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Accurate valuation of any business is challenging. When the business is small and privately held, the challenge is all 

the greater. 

 

In the past, appraisers have used public company stock return data as a benchmark for valuing small private 

businesses. There are significant problems with this approach as appraisers have been challenged to find alternate 

data that might yield more accurate valuations. Fortunately, this is changing as new developments offer appraisers 

alternate data that might result in more accurate valuations. 

 

Accuracy matters, not only for the obvious reason that it is the goal of every valuation process, but also because the 

small business sector is so significant for the economy as a whole. (The Office of Advocacy of the U.S. Small 

Business Administration defines a small business as an independent business having fewer than 500 employees.) 

Small privately held businesses comprise 99% of all employer firms in the US and latest figures show that there are 

approximately 28 million small private businesses in the US. Simply put, small businesses carry massive weight in 

the US economy. That means that it is a consequential matter to determine, individually and collectively, what these 

small private businesses are actually worth. 

 

There are many difficult areas in valuing small privately held businesses. But there is one challenging aspect in the 

valuation process that deserves more detailed treatment: quantifying a reasonable discount rate or cost of capital. 

This is where new data sources will make a difference. 

 

The traditional method of valuing small businesses is deeply flawed, but not through any fault on the part of the 

appraisers. Availability of data has been the problem. Due to the lack of empirical data with respect to the expected 

returns of private investors, business appraisers have been using public company stock return data (i.e., Ibbotson’s 

and Duff & Phelps) as a surrogate for private return expectations to estimate discount rates that ultimately determine 

values of small privately held companies. Risk, liquidity, and size are among several reasons why anticipated public 

company returns are not an appropriate substitute for private company data. 

 

Recently, there have been some developments that offer appraisers alternate sources of data in developing the cost 

of capital for small private companies. 

 

First and most recently, two methods were introduced: the implied private company pricing line (IPCPL) and the 

implied private company pricing model (IPCPM). Both methods were first described in Business Valuation Review 

(Volume 31, No. 1) and attempt to solve major problems with the build-up method in determining the cost of equity 

component in a discount rate. IPCPL is a new model that is intended to estimate the cost of capital for a privately held 

firm whose revenues are less than $10 million. It is designed to eliminate the inherent problems in comparing public 

and private data and provide a more relevant estimate of the cost of capital for private small businesses. The IPCPL 

model seeks to eliminate “pitfalls for unsystematic risk, liquidity, small stock premium, pass through entity taxes, and 

cash/leverage by utilizing real transaction, market-clearing prices between buyers and sellers of comparable small 

private businesses.” 
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Secondly, recognizing the differences in the expectations of private company and public company investors, 

Pepperdine Private Capital Market Project was launched by Pepperdine University in 2007. This ongoing annual 

study surveys various investor classes (i.e. banks, asset-based lenders, mezzanine investors, private equity groups, 

venture capitalists, angel investors, etc.) in the private markets periodically to determine their expected (and actual) 

returns on investment. It also seeks to understand the true cost of private capital across market types and the 

investment expectations of privately held business owners.  

 

While appraisal professionals are still evaluating and analyzing data from both sources above, many believe they 

may help reduce guesswork and improve reliability in determining the appropriate cost of capital for small privately 

held businesses. The IPCPL is not yet widely accepted or vetted for litigation and peer acceptance. We are also not 

aware of any court case that has accepted the Pepperdine Private Capital Market Project as an acceptable 

methodology. Given sufficient time, both methodologies may gain wider acceptance by both appraisers and the 

courts. They may redefine the way in which appraisers determine the cost of capital in their valuations. 

 

Small business valuation starts from carefully determining the cost of equity by making sure both size and firm-

specific risks are captured in the calculation. This will lead to a more reasonable calculation of a discount rate or 

capitalization rate and as result arrive at true cost of capital. Data from both the IPCPL/IPCPM and Pepperdine 

University are additional reference points and may complement but not as of yet substitute for the build-up method 

and capital asset pricing model (CAPM) when estimating a small privately-held company’s cost of capital. 
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Contact Angela Sadang: 

Phone: (212) 201-3012 

Email: asadang@markspaneth.com  
 

About Marks Paneth LLP 
 

Marks Paneth LLP is an accounting firm with more than 550 people, including over 70 partners and principals. The 

firm provides public and private businesses with a full range of auditing, accounting, tax, consulting, trade remediation 

and valuation services as well as litigation and corporate financial advisory services to domestic and international 

clients. The firm also specializes in providing tax advisory and consulting for high-net-worth individuals and their 

families, as well as a wide range of services for international, real estate, hospitality, media, entertainment, nonprofit 

and government services clients.  The firm has a strong track record supporting emerging growth companies, 

entrepreneurs, business owners and investors as they navigate the business life cycle. 

 

The firm's subsidiary, Tailored Technologies, LLC, provides information technology consulting services. In addition, 

its membership in Morison International, a leading international association for independent business advisers, 

financial consulting and accounting firms, facilitates service delivery to clients throughout the United States and 

around the world. Marks Paneth, whose origins date back to 1907, is the 35th largest accounting firm in the nation 

and the 9th largest in the mid-Atlantic region. In addition, readers of the New York Law Journal rank Marks Paneth as 

one of the area's top three forensic accounting firms for the fifth year in a row. 

  

Its headquarters are in New York City. Additional offices are in Washington, DC, New Jersey, Long Island, 

Westchester and the Cayman Islands. For more information, please visit www.markspaneth.com. 
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