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Closely Held Business Goodwill Valuation 
Approaches and Methods
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Estate Planning Insights

Valuation analysts are often called on to value closely held entity goodwill for various gift 
tax, estate tax, or generation-skipping transfer tax purposes. Analysts may also be asked 
to value the business entity goodwill for income tax or property tax purposes. These entity 
goodwill valuations may be performed for tax planning, tax compliance, or tax controversy 
purposes. This discussion summarizes the generally accepted approaches and methods that 

analysts typically consider in the valuation of business entity goodwill.

introduction
There are numerous reasons why valuation analysts 
(“analysts”) may be asked to value corporate (also 
called institutional) goodwill within a gift tax, estate 
tax, and generation-skipping transfer tax context. 
Analysts may also be asked to value a business 
entity’s goodwill in an income tax and/or property 
tax context.

This discussion summarizes the generally accept-
ed approaches and methods that analysts consider 
in the valuation of business entity goodwill.

cost approach Goodwill 
Valuation mEthods

Using the cost approach, analysts estimate the 
amount of current cost required to recreate the 
closely held entity goodwill components. The cost 
approach typically involves a component restoration 
method.

The first procedure in this method is to list all 
of the individual components of the subject entity’s 
goodwill. The second procedure is to estimate the 
current cost required to replace each component. 
This procedure is based on the concept of goodwill 
as the intangible value of all of the entity assets in 
place and ready to use.

One procedure in the restoration method is the 
analysis of forgone income (considered an “oppor-

tunity cost” in the cost approach) during the time 
period required to assemble all of the entity’s tan-
gible assets and identifiable intangible assets.

Let’s consider the restoration method to value 
the goodwill of the Taxpayer Mining Company 
(“Taxpayer”). Let’s assume that it would take two 
years to assemble all of the Taxpayer tangible assets 
and intangible assets.

The Taxpayer tangible assets include the following:

1. Land and buildings

2. Mining equipment, transportation equip-
ment, and mining office equipment

The Taxpayer intangible assets include the fol-
lowing:

1. Operating licenses and permits

2. Computer software

3. Operating manuals and procedures

4. Customer relationships

5. Supplier relationships

6. A trained and assembled workforce

This two-year time period represents the total 
elapsed time required for the assembled assets to 
reach the same level of utility, functionality, capac-
ity, and income generation as it currently exists in 
the actual business entity.
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This hypothetical asset restoration process 
includes the following procedures:

1. The purchase and installation of all equip-
ment

2. The construction or purchase of all real 
estate

3. The selection of suppliers

4. The creation of a distribution system

5. The hiring and training of employees

6. The building of a level of consumer recogni-
tion and confidence

7. The recreation of the current level of cus-
tomer relationships

In this method, all of these tangible assets and 
intangible assets are assembled at the level required 
to accommodate the actual Taxpayer operations.

Illustrative Taxpayer Analysis
Let’s assume that Taxpayer actually earns 
$10,000,000 per year in income (defined as net cash 
flow) during an expected two-year asset restoration 
period. The present value of the $20,000,000 forgone 
income during the restoration period is one compo-
nent of opportunity cost.

Let’s assume that Taxpayer would also incur 
$5 million of interest expense each year for the 
two-year restoration period. This expense occurs 
because Taxpayer will have to finance the purchase 
and assemblage of all of its assets (with no offsetting 
operating income).

During the restoration period, Taxpayer will not 
earn $10 million per year of positive cash flow (due 
to no business operations during the restoration), 
and Taxpayer will incur $5 million per year of nega-
tive cash flow (that is, interest expense on the resto-
ration investments).

The present value of these two opportunity cost 
components would indicate the subject entity good-
will value.

markEt approach Goodwill 
Valuation mEthods

There are two common goodwill market approach 
methods. The residual from purchase price method 
values goodwill as the residual from an actual acqui-
sition price. The sales comparison method values 
goodwill based on an analysis of guideline sale trans-
actions.

Goodwill is rarely sold separately from the other 
tangible or intangible assets of a business. Therefore, 

the guideline transactions usually involve the sale of 
a going concern business.

The analyst selects publicly reported transactions 
in which the allocation of the sale price between the 
purchased goodwill and all other acquired assets is 
reported. This market approach method effectively 
relies on a residual from purchase price procedure 
to value goodwill.

To use the residual from purchase price method, 
there has to be a sale of the subject entity.

First, if there is such a transaction, the analyst 
confirms that the transaction was at arm’s length.

Second, the analyst confirms that the purchase 
price represents a cash equivalency price. If there 
are noncash consideration components or deferred 
payments (an earn-out provision) as part of the pur-
chase price, the analyst converts the entire consid-
eration to a cash equivalency price.

Third, the analyst values of each of the tangible 
assets and identifiable intangible assets.

Fourth, the analyst subtracts the total value of 
all of the tangible assets and identifiable intangible 
assets from the purchase price. The residual amount 
represents goodwill value.

To use the guideline sale transactions method, 
the analyst identifies and selects actual sales of 
guideline entities that are sufficiently similar to the 
subject entity. Comparability is typically based on 
the criteria of investment risk and expected return.

For certain types of businesses, guideline sale 
transactional data are fairly easy to assemble. Such 
transactional data are reported in publicly available 
publications and periodicals. The purchased goodwill 
is typically expressed as a percent of the total trans-
action price or a percent of the total annual revenue 
earned by the entity sold.

These market-derived goodwill pricing multiples 
are then applied to the subject entity to value the 
entity’s value. It is noteworthy that the pricing mul-
tiples are estimated; that is, these transactional pric-
ing multiples are themselves based on an allocation 
of the purchase price for each business included in 
that transactional data source.

Illustrative Closely Held Analysis
Let’s assume that Closely Held Construction 
Consolidated (CHCC) is negotiating to sell its struc-
tural steel division. The parties can agree to value 
the division equipment at $60 million. However, 
the parties cannot agree on the value of the division 
goodwill.

The buyer retains an analyst to value the divi-
sion goodwill. The analyst decides to use the market 
approach. Researching various publications and 
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transactional databases, the analyst concluded that, 
over the last few years, the portion of goodwill in the 
purchase price of comparable structural steel con-
tractor acquisitions was 40 percent.

Therefore, if the agreed tangible asset value is 
$60 million and the goodwill portion of the total 
purchase price is 40 percent, then the total division 
value is $100 million.

Based on that $100 million value, 60 percent 
would be allocated to the tangible assets and 40 
percent would be allocated to goodwill. Accordingly, 
the parties agreed to a transaction sale price of $100 
million.

incomE approach mEthods
The income approach goodwill valuation methods 
include the residual from business value method, the 
capitalized excess earnings method, and the present 
value of future income method.

Each of these methods is based on the concept 
of goodwill as the present value of future income not 
associated with the subject entity’s tangible assets or 
identifiable intangible assets.

The Residual from Business Value 
Method

The residual from business value method is based 
on the principle that the value of total assets (the 
“left hand” side of the subject entity’s balance sheet) 
equals the value of total liabilities and equity (the 
“right hand” side of the subject entity’s balance 
sheet).

Goodwill is valued as the total entity value less:

1. the value of all working capital (or financial) 
assets,

2. the value of tangible assets (real estate and 
tangible personal property), and

3. the value of identifiable intangible assets.

The analyst typically synthesizes the value indi-
cations of one or more of the generally accepted 
business valuation methods to estimate the entity 
value.

The business valuation methods commonly used 
in the residual from business value method include 
the following:

1. The direct capitalization method (an income 
approach method)

2. The discounted cash flow or yield capitaliza-
tion method (an income approach method)

3. The guideline merged and acquired com-
pany method (a market approach method)

4. The guideline publicly traded company 
method (a market approach method)

Any of these methods may be used in a residual 
from business value analysis. The discounted cash 
flow method is a common business valuation method 
for the purpose of quantifying entity goodwill as the 
residual from a business value.

The discounted cash flow method is based on the 
principle that business value is the present value of 
the total future income to be derived by the subject 
entity’s stakeholders. The discounted cash flow 
method typically involves revenue analysis, expense 
analysis, investment analysis, cost of capital analy-
sis, and residual value analysis.

Based on these valuation analyses, the periodic 
(typically annual) cash flow from the subject entity 
is projected for a discrete projection period. The 
term of the discrete period varies based on the ana-
lyst’s judgment.

Typically, the term of the projection period 
approximately equals the average length of the 
industry business cycle. The discrete cash flow pro-
jection is discounted at an appropriate discount rate 
to determine a present value.

The residual value of the entity is estimated at 
the end of the discrete projection period. The resid-
ual value is also discounted to determine a present 
value. The present value of the discrete cash flow 
projection is summed with the present value of the 
residual value.

This summation calculation indicates the total 
entity value. The total entity value less the tangible 
assets value and the identifiable intangible assets 
value indicates the goodwill value.

Illustrative Family Analysis
Let’s assume that Family Corporation (“Family”) is 
considering the purchase of the Target Corporation 
(“Target”) business assets. Family wants to estimate 
the income tax consequences of the acquisition, 
including the expected amortization of purchased 
goodwill. Family is considering a cash for assets 
structure with no assumed liabilities.

Family management concluded the total value 
of the Target operating assets to be $100 million. 
Family management anticipates the transaction pur-
chase price allocation presented in Exhibit 1.

Family management expects that the proposed 
acquisition (at an assumed $100 million purchase 
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price) will result in $30 million of amortizable 
Section 197 intangible assets—including $10 million 
of amortizable goodwill.

The Capitalized Excess Earnings 
Method

The capitalized excess earnings method involves the 
quantification and capitalization of excess income 
(as defined) earned by the subject entity. There are 
several versions of the capitalized excess earnings 
method.

The following discussion presents a common 
application of this valuation method.

First, the capitalized excess earnings method 
requires an estimate of required amount of income 
that an investor would expect, given the risk of the 
subject entity. This procedure often involves the 
assessment of industry average rates of return.

Some analysts apply an asset-specific rate of 
return to each asset category. Some analysts apply 
the entity’s cost of capital as the overall required rate 
of return. The cost of capital is typically measured as 
the weighted average cost of capital.

In either case, the required return on investment 
is multiplied by the value of the identified net assets 
in order to quantify the amount of the required 
income. The identified net assets typically include all 
of the working capital, tangible assets, and identifi-
able intangible assets.

Second, the analyst quantifies the difference 
between this required income amount and the actual 
income earned by the subject entity. If the actual 

income exceeds the required income, 
then excess earnings exist at the subject 
entity.

Third, the analyst capitalizes the 
excess earnings (if any) as an annuity in 
perpetuity using an appropriate direct 
capitalization rate. The derivation of 
the direct capitalization rate should be 
consistent with the level of income used 
to measure the subject entity’s required 
income amount and the entity’s actual 
income.

The result of the direct capitalization 
procedure indicates goodwill value.

Present Value of Future 
Income
The first procedure in this method is to 
identify all of the future income that is 
not associated with the subject entity’s 

tangible assets and identifiable intangible assets. 
This identification procedure may include future 
capital expenditures, future mergers and acquisi-
tions, new product or service lines, new sales territo-
ries, or new customers.

Generally, this future income is not included in 
the current business plans or forecasts. This future 
income is typically not associated with the tangible 
assets or intangible assets in place as of the analy-
sis date. Otherwise, that future income would be 
included in the value of the entity’s tangible assets 
or intangible assets. Creating such a projection of 
future income may present an analytical challenge.

For purposes of illustrating this method, let’s limit 
the discussion to analyzing the present value of the 
expected future customers. In any residual method 
goodwill analysis, it is common for the analyst to 
estimate and present value the prospective income 
associated with the current customer base.

This income projection is typically made over 
the expected remaining useful life of the current 
customer relationships. The value of the current 
customer base is the present value of the income to 
be earned from providing future products or services 
to current customers.

Using the present value of future income method, 
goodwill is estimated as the present value of the 
future income to be earned from providing future 
goods or services to future, unidentified, customers. 
These future customers are unidentified new cus-
tomers who (presumably) will take the place of the 
current customers as the current customers retire.

Continued to page 70

Assumed Total Consideration Paid $100,000,000 
Less: Fair Market Value of the Target Assets Acquired:  
 Cash 5,000,000 
 Accounts Receivable 5,000,000 
 Inventory 5,000,000 
 Land 5,000,000 
 Buildings 20,000,000 
 Equipment 30,000,000 
 Patents and Technology 10,000,000 
 Trademarks and Trade Names 10,000,000 
 Subtotal $90,000,000 
Equals: Fair Market Value of the Goodwill Acquired $10,000,000 

Exhibit 1
Target Corporation
Purchase Price Allocation



70  INSIGHTS  •  WINTER 2016 www .willamette .com

On the other hand, if the effective date does not 
allow time to implement additional planning that 
would be affected by the proposed regulations, then 
there will be a sad adviser chorus of “I told you you 
should have done more planning.”

About the only thing we can do now is let our cli-
ents know change may be coming and remind them 
of the potential opportunities available to them today.

summary and conclusion
The increase in the federal estate tax exemption has 
appeared to affect the way in which the Service audits 
estate tax, gift tax, and generation-skipping transfer 
tax returns. While fewer estates are taxable, there are 
more examinations of estates greater than $10 million 
than before. Also these estates are receiving more 
scrutiny than ever. There is a greater overall audit risk 
for taxpayers as well—if a taxpayer is audited for a gift 
tax return, it is more likely that the Service will con-
tinue to audit subsequent gift and estate tax returns 
for this taxpayer.

The Service also seems to be focused on the 
elimination of valuation discounts with regard to 
closely held business interests transferred within 
an intergenerational (or other intrafamily) wealth 
transfer.

Along this line, with regard to the expected 
proposed regulations to Section 2704, the Service 
has totally abandoned the statutory and judicial 
definition of fair market value—that is, the price 
that would be agreed to between a hypothetical (and 
unrelated) willing buyer and a hypothetical (and 
unrelated) willing seller.

Insights would like to thank our symposium par-
ticipants for sharing their experience and expertise 
with our readers with regard to the current trends in 
federal gift tax, estate tax, and generation-skipping 
transfer tax matters.
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2005).

3. Estate of Curry v. United States, 706 F.2d 1424 
(7th Cir. 1983).

4. Ahmanson Foundation v. 
United States, 674 F.2d 761 
(9th Cir. 1981).
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GoodwIll VAluAtIon
Continued from page 64

The present value of future income method 
requires a projection of the subject entity’s income-
generating capacity. The projection begins with the 
expiration of the subject entity’s current income 
sources (such as the identified current customers) 
and continues into perpetuity.

The present value of this prospective income 
stream (which typically provides for a capital charge 
or a fair return on all the tangible assets and intan-
gible assets used to service the future customers) 
indicates a goodwill value.

Using this method, goodwill is the present value of 
future income earned from the future sales to future 
(unidentified) customers.

The present value of future income method is a 
conceptually sound method to value goodwill.

Consistent with the income-based concept of 
goodwill, this method quantifies and assigns all of 
the income that cannot be associated with any of the 
subject entity’s tangible assets or identifiable intan-
gible assets.

Goodwill is quantified as the present value of all 
prospective income that cannot be associated with 
the current sources of income (for example, the tan-
gible assets and intangible assets that are in place as 
of the analysis date).

summary
Valuation analysts are often asked to value a closely 
held entity’s goodwill within a gift tax, estate tax, or 
generation-skipping transfer tax context. Analysts 
are also called on to value a business entity’s good-
will for income tax or property tax purposes. Those 
valuations may be performed for tax planning, tax 
compliance, or tax controversy purposes.

This discussion explained that the income 
approach is not the only approach to value the sub-
ject entity’s goodwill. The analyst should carefully 
consider which valuation approach is appropriate for 
the subject entity and the subject valuation assign-
ment.

Robert Reilly is a managing director of 
the firm and is resident in our Chicago 
practice office. Robert can be reached 
at (773) 399-4318 or at rfreilly@ 
willamette.com.


