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Letters to the
Editor

Editor’s note: We encourage readers 
to express opinions, share insights, 
ask questions, raise objections, and 
challenge the information that we 
publish in The Value Examiner. 
The advancement of the valuation 
profession depends on your ideas 
and innovations.

DIRECT MARKET DATA 
METHOD

Robert M. Clinger III, author 
of a two-part article on the “Direct 
Market Data Method: Value Dispar-
ity Issues” (The Value Examiner, 
March/April 2006, page 7; and July 
August 2006, page 7) makes several 
errors in discussing the DMDM.

Ray Miles, the founder of the In-
stitute of Business Appraisers, has 
published countless articles over 
many years explaining the proper 
use and application of the DMDM, a 
valuation method under the market 
approach which uses transactions 
from the database compiled and 
maintained by the IBA. Mr. Cling-
er incorrectly states that transac-
tions from several databases may 
be combined in using the DMDM. 
The defi nitions of earnings, and the 
assets typically included in transac-
tions reported in the various data-
bases, differ, making a combination 
of databases a dangerous practice, 
to say nothing of the potential for 

some transactions being counted 
more than once.

The article states that some  
measure of cash fl ow, usually 
EBITDA, is multiplied by a valu-
ation multiple derived from the 
DMDM data. This too is incorrect. 
The IBA database reports revenues 
and earnings for the companies in 
its transaction database. No mea-
sure of cash fl ow is refl ected, and 
certainly not EBITDA, so multiples 
dervied from the DMDM cannot be 
applied to these measurements of 
economic benefi ts.

The indication of value result-
ing from proper application of the 
DMDM is for the company’s equity, 
not its invested capital. Mr. Clinger 
is therefore incorrect in subtracting 
long-term debt from what he pre-
sumes to be an indication of value 
for invested capital. 

Mr. Clinger fails to include non-
perishable inventory among the as-
sets and liabilities that must adjust 
the preliminary indication of value 
derived from the DMDM. (Although 
no balance sheet is presented, the 
hypothetical injection molding com-
pany certainly has inventory.)

In Part II of the series, Mr. Clinger 
may also have misapplied the income 
approach by capitalizing the prior 
year’s cash fl ow. It is unclear whether 
he has adjusted his WACC rate ac-
cordingly. In Part I, the company has 
a debt to equity ratio of about 15 to 20 

percent, depending on the value con-
clusion; this makes the derivation of a 
WACC of 10 percent seem quite low. 
This, along with the misapplication 
of the DMDM, may go further in ex-
plaining the wide disparity in values 
that Mr. Clinger experiences than his 
other explanations.

— Russell T. Glazer, 
CPA/ABV, CVA, CBA 
HBM & Co. LLP  

 Islandia, New York

Mr. Clinger responds:
The direct market data method 

is certainly a complex valuation 
methodology with nuances and 
many pitfalls. I encourage readers 
to remember that the examples pro-
vided in my articles are intended to 
be simple examples for illustrative 
purposes of value disparities that 
may arise. While these examples 
are based upon actual valuations 
that we have conducted, some of the 
information has been omitted (such 
as the computation of the company’s 
WACC) for the sake of simplicity.  

Having reviewed both of my 
articles, I am not able to fi nd any-
where that explicitly states “trans-
actions from several databases may 
be combined in using the DMDM,” 
as the reader contends. I did state 
the following, however:

 A search of several transac-
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tional databases provides a sta-
tistically signifi cant sample of 
similar and relevant privately 
held companies in the industry. 
From these data, the appraiser 
determines that the price to 
sales ratio is a more reliable 
measure for developing an indi-
cation of value…
 
That statement is not intend-

ed to suggest that the appraiser 
should combine the raw data from 
various transaction databases. 
This practice is, obviously, dan-
gerous and inappropriate, as the 
reader points out. The appraiser 
may, however, choose to use the 
data from the IBA to arrive at an 
indication of value, the BizComps 
data to arrive at another indication 
of value, the Pratt’s Stats data to 
produce another value, and so on. 
These value indications may then 
be reconciled. The appraiser may 
also elect to use the IBA data, for 
example, to produce an indication 
of value but use the data from the 
other databases to support the se-
lection of a baseline multiple, etc.

 While the IBA database al-
lows the appraiser to approximate 
a seller’s discretionary cash fl ow 
(and a corresponding price to SDC 
multiple), other transaction da-
tabases provide other measures 
of cash fl ow. Specifi cally, FactSet 
Mergerstat transaction data do 
include EBITDA as a measure of 
cash fl ow along with other use-
ful metrics for use in the DMDM. 
As Mr. Miles created the DMDM 
and also founded the IBA, it may 
be more appropriate to use the 
term “transaction method” for re-
ferring to this method when data 
from other transaction providers is 
used. Appraisers should not limit 
themselves to the IBA database 
when using this method to develop 
an indication of value.

The reader incorrectly believes 
that non-perishable inventory is 
not included in the transaction 

data. While the inclusion of inven-
tory may vary from database to da-
tabase, the IBA transactions do, in 
fact, typically include non-perish-
able inventory. I refer specifi cally 
to Mr. Miles’ recent article in Busi-
ness Appraisal Practice, Summer 
2006, titled, “How to Use the IBA 
Transaction Database.” In this ar-
ticle, Mr. Miles states:
  
 Non-perishable inventory is nor-

mally included in businesses as 
sold. Accordingly, adjustments 
to the preliminary value are re-
quired only if the subject busi-
ness has abnormal amounts of 
inventory or receivables.
 
Consequently, Mr. Miles also 

indicates that accounts receivable 
are normally included in business-
es as sold, suggesting that adjust-
ments would be necessary only for 
abnormal amounts of receivables. 
Based on our discussions with a 
number of investment bankers and 
business brokers, most transac-
tions of businesses in the industry 
did not include the seller’s cash, ac-
counts receivable, or payables. This 
should illustrate the importance 
of consulting investment bankers 
or business brokers/advisors when 
the appraiser is unsure what as-
sets would typically be included in 
a transaction.

 Finally, the value indication 
produced using the DMDM and the 
IBA transaction data may be confus-
ing. The reader incorrectly assumes 
that the value indication derived 
using the DMDM and the IBA data 
is for the company’s equity. If the 
IBA transaction data refl ected stock 
sales, the value indication arrived 
using the DMDM would be for the 
equity of the fi rm. However, as Mr. 
Miles also indicates in “How to Use 
the IBA Transaction Database”:

 
 Transactions in the IBA Trans-

action Database are asset sales, 
and do not include liabilities ex-

cept for those directly related to 
so-called “fi xed” assets included 
in the sale.  
 
If the IBA transactions are pre-

dominantly asset sales and the ap-
praiser adds back cash (and poten-
tially accounts receivable as in the 
example), the enterprise value of 
the fi rm is estimated. The price of 
the assets (or total consideration) 
plus cash and accounts receivable 
add up to the left-hand side of the 
balance sheet or the enterprise val-
ue. To arrive at the equity value in-
dication, the value of the long-term 
debt associated with the fi xed as-
sets must be subtracted (along with 
any short-term debt or payables). 
Other databases provide different 
metrics that may provide a specifi c 
level of value more clearly than the 
transaction data from the IBA.

 
— Robert M. Clinger III, AVA

Highland Global, LLC

Mr. Glazer responds:
In the very fi rst paragraph of 

Part I, Mr. Clinger writes, “The 
DMDM, using transaction data 
from the IBA database, Pratt’s 
Stats, BIZCOMPS or other transac-
tional data providers is an effective” 
valuation method. This very clearly 
implies that data from Pratt’s Stats 
and “other transactional data pro-
viders” may be used in the DMDM. 
Further, in the example provided in 
the article, Mr. Clinger states that 
after “a search of several transac-
tional databases, . . . from these 
data” pricing ratios are determined. 
This is an example provided in an 
article entitled “DMDM,” and the 
reader is therefore led to conclude 
that commingling databases in ap-
propriate for use in the DMDM.

 Pratt’s Stats and other M&A 
data are used in a “best fi t strategy,” 
meaning that individual compa-
nies that are similar to the subject 
are identifi ed for comparison. The 
DMDM is a “total market strategy” 
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in that data on a large number of 
transactions are used to value the 
subject. This is addressed in Parts 
XXV and XXXI of the IBA’s Techni-
cal Studies Series.

 Mr. Clinger’s point is well tak-
en that the appraiser may use the 
IBA data to arrive at one indication 
of value, BizComps data to arrive 
at another, and Pratt’s Stats data 
to arrive at third. However, the ti-
tle of the two-part series is “Direct 
Market Data Method,” and these 
distinctions are not made clear in 
the articles, possibly misleading the 
reader.

Mr. Clinger points out that da-
tabases such as FactSet include 
EBITDA as a measure of cash fl ow. 
However, again, the title of the ar-
ticles is “Direct Market Data Meth-
od,” and in this method EBITDA 

is not an available data point. The 
inclusion of FactSet in Mr. Cling-
er’s discussion of the DMDM is not 
made clear and is out of place, and 
again may mislead the reader into 
concluding that EBITDA may be 
used in the DMDM.

Regarding investment value 
versus equity value, this depends 
on whether the debt is related to 
the fi xed assets or not, which was 
not discussed in the article, and I 
concede this is an arguable point.

I do not want it to appear as 
though I am nitpicking. I only 
wish to clarify some mispercep-
tions that a reader is very likely to 
come away with after reading two 
articles that purport to describe a 
single method under the market 
approach, the DMDM. Mr. Cling-
er’s explanations are based on try-

ing to simplify a complex topic, 
which is a worthwhile cause. I un-
derstand his point that he is pre-
senting simplifi ed examples, but 
this should not invite erroneous 
statements or implications.  VE


