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The Insanity of a Sanity Check 
 
Before anyone suggest that I am totally against the concept of a sanity 
check (perhaps a reasonable interpretation based on this article’s title), 
understand that is not the case – I just believe that a lot of skepticism is 
often warranted when faced with the use of a so-called sanity check. 
 
The concept of a sanity check in business valuation is that an expert will 
use a source – typically a rule of thumb approach to valuation derived 
from some authoritative/credible source – to provide support (actually 
more in the form of a comfort level) for the valuation number already 
determined by that expert.  Assume the expert has done a valuation, and 
with perhaps the benefit of say two income methods, or perhaps an 
income and a market method or whatever – that expert has determined 
what he/she believes to be the appropriate valuation number.  That 
number is typically backed up by analysis, explanations and the like – 
sometimes of considerable substance and volume.  Thus, the expert, to 
his/her satisfaction, has taken all the appropriate steps and derived a 
value number that expert believes is correct.  For many valuation experts, 
that is sufficient enough support for the valuation determination.   
 
Some experts however, feel that they need to add an additional 
layer/element of support for that value determination.  That additional 
layer, for purposes of this article, is what many of us call a “sanity 
check”.  That is, we use another data source, one not used in the 
development of our valuation determination, and reference same in 
support of our otherwise determined value.  That reference is along the 
lines of, we’re not using this additional source to determine value, but 
rather, a sanity, or common sense, support for our value – something 
that will provide us with an additional level of comfort that what we 
determined is correct, makes sense.   
 
This sanity test is often based on a rule of thumb, or multiple rules of 
thumb.  Thus, as a hypothetical illustration, assume that we’re valuing 
whatever type of business and have concluded that the value of same is 
say 3 million dollars.  We have done that through the use of an income 
approach and also a market approach.  Thus, we have solid foundation 
for what we have done.  Perhaps to add an additional layer of support, or 
perhaps out of a degree of insecurity, the expert now refers to a source 
book that gives rules of thumb.  Let us assume for this business the book 
provides two rules of thumb – one is for a multiple of between 3 & 6 times 
pre-tax earnings; and another is for a multiple of between 50% & 150% of 
one year’s revenues.   
 
It should be pretty obvious that these rules of thumb provide extremely 
wide latitude, as well as a degree of inconsistency.  For instance, with 3 to 
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6 times pre-tax income, the upper end is double the lower end – yet both 
of course comport with that rule of thumb.  To make matters worse, the 
rule of thumb based on revenues has an even wider range of possibilities 
– with the upper end 3 times that of the loser end.  
 
Assume for the moment that the subject business has a pre-tax income of 
$700,000, and sales of 6 million dollars.  On that basis, the rule of thumb 
value, based on income, would be between 2.1 and 4.2 million; and based 
on sales, would be between 3 and 9 million dollars.  Thus, indeed, with a   
well worked valuation of 3 million dollars, it is, in a crude sense, within 
the range of the sanity check.  However, is it really, and is it worth 
anything to even consider same?  After all, if the expert doubled the value 
otherwise determined, it would still be within the range of at least one of 
the rules of thumb – and still therefore meet this so-called sanity test.   
Thus, the expert has actually weakened his/her position by referencing 
the sanity check – because it brings into play numbers very disparate 
from the value determination.  And, by the tacit endorsement of the rule 
of thumb, the expert brings into question his/her valuation figure.  One 
of the problems with a rule of thumb (which generally is the foundation 
for a sanity check) is that any one type of business can have a few 
different rules of thumb, each one of them with a substantial range of 
potential values, and each one of them potentially in contradiction to the 
others.  In this example (which is hardly unusual), the expert would have 
been better served to not reference the so-called sanity check at all. 
 
Indeed, there are some of us who believe that if we’ve done the job 
correctly, there is not only no need to bring into play a so-called sanity 
check, but that, as illustrated above, it is actually damaging to our work 
product.  The sanity check based on a rule of thumb is an extremely 
crude approach/concept to value – one which does not  typically even get 
close to the level of work product and professionalism used to arrive at a 
real valuation.  Thus, at least by one line of thinking, if the so-called rule 
of thumb sanity check is not to be used for valuation, but only to sort of 
support what was already done; and if what was already done was, from a 
professional point of view, done in a superior fashion, then why and how 
does a sanity check (particularly based on a rule of thumb) in any way 
improve (and perhaps in any way other than damage) the merit and 
professionalism of a valuation determination?  .   
 
I believe that there is a cliché along the lines of “Leave well enough alone”.  
Often, that indeed is the approach to the concept of using a sanity check, 
if the expert has already done the job that he/she needs to do.  And, 
besides, as you might get the impression from the illustration above, 
within limits, you can make almost any number fit a sanity check.  They 
must be used with caution – extreme caution if based on a rule of thumb. 


