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13  Rozeff and Kinney (1976); Haug and Hirschey (2006).
14 Torchio and Surana (2014); Asness et al. (2018).
15 Pratt and Grabowski (2014).

Other critics have pointed out that sampling nuances 
may distort the size premium measurement. In particular, 
the time period examined can impact results, as can the 
“January effect.”

After Banz (1981), the size premium seemed to disappear. It 
was believed this may have been due to market adaptation 
after the size premium had been revealed. Hou and van 
Dijk (2018) note that realized returns for small companies fell 
below expectations after the early 1980s due to negative 
cash flow shocks. These shocks were attributable to a large 
increase in public offerings in the 1980s. These newly public 
firms had profitability and survival rates below those of firms 
that went public in prior decades. After adjusting for these 
cash flow shocks, the size premium remained intact.

The January effect is another issue thought to distort 
measurements of the size premium.13 The January effect 
is related to tax-loss selling that occurs at the end of each 
calendar year. Losses are recognized from the sale and 
then equity shares are repurchased in January. This acts to 
temporarily depress stock prices and can cause companies 
to be miscategorized in the size rankings. While important, 
such a critique only applies when market capitalization is the 
metric relied upon for measuring size. If other metrics are 
relied upon (e.g., annual revenue), the January effect will not 
bias the size premium calculation.

The last major critique regards liquidity. As was alluded to in 
our discussion of bid-ask bounce, smaller firms tend to be 
categorically less liquid than larger firms. This implies that 
investors may require a higher expected return to compensate 
them for taking on more liquidity risk.14 Accordingly, we 
cannot reject the possibility that a liquidity premium is partially 
responsible for the size premium. To the extent smaller stocks 
are less liquid and investors incur larger transaction costs, 
investors may simply price a stock in a way to reimburse 
themselves for increased costs. There are, however, several 
reasons why adjusting discount rates (and corresponding 
pricing multiples) for liquidity may be inappropriate.15

As a component of marketability, liquidity is generally 
handled separately when valuing a closely held business. 
Nonetheless, expressing discount rates net of transaction 
costs would make them ill-suited for discounting projected 
before-transaction-cost cash flows. Furthermore, any 

Glossary
The following glossary of variable definitions may 
assist readers in understanding the mathematical 
modeling in this article. The list is not exhaustive 
but covers all key variables.

Ve Market value of equity

VF Market value of the firm (debt and equity)

ce  Cash flow to equity holders

cF   Cash flow to the firm (debt and equity holders)

Me  Equity-level pricing multiple 

MF  Firm-level pricing multiple 

ke  Cost of equity

kd  Cost of debt

gc
e  Growth in cash flow to equity

gc
F  Growth in cash flow to the firm

ze  Equity-level capitalization rate (ke – gc
e)

zF  Firm-level capitalization rate (WACC – gc
F )

t   Time in years

x   Tax rate

r    Total equity return, inclusive of capital gains 
and dividends

rf   The risk-free rate

E(∙)  The expectation operator, representing  
the average of the variable or function inside  
the parentheses

S    A size variable, including but not limited 
to revenue, enterprise value, or market 
capitalization

D  Debt capitalization

E  Equity capitalization

Subscripts i and j are used to indicate which firm is 
being referenced. Subscript i indicates Company i, 
while subscript j indicates Company j. The subscript 
m is used to indicate a market variable. The 
subscript t is used to index time. β and γ are used 
as model coefficients. Superscripts L and U indicate 
levered and unlevered variables, respectively.
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analyst making an adjustment for transaction costs must 
acknowledge that investors can extend the time horizon of 
their holdings, mitigating these costs. 

While each of these critiques is legitimate, it is clear that 
adjustments to the measurement methodology can 
overcome almost all of them. Recent empirical work16 
reveals that as methodology has improved to avoid these 
measurement pitfalls, the size premium remains. This leads 
us to ask: If the premium is in fact valid, what practical and 
theoretical explanations account for its existence?

From a theoretical standpoint, there are several properties 
of small stocks that make their risks fundamentally different 
from large stocks.17 Because investment data is more 
sparse for small stocks, and analyst coverage less robust, 
investors must exert more effort per dollar invested to 
perform adequate analysis of an investment opportunity. In 
conjunction with lower liquidity, investors may have more 
trouble diversifying away the risk of small stocks.

From a practical standpoint, small stocks do not enjoy 
many of the protections afforded to large firms.18 It is much 
easier for large firms to protect their market share from 
new industry entrants, in turn protecting equity value in 

16 Asness et al. (2018), Ciliberti et al. (2017), Grabowski (2018), and Hou and van Dijk (2019), among others.
17 Pratt and Grabowski (2014).
18 Ibid.
19 Grabowski (2018).

ways small firms cannot. Similarly, a larger resource base 
and superior access to capital markets allows larger firms 
to more easily enter new markets themselves and makes 
them more resistant to adverse economic fluctuations. Also, 
with more resources, large firms are able to spend more 
on research, advertising, and hiring, all of which provide 
them with greater influence on demand and the competitive 
landscape. Larger firms also tend to have deeper 
management teams and more fragmented customer bases 
than small firms, reducing concentration risks.

Each of these theoretical and practical differences between 
small and large firms works to increase the required return 
on an investment in small stocks. Of course, the size 
premium is not predictive, and cannot be relied upon for any 
particular holding period. In other words, the size premium 
tends to be cyclical. There are many historical periods in 
which small stocks significantly underperform large stocks. If 
this were not true, there would not actually be an increased 
risk associated with small firms. Hence, the cyclicality is a 
manifestation of the size risk, so it is not surprising that the 
size premium fluctuates across time, only stabilizing over 
longer time horizons.19
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If the law requires a business value to be determined under the fair market value 
standard, and the appraiser calculates value under the fair value standard, the opinion 
of value will be wrong for purposes of the appraisal. It is as simple as that.

The importance of using the proper standard of value in 
every appraisal cannot be overstated. Depending on the 
purpose of the appraisal, the risks of an erroneous value 
opinion include:

  •  An erroneous court decision in dissenting shareholder 
litigation,

  •  Overpayment for a business, or a missed opportunity to 
purchase a business,

  •  Failure to sell a business, because it is overpriced, 

  •  Assessment of additional estate, gift, or income taxes by 
the IRS,

  •  An inequitable division of marital property in a divorce, or

  •  A malpractice lawsuit against the appraiser. 

What is Standard of Value?

Standard of value refers to “identification of the type of value 
being utilized in a specific engagement; e.g., fair market 
value, fair value, investment value.”1 

All major business valuation standards require that every 
appraisal identify the standard of value. For example: 

  •  NACVA Professional Standards IV(G)(5): “A member must 
define the assignment and determine the scope of work 
necessary by identifying … [the] standard of value.”

  •  AICPA Statement on Standards for Valuation Services, 
VS Section 100.25: “The nature and extent of the 
information needed to perform the analysis will depend 
on, at a minimum, the following: … the applicable 
standard of value.” 

  •  Uniform Standards of Professional Appraisal Practice 

1    International Glossary of Business Valuation Terms (2001), jointly published by the American Institute of Certified Public Accountants (AICPA), the American Society of Appraisers (ASA), the Canadian 
Institute of Chartered Business Valuators, the National Association of Certified Valuators and Analysts (NACVA), and the Institute of Business Appraisers, https://www.nacva.com/glossary.

(USPAP) Sec. 9-2(c): “In developing an appraisal of an 
interest in a business enterprise or intangible asset, 
an appraiser must … identify the standard (type) and 
definition of value.”

  •  ASA Business Valuation Standards BVS-I (II): “In developing a 
valuation of a business, business ownership interest, security, 
or intangible asset, an appraiser must identify and define, as 
appropriate … the standard of value applicable to the valuation 
(e.g., fair market value, fair value, investment value, or other).”

There is no exhaustive list of types or definitions of value. In 
each engagement, the appraiser is required to define the 
applicable standard of value. Examples include:

  •  Fair market value

  •  Fair value

  •  Investment value

  •  Synergistic value

  •  Intrinsic value

  •  Divorce value

  •  True value

Reference to an authoritative source—such as professional 
standards, legislation, regulations, or case law—is generally 
helpful in defining the standard of value. Alternatively, the 
appraiser can create a clearly stated definition for purposes 
of the specific appraisal. It is always necessary to identify the 
purpose of the appraisal and the perspective from which value 
is being measured. It may be necessary to identify whether 
the buyer is hypothetical or specific, willing or unwilling, in the 
market or not, and so on. Following are some examples of 
authoritative sources for selected standards of value.

  •  Book value

  •  Insurance value

  •  Use value

  •  Collateral value

  •  Ad valorem value

  •  Replacement value

  •  Lost value

Wrong Standard of Value  
Leads to Wrong Business Value
By Alan Zipp, JD, CPA, CVA, ABV, CBA, CFE
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Fair Market Value
Authoritative sources include the International Glossary of 
Business Valuation Terms, which refers to a hypothetical 
willing buyer and seller; Treasury Regulations 26 CFR 2512-1, 
which sets forth a regulatory definition of fair market value; 
and the U.S. Supreme Court, which ruled that fair market 
value is the standard for determining the value of property for 
federal tax purposes.2 

Fair Value
The International Valuation Glossary—Business 
Valuation3 defines fair value as “a Standard of Value for 
which there are different definitions, depending on the 
context and purpose. Fair Value is typically imposed by a 
third party (e.g., by law, regulation, contract, or financial 
reporting standard-setting bodies).” Many states have 
adopted the definition contained in the Model Business 
Corporation Act (see below) for purposes of dissenting 
shareholder actions. 

Investment Value
Authoritative sources include the International Glossary of 
Business Valuation Terms, which defines investment value as 
“value to a particular investor based on individual investment 
requirements and expectations”; Business Broker Valuation 
Models and Rules of Thumb; and databases of actual sales 
of businesses classified by industry code.

2   United States v. Cartwright, 441 U.S. 546, 550–551 (1973).
3    International Valuation Glossary—Business Valuation (updated February 24, 2022), jointly published by the ASA, the Chartered Business Valuators Institute, the Royal Institution of Chartered 

Surveyors, and the Saudi Authority for Accredited Valuers, https://cbvinstitute.com/wp-content/uploads/2021/11/International-Valuation-Glossary-Business-Valuation_EN.pdf.
4    In re Marriage of Cream, 13 Cal. App. 4th 81, 89 (1993).
5   In re Marriage of Foster, 42 Cal. App. 3d 577 (1974).

Investment value is a very broad standard and requires a detailed 
and specific explanation of the type of value being determined. It 
may include specific synergies to a specific purchaser and such 
information may be critical to the definition of value. 

Intrinsic Value
Intrinsic value has several applications and requires special 
consideration in its definition. The International Glossary 
of Business Valuation Terms defines it as “the value that 
an investor considers, on the basis of an evaluation or 
available facts, to be the ‘true’ or ‘real’ value that will become 
the market value when other investors reach the same 
conclusion.” In some states, intrinsic value may be applied 
in divorce cases where value is measured to the marital 
community (in the hands of the current owner) rather than in 
a hypothetical sale to a willing buyer. 

Divorce Value
Divorce valuation standards vary among the states, so it is 
critical for an appraiser to carefully identify and consider the 
applicable standard of value in every appraisal performed for 
divorce purposes. For example:

In California, fair market value is limited to marketable assets, 
“because some marital assets are not marketable, but 
nonetheless may have to be valued.”4 Also, “The value of 
community goodwill is not necessarily the specified amount 
of money that a willing buyer would pay for such goodwill.”5 
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