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T
he methods used to value 
businesses can be confusing 
and complicated, especially 
to attorneys without business 

backgrounds. Yet business valuations 
are often used in family law, estate 
law, transactional law and commercial 
litigation. Effective representation of a 
client when a business must be valued 
requires a comprehensive understanding 
of the methods used to value a business 
and a basic understanding of valuation 
tools, such as capitalization rates, 
discount rates, normalizing financial 
statements and good will. I interviewed 
attorney James Griffin, CPA. Griffin 
regularly values businesses, to help 
simplify and explain the methodology 
of business valuations in simple and 
understandable terms. 

Julie A. Auerbach:  Is different 
criteria used to value a business 
for divorce purposes than for other 
purposes, such as for a sale of the 
business or for commercial litigation?

James Griffin: No. Generally, 
businesses are valued at the fair market 
value. Fair market value is defined as 
“the price at which the property would 
change hands between a willing buyer 
and a willing seller when neither is under 
compulsion to buy or sell, with both 
parties having reasonable knowledge of 
the relevant facts.”

However, the value of a business 
that relates to a spouse’s personal 
or professional goodwill will not be 
included as a marital asset for divorce 
purposes. So very often, the personal or 
professional goodwill must be separately 
valued and subtracted from the value of 
the business.

What are the three generally 
accepted methodologies that must be 
considered when valuing businesses?

The adjusted net worth approach 
usually compares the tangible asset 
values to the liabilities of the business to 
determine the net worth of the business. 
The asset values are adjusted to their 
current fair market value, as opposed to 
their depreciated net value. For example, 
if the current values of the company’s 
assets are $2,000,000 and the amount 
of liabilities owed by the company are 
$750,000, then the adjusted net worth 
approach would produce a calculation 
of value of $1,250,000. This approach is 
most often used in cases where there is 
little or no goodwill that can be attributed 
to the going concern value of the entity, 
or in cases where the business is a holding 

company, family limited partnership or 
an entity in a bankruptcy or liquidation 
proceeding.

The market guidelines approach is a 
method of reviewing sale transactions 
of similar businesses within similar 
market areas to determine if there is a 
correlation of multiples or ratios to the 
target business being valued. Based 
upon a review of the market data, 
calculations may be made to the specific 
target business being valued to draw 
correlations and determine the market 
value of the business based upon similar 
metrics. For example, if the subject 
company is a chemical manufacturer, the 
valuation expert will review several data 
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bases to determine if there were a number 
of chemical manufacturers sold within 
the last 10 years. If there were several 
companies sold, then the valuation 
expert will compare certain aspects of 
the companies sold such as the gross 
sales, gross profit margins, operating 
profit margins, earnings before interest, 
taxes, depreciation and amortization 
(EBITDA) and total assets to see if they 
can find common ratios related to the 
subject company. If the companies were 

of a similar size and were generally sold 
at a value approximating four to six times 
EBITDA, then the expert may draw a 
conclusion that the subject company’s 
value may also be between four and six 
times EBITDA.

The income capitalization approach is 
used to determine value by calculating a 
price that a purchaser would pay for the 
business to achieve a required stream 
of income return on their investment, 
to adequately compensate the purchaser 

for the risk taken, the lack of liquidity of 
their investment and the management of 
their investment.  This approach is most 
often used when the primary motivation 
of the buyer is to obtain the future income 
stream from the existing business.  

With regard to the income 
capitalization approach, calculations 
using rates such as a capitalization 
rate or a discount rate are performed 
to reach a value. Explain what these 
different rates are, how they are 
determined and the reason these 
calculations are an accurate reflection 
of value.

The capitalization rate is calculated 
based upon the various risks inherent 
in the purchase of a small company’s 
stock. The capitalization rate is designed 
to measure the appropriate return that 
the hypothetical buyer would require 
to purchase this company, based upon 
the risks involved, as compared to 
the alternative investments available 
in the marketplace. To calculate the 
appropriate risks involved, the return on 
the investment is compiled based upon 
the sum of the risks present within the 
investment.  The build-up begins with 
the risk-free rate of return, and adds 
additional premiums based upon equity 
risk, size risk and other specific company 
risks that may require an additional 
premium to achieve the hypothetical 
investor’s required rate of return.

The risk-free rate of return is a forward 
looking rate of return that factors in 
long-term expectations on growth and 
inflation. It is the rate of return that an 
investor would expect to achieve without 
taking any risk of decline in the value 
of their investment.  Because the U.S. 
government can create money to fulfill 
its debt obligations under any scenario, 
the U.S. Treasury securities are often 
viewed as the risk-free rate. When 
valuing a business as a going concern, 
the appropriate time horizon for the 
selection of the risk-free rate is long-
term.  

The expected equity risk premium can 
be defined as the additional return an 

The adjusted net worth approach usually compares the tangible 
asset values to the liabilities of the business to determine the net 

worth of the business. 



investor expects to receive to compensate for the additional risk 
associated with investing in equities as opposed to investing 
in U.S. Treasuries. The historical equity risk premium can be 
calculated by subtracting the long-term average of the return 
on the riskless asset (Treasuries), from the long-term average 
return of the broad-based stock market. By using the long-
term average of the historical rates of returns one assumes that 
the historical average will be representative of the long-term 
expected future results.  

The expected size risk premium is the compensation required 
to attract an investor into purchasing a smaller company stock 
that presumably may be less liquid and have an increased cost 
of capital. The size risk premium is developed from studies 
of publically traded companies, concluding that over the long-
term average, investors have been compensated by higher rates 
of return for investing in smaller stocks.  

The equity risk premium and the size risk premium discussed 
above are statistical calculations that are derived from publically 
traded stocks on the stock market. Yet many small, privately 
held corporations have additional risks that are unique to 
that company, and that do not correlate to the broad-based, 
publically traded markets. These risks relating to the specific 
company cannot be diversified away, and investors expect to be 
compensated for taking on the risks of the specific company.  

After determining the appropriate benchmarks from the 
market risks calculated above, the valuation analyst must 
determine the additional specific company risk premium, if any, 

to apply to the subject company to determine the capitalization 
rate. While this portion of the analysis is more subjective than 
the statistical determinations made above, a thorough study 
of the subject company is imperative to properly analyze the 
acceptable level of risk and reward for the hypothetical buyer.  

For example, assume that the U.S. Treasury long-term rate 
of return is 3.5 percent, the average additional equity risk 
premium from the stock market is 7 percent, small stocks in the 
market earned an additional 4 percent and the risks determined 
for the specific subject company add an additional 2.5 percent; 
then the investor’s required rate of return would be 17 percent. 
Therefore, the valuation expert would determine what a willing 
investor would pay for the company to achieve the desired rate 
of return from the company’s earnings of 17 percent.

Is the valuation of a business affected by the number of 
and/or the relationship of the owners of the business?

A valuation expert usually begins by valuing the business 
taken as a whole.  However, if the client only owns a portion 
of the business, the valuation expert may need to discount 
the value of the business based upon the client only owning 
a minority portion of the business, or due to the lack of 
marketability related to the number of different ownerships.

How do you decide which methodologies to apply when 
reaching a conclusion as to the value of a business?

In preparing an opinion of value, the various approaches are 
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considered by the expert to determine the 
fair market value. No general formula is 
applicable in all cases. A sound valuation 
will be based upon all relevant facts and 
the elements of common sense, informed 
judgment and reasonableness to weigh 
those facts and determine their aggregate 
significance. The result is that the expert 
provides an opinion of value, not merely 
a mathematical calculation.

Before applying any of the above 
methodologies, business appraisers 
will normalize financial statements and 
determine reasonable compensation. 
What do these terms mean and what 
are the purposes behind them?

The process of normalizing the 
financial statements is designed to 
eliminate certain income or expenses 
that were abnormal in a particular year, 
and not expected to re-occur after the 
business is purchased by the buyer.  

Because of the inherent control 
exercised by many small business 
owners, the owners have the ability to 
alter their salaried compensation, often 
to manage cash flow throughout the year. 
The process of determining reasonable 
compensation to the owner/manager 
is designed to separate the salary that 
a manager may normally earn under 
similar circumstances, and the profits 
earned by nature of the ownership of 
the business. This is important, because 
the hypothetical buyer is purchasing the 
business for the collection of profits, 
rather than purchasing a job for wages.

Family law case law excludes 
personal goodwill from the value of 
a business, but includes enterprise 
goodwill. What criteria do you use 
to differentiate the two types of 
goodwill? Is goodwill a factor in 
valuing a business for a purpose other 
than family law?

Goodwill is the difference between the 

value of the business, and the value of 
the net assets of the business. It is well 
settled in Pennsylvania that the personal 
goodwill of the spouse, as distinguished 
from the goodwill of the business itself, 
is not a marital asset and therefore, is 
not subject to equitable distribution. The 
basis for this settled law is well reasoned. 
Equitable distribution concerns the 
monetary worth of the business, not the 
monetary worth of the individual owner.

In evaluating the attributes of personal 
goodwill versus the attributes of business 
goodwill, the multi-attribute utility 
model is a useful guide that provides 
factors to consider between the two. The 
factors are as follows:

Personal Goodwill of the Individual
•  Ability, skill and judgment of the 

owner
•  Work habits of the owner
•  Age and health of the owner’s 

reputation
•  Staff loyalty to the owner
•  Practice carries the owner’s name
•  Name recognition of the owner
•  Referrals are to the owner
•  Closeness of contact with the owner
•  Importance of the owner service

Goodwill of the Business
•  Overall business reputation
•  Effective workforce in place
•  Non-personal business name
•  Favorable business location
•  Multiple locations
•  Practice-wide marketing
•  Referrals to business rather than to 

owner
•   Business owns intellectual property
The valuation expert attempts to 

allocate the goodwill based upon his 
analysis of the factors outlined above.

For business sales to independent third 
parties, goodwill often requires an earn-
out to ensure that the selling party is only 
paid a purchase price that includes the 

goodwill if the goodwill remains with 
the buyer. Therefore, a portion of the 
purchase price may not be payable to 
the seller until a year after the closing, 
and a calculation is often completed to 
determine the amount of the earn-out 
period.

How do business appraisers account 
for cash receipts?

Sometimes a business receives cash 
payment for services or merchandise, 
and those payments may not have been 
recorded in the financial statements or 
tax returns of the business. The expert 
uses several methods to ascertain 
whether substantially all cash receipts 
are recorded in the books and records of 
the business. While not all cash may be 
detected, a profit margin analysis may 
be performed to compare the business’s 
profit margins to the industry’s profit 
margin. Sometimes a lifestyle analysis is 
performed to determine how the business 
owner is meeting his cost of living.

What is the effect of a buy/sell 
agreement, if any, on a business 
valuation?

Buy/sell agreements will be respected 
by the courts if they are demonstrated to 
be binding contracts upon the business 
owners, and have been followed as part 
of the normal course of recent buy-out 
transactions. With regard to family law 
cases, even if a spouse believes that the 
business may be worth more than the 
value stated or the formula used in a 
buy/sell agreement, a spouse may not be 
entitled to superior rights in a business 
valuation than the business owner would 
be entitled to in accordance with the 
terms of the contract.

  
Julia A. Auerbach (jauerbach@astorweiss.
com) is a partner at Astor Weiss Kaplan & 
Mandel, LLP.

A sound valuation will be based upon all relevant facts and 
the elements of common sense, informed judgment and 
reasonableness to weigh those facts and determine their 

aggregate significance.




