
There are two basic categories 
of selling prices reported in 
Bizcomps and the IBA databases: 

those with 100% cash payment at close 
of escrow, and those that are partially 
financed by the seller via a seller carry-
back promissory note. Most business 
valuation books that address this subject 
note that the selling prices of businesses 
partially financed by the seller tend 
to be higher than all-cash-at-closing 
transactions given identical seller’s 
discretionary earnings. 

According to Shannon Pratt, “the dif-
ference between transactions concluded 
for all cash and those involving seller fi-
nancing is usually quite significant in the 
sale of small businesses and professional 
practices.  This is because the rate of in-
terest on contracts carried by the seller is 
usually far below a market rate of interest 
for any other comparable contract.”1  We 
find a similar position taken by Chris-
topher Mercer in his discussion of fair 
market value when he states that “lenient 
[seller carry-back] terms combined with 
overstated prices must be discounted to 
current market rates and terms in order 
to replicate the cash-equivalent concept 
of fair market value.2

Likewise, Richard Houlihan and 
D. Grey Merryman state that “…if the 
consideration [offered for a business] is 
not all cash, review the value of the con-
sideration to be given and compare it to 
the fair market value of the business (an 
all-cash offer is not the same as 20 per-

cent down payment with the remaining 
purchase price financed by a long-term, 
low-interest rate note secured by the 
business being purchased).3

This issue is demonstrated in Figure 
1.  The left-most distribution of selling-
price-to-earnings ratios (SP/SDE ratios) 
is based on all transactions in the 2012 
Bizcomps database that sold for all cash 
at closing.  There is a very strong statisti-
cally significance difference (to be dem-
onstrated momentarily) between the 
distributions of selling-price-to-earnings 
ratios for this group compared to the 
group where the selling prices were par-
tially financed by the seller.4

This means that any transaction in-
cluded in a statistical sample where the 
purchase price was partially financed by 
the seller must be adjusted to its theoreti-
cal all-cash-at-closing price to properly 

represent a sample transaction where the 
terms of sale comport with the definition 
of fair market value. “In determining 
fair market value, you need to convert 
the ‘value’ of any consideration received 
to its cash-equivalent basis.  Researchers 
or practitioners who do not (or cannot) 
convert the proceeds reported in the da-
tabases to their cash-equivalent basis will 
come to faulty conclusions.”5, 6, 7  

Figures 2a and 2b on the following 
page, together with Appendix A, pres-
ent the key data required to demon-
strate that there is less than one chance 
in 2,000 that there is no difference 
among small businesses in the central 
tendency—i.e., 2a: weighted harmonic 
mean and 2b: arithmetic mean SP/SDE 
ratios—between all-cash-at-closing and 
financed transactions based on the Biz-
comps sample data.8 

1 4    I    B u s i n e s s  A p p r ai  s a l  P r a c t i c e    I    Third Quarter 2012

A n  A n a l y s i s  o f  M e a s u r e s  o f  E r r o r  i n  B u s i n e s s  A p p r a i s a l  R e p o r t s

Adjusting Seller-Financed Selling  
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Selling price-to-sellers discretionary earnings ratios 

Frequency distribution of 100% down transactions vs. seller financed transactions
Bizcomps 2012

100% down transactions. 
Weighted Harmonic Mean = 
2.12  Sample size = 4,504

Seller financed  
transactions.  weighted 
Harmonic mean = 2.36.  
Sample size = 7,220

Weighted harmonic mean 
of 

100% down transactions = 
89.8% of seller financed 

transactions

Figure 1
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Unfortunately, there is no widely 
recognized best practice for adjusting 
seller-financed transactions to their theo-
retical all-cash-at-COE (close of escrow) 
equivalent value. Gary Trugman suggests 
forecasting all cash flows from the seller 
carry-back loan and discounting them to 
present value using the estimated market 
rate of interest as illustrated in Figure 3.9

The wild card in this method is the 
appraiser’s assumed fair market value in-
terest rate. In this example it is 11.25%-
-i.e., the prime rate on the date of the 
appraisal of 8.25% plus the appraiser’s 
assumed additional risk premium of 
3.0%.  Thus by discounting the total 
annual payments to present value using 
an 11.25% interest rate equals $80,487.  

Add the down payment of $40,000 and 
the all-cash-at-COE price is $120,487. 

I think that this is a reasonable ad-
justment methodology provided that the 
assumed additional risk premium--in 
this example, 3.0%--should be tailored 
to reflect the relative risk inherent in each 
comparable’s terms of sale.  For example, 
let’s change the terms of sale in Figure 3 
to the same selling price of $125,000 but 
with a down payment of only $5,000, a 
seller note’s interest rate of 5%, an addi-
tional risk premium in this case of 5% 
and an eight year amortization period.  
This results in an all-cash-at-COE value 
of $94,721 as demonstrated in Figure 4.

Of course, the wild card remains the 
appraiser’s assumed additional risk pre-
mium above the prime rate.  However, 
the point of Figures 3 and 4 is to illus-
trate the significantly different estimat-
ed all-cash-at-COE selling price result-
ing from significantly different terms on 
the seller’s note.

I propose a different adjustment 
methodology:  adjust the selling price 
of each comparable that includes seller 
financing by the percentage difference 
between the weighted harmonic mean 
value of all seller-financed transactions 
and all full price paid at closing transac-
tions in the 2012 Bizcomps database, a 
ratio of   89.8% as illustrated in Figure 1.

From Figure 1 we see that the weight-
ed harmonic mean value of selling-price-
to-seller’s discretionary earnings for all 
seller-financed transactions is 2.36, and it 
is 2.12 for the all-cash-at- closing trans-
actions.  Thus, it is reasonable to down-
wardly adjust the actual selling price for 
each financed transaction in a statistical 
sample by 10.2% (multiply the actual 
value by .898—i.e., 2.12 ÷ 2.36). The 
advantage of this methodology is that it is 
simpler to apply in practice and it elimi-
nates the need to develop and support an 
assumed unique additional risk premium 
for each seller-financed transaction. Giv-
en this methodology, the estimated all-
cash-at-COE price for both of the above 

Financed Transactions (whMean A) 2.36 7,220 5.07
All Cash Transactions (whMean B) 2.12 4,504 2.77
whMean A minus whMean B = 0.243

Critical value to be less than 0.05%
Critical Z Value (alpha or significance level) 99.95%
Critical Value from Z Table 3.30 Standard Deviations for the difference of the sample means
3.30 times .0726 = 0.2394

1 chance in 2,000 of being wrong
This is the significance level--5 100's of 1%

Standard Deviation of whMean A minus 
Standard Deviation of whMean B =

0.0726

.243 is greater than .2394 therefore the probability that whMean A and whMean B are different is 99.95%

Weighted 
Harmonic Mean

Number of 
Observations

standard Deviation

Figure 2a (Difference between means test based on the Weighted Harmonic Mean)

Financed Transactions (Mean A) 2.60 7,220 5.07
All Cash Transactions (Mean B) 2.21 4,504 2.77
Mean A minus Mean B = 0.394

Critical value to be less than 0.05%
Critical Z Value (alpha or significance level). 99.95%
Critical Value from Z Table 3.30
3.30 times .0726 = 0.2394

Standard Deviations for the difference of the sample means

Arithmetic 
Mean

Number of 
Observations

standard 
Deviation

Standard Deviation of Mean A minus 
Standard Deviation of Mean B =

0.0726

.394 is greater than .2394 therefore the probability that Mean A and Mean B are different is 99.95%

This is the significance level--5 100's of 1%
1 chance in 2,000 of being wrong

Figure 2b (Difference between means test based on the Arithmetic Mean)

Figure 310

Sale price $125,000
Down payment $40,000 32.00%
Amount Financed $85,000 68.00%
Financing period 5 Years
Seller note's Interest Rate % 9.00%
Prime rate on date of appraisal 8.25%
Additional risk premium 3.00%
Market interest rate 11.25%

Year 1 2 3 4 5
Loan balance $85,000 $68,000 $51,000 $34,000 $17,000
Principal payment $17,000 $17,000 $17,000 $17,000 $17,000
Interest payment $7,650 $6,120 $4,590 $3,060 $1,530
Total payment $24,650 $23,120 $21,590 $20,060 $18,530
Present value of total payment $22,157 $18,680 $15,680 $13,096 $10,874
Total present value $80,487
Plus down payment $40,000
Cash value $120,487

A d j u s t i n g  S e l l e r - F i n a n c e d  S e l l i n g  P r i c e s  t o  T h e i r  A l l - C a s h  E q u i v a l e n t  V a l u e
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examples would be $125,000 times .898 
= $112,250. Compare this to the aver-
age adjusted price of the two examples of 
($120,487 + $94,172) ÷ 2 = $107,329. 
That’s less than a 5% difference between 
my proposed approach and the average 
of the two examples in this demonstra-
tion using Mr. Trugman’s methodology. 

There are a couple of issues to be 
aware of in my proposed adjustment 
methodology. First is that the downward 
adjustment percentage changes each 
year as new data is added to the Biz-
comps database and old data is removed. 
Figure 5 is a cash versus terms analysis 
based on the 2011 edition of Bizcomps 
which indicates that the selling price of 
financed transactions should be multi-
plied by .9307.

The other thing to consider is that 
my “one size fits all” adjustment meth-
odology requires that the number of 
comparables employed in the analysis 
must be large enough to allow a balanc-
ing of adjusted selling prices, because 
every adjustment will be either a little 
too much or not quite enough relative 
to the Trugman methodology.  

Neither of the two adjustment meth-
odologies presented are perfect; both 
have strengths and weaknesses.  The ad-
vantage of the Trugman methodology is 
that each seller-financed comparable is 
subject to a tailor-made adjustment to its 
all-cash equivalent value. However, there 
are a few problems with this methodol-
ogy.  The first, although minor, is that 
this methodology is more time consum-
ing relative to my suggested approach. 
A more significant problem is that this 
methodology is tied to movements in the 
prime rate.  For example, if you substi-
tute a 3.5% prime rate in Figure 3, then 
the all-cash value changes from $120,487 
to $130,521 as reflected in Figure 6.

Thus implicit in the Trugman meth-
odology is that seller-financed price ne-
gotiations between the sellers and buyers 
of small businesses are done while simul-
taneously incorporating consideration 

for the current prime rate as part of the 
negotiation process.  As a practical mat-
ter, this is both unlikely and impossible 
to prove either way.  Another challenge 
with the Trugman methodology is the 
need to select a unique additional risk 

premium for each comparable, and I pre-
sume, provide supporting narrative for it.

The advantage of my suggested ad-
justment methodology is that it is an 
empirically developed adjustment as 
opposed to Trugman’s theoretical ap-

Figure 4
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Selling price-to-sellers discretionary earnings ratios 

Frequency distribution of 100% down transactions vs. seller financed transactions
Bizcomps 2011

100% down transactions. 
Weighted Harmonic Mean = 
2.15  Sample size = 4,794

Seller financed  
transactions.  weighted 
Harmonic mean = 2.31.  
Sample size = 7,838

Weighted harmonic mean of 
100% down transactions = 
93.07% of seller financed 

transactions

Figure 5

Sale price $125,000
Down payment $5,000 4.00%
Amount Financed $120,000 96.00%
Financing period 8 Years
Seller note's Interest Rate % 5.00%
Prime rate on date of appraisal 8.25%
Additional risk premium 5.00%
Market interest rate 13.25%

Year 1 2 3 4 5 6 7 8
Loan balance $120,000 $105,000 $90,000 $75,000 $60,000 $45,000 $30,000 $15,000
Principal payment $15,000 $15,000 $15,000 $15,000 $15,000 $15,000 $15,000 $15,000
Interest payment $6,000 $5,250 $4,500 $3,750 $3,000 $2,250 $1,500 $750
Total payment $21,000 $20,250 $19,500 $18,750 $18,000 $17,250 $16,500 $15,750
Present value of total payment $18,543 $15,789 $13,425 $11,399 $9,662 $8,176 $6,906 $5,821
Total present value $89,721
Plus down payment $5,000
Cash value $94,721

Sale price $125,000
Down payment $40,000 32.00%
Amount Financed $85,000 68.00%
Financing period 5 Years
Seller note's Interest Rate % 9.00%
Prime rate on date of appraisal 3.50%
Additional risk premium 3.00%
Market interest rate 6.50%

Year 1 2 3 4 5 6 7 8
Loan balance $85,000 $68,000 $51,000 $34,000 $17,000 $0 -$17,000 -$34,000
Principal payment $17,000 $17,000 $17,000 $17,000 $17,000 $17,000 $17,000 $17,000
Interest payment $7,650 $6,120 $4,590 $3,060 $1,530 $0 -$1,530 -$3,060
Total payment $24,650 $23,120 $21,590 $20,060 $18,530 $17,000 $15,470 $13,940
Present value of total payment $23,146 $20,384 $17,873 $15,593 $13,525 $11,651 $9,955 $8,423
Total present value $90,521
Plus down payment $40,000
Cash value $130,521

Figure 6
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proach. On the other hand, my adjust-
ment is a “one size fits all” average adjust-
ment that will systematically over-adjust 
about half of the seller financed compa-
rables and under-adjust about half.  The 
best way to overcome this weakness is to 
employ a reasonably large sample size, 
which I think should be close to around 
30 transactions whenever possible.   

Considering all of the foregoing 
from a big-picture perspective—the 
“30,000 foot view” so to speak—may 
cause one to question the very viabil-
ity and reliability of developing a value 
opinion based on the market approach 
using seller-financed comparable trans-
action data. This is a legitimate concern. 
The way that I address this concern is 
to routinely produce a linear regression 
analysis of the comparables’ discretion-
ary earnings and selling prices where all 
seller-financed transactions have been 
adjusted to their cash-equivalent value. 
My subjectively selected decision point 
is an r-squared coefficient of .70.  If the 
r-squared coefficient is equal to or great-
er than .70, then I will give significant 
weight to the market approach in my 
final value conclusion.  The higher the 
r-squared coefficient is above .70, the 
more weight I ascribe to the resulting 
value indication.  Conversely, the lower 
the r-squared coefficient is below .70, 
the less weight I ascribe to the resulting 
value indication.  Generally, I will give 
it no weight at all if the r-squared coef-
ficient is equal to or less than .40.

Toby Tatum, MBA, CBA is the owner of Alliance 
Business Appraisal in Reno, Nevada.  He is 
both a practicing business appraiser and 
business broker.  He is the author of Anatomy 
of A Business Purchase Offer: Step-by-Step 
Procedures for Preparing a Successful Offer, 

2nd Edition, Transaction Patterns: Obtaining 
Maximum Knowledge from the Bizcomps 
Database and Pricing A Small Business For 
Sale: A Practical Guide for Business Owners, 
Business Brokers, Buyers and Their Advisors. 

Endnotes

1.	 Shannon Pratt, et. al,  Valuing Small Businesses and Professional Practices, 3rd Edition, Copyright 1998 by McGraw-Hill, p. 490.
2.	 Z. Christopher Mercer, Quantifying Marketability Discounts, Copyright 1997 by Z. Christopher Mercer, Peabody Publishing, LP, p. 8.
3.	 Richard Houlihan and D. Grey Merryman, The Investment Banker’s Perspective on Due Diligence for Mergers, Acquisitions, and Securities Offerings, Handbook of Business Valuation, 2nd Edition, 

Thomas L. West and Jeffery D. Jones, Editors, Copyright 1999 by Thomas L. West, published by John Wiley & Sons, p. 50.
4.	 This analysis excludes all reported transactions where seller’s discretionary earnings were equal to or less than zero and where sales revenue was reported as zero.
5. 	Shannon Pratt & Roger Grabowski, Cost of Capital: Applications and Examples, Third Edition, Copyright 2008 by John Wiley & Sons, Inc., p. 445.
6.	 Although I have yet to find a definition of ‘cash equivalents’ in the business valuation literature, I have found it defined in a purchase contract.  It was defined as  (a) marketable direct obligations issued 

or unconditionally guaranteed by the United States Government or issued by any agency thereof and backed by the full faith and credit of the United States, in each case maturing within one year from 
the date of acquisition thereof; (b) commercial paper maturing no more than one year from the date issued and, at the time of acquisition, having a rating of at least A-1 from Standard & Poor’s Rating 
Agency or at least P-1 from Moody’s Investors Service, Inc., and; (c) certificates of deposit or bankers’ acceptances maturing within one year from the date of issuance thereof issued by, or overnight 
reverse purchase agreements from, any commercial bank organized under the laws of the United States of America or any state thereof or the District of Columbia having combined capital and surplus 
of not less than $100,000,000.

7.	 Cash equivalent price is defined as “a price expressed in terms of cash, as distinguished from a price expressed totally or partly in terms of the face amounts of notes or other securities that cannot be sold 
at their face amount.” Appraisal Institute, The Dictionary of Real Estate Appraisal, 4th ed.  “Cash equivalents include U.S. government Treasury bills, bank certificates of deposit, bankers’ acceptances, 
corporate commercial paper and other money market instruments.” http://www.answers.com/topic/cash-equivalent.

8.	 To make sense of Figures 2a and 2b go to the website presented below and watch the KHANAcademy video presentation on the hypothesis test for different means.   http://www.khanacademy.org/
math/statistics/v/hypothesis-test-for-difference-of-means . Refer to Figures 2a, 2b and Appendix A as you watch Mr. Khan’s presentation. Mr. Khan’s online video presentations on understanding 
statistical analysis have been viewed over 162 million times.  They’re pretty good.

9.	 Gary Trugman, Understanding Business Valuation, Third Edition, copyright 2008 by the American Institute of Certified Public Accountants, p. 253.
10.	I’m using a prime rate of 8.25% rather than the current prime rate so that this presentation appears the same as it does in Gary Trugman’s book.

Z Table Critical Value = 3.30

Appendix A


