
 

 

 

Business Valuations Newsletter 
 
This quarterly newsletter provides 
information about business valuation 
issues in the context of small business. 
It will be particularly relevant to family 
and commercial lawyers, insolvency 
practitioners, business owners, 
directors, shareholders, financiers and 
accountants needing to outsource 
valuation work for their clients. 

Typical situations where valuations are 
useful include; purchase or sale of a 
business, partner promotion or 
retirement, divorce, business mergers, 
succession planning, management 
buyouts, partnership or shareholder 
disputes, insurance claims, 
restructuring, raising debt or equity 
funding, liquidations, private company 
share valuations and capital gains tax 
compliance. 
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Send us an email if you would like to 
receive our other newsletters. 
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SHOULD I USE A RULE OF 
THUMB TO VALUE MY 

BUSINESS? 

 

From time to time, we encounter 
business owners that sold their 
business at a price determined by a 
“rule of thumb” method. What is 
being gained by taking this approach? 
What is being lost? 

The term “rule of thumb” originated 
with wood workers who used the 
width of their thumbs as a standard 
measure. That practice now gives us a 
popular expression used in many 
circumstances to provide a quick, 
sometimes imprecise, yet a reliable 
measure. In the context of business, 
rules of thumb provide a shortcut to 
determining its potential sale price.  

A commonly used rule of thumb is 
simply the amount of sales income 
over the last 12 months. There are 
different rules of thumb for the 
different industries. 

Should a business owner sell based on 
a rule of thumb? Our blunt response, 
“No”. The price of a business is simply 
not cut and dry based on a rough rule. 
Rules of thumb offer ease of 
calculation, but they ignore other 
details and could be 
misrepresentative. That is because a 
rule of thumb applies to a single 
variable and is blind to other 
important variables. For example, if 
you take two businesses in any given 
industry group with the same annual 
revenue, a rule of thumb would value 
each business the same. Yet each 
business may have completely 

different expense structures resulting 
in very different profits and cash 
flows. This would make one business 
more desirable, and more valuable, 
than the other. 

That is not to state that rules of thumb 
are bad. They are very useful for 
providing a generic value of any small 
business within an industry. It is a 
gross simplification of the value 
though, so it doesn’t follow that the 
rule would be correct for a particular 
business and its unique characteristics. 
In other words, a rule of thumb is 
better used as a general idea of a 
value, on average, of a business within 
a particular industry. 

There is some evidence suggesting 
rules of thumb are reasonably 
accurate. But we wonder whether this 
is because the same piece of 
information is available to both seller 
and buyer leading to a self-fulfilling 
prophecy. 

We do find the rule of thumb method 
is useful to business owners when 
conducting preliminary thoughts of 
the sale of their business within, say, 
the next two to five years. The 
resultant quick calculation often 
becomes a reality check. They are 
confronted with a “wake-up call” 
concerning the potential true value of 
the business… often less than they 
want. This has a positive side, as it 
allows the owner to make the 
necessary changes to command a 
better price upon eventual sale. That 
is because the owner now 
understands and implements the 
“link” to value for their particular 
industry that the rule contains. 
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A rule of thumb is also useful for 
micro-businesses, where the cost and 
time commitment to undertake a full 
or limited scope valuation is 
impractical. 

While rules of thumb have a purpose, 
they are not designed for an accurate 
valuation, resulting in overvaluing a 
poor business and undervaluing a 
quality business. 

If you are buying a business, what 
must be considered is the 
consequence of not getting the value 
right. We have seen too many people 
losing their houses, even families, by 
paying too much for a business, or 
business owners leaving too much 
money on the table because they 
underestimated the real value of the 
business. A business valuation will 
mitigate the potential for either of 
these scenarios. 

 

GRADUAL EXITS 

 
Although we live in times where the 
federal government is increasing 
retirement ages, many business 
owners don’t mind working longer. 
For many professionals, this is possible 
because their occupation does not 
take a physical toll on their body. So 
long as their brain works, they will. 

Although “full” retirement is being 
postponed, business owners are still 
fond of the idea of becoming less 
involved in the day-to-day operations 
of the business and a gradual 
reduction in hours over several years. 
Consequently, many professional 
practitioners are considering a gradual 
handover of their business to a new, 
younger, fresh and more energetic 
partner. An example of this type of 
arrangement is a phase out over five 
years with a 20% reduction in equity 
and one less weekly working day each 
year. There can be many variations on 
this theme. 

In this type of situation, a business 
valuation would be sought to strike 
the value of the business prior to the 
gradual exit. That valuation is then the 
basis for a gradual buy-in by the new 
partner and gradual sale by the 
retiring partner. 

There are many benefits with this 
approach including business continuity 
for clients and a gradual induction for 
the new partner. Also, funding 
gradually phased ownership is easier 
for younger partners, whereas the 
alternative of purchasing 100% of the 
business from the outset is sometimes 
too large a step to take, making the 
transaction impossible and a loss for 
both parties. A gradual transition 

provides a win/win scenario to the 
incoming and retiring partners. 

 

OUR BUSINESS VALUATION 
SERVICES 

 

o Full and limited scope business 
valuations 

o Due diligence 

o Private company share pricing 

 

Our valuation expertise includes legal, 
accounting, engineering, other 
professional services, vet clinics, 
restaurants/cafes, financial planning, 
manufacturing, IT businesses. 

 

Helpful information when it arises: 

 Follow us on Facebook 

 Follow us on Google Plus 

 Follow us on LinkedIn 

 Follow us on Twitter 
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Contact us... Chris Beavis Suite 25 (03) 9478 3333 
 Managing Director 20 Enterprise Drive enquiries@chieftains.com.au 
 Chieftains Bundoora   VIC   3083 chieftains.com.au 

 

 
This newsletter is for guidance only, and professional advice should be obtained before acting on any of its contents. Neither the publisher nor the 
distributors can accept any responsibility for loss occasioned to any person as a result of action taken or refrained from in consequence of the contents 
of this publication. Liability limited by a scheme approved under Professional Standards Legislation. 
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