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Every small business or SME owner at one time or another 
wants to know what his business is worth. Many times it is just 
out of curiosity and other times it is an earnest effort to 
determine the value for a possible sale. This is a highly 
specialized and complex area. There are several professional 
organizations that certify individuals in business valuation. They 
all have various education and experience requirements. In 
addition, individuals must pass rigorous exams to become 
accredited or certified. The major organizations and their main 
certifications are:

� American Institute of Certified Public Accountants (AICPA) 

Designation: Accredited in Business Valuations (ABV)

� National Association of Certified Valuators and Analysts (NACVA) 

Designation: Certified Valuation Analyst (CVA) and 
Accredited Valuation Analyst (AVA)

 � Institute of Business Appraisers (IBA) 
Designation: Certified Business Appraiser (CBA)

 � American Society of Appraisers (ASA) 

Designation: Accredited Senior Appraiser (ASA)

This is a very complex area and one you do not want to embark upon 
without having the necessary credentials; however, you should have a 
basic understanding of how business valuations are performed. Your client 
might request your assistance in providing the business appraiser with 
various financial and other documents needed to conduct a valuation.

CONSULTING TIP
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Many lending institutions require an appraisal by a certified member of one 
of the above organizations before a loan will be granted. The Small Business 
Administration (SBA) also requires a certified business appraisal depending 
on the amount of the loan. 

What actually is a business valuation and what is its purpose? There are 
many misconceptions surrounding the process. A business valuation is 
a snapshot in time of the business being valued. The value is based on 
a specific date, not a date in the future, and is based on a transaction 
between a “hypothetical” buyer and a “hypothetical” seller. So, when a 
business valuation is discussed, it assumes the business will be sold; hence, 
a “hypothetical” buyer and a “hypothetical” seller. Emotions and actual 
people are taken out of the equation so an unbiased conclusion of value 
can be rendered. Additionally, a business valuation assumes the business 
will continue to operate in the future the same as it was operating on the 
date of the valuation. This may or may not be the case with a new buyer of 
a business, but this is the assumption made when a business is valued. Many 
things can change in a business, however, from one day to the next:

 � Loyal customers leave

 � New customers are obtained

 � Old competitors go out of business

 � New competition opens 

 � Seasoned employees quit

 � Economy improves or gets worse

 � New products or services enter the market

 � Additional governmental regulations are enacted

 � Vendors change

Understandably, nothing remains quite the same. The day after a business 
valuation is completed, anything can change. Although an IRS ruling 
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(Revenue Ruling 59-60) stated a business valuation is said to be a “prophecy 
of the future,” no one can predict with absolute certainly what the future 
will hold. 

What is it that a “hypothetical” buyer is purchasing? Is a buyer purchasing 
past history or future earnings? A purchaser buys future earnings, of course, 
but many think a business valuation is based strictly on past earnings. Past 
earnings can be an indicator of the future, but this is not always the case. 
Future earnings and growth must be predicted. The valuator will review 
numerous factors affecting the business to determine the estimated 
value on an exact date. Since every valuator uses judgment and opinion 
when items of the past and future are reviewed, it is unlikely that any two 
valuations will be exactly the same for an identical business. Different 
valuations should be within a range of each other, but will probably never be 
exactly the same. 

Even though a valuation is completed on a business, the determined value 
does not necessarily mean that is what the business will actually sell for if a 
sale does take place. The conclusion of value is an excellent starting point, 
but a final transaction amount will be negotiated between the buyer and 
seller based on a number of different factors. Each buyer and each seller has 
different reasons for wanting to buy or sell a business. The final negotiated 
price will likely be based on a number of factors:

 � Is the buyer going to pay cash?

 � Will the seller take an installment note for all or part of the purchase price?

 � Is the seller desperate to sell the business?

 � How eager is the buyer to purchase the business?

 � Are employees likely to leave or stay?

 � Are customers likely to leave or stay?

 � How much revenue is based on the present owner working in the 
business, dealing with customers and clients, etc.?
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KEY TERMS

Fair Market Value
The most commonly used definition of fair market value is defined in IRS 
Revenue Ruling 59-60 as:

1  Rev. Rul. 59-60, 1959-1 CB 237 – IRC Sec. 2031, Sec. 2.02 Background and Definitions.

This definition implies that the fair market value is the most likely price that 
a buyer would pay to a seller in either cash or cash equivalents (investments 
that can be readily converted into cash with a maturity date of three 
months or less) assuming the business or property was placed for sale on an 
open market for a reasonable period of time. The IRS, courts, and valuation 
consultants commonly use this definition. 

“The price at which the property would change 
hands between a willing buyer and a willing 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. Court decisions frequently state 
in addition that the hypothetical buyer and seller 
are assumed to be able, as well as willing, to trade 
and to be well informed about the property and 
concerning the market for such property.”1
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Going Concern Value
A going concern value assumes the company will continue in business for 
an extended period of time in contrast to a company that is expected to 
cease operations within the near term. The assumption is based on a 
number of factors such as a business having:

� Trained employees on the payroll

� A location to operate from (could be a warehouse, retail store, or office)

� Necessary permits and licenses 

� Operating procedures

� Equipment

� Other items necessary for a business to continue with its 
ongoing operations
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AREAS OF REVIEW

The financial analysis of the business will involve reviewing:

� Revenue and earnings history

� Historical balance sheets

� Ratio analysis

� Common size (percentage) income statements and balance sheets

� Financial forecasts

� Capital requirements

Although the financial information of a business will be a major portion of 
the valuation process, the appraiser will also review many other aspects of a 
business such as:

� Any restrictions that might affect the transfer of ownership 
(partnership or stock restrictions).

� Amount of ownership and control being sold.

� Overview and economic analysis of the national, state, 
and local economy.

� Economic outlook for such things as employment, interest rates, inflation, 

housing, consumer confidence, and per capita income.

� Effect of the overall economy on the business being valued.

Business Valuation
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 � Industry analysis:

 � Nature and character of the industry

 � Concentration of the market

 � Barriers to entry

 � Potential for growth

 � Company analysis:

 � Form of organization (sole proprietorship, partnership, corporation)

 � History of the company

 � Prior transactions of partnership interests or stock sales

 � Dividend payments

 � Subsidiaries or affiliated companies

 � Quality of management

 � Staffing

 � Products and services

 � Sales and marketing activities

 � Customer base

 � Competition

 � Location

 � Future prospects
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APPROACHES TO VALUATION

A going concern business may be valued using different approaches. Within 
each approach category, there are also different methodologies that can 
be used. The major professional business appraisal organizations classify 
valuation approaches into three basic categories:

Since a company’s value is derived from its future benefits, and these 
benefits cannot be measured with absolute certainly, there is no single 
approach or formula used to value every business in every situation. Each 
business is unique in some way having different:

� Risk factors

� Earnings potential

� Products and services

� Goals and expectations

� Methods of operations

It is because of these factors that different approaches and methodologies 
have developed over the years for estimating a company’s value. The 
business appraiser uses his opinion in deciding which approach and 
methodology or combination is best for the business being valued.

Business Valuation

ASSET BASED 
APPROACH

MARKET 
APPROACH

INCOME 
APPROACH



Business Valuation
11

Asset Based Approach
The asset based approach reviews all assets and liabilities of the business 
separately. The value of each is adjusted to its fair market value. For assets, 
this would be the cost of replacement taking into consideration the physical 
deterioration and obsolescence of the asset. Total liabilities are subtracted 
from the total amount of assets to determine the value of the business. This 
method assumes the business is a going concern. 

If the business is at risk of closing, the assets might be valued at a liquidation 
value that could assume either:

1. An orderly sale of assets over a period of time

2. A quick, “fire-sale” value.

These liquidation values would, presumably, be less than if assets were 
valued assuming the business was a going concern.

An advantage of the asset based approach is that tangible assets can be 
readily valued with fairly reliable methods. This approach realistically values 
tangible balance sheet items at (1) a going concern, fair market value or (2) 
a liquidation, fair market value, whichever is selected. 

There are disadvantages of using this approach. They are:

1. It applies only to tangible assets, not intangible assets, and

2. It can be costly if a certified equipment appraiser has to be hired.
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The Market Approach
The market approach used by many business appraisers looks to the actual 
marketplace using comparable company sales in determining the value 
of a business. Because of this direct approach, many feel this is a very 
fundamental way of valuing a business. The market approach uses either:

 � A transaction method, also referred to as the merger 
and acquisition method

 � A guideline public company method. 

The transaction method is mostly used when valuing small, closely held 
businesses while the guideline public company method is reserved when 
valuing larger entities. Since small, closely held businesses are so vastly 
different in operations from larger companies in how they sell, the method 
of valuation also differs when using the market approach.

If a business has had previous transactions involving the sale of partnership 
interests or stock ownership, these transactions can also be used as a basis 
for current valuation purposes similar to using comparable company sales.

Transaction Method or Merger and Acquisition Method

Basically, the transaction method reviews sales prices of similar businesses in 
the same industry. There are several companies that compile databases on 
business sales and are subscribed to by business appraisers. The information 
obtained from these databases such as sales price to earnings or sales price 
to revenue (called pricing multiples) can then be used to calculate the value 
of the business being appraised. The databases can be filtered to extract 
specific information, if desired, based on geographic location, revenue, year 
of sale, and other relevant factors. 
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This approach assumes the value of a company can be estimated by 
analyzing recent sales of comparable businesses. In order to accurately use 
this method, the business appraiser must thoroughly research and analyze 
the various databases available for the makeup of transactions within 
the database. 

The Guideline Public Company Method

The guideline public company method uses a similar approach to the 
transaction method by reviewing publicly traded companies in the same 
industry as the business being valued. Pricing multiples are developed from 
these publicly traded companies that are used to calculate the value of 
the business being appraised. This method is quite complex when valuing 
larger companies. Obviously, a big box retail store is quite different than a 
neighborhood, corner retail store selling similar merchandise. Therefore, 
developing pricing multiples based on publicly traded companies and 
applying these to a small, closely held company would be like comparing 
apples to oranges.
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The Income Approach
The income approach reviews the earnings and cash generation potential of 
a business. Cash generation is also referred to as a benefit stream or income 
stream. The estimated amount of future earnings is converted into a value 
for the business using a process called capitalization or discounting (these 
two terms can be a little tricky and complex to understand). 

 � Capitalization is a method that converts cash flow (called a benefits 
stream) that is expected to be consistent year to year into a business 
value. The estimated future cash flow is, also, adjusted for expected 
growth in the business (i.e., 3% a year, 4.5% a year, 6% a year, etc.). 

 � Discounting is a method that estimates the value of a business by 
converting estimated annual cash flows to a present value when the 
expected cash flows are NOT expected to be consistent from year 
to year. When using discounting, there is always a point in time for 
valuation purposes when earnings are projected to stabilize and become 
consistent, which from that point on the capitalization method is used. 

A difficult aspect of using the income approach is determining an 
appropriate capitalization or discount rate. The theory behind using a 
capitalization or discount rate is that the risk of the investment must be 
balanced by the rate of return expected. In other words, a buyer of a small, 
closely held business would expect to receive a higher rate of return on their 
investment due to the risk involved as opposed to making an investment in 
a blue chip, publicly traded stock. Risk and reward are always interrelated. 
The higher the risk, the higher the expected reward is assumed to be and 
vice versa.
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 � The Buildup Method - A common approach in determining the 
capitalization or discount rate uses a process referred to as the buildup 
method. The buildup method looks at both internal and external factors 
of a business. As a starting point, it uses the percentage return an 
investor would expect to receive on a long-term U.S. Treasury bond, 
which is considered to be risk free. This assumes the U.S. government will 
never default on any bonds an investor purchases. Additional risk factors 
(also referred to as additional premiums) are added to this risk free rate; 
thus, the reason it is called the buildup method. There are additional risk 
factors for:

 � Equity ownership (much like the risk of owning a publicly traded stock, 
the equity ownership in a business might increase or decrease in value).

 � Size of the business (there is more risk in a small business than in a large 
business).

 � Industry risk (some industries have a higher risk than others).

 � Company specific risk (some companies have a higher specific risk than 
others). Examples affecting the company specific risk factors are:

 � Quality and depth of management, 

 � Importance of key personnel, 

 � Diversification of goods and services provided, 

 � Diversification of customer base,

 � Diversification and stability of suppliers,

 � Geographic location,

 � Stability of earnings,

 � Earnings margin, and

 � Company’s financial structure. 
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When using capitalization and discounting to value a business, both 
methods assume the income will continue indefinitely - although that might 
or might not be the case. This is, however, an assumption made when 
valuing a business. As previously mentioned, potential buyers of a business 
are, in effect, buying future earnings or benefits of a business they expect 
to receive in the future. If the value of the future benefits does not exceed 
the asking price, then a rational buyer would most likely not be interested in 
purchasing the business.

As with any approach to valuation, there are advantages and disadvantages. 
One advantage of using the income approach is that it values a business 
based on its expected earnings or cash flow. 

The disadvantages are:

1. It is difficult to accurately predict future earnings that can be sustained
over a period of time, and

2. It is difficult to determine a capitalization rate or discount rate that
accurately reflects the risk of the business being valued.

One concept that is sometimes difficult to understand when using the 
income approach is that since the value is based on expected future 
earnings, operating assets of the business are not added to the determined 
value. It is assumed that the normal operating assets of a business produce 
its income stream and without these assets, there would be no income 
stream. If there are non-operating assets owned by the business such 
as vacation homes, travel trailers, non-business vehicles, etc., then the 
fair market value of those assets would be added to the business value 
determined using the income approach.
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ADJUSTMENTS FOR 
PREMIUMS AND DISCOUNTS

Depending on how the business was valued and the amount of ownership 
interest being valued  - the percentage being valued could be the entire 
business (100%) or something less such as a 25% minority ownership in 
the business - certain adjustments known as premiums or discounts might 
be applied. A premium increases the estimated value, while a discount 
decreases the estimated value. There is no exact percentage of a premium 
or discount to be applied since each business is unique. Numerous studies 
have been conducted trying to determine what the average rate of a 
premium or discount should be. Business appraisers look at these studies for 
guidance to determine what, if any, premium or discount should be applied 
to the business being valued. The most common adjustments are:

 � Control premium (valuing a majority interest in a business), 

 � Discount for lack of control or minority discount (discount based on 
valuing a non-controlling or minority interest in a business), 

 � Discount for lack of marketability or illiquidity (discount based on 
the premise that the business being valued cannot be quickly sold or 
converted into cash).

The written valuation report prepared by the appraiser will explain each 
premium or discount applied to the business value.
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RECONCILIATION OF 
VALUES

Since there are a number of valuation approaches and methodologies 
within each approach, it is likely that each may result in a different value 
for the business. The appraiser must use his judgment when deciding 
which approach or approaches best determine the value of the business. 
Based on many different factors, again unique to each business, the 
appraiser will determine which approaches and methodologies are most 
indicative of a business’s value. The appraiser will give those approaches 
and methodologies more weight in determining the final estimate of the 
company’s value. 

Rather than give a value of opinion as one precise dollar amount, the 
appraiser might give a range of dollar amounts for the value of the business 
(as an example: from $775,000 to $825,000). Both opinions of value – a 
precise dollar amount or range of dollar amounts - are acceptable under 
industry standards.
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RULES OF THUMB

A method sometimes used by non-professionals is called the “rules of 
thumb” or industry method. Professionals also may use this method, at times 
at the conclusion of a valuation engagement, as an additional check to see 
if the appraised value is reasonable as judged by industry standards. This 
method can be a valuable tool but should never be relied upon by itself for 
the valuation of a business since each business is unique and has different 
factors affecting its value. The “rules of thumb” method should be reviewed, 
however, if an industry uses a particular method to determine business 
values within the industry. Sources of rules of thumb include published 
compilations, industry sources, business brokers, trade associations, and 
industry members. 

The disadvantage with using this method, and why it should never be used 
to determine an actual business value, is that:

 � There are no formal standards for using the rules of thumb or industry 
method; therefore, the different sources of information may provide 
different results or multiple results for the same industry.

 � Rules of thumb will not take into consideration the business and its 
environment as being uniquely distinctive from other businesses within 
the same industry.

 � No detailed information is known about the sale transactions compiling a 
particular industry’s rules of thumb.
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There are two types of appraisal engagements:

 �  Valuation engagement

 �  Calculation engagement

When a valuation engagement is undertaken, the appraiser follows 
professional standards in reviewing all approaches and methodologies, 
internal and external factors of a business, applies the approaches and 
methods deemed most appropriate, and expresses the results as a 
conclusion of value in either a detailed or summary valuation report. 
Valuation reports are generally used for estate and gift tax purposes, many 
types of litigation, and large entity valuations. Many lending institutions 
including the SBA will also require a valuation engagement based on the 
amount of loan proceeds.

In contrast, a calculation engagement is when the appraiser and client 
agree on a particular valuation approach and method that the appraiser 
will use in calculating the value the business. Many times a business 
owner will not need a valuation report and does not want the expense of 
having an appraiser review all standard approaches and methodologies, 
economic factors, industry analysis, business history, etc. The owner might 
want a “calculated value” to use in contemplation of purchasing or selling 
a business, for strategic planning purposes, or some litigation purposes 
(if a calculation report is acceptable). The end product of a calculation 
engagement is a calculation report - not a valuation report. When preparing 
a calculation report, the appraiser will clearly note in the report what 
approach and methodology was used. Due to the agreed upon approach 
and method, the calculation engagement is generally much shorter and less 
expensive than a valuation report.

Although the major valuation organizations all have their own standards 
for reporting, each organization’s standards generally mirror each other in 
procedures and report content. 

TYPES OF VALUATION 
ENGAGEMENTS 
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Valuation Report
There are two types of acceptable valuation 
reports – a detailed report and a summary 
report. The procedures for completing a 
business valuation are the same regardless of 
the type of report prepared. The difference 
is simply the amount of material contained 
in the report and its length. 

A detailed valuation report is the most 
extensive report that a business appraiser 
prepares. It contains numerous sections and 
sub-sections detailing every aspect of the 
valuation engagement and may easily be 75 
to100 pages in length. 

A summary report is a brief, scaled down 
version of a detailed report; however, the 
appraiser expresses the same conclusion 
of value and reaches that conclusion in the 
same manner as reached when preparing 
a detailed report. The summary report 
contains less information than a detailed 
report and, generally, lower fees are charged 
for this type of report since it is shorter in 
length and detail. 

Calculation Report
A calculation report is entirely different 
than a detailed or summary valuation 
report. Since a calculation engagement 
is an agreement between the business 
appraiser and the client on which particular 
valuation approach and method will be used 
in calculating the value of the business, 
it is limited in scope as compared to a 
valuation report. Since all standard valuation 
approaches and methodologies are NOT 
reviewed during a calculation engagement, 
the appraiser does not express a conclusion 
of value, but expresses the results as a 
“calculated value” based on the agreed 
calculation approach and method. 

Since a calculation report is limited in 
scope (not reviewing all approaches and 
methodologies), it cannot be used for 
all of the same purposes that a detailed 
or summary valuation report is used. 
A calculation report will also include a 
disclaimer, so the reader of the report 
understands that all procedures normally 
required in a valuation engagement have 
not been performed and had such a 
valuation engagement been performed, the 
results might be different. It is important 
for the reader of a calculation report to 
fully understand how the calculated value 
was derived and the difference between a 
valuation report and a calculation report.
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From the above discussions, you can 
understand why valuing a business is very 
complex. It is part science and part art. 
Business appraisers spend years studying 
how the process works and have libraries 
filled with research material - the science 
part. The art part comes into play when the 
appraiser uses his or her judgment in making 
various determinations. An important 
factor in any business valuation is that the 
appraiser must always adhere to the rule of 
being impartial. 

Obviously, business valuation is reserved for 
those individuals with a specialty in this area. 

ROLE IN BUSINESS 
VALUATIONS

So what role do you play if a client asks you what you think his or her 
business is worth? Suggest researching business appraisers in the area 
who have a certification from one of the organizations mentioned at the 
beginning of this paper. Although there is no requirement or licensing that 
imposes restrictions on anyone seeking to appraise businesses, credentialed 
business appraisers have demonstrated their knowledge in this specialty 
area through experience, education, and passing of exams. 

Understand the 
process of valuing a 
business; however, do 
not offer any estimates 
as to what you think 
your client’s business 
is worth!

RECOMMENDATION TO CLIENT

Although you will not be valuing any businesses, you 
can still be of tremendous value to your client with a 
basic understanding of the appraisal process. If asked 
about a business valuation, advise your client to ask 
the following questions before hiring an appraiser:

CONSULTING TIP
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 �  Are you certified or accredited by one of the major appraisal 
organizations?

 �  How long have you been doing business appraisals?

 �  How many appraisals have you completed?

 � How many appraisals have you completed specifically in my industry?

 � What is your educational background?

 � What is the estimated time it will take you to complete the appraisal?

 � What are your fees? Fixed or by the hour?

 � What are your billing procedures? Downpayment? Amounts before 
completion?

 � Will your charges include one or more office conferences 
to discuss the results?

 � How many copies of the report will be furnished to me and included with 
the fee paid?

 � What information will I have to provide?

 � Can I use your report for lending or litigation purposes?

 � What happens if I don’t agree with your valuation?

 � Will you prepare a calculation report and then upgrade it to a complete 
valuation report at a later date, if necessary? What would the upgrade 
charges be?

 � Will you give me references to call?

 � May I see a sample of your work and what my report will look like?

 � Will you be completing the report personally or will someone in your 
office be completing the report with only your review?
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RECOMMENDATION 
TO CLIENT
Do not pick the first business 
appraiser you call. Contact several 
appraisers before making your final 
selection. Choose an appraiser:

� You feel comfortable with and 
can talk to about the process.

� You have confidence in his or 
her ability.

� You feel the price is reasonable 
based on other estimates 
received and the estimated 
time for completion is within 
your timeframe.




