RESEARCH GAP:

Existing literature on business valuation primarily focuses on financial models such as the
Income Approach, Market Approach, and Asset-Based Approach. However, there is limited
emphasis on the practical aspects of valuation, particularly structured documentation and
reporting requirements. In professional practice, key elements such as company background,
purpose of valuation, valuation date, identification of the valuer, data sources, assumptions,
and conclusions play a critical role. These procedural components are not systematically
integrated into theoretical discussions, creating a gap between academic knowledge and real-
world application.

Another significant gap exists in the integration of the premise of value, including concepts
such as going concern, liquidation, and highest and best use. While these factors greatly
influence valuation outcomes, there is limited guidance on how valuers select and justify the
appropriate premise based on the purpose of valuation.

The application of the residual method also highlights a research gap. Although widely used
in asset and property valuation, it is highly sensitive to assumptions such as development
costs, discount rates, and finance costs. Existing studies do not sufficiently address the
importance of sensitivity analysis, assumption transparency, and risk disclosure, which are

essential for reliable valuation outcomes.
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Further, while different bases of value—such as market value, fair value, investment value,
and liquidation value—are well defined in standards, there is insufficient research on how
valuers select and justify the most appropriate basis. Factors such as ownership rights, legal
restrictions, economic conditions, and transaction purpose are often overlooked in academic
discussions.

In addition, the selection and application of valuation models require professional judgment
to ensure accuracy, transparency, and relevance. However, limited attention is given to model
validation, limitations, and the need for proper documentation in practice.Finally, special
considerations such as taxation provisions and regulatory requirements are not adequately

incorporated into valuation studies, despite their impact on valuation outcomes.

CONCLUSION:

Business valuation is a comprehensive and systematic process that integrates financial theory,
market evidence, and professional judgment to determine the economic value of a business or
ownership interest. The study examined the conceptual framework, objectives, methodology,
and practical application of the three principal valuation approaches—Income Approach,
Asset-Based Approach, and Market Approach.

The Income Approach, particularly the Discounted Cash Flow (DCF) method, was identified
as a forward-looking technique that captures the future earning potential of a business by
discounting projected cash flows using an appropriate risk-adjusted discount rate such as the
Weighted Average Cost of Capital (WACC). The Asset-Based Approach was found to be
suitable in cases of liquidation, restructuring, or asset-intensive businesses, where fair
valuation of tangible and identifiable intangible assets plays a crucial role. The Market
Approach provides an external benchmark by comparing the subject company with similar
businesses using valuation multiples such as P/E and EV/EBITDA, thereby enhancing
credibility and market relevance.

The study also highlighted the importance of valuation date, valuation risk, professional
ethics, regulatory compliance, and standardized notation in ensuring transparency and
reliability. The literature review confirmed that modern valuation practice requires integration
of theoretical models with practical adjustments, as emphasized by Mercer and Harms,
Trugman, Miciuta et al., ICAI publications, and International Valuation Standards (IVS).

In conclusion, no single valuation method is universally superior. A reliable valuation
requires the application and reconciliation of multiple approaches, supported by sound

assumptions, accurate financial data, and professional judgment. As businesses increasingly
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operate in knowledge-driven and dynamic economic environments, valuation practices must
continuously adapt to incorporate risk assessment, intangible asset valuation, and evolving

regulatory standards.
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