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Edward Mendlowitz, CPA/ABV/CFF/PFS, CGMA  
Partner, WithumSmith+Brown 

 
Ed is a partner in WithumSmith+Brown and is a member of the 
AICPA, NYSSCPA and NJCSPA and is accredited by the AICPA in 
business valuation, is certified in financial forensics and as a 
personal financial specialist. He is also a Chartered Global 
Management  Accountant.  Ed is admitted to practice before the 
United States Tax Court and has testified as an expert witness in 
federal and state court regarding business valuations.  
 

Ed serves on the NYSSCPA Estate Planning Committee, and was chairman of the 
committee that planned the NYSSCPA’s 100th Anniversary. The author of 19 books, Ed 
has also written hundreds of articles for business and professional journals and 
newsletters. He is the contributing editor to the Practitioners Publishing Company’s 
1998/1999 706/709 Deskbook, the AICPA 2004 and 2009 editions of the Management of 
an Accounting Practice Handbook, various editions including the first (1982) and most 
recent (2009) edition of the Corporate Controllers’ Handbook, and The Handbook of 
Budgeting, Sixth Edition (2012), is on the editorial board of Bottom Line/Personal 
newsletter and is an editorial adviser on business valuation and litigation support for the 
Journal of Accountancy.  He is the recipient of the Lawler Award for the best article 
published during 2001 in the Journal of Accountancy.  He is the developer, author and 
presented of webinars on business valuation and has taught five courses over 11 years 
in the MBA program at Fairleigh Dickinson University.  His blogs on the NJ Society of 
CPAs are the most viewed and his postings on their Open Forum the most downloaded. 
 
Ed can be reached at emendlowitz@withum.com or 732 964-9329. His personal website 
is www.edwardmendlowitz.com.  His twice weekly blog is at www.partners-network.com. 
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THIS IS A GUIDE - SEEK PROFESSIONAL ADVICE 

 
 

Circular 230 wording 

 
To ensure compliance with U.S. Treasury rules, unless expressly stated otherwise, any 
U.S. tax advice contained in this communication (including attachments) is not intended 
or written to be used, and cannot be used, by the recipient for the purpose of avoiding 
penalties that may be imposed under the Internal Revenue Code.  
 
 
 

Caveat 
 
This handout is not intended to give legal, tax or professional advice.  Its purpose is to 
provide information. Anything you think might apply to you should be discussed with the 
appropriate professional.  The reader is cautioned to seek legal counsel on any of the 
documents they need. 
 
 
 

Educational Use of Examples and Discussion 
 
The examples and discussion in this handout has been prepared and organized to 
illustrate specific points and methods for teaching purposes.  Nothing herein is fixed or 
might actually occur in a valuation.  Valuations are prepared based on specific purposes 
and uses, individual circumstances, the then current economic situation and how the 
appraiser chooses in those instances to apply his or her knowledge and experience to the 
project at hand. 
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8 WAYS OF VALUING A CLOSELY HELD BUSINESS 
 
 
Fair market value is widely used to describe the value of a business. However, there are 
many circumstances when it is not appropriate and other methods should be used.  
Following are eight frequent ways a business can be valued. 
 

1. Fair Market Value 
 

2. Valuing for a Divorce 
 

3. Selling the Business 
 

4. Buying the Business as an Investment 
 

5. Buying the Business to Work in it 
 

6. Buying the Business for a Strategic Reason 
 

7. Buy-Sell or Owners’ Agreement 
 

8. Valuation for a Personal Financial Plan 
 
 
Fair market value 
 
Fair market value is used to value a business for tax reasons, particularly for gifts and 
estates. Its definition is found in a 1959 IRS Revenue Ruling and has been adopted as 
the standard for business valuations for many purposes.  
 
Fair market is defined as follows: 
 

The price at which 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.   

 
Implicit with this definition is that there is a “hypothetical” buyer and seller that are 
assumed to be well informed about the property and the market for such property, and 
are willing and able to complete the transaction. 
 
Also implied is that the value is to be stated in cash or cash equivalents and that the 
property would have been exposed on the open market of a period long enough to allow 
the market forces to establish a value. 
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Part of the determination of a fair market valuation are upward adjustments of the 
proportionate value of the business for control or swing vote shares and downward 
adjustments for minority interest or lack of control shares and for any special difficulty in 
marketing those shares. 
 
Limitations exist when a current value is needed in a divorce or business dispute; when 
an actual sale is being negotiated; or where special attributes exist that are not reflected 
in the earnings history such as a patent or new procedure that is just taking shape. 
 
Be aware that in determining values consideration needs to be given to the reasons for 
the valuation, the actual buyers and sellers and pressures they have, family members, 
employees and other parties of interest, hidden agendas, negotiation skills, payment 
terms and periods, income taxes, transaction costs and legal precedents and rulings that 
guide and establish values.  In the presence of any one of these, a fair market valuation 
might not be appropriate. 
 
This definition of fair market value is the most commonly used in valuation practice.   
 
 
Standards in a divorce 
 
There are varying methods used in state courts for matrimonial issues that extend from 
what a business might be worth in an immediate sale to what it costs to create or to 
recreate to what it is worth to the present owner – concepts not used in the fair market 
value method. Each state sets their own rules and methodology and Judges decide the 
value in part by using their feelings, experience and judgment. 
 
 
Selling the Business 
 
Valuing a business that the owner wants to sell can be done in a number of ways, but, at 
the end of the day, few buyers will base their purchase price on a valuation prepared by 
the seller.  Additionally, valuations prepared by advocates of the seller lack credibility 
because the appraiser is not independent.  
 
It is advisable for the owner to consult with an appraiser to get a range of the value and 
guidance on how to address the negotiation process, and perhaps set an opening price 
and a price for which they should try to settle on. 
 
Considerations are not only the value of the business, but the ultimate use of the net 
proceeds and cash flow that can be expected from the proceeds.  Occasionally, the 
appraiser will suggest methods of structuring the transaction so the greatest cash flow 
can result from the sale. 
 
This valuation can also help the seller set a rock bottom price which they won’t go below. 
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Buying the Business as an Investment  
 
This refers to the value of the business’ cash flow and future profits considering the 
owner’s expectation of risk, return and potential. On some basis most businesses are 
acquired with this in mind, but not all. 
 
 
Job Value to the Buyer 
 
This method values the business in terms of the job wanted in the business with the 
expected salary and benefits, in comparison to what the buyer could make if they had a 
comparable job, or any job they are reasonably suited for.  The value attributed to that 
business carries the special attributes so that person could have the type of job they 
want. 
 
 
Strategic Value  
 
Included are synergies and special features added by the owner, and not the distance of 
the “hypothetical” owner of the fair market value method. An example might be the 
location of a business, or products that expand a product line or add a type of customer 
to the company. 
 
 
A company has strategic value where the price to be paid is substantially in excess of its 
fair market value and someone still wants to acquire it.  This could be in situations where 
a company wants to enter a market and it is less costly to acquire a business already in 
that market; where a company has a patent or secret process that has a value to a small 
number of companies; where a company wants to eliminate the threat of a competitor; 
where a business wants to acquire “critical mass” quickly, irrespective of cost; where a 
business wants to maintain a supplier, or a supplier’s competitor; where the combination 
of two or more companies creates a major niche player, specialty business or one stop 
shopping source; or where someone is desirous of getting a “job,” i.e. they want to work 
in the business, or they want to protect their job or own the company they helped create 
or build. 
 
Many of these situations do not fall within the fair market value definition because there 
is no hypothetical “willing and able buyer and willing and able seller, neither being under 
a compulsion to buy or sell and both having reasonable knowledge of relevant facts.” 
 
 
Partners’, Members’ or Shareholders' [buy-sell] Agreements 
 
Different considerations go into valuing a business for a buy-sell agreement. And one 
agreement can have different valuations depending upon the reason for a partner 
leaving - voluntary, retirement, disability and death can all have different criteria.  Also 
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personal bankruptcy or losing a professional license can call for other methods of 
valuation. Further, when there is a death, the valuation has to pass IRS scrutiny.  And 
today's valuation issues might not be applicable many years down the road.  One way of 
handling this is to establish a current value with appropriate valuation and benchmarks 
for future valuations. 
 
 
Valuing the Business as Part of a Personal Financial Plan 
 
This use serves the purposes of the owner when planning for their long term financial 
security, and unless it is understood and used properly, can present very misleading 
information and have opposite effects. 
 
The value in a financial plan can be based on a realistic amount that would be received if 
the business were to be sold, but this is misleading as to the value the owner would 
receive because the sale price would likely be reduced by taxes and broker’s 
commission, might not be all cash with a substantial portion paid in notes, could be 
based on future profits or client or customer retention, might have requirements for the 
owner to work in the business for an extended time, or need the seller to give bonuses to 
staff to encourage them to remain with the business or out of past loyalty or as 
severance pay. 
 
Another part of the valuation is for it to focus on the cash flow the seller can expect to 
receive from the business when they are no longer are active, or from the net proceeds 
from any sale. 
 
The financial plan has a purpose and many times that purpose is overlooked and the 
value used serves the owner’s self-image rather than the practical aspect of the plan 
which is to be used as a tool or goal for future financial security. 
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ILLUSTRATIONS 
The following illustration is used in the examples to show the differences in the valuation 
methods as applied to the same financials. 
 
 
Benchmark Company Information 
Simplified and Abbreviated For Discussion Purposes 
 
 

Projected Projected Actual Actual Actual Actual Actual
COMPANY FINANCIAL REPORT 2013 2012 2011 2010 2009 2008 2007
Sales 1,800,000 1,200,000 800,000 550,000 500,000 450,000 400,000

Cost of sales 576,000 456,000 352,000 269,500 255,000 238,500 220,000

Gross profit 1,224,000 744,000 448,000 280,500 245,000 211,500 180,000
GP % 68.0% 62.0% 56.0% 51.0% 49.0% 47.0% 45.0%

Operating expenses
Owner's salary and benefits 400,000 300,000 150,000 78,000 78,000 78,000 78,000
Medical insurance for owner's family 35,431 32,210 29,282 26,620 24,200 22,000 20,000
Selling and marketing expenses 108,000 72,000 48,000 25,000 14,000 8,000 4,500
Shipping costs 54,000 36,000 24,000 16,500 15,000 13,500 12,000
Product and marketing consultants 70,000 30,000 30,000
All other expenses 115,151 104,683 95,167 86,515 78,650 71,500 65,000

Total operating expenses 712,583 544,893 416,449 262,635 239,850 193,000 179,500

Net income before taxes 511,417 199,107 31,552 17,865 5,150 18,500 500
Taxes 0 0 0 0 0 0 0

Net income 511,417 199,107 31,552 17,865 5,150 18,500 500  
 
NORMALIZED NET INCOME
Net income per Company 511,417 199,107 31,552 17,865 5,150 18,500 500

Add back non normal expenses
Medical insurance for owner's family 35,431 32,210 29,282 26,620 24,200 22,000 20,000
Product and marketing consultants 70,000 30,000 30,000

Adjustment for owner's "excess" salary
Add back owner's salary and benefits 400,000 300,000 150,000 78,000 78,000 78,000 78,000
Less reasonable owner's salary and benefits (250,000) (200,000) (125,000) (90,295) (85,995) (81,900) (78,000)

Adjusted normalized net income 696,849 331,317 155,834 62,190 51,355 36,600 20,500
Less income taxes (30%) (209,055) (99,395) (46,750) (18,657) (15,407) (10,980) (6,150)

Normalized net income 487,794 231,922 109,083 43,533 35,949 25,620 14,350  
 
 
The information used in this presentation is limited to the operating statements and 
results.  However, in many situations businesses have tangible asset values in excess of 
the valuation amounts determined in the appraisal process.  In those cases, the asset 
values are used and the amounts realized in liquidation become the Company value.  
This will not be covered or discussed in this program.  The assumptions here are that 
the valuations will be greater than liquidation amounts. 
 

8 Ways of Valuing a Closely Held Business     Page 8 of 24



 
 

Fair Market Value 
 
 

2011 2010 2009 2008 2007

Normalized net income 109,083 43,533 35,949 25,620 14,350
Weight given to this year 15 5 4 3 2 1
Calculation 545,417 174,133 107,846 51,240 14,350
Total of weighted amounts 892,985
Weighted average (/15) 59,532
Multiple 5

Value of company 297,662

Value using different multiples
Average per above 59,532 59,532 59,532 59,532 59,532
Multiple 3 4 5 6 7

Value of company 178,597 238,129 297,662 357,194 416,727

Value including 2012 and not 2007 2012 2011 2010 2009 2008

Normalized net income 231,922 109,083 43,533 35,949 25,620
Weight given to this year 15 5 4 3 2 1
Calculation 1,159,609 436,334 130,600 71,897 25,620
Total of weighted amounts 1,824,059
Average (weighted amts / 15) 121,604
Multiple 5

Value of company 608,020

Value using different multiples
Average per above 121,604 121,604 121,604 121,604 121,604
Multiple 3 4 5 6 7

Value of company 364,812 486,416 608,020 729,624 851,228  
 
 
Multiples explained 
 
The multiple is reflective of the earnings yield an investor expects.  A 5 multiple 
represents a 20% expected annual return or yield.  A 7 multiple represents a 14.29% 
annual return.  The multiple is the reciprocal of the yield percent. To get the multiple you 
divide 1 by the yield.  So, 1 / 20% = 5.  1 / 14.29% = 7. 
 
 
Valuation date 
 
Valuations are done as of a specific date.  Rarely is a circumstance that occurs after that 
date is used unless it was known or highly expected.  In our example the circumstances 
of rising sales are highly expected.  What is not expected is a strategic buyer showing up 
three days with no prior warning or actions by the seller or their agents after the 
valuation date and offering a wheel barrow of cash for the business.  
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Issues and comments 
 

1. Fair market value (“FMV”) is the major standard of valuation and probably the 
most widely misused term.   

2. FMV is a requirement for tax based transactions such as uses for gifts, estates, 
compensation and employee transfers, C corporations converting to S status, 
and transfers between certain related parties.  

3. FMV has specific requirements and without them, FMV is not appropriate. Some 
of these are 

a. The buyer and seller be hypothetical.  If there is an actual buyer and/or 
seller, then it should not be used. 

b. That neither party have to sell or buy.  This could be where one of the 
owners wants to retire and move out of the area; where there is a 
threatened bankruptcy or major lawsuit against one of the parties; a key 
employee is leaving; retention of a major customer is in doubt; a divorce 
of one of the owners is impending; the health of an owner deteriorated; a 
buyer needs to acquire the Company to maintain relationship with its 
supplier or remain in the territory; a patent is expiring, or a new patent 
won’t be as viable as expected, or a lease is ending. 

c. Both parties have equal access to the relevant information. 
d. The transaction is for cash payment in full at the closing. 
e. Both parties have the ability and desire to close the transaction. 
f. There is adequate exposure in the market for potential buyers to find out 

about the business’ availability. 
4. FMV conclusions have to follow specific criteria including an eight point checklist 

found in IRS Revenue Ruling 59-60.  One of points these is the use of the 
earnings history of the business.  The appraiser has wide latitude of judgment but 
must use past earnings in their consideration. 

5. Projections and events occurring after the valuation are generally not considered.  
6. Valuation adjustments are made for control, minority and lack of control interests 

and for the extra difficulty in marketing minority interests. 
 
 
Fair market valuations of minority interests 
 
 
Multiple 3 4 5 6 7

Value of company per above 364,812 486,416 608,020 729,624 851,228
Valuing a 33.33% interest in company 121,592 162,122 202,653 243,184 283,714

Less discount for minority lack of control 20.0% 24,318 32,424 40,531 48,637 56,743
97,273 129,698 162,122 194,547 226,971

Less disc for difficulty in marketing the minority int. 20.0% 19,455 25,940 32,424 38,909 45,394

Discounted amount 77,819 103,758 129,698 155,637 181,577
Total company value of 3 separate equal shares 233,456 311,275 389,094 466,912 544,731

Reduction in value if 3 equal owners, valued separately 131,356 175,141 218,926 262,711 306,496
36.0% 36.0% 36.0% 36.0% 36.0%  
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Issues and comments 
 

1. Discounts for lack of control, i.e. minority, interests are based on the concept that 
a non-controlling or minority interest is not worth as much as the shares 
proportionate value of the entire company. 

2. The discount for lack of marketability is based on the concept that it will take 
longer and cost more to sell a minority interest in a closely held private company 
than it will to sell the entire company.   

3. Such discounts are used in a FMV valuation, but not necessarily in other 
methods of valuation. 
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Valuation for a Divorce (Fair Value) 
 
 

2012

Normalized net income 231,922
Multiple 5

Value of company 1,159,609

Value using different multiples
Average per above 231,922 231,922 231,922 231,922 231,922
Multiple 3 4 5 6 7

Value of company 695,765 927,687 1,159,609 1,391,531 1,623,453

Normalized net income using 2 years 2012 2011

Normalized net income 231,922 109,083
Weight given to this year 3 2 1
Calculation 463,844 109,083
Total of weighted amounts 572,927
Average (weighted amts / 3) 190,976
Multiple 5

Value of company 954,878

Value using different multiples
Average per above 190,976 190,976 190,976 190,976 190,976
Multiple 3 4 5 6 7

Value of company 572,927 763,903 954,878 1,145,854 1,336,830  
 
 
Issues and comments 
 

1. Divorces and marital separations create a great need for valuations and forensic 
investigations.  What might seem like a relatively easy endeavor, can become 
quite complicated. 

2. When there are controversies, everything becomes an issue.  For instance, the 
date of the valuation is often in contention.  It could be the date the parties 
separated, date the complaint was filed or a later date depending on the 
individual circumstances.  This is further complicated if the gap between the 
earliest and latest dates is a couple of years. 

3. Divorce and martial separation valuations can also not be full and complete 
appraisals, but an abbreviation that is used for mediation and the guidance of the 
attorneys and other advisors. 

4.  Many times, each party engages an appraiser that issues reports with wide 
disparities expecting a mediator or judge to “split the difference.”  This is not an 
appropriate position for an independent appraiser to take and where there are 
egregious variations sanctions or professional embarrassment among the 
appraiser’s peers can result. 
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5. The appraiser has to be forearmed with backup for their positions since they 
might be held to account for what they concluded at a deposition or in court 
testimony. 

6. The common terminology for the standard used in a divorce valuation is fair 
value, but this term has also been adopted in other situations such as 
shareholder dispute and financial statement presentation of impaired assets. 

7. In divorces each state has different standards and sometimes the state the 
complaint is filed in is a strategic concern. 

8. Examples of variations in divorce valuations are: 
a. A medical license can be capitalized and valued where the non physician 

spouse provided support during medical school.   This is not usually done 
in business situations. 

b. A domineering business partner could be deemed to have personal 
goodwill rather than their goodwill belonging to the entity. 

c. No concern can be given to discounts for a minority interest in a business 
or practice. Under fair market value, this is a valuation discount issue. 

d. A series of years’ performance doesn’t need to be considered – the 
appraiser can use the most current year or years. 

e. Projections can be utilized in formulating an opinion for businesses 
starting their ascent after a number of years spent establishing the base. 
This is rarely done in other valuation methods. 

f. A judge or arbitrator can illogically or subjectively decide on the value 
without foundation for their conclusion. 

9. Many times the business valuation is only a part of the total asset assemblage 
and its importance is not as great as it would e in a stand alone situation, and it 
becomes another bargaining chip in the separation process. 

 

8 Ways of Valuing a Closely Held Business     Page 13 of 24



 
 

Valuation for Selling the Business 
 
 

2013 2012

Normalized net income 487,794 231,922
Multiple 6 6

Value 2,926,764 1,391,531  
 
 
Issues and comments 
 

1. Very few buyers would go by a valuation prepared by the seller.  The main role of 
the valuation is to have the seller see how the value would be considered by a 
typical buyer. 

2. Many time a formal valuation will identify value that the owner is not aware of – or 
if aware, does not recognize that this is something that a buyer might be 
interested in. 

3. Valuations lead to discussions about suitable buyers and how to approach them 
4. The valuations sometimes lead to discussions about the value to a strategic 

buyer and how that can be exploited. 
5. At the end of the day, selling a business is a marketing function with the business 

the product.  The entrepreneur that started and ran the business for 30+ years 
rarely knows how to appropriately market their business – they have been 
involved in running and growing the business with little though of their own exit 
strategy. 

6. Where there is an in place succession plan, the valuation helps achieve it along 
with showing the ways and means of the payment.  

7. When a seller provides an appraisal to the buyer, negative data might not all be 
presented and the buyer would need to engage their own appraiser with the 
proper investigative skills and experience to uncover essential omissions. 
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Valuation for Buying the Business as an Investment 
 
 

2012 2011 2010

Normalized net income 231,922 109,083 43,533
Weight given to this year 6 3 2 1
Calculation 695,765 218,167 43,533
Total of weighted amounts 957,465
Average (weighted amts / 6) 159,578
Multiple 7

Value of company 1,117,043  
 
 
Issues and comments 
 

1. The investor is looking for a return on investment greater than they could 
otherwise receive.   

2. In today’s market, the best someone could do with “junk bonds” is about 7%.  A 
ROI twice that or 14% (equates to a 7 multiple) seems reasonable and possibly 
the lowest that would be expected. 

3. Added to the 14% would be factors relating to the risk of the investment.  The 
greater the risk, the greater the expected return. 

4. An issue that is not normally considered is the degree of diversification by the 
investor.  An investor in 20 such companies would be adequately diversified and 
possibly would seek a lower ROI than someone where this is their first or second 
investment in such companies. 

5. Another element is the time the investor was “sitting on the funds” before making 
an investment.  The longer, the more pressure they would have to invest perhaps 
resulting in a lower ROI than if they just received the funds.  A long prior holding 
period results in a lower ROI for the investors who also might have lost some 
opportunities while the lead investor was “looking.” 

6. Many investors want an exit strategy spelled out and usually it is after five years.  
An ROI of 14% means that they would have to receive double their investment at 
that time.  A 20% ROI means they receive 250% and a 25% ROI returns 200%. 

7. One way to reduce the risk for them and assure a reasonable return is to provide 
an ongoing cash flow and make their investment debt convertible into equity.  For 
example an annual interest payment of 10% changes the landscape and also 
reduces the pressure for the “exit” since they will have various control points 
such as the debt coming due at their option. 

8. My experience has shown that well established sophisticated investors use a 
sharper pencil and want more than relatively newer or smaller players. 
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Value to the Person that will Run Company 
 
 

2013 2012

Normalized net income 487,794 231,922
Weight given to this year 2 1 1
Calculation 487,794 231,922
Total of weighted amounts 719,716
Average 359,858
Multiple (12.5% ROI) 8

Value of company 2,878,863  
 
 
Issues and comments 
 

1. These investors will accept a lower ROI since their primary goal is to own a 
business they will work in.  

2. The predictability of cash flow to provide their livelihood is more important than 
the ROI, although that too would be expected. 

3. Also, someone that will be working in the business will expect to add value and 
be able to increase the eventual worth of the business, adding to the ROI. 

4. The current and next year’s projected profits would carry a higher weight in this 
situation. 

5. If the cash flow is sufficient to support debt and salary, the purchase can be more 
highly leveraged than otherwise reducing the ROI, but still providing the salary 
and eventual value.  This risk is greater as the leverage increases possibly 
affecting operational decisions and adding pressure that could impede the way 
the business is run if there were more manageable debt. 
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Strategic Value 
 
 
Strategic value is in some manner not tied to the standalone earnings stream and the 
buyer looks for some synergistic benefit to acquire it.  Of course, every buyer wants to 
pay as little as possible, so the numbers have a bearing on their offer and approach to 
negotiating, especially when the seller sets forth a price they want or the company. 
 
What is important here for the seller is to try to identify a strategic buyer and assess the 
value to that buyer and how much they might be willing to pay.  Not easy, but can be 
very rewarding. 
 
Strategic value could exist where a company: 
 

• wants to enter a market and it is less costly to acquire a business already in that 
market;  

• where a company has a patent or secret process that has a value to a small 
number of companies;  

• where a company wants to eliminate the threat of a competitor;  
• where a company wants to acquire “critical mass” quickly, irrespective of cost;  
• where the combination of two or more companies creates a major niche player, 

specialty business or one stop shopping source;  
• where the acquisition of a company enhances the acquirer’s reputation in the 

business they are already in 
• where the acquirer wants to guarantee a source of supply for an essential 

ingredient in their major product line; 
• where the synergy of the purchase will enable additional sales of the products of 

the company being bought almost effortlessly; 
• wants to acquire human capital in a given specialty area; 
• where a company has assets the acquirer could use that the seller is not aware 

of;  
• where there is tremendous ego value to the buyer; 
• or where someone is desirous of protecting their job, or company they helped 

create or build. 
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Value Used in Buy-Sell Agreement 
 
 
Any business with more than one owner – a corporation, partnership or limited liability 
company – must have a shareholders, partnership, or members agreement.  Such an 
agreement is a WILL for a business.   
 
Imagine the complications, problems, issues and controversies that arise when a part 
owner dies and there is no such agreement.  Other issues arise when an owner 
becomes disabled, imprisoned or files personal bankruptcy.  These all should be 
addressed. 
 
Another issue that can be covered is when an owner wants to leave the business or 
retire.  Two different situations.  Someone quitting can want to go to work or start a 
competing business while a retiring partner will usually won’t. 
 
That being said, and understanding that there are many different variations of such 
agreement, three issues should be determined: 
 

• the trigger points – what causes the buyout to become effective 
• the valuation – what price will be paid 
• payment terms – over how long a period will the payments be made 

 
One other issue that must be considered:  The parties need to keep in mind that they 
could be on either side of the future transaction. 
 
 
Default instead of doing nothing 
 
I believe it is best to have a comprehensive plan and agreement.  Getting everything 
ironed out early on in the relationship is important and gets this chore put aside.  
However many business owners have difficulty making decisions regarding the “split up” 
of their business which is what occurs when one of the owners quit. So the agreement 
never gets done. 
 
To get something in place to protect both parties if there is an untimely death or 
disability, I suggest limiting the agreement to those two circumstances, with the other 
issues considered at a later date.  Ideally, there would be a complete agreement, but 
covering these two potentially solves a lot of problems.    
 
A suggested default valuation for a buy-sell is to use the current “fair market value” for 
the next five years with adjustments for increases or decreases in book value, but with 
payments over a five or ten year period with interest at the then current applicable 
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federal interest rate.  Every five years1 a new fair market valuation should be obtained.  If 
there is no new valuation, or if there is a disagreement about getting it, then the previous 
valuation will remain in place with the adjustments for book value as stated.  One further 
adjustment is if the business is sold for a greater price within one year after the buy-sell 
transaction, then the buy-sell value will be adjusted to a pro rata portion of the actual 
sale price and the payment terms will be consistent with the terms of that sale. There will 
be no downward adjustment. 
 
Buy-sell agreement valuations concern the IRS in that low values are routinely 
scrutinized to make sure there isn’t a gift element and that the transfer values represent 
standard business arms-length values. However, while the IRS looks at the values and 
compares them to “fair market value” that is not necessarily the proper standard since 
the valuations are not for cash payment and there are other elements removing it from 
FMV such as a necessity to sell and buy because of the trigger event causing the sale.  
This is a discussion for another time, but the main issue here is to protect the company 
and the deceased owner’s family, and that makes executing such an agreement a must. 
 
Death and disability are also two situations that can be insured against, in most cases.  
Low cost term insurance is an effective mechanism that can fund a buy-out.  Disability 
buy-out is more costly, but deferred payouts can keep the costs manageable.  I suggest 
looking into this while you are have the agreements prepared.  

                                                 
1 A recommended interval is every two years, but five years is the longest period you should go 
without an updated valuation.  There are great benefits to business owners for regular valuations 
that I explain on my web site www.edwardmendlowitz.com. You can go there if interested in 
finding out more about this.   
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Value Used in Personal Financial Plan 
 
 
An individual’s financial plan serves two purposes – to determine current and projected 
net worth and cash flow. 
 
Depending on the size of the net worth, estate planning might be appropriate including 
how the actual assets will be distributed after death.  If estate planning is not an issue, 
then the main use of the net worth is to serve as a guide of how much cash flow can be 
expected from the individual assets.  This expected cash flow will apply to the owner and 
their spouse or others that are dependent upon that cash flow. 
 
A closely held business then becomes one element that is to provide cash flow.  The 
cash flow can come from the continued operations of the business or from its sales 
proceeds.  These are very complicated issues because the results will be in doubt until 
they actually occur. 
 
A business’ continuance is highly dependent on arrangements made during the active 
business lifetime of the owner, and then will remain uncertain depending upon the 
success of those plans.  If no plans are made and the business is sold, that too remains 
uncertain until actually consummated and payments received and then reinvested 
successfully – and that depends on financial market conditions at that time.  Also, the 
reinvested proceeds will have been reduced by selling costs and taxes and the value 
diminished by the time and difficulty in marketing the business, 
 
In reality, I suggest not placing too much importance on the cash flow from the business, 
but rather tell clients to prepare in other ways for their life after the business.  This 
means that lifetime planning needs to provide for cash flow in retirement separate and 
apart form the business.  That is done with adequate annual funding of qualified 
retirement plans and distributions from the business that has you building wealth 
independent of the business.  It also means not putting of keeping all your eggs in one 
basket. 
 
Having a buy-sell agreement is essential and provides a guide to what you can expect, 
but is also not a guarantee.  It is essential because it has the potential of eliminating 
controversy over what the business is worth – at that time – and provides the 
mechanism for distributions of that value.  
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Roundup of Values 
 
 

Method Value Comments 

Fair Market Value $297,662 Used a 5 multiple and five years trailing 
earnings 

Fair Market Value using the 
projected earnings 

$486,416 Used the projected 2012 earning which 
is the current year (in progress) but 
used a 4 multiple to offset for the 
greater risk of using a projected amount 
that hasn’t yet occurred. 
Using a 5 multiple (to compare with 
previous value) gives $608,020 

Fair Market Value with 
minority and marketability 
discounts (used the 
projected earnings) 

$311,275 This is after applying two 20% discounts 
(which is a total discount of 36%).  This 
reduces the value by $175,141.  The 
$175,141 vanishes 

Value for a divorce $954,878 Used a 5 multiple and applied it to the 
weighted average of current and 
previous year 

Selling the business $1,391,531 This uses a 6 multiple applied to the 
current year’s projected value. 

Buying the business as an 
investment 

$1,117,043 Uses a 7 multiple applied to current and 
previous two years’ earnings.  A n 
investor where this will be their only 
investment will want a higher return and 
would probably use a 5 multiple giving a 
lower value to offset for their greater risk 

Job value to the buyer $2,878,863 The new owner is buying a job while 
being satisfied with a 12.5% yield which 
is much higher than could be 
reasonably expected otherwise 

Strategic value $1,500,000 Assuming there is a hidden reason, they 
will negotiate off of the seller’s asking 
price and try to pay as little as possible 
even though they really want they 
business. They won’t walk away so 
can’t push it too hard 
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Buy-sell agreement value if 
die or become disabled 

$608,020 Use the FMV value with a 5 multiple 
(based on current and previous 4 years) 
with no minority or marketability 
discounts.   
Either owner could be the buyer or 
seller and the funds would likely come 
out of cash flow.   
If this is not sufficient for the deceased, 
let them buy their own life insurance to 
provide for their family  

Buy-sell agreement value if 
quit or retire 

$1,159,609 The person quitting or retiring wants 
their share of the value of the business.  
Here it was valued similar to the divorce 
with a 5 multiple    

Valuing the business as 
part of a personal financial 
plan  

Don’t count on 
anything 

Cash flow is what is important.  Any 
value used is illusory and not 
meaningful. 

 
 

8 Ways of Valuing a Closely Held Business     Page 22 of 24



 
 

CONCLUSION 
 
 

 Understand the process 
 

 Understand the purpose and use 
 

 Understand the reality 
 

 The valuation of a business is an art, not a science 
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If any questions…you are welcome to contact me: 
 
 
 
Edward Mendlowitz 
Partner WithumSmith+Brown, PC, CPAs 
emendlowitz@withum.com 
Tel: 732 964-9329 
 
 
www.edwardmendlowitz.com 
Blogs: www.partners-network.com 
 
 
 
 

Thank you for attending! 
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