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The Value of a Valuation Formula
Robert P. Schweihs

Gift and Estate Tax Valuation Insights

A valuation formula is often relied on by closely held business owners to manage the 
business and to conduct transactions involving the ownership transition of the business 

equity. The Internal Revenue Service is not obligated to agree with the results of a valuation 
formula. The long-term investment perspective, usually one of the primary reasons why a 

valuation formula is preferred, should also be considered in an independent valuation.

introduction
For a variety of purposes, the owners and managers 
of many closely held companies regularly need to 
have a reliable estimate of the value of the business 
equity.

Rather than relying on the advice of an indepen-
dent valuation professional, many closely held com-
panies rely on a valuation formula for the purpose of 
transferring shares in an orderly fashion.

In many closely held businesses, the owners 
want to personally know the other shareholders. 
For the shares to transfer in an orderly fashion, the 
owners may insist that all shareholders subscribe to 
a shareholder agreement.

Such a shareholder agreement may have a share 
redemption clause which allows for share purchases to 
be made only by the company or other shareholders 
and only at the price derived from a valuation formula.

These provisions in shareholder agreements pro-
vide for shareholder liquidity by providing a market 
for the shares and a mechanism for the purchase of 
and payment for the shares. The shareholders may  
want to know that the shares will stay in friendly 
hands in the event of another shareholder’s termina-
tion of employment, retirement, disability, or death.

Typically, the shareholder agreement will also 
address the ownership of the shares in case of 
involuntary transfers due to another shareholder’s 
divorce, bankruptcy, insolvency, or legal disability.

The formula can include various adjustments to 
account for particular attributes or circumstances 
that the business or the shareholder faces. For 

example, the individual shareholder usually does 
not have the unilateral right to influence or control 
the management and the operations of the subject 
business.

The valuation formula can include various valu-
ation adjustments to account for the lack of owner-
ship/operational control from which the sharehold-
ers may suffer.

thE PErsPEctiVE oF thE intErnal 
rEVEnuE sErVicE

Let’s consider closely held corporation common 
stock that is not readily tradable. In order for stock 
trades at the formula price to be respected for tax 
purposes, the taxpayer has to use a reasonable 
application of a reasonable valuation method to 
value the subject stock.

The Internal Revenue Service (“Service”) will 
generally respect a valuation formula if certain con-
ditions are satisfied. 

When analyzing the integrity of a valuation 
formula used for estate tax reporting purposes, the 
Service will usually begin with the following require-
ments:1

1. The price must be fixed and determinable. 

2. The agreement must be binding on the par-
ties during life and after death.

3. The agreement must be comparable to simi-
lar agreements entered into by persons at 
arm’s length.
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4. The agreement must have been entered into 
for a business purpose and not as a substi-
tute for a testamentary disposition (a dis-
position is viewed to be testamentary when 
it conveys shares of stock to the natural 
objects of decedent’s bounty for less than 
full and adequate consideration).

A price is generally considered to be fixed and 
determinable if the agreement (1) sets forth an 
agreed upon price that reflects the fair market value 
of the shares on the date the agreement is made 
and (2) contains a formula or mechanism that can 
be applied objectively to establish the price in the 
future.

A provision in the agreement that makes it 
enforceable against the parties and their respective 
successors will generally satisfy the second condi-
tion, that the agreement is binding during life and 
after death, as long as the provision cannot be uni-
laterally altered by any of the parties.

The “valid business purposes” referred to in the 
fourth condition include a desire to avoid disputes 
among shareholders, the need to provide for con-
tinuity in operations, and the need to avoid share 
transfers that may introduce uninvited shareholders 
to the company. However, the Service may ignore 
the valuation formula if circumstances around the 
application of the formula suggest a testamentary 
objective. 

Circumstances that suggest a testamentary 
objective include dictation of terms without negotia-
tion by the parties, establishment of a price without 
a fair market valuation or without reliance on pro-
fessional advisers, and use of a pricing mechanism 
that omits or understates asset values or does not 
include reasonable practices and mechanisms for 
updating the value.

For tax treatment of transactions involving 
shares held by employees, a fair market valuation 
formula is one of the safe harbors recognized by the 
Service2 only when several restrictions are met.

1. If an employee wants to sell the corporation 
stock, then he or she must offer to sell the 
stock to the prospective buyer only at the 
formula value.

2. The party that buys the corporation stock 
from the employee must also offer to sell 
the stock to the next prospective buyer only 
at the formula value.

3. If anyone else holds shares in the same or 
similar class of corporation stock, then that 
individual must also use the formula value 
whenever he or she sells the corporation 
stock (a) to the corporation or (b) to some-

one who owns more than 10 percent of the 
total combined voting power of all classes of 
the corporation stock.

These restrictions may not apply in the event of 
an arm’s-length transaction involving the sale of all 
or substantially all of the outstanding stock of the 
closely held corporation.

tyPEs oF Valuation ForMulas
Some valuation formulas are based on a capitaliza-
tion of earnings method. These valuation formulas 
involve multiples of some measure of company 
earnings (e.g., net income, pretax income, operating 
income, earnings before interest and taxes). Some 
valuation formulas are based on the company’s net 
asset value (or on a multiple of accounting book 
value).

In an earnings-based valuation formula, value 
equals earnings times a pricing multiple. There are 
two variables:

1. The measure of earnings

2. The size of the multiple

In a net-asset-value formula, the company’s 
accounting books and records are usually the source 
of the value of the assets and the value of the offset-
ting liabilities.

Some valuation formulas are a combination of 
the two methods. For example, one combination 
valuation formula may be net book value plus a 
multiple of excess earnings.

The valuation formula usually estimates an 
aggregate value for the noncontrolling, nonmarket-
able ownership interest of the business (net of the 
other obligations of the business).

After the value is calculated, it is allocated to 
those who have a claim on that value, usually based 
on the company’s number of shares outstanding. 
Those who have a claim on equity may also include 
owners of options and shareholder appreciation 
rights, for example.

There are many advantages and disadvantages 
for using a valuation formula. These advantages and 
disadvantages are discussed next.

Valuation ForMula 
adVantaGEs

After the valuation formula is selected, it should be 
easy to make the calculations necessary to deter-
mine the price. Useful valuation formulas are based 
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on easy to find, noncontroversial financial statistics 
and easy to apply calculations.

A valuation formula is transparent and provides 
a sense of certainty and may provide employee-
shareholders with confidence that their actions are 
positively affecting the components of the formula.

Transactions are easier to negotiate. A valuation 
formula is noncontroversial in the sense that the 
parties agree to be bound by it, or at least they did 
at one point in time.

The ownership transition will be orderly. The 
agreement that depends on the formula identifies 
the market participants for the transaction at the 
formula price. There is usually a party that is identi-
fied who will be the buyer or who has a right of first 
refusal to buy at the formula price.

The ownership interest will not have to be sold 
to unknown third-party buyers at an uncertain and, 
perhaps, distressed price.

Fees for legal and valuation professionals are not 
incurred. A formula is an inexpensive tool to use to 
execute a transaction.

Valuation ForMula 
disadVantaGEs

The understanding of the parties to the valuation 
formula about how and when the valuation formula 
is applied may change.

If the valuation formula is not calculated on a 
regular basis by the parties and used for better or 
worse by the parties, then, when the parties have an 
adverse interest, there may not be an agreement on:

1. the measure of earnings,

2. the size of the pricing multiple,

3. the value of assets, and

4. the value of liabilities.

It is unusual for any one valuation formula that 
was selected at one point in time to consistently 
provide reasonable and realistic valuations at all 
other points in time. Over time, it is likely that dis-
locations can occur.

Typically, a valuation formula is not very flex-
ible. It’s supposed to be “fixed.” A formula may not 
be flexible enough to take into account changes in:

1. the subject company,

2. the industry in which the subject company 
operates,

3. the prevailing economic environment, or 

4. the accounting principles used.

Businesses change due to nonrecurring events 
such as the introduction of a new product line. 
Before the introduction of a new product, reported 
earnings may be abnormally low. This is because 
they reflect one-time research and development 
expenses to create the new product and marketing 
expenses associated with the launch.

After the new product is successfully launched, 
the early positive earnings may be low. This is 
because they do not yet reflect the normal, longer-
term expected earning power of the new product.

Conversely, the currently reported earnings of 
the business could be higher than they are expected 
to be in the future. This is because demand for a 
significant product has momentarily declined or 
because of a delay in the performance of a signifi-
cant customer contract.

Industries change when, for example, regulatory 
restrictions are temporarily added or eliminated. 
Competitors can make impulsive decisions that 
have only a short-term impact on the earnings or 
assets of the subject business.

Most formulas fix the multiple of earnings or 
the multiple of book value despite any changes in 
the external economic environment. The economic 
environment in which the company operates is 
always changing both locally and nationally.

Events that affect the economic environment 
that are entirely external to the business can have 
an important impact on the value of a business. The 
effect of those external events may not be captured 
in the typical valuation formula.

Net asset value isn’t supposed to be controversial 
but it often is. Accounting principles can change or 
the business may adopt an alternative but accept-
able accounting convention after the valuation for-
mula was established. This could cause a dislocation 
to the share value under the valuation formula.

For example, the company may voluntarily or 
involuntarily change its policy regarding contract 
revenue recognition, LIFO or FIFO inventory valu-
ation, capital investment capitalization, or categori-
zation of leases as operating or capital.

All parties may not always accept a value derived 
from a valuation formula (e.g., the Service may not 
be required to accept it if it is judged to be a tes-
tamentary device). If a transaction takes place for 
any purpose at a price different from the formula, 
the integrity of the valuation formula may be jeop-
ardized.

Earnings of the business may be volatile. Some 
formulas try to accommodate for that volatility by, 
for instance, using a strait average or a weighted 
average of the trailing three years of earnings.
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In some situations, the valuation formula calcu-
lation is made only once per year as of a specific 
date and the price is supposed to prevail until a 
new value is calculated the following year. In other 
situations, the valuation formula calculation is made 
quarterly or even daily.

Liquidity may not be available to pay for the 
shares at the formula price. The buyer who has the 
obligation to pay may not have the cash available 
(or an insurance policy) to satisfy the obligation.

an indEPEndEnt Valuation
The person who performs the valuation for tax pur-
poses should be:

1. independent of the business and

2. qualified to perform the analysis based on 
significant knowledge, experience, educa-
tion, or training.3

Significant experience usually means at least five 
years of relevant experience in business valuation, 
secured lending, or other comparable experience in 
the line of business or industry in which the tax-
payer corporation operates.

The valuation analyst should be the type of indi-
vidual who the taxpayer corporation “would reason-
ably rely on” for advice “regarding the purchase or 
the sale of the stock being valued.”

Typically, the independent valuation analyst will 
report to the administrator who is responsible for 
the shareholder agreement or the employee incen-
tive plan. The administrator may be the corpora-
tion’s board of directors.

It is the administrator who has a duty to the 
corporation (and to its shareholders) and not the 
independent valuation analyst. The independent 
valuation analyst usually does not have a fiduciary 
duty to the parties to the transaction.

The independent valuation analyst is providing 
advice to the client and gets indemnification protec-
tion from the client (usually the fiduciary) against 
claims from any other third party who may consider 
the advice provided by the independent valuation 
analyst to the client.

The role of the independent valuation analyst is 
to give advice to the client/fiduciary and that allows 
the fiduciary to demonstrate that the fiduciary has 
been prudent in establishing value for a particular 
purpose.

Fundamental to the shareholder agreement and 
the employee incentive plan is a long-term per-
spective on the company’s performance: long-term 
returns and long-term capital appreciation.

a lonG-tErM inVEstMEnt 
PErsPEctiVE

The valuation analyst may consider valuation pro-
cedures that de-emphasize the short-term invest-
ment time horizon that is common with publicly 
traded companies. A stock valuation should not 
unduly focus on short-term capital market dynam-
ics, including fluctuating pricing multiples of guide-
line publicly traded companies or fluctuating capital 
market debt and equity yields.

The effect of a short-term perspective is that the 
stock values may vary significantly from one valu-
ation date to the next. Unpredictable variability in 
share values add a degree of risk to the incentive 
plan and may limit the plan’s likelihood of achieving 
its objectives as a motivational tool.

The Market Approach
The market approach, guideline publicly traded 
company method values the company stock by 
reference to the market-extracted valuation pricing 
multiples of guideline publicly traded companies.

The common market-derived valuation pric-
ing multiples used in this method include: price to 
earnings before interest and taxes (EBIT), price to 
earnings before interest, taxes, depreciation, and 
amortization (EBITDA), price to net income, price 
to net cash flow, price to revenue, and others.

To mitigate these temporary highs and lows in 
the market-derived pricing multiples, the valua-
tion analyst may consider several investment time 
horizon valuation procedures. The market-derived 
valuation pricing multiples may be applied against 
long-term averages of the company financial funda-
mentals.

Of course, the market-derived valuation pricing 
multiples should be based on similar long-term time 
periods. The financial fundamental benchmarks 
may be three-year or five-year averages of earn-
ings, net cash flow, dividends, and so on. And, the 
financial fundamentals may be presented as either 
arithmetic means or weighted averages.

The market-derived valuation pricing multiples 
may be based on periodic price averages, as opposed 
to being based on a single date price estimate. For 
example, the selected valuation pricing multiples, 
such as the price to earnings multiple, may be calcu-
lated from the average closing price of the selected 
publicly traded guideline companies over a period of 
90 days prior to the valuation date.

That price averaging procedure mitigates the 
effect of short-term stock market peaks or valleys 
that may occur around the valuation date.
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The market approach, guideline merged and 
acquired company method estimates the company 
stock value based on extracting market-derived val-
uation pricing multiples from completed merger and 
acquisition (M&A) transactions. The M&A transac-
tions should encompass companies in the same or 
similar business as the subject company.

Based on the available pricing data regarding the 
guideline M&A transaction, the valuation analyst  
will calculate price to revenue, price to cash flow, 
and/or price to net income valuation pricing mul-
tiples. The market-derived merger and acquisition 
valuation pricing multiples may be applied against 
long-term averages in the company financial fun-
damentals, provided that the pricing multiples are 
based on similar long-term periods.

The long-term financial fundamentals include 
three-year or five-year averages of assets, net book 
value, revenue, net income, and so on, that are 
either arithmetic means or weighted averages. 

Again, the objective of using multi-year financial 
fundamental averages is to emphasize the long-term 
investment characteristics of the company and to 
mitigate any unusual or nonrecurring short-term 
performance statistics. An alternative procedure 
derives valuation pricing multiples from merger 
and acquisition transactions that span several years 
prior to the valuation date, as opposed to focusing 
on deals consummated just before the valuation 
date.

While there is no absolute right or wrong obser-
vation period, an observation period of one to two 
years prior to the valuation date may help mitigate 
any short-term aberrations in acquisition pricing 
multiples.

The Income Approach
The income approach, discounted cash flow meth-
od estimates the value of the company stock as 
the present value of the corporation’s prospective 
net cash flow generating capacity. This valuation 
method typically combines an analysis of a discrete 
net cash flow projection period (e.g., a five-year 
projection period) with an analysis of the residual 
value of the subject company (often based on the 
direct capitalization of net cash flow as an annuity 
in perpetuity).

Generally, the discounted cash flow valuation 
method is less influenced by the effects of short-
term aberrations in employer corporation perfor-
mance or in investment market dynamics. 

The use of discounted cash flow method tends to 
mitigate such short-term aberrations for the follow-
ing reasons:

1. It is a prospective, or forward-looking, analy-
sis involving a long-term cash flow projec-
tion.

2. Net cash flow projections generally predict a 
return to normalized financial performance, 
even if recent performance has been unusu-
ally superior or inferior compared to the 
normal.

3. The longer projection period, often five years 
or longer, will better reflect the earnings 
capacity, cash flow capacity, and dividend-
paying capacity of the company over a long-
term investment horizon. 

4. The residual value analysis—the valuation of 
the company at the end of the discrete pro-
jection period—should consider a long-term 
investment time horizon. For example, 
residual value pricing multiples based on 
a perpetuity capitalization of the terminal 
year’s cash flow are less affected by short-
term anomalies than residual value pricing 
multiples (or direct capitalization rates) 
based on current capital-market-derived 
pricing multiples. 

5. The investment yields used to estimate an 
appropriate present value discount rate 
should be derived from long-term invest-
ment returns. A common discount rate 
method involves using the weighted average 
cost of capital. The weighted average cost 
of capital blends the cost of debt and the 
cost of equity and depends upon the com-
pany’s capital structure. Given the long-
term investment time horizon, capital costs 
based on long-term investment returns for 
debt and equity are the most appropriate.

Asset-Based Approach
The asset-based approach, asset accumulation 
method estimates the value of the company stock 
based on (1) the fair market value of all of the 
company assets (both tangible assets and intangible 
assets) less (2) the current value of all of the com-
pany liabilities (both recorded and contingent). 

The asset accumulation method is fairly resistant 
to the effects of short-term aberrations in employer 
corporation performance or in investment market 
price indices. Generally, the same assets, tangible 
and intangible, should be subject to valuation. And, 
the same individual asset valuation approaches—
such as the cost approach, market approach, and 
income approach—should be applied consistently 
over time.

The discrete valuations of individual categories 
of assets may reflect a long-term investment time 
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horizon. If the cost approach is used to value cer-
tain assets (e.g., equipment, computer software, 
engineering drawings and documentation), the par-
ticular cost approach method may be based on long-
term creation times and development costs.

If the market approach is used to value other 
assets (e.g., land, buildings, leases, trademarks and 
trade names), long-term market comparable trans-
actional data may be used.

If the income approach is used to value certain 
assets (e.g., customer relationships, going-concern 
value, goodwill), the income approach method may 
be based on capitalization of:

1. long-term average historical economic 
income or

2. a long-term projection of prospective eco-
nomic income.

Additionally, the capitalization rate and/or the 
present value discount rate may be based on long-
term or normalized indications of the cost of debt 
and the cost of equity.

ValuE rEconciliation
After considering the relevant valuation factors, 
it may be obvious that the independent valuation 
analyst should rely on the indications of a single 
valuation approach. In some situations, two or more 
valuation methods produce similar results.

The final valuation estimate should be based on 
an analysis and assessment of relevant long-term 
factors and the professional judgment of the inde-
pendent valuation analyst.

suMMary and conclusion
On the occasions that a privately owned company 
needs to know its value, the owners often prefer to 
use some kind of a valuation formula to calculate 
the value of the shares of the company.

In many situations, valuation formulas can con-
veniently solve valuation problems. For example, 
privately owned companies may use a valuation 
formula to arrive at an estimate of the value of a 
business to decide the amount of life insurance to 
buy for key-man insurance purposes.

The application of a valuation formula is quick 
and easy. It doesn’t involve outside advisers or the 
professional fees that they charge.

However, a valuation formula may obscure 
important information. When one party to a trans-
action expects the transaction to take place at a 

valuation formula and the 
valuation formula is chal-
lenged by the other party 
to the transaction, it may 
become very expensive to 
complete the transaction.

Active capital market 
investors and portfolio man-
agers may be influenced by 
the effects of short-term 
investment phenomena. 
However, owners of equity 
in closely held businesses 
are usually long-term strate-
gic investors who are much 
less influenced by the effects 
of short-term aberrational 
company-specific or market 
performance indicators. 

Such strategic investors 
take a long-term investment 
perspective. They consider 
the long-term trends in the 
subject company’s financial 
and operational performance. And, they consider 
the long-term security yields and expected risk and 
rate of return trade-offs of the organized investment 
markets.

In the current economic environment, the own-
ers of many closely held companies have experi-
enced the disadvantages of using a valuation formu-
la. These companies have considered and adopted 
the valuation advice of an independent valuation 
analyst.

It is appropriate for the valuation analyst to 
consider that long-term investment perspective in 
estimating the fair market value of the subject cor-
poration securities. It is appropriate for the valua-
tion analyst to consider procedures that:

1. minimize the short-term variability of the 
company stock value and

2. quantify the company stock value by refer-
ence to longer-term financial performances 
and investment trends.

Notes:
1. Established under Internal Revenue Code 

Section 2703.
2. Treasury Regulations Section 1.409A-

1(b)(5)(iv)(B)(2)(ii).
3. Treasury Regulations Section 1.409A.

Robert Schweihs is a managing director of the firm 
and is resident in our Chicago office. Bob can be 
reached at (773) 399-4320 or at rpschweihs@ 
willamette.com.

“When one party 
to a transaction 
expects the transac-
tion to take place 
at a valuation for-
mula and the valu-
ation formula is 
challenged by the 
other party to the 
transaction, it may 
become very expen-
sive to complete 
the transaction.”


