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Why Do You Need a
Business Appraiser?

(in no particular order!)

Y ou areinvolved in estate planning and your client has an interest in a closely
held business. Y our client may be a successful businessman who wishesto
providefor hisfamily without incurring punitive estate or gift taxes. A competent
business apprai ser will work with the attorney to determine what discounts are
legitimately available to values so that the appropriate structure can be created in
order to achieve the client's goals.

Y our client owns several revenue-producing properties and for estate planning
and other purposes, you advise transfer of some propertiesto a Family Limited
Partnership. Limited partnership intereststherein are either sold to ageneration-
skipping trust or gifted. At any rate, abusiness appraiser will value the limited
interests by applying reasoned discounts to the appraised (by areal estate ap-
praiser) value of the underlying properties. The discounts allow the properties,
over time, to pass to the ownership of the designees and minimize the tax due.

Y ou represent a private business contemplating an acquisition or wishing to spin
off adivision. Again, a"bullet-proof" appraisal isimportant to have even if, for
strategic reasons, management decidesto hold out for aprice in excess of fair
market value or a strategic buyer isforced to pay more than fair market value.

Y ou represent a private business with minority shareholder issues. An appraisal
will save your client agood deal of grief by pointing out exactly what the poten-
tial litigant isentitled to under state law: Fair Valueisastandard more or less
defined by state law and islikely to produce a different result than the tax-based
Fair Market Value standard.

The business you represent is buying afinancially weak competitor. You are
concerned that the seller's creditors, who are probably not going to get paid in full,
will claim that adequate consideration was not received by the seller. You need a
Fairness Opinion prior to closing; the opinion is designed to make it considerably
more difficult to makethat claim.

Y ou represent afinancially weakened businessin need of some strategic planning.
The owners need to have a candid assessment of the competitive situation, and of
thevariousval uation-based alternatives.

(Continued on Page 2, Column 1)

Carrying

Amount
Conundrum

SFAS 142 Update

I ntercompany Debt Allocations. In
performing valuation analysesfor step
oneimpairment testing under SFAS
142, the determination of the appropri-
ate carrying amount of thereporting
unit can often beless straightforward
than anticipated. The carrying amount
of areporting unit is presumably the
net of the carrying values of the assets
(including goodwill) and liabilitiesas-
signed to thereporting unit. Paragraph
32 of SFAS 142 addresses the assign-
ment of assets acquired and liabilities
assumed to reporting units.

"For the purpose of testing good-
will for impairment, acquired as-
sets and assumed liabilities shall be
assigned to a reporting unit as of

(Continued on Page 3)
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Determination of aplanned exit
strategy for the owner of a closely
held business. Somewhat related
issuesinclude motivating your
team through phantom stock, and
successionplanninginall its
possible forms (with your children
or 3rd party management).

Drafting of aBuy-Sell or Share-
holders Agreement: The most
useful Buy-Sell agreementsare
those that take the evolving value
of abusinessinto account; the
very best require periodic input
by a business valuation profes-
sional in such amanner asto
avoid costly litigation and help
realize all the shareholders goals.

Determination of valuefor
businessinterruptioninsurance
coverage and appropriateness of
coveragegenerally.

Support planned giving
involving interestsin closely
held businesses.

Employees Stock Ownership
Plans ("ESOPs"). There are hard
tax reasons, aswell as practical
ones, to sell the family business
to an ESOP. Besides creating
liquidity for the owners, an ESOP
could actually eliminate all built-
in capital gainsfor the seller
under specific circumstances.
Besides, if your employees truly
are responsible for the success of
the business, why not sell it to
them? An ESOP can also moti-
vate key peopleif it creates the
right culture. How about an
ESOP through an S corporation
which would put the business at a
significant tax advantage?

Your client, aC corporation
wishes to elect to be taxed asa
sub-chapter S corporation. At that
point, its value must be established
S0 asto avoid costly problems
withthe IRS at alater date.

Your clientispurchasing a
businessrichinintangibleassets,
which could include ahigh-tech
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venture or aprofessional corpora-
tion. In order to allocate as much
as possible to faster-to-depreciate
asset categories, you retain a
business apprai ser to value those
intangibleassets: intellectual
property, patents, computer
software, "masks," in-process
research and development, etc.
Seealsoitem # 18 below for
relevant new accounting standard.

Certain types of businesses such a
law partnershipsaredifficult to
value, but we have the knowledge
todoit credibly.

Litigation support involves
providing thefinancial and
valuation perspective to alawsuit
in order to make it more effec-
tive. We work with attorneys and
make sure your action stays
focused and works towards your
financial goals.

You are afamily law practitioner
and your client or the opposing
party to the action own(s) a
closely held business or a
professional practice. Thiscould
includes options and other
complex assets. You need a
specialist to determine, ina
credible manner, what the valueis
based on the law. The appraisal
needs to withstand the scrutiny of
the opposing side and its expert,
and moreimportantly needsto
convince the judge or jury.

When complex valuation issues
are at stakein alawsuit, it paysto
have abusiness valuation profes-
sional make surethey are under-
stood by al parties: you need a
businessval uation expert witness.

If thefinancial statements of your
business are audited, generally
accepted accounting principles
now reguirethat intangibles be
accounted for and periodically
tested in a specific manner.
Accounting firmsnow generally
advisetheir clientsto support the
accounting treatment of an
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acquisition, of the periodic testing
and of an event leading to
impairment of goodwill, by an
independent third-party appraisal.

Employee Stock Optionsin both
public and private companies
require focused valuation services.
Ask usto advise you about your
specific circumstances.

Professional corporations present
valuation challengesin divorce or
buy/sell situations since few
financial statementsaregenerally
available beyond personal tax
records. Further, professional
corporations are complex busi-
nesses with both apersonal and an
entity goodwill. We can help.

Estates often own secured or un-
secured promissory notes. A
business appraiser will value
these assetswith appropriate
analytical, empirical and factual
support so asto minimize therisk
of acostly IRS audit.

Family Limited Partnershipsand
Family LLC'sareemerging asthe
vehicle of choice, when properly
structured and valued, to tranfer,
over time, portfolios of real estate
or securitiesto your clients
families and minimizethestill
very much alive transfer taxes.

Fractional interestsinreal
property are also subject to
discountsin estate or gift situa-
tions, if you can document the
discountsin areasoned manner
consistent with thelatestin
business valuation aswell as
relevant tax case law.

Thereare several other situations
where you should suggest hiring a
BusinessValuation professional in
order to make sure you and your client
have the best advice. We have the
middle-market and thevaluation
experience; we have the credentials
and take thetimeto do it right. Call us
at 203-325-2703 or visit our website
at www.NYNJCThizval.com. 4



Carrying Amount

Conundrum
(Continued from Page 1)

the acquisition date if both of the
following criteria are met:

a. Theasset will be employed in or
theliability relatesto the opera-
tions of a reporting unit.

b. The asset or liability will be con-
sidered in determining the fair
value of the reporting unit.

Assetsor liabilitiesthat an entity
considers part of its corporate as-
setsor liabilities shall also be as-
signed to a reporting unit if both of
theabove criteriaare met. Ex-
amples of corporateitemsthat may
meet these criteria and therefore
would be assigned to a reporting
unit areenvironmental liabilities
that relate to an existing operating
facility of the reporting unit and a
pension obligation that would be
included in the deter mination of the
fair value of the reporting unit. This
provision appliesto assets acquired
and liabilities assumed in a business
combination and to those acquired
or assumed individually or with a
group of other assets.”

Extending thisadviceto allocating
existing assetsand liabilitiesto re-
porting units, two primary conclu-
sions can be drawn:

1. Tangible (and recognized identifi-
ableintangible) operating assets
and liabilities should be allocated
to the reporting unitsfor which the
assets operate, and the liabilities
areincurred.

2. Financial assetsand liabilities
should be allocated in amanner
consistent with the valuation as-
sumptionsmaderegarding there-
porting unit.

Application of thefirst conclusionis
straightforward. |mplementation of the
second conclusion is complicated by
thetendency of large multi-unit compa-
niesto maintain complex systems of
intercompany receivablesand payables.
To the extent intercompany funding
itemsallocatetheactua financing
structure of the consolidated entity to
the reporting units, it appearsto be ap-
propriateto rely on the intercompany
liahilitiesand assetsindetermining
both fair value and the carrying amount
comparison. However, to the degree
intercompany itemsare
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cated to estimate the fair value of
thereporting units.

4. Confirm that the combined net earn-
ing power of the reporting units
equalsthat of the consolidated en-
tity, and that the combined carrying
values of thereporting units equals
consolidated book value. In gen-
eral, thenet "corporate” carrying
amount should beminimal.

In the end, the determination of the

carrying amount isan accounting,

rather than avaluation, concern. Re-
gardless of how carrying

not representative of

the actual consolidated / these issues raise a
warning to auditors,

valuation professinals and
corporate finance profes-
sionals that even the
"simple" step one analysis
may be fraught with unex-
pected complexity ...

capital structure
(thereby creating a
large net "corporate”
receivable from, or
payableto, the report-
ing units), itisappro-
priateto eliminatethe
"excess' intercompany
balancesfrom the car-
ryingamount determi-
nation of thereporting units.

Thefollowing principles are consis-
tent with the FASB'sguidancein
SFAS 142:

1. Anayzethe earning power of the
reporting unitson an operating ba-
sis(EBIT), ignoring financing con-
cerns.

2. Allocate 100% (no more or less) of
the actual debt outstanding to the
reporting units on somelogical ba-
sis(therelative amount of inter-
company debt assigned to the unit
may be such abasis). Subtract the
implied interest expense from the
ongoing EBIT estimateto derive
ongoing pretax, and net, income.
Alternatively, value may be esti-
mated on the basis of some relevant
total capital multiple, fromwhich
the allocated amount of actual debt
outstanding would be subtracted to
determinefair value.

3. Determinethe carrying amount of
the reporting unit on the same basis
as actual debt outstanding was allo-

valueisultimately de-
rived, the estimation of
fair value must be con-
sistent with all assets
and liabilities, both op-
eratingandfinancial,
allocated to the report-
ing unit. A valuation
expert should not per-
form afair value opin-
ion without athorough,
documented understand-
ing of the assets and liabilities as-
signed to thereporting unit.

Negative Carrying Amount. There
isaconcern about the possibility of
negative carrying amountsfor report-
ing units and these concerns can be
divided into two distinct issues:

1. Isthenotion of anegative carrying
amount consi stent with the purpose
of the goodwill impairment test?

In other words, isit possible for a
reporting unit to really have anega-
tive carrying amount?

2. Isthefair value of areporting unit
necessarily non-negative? If so, it
would appear that the goodwill of a
reporting unit with negative carry-
ing amount could never beim-
paired (under step one of the
impairment test).

With regard to thefirst issue, we note
that the purpose of step one of theim-
pairment test, at the simplest level, is

(Continued on Page 4)
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to determine whether the business ac-
quired viaaprior deal isworth more
or lesstoday (fair value) than what
was actually paid (carrying amount).
Since business combinations are gen-
erally consummated at positive prices,
it would appear that carrying amount
should never be negative. However, at
least two potential real-life scenarios
may complicate thisassumption. First,
as has been discussed at length, report-
ing units may consist of multiple busi-
ness acquisitions, aswell as
"organically" grown operations. This
robs our initial conclusion of at least a
portion of itslogical clarity. Second,
operating losses (presumably larger
than any expected) subsequent to the
acquisition may cause the company to
financethereporting unit'soperations
with additional liabilities sufficient to
overwhelmtheinitial equity invest-
ment, causing thereporting unit'scar-
rying amount to indeed be negative.

To address the second issue, some ad-
here to the concept that the value of
common equity isnon-negative, re-
gardless of the relative (im)balance of
assetsand liabilities. Thispositionis
frequently supported by noting that
common equity isanalogousto acall
option on the company's operations.

Therefore, regardless of the current
degree of moneyness (excess of enter-
prise value over liabilities), the com-
mon equity can be worth no lessthan
zero, since the common shareholders
retain the right to walk away from the
company'sliabilities. Inthe case of

/ Regardless of how
carrying value is ultimately
derived, the estimation of
fair value must be
consistent with all assets
and liabilities, both
operating and financial,
allocated to
the reporting unit

reporting unitswhich represent only a
portion of the company'stotal opera
tions, this assumption may not be ap-
propriate, however. In other words,
the company may not be able to walk
away from theliabilities assigned to
the subject reporting unit without a
direct negative impact on the
company's other operations.

There may be, then, situationsin
which one or more of acompany's
reporting units may have anegative
fair value. Such asituation may often
correlate with anegative carrying
amount, thereby mitigating the poten-
tially asymmetrical caseinwhich a
reporting unit'sfair valueisnegative
due to poor operating performance,
yet goodwill is necessarily unim-
paired since anon-negativefair value
would obviously pass step one of the
goodwill impairment test.

The complexitiesrelated to carrying
amount determinationsdiscussedin
thisarticle may reflect certain sce-
narios not fully contemplated by the
FASB inthe new Standards. Itis, af-
ter all, difficult to foresee every possi-
bility beforehand. At aminimum,
these issuesraise awarning to audi-
tors, valuation professionals and cor-
porate finance professional sthat even
the"simple" step one analysis may be
fraught with unexpected complexity
that requires solid analysisand concise
explanation. Please call usif we can
be of assistance. 4
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This publication is intended to provide accurate and authoritative information on the subject matter covered. It is distributed with the understanding that the
publisher and distributors are not rendering legal, accounting or other professional services and assume no liability whatsoever in connection with its use.
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