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Preface

As my professional colleagues are well aware, I thoroughly enjoy the
challenge of keeping abreast of developments in the rapidly evolving
business valuation profession and sharing the knowledge and insights
with others. This book is the core of that ongoing effort.

Intended Audience

I have developed this book primarily for the use of business and profes-
sional people who must deal with business valuation matters in one
way or another. This audience includes business appraisers, attorneys,
CPAs, bankers, fiduciaries, and, of course, owners of businesses and
business interests. The book is also suitable as a text for a course in
business valuation at the graduate or senior undergraduate level.

Objective and Scope

The book is a primer on the theory and practice of determining the

value of a business or business interest. Its purpose is t&vgfgli:

e To provide a complete, self-contained educational tool for those
seeking a comprehensive introduction to the basics of business val-
uation.

¢ To serve as reference manual for those needing information or di-
rection on some specific aspect of business valuation.

Each aspect of business valuation is described in fundamental
terms, with no prior knowledge on the reader’s part assumed. Each
possibly esoteric term or reference is defined or otherwise identified
the first time it is used. Extensive use of examples is made where
appropriate. For those who must go beyond the scope of a single-
volume text, extensive bibliographical and court case citations are in-
cluded.

I have attempted to identify, where appropriate, those valuation
matters on which there is general consensus among practitioners and
those subject to controversy at the time of this writing. Any personal
opinions are clearly identified as such.
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viii PREFACE

Changes Since the First Edition

The preparation of this second edition was a humbling experience. The
research involved in making it as comprehensive as possible revealed
several hundred new laws, regulations, court cases, books, articles,
and information sources in the eight years since the first edition. Also,
during these eight years I have gained greater appreciation for the
current relevance of some earlier classic works and have incorporated
their highlights as additional background in this edition.

I have included more excerpts from the wisdom of long-established
valuation theory, such as James Bonbright’s Valuation of Property. The
theory section also includes more material from modern financial the-
ory, particularly the capital asset pricing model. This strengthened
theoretical underpinning is followed up with greatly expanded atten-
tion to methods and sources for developing required rates of return
and capitalization rates.

In keeping with the needs of business valuation and related profes-
sionals-in this litigious age, the edition devotes far more attention to
valuation law; Part VII dedicates three entire chapters to litigation.
The chapters on estate planning and ESOPs have been greatly revised
and expanded. Several chapters on important topics that the original
edition did not address have been added, including a four-chapter sec-
tion on valuing partial interests.

Chapters and appendixes that are new to this edition are:

Chapter 8 Data on Required Rates of Return

Chapter 15 Valuing Minority Interests

Chapter 16 Valuing Debt Securities

Chapter 17 Valuing Preferred Stocks

Chapter 18 Valuing Stock Options

Chapter 24 Court Cases Involving ESOP Valuation Issues

Chapter 25 Divorces, Dissolutions, Dissenting-Stockholder
Suits, and Damages

Chapter 26 Going Public

Chapter 27 Litigation Support

Chapter 28 Expert Testimony

Chapter 29 Arbitration

Appendix B Uniform Standards of Professional Appraisal
Practice—Excerpts Applicable to Business Ap-
praisals

Appendix C Definitions of Terms Adopted by the Business Val-
uation Committee of the American Society of Ap-
praisers.

Organization of the Book

Chapter 1 addresses the foundation of any appraisal exercise: defining
the assignment. From there, the book moves from the general theory
and practice of business valuation through a step-by-step application
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of the theory and principles to the final product in the form of a com-
plete written valuation report. The second half of the book is divided
into three parts: Part V, “Valuing Partial Interests”; Part VI, “Valua-
tions for Specific Purposes”; and Part VII, “Litigation.”

Eight chapters contain bibliographies on their subject matter. In
addition, an extensive general bibliography at the end of the book
covers both general and specific topics. I have attempted to exclude
from the bibliographies material that is proprietary, obscure, or very
difficult to find and include only material that is available for purchase
and/or can be found in major libraries.

Finally, the book is comprehensively indexed to assist readers in
locating references to a specific topic, author, source, regulation, or
court case. I have attempted to present the material in a form as
comprehensive and easy to use as possible within the constraints of a
single volume. As always, I welcome readers’ comments and discussion
on anything from errata to conceptual issues.

Shannon Pratt
Portland, Oregon
September 1988
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2 INTRODUCTION: THE BUSINESS APPRAISAL PROFESSION

As this second edition is written, the profession of business appraisal
is still in an embryonic state, but it is growing rapidly.

According to the U.S. Small Business Administration, there were
over 17 million businesses in the United States in the 1980s:

Over 2.8 million corporations.

Almost 1.5 million partnerships.

More than 13 million sole proprietorships.

-~

Every year, hundreds of thousands of businesses completely
change ownership. Millions of partial changes of ownership also occur.
Moreover, hundreds of millions of dollars in payments based on deci-
sions about the values of businesses are madE/e’vTaTy' year. Such pay-
ments arise from gift, estate, and inheritance taxes, ad valorem
(property) taxes, matrimonial property settlements, amounts of relief
in damage cases, and many other matters. Considering the economic
importance to millions of people of the proper appraisal of businesses
and business interests, it seems almost incredible that it is only in the
last few years that business appraisal has begun to emerge as a uni-
fied discipline in the United States.

In the last few years, the emergence and growth of the business
valuation discipline have been led by a core of dedicated professionals
who have conducted and disseminated a large amount of research and
education on the subject. The discipline’s development benefited from
the availability of many new data sources on relevant subjects such as
merger and acquisition prices, rates of return on equity, and measure-
ment of risk. Most of these data bases did not even exist in the 1970s.
Their usefulness in a broad variety of business valuation applications
has been vitally enhanced by the communication and computer capa-
bilities for searching out, retrieving, and analyzing data that meet
almost any set of criteria the analyst may choose to specify.

Default in Academia

The typical finance professor at most business schools still is not even
aware of business appraisal as a career option for students. This is
especially unfortunate because business appraisal offers one of the
most challenging and intellectually rewarding career opportunities for
financial theory and prmmples -

Economists and business school professors teach us in no uncertain
terms that the most important objective of the owner, or head, of a
business enterprise—one who is economically motivated by the “invis-
ible hand” of Adam Smith—should be to maximize the value of the
firm. However, in 1987 the closest most business schools got to teach-
ing students how to determine a firm’s value was through a theoretical
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chapter or two in a general finance or investments text. Only about a
dozen business schools offered even a single course in how to value a
business. The number appears to be growing, albeit slowly.

Courses in the closely related subjects of security analysis and in-
vestment portfolio management abound. But such courses are nar-
rowly focused, dealing almost entirely with minority interests in large
corporations in the form of publicly traded stocks and bonds. Such
courses do not, for the most part, deal directly with the question of the
value of the total firm. Furthermore, they do not cover the values of
either total or partial interests in closely held firms.

Business schools also offer courses in corporate finance, whose con-
tent tends to focus on obtaining and managing funds and making
investment decisions in regard to capital budgeting. Capital budgeting
decisions have much in common with decisions on a reasonable price
to pay for an existing business. However, business schools generally
fail to point out this important connection.

The analytical skills germane to the disciplines of security analy-
sis and corporate finance are essential to the discipline of business
appraisal. But business schools have left a major gap by failing to
undertake the logical step of applying these skills to the valuation of
closely held companies and interests in them. The result is that the
conceptual leadership in the development of the business appraisal
discipline has arisen from collaborative efforts on the part of profes-
sional practitioners rather than from the academic community.

,—/”‘l/‘
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Professionalization of the Practitioners

Canadians Lead the Way

Canada led the United States in an organized effort toward conceptual
development of the business appraisal discipline. Not surprisingly, a
specific catalyst spurred the discipline’s earlier organized develop-
ment. That catalyst was called Valuation Day, December 31, 1971 (Val-
uation Day for publicly traded companies was December 22, 1971).

The significance of Valuation Day was that it set a base valuation
date from which all capital appreciation was measured for capital
gains taxes and estate taxes. Consequently, the valuation of all prop-
erty, including all businesses and business interests, as of that date
became a considerably significant matter. Since there were no market
quotations for the values of closely held businesses and business inter-
ests, there suddenly was a need to develop values as of one specific
date for a large number of entities.

The Canadian Institute of Chartered Business Valuators (CICBV),
originally called the Canadian Association of Business Valuators, was
born on January 6, 1971. Since then it has held biennial meetings,
with the proceedings published as The Journal of Business Valuation.



