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Abstract: A business can, theoretically, have different value at the same time. The explanation of this paradox lies in the assumptions one makes about business buyers. One standard of value utilized in business valuation, fair market value, assumes that the buyer is a financial buyer. Other standard of value, investment value, assumes that the buyer is a strategic buyer. This paper explains the standards of value utilized in business valuation and the types of buyers that are assumed by these standards.
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1. INTRODUCTION
Byers and sellers, often, have a different perspective relating to the value of the business. The sellers of the company seek to obtain, in the transaction, the highest possible price for their firm. If the ask price is too high, the sellers, probably, will not be able to sell the company. The buyers of the company may seek to pay the lowest possible price, in order to maximize the rate of return for their investment. If the bid price is too high, it is possible that investment decision to have negative consequences on their wealth. Thus, it is important, for both buyers and sellers, to understand and, be familiar, with the standards of value utilized in business valuation, with difference between these standards and, the role of these, in negotiation process.

A business can, theoretically, have different values at the same moment of time. The standards of value represent the types of value that can be associated to one business, at the same time, depending on the scope of valuation and its users. There are two standards of value that are, often, utilized in business valuation, namely, fair market value and the investment value.
2. Fair Market Value and the  Financial Buyers
The Fair Market Value is the required standard of value in valuations realized in many purposes: taxation, divorces, mortgages, etc. It is the standard of value utilized and in business valuation.

The FVM is defined by the International Valuation Standards (2007) as:

„The price at which the property would change between a willing, hypothetical,  buyer and a willing, hypothetical, seller, when the former is not under any compulsion to buy, and the latter is not under any compulsion to sell, both parties having reasonable knowledge of relevant facts. The hypothetical buyer and seller are assumed to be able, as well willing to trade and, well informed about the property and the market for such property”. 

For business valuation purposes, fair market value includes several assumptions inherent in the definition:

-the property is changed between a willing buyer and a willing seller in an arm’s length transaction;

-the parties involved in transaction are reasonably informed about the property and the market for such property;

-the willing buyer is a financial buyer.

a) The transaction occurs between willing buyer and willing seller

As highlighted Feldman S. (2005), the word willing implies that:

-the potential buyers and seller are not forced to realize the transaction; they both can withdraw, and, in most cases, can do it without a penalty;

-the market participants satisfied the conditions necessary to be parties to an exchange; the hypothetical buyers have the money and, the sellers have the legal right to sell the interests in question. 

a) The parties involved in transaction are reasonably informed about the property and, the market for such property

According to Feldman S. (2005), this expression means that:

-the buyers and sellers are well informed about the financial situation of the target firm and, the conditions of the market;

-the buyers and sellers have expectations about the future performance consistent with those held by knowledgeable market participants;

-the parties involved in transaction can analyze accurately the information and can, rationally, act on in.

b) The willing buyer  is a financial buyer.

An estimate of the Fair Market Value of a business assumes that the typical buyer is a financial buyer.

The financial buyer is the investor that looks for investments in the business with a reasonable rate of return. They make acquisitions, principally, for the earnings or cash-flows they will receive, as a source of return on their investment from the acquired company.

Tatum T., (2003) highlighted that „the financial buyer intends to acquire the business as a stand-alone enterprise and operate it, in pretty much, in the same fashion as the seller has doing „ 
The characteristics of financial buyers, as these were highlighted by Hill, Barth & King (2006), are, as following:

· they are „individuals or companies seeking investment opportunities over a broad range of businesses or industries”;

· they „do not possess the extraordinary industry expertise or management capabilities; they may be passive investors requiring the managerial skills and expertise that are present in the target company”;

· they do not possess other business capacities related by the activity of the target firm;

· they „are interested in the target`s future cash-flow returns and the sale-of-business opportunities as these are estimated at the present time”;

· they  „are not willing to pay for potential or for what the company has not already produced  up to the present time.”

The Fair Market Value provides the value of the business on a standalone basis. It is the price for which the universe of buyers and sellers agree to exchange a business interest.
3. Investment Value  and the Strategic Buyers

Comparative with the FMV that measures the value for the universe of willing buyers, the Investment Value is the unique value to one specific investor. Also, called, the Strategic Value, it consider   expectations of the unique investor about the earnings and risks implied by the activity of the target business and, the synergies that can be generated by acquisition. 

The most important distinction between the Fair Market Value and the Investment Value, is that Fair Market Value is determined by the price that a general willing buyer  is agree to pay, while Investment Value is determined by the price of a particular buyer, which reflects the particular conditions of this investor.
 An Investment Value estimate can be, substantially, different from a Fair Market Value estimate. A specific buyer might pay more than a typical buyer for a number of reasons. He might be another company in the same industry, in a related industry, or in an unrelated industry, who can obtain some benefits by acquiring the target company.


A specific buyer may estimate to obtain more profit from a business, comparative with the current owner or, a typical buyer, through many ways: elimination of the competitor; gaining market share; cost reduction; creation of economies of scale etc. The specific buyers are, generally, strategic buyers (also, named synergistic buyers). 

As Hill, Barth & King LLC (2006) said:

„An individual, real world purchase offer may be, but is not necessarily, an indication of Fair Market Value. A private company with strong earnings or valuable processes may have a higher Investment Value in the eyes of a motivated strategic buyer willing to pay a premium price for control and synergistic benefits”. 

The strategic buyers are, typically, corporate buyers who are interested in buying a company in a specific industry or, a specific company, for many reasons. 
Tatum T. (2003) highlighted that:

“A common reason why a business may have a greater value to a specific buyer, over the hypothetical “typical buyer” or “average buyer” is because the buyer is already engaged in the same or a similar business”. 

The strategic investor is, also, interested in a return of its investment, but, in addition, he, generally, has a strategic interest in the target business. For example, if the target firm has developed a novel product or, a new technology, a strategic investor may wish to integrate these assets in the activity of his firm. 
The strategic investor is, usually, a larger company, often, in the same industry as the target company. 

The characteristics of strategic buyers, as these were highlighted by Hill, Barth & King (2006), are as following:

· they “are often larger, stronger companies with financial capabilities and proven methods”;

· they “are characterized by expertise, business capacity or market position that merit consideration of the target`s business fit into the buyer`s broader business plans”;

· “the strategic buyer`s goals may include vertical integration to be closer to the supply chain or customer, horizontal development into new markets or processes, or reorganization of the target`s activities”;

The strategic investor supplied firms with capital but, and with other categories of resources like: know-how, technology, management skills, marketing techniques, intellectual property, clientele.

As Vaknin S. (2007) said:

”The strategic investors represent the real long term accumulator of value. Paradoxically, it is the strategic investor that has the greater influence on the value of the company’s shares. The quality of management, the rate of the introduction of new products, the success or failure of marketing strategies, the level of customer satisfaction, and the education of workforce – all depend on the strategic investor”.

4. Fair Market Value versus Investment Value. The value of synergy

The main reason that can explain the difference between the Investment Value and the Fair Market Value is the anticipation for potential synergies. The strategic buyers can anticipate realizing various synergies, making a larger profit by combining a prospective acquisition with the existing business.

As Highland Global LLC highlighted (2008):

”The Investment Value measures the value of the business to a particular buyer that seeks to capture synergies by combining like or complementary operations.” 

The synergy is the incremental value resulted as a business’s combination. It appears when the value of combined entity exceeds the sum of parts, operating independently. The two companies combined are worth more than the two are separately. By combining of two firms may result a most powerful entity.

The value of synergy is calculated as a difference between the strategic value of combined entity and, the sum of company`s fair market values determined in the absence of business combination. 

The starting point for valuing synergy is FMV of standalone businesses.

In nearly all cases, the Investment Value (the strategic value) exceeds the Fair Market Value (FMV) of the same company.

As Tatum T. (2003) said:

“Because the synergistic or strategic buyer can anticipate making a larger profit from prospective acquisition than the typical, or financial buyer, the prospective acquisition will have a greater value to the strategic buyer, since it is anticipated future earnings that drive a business`s value”. 

The inherent value of synergies is illustrated by the fact that numerous studies indicate that the strategic buyers pay higher multiples for companies than do financial buyers.

The Blanding, Boyer & Rockwell (2007) highlighted that:

“Few business sell for fair market value. Generally, the sellers try to find, permanently, the strategic buyers, who often are willing to pay a premium for control attributes and synergy. Determining if the company being valued fits the characteristics sought by synergistic or strategically motivated buyers is essential, since this type of buyer will, often, pay a premium price far above that paid by a financial investor.”

The application of the investment value, as the standard of value in business valuation, could determine obtaining the different valuation outcomes. This situation is explained by the fact that investment value is based on the opinions and the estimations of each individual buyer. Consequently, different buyers may offer different prices.
5. The négociation process and the investment decision

The buyers and the sellers must begin the negotiation process by computing the target company`s stand-alone fair market value. This value should represent the minimum price that a seller must accept for the business. The fair market value of the company is, in the same time, the minimum price that the strategic investor could pay. 

But few business sell for the fair market value. The sellers of the firms want more from the strategic buyers. They look for this type of investors who “often, are willing to pay a premium for control attributes and synergy” (Blanding, Boyer & Rockwell, 2007).
The fair market value represents only a base value in M&A negotiations.

In order to obtain the best possible price for him, the seller of the firm should attempt to find the potential strategic buyer or, buyers, which have the capacity to pay the biggest prices. On the other hand, the strategic buyers, in order to make a good deal for them, must calculate, also, the investment value of the target firm. In the acquisition process the strategic investors are concerns with identifying and quantifying the synergies they could achieve through the acquisition. The investment value is the maximum amount, which this type of investors is willing to pay for the subject firm.

The investment decision of the buyer is made on the investment criterion Net Present Value (NPV). The NPV is calculated like a difference between the discounted cash-flows estimated to be generated by the target firm, in the situation in which the buyer will be the owner of the business (the investment value of the target firm), and the price he is willing to pay for the entity.
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Where:

CFt   = the cash-flows estimated to be generated by the target firm to the potential buyer;

Vr      = the residual value of the target firm to the potential buyer;

r       = the required rate of return to the potential buyer;

I       = the acquisition price of the target firm.

The NPV criterion reflects the surplus of value created by the investment project (the investment in the target business) to the potential buyer (the strategic investor). In conditions in which the investment value is calculated like a sum of the discounted cash-flows (including the residual value) estimated to be generated by target business to the buyer, the surplus of value to the potential investor is determined by the price paid for the target firm.

The surplus of value the buyer expects to create from the deal (NPV) will be maxim, if the paid price will be equal with the fair market value of the target business. The maximum value the buyer expects to create from the deal is the difference between the investment value and fair market value of target firm.
If the price paid for the target business will be equal with the investment value of this to the buyer, the acquisition will not produce any value to the potential buyer. The NPV of the investment project will be equal with zero.

The buyer will estimate to create value through the acquisition, if the price paid will be included between the market value and the investment value of the target firm.

But, as Evans F. and Bishop D. said (2001): “Any premium the buyer pays above fair market value, reduces the buyer`s potential gain because the seller receives this portion of the value created“.
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