
Business Valuation

 

 The science of valuing a business has evolved into an art form due to the significant financial and tax 
implications of the appraisal. Treasury Regulations, Internal Revenue Service rulings and court cases have 
developed a substantial and ever-changing body of law on the valuation of business interests.

 Business valuations are required in many settings, including estate and gift planning, purchase or sale, 
divorce, minority shareholder litigation and ESOP planning. Of course, the purpose will also dictate the depth 
and expense of the appraisal. The appraisal establishes the entity’s “fair market value,” which is defined as 
the price at which an interest in property would change hands between a willing buyer and willing seller, 
neither being under any compulsion to buy or sell, and both having reasonable knowledge of relevant facts. 
Arriving at an answer to this seemingly innocuous definition becomes a significant undertaking when the 
valuation factors published by the IRS are considered (see insert).

 Once the elements of these definitions have been determined, the appraiser will then examine whether 
discounts are available to arrive at the fair market value of the business. The primary formulas for discounting 
business interests are reductions in value reflecting (1) a lack of marketability and (2) a lack of control over 
the entity by minority interest holders. In closely held companies or family businesses, for example, gifts of 
stock or partnership interests to children generally have been discounted by as much as 40% (and in 
aggressive appraisals, even more), since there are conditions on attempts to sell to third parties and their 
voting strength (if any) is only a minority interest. As for Subchapter C corporations holding appreciated real 
estate, additional discounts for “built-in capital gains” have garnered support from the courts. Accordingly, a 
gift of stock with a value of $1,000 per share could be transferred by gift to a child for only $600 per share 
after applying these discounts. Hypothetically, then, a gift of 500 shares could avoid gift taxation for the 
donor parent on $200,000 of the stock transferred with the discounts.

 Of course, the IRS wants to know when discounts are taken to determine if they are justified. 
Taxpayers must now provide “adequate disclosure” of a lifetime transfer on their gift tax return, which must 
include a detailed appraisal, before the 3-year statute of limitations begins to run. Failure to give adequate 
disclosure means the IRS could adjust those gifts against the donor’s estate years later.

 The importance of retaining a qualified appraiser cannot be over-emphasized. The appraiser must be 
someone outside the family, and he cannot be the company comptroller or anyone employed by the taxpayer. 
Qualified business valuation appraisers with the right credentials and experience will work closely with the 
owner’s attorney to produce a fair market value that will withstand IRS and Tax Court scrutiny. They may 
also be called upon to testify in court to rebut the opinion of experts for the IRS, should the valuation or 
discounts be challenged. Given the tax savings to be gained using discounts intransfer values, the investment 
in an expert appraiser is one that will bring many happy returns.
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FACTORS FOR VALUING A BUSINESS

 • Nature and history of the business
 • General economic outlook and condition of the specific industry
 • Book value of shares and financial condition of the business
 • Earning capacity of company
 • Dividend-paying capacity of company
 • Existence of good will or other intangible value
 • Prior sales of shares and size of the block
 • Market price of actively traded shares of similar corporations 


