BROKER

WORLD MAGAZINE

RUSSELL
E. TOWERS

JD, CLU, ChFC, joined Brokers’
Service Marketing Group in 2002
as vice president of business and
estate planning. Prior to joining Brokers’ Service, he served
in a number of advanced planning attorney positions with John
Hancock Life Insurance Company
for many years.
A graduate of the University
of Notre Dame with a BA in economics, Towers received his Juris
Doctor from Suffolk University
Law School. He has delivered
advanced planning seminars to life
insurance producers and brokers
and has lectured to SFSP chapters,
Estate Planning Councils, and
attorney and CPA professional
groups across the United States.
Towers is a member of the
National and Rhode Island
Societies of Financial Service
Professionals (SFSP) and has
served as president of the Rhode
Island chapter. A member of the
Rhode Island Bar Association for
more than 35 years, he is also a
member of the Association for
Advanced Life Underwriting
(AALU), the National and Rhode
Island Associations of Insurance
and Financial Advisors (RIAIFA),
and the Rhode Island Estate
Planning Council. He is registered
with FINRA as both a representative and a principal.
Towers can be reached at Brokers’
Service Marketing Group, 500
South Main Street, Providence,
RI 02903. Telephone: 800-3437772, extension 141. Email: russ@
bsmg.com.

A Business Valuation
Can Help Determine
Fair Market Value For
A Buy/Sell Agreement
W

hat price would you accept if a
potential buyer made an offer to
buy your business today? The answer to
this question can help determine the b
 uyout
price for a written buy/sell agreement
between two willing parties. It can also
help determine how much life insurance
is needed to pre-fund such an agreement
if one of the parties dies. In order to help
business owner clients zero in on the estimated “fair market value” of their company,
a business valuation using accepted IRS
valuation factors can help determine that
important number.
There are time-tested valuation factors
based on Revenue Ruling 59-60 that are
still valid for use today to estimate fair
market value. Fair market value is generally
defined as “the amount at which the asset
would change hands between a willing
buyer and a willing seller, neither being
under any compulsion to buy or sell and
both having reasonable knowledge of all
relevant facts.”
Here are some of the important factors
from Revenue Ruling 59-60 that may be
relevant to determine the fair market value
of a business for buy/sell and IRS valuation
purposes:
a Nature and history of the business
regarding growth, sales and stability.
a Economic outlook of the particular
industry in which the business operates.
a Book value of the business as reflected
in the balance sheet: assets minus liabilities
equals book value.
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a Earning capacity of the business, as
reflected by the net profit of the income
statement (profit and loss), may be the most
important factor in determining business
value. Net profit is simply total business revenue minus deductible business
expenses. Net profit is sometimes called net
earnings or net income for tax accounting
purposes.
a Cash flow dividend paying capacity
of the company.
a Nature of any intangible assets (such
as goodwill) which can represent an excess
of net profit over and above a fair rate of
return for similar businesses in a particular
industry. Or which can represent an excess
of net profit over and above an alternative
low risk rate of return.
The business factors described above
can be quantified by a few basic business
valuation methods used by professionals
who are experts in valuing the stock of
closely held business enterprises.
Here are four commonly used valuation
methods that may provide a hypothetical
estimate of business value for buy/sell
agreement purposes:
Book Value. The net worth on the balance sheet (assets minus liabilities). Certain
assets may be adjusted upward to reflect
fair market value rather than the depreciated value shown on the balance sheet.
Straight Capitalization. The amount
of capital that would have to be invested
at a specified capitalization rate to yield
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the current net profit. Net profit may be
adjusted upward to reflect excess shareholder salaries, bonuses and fringe benefits.
This method is based solely on net profit
from the income statement (profit and loss).
Capitalization of Earnings. Assumes
that part of net profit is attributed to book
value and any excess profit above a fair rate
of return is capitalized by a business risk
multiplier rate. The capitalized value of this
excess profit is then added to book value.
Year’s Purchase. A conservative lowrisk alternative rate of return is used to
determine net profit attributed to book
value. The excess balance is assumed to
be attributed to goodwill. Then, this excess
balance is multiplied by the number of
years goodwill is expected to last. The
value of this excess goodwill profit is then
added to book value.
Following is a hypothetical example of
an informal valuation of a retail, wholesale or manufacturing business where
capital and profits are important factors.
Acme Plumbing Supply, Inc. is a wholesale
firm that has been in the plumbing supply
business for 25 years. There are two shareholders, each with a 50 percent ownership
interest. Its current book value is $2 million
and its average net profit is $550,000. The
fair rate of return on book value for firms of
this type is 10 percent; goodwill is expected
to last three years; the assumed capitalization risk multiplier rate is 20 percent; and
the conservative low risk alternative rate of
return on book value is 5 percent.
Table 1 shows a comparison of four basic
valuation methods using this financial
information.
In this example, the estimated fair market
value of Acme Plumbing Supply, Inc. is
about $3 million. With 50-50 stock owner-

Table 1
Comparison of 4 Basic Valuation Methods
1 Book Value

Total Value

$2,000,000

Average Annual Net Profit
Capitalization Risk Rate
Total Value

$550,000
20%
$2,750,000

2 Straight Capitalization Method

3 Capitalization on Earnings Method
Average Annual Net Profit
Fair Rate of Return on Book Value (10%)
Excess Net Profit
Capitalization Risk Rate
Excess Net Profit Capitalized
Plus Book Value
Total Value

$550,000
$200,000
$350,000
20%
$1,750,000
+$2,000,000
$3,750,000

4 Year’s Purchase Method
Average Annual Net Profit
Low Risk Rate of Return on Book Value (5%)
Excess Net Profit
Excess Net Profit–Goodwill (3 Years)
Plus Book Value
Total Value

$550,000
$100,000
$450,000
$1,350,000
+$2,000,000
$3,350,000

Average of Four Valuation Methods		

$2,962,500

ship, each shareholder could be insured for
$1.5 million to cover the purchase and sale
obligation of a well-drafted cross-purchase
agreement or stock redemption (entity)
agreement.
This estimated value may serve as a
starting point for further discussion with
an attorney and CPA representing the client
for purposes of a written buy/sell agreement. And, the preferred way to assure
tax-free funding of this buy/sell obligation
when one of the shareholders dies is a life
insurance policy structured as either a
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cross-purchase plan or stock-redemption
(entity) plan.
Note: The valuation methods described
above should not be considered as the only
alternative to a detailed analysis from a
professional business appraiser. Business
owners are encouraged to seek advice and
expert analysis from a qualified business
valuation appraiser. The designation ABV
(Accredited in Business Valuation) is held
by some CPAs who have completed additional coursework to attain this professional
designation. 
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