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Book Value is NOT Fair Market Value
Why You Need a Professional Valuation of Your Closely-Held Business and to 
Review Your Buy-Sell Agreement Regularly

As a closely held business owner, you should already know 
that the value of your business is an important factor that 
is considered in many financial transactions including 
credit and bonding purposes and for business succession 
agreements. Yet, many business owners fail to consult with 
independent valuation firms to determine the fair market 
value of the business, and instead, rely upon book value. 
One of the common objections to obtaining a valuation is 
the cost of the service. Here’s a cautionary tale of how 
spending modest sums on a business valuation and 
monitoring your buy-sell agreement, may save you on 
millions of dollars!

On January 30, 1978, Claudia, Michael and James Cohen, 
siblings, entered into a partnership agreement for the 
formation of Booth Computers. The partnership 
agreement included provisions for buying out partners 
(“buy-sell agreement”) in the event of certain events 
including death (i.e., triggering events). They were very 
young at the time with the oldest only 27. Michael died in 
1997 leaving Claudia and James as 50/50 owners. Claudia 
had one child by a marriage that subsequently ended in 
divorce. Even though divorce was also a triggering event 
that should have caused Claudia’s buyout, the partners 
ignored that provision.

Claudia died on June 15, 2007. James, as the only 
remaining owner, sought to buy out Claudia’s interest in 
the business by offering $177,808.50. That sum was in 
accordance with the provisions of the partnership 
agreement which stated that the buyout price was to be 
determined as follows: “… full and true value of the 
Partnership is equal to its net worth plus the sum of FIFTY 
THOUSAND ($50,000.00) DOLLARS. The term ‘net worth’ 
has been determined to be net book value as shown on the 
most recent Partnership financial statement at the end of 
the month ending with or immediately preceding the date 
of valuation…”

The problem, however, was that although the original 

intent of the business to be in the computer space did not 
materialize, it had great success with real estate holdings. 
As such, the buyout price for Claudia’s interest, based 
upon the fair market value of the company was determined 
to be $11.5 million.

Fair market value is generally deemed to be “the price at 
which the property would change hands between a willing 
buyer and a willing seller, neither being under any 
compulsion to buy or sell and both having reasonable 
knowledge of relevant facts.” However, there are many 
methods used to measure the value of a business. Book 
value is just one method. Others include comparative 
analysis, formulas based upon income multipliers, 
capitalization of income, asset valuations, and more. 
Business valuations are complex and thus, the need for 
professional valuation experts.

Interestingly enough, when Michael died, Michael’s share 
of the business was bought out by Claudia and James 
using the same formula expressed in the partnership 
agreement and not fair market value. It was determined 
that Claudia may not have been actively involved in the 
buyout of Michael’s interest, however, she benefitted from 
the same application of the formula.

Claudia’s estate sued and the trial court held against the 
estate. The trial court stated: “. . . that disparity offends my 
inner scale. Having now weighed all the evidence at the 
trial, however, I find that enforcement of the buy-out does 
not rise to the level of unconscionable. This is a court of 
equity. Equity follows the law.”

On appeal, the appellate court affirmed the trial court’s 
decision, stating: “We recognize the disparity between net 
book and fair market value, yet the controlling factor as to 
which buyout method is applicable is the language of the 
partnership agreement.”*

The end result was that James was able to buy out 
Claudia’s interest for pennies on the dollar. Claudia’s estate
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was entitled to receive only $177,808.50 instead of the 
$11.5 million it felt entitled to.

Buy-sell agreements can be stand-alone documents or 
included in partnership agreements, shareholders 
agreements or limited liability company operating
agreements. They are agreements among the owners of a 
business regarding the eventual disposition of each 
owner’s interest. There are several ways to structure a 
buy-sell agreement and several ways to value a business 
interest. By working with your Guardian financial 
representative, as well as your tax and legal advisors, they 
will help you to determine the best structure for your 
business and your needs. By working with an independent 
valuation service, your advisors can also help you to 
determine the appropriate methodology for valuing the 
business so that all parties are treated reasonably and 
fairly.

Valuation provisions also allow you to properly fund the 
agreement so that when the time comes to trigger the 
buyout, the purchaser will have the necessary funds to 
complete the purchase. Life and disability buyout 
insurance are the most economical and practical solutions 
to fund your buy-sell agreement. Policy benefits are paid 
out when the triggering event occurs and by using 
permanent life insurance, cash values can be used to 
partially fund a lifetime buy-out.

Conclusion

As you can see, buy-sell provisions are legal obligations 
that can be enforced, even when the provisions are not 
necessarily fair, so long as all parties concerned were in 
equal standing when the agreement was made. There are 
many lessons to be learned from this case. Among others, 
some of the lessons are:

1. Fair market value is very different from book value. Too 
often, buy-sell provisions reference book value as the 
methodology to use in a buyout.
2. Depending upon the type of business, book value is 
rarely an accurate indication of the value of a thriving and 
successful business.

3. Disputes about money is a common factor in tearing 
apart close family relationships.
4. Although the idea for the formation of the partnership 
was apparently the parents’, and the attorney for the 
parents prepared the agreement, and therefore, the 
children may not have reviewed the agreement with their 
own attorneys and simply signed the agreement, when 
entering into a legal agreement, each partner must consult 
with his or her own attorney and fully understand what it is 
that he or she is agreeing to.
5. Notwithstanding the circumstances that led to the 
children signing the agreement, business continuation 
agreements should be reviewed and revised on a regular 
basis to address changing circumstances, and to ensure 
that the provisions are always fair and reasonable.
6. Valuation provisions should be reviewed, revised and 
updated on a regular basis to ensure a smooth and 
amicable transition of the business, so that all parties 
involved are treated reasonably and fairly.
7. Buy-sell provisions should be properly funded with 
permanent life insurance policies and disability buyout 
insurance so that when a triggering event occurs, there will 
be enough money available to complete the buyout and 
ensure a smooth transition of the business.

Guardian Financial Representatives may call 
The Business Resource Center at 800 871 7780, 
Option 3, for additional information.


