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A Word from Duff & Phelps

“ValuSource has done a terrific job creating the Risk Premium Analyzer, which makes the Risk
Premium Report an even more valuable resource.”

Roger J. Grabowski, ASA | Managing Director | DUFF & PHELPS

Risk Premium Analyzer

The ValuSource Risk Premium Analyzer calculates an equity risk premium, based on the Duff &
Phelps Risk Premium Report, for use in the income approach in business valuations. The Duff &
Phelps Risk premium report defines company size using the following characteristics:

§ market value of equity § 5-year average EBITDA

§ book value of equity § sales

§ 5-year average net income § number of employees

§ market value of invested capital § operating margins

§ total assets § returns on book value of equity

The Risk Premium Analyzer uses these size characteristics and the data collected in the Duff &
Phelps Risk Premium Report to calculate an appropriate equity risk premium for a valuation
engagement. The Risk Premium Analyzer automates four functions that are difficult and time
consuming to duplicate:

§ Exhibits from the Duff & Phelps Risk Premium Report are duplicated in Excel.
§ Automatically determines the equity risk premium in a build up model.
§ Automatically determines the additional premium in a CAPM model.
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§ Automatically determines the risk premium based on fundamental statistics about the subject
company profit margin, variability of profit margin and return on equity.

Duff & Phelps Exhibits Duplicated in Excel

The Risk Premium Analyzer duplicates the exhibits from the Duff & Phelps Risk Premium Report
in Microsoft® Excel. Having these exhibits in Excel makes it easier to include the information in
your working papers, and easier to utilize the information in your work process.

Entering the Subject Company Data

The Risk Premium Analyzer provides a clear, easy-to-use input form for entering the subject
company data, with sample data provided to guide you through the process.

Duff & Phelps Exhibit Duplicated in Excel
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Subject Company Data Input Schedule

Subject Company

Market Yalue of Equity million
Book Value of Equity million
S-year Average Met Income million
Market Yalue of Invested Capital million
Total Assets million
S-year Average EBITDA million
Sales million
Mumber of Employees

Risk Free Rate at Date of Yaluation I:I

CAFPM Beta
CaPM Market Risk Premium Estimate

Year

MNet Sales {millions)
Cperating Income (millions)

Book Yalue {millions)
Met Income b4 Extraordinary Items
{millions}

Sample Input Data

Sample Input

Market Yalue of Equity 120|million

Book Value of Equity 100|million

S-year Average Met Income 10|million

Market Yalue of Invested Capital 180|million

Total Assets 300|million

S-year Average EBITDA 30{million

Sales 250|million

Mumber of Employees 200

Risk Free Rate at Date of Yaluation 4.90%

CAPM Beta 1.25

CAPM Market Risk Premium Estimate* 4.85%

Year | zoo07] 20068 2oo0s|  2o04] 2003
Net Sales (millions) 0o s00 850 750 0o
Cperating Income {millions) 150 120 130 20 140
Book Yalue {millions) 820 710 6530 540 500
Met Income b4 Extraordinary Items 110 B0 a0 40 100
{millions}

* The CAPM market risk premium of 4.85% as shown in the example is the historical market risk
premium from 1963 through 2007 that is consistent with the equity risk premiums included in
Exhibits A-1 through 4-8 and D-1 through D-3.
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Determines the Equity Risk Premium in Build Up Model

From the subject company data, the Risk Premium Analyzer calculates the equity risk premium in a
build up model. The first methodology uses the portfolio sizing for the eight characteristics in the
exhibits A-1 through A-8. You choose the portfolio size and the workbook automatically selects the

associated equity risk premium.

Build Up Model — First Methodology

Risk Premiums (Market plus Size) over Risk-free rate: Using Guideline Portfolios

Market Value of Equity

Book Value of Equity

S-year Avarage Net Income
|Market Value of Invested Capital
Total Assets

S5-year Average EBITDA

Sales

Iﬂumber of Employees

Company

Size

$120
100
$10
180
$300
%30
$250
200

millior
millior
million
millian
million
million
million

Relevant Guideline

Exhibit Portfolio

A-1 25
A-2 25
A-3 25
A-4 25
A-5 25
A-6 25
A-7 Z5
A-8 25
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The second methodology uses the regression lines in the exhibits A-1 through A-8 to extend the

equity risk premium to the subject company size.

Build Up Model — Second Methodology

]H‘.islc Premiums (Market plus Size) over Risk-free rate: Using Regression Equations

Markat Value of Equity

!IBI:-uk Value of Equity

L-yaar Average Net Income
Market Value of Invested Capital
Tatal Assats

S-year Average EBITDA

Salas

Humber of Employees
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SIZd
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Determines the Additional Premium in CAPM Model

From the subject company data, the Risk Premium Analyzer calculates the additional premium in a
CAPM model. The first methodology uses the portfolio sizing for the eight characteristics in the
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exhibits B-1 through B-8. You choose a portfolio size and the workbook automatically selects the
associated premium over CAPM.

CAPM Model — First Methodology

Risk Premiums over CAPM: Using Guideline Portfolios
Premium CAPM Indicated
Company Relevant Guideline over Risk-free Market Equity
Size Exfubit Partfolio Capm Rate Premium Dsct. Rate
Market Value of Equity 2120 million B-1 25 i W i J
Book Value of Equity 2100 milkion B-2 25 " . i B . "
S5-year Average Net Income $10  million B-3 25 L LR o b
Market Value of Invested Capital $180  million B-4 25 . W i
Total Assets £300 million B-5 25 . . R L L
5-year Average EBITDA $30  million B-6 25 ri LR i i
Sales 2250 million B-7 25 ¥ Wi i i
Number of Employees 200 B-8 25 & . mi R
Mean Premium [ e
Median Premium I 4L ew

The second methodology uses the regression lines in the exhibits B-1 through B-8 to extend the
premium over CAPM to the subject company size.

CAPM Model — Second Methodology

Risk Prammums over CAPM: Usming Regrassion Equabons
Pramaum Capm Indicated
Company Rebevant Constant over Risk-free Equity Equity
Size Exhibit term  Slope term log{Size) CAPM Rate Premium Dsct. Rate
Market Value of Equity $120  malbon B-1
Book Value of Equity $100 mallion B-2
S-year Average Met Income 5§10  milion B-3
Market Value of Invested Capital $180  mallion B-4
Total Assats $300 mdleon B-5
S-year Average EBITDA 530  malion B-6
Sales £250 milion B-7
Rumber of Employees 2060 B-8
Miar PrémiLsm - o
Madian Pramiasm e # =%

Determines the Risk Premium Based On Fundamental Statistics

From the subject company data, the Risk Premium Analyzer calculates the risk premium based on
fundamental statistics about the subject company profit margin, variability of profit margin and
return on equity. The first methodology uses the portfolio sizing for the characteristics in the
exhibits D-1 through D-3. You input a portfolio matching the fundamental statistics about your
subject company profit margin, variability of profit margin and return on equity and the workbook
automatically selects the associated risk premium.
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Fundamental Statistics — First Methodology

Equity Risk Premiums over Risk-free Rate: Using Guidelne Portfolios
Premium Indicated
Company Relevant Guideline over Risk-free  Equity
Indicator Exhibst Porfolic Riskless Rate Dsct. Rate
Operating Margin 14 6% D-1 25 m
CV(Operating Margin) 15.8% D-2 25 : ¢ .
CVIROE) M T% b-3 25 ' “n
|Kean Premium P =a - T
Median Premium 5 %

The second methodology uses the regression lines in the exhibits D-1 through D-3 to extend the

risk premium to the subject company fundamental statistics.

Fundamental Statistics — Second Methodology

Equity Risk Premiums over Risk-free Rate: Using Regression Equations
Premium Indicated
Company Relevant Constant over Risk-free Equity
Indicator  Esthibit term  Slope term log{Size) Risk-free Rate Dsct. Rate
Operating Margin 14.6% D-1
CV{Operating Margin) 15.8% D-2
CV(ROE) 3.T% D-3
Mean Pramium i s LY
Median Premium I \ |

Using the Risk Premium in ValuSource Valuation Applications

To use the risk premium in a ValuSource valuation application—ValuSource Pro, BVM Pro or
EBV—the most common approach is to use the Build Up model. Select the appropriate rate
schedule, type in the risk free rate of return that you entered in the Risk Premium Analyzer, and type
in the equity risk premium. In the example below, the risk free rate is 4.9% and the equity risk

premium is 11.9%.

Risk-Free Rate of Return

|Equity Risk Premium

Small Stock Risk Premium
Plus/Minus Industry Risk Premium
Company Specific Premium

Met Cash Flow Discount Rate

| 11.90%
0.00%

4.90%

0.00%
0.00%
16.80%

Discount Rate 16.80%
Sustainable Growth 0.00%
Capitalization Rate To Apply To Next Year Stream 16.80%
Selected Rate 16.80%

Next, hide the rows for the Small Stock Risk Premium and the Plus/Minus Industry Risk Premium.
Note that if the Industry Premium is used, read the Duff and Phelps Risk Premium Report that is
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included as a PDF file for the cautions and instructions and do not hide the row. To hide the rows,
you go out to Excel (see your valuation application’s help for instructions) and enter a zero in
column J on the rows that you want to hide.

UL QUUSESU A T SRR L S muuae

Risk Adjustment For Size

Equity Risk Premium 0.00%
Equity Risk Premium 11.90%
Small Stack Risk Premium " 0.00%
Plus/Minus Industry Risk Premium " 0.00%
Company Specific Premium " 0.00%
Net Cash Flow Discount Rate 16.80%

When you return to your ValuSource valuation application, the rows will be hidden.

BUILDUF CAPITALIZATION RATE

Risk-Free Rate of Return 4.90%
Equity Risk Premium 11.90%
Company Specific Premium 0.00%
Met Cash Flow Discount Rate 16.80%
Discount Rate 16.80%
Sustainable Growth 0.00%
Capitalization Rate To Apply To Next Year Stream 16.80%
Selected Rate 16.80%

Full Duff & Phelps Risk Premium Report Included as PDF
The full Duff & Phelps Risk Premium Report is included as a PDF file.

Please Note: To understand the risk premiums calculated by the ValuSource Risk Premium
Analyzer, and to effectively apply them in a valuation engagement, it is essential to first read the full
Duff & Phelps Risk Premium Report.
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