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RICS guidance notes
This is a guidance note. Where recommendations are made for specific professional
tasks, these are intended to represent ‘best practice’, i.e. recommendations which
in the opinion of RICS meet a high standard of professional competence.
Although members are not required to follow the recommendations contained in the
note, they should take into account the following points.
When an allegation of professional negligence is made against a surveyor, a court
or tribunal may take account of the contents of any relevant guidance notes
published by RICS in deciding whether or not the member had acted with
reasonable competence.
In the opinion of RICS, a member conforming to the practices recommended in this
note should have at least a partial defence to an allegation of negligence if they
have followed those practices. However, members have the responsibility of
deciding when it is inappropriate to follow the guidance.
It is for each member to decide on the appropriate procedure to follow in any
professional task. However, where members do not comply with the practice
recommended in this note, they should do so only for a good reason. In the event
of a legal dispute, a court or tribunal may require them to explain why they decided
not to adopt the recommended practice. Also, if members have not followed this
guidance, and their actions are questioned in an RICS disciplinary case, they will be
asked to explain the actions they did take and this may be taken into account by
the Panel.
In addition, guidance notes are relevant to professional competence in that each
member should be up to date and should have knowledge of guidance notes within
a reasonable time of their coming into effect.
This guidance note is believed to reflect case law and legislation applicable at its
date of publication. It is the member’s responsibility to establish if any changes in
case law or legislation after the publication date have an impact on the guidance or
information in this document.
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RICS guidance notes

Document status defined
RICS produces a range of standards products. These have been defined in the
table below. This document is a guidance note.
Type of document
Standard

Definition

Status

International Standard

An international high level principle
based standard developed in
collaboration with other relevant
bodies

Mandatory

Document that provides members
with mandatory requirements under
Rule 4 of the Rules of Conduct for
members

Mandatory

RICS Code of
Practice

Document approved by RICS, and
endorsed by another professional
body/stakeholder that provides users
with recommendations for accepted
good practice as followed by
conscientious practitioners

RICS Guidance Note
(GN)

Document that provides users with
recommendations for accepted good
practice as followed by competent
and conscientious practitioners
Practice based information that
provides users with the latest
information and/or research

Mandatory or
recommended
good practice
(will be
confirmed in
the document
itself)
Recommended
good practice

Practice Statement
RICS Practice
Statement

Guidance

RICS Information
Paper (IP)
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Information
and/or
explanatory
commentary

1 Introduction
1.1 This guidance note reflects the requirements of International Valuation Standard
(IVS) 200 Businesses and Business Interests.
1.2 For the purposes of this guidance note, a ‘partial interest’ means ownership of
a right or rights that represent less than all of the rights in a tangible or intangible
asset, such as the right to use but not sell an asset or property. ’Fractional interest’
means ownership of a percentage of the right or rights in a tangible or intangible
asset, whether such rights are in the entirety of the asset, or a partial interest in the
asset, such as the ownership of an asset shared by more than one party.
1.3 Paragraph C2 in IVS 200 defines a business as ‘a commercial, industrial,
service or investment activity’. This guidance note is concerned with the valuation
of entire businesses – whether companies, sole traders or partnerships (including
limited liability partnerships) – together with interests therein, such as company
stocks and shares or partnership interests.
1.4 This guidance note does not deal with intangible assets (which are the subject
of a separate RICS guidance note, Valuation of intangible assets), the valuation of
land, plant and machinery, or other tangible assets that may sometimes constitute
part of a business. However, a business valuer may often be required to rely on the
valuation of such assets provided by other specialist valuers, for example, of real
estate, and mineral rights.
1.5 Valuation of loan capital, debentures, options, warrants, convertibles and fixed
interest securities may form part of a business valuation assignment.
1.6 The definitions of many of the terms used in this guidance note are from the
International Glossary of Valuation Terms, produced by the International Valuation
Standards Council (IVSC), and can be found at www.ivsc.org/glossary
1.7 To satisfy the RICS Valuation – Professional Standards 2012 (the ‘Red Book’)
VS 1.6 Knowledge and skills, it is important that the valuer is regularly involved in
business valuation, as practical knowledge of the factors affecting any particular
asset, business or share, is essential.
1.8 This guidance note is of global application.
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2 Scope of work and terms
of engagement
2.1 This section should be read in conjunction with IVS 200 and the general IVS
standards IVS 101 and IVS 103.
2.2 The valuation knowledge of clients will vary widely. Some will have a thorough
understanding of business valuation, while others will be unfamiliar with the terms
and concepts used by business valuers.
2.3 It is imperative that both the scope of the work to be undertaken and the terms
of engagement are understood and agreed between the valuer and the client prior
to commencement of the assignment. (See also IVS 200, paragraph 2.) The asset or
liability, or the specific interest in the asset or liability that is to be valued, or the
right (or rights to) that are to be appraised, should be recorded. Such record should
specify:
+

the legal structure of the business entity

+

whether the asset to be valued is the interest in its entirety or a fractional
interest

+

if the asset to be valued is confined to, or excludes, certain assets or liabilities,
and

+

the class (or classes) of shares concerned.

2.4 Any assumptions that are made must be clearly stated in compliance with the
Red Book. For example, the valuer should state whether he or she assumes that
the owners of shares or partial interests are intending to sell or retain such interests,
or whether certain assets or liabilities owned by the business are to be disregarded.
2.5 Valuers may wish to develop standard letters of engagement that can be used
for any type of valuation instruction. Where a valuation has to comply with these
valuation standards the valuer must produce terms of engagement that comply with
the minimum terms set out in VS 1.4 Terms of engagement and VS 2.1 Confirmation
of terms of engagement, adapted as necessary to refer to business valuation.
VS 2.1 Confirmation of terms of engagement
The terms of engagement provided in compliance with VS 1.4 must be in writing
and, at a minimum, include the following terms:
(a) identification of the client and any other intended users;
(b) the purpose of the valuation;
(c) the subject of the valuation;
(d) the interest to be valued;
(e) the type of asset or liability and how it is used or classified by the client;
(f) the basis, or bases, of value;
(g) the valuation date;
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(h) disclosure of any material involvement, or a statement that there has not
been any previous material involvement;
(i) the identity of the valuer responsible for the valuation and, if required, a
statement of the status of the valuer;
(j) where appropriate, the currency to be adopted;
(k) any assumptions, special assumptions, reservations, special instructions or
departures;
(l) the extent of the valuer’s investigations;
(m) the nature and source of information to be relied on by the valuer;
(n) any consent to, or restrictions on, publication;
(o) any limits or exclusion of liability to parties other than the client;
(p) confirmation that the valuation will be undertaken in accordance with these
standards and that it also complies with the IVS, where appropriate;
(q) confirmation that the valuer has the knowledge, skills and understanding to
undertake the valuation competently;
(r) the basis on which the fee will be calculated;
(s) where the firm is registered for regulation by RICS, reference to the firm’s
complaints handling procedure, with a copy available on request; and
(t) a statement that compliance with these standards may be subject to
monitoring under the institution’s conduct and disciplinary regulations.
Items (a) to (q) in this list of minimum terms and VS 2.2 to VS 2.6 contain all of
the requirements of IVS 101, Scope of Work. For a detailed comparison between
the two lists, see Appendix 9. Items (r) to (t) are additional requirements that
apply specifically to RICS members.
© Red Book VS 2.1, 2012
For item (c), there may be situations where the interest in the asset to be valued is
shared with others, and in such cases, it should be clearly specified.
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3 Businesses and business
interests
3.1 A business valuation may either comprise the whole of the activity of an entity
or a part of the activity. The valuer must distinguish between the entirety value, the
value of a partial interest (such as shares or a specific business activity carried on
by the entity), the values of specific assets or liabilities of the entity, and the
intended use of the valuation (for example, for tax planning, or management’s
internal purposes), prior to commencement of the valuation.
3.2 It is essential to be clear as to the ‘purpose’ of the valuation and its ‘intended
use’. Purpose may refer to the provision of an opinion in accordance with a specific
basis of value, for example, market value or fair value. Intended use may refer to a
type of transaction or activity, for example, financial reporting.
3.3 Where individual assets, divisions and liabilities are to be valued, and are
capable of being independently transferred, they should, where possible, be valued
at their respective market values rather than by apportionment of the entirety value
of the business.
3.4 When valuing a business or interest in a business the valuer should consider
whether a higher value could be arrived at on a liquidation basis and, if so, consider
the prospect of realising such value, having regard to the ownership interest.
3.5 Whatever the ownership interest – whether a proprietorship, a partnership, or in
corporate form – the rights, privileges and conditions attaching to that interest have
to be considered in the valuation. Ownership interests may be the entire business,
or part or shares therein, and it may be important to distinguish between legal and
beneficial ownership, rights and obligations inherent to the interest and those rights
that may be contained in any agreement between current shareholders. Ownership
rights will usually be set out in legally binding documents such as articles of
association, articles of incorporation, business memoranda, bye-laws, partnership
articles or other agreements, and shareholder agreements.
3.6 The documents referred to in paragraph 3.5 may contain transfer restrictions
and may state the basis of value (defined by IVS as ‘a statement of the fundamental
measurement assumptions of a valuation’) that has to be used on a transfer of the
business interest. It is important to distinguish between rights and obligations
inherent in the interest to be valued. For example, the ownership documentation
may require the valuation to be done on a pro-rata proportion of the entity value,
regardless of size of interest. The valuer will then have to comply with such
requirements and the rights attaching to any other class of interest. C5 of IVS 200
may be relevant in this connection.
3.7 A non-controlling interest may have a lower value than a controlling one,
although a majority interest does not necessarily control the entity. Voting control
and other rights will be set out by the legal frameworks mentioned in paragraph 3.5
and may give control or veto even to minority interests in certain circumstances.
There are often different equity classes in a business, each with different rights.
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3.8 The reason why the valuer has been instructed to perform a business valuation
is important to understand, as the valuation may be required for a wide variety of
purposes. Examples include financial reporting, taxation, public sector assignments,
transactions and flotations, fairness opinions, banking arrangements, insolvency and
administration, knowledge management, or portfolio review. The purpose will
introduce various bases of value, some governed by statute and case law, and
others by international and national standards of professional valuation practice.
3.9 Bases of value typically encountered for these valuations (not all of which are
recognised by the IVS or the Red Book) are fair value, fair market value, market
value, open market value, investment value, owner value and net realisable value.
Valuers should be mindful of the requirements of VS 1.2 Compliance, regulation and
the requirement to disclose departures, relating to the use of a basis of value not
recognised in the Red Book (more specifically, see VS 1.2.7).
3.10 Depending on the rules and practice followed in respect of the basis of value,
valuations of the same asset may be different. For example, because of the rules
concerning tax valuations, a tax authority might view a valuation differently to a
litigant, merger partner or special purchaser.
3.11 While the valuer should consider future returns likely to be received from the
business, as well as the often theoretical aspects of valuation (particularly fiscal
factors), ultimately the business that is to be valued is the one that actually exists,
or the one that could exist on a commercial basis as at the valuation date. The
valuer therefore needs to account for the future expectations of operation of the
business. These expectations may be based partly on actual historic performance
and partly on a notional unachieved one. They will be those of the market
participants as identified by the valuer, following appropriate research as to the
business and outlook for the industry, and discussions with the operators of the
business as to their expectations.
3.12 As the underlying concept revolves around the profits that the purchaser
might expect to accrue from ownership, these are generally measured after
deducting the commercial costs of managing the business entity. Therefore, where
a business entity does not bear actual management costs, the valuer will need to
consider the deduction of notional management costs at a market rate in arriving at
profitability for business valuation purposes.
3.13 In many cases it may be necessary to apply more than one valuation method,
particularly where there is insufficient information or evidence to enable the valuer
to rely upon just one. In such cases, the valuer may use additional methods,
adjusted perhaps on a weighted basis, to arrive at the final valuation. The valuer
should consider all valuation approaches, giving reasons why any particular
approach has not been completed.
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4 Information
4.1 Business valuation often depends on information received from the proprietors
and their advisers or representatives. The valuer should specify what reliance has
been placed on what information, as well as stating the rationale for accepting and
using, without verification, information provided by the client or that person’s
representative. Some information may have to be verified in whole or in part, and
this will need to be stated in the valuation report. Although the value may largely
depend upon future expectations, the history may assist in determining what these
expectations might reasonably be. The reader is referred to IVS 101 paragraph (g).
4.2 The valuer must be aware of any relevant economic developments, industry
trends and the context in which the valuation is being prepared, for example,
political outlook, government policies, inflation and interest rates, and market
activity. Such factors may affect businesses in different sectors in distinct ways.
4.3 The interest being valued will reflect the financial standing of the business at
the valuation date. The nature of the assets and liabilities needs to be understood,
and the valuer is expected to know which ones are employed for income
generation, and which ones are redundant to such activities at the valuation date.
The valuer should also take account of off-balance sheet assets or liabilities where
necessary.
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5 Valuation investigation
5.1 As a minimum requirement, valuers should not contemplate carrying out a
valuation in the absence of a detailed knowledge and understanding of the history
of, and activities associated with, the business and or asset(s). They will also need
a comprehensive understanding of, as appropriate, management structures and
personnel, the state of the subject industry, the general economic outlook and
political factors. In addition, a thorough grasp of such issues as the rights of
minority shareholders and, in the UK, unfair prejudice, is also a prerequisite. For
these reasons, valuers should have appropriate competency in business valuation.
5.2 Typical information requirements that assist the valuer in understanding the
subject company and/or asset(s) could include:
+

most recent financial statements, and details of current and prior projections or
forecasts

+

description and history of the business or asset, including legal protections

+

information about the business or asset and supporting intellectual property
and intangibles (e.g. marketing and technical know-how, research and
development, documentation, design graphics and manuals)

+

articles of association, company memorandum (for pre-Companies Act 2006
entities), shareholders’ agreements, subscription agreements, other collateral
agreements

+

precise activities of the business, and its associated companies or subsidiaries

+

class rights of all share and debenture classes (security over assets)

+

previous valuation reports

+

product(s) dealt in, supported or extended by the business and intangibles

+

company’s market(s) and competition, barriers to entry in such markets,
business and marketing plans, due diligence

+

strategic alliances and joint venture details

+

whether contractual arrangements can be assigned or transferred in any
intangible asset or royalty agreement

+

major customers and suppliers

+

objectives, developments or trends expected in the industry and how these are
likely to affect the company or asset

+

accounting policies

+

strengths, weaknesses, opportunities and threats (SWOT) analysis

+

key market factors (e.g. monopoly or dominant market position, market share)

+

major capital expenditure in prospect

+

competitor positions
VALUATION OF BUSINESSES AND BUSINESS INTERESTS
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+

seasonal or cyclical trends

+

technological changes affecting business or asset

+

vulnerability of any source of raw materials or supplier arrangement

+

whether there have been any recent acquisitions or mergers in the sector
around the valuation date, and the criteria that were applied

+

whether there have been any significant developments or changes to the
business since the latest accounting date (e.g. management information,
budgets, forecasts)

+

offers to acquire the business, or discussions with banks and other sponsors to
go public

+

management of research and development (e.g. non-disclosure agreements,
subcontractors, training and incentives).

5.3 Much of the information relied upon will be derived from the client(s) and it may
not be possible to verify it. In such cases, the valuation report should make this
clear. It may, however, extend to information obtained from other specialist valuers
or other comment or informed sources, as set out at 4.1, and it should be made
clear if reliance has been placed upon such information.
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6 Valuation methodologies
6.1 In broad terms, valuation theory recognises four distinct methodologies (or
approaches) in the valuation of shares and businesses. These are the market
approach (sometimes known as the direct market comparison approach), the
income approach, the cost approach, and the asset-based approach.
6.2 While the market and income approaches can be used for the valuation of any
business or business interest, the cost approach will not normally apply except
where profits and cash flows cannot reliably be determined, for example, in start-up
businesses and early stage companies.
6.3 The other methodology that may apply to the valuation of businesses and
interests in businesses is the asset-based approach, which is based on the
underlying assets being revalued, if necessary. This would include, for example,
property holding and investment companies, and investment businesses holding
listed company shares.
6.4 Involvement of market participants, who are able to provide insights to
transactions and market conditions that are critical to proper use of the data in
analysis, is advisable wherever possible.
Market approach
6.5 The market approach measures the value of an asset by comparing recent
sales or offerings of similar or substitute property and related market data to the
business being valued.
6.6 The two primary market approaches are the ‘market multiple method’ and the
‘similar transactions method’. These approaches are based on data derived from
three principal sources:
+

public stock markets,

+

the acquisition market where entire business are traded, and

+

prior transactions in the shares of the entity being valued, or offers for that
subject business.

6.7 The market multiple method focuses on comparing the subject asset to
guideline similar, publicly traded, companies and assets. In applying this method,
valuation multiples are derived from historic, though sometimes from forecast,
operating data of comparables. These are selected, where possible, from the same
industry, or one affected by the same economic factors as that of the subject
business, and are evaluated on both a qualitative and quantitative basis. The data is
then adjusted having regard to the strengths and weaknesses of the subject asset
relative to the selected companies, and applied to the appropriate operating data of
the subject asset to arrive at an indication of value. Appropriate adjustments (as
supported by market-derived information presented in the report), to reflect different
properties or characteristics, are usually made to the derived data. Examples of
such matters are differences in perceived risk and future expectations, and
differences in ownership interest, including level of control, marketability and size of
holding.
VALUATION OF BUSINESSES AND BUSINESS INTERESTS
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6.8 The similar transactions method uses valuation multiples based on historical
change of control transactions that have occurred in the subject company’s and/or
asset’s direct or related industries. These derived multiples are then adjusted and
applied to the appropriate operating data of the subject asset to arrive at an
indication of value.
6.9 In certain industries, businesses are bought and sold on the basis of
established market practices or rules of thumb, often (though not exclusively)
derived from multiples or percentages of turnover, and not linked to profitability.
Where such rules of thumb exist, and there is evidence that buyers and sellers in
the actual market rely upon them, they may need to be considered by the business
valuer. However, it would be sensible to cross check the results arising from such
market practices against one or more other methods.
Income approach
6.10 The income approach has a number of variants, but essentially this approach
is based on the income that an asset is likely to generate over its remaining useful
life or a specified period. This estimation is determined by reference to both historic
performance and forecasts. Where these are not available, the single period
capitalisation method may be appropriate instead.
6.11 The single period capitalisation method approach commonly estimates the
value by capitalising that income. A thorough understanding of accounting and
economic profits, their historical record based usually upon historic financial
statements, and forecasting is necessary in each case. Maintainable or normalised
profits after tax are determined and, if necessary, adjusted to reflect differences
between actual historic cash flows and those which could be expected to be
received by a purchaser of the business at the valuation date.
6.12 Further adjustments may include restating non-arm’s length transactions and
costs incurred with related parties to commercial terms, and reflecting the effect of
non-recurring events whether of income or cost. Examples of this include one-off
redundancies, exceptional profits or losses. Comparison of depreciation, taxation
and inventory accounting should be on a like-for-like basis.
6.13 Profits are then capitalised by the price to earnings (P/E) ratio. A similar
exercise can be carried out by applying a suitable capitalisation multiple to
maintainable or normalised profits before tax. A suitable capitalisation multiple will
often be applied to earnings before interest and tax (EBIT), or earnings before
interest, tax, depreciation and amortisation (EBITDA). Care must be taken in these
cases to distinguish between enterprise value (which also considers the debt of the
business and any liquid assets owned by the entity that might mitigate the
acquirer’s purchase price) and equity value (i.e. the value of the shares).
6.14 Business value is often derived by capitalising profits or cash flows before
costs of servicing debt, using a capitalisation or discount rate that is the weighted
average cost of capital (WACC) of a comparable mix of debt and equity. The equity
value is the enterprise value less the market value of the net debt, but can be
established by measuring the equity cash flow itself.
6.15 Present value techniques measure the value of an asset by the present value
of its future economic cash flow, which is cash that is generated over a period of
time by an asset, group of assets, or business enterprise. These can include
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Valuation methodologies

earnings, cost savings, tax deductions, and proceeds from its disposition. When
applied to business valuation, value indications are developed by discounting
expected cash flows, estimated, where appropriate, to include growth and price
inflation, to their net present value at a rate of return. The rate of return incorporates
the risk-free rate for the use of funds, the expected rate of inflation and risks
associated with the particular investment and the market. The discount rate
selected is generally based on rates of return available from alternative investments
of similar type and quality as at the valuation date. Expressions such as ‘rate of
return’ may mean different things to different individuals so valuers should consider
defining what is meant by such terms.
6.16 The values of redundant or surplus assets, namely those owned but not used
in the business operations, need to be taken into account in enterprise or equity
values.
6.17 The income approach, as applied using the dividend basis of value, is
common in company valuation, principally in relation to minority shareholdings. For
business valuations, value indicators are developed by determining a share’s future
dividends and prospect of dividends, and a rate of return, using dividend discount
and initial yield models.
Cost approach
6.18 The cost approach (see IVS 210 paras 36-38) indicates the value of an asset
by the cost to create or replace the asset with another similar one, on the premise
that a purchaser would not pay more for an asset than the cost to obtain one of
equal usefulness. This method is frequently used in valuing investment companies
or capital intensive firms. However, it would normally not be used except when the
other two approaches have been considered but deemed not applicable, and the
report would contain an explanation as to why this was so.
6.19 When applied to a business valuation, obsolescence, maintenance and the
time value of money are considerations. If the asset being valued is less attractive
than a modern equivalent, by reason of age or obsolescence, it may be necessary
to adjust the cost of the perceived modern equivalent, thus arriving at the
depreciated replacement cost.
Asset-based approach
6.20 The asset-based approach measures the value of a business and asset by
reference to the value of individual assets and liabilities. This approach is commonly
adopted in the area of property investment and share investment portfolio situations
(investment trusts). This approach is not normally the preferred one for trading
businesses, except where they are failing to achieve an adequate return on the
tangible assets used in the business, or where a trading business also has
substantial investment activity or surplus cash. The net asset value per share can
be discounted or enhanced by the addition of a premium.
6.21 The valuation assumptions and inputs may be based either on actual data or
on assumed information. The market approach is likely to be based on actual
inputs, such as prices achieved on sales of similar assets or businesses and actual
income or profits generated. Assumed inputs might include cash flow forecasts or
projections. For valuations adopting the cost approach, actual inputs might include
VALUATION OF BUSINESSES AND BUSINESS INTERESTS
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Valuation methodologies

the actual cost of an asset, whereas assumed inputs may have regard to estimated
cost of an asset and other factors, such as the perceived attitude to risk of other
players in the market.
6.22 As a general rule, valuation by summation, sometimes known as valuation by
assembly, should be avoided. Accordingly, when valuing the totality of various
assets or component parts of an entity, the valuer must avoid arriving at the value
of the whole merely by adding together the values indicated for the various
separate assets or component parts.
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7 Reports
7.1 Where the valuation has to comply with the Red Book, the valuer must produce
a report that complies with the minimum terms set out in VS 6.1. Generally the
report has a brief introductory section or executive summary that defines the
assignment, summarises the conclusion and sets the stage for the details of the
report. The structure should move from the general to the specific, providing a
logical flow of data and analysis within which all the necessary considerations can
be incorporated, leading to the valuation conclusions.
7.2 Most reports will have the following major sections, although not necessarily in
this order:
+

introduction

+

purpose and basis of valuation

+

subject of valuation

+

description and history of the business

+

management and personnel

+

accounting and accounting polices

+

financial statement analysis

+

business and marketing plan analysis, and prospects

+

search results for comparables and comparative transactions

+

industry in which the business operates, economic environment, yields and risk
assessment

+

valuation methods and conclusion

+

caveats, disclaimer, and limitations.

7.3 Some reports will have a separate section containing a general discussion of
valuation methodology, which will often follow the introduction. If national, regional
and economic data are important to the company and asset, each may have its
own section.
7.4 Where appropriate, factual information, or sources thereof, should be identified
either in the body of the report or in the appendices. Where the opinion of an expert
is required for litigation purposes, the report must adhere to the requirements
imposed by the local jurisdiction, for example, in the UK, the Civil Procedure Rules
(CPR) Part 35, and must therefore contain all relevant disclosures including the
statement of the expert’s qualifications and the statement of truth.
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8 Confidentiality
8.1 Information in respect of many business assets will be confidential. Valuers
should use their best endeavours to preserve such confidentiality, particularly in
relation to information obtained in respect of comparable assets. Where required by
the client, business valuers will comply with any requests to enter into
non-disclosure or similar agreements.
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