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Valuators help tfackle
newly reinstated estate fax

1l good things must come to an end, and the

temporary repeal of estate tax is no exception.

Last December, the Tax Relief, Unemploy-
ment Insurance Reauthorization and Job Creation
Act of 2010 was signed into law, and it didn’t extend
the estate tax repeal. But it did provide sorze, albeit
temporary, estate tax relief. For example, the act
increases the gift and estate tax exemptions — but
only for two years.

Succession and estate planning is a chore that
business owners tend to put off. In light of the new
tax laws and potential tax savings opportunities,

it’s important to forge ahead with estate planning
in 2011.

From Jan. 1, 2011, through Dec. 31, 2012, gifts,
generation-skipping transfers (GSTs), and estates in
excess of the applicable exemp-
tion are taxed at 35%, the rate
that applied to gifts in 2010 —
and down from the 45% rate
that applied to all three types of
transfers in 2009.

Perhaps more important, the
Tax Relief act substantially
increases the lifetime gift tax
exemption, from $1 million to
$5 million. The same exemp-
tions apply to estates (reduced
by any lifetime exemption used)
and GSTs, and these amounts
will be indexed for inflation for
2012. But for 2013, absent
Congressional action, the
exemptions will drop back to
only $1 million (indexed for
inflation for GSTs), and the top
rates will jump up to 55%.

So, business owners who used up their lifetime
exemption when it was $1 million might consider
making additional gifts in 2011 and 2012. They
may be able to further leverage the exemption
because of the decreased values of many assets due
to the recession.

Individuals who want to transfer stock in a private

business need to hire a business valuator. For some
owners, the change in value over the last five years
will be surprising.

A business’s value is based on future earnings expec-
tations, which may or may not mirror historic
earnings. The recession has dramatically changed
the outlook for many businesses, such as auto
dealerships, real estate ventures and construction
firms. Higher valuation discounts also may be
available due to weaker financial condition, tighter
credit markets and limited M&A activity.




FLPs and GRATSs survive

Some estate planning experts speculated
that Congress would restrict the use of certain
estate planning vehicles that can provide
substantial tax savings, such as family lim-
ited partnerships (FLPs) and grantor retained
annuity trusts (GRATs). The good news is that
both estate planning vehicles, which can

be especially useful to fransfer interests in a
business, remain viable under the Tax Relief,
Unemployment Insurance Reauthorization and
Job Creation Act of 2010.

Valuation expertise is a must-have when
employing FLPs or GRATs. Experienced, cre-
dentialed valuators provide objective asset
appraisals and valuation discounts that with-
stand IRS scrutiny.

Under the Tax Relief act, if an individual dies after
Dec. 31, 2010, and before Dec. 31, 2012, the execu-
tor may transfer any unused portion of the deceased’s
lifetime exemption to his or her spouse. This can
simplify estate planning, because assets needn’t be
strategically allocated between the spouses to use
each spouse’s lifetime exemption.

But because portability is currently available for
only two years, most couples will still want to main-
tain traditional estate planning strategies to protect
their exemptions. Valuators can help allocate assets
between spouses in case Congress doesn’t extend
portability beyond 2012.

Higher valuafion discounts
may be available due to
weaker financial condition,
tighter credit markets and
limited M&A activity.

The new law provides a two-year window of oppor-
tunity that valuators can help taxpayers make the
most of. Resources valuators bring to the planning
table include tangible market data, analytical skills,
objectivity and clarity. Additionally, for individuals
who died in 2010, the Tax Relief act provides estates
the option to follow pre-Tax Relief act law, and a
valuation professional is essential to help taxpayers
evaluate factors affecting this decision. ®

Economic damages 101

usiness disputes arise every day. A supplier
violates a provision of an exclusivity contract.
A publisher infringes on a writer’s copyright. A
competitor steals a trade secret. These wrongdoings
typically result in one party losing money. It’s up
to the legal system to restore order — and award
economic damages.

Here we discuss some approaches to quantifying
economic damages, as well as potential pitfalls and
contentious issues that may arise.

A damages calculation starts with a theory that links
the actions of the defendant to a loss incurred by
the plaintiff. For example, “But for Mr. X’s copy-
right infringement, ABC Company would have
earned ‘x’ amount more in pretax profits from 2008
through 2010.”

Courts award damages to make the plaintiff “whole”
again. Generally, damages are calculated on a pretax



basis, because plaintiffs typically owe taxes on
compensatory damages awards.

Defendants aren’t responsible for losses caused by
external factors. For example, damages calculations
should exclude losses caused by increased competition
in the marketplace or by an economic downturn. In
today’s uncertain economy, it can be tricky to separate
losses caused by a defendant’s alleged wrongdoing
from losses caused by external events.

When persuading the courts to accept a damages
calculation, a valuator typically uses one (or more) of
several generally accepted methods, such as the:

Yardstick method. Damages under this method

are based on how guideline companies performed.
Courts perceive industry trends to be an objective
indicator of how the plaintiff might have performed,
if not for the defendant’s wrongdoing. But the subject
company must be sufficiently similar to comparable,
or guideline, companies.

Before-and-after method. Here, damages equal
the difference in the plaintiff’s actual performance
before and after the defendant’s wrongdoing. Or an
appraiser might quantify a plaintiff’s loss by assessing
how much the defendant actually benefited from the
wrongdoing.

Sales projection method. A valuator may choose to
analyze historic trends and forecast how the plaindff
might have fared if not for the defendant’s actions.

There’s no universally accepted method for quan-
tifying economic damages. Appraisers customize
their approach on a case-by-case basis — and
often they use more than one method to
support their opinions.

Damages calculations are a matter of
professional opinion. Two competent
appraisers employing sound methodol-
ogy are unlikely to arrive at exactly the
same conclusion. Subjective assumptions
include:

Discount rate. The most popular way to estimate
damages is to discount projected lost profits (derived

using the yardstick, before-and-after, or sales pro-
jection method) to their net present value. The
discount rate generally reflects the risk of achieving
the projected profits and the plaintiff’s use of funds.

Duration of damages. Usually, damages occur over
a finite time period. If a plaintiff is permanently
damaged, the valuator may quantify damages as the
difference in the company’s value before and after
the defendant’s wrongdoing.

Costs. Lost profits calculations include all related
costs — not just revenues. For example, if a retailer
lost $100,000 in sales due to a breach of contract, the
valuator would subtract all variable costs associated
with the lost revenues.

Courts may not embrace damages calculations that
fail to establish causation or to mitigate damages.
After a defendant’s wrongdoing is revealed, the plain-
tiff has an obligation to mitigate damages, if possible.

Estimating lost profits is a natural extension of a
valuator’s skill set. Damages calculations require an
understanding of accounting, financial analysis and
forecasting, industry and economic trends, and the
time value of money. Qualified appraisers also know
about relevant legal precedent and how to effectively
testify in court. @




Why "double dipping”
may lbecome an issue

business is often the most significant asset

in a marriage. When a marriage ends in

divorce, it can also become the most con-
tentious. If business value for property division
purposes is based on the business’s income-earning
potential and alimony is awarded based on income
earned by the spouse who owns the business, that
income stream may be counted twice — sometimes
called “double dipping.”

In other words, the term “double dipping” refers to a
situation in which a spouse receives double payment
for a single asset. Double dipping can become a con-
troversial issue in marital dissolution cases requiring
business valuations — depending on the state.

It’s important to note that in some states double
dipping doesn’t even come up. Whether it’s poten-
tially an issue depends on how a particular state’s
courts treat goodwill in valuing a business for
divorce purposes.

Goodwill represents a business’s ability to generate
earnings beyond those that its tangible assets gener-
ate. Most courts recognize two types of goodwill:
business or “enterprise” goodwill, which is associ-
ated with the business itself; and personal goodwill,
which reflects an individual owner’s reputation,
skills and experience.

State courts disagree on whether to treat goodwill as
a marital asset. A significant number of states treat a//
goodwill as such. Nearly half treat business goodwill,
but not personal goodwill, as a marital asset. And a
handful of states exclude all goodwill.

Excluding personal goodwill avoids double dipping —
at least in theory — because the valuator doesn’t
derive the business’s value for property division pur-
poses from the same income stream used to calculate
alimony payments.

Some courts reject the double-dipping argument
altogether. For example, in In re Marriage of White,
the California Court of Appeals dismissed the
double-dipping argument as a “fallacy,” noting that
“spousal support considerations are separate and dis-
tinct from property division concepts.” Further, in In
re Marriage of Blazer, the California Court of Appeals
rejected the notion that the excess earnings method
“compels a determination that [the business’s] good-
will value is tied to the husband’s future efforts.” In
Sander v. Sander, a Connecticut trial court deter-
mined that it isn’t double dipping to assign a value

to a business and attribute gross income from that
business to the spouse without adjusting either — and
the Connecticut appellate court upheld this decision.

Other courts acknowledge the concept of double
dipping, but don’t apply it in certain cases. In
Steneken v. Steneken, a New Jersey appellate court
rejected the husband’s double-dipping argument,
finding that no double dipping had occurred.

In the Steneken case, the largest marital asset subject
to equitable distribution was the husband’s inter-
est in a closely held manufacturing company. His
business valuation expert valued the company at



$768,000 using the capitalization of excess earn-
ings method. The valuator adjusted the husband’s
$200,000-plus salary to $150,000 to reflect “reason-
able compensation” for a CEQO in his position,
adding the excess back into the company’s income
for valuation purposes.

The trial court accepted the husband’s valuation
and distributed 35% of the valuation amount to the
wife. The court then calculated alimony based on
the husband’s actual income. The husband claimed
that considering his excess earnings in valuing the
business while using his actual income to determine
alimony constituted impermissible double dipping.

The appellate court disagreed, describing the excess
earnings method as “a theoretical construct used to
value the goodwill component of a closely held cor-
poration at a specific point in time — that is, the date
of the divorce complaint. It’s a hypothetical figure
unrelated to the actual value of the underlying asset
on a going-forward basis and as a source of defen-
dant’s future income stream.” (Emphasis in original.)

According to Steneken, equitable distributions seek
to fairly divide marital assets. They are intended to

be additions to, not substitutes for, spousal support
payments.

Understanding an asset’s fair market value is
paramount to making equitable distributions.
Normalization adjustments are customary when
valuing a controlling interest in a private business
using the income or market approach. For example,
a company’s historic income stream might be
adjusted for revenues and expenses that are nonre-
curring, unusual, or recorded at above- or below-
market rates.

Steneken doesn’t prohibit divorcing spouses from
using replacement compensation for both business
valuations and alimony computations. Instead,
fairness should be the overriding objective.

To achieve fair outcomes, courts consider the
unique facts and circumstances of each divorce case.
Obviously, no one standard, established precedent
exists for divorce issues involving double dipping.
Thus, it’s necessary to consider state statutes as well
as case law in the jurisdiction in which the divorce is
being decided. ®

Owners’ compensation: Too

much, too little,

ow much should a company’s owners get paid?
That question is frequently debated in share-
holder disputes, divorces and IRS inquiries.

Owners’ compensation varies significantly from com-
pany to company. Some owners treat the company’s
bank account like a personal slush fund. Others draw
minimal salaries from the business, because they
undervalue their contributions or because the business
is cash poor. A valuator can help a company estimate
a range of reasonable replacement compensation that

or just right?

eliminates “owner bias,” adjusting net income to a
level that reflects economic reality based on objective
market data.

The term “replacement compensation” refers to
how much a third party could expect to be paid for
performing the same duties for the subject com-
pany. It may include items such as salaries, payroll
taxes, benefits, stock options and other perks. Actual
owners’ compensation may vary from replacement



compensation if an owner has, say, unique skills or
experience that warrants an extra payment.

When valuing a business, replacement compensation
becomes relevant because it’s a large expense. The
higher the owner’s compensation is, the lower the
company’s value will be — unless an adjustment

is made.

Owners’ compensation is a discretionary expense that
controlling owners can alter. When valuing a busi-
ness on a controlling basis, valuators typically adjust
actual owners’ compensation to reflect replacement
compensation. Discretionary adjustments — including
owners’ compensation — might not be made when
valuing a minority interest in the subject company.

Replacement compensation is also relevant in
divorce cases, because child support and maintenance
payments often are based on an owner’s salary.

Some unscrupulous business owners might try to

pay themselves below-market wages to minimize
those payments.

In addition, the IRS watches how much owners are
paid. For example, C corporation earnings are taxed
twice, first at the corporate level and again when
owners receive dividends. If C corporations pay

above-market salaries in lieu of dividends, they can
eliminate double taxation.

Alternatively, flow-through entities — such as partner-
ships and S corporations — aren’t subject to double
taxation. But they might pay below-market salaries

to avoid paying payroll taxes. When the IRS audits
owners’ compensation, having an appraiser do a replace-
ment compensation study may keep the IRS at bay.

Valuators take many factors into account when
estimating replacement compensation. A succinct
job description helps pinpoint the owner’s duties.
Some contribute so much to the business that mul-
tiple individuals would be needed to replace them.
Appraisers also consider the owner’s education,
training, licenses, salary history and hours worked.
A premium may be warranted if owners personally
guarantee the company’s debt.

Beyond the owner’s personal attributes, valuators
may consider the size and financial condition of the
business, geographic location, industry trends, and
the state of the economy.

Actual compensation may
vary from replacement
compensation if an owner
has unigue skills or
experience that warrants
an extra payment,

Appraisers frequently support their replacement com-
pensation estimates with market research. Objective
sources include Statistics of Income: Corporation Income
Tax Returns (a government publication) and Salary
Guide published by Robert Half International.

What constitutes “reasonable” replacement
compensation is in the eye of the beholder. It’s

one of the most contested business valuation
adjustments. But a valuation professional can elimi-
nate some of the subjectivity and guesswork with
objective market research. @
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