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‘Breaking Bad’ in the
Business Valuation
Profession

By Michael Paschall,
Banister Financial Inc. (Charlotte, N.C., USA)

Since 2018 marks my 30th year in business valua-
tion, | can now look back with some perspective
on my chosen trade. The one overriding principle
that has been reinforced to me in all these years is
my obligation to provide a reliable and unbiased
opinion of value. In the same way that a CPA is
required to present the financial information of a
company in a fair and accurate manner, reliability
and independence are equally required of business
appraisers. Unfortunately, the increasing use of cal-
culation engagements seriously compromises these
historical standards of reliability and independence.

In the hit drama series “Breaking Bad,” a good
man goes “bad” in response to a financial crisis

continued on page 15...

How New QBI Deduction
Impacts the Hypothetical
Buyer and Seller, Part 2

By Mark O. Dietrich, CPA, ABV, and
Kevin R. Yeanoplos, CPA/ABV/CFF, ASA

Editor’s note: This is Part 2 of a two-part article on
the impact of the new tax law’s Qualified Business
Income (QBI) deduction for pass-through entities
in determining estimated after-tax cash flow at the
investor level, as well as the related change in the
fair market value of the entity.

In Part 1 of this article, the authors looked solely
at the changes in the underlying tax rate for C
corporations and then at the host of possible sce-
narios for S corporations and other pass-through
entities with regard to the Qualified Business
Income (QBI) deduction. In Part 2, we consider

1 Business Valuation Update, March 2018
continued on next page...
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the many other factors that may impact the valua-
tion of businesses, including changes in after-tax
cash flow due to factors other than tax rates as
well as the varying views on how S corporation
and other pass-through cash flows should be
tax affected. While it's possible to qualitatively
speculate as to the different direct impacts of the
tax law changes (capital expenditures, employee
wages, stock redemptions, and others), quantify-
ing the direct as well as the indirect impacts is not
for the faint-hearted! Our goal is to stimulate in-
terchange and, perhaps, debate about how to in-
tegrate fair market value into the new paradigm.

Impact on cash flow. Given the many potential
moving parts of an “after TCJA”" analysis, it's vir-
tually impossible to present a simplified model.
For example, although a dramatic reduction in
corporate tax rates would seemingly result in
a significant increase in economic benefits to
shareholders, reality would tell us otherwise.
While Congress’ intent was in part that com-
panies would use the tax savings to reinvest in
capital improvements and equipment in order
to fuel future growth, many companies have an-
nounced that a portion of the tax savings will be
used for other things, such as bonuses to em-
ployees and increases in corporate giving.

Bloomberg reported in a Feb. 4, 2018 article
titled, “"How Is Big Business Using the Trump Tax
Cut? What We Know,” that telecom giant AT&T
Inc. announced it “would invest an additional $1
billion in the U.S., helping the company prepare
for the transition to a new fifth-generation mobile
network, and give $1,000 bonuses to workers,
thanks to reforms that Chief Executive Officer
Randall Stephenson called ‘capital freeing.” The
article further stated that Lockheed Martin Corp.
was “earmarking some of its expected windfall
for pensioners. The company plans to contribute
$5 billion in cash, satisfying its required obliga-
tions until 2021. The company is also increas-
ing its commitment to initiatives like employee
training, charitable contributions for education
in science and math, and the Lockheed Martin
Ventures fund by $200 million.”
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Of course, the “cloudy lining” of tax reform is
the relatively unforeseen consequences, such as
using the tax savings as a way to compete in the
marketplace, requiring suppliers to pass on some
of their tax savings to their customers and using
the tax savings for stock redemptions.

The Delaware Chancery
model is more problematic
than ever and will create
serious challenges in those
jurisdictions that require it.

According to a Feb. 26, 2018 article in the New
York Times, "Trump’s Tax Cuts in Hand, Compa-
nies Spend More on Themselves Than on Wages,”
“Cisco said this month that in response to the tax
package, it would bring back to the United States
$67 billion of overseas cash, using $25 billion to
finance additional share repurchases. Alphabet,
the parent company of Google, authorized up
to $8.6 billion in stock purchases. PepsiCo an-
nounced a fresh $15 billion in planned buybacks.
Chip gear maker Applied Materials disclosed
plans for a $6 billion program to buy shares. Late
last month, home improvement retailer Lowe's
unveiled plans for $5 billion in purchases.” The
article went on to quote Howard Silverblatt, a
senior index analyst with S&P Dow Jones Indices,
as stating that “I'm expecting buybacks to get to
a record for 2018. And if I'm disappointed, there’s
a lot of people with me.”

What, you may ask, does all this mean in regard
to the valuation of a privately held company in
the wake of tax reform? It simply means that one
shouldn’t make the mistake of oversimplifying
the impact of tax reform on future cash flow. For
purposes of this follow-up article, however, we
have illustrated the impact of tax reform assum-
ing a straightforward case that assumes only that
a portion of the tax savings would be passed
through to employees in the form of pay increases.

Pass-through effective tax rates. There are a
variety of views on the appropriate entity-level
tax rate for a pass-through entity, including the
so-called Delaware Chancery/Kessler/Bernier
model, the IRS’s zero tax model, the “no differ-
ence from C corporation” basically presented
in Part 1, and those Mercer, Fannon, and others
developed.

One thing that is clear from the research,
however, is that the belief that the taxation of
dividends and capital gains from publicly held
stocks influences all investors is demonstrably
untrue, given the value of such stocks tax-exempt
investors hold. It is the after-tax return on stocks
atthe investor level that drives the expected rate
of return on equities, not the rate of tax at the
corporate level-i.e., the valuation multiple. The
entity-level tax drives after-tax cash flows avail-
able to the corporation to reinvest or distribute
to owners. Reinvestment drives future growth
in cash flow and the possibility of capital gains.
Thus, the effective tax rate on an S corporation
may also be a function of corporate policy with
respect to dividend distribution versus the rein-
vestment rate.

Our goal here is not to resolve the debate on
S corporations? but rather to illuminate how
the change in tax rates may affect certain of
the models. In Part 1, we listed 15 possible
scenarios of the QBI deduction on a married
filing joint (MFJ) return. We also observed that
a similar number of scenarios would exist for
each of the other filing statuses. Elsewhere,
we noted that the impact of the QBI deduction
and comparison to the new C corporation rates
was "highly sensitive to the inputs ... notably
on state income tax rates and the WACC com-
ponents.” We want to turn first to the Dela-
ware Chancery model, then to the issue of state
income taxes at the corporate and individual
level and how they impact after-tax cash flows
subject to valuation. You can take each of our

2 That being a rhetorical statement, as if someone
would listen to begin with.
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15 scenarios and multiply them by the number
of different combinations of state corporate-
individual tax rates to get a sense of what we
find.

Delaware Chancery/Kessler/Bernier.? It should
be noted that the small businesses and profes-
sional practices that many readers are engaged
to value never pay a dividend, even if they are
structured as C corporations. The compensation
system in many professional practices and other
businesses does not lend itself to S distribu-
tions as opposed to salary and bonus. Thus, the
Delaware Chancery model in those cases is little
more than a canard, or, if you like being a fish
rather than a bird that eats them, a red herring.
The difference between the C corporation tax
rate and S corporation tax rates in those sce-
narios is the additional Medicare tax of 2.9% on
salary from a C corporation and any additional

3 There are, no doubt, alternative versions of how this
model works.

Exhibit 1. Business Eligible, MFJ Taxable Income
Below $479,000, AGI Under $250,000 Pass-

Through Entity Effective Tax Rate Computation,

FICA tax for low-income businesses. Although
one can debate it within the context of normal-
izing reasonable or replacement compensation,
itis difficult to imagine that hypothetical buyers
and sellers would agree to value a business on
the basis of taking dividends and incurring C
corporation taxes that had never and will never
be paid-food for thought for both ducks and
fish.

Under the “original” Delaware Chancery Court
model-which had no specified state tax—utilizing
a 40% corporate tax rate, a 40% individual tax
rate, and a 15% individual dividend tax rate, the
effective S corporation rate was 29.4%.

Before the TCJA, the effective tax rate under this
model would have been primarily a function of
the taxes imposed at the individual level on ordi-
nary income and dividends. The Kessler model,
reduced to its basics, states that any tax on the in-
dividual owner(s) in excess of that imposed at the
rate on C corporation dividends is a tax on the S

Exhibit 2. Business Eligible, MFJ Taxable Income
Below $479,000, AGI Under $250,000 Pass-
Through Entity Effective Tax Rate Computation,

Embedded Tax Adjusted

% % %
Taxable income 100.00 100.00 100.00
State tax 0.00% - 0.00% -
Taxable income 100.00 100.00 100.00
after state tax
Federal tax 35.00% 35.00 35.00% 35.00 23.53% 23.53
Net income for 65.00 65.00 76.47
dividend
Individual tax
State tax 0.00% - 0.00% - 0.00% =
Taxable income 65.00 65.00 76.47
after state tax
Dividendtax ~ 15.00%  9.75 0.00% - 15.00% 11.47
After-tax
dividend 55.25 65.00 65.00

Embedded Tax Adjusted

% % %
Taxable income 100.00 100.00 100.00
State tax 0.00% - 0.00% -
Taxable income 100.00 100.00 100.00
after state tax
Federal tax 35.00% 35.00 35.00% 35.00 19.95% 19.95
Netincome for 65.00 65.00 80.05
dividend
Individual tax
State tax 0.00% - 0.00% - 0.00% =
Taxable income 65.00 65.00 80.05
after state tax
Dividendtax ~ 18.80% 12.22 0.00% - 18.80% 15.05
After-tax
dividend 52.78 65.00 65.00
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corporation. As shown in Exhibit 1, this resulted
in a consistent effective rate of 23.53% on the
S corporation, assuming a 35% (rather than the
maximum 39.6%) ordinary rate and 15% dividend
rate. Note that all of the models in this section
are based upon the marginal rate at the income
level illustrated, not the average tax rate—those
scenarios are presented later herein.

In Exhibit 2, we add the Medicare investment tax
of 3.8%, which was not present in Kessler, and the
effective rate drops by almost the same amount.

Finally, in Exhibit 3 we increase the ordinary tax
rate to 39.6%, and the effective rate increases to
25.62%.4

Now, we illustrate in Exhibit 4 what would happen
pre-TCJA if the individual tax rate of the owner
was assumed to be lower than the maximum,
here 33%.

4 Holding the Medicare tax constant for illustration.

Exhibit 3. Business Eligible, MFJ Taxable Income
Below $479,000, AGI Under $250,000 Pass-

Through Entity Effective Tax Rate Computation,

Embedded Tax Adjusted
% % %
Taxable income 100.00 100.00 100.00
State tax 0.00% - 0.00% -
Taxable income - 100.00 100.00 100.00
after state tax
Federal tax 35.00% 35.00 39.60% 39.60 25.62% 25.62

Net income for

et ineo 65.00 60.40 74.38
Individual tax

State tax 0.00% - 0.00% - 0.00% :
Taxable income 65.00 60.40 74.38
after state tax

Dividendtax  18.80% 12.22 0.00% _ 18.80% 1398
g‘lf‘tlf(;etf]’é 5278 60.40 60.40

It seems nonsensical, resulting in an effective
rate of only 17.49%, but gives us insight into what
happens under TCJA.

Exhibit 5 looks at a variety of tax rates pre-TCJA,
with the lower tax rates generating completely
nonsensical results, although those rates are un-
likely to be encountered.> We assume here the
Medicare tax does not apply.

5 Where do | get my refund check from the Feds for
electing S?

Exhibit 4. Business Eligible, MFJ Taxable Income
Below $479,000, AGl Under $250,000 Pass-

Through Entity Effective Tax Rate Computation,

Embedded Tax Adjusted
% % %

Taxable income 100.00 100.00 100.00
State tax 0.00% - 0.00% -
Taxable income 100.00 100.00 100.00
after state tax
Federal tax 35.00% 35.00 33.00% 33.00 17.49% 17.49
Net income for 65.00 67.00 82.51
dividend
Individual tax
State tax 0.00% - 0.00% - 0.00% -
Taxable income
after state tax 65.00 67.00 82.51
Dividend tax 18.80% 12.22 0.00% - 18.80% 15.51
After-tax
dividend 52.78 67.00 67.00

Exhibit 5. Tax Rates Pre-TCJA

10.0% -5.9%
15.0% 0.0%
25.0% 11.8%
28.0% 15.3%
33.0% 21.2%
35.0% 23.5%
39.6% 28.9%
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Delaware Chancery post-TCJA. In the first illus-
tration of post-TCJA (Exhibit 6), we assume eligi-
bility for the 20% QBI deduction, and, because
of the expanded rates, the business owner is in
a marginal 24% bracket, so the effective mar-
ginal ordinary rate is 19.2%, and the dividend
rate is 15% if AGl is under $250,000. No state
taxes are assumed for either the C corporation
or the individual. The effective S corp rate is only
4.94%. It is important to take note, however, that
the C corp and the S corp have nearly identical
taxable income at the corporate level ($79 versus
$80.80). This is a key flaw in the Delaware Chan-
cery model, as not every C corp distributes all of
its earnings as a dividend, of course.

Now, watch what occurs when AGI hits the
$250,000 level, the dividend tax increases from
15% to 18.8%, but the marginal individual tax rate
does not change (Exhibit 7). In one more example
of the seeming silliness of the Delaware Chancery
model when applied to the real-world income tax
rates—not the stationary 15% dividend tax and
other assumptions of the Kessler decision—the
value of the S corp relative to the C corp increas-
es from 120% to 126%, despite no increase in
after-tax cash flow at the S corporate level!

In fact, as Exhibit 8 indicates, the Delaware
Chancery model produces nonsense results at
lower individual tax rates.® One must assume, we
suppose, that there are not hypothetical buyers
or sellers with tax rates below 22%. Highlighted
cells are the relevant ones.

Impact of state taxes. As we noted in Part 1, with
the limitation on the SALT deduction, state income
taxes generally will not reduce federal taxes for a
pass-through entity but will for a C corporation,

6 What was that refund check address again? If there
was $77,200 of business income and taxable income,
the Delaware Chancery model technically generates
an effective negative tax rate because the 15% divi-
dend tax is greater than the individual marginal rate
of 12%. However, the next dollar of income moves the
individual bracket from 12% to 22%, eliminating the
negative.

Exhibit 6. Business Eligible, MFJ Taxable
Income Pass-Through Entity Effective Tax Rate

Computation, Delaware Chancery, No State
Benefit, Embedded Tax Adjusted

Taxable income
State tax

Taxable income
after state tax

Federal tax

Netincome for
dividend

Individual tax
State tax

Taxable income
after state tax

Dividend tax
embedded

After-tax
dividend

%

0.00%

21.00%
21.00%

15.00%

%

100.00 100.00
0.00 0.00
100.00 100.00
21.00 19.20% 19.20
79.00 80.80
0.00 0.00% 0.00
79.00 80.80
11.85 0.00%  0.00
67.15 80.80

%
100.00

100.00

494% 494

95.06

0.00

95.06

15.00% 14.26

80.80

Exhibit 7. Business Eligible, MFJ Taxable
Income Pass-Through Entity Effective Tax Rate

Computation, Delaware Chancery, No State
Benefit, Embedded Tax Adjusted

Taxable income
State tax

Taxable income
after state tax
Federal tax

Net income for
dividend

Individual tax
State tax

Taxable income
after state tax

Dividend tax
embedded

After-tax
dividend

%

0.00%

21.00%
21.00%

18.80%

%

100.00 100.00
0.00 0.00
100.00 100.00
21.00 19.20% 19.20
79.00 80.80
0.00 0.00% 0.00
79.00 80.80
14.85 0.00% 0.00
64.15 80.80

%
100.00

100.00

0.49%  0.49

99.51

0.00

99.51

18.80% 18.71

80.80
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one of many possible factors tilting the scales in
favor of C corporations in high tax states.

Exhibit 9 is an example where the maximum
federal individual rate of 37% applies, the
maximum dividend rate of 23.8% applies, the
state individual rate is 6% on both ordinary
income and dividends, and there is no deduc-
tion at the individual federal level for state taxes.
Note that the “Federal tax” line in the “Effective”
column include both federal and state taxes, such
that the “Net income for dividend” line in the "Ef-
fective” column is stated on the same basis as in
the C corp column. Here again, if the distribution
of all after-tax C corp earnings is not assumed,
the C corp leaves a greater amount of after-tax
earnings at the corporate level.

The core flaw in the Delaware Chancery model'’s
assumption—notwithstanding its related igno-
rance of the investor-level tax effect on cost of
equity—is the assumption that the dividend rate for
a C corporation shareholder should drive the train
on the computation of the effective corporate rate
for an S corporation. This attributes all the cash
flow and value difference to the S election.

Exhibit 10 shows the impact of various federal
and state individual rates with the corporate

Exhibit 8. Delaware Chancery Model Produces

Nonsense Results
at Lower Individual Tax Rates

15.0% 18.8% 23.8%
10% -8.24% -13.30% -20.73%
12% -6.35% -11.33% -18.64%
22% 3.06% -1.48% -8.14%
24% 4.94% 0.49% -6.04%
32% 12.47% 8.37% 2.36%
35% 15.29% 11.33% 5.51%
37% 17.18% 13.30% 7.61%

rate fixed at 8%. There are nonsense results at
lower rate combinations; however, the maximum
federal rates of 35%/37% and 23.8% are only
relevant in the shaded area.

What if the buyer of the stock is a tax-exempt
entity indifferent to investor-level taxes on divi-
dends (as in the Fannon model) and is subject to
the tax on unrelated business income via the S
corporation?” Now the S corporation looks unat-
tractive relative to the C corporation (Exhibit 11).

Marginal or average tax rate? Thus far, the mod-
eling has focused on marginal rates, rather than
average rates. With the QBI deduction based
on taxable income at the individual level, the
value impact depends on the appraiser’s as-
sumption as to whether all of the QBI should be

7 Note that dividends a tax-exempt receives are typi-
cally not subject to tax while pass-through income
from an S corporation is subject to tax, even if the
pass-through is a “related” business.

Exhibit 9. Business Eligible, MFJ Taxable
Income Pass-Through Entity Effective Tax Rate

Computation, Delaware Chancery, No State
Benefit, Embedded Tax Adjusted

% % %
Taxable income 100.00 100.00 100.00
State tax 0.00%  0.00 0.00

;?;‘:rbs'faitgcfar;e 100.00 100.00 100.00
Federaltax  21.00% 2100 29.60% 29.60 8.26%  8.26
yifltié’;?dmef"’ 21.00%  79.00 70.40 91.74
Individual tax

State tax 000 600% 600 0.00
Taxable income

fexable Incor 79.00 64.40 91.74
Engee(j’:jdegax 29.80% 2354 000% 000 29.80% 2734
ﬁf&fégz’é 55.46 64.40 64.40
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tax affected at the marginal rate(s) to the extent
thereof, or at the average rate applied to all
taxable income—or even at the lowest rate(s) ap-
plicable to taxable income. Is it the last dollar,
first dollar, or all dollars that determine the rate?

Exhibit 12 returns to the Delaware Chancery
model, with $650,000 of taxable income subject

to the QBI deduction® but substituting the
average federal rate in place of the marginal rate
of 37%. Once again, this effective rate construct
generates a nonsense result, with the federal
government writing you a refund check for

8 For simplicity, AGIl, QBIl and pre-QBl taxable income
are all assumed to be the same: $650,000.

Exhibit 10. Impact of Various Federal and State Individual Rates With the Corporate Rate Fixed at 8%

0% 2% 4% 8% 10% 12% 14%
10% -20.73% -21.29% -21.88% -22.51% -23.17% -23.87% -24.61% -25.40%
12% -18.64% -19.14% -19.67% -20.23% -20.82% -21.45% -22.12% -22.83%
22% -8.14% -8.36% -8.59% -8.83% -9.09% -9.37% -9.66% -9.97%
24% -6.04% -6.20% -6.37% -6.55% -6.74% -6.95% -1.17% -1.40%
32% 2.36% 2.43% 2.49% 2.56% 2.64% 2.72% 2.80% 2.89%
35% 5.51% 5.66% 5.82% 5.98% 6.16% 6.34% 6.54% 6.75%
37% 7.61% 7.82% 8.03% 8.26% 8.50% 8.76% 9.03% 9.32%

Exhibit 11. Business Eligible, MFJ Taxable
Income Pass-Through Entity Effective Tax Rate

Computation, Delaware Chancery, No State
Benefit, Embedded Tax Adjusted

Exhibit 12. Business Eligible, MFJ Taxable
Income Pass-Through Entity Effective Tax Rate
Computation, Delaware Chancery, No State
Benefit, Embedded Tax Adjusted

% % %
Taxable income 100.00 100.00 100.00
State tax 0.00%  0.00 0.00
:?f:rblfait:‘t‘;’;e 100.00 100.00 100.00
Federaltax  21.00% 21.00 29.60% 29.60 35.60%  35.60
Netincomefor ; 6500 7900 70.40 64.40
dividend
Individual tax
State tax 000 6.00%  6.00 0.00
Taxable income
lexable ncor 79.00 64.40 64.40
Dividendtax 4000 000 000% 000 000%  0.00
embedded
After-tax
e 79.00 64.40 64.40

% % %
Taxable income 100.00 100.00 100.00
State tax 0.00%  0.00 0.00
Z?;‘:rbslfaitgct‘;')?e 100.00 100.00 100.00
Federaltax  21.00% 21.00 20.52% 2052 -430% -4.30
Netincomefor 1 550 7900 79.48 104.30
dividend
Individual tax
State tax 000 000% 0.0 0.00
Taxable income 79.00 79.48 104.30
after state tax
Dividendtax 53 850 1880 0.00% 000 23.80% 24.82
embedded
ﬁf\tlfé;z’é 60.20 79.48 79.48
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electing S because the average tax rate for all
taxable income of 22.14% is less than the dividend
tax rate of 23.8%.

For the above scenario, the QBIl deduc-
tion reduces taxable income by $120,000, to
$520,000. Using MFJ rates, the tax paid on that
$520,000 is $133,379, or an average rate of
25.65% ($133,379/$520,000).” The average rate
paid on pre-QBI taxable income of $650,000 is
20.52% ($133,379/%$650,000), however. Which of
the 25.65% or 20.52% is appropriate? The answer
is of significant importance, as shown in the al-
ternate calculation in Exhibits 13 and 14 using
the 25.65%.

After running many iterations of the S corporation
scenario, with and without the Delaware Chan-
cery model, using the marginal rate, average

9 The marginal rate here was 35% for the entire QB
deduction. However, for many smaller businesses, the
impact of the deduction may cross several marginal
rates in the tax brackets.

Exhibit 13. Business Eligible Pass-Through Entity
Effective Tax Rate Computation,

Delaware Chancery, No State Benefit,

Embedded Tax Adjusted
% % %

Taxable income 100.00 100.00 100.00
State tax 0.00%  0.00 0.00
Taxable income 100.00 100.00 100.00
after state tax
Federaltax  21.00% 21.00 25.65% 25.65 2.43%  2.43
Net income for
e 21.00%  79.00 74.35 97.57
Individual tax
State tax 000 0.00%  0.00 0.00
Taxable income 79.00 7435 97.57
after state tax
Dividendtax 53800 1880 000% 000 23.80% 23.22
embedded
After-tax
e 60.20 74.35 74.35

Exhibit 14. Dividend Tax Rate for

Alternate Calculation

15.0% 18.8% 23.8%
10% -8.24% -13.30% -20.73%
12% -6.35% -11.33% -18.64%
22% 3.06% -1.48% -8.14%
24% 4.94% 0.49% -6.04%
32% 12.47% 8.37% 2.36%
35% 15.29% 11.33% 5.51%
37% 17.18% 13.30% 7.61%

rate on all taxable income, and average rate on
taxable income net of the QBI deduction, we
believe the most accurate representation of the
"value” of the deduction is to calculate the actual
tax impact at the individual level due to the id-
iosyncratic nature of the actual calculation, e.g.,
offsets for net capital gains. This will be especially
important in marital dissolution valuations where
equitable distribution is the standard, whether in
conjunction with fair market value, fair value, or
some other standard of value.

A different answer may well be required for
the pure hypothetical buyer and seller of the
fair market value standard, however. There, we
suspect, many will default to the marginal rate
impact of the QBI deduction based upon the
taxable cash flow used in the valuation model,
e.g., if the business generates $300,000 of
taxable income, the marginal rate is 24%,'° if
using MFJ. If QBI is $240,000, the QBI deduc-
tion is $48,000 and the marginal rates are 22%
on $21,000 and 24% on $27,000. Of course, if one
goes above $600,000 of taxable income after the
QBI deduction, the marginal rate is 37% and the
effective S corp rate under the Delaware Chan-
cery model calculates at 7.61%.

10 The 24% bracket runs from $165,000 of taxable
income to $315,000 of taxable income.
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Exhibit 15. S Corp Value Change, With Comparison to C Corp Eligible for
20% QBI Deduction, State Corp and Individual Tax Rate of 0%

Current risk-free rate = 2.41% 2.41% 2.41% 2.41%
Risk premium = 16.00% 16.00% 16.00% 16.00%
Beta 1.00 1.00 1.00 1.00
Pretax cost of debt 4.00% 4.00% 4.00% 4.00%
Marginal tax rate 39.60% 19.20% 7.61% 21.00%
Debt-to-capital ratio 10.00% 10.00% 10.00% 10.00%
Revenues $1,000,000 $1,000,000 $1,000,000 $1,000,000
Operating income (EBIT) $100,000 $100,000 $100,000 $100,000
Effective tax rate 39.60% 19.20% 4.94% 21.00%
After-tax return on capital 12.08% 16.16% 19.01% 15.80%
Reinvestment rate = 15.00% 15.00% 15.00% 15.00%
CapEx/bonus depreciation $15,000 $15,000 $15,000 $15,000
Changes in employee salaries

Adjusted operating income $85,000 $85,000 $85,000 $85,000
Operating income after-tax $51,340 $68,680 $80,800 $67,150
Free cash flow (net of CapEx) $51,340 $68,680 $80,800 $67,150
Length of growth period = 5 5 5 5
Cost of equity = 18.41% 18.41% 18.41% 18.41%
After-tax cost of debt = 2.42% 3.23% 3.80% 3.16%
Cost of capital = 16.81% 16.89% 16.95% 16.88500%
After-tax return on capital = 12.08% 16.16% 19.01% 15.80000%
Reinvestment rate = 15.00% 15.00% 15.00% 15.00%
Expected growth rate= 1.81% 2.42% 2.85% 2.3700%
Value of firm

PV of FCFF in high growth = $173,199 $235,073 $279,360 $229,543
Terminal value = $376,143 $548,011 $672,952 $532,522
Value of firm today = $346,157 $486,181 $586,968 $473,630
Value with existing tax code $346,157 $377,307 $419,938 $377,307
Value with new tax code $414,188 $414,188 $567,908 $473,630
Change in value $68 $36,881 $147,970 $96,323
Percentage change in value 19.65% 9.77% 35.24% 25.53%
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What if the Section 199A deduction expires in
20257? In terms of the present value of future cash
flow, 2025 is not all that far away compared to
the terminal value impact of treating the deduc-
tion as permanent. As a simple example, assume
a $20,000 QBI deduction generates $7,400 in
next-year tax savings. The discount rate is 22%,
and the terminal growth rate is 2%, such that the
capitalization rate is 20%. The capitalized value
of that deduction is $37,000. The present value of
$7,400 growing at 2% per annum for seven years
and discounted to present value using the end-
of-year convention is $26,400. Forty percent of
the value of the deduction occurs in the terminal
period.

Back to value. Returning to the valuation meth-
odology employed in Part 1 and borrowed from
Professor Damodaran, we present four valuation
scenarios: the first, second, and fourth columns
are the Part 1 comparison of C versus S without
consideration of any dividend tax at the investor
level, other than that implicit in the equity dis-
count rate. The third column (“Effective Rate”)
looks at the post-tax reform Delaware Chan-
cery model and compares that to the prereform
model."

Of course, the Delaware Chancery Court model
produces an incredible 35% increase in value
relative to the preexisting tax law (Exhibit 15). Pre-
dictably, given the scenarios presented above,
that value increase varies considerably with the
combination of individual tax rates and dividend
tax rates, as shown in Exhibit 16—highlighted
cells are the relevant ones. At the highest per-
sonal rate and dividend tax rate, the S corp has
an alleged value that is 35% greater than before
the TCJA. This is pretty much due to the individ-
ual rate dropping from 39.6% to 37%, while the
dividend tax remains the same—and, of course,
makes no sense, especially in the 24% bracket
where the S corp value increase goes from 43%
to 51% when the Medicare investment tax of 3.8%
comes into play at $250,000 of AGI.

11 The detail of that model is not presented.

Exhibit 16. Value Increase Varies Considerably

With the Combination of Individual Tax Rates
and Dividend Tax Rates

15.0% 18.8% 23.8%
10% 62.47% 71.33% 84.46%
12% 59.20% 67.87% 80.73%
22% 42.99% 50.77% 62.30%
24% 39.77% 47.38% 58.65%
32% 27.03% 33.94% 44.18%
35% 22.29% 28.95% 38.80%
37% 19.15% 25.63% 35.24%

Here's one more scenario (Exhibit 17) that
appears in the relevant cells above, the 24% mar-
ginal and 15% dividend tax combination. Now
the S corporation with the QBI deduction is 40%
more valuable than pre-TCJA.

Now, let’'s assume, as many companies have
done, employees get pay raises in response to
the lower taxes—and falling unemployment rates
that place pressure on wages. Here (Exhibit 18),
we use 5% of operating income, or roughly a
third of the C corp rate reduction and a quarter
of the QBI deduction.

Conclusion-or confusion? While our intent has
not been to confuse or overcomplicate, the
message to this analysis is clear. There are no
longer any easy answers to the valuation ques-
tion—if there ever were any. The Delaware Chan-
cery model is more problematic than ever and will
create serious challenges in those jurisdictions
that require it. Simply assuming that all of the tax
reduction of a C or S will drop to the bottom line
as distributable cash flow may seem appropriate
at first blush but may not reflect the competi-
tive realities of employee retention, for example.
Moreover, assessing the impact on the risk of this
enhanced future cash flow and translating that
to a valuation multiple is really at the heart of the
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Exhibit 17. The 24% Marginal and 15% Dividend Tax Combination Scenario

Beta 1.00 1.00 1.00 1.00
Pretax cost of debt 4.00% 4.00% 4.00% 4.00%
Marginal tax rate 39.60% 19.20% 19.20% 21.00%
Debt-to-capital ratio 10.00% 10.00% 10.00% 10.00%
Revenues $1,000,000 $1,000,000 $1,000,000 $1,000,000
Operating income (EBIT) $100,000 $100,000 $100,000 $100,000
Effective tax rate 39.60% 19.20% 4.94% 21.00%
After-tax return on capital 12.08% 16.16% 19.01% 15.80%
Reinvestment rate = 15.00% 15.00% 15.00% 15.00%
CapEx/bonus depreciation $15,000 $15,000 $15,000 $15,000

Changes in employee salaries

Adjusted operating income $85,000 $85,000 $85,000 $85,000
Operating income after-tax $51,340 $68,680 $80,800 $67,150
Free cash flow (net of CapEx) $51,340 $68,680 $80,800 $67,150
Length of growth period = 5 5 5 5
Cost of equity = 18.41% 18.41% 18.41% 18.41%
After-tax cost of debt = 2.42% 3.23% 3.80% 3.16%
Cost of capital = 16.81% 16.89% 16.95% 16.88500%
After-tax return on capital = 12.08% 16.16% 19.01% 15.80000%
Reinvestment rate = 15.00% 15.00% 15.00% 15.00%
Expected growth rate= 1.81% 2.42% 2.85% 2.3700%
Value of firm

PV of FCFF in high growth = $173,199 $235,073 $279,360 $229,543
Terminal value = $376,143 $548,011 $672,952 $532,522
Value of firm today = $346,157 $486,181 $586,968 $473,630
Value with existing tax code $346,157 $377,307 $419,938 $377,307
Value with new tax code $486,181 $486,181 $586,968 $473,630
Change in value $140,024 $108,875 $167,029 $96,323
Percentage change in value 40.45% 28.86% 39.77% 25.53%
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Exhibit 18. Employees Get Pay Raises, Use 5% of Operating Income

Beta 1.00 1.00 1.00 1.00
Pretax cost of debt 4.00% 4.00% 4.00% 4.00%
Marginal tax rate 39.60% 29.60% 29.60% 21.00%
Debt-to-capital ratio 10.00% 10.00% 10.00% 10.00%
Revenues $1,000,000 $1,000,000 $1,000,000 $1,000,000
Operating income (EBIT) $100,000 $100,000 $100,000 $100,000
Effective tax rate 39.60% 29.60% 7.61% 21.00%
After-tax return on capital 12.08% 14.08% 18.48% 15.80%
Reinvestment rate = 15.00% 15.00% 15.00% 15.00%
CapEx/bonus depreciation $15,000 $15,000 $15,000 $15,000
Changes in employee salaries $5,000 $5,000 $5,000
Adjusted operating income $85,000 $80,000 $80,000 $80,000
Operating income after-tax $51,340 $56,320 $73,911 $63,200
Free cash flow (net of CapEx) $51,340 $59,840 $78,530 $67,150
Length of growth period = 5 5 5 5
Cost of equity = 18.41% 18.41% 18.41% 18.41%
After-tax cost of debt = 2.42% 2.82% 3.70% 3.16%
Cost of capital = 16.81% 16.85% 16.94% 16.88500%
After-tax return on capital = 12.08% 14.08% 18.48% 15.80000%
Reinvestment rate = 15.00% 15.00% 15.00% 15.00%
Expected growth rate= 1.81% 2.11% 2.77% 2.3700%
Value of firm

PV of FCFF in high growth = $173,199 $191,352 $255,059 $216,041
Terminal value = $376,143 $459,390 $649,247 $532,522
Value of firm today = $346,157 $402,228 $551,967 $460,127
Value with existing tax code $346,157 $377,307 $419,938 $377,307
Value with new tax code $402,228 $402,228 $551,967 $460,127
Change in value $56,071 $24,922 $132,029 $82,821
Percentage change in value 16.20% 6.61% 31.44% 21.95%
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second element of the basic valuation formula of
cash flow times multiple. The QBI deduction is
supposed to sunset as of Jan. 1, 2027, while the
C corporation rate reduction is “permanent.” The
"horizon” on S corporations should be taken into
account in the terminal growth rate of a CCF or
a DCF. Will we suddenly see empirical evidence
that valuations of the public stocks we rely upon
for discount rates have gone up 25%? And, if they
do, can we attribute causation to the TCJA? What
if they decline? Would the decline be greater if
not offset by the TCJA? And will the hedge fund
and other traders with their trillions of dollars
of market power rule the day anyway by taking
advantage of the carried interest rule?

Ask the Experts

Forecasting is a form of time travel to the future,
but it seems that valuation professionals have
been transported Groundhog Day-style back
to the “"Wild West” of 25 years ago, with little
consensus on how the TCJA impacts cash flow,
cost of capital, and effective tax rates. Draw,
pardner! ®

Mark O. Dietrich, CPA/ABV, MBA, MST, is a na-
tionally recognized author, speaker, and expert
in the field of business valuation.

Kevin R. Yeanoplos, CPA/ABV/CFF, ASA, is the
director of valuation services for Brueggeman and
Johnson Yeanoplos PC.

Royalty Rates

Q: Can [ use rule-of-thumb benchmarking
data for valuations?

A: Yes, but only for use as a reasonableness
test against other valuation methodologies
used in a report. Rules of thumb are market-
driven and sourced primarily from business
intermediaries closely involved in actual
transactions. They are readily available for
almost every industry, easy to apply, and can
provide a sanity check for other valuation
methods. They are not used as a primary
method because of the nature of the infor-
mation. For example, rules of thumb reflect
average multiples across an industry and are
not traceable to specific transactions. Also,
there are some unknowns, such as financ-
ing terms and the existence of noncompete
agreements. Nevertheless, rules of thumb
have their place in the valuator’s toolkit.

Source: 2018 Business Reference Guide, Busi-
ness Brokerage Press (bvresources.com/
products/2018-business-reference-guide).

The BVR/ktMINE
..... Royalty Rate

Benchmarking
Guide

2002/2018 Global Edition

Benchmarking Guide,
Global Edition

This robust, must-have guide was developed to
help provide analysts clarity with an aggregated,
big-picture indication of royalty rate trends within
industries.

The 21 industries examined within this guide
help provide better transparency from licensing
transactions in a global marketplace that is
often murky. With data analyzed and presented
from the ktMINE database, you can now have a
comprehensive report on global licensing royalty
rates and an analysis of value within specific
industries, which will help you benchmark IP
transactions over a 10-year time period.

Learn more at:
bvresources.com/publications
$299.00 (+S&H)
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‘BREAKING BAD’ IN THE BUSINESS VALUATION PROFESSION

‘Breaking Bad’ in BV Profession

... continued from front page

and the need to provide for his family. Using his
knowledge as a high school chemistry teacher,
he becomes a major player in the meth trade
in the southwestern United States. Although he
makes a fortune, he also suffers severe conse-
quences from compromising his standards. In the
same way, calculation engagements (or calcula-
tions of value) also compromise the standards of
reliability and independence.

By its own definition, a calculation engagement
does not have to consider or properly employ the
traditional and appropriate methodologies used
in a proper valuation and, as such, never gets on
the road to arrive at a reliable opinion of value.
A calculation engagement is also subject to bias
due to the client’s ability to choose the methods
used and thus engineer a desired value. Worst
of all, the vast majority of nonappraisers do not
understand the unreliability of a calculation as
compared to a real valuation and may treat the
two as equals. Due to these severe flaws, the
terms “valuation methodology” and “valuation
method” cannot be associated with a calculation
engagement-these terms must be limited and
abbreviated. As such, | refer to calculation en-
gagements as “valuation meth.” This article first
examines the definition of a calculation engage-
ment and then outlines the numerous problems
with this synthetic and harmful narcotic.

Definitions. The rise in the use of calculation en-
gagements began with the 2007 publication by
the AICPA of its Statement on Standards for Valu-
ation Services No. 1 (SSVS). The SSVS allows for
two types of engagements to estimate value:

Types of Engagement

21. There are two types of engagements
to estimate value—a valuation engagement
and a calculation engagement. The valua-
tion engagement requires more procedures
than does the calculation engagement. The

valuation engagement results in a conclu-
sion of value. The calculation engagement
results in a calculated value. The type of
engagement is established in the under-
standing with the client:

a. Valuation engagement. A valuation
analyst performs a valuation engage-
ment when (1) the engagement calls
for the valuation analyst to estimate the
value of a subject interest and (2) the
valuation analyst estimates the value
(as outlined in paragraphs 23-45) and is
free to apply the valuation approaches
and methods he or she deems appro-
priate in the circumstances. The valu-
ation analyst expresses the results of
the valuation as a conclusion of value;
the conclusion may be either a single
amount or a range.

b. Calculation engagement. A valuation
analyst performs a calculation engage-
ment when (1) the valuation analyst
and the client agree on the valuation
approaches and methods the valua-
tion analyst will use and the extent of
procedures the valuation analyst will
perform in the process of calculating
the value of a subject interest (these
procedures will be more limited than
those of a valuation engagement) and
(2) the valuation analyst calculates the
value in compliance with the agree-
ment. The valuation analyst expresses
the results of these procedures as a
calculated value. The calculated value
is expressed as a range or as a single
amount. A calculation engagement
does not include all of the procedures
required for a valuation engagement
(paragraph 46).

As seen above, there are major differences
between a valuation engagement (i.e., a real valu-
ation) and a calculation engagement (i.e., valua-
tion meth). The SSVS references 23 sections of
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applicable requirements for a valuation engage-
ment (paragraphs 23-45) but only one section
of applicable requirements for a calculation en-
gagement (paragraph 46). Not surprisingly, the
significant difference between the requirements
for the two types of engagements results in an
equally significant difference in the quality and
reliability of the ultimate product.

Let's take a look at the many major problems
valuation meth causes.

1. Incomplete and highly limited analysis. The
first major problem with a calculation engage-
ment is its failure to undertake or include the
necessary procedures to determine a reliable
value. From the SSVS:

The valuation engagement requires more
procedures than does the calculation en-
gagement. [The] procedures [in a calcu-
lation engagement] will be more limited
than those of a valuation engagement. A
calculation engagement does not include
all of the procedures required for a valua-
tion engagement.

Put simply, the calculation engagement is an in-
complete and highly limited exercise. It is con-
cerned only with speed and convenience and
not with accuracy. It is the valuation equivalent
of five minutes on WebMD versus a thorough
physical exam by a doctor. WebMD may convince
you that the cough and rattle in your lungs are
just bronchitis, but an actual examination by a
real physician may result in the far different and
far more serious diagnosis of lung cancer. If you
saved some money with WebMD on the front
end but missed your window of treatment by not
seeing a real doctor, well, | guess your spouse
and children will be inheriting a slightly larger
estate.

Also note that the above provisions in the SSVS
do not specify the degree to which a calculation
engagement is more limited as compared to a
valuation engagement. Do not be fooled into

thinking that a calculation engagement contains
75% or 50% of the documentation, analysis, and
procedures of a valuation engagement. We
have reviewed a number of calculation engage-
ments and have yet to see one that exceeded
10%.

Jim Hitchner, CPA/ABV/CFF, ASA, is a business
appraiser who is one of the four members of the
original Business Valuation Standards Writing
Task Force of the SSVS. In the September 2014
QuickRead (a publication of business valuation
organization NACVA), Hitchner addresses the
problem of the incomplete analyses and limited
procedures in a calculation engagement:

This is a big deal, particularly in a litigation
setting. How does this sound? “My opinion
of the calculated value of XYZ Company is
$4,000,000.” Sounds fine on the surface,
right? Let's parse this some. What you are
really saying is, “My opinion (which is suffi-
cient, reliable, believable, and with reason-
able certainty) of the calculated value (which
is not sufficient, reliable, believable, or with
reasonably certainty) of XYZ Company is
$4,000,000. This sounds odd, as it should.
So, while an opinion of a calculated value is
not prohibited by SSVS No. 1, from a practi-
cal perspective, why would you want to put
yourself in this untenable position?

Note the highlights of Hitchner's quote:

* "This is a big deal, particularly in a litigation
setting.”

e “[T]he calculated value ... is not sufficient,
reliable, believable, or with reasonable cer-
tainty.”

e “Why would you want to put yourself in this
untenable position?”

Hitchner's bottom line: Calculation engagements
are not reliable or appropriate, particularly in a
litigation setting.
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Following this entirely logical and common-
sense analysis of why the findings of a calculation
engagement are inherently unreliable, Hitchner
further addresses the unreliability of a calcula-
tion engagement when compared against the
credibility requirement in the Federal Rules of
Evidence, Rule 702, Testimony by Expert Wit-
nesses:

[Slufficiency and reliability are major factors
here. Black’s Law Dictionary, 10th edition,
2014, defines a credible witness as "[a]
witness whose testimony is believable.” In
some litigation settings, an opinion is given
with “reasonable certainty.” So, can a calcu-
lation and calculated value be provided that
is sufficient, reliable, believable, and/or with
reasonable certainty? Given the language in
paragraphs 21b and 77 in [SSVS], you would
think that the answer is “no.”

Hitchner again is dead right on this issue—the
findings in a calculation engagement are insuf-
ficient, unreliable, unbelievable, and lack reason-
able certainty. And remember, these comments
are from a practicing business appraiser who was
one of the authors of the SSVS. However, despite
these warnings from one of the creators of the
calculation engagement, we continue to see valu-
ation meth being used repeatedly in the litigation
context.

Furthermore, a calculation engagement cannot
comply with the Uniform Standards of Profes-
sional Appraisal Practice (USPAP, which Congress
mandated to eliminate appraisal abuses) as it
violates the most fundamental business valuation
requirement of USPAP (in addition to violating a
number of other sections):

Standard 9: Business Appraisal, Devel-
opment. In developing an appraisal of an
interest in a business enterprise or intan-
gible asset, an appraiser must identify the
problem to be solved, determine the scope
of work necessary to solve the problem,
and correctly complete the research and

analyses necessary to produce a credible
appraisal. (emphasis added)

By its own definition, the appraiser does not
“determine the scope of work necessary” in a
calculation engagement; the client does (see
Bias section below). A calculation engage-
ment also does not “complete the research
and analyses necessary to produce a credible
appraisal”; it contains only a fraction of them
(see Hitchner above). The implications of this
are clear: A calculation engagement does not
provide a credible or reliable opinion of value. If
you find yourself on the other side of a calcula-
tion engagement, be sure to read it closely. An
addled valuation meth dealer will claim compli-
ance with USPAP. A more clever valuation meth
dealer will not claim compliance with USPAP
as he or she has to ignore the law he or she
knows his valuation meth breaks. And, after all,
itis much easier to do whatever you want when
there are no laws.

Remember, a calculation engagement doesn’t
require an accurate value, only the proper execu-
tion of the valuation methodology(ies) the client
and the appraiser agreed to (i.e., dictated by
the client—see next section). Do not be fooled—a
reliable business valuation requires hundreds of
steps, processes, and analyses—even if a calcula-
tion has its one step correct, that does not make
it a reliable opinion of value. A properly made
cake requires the proper mixing of a number of
ingredients (flour, eggs, butter, sugar, etc.) and
an adequate amount of time in the oven. Put just
the eggs in the oven at 300 degrees for an hour,
add icing and candles, and see how that flies at
your kid's birthday party.

2. Bias. A second and equally alarming problem
with the calculation engagement is the ability of
the client to dictate the value. According to the
SSVS:

A valuation analyst performs a calcula-
tion engagement when (1) the valuation
analyst and the client agree on the valuation
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approaches and methods the valuation
analyst will use and the extent of proce-
dures the valuation analyst will perform in
the process of calculating the value of a
subject interest.

Again, let's hear Hitchner on this issue of the valu-
ation analyst and client agreeing on the methods
used (also from the September 2014 NACVA
QuickRead):

This is not a big deal unless you allow it to be
a big deal. Most clients are unfamiliar with all
the approaches, methods, procedures, as-
sumptions, applications, data choices, etc.,
that make up a valuation analysis, whether
a valuation engagement or a calculation
engagement. Let's be serious. The client
doesn't ask for a calculation engagement;
most don’t even know what it is or that it
even exists. What the client wants is a less
expensive process to estimate a value. They
simply want a cheaper valuation analysis.

What this means is that although the client
has to agree to the extent of the work per-
formed, it is the valuation analyst who really
decides what is to be done. As long as you
are the one telling the client what work is to
be performed, you should be able to with-
stand criticisms that you and the client are
in cahoots and that the client is telling you
what to do to drive the process and obtain
a desired result. Sure, that can happen. Just
make sure it doesn't involve you. The pro-
verbial buck stops with you.

Although Hitchner undoubtedly means well, he
doesn't think this one all the way through. While
Hitchner is correct in saying that the client wants
a less expensive valuation analysis, the client
wants something else even more: a favorable
valuation result. The ex-husband business owner
who can get a $2 million calculation value on a
company really worth $5 million is not nearly
as concerned about whether he paid $5,000 or
$10,000 in valuation fees.

Here is the reality of the situation: If the appraiser
believes the market approach should be used
but the client does not want the market approach
used (because it will resultin a value higher than
the value he wants), guess what? The client will
not agree to use the market approach, and there
will be no mutual agreement on the methods
used. While it is true that most clients are not
valuation experts, most clients are intelligent
enough to understand which valuation method-
ologies will result in a high value and which will
resultin a low value.

The appraiser in this case is then faced with a
choice: (1) decline the project because mutual
agreement cannot be achieved (and watch the
client go to another, more pliable appraiser);
or (2) accept the client’s wishes and proceed as
the client has directed, excluding the market ap-
proach. Whether it is this appraiser or the next
one, the client will find an appraiser who will do
what he or she wants. It is only the calculation
engagement that puts the appraiser in this com-
promising position. In a real valuation engage-
ment, the client has agreed in advance that the
appraiser will independently determine which
valuation methods are appropriate with no inter-
ference or input from the client. And remember,
a calculation engagement doesn’t require the
appraiser to provide an accurate value, only to
properly execute whatever valuation methodol-
ogy the client wants.

So is Hitchner a Pollyanna on this issue, or am |
overly cynical? Well, consider the following actual
language in a calculation engagement we re-
viewed recently:

Per your instructions, in performing the
attached calculations, the "Adjusted Net
Asset Method” and the “Income Method”
were used.

Do you hear that? “Per your instructions.” Not:
"By mutual agreement.” Here the truth has
consciously or subconsciously bubbled to
the surface. While | don't respect the use of a
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calculation, at least this valuation meth dealer
admitted that the methods used were per the
client’s instructions—there was no charade that
this decision was by mutual agreement. In this
specific case, the ex-husband business owner
dictated the use of cost and income methods
and prohibited the use of any market methods.
This was entirely intentional by this client due to
the fact that his company had made five acquisi-
tions of smaller companies in the last two years,
consistently using a common industry formula
based on revenues (which the client produced
to us during discovery!). The client knew that
the application of this formula to his company
resulted in a much higher (and accurate) value
than the calculated value under the cost and
income methods used. Therefore, he directed
the appraiser to not use the market approach.
This resulted in an artificially low and totally un-
reliable value of the company (a value at which,
incidentally, the client admitted he would never
sell).

This artificially low value was the value this client
and his valuation meth dealer submitted in a
divorce matter to attempt to equitably divide the
marital estate. It was an inaccurate and unreliable
value, yet these meth heads represented to the
court that it was accurate and the payment of real
dollars should be made based on its purported
veracity.

Lawyers often refer to calculation engagements
as the business valuation equivalent of the
drive-by/windshield appraisal in real estate. This
is not accurate—the calculation engagement is
worse. At least in the drive-by/windshield ap-
praisal, a real estate appraiser or realtor makes
the guess about the value of the property. With
valuation meth, the client does the drive-by and
then uses the appraiser as his mouthpiece in
submitting the purported reliable value to the
court.

3. Impersonating a real valuation. This leads
to the third and perhaps most nefarious
aspect about valuation meth: its attempted

impersonation of a real valuation. Hitchner's
earlier comments highlight this aspect:

Most clients are unfamiliar with all the ap-
proaches, methods, procedures, assump-
tions, applications, data choices, etc., that
make up a valuation analysis, whether
a valuation engagement or a calculation
engagement. Let's be serious. The client
doesn't ask for a calculation engagement;
most don’t even know what it is or that it
even exists.

Hitchner is right—-most clients have no idea
about the difference between a valuation en-
gagement and a calculation engagement. They
don't care what the report is called; they just
want a value. This is exactly what makes the
calculation engagement so dangerous. With the
use of valuation software programs, a calcula-
tion engagement report can be 100 pages long
and appear to be equally authoritative when
compared to a real valuation report. Because
of this, judges and arbitrators may believe that
the value in a calculation agreement is com-
pletely accurate and reliable when in fact this
value has been manufactured by the selective
and incomplete use of certain methodologies
whose use the client may have dictated at the
beginning.

The fact of the matter is that calculation engage-
ments are now being offered in a context for
which they were never intended. The original
intent of the calculation engagement was to give
a business owner a “rough idea” of value (ac-
knowledging that an incomplete analysis would
be done, bias was evident, and the indicated
value could be highly inaccurate). It was never
the intent that a calculation engagement actu-
ally be used in determining a final outcome,
whether that be the division of a marital estate,
the assessment of business damages, the
payment of gift or estate taxes, etc. Yet this is
exactly what is happening with greater frequen-
cy. Clients looking for a cheap and quick way
to get a number (a number, incidentally, they
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can influence) are making increasing use of this
valuation meth to achieve the short-term high
they desire.

| was speaking with another appraiser at a busi-
ness valuation conference and the topic of cal-
culation engagements came up. | said our firm
simply did not do them. He admitted that he
did calculations “but for settlement purposes
only—I have in my engagement agreement that
if the project escalates to the litigation stage,
they have to get a full valuation report.” | asked
him why it was OK to litigate a case with a reli-
able number but settle a case on an unreliable
number if money could possibly change hands
at either stage. "But my calculations are reliable,”
he sniffed. This is a perfect view into the mind of
the valuation meth dealer. | wanted to ask him:
“Well, if your calculation values are always reli-
able, why do you ever need do a full valuation
report?” | remembered, however, that addicts
do not respond to logic and reason, so | held my
tongue and changed the subject.

4. Meth labs. Valuation meth dealers love valua-
tion meth because it is easier to make and is far
more profitable than a real valuation. Calculation
engagements require far less work than real valu-
ations. Therefore, meth labs can charge a lower
price for valuation meth as compared to the fee
for a real valuation. In fact, we have seen some
meth labs charge 50% of their standard valuation
fee for a calculation engagement. But here's the
good part: The amount of work that goes into a
calculation engagement is significantly less than
the amount of work required for a real valuation.
When a meth lab charges a 50% fee for a project
where only 5% to 10% of the work was performed
(as compared to the 100% of work that goes into
a real valuation), the profit margins of the meth
lab go through the roof. As a result, valuation
meth is significantly more profitable for meth
labs than real valuations (which require all that
troublesome and time-consuming analysis). Thus
the valuation meth dealer lures his clients with:
“Don’t waste your money on a full valuation—all
you need is a calculation.”

Do not fall for the argument that the calculation
engagement is “just like a compiled or reviewed
financial statement instead of a full audit—it pres-
ents an accurate picture of a company'’s financial
position, it just doesn’t contain all of the tests
and processes (and expense) of a full audit.” This
is an outright lie. The more accurate analogy is
that the calculation engagement is the equiva-
lent of the CPA preparing the asset side of the
balance sheet only, totally ignoring both the li-
ability/equity side of the balance sheet and the
income statement, and presenting the final result
as a reliable indication of a company’s financial
position.

5. Addiction. All of the foregoing factors combine
to create a product that is highly addictive. The
client is addicted to valuation meth due to its
lower cost, the client’s ability to determine the
value, and the possibility that the judge or arbi-
trator will be unable to distinguish a real valua-
tion from valuation meth. Which of the following
options do you think the husband/business
owner who wants to give his ex-wife nothing in
their divorce settlement will choose:

1. Pay a higher fee for a value over which he
has no control and may not like (i.e., a real
valuation); or

2. Payalower fee for a value he can essentially
dictate and may be accepted or at least be
given some credibility by the judge (i.e.,
valuation meth)?

Not a hard decision. This keeps the demand for
valuation meth high, which in turn drives supply
in the form of an increasing number of meth labs.
Furthermore, in addition to the client’s addic-
tion, the valuation meth dealers are also addict-
ed due to the high profit margins and ease with
which valuation meth is manufactured. These two
forces feed on each other, driving valuation meth
production and usage higher and higher.

6. Permanent and irreversible damage. In ad-
dition to its addictive characteristics, valuation
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meth also causes permanent and irreversible
damage. Sadly and unfairly, however, this
damage is not done to the meth user; it is done
to the innocent party on the other side of the liti-
gation. The damage comes in the form of actual
financial decisions being made on a value that is
both unreliable and biased. In a divorce matter,
assume the ex-husband business owner orches-
trates a calculation engagement with a value of
$4 million by purposefully excluding a key valu-
ation method he knows will result in a realistic,
higher value for the company. The ex-wife pays
for a real valuation that indicates a $10 million
value. Fooled by the heft of the calculation
report, the judge believes the two reports to be
equally reliable and ultimately decides on a $7
million value. Here, the ex-husband has saved $3
million in value, significantly lowering the amount
he must pay to his ex-wife. Furthermore, he did
this by paying a lower fee for the calculation. The
permanent and irreversible damage is done to
the ex-wife. She did the right thing, engaging an
appraiser to provide a real valuation with an inde-
pendent, supportable value. However, because
the judge believed that all valuation products
are created equal, he did not recognize valua-
tion meth for what it is and the ex-wife suffered
accordingly.

Before we conclude, let's take a look at some
good advice and some bad advice on this issue.

Good advice. In “To Calculate or Not to Calcu-
late: Revisiting the AICPA's SSVS-1," (September
2010 issue of BVU), author Nathan DiNatale, CPA/
ABV, CVA, efficiently summarizes the major prob-
lems with valuation meth:

In [valuation engagement] scenarios, valu-
ation analysts are tasked with determin-
ing the value of the business, or pro rata
share, in an objective manner, using the
most appropriate valuation methods based
on the company-specific information and
their own valuation expertise. The resulting
conclusion of value is an unbiased, undi-
rected opinion. In such a scenario, where a

third party is relying on the independence
and objectivity of the valuation analyst's
opinion, a valuation engagement is more
appropriate.

Alternatively, a calculation engagement is
more appropriate when third-party reliance
is not present. Calculation engagements
closely resemble agreed-upon-procedure
engagements, where the client retains the
ability to dictate the procedures followed.
[Clalculation engagements have a very
limited use, in my opinion, and are not ap-
propriate when the valuation will be relied
upon by third parties, such as the fair value
standards under [GAAP], estate and tax
purposes in accordance with the IRS, and
litigation.

DiNatale is spot-on with his analysis. Unlike Hitch-
ner’s earlier wishful thinking on mutual agree-
ment, DiNatale recognizes the reality of the
situation where “the client retains the ability to
dictate the procedures followed.” DiNatale also
clearly and correctly states that calculation en-
gagements are not appropriate in a number of
cases, including gift and estate tax planning and
litigation.

Bad advice. Contrast the clarity and logic of Di-
Natale's analysis with the misguided advice ac-
counting firm Dixon Hughes Goodman (DHG)
provides. In its February 2014 Knowledge Share,
DHG offers the following opinion as to when a
calculation engagement or a valuation engage-
ment may be appropriate:

[T]he business owner finds himself or
herself involved in divorce proceedings
that will require a division of marital assets.
One of the significant assets is the company
and a value needs to be determined. If it
is early on in the process and an estimate
of the value is needed to settle the matter,
a calculation of value may be an option.
Yet, in proceedings that will likely end up
in a courtroom, it is critical to understand
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that the selected business valuation should
attain the standards level of a valuation en-
gagement and the analyst opining on a con-
clusion of value.

This is the same mush-minded rationale of the
valuation meth dealer at the valuation conference
| mentioned earlier. DHG is basically saying it is
OK to settle the matter early on a bad number
that is based on an incomplete analysis and
biased methodologies, but, if you are going to
trial, you better get a real valuation to figure out
the true value. Where is the logic in this? In either
case (i.e., settlement or trial), assets will be trans-
ferred from the business-owning spouse to the
non-business-owning spouse. The goal in this
process is to transfer an amount of assets that is
equitable to both parties, based on the various
facts and circumstances of the marriage. Why is
it OK for this to be a bad number in settlement
but a good number in trial? The only thing the
calculation engagement does in the settlement
stage is poison the minds of the parties by dis-
torting the reasonable expectation of value. Why
is a calculation ever useful when actual money
will be transferred?

DHG then goes on to advise against the use of a
calculation engagement for IRS purposes:

The final scenario considers the business
owner who would like to gift minority in-
terests in his or her company to family
members. The values of the gifts need to be
determined so that the appropriate filings
can be made with the [IRS]. In this case, the
values that are determined are subject to
the scrutiny of the IRS. As opposed to a cal-
culated value, a conclusion of value that
is obtained through a valuation engage-
ment and provides an opinion of a valuation
professional is a much stronger position to
have when facing questions that may arise
in an audit by the IRS.

Here, DHG gets it right—a calculation engage-
ment simply is not suitable for IRS purposes.

DHG's advice on IRS matters, however, totally
begs this critical question: Why is it more im-
portant to obtain a reliable value when dealing
with the IRS than in the divorce (or any litigation)
context? If the IRS will not accept the unreliable
and biased result of a calculation engagement,
why should the parties in a divorce accept it at
any stage of the process? Valuation meth is valu-
ation meth regardless of the context in which
it is used, and it should never be used in situa-
tions where an accurate value is needed or actual
money will change hands.

The increasing use of
calculation engagements
seriously compromises
historical standards of
reliability and independence.

Don’t do valuation meth. Valuation meth is
illegal because it breaks the long-standing and
well-established laws of reliability and inde-
pendence that are present in a real valuation.
Valuation meth is cheap and addictive; clients
love it because it doesn't cost as much as a real
valuation and the client gets to control the high.
Meth labs love it because the amount of work
required is much lower and the profit margins
are much higher than on a real valuation. Valu-
ation meth causes permanent and irreversible
damage to the innocent nonuser because in-
dividuals make real financial decisions on an
artificial, biased calculation that may have no
semblance at all to the true value. Worst of
all, valuation meth is knowingly pushed by its
dealers as a harmless, benign drug with none of
the above-mentioned dangers. Valuation meth—
justsay no. &

Michael Paschall, ASA, CFA, JD, is a managing di-
rector at Banister Financial Inc., a Charlotte, N.C.,
business valuation firm. He is co-author of the
Wolters Kluwer Business Valuation Guide (2018).
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Growing Status of Fair Value Sparks Record
Attendance at ASA FV Conference

A sell-out crowd filled the KPMG offices in Los
Angeles May 10 for the ASA/USC 13th Annual
Fair Value Conference. The large turnout was not
totally surprising given the rising importance of
fair value for financial reporting and the recent
efforts to improve the level of quality in this area
of practice. Luckily for those not able to attend
in person, BVR webcast the entire event, which
Ray Rath (Globalview Advisors) and Professor
Tom Ryan (USC Leventhal School of Accounting)
co-organized. Here's a recap of some key points
from all of the sessions.

Cost of capital: In the lead-off session, Roger
Grabowski (Duff & Phelps) noted that the Federal
Reserve's "QExit” strategy will progressively lead
to an increase in the cost of equity. QExit is the
Fed's plan to reduce its massive holdings of mort-
gage-backed securities and U.S. Treasury debt.
Those holdings were designed to keep long-term
interest rates down, but the Fed now feels that
the economy is strong enough for interest rates
to return to more normal levels.

The Tax Cuts and Jobs Act (TCJA) may potential-
ly cause higher costs of capital due to changes
in the corporate tax rate and new limitations for
interest expense deductions. This impact would
be met with competing effects of the expecta-
tion of increased net cash flows. Compared to
the impact from an increase in cash flow, the
impact to cost of capital is more complicated.
For example, the cost of equity capital includes
a market risk factor known as “beta,” which is a
function of business risk and financing risk. A
higher level of debt capital means more beta
risk. But that risk is eased somewhat by the tax
deductibility of interest expense, which reduces
the true cost of interest. The TCJA's new limi-
tation on interest expense deductions will in-
crease the true interest cost by reducing the
tax shield. The combined effects of QExit and
the TCJA will likely increase the components of

the cost of equity capital and increase the true
cost of debt capital. Many larger companies that
are used to relying on debt for financing will
likely see their weighted average cost of capital
increase.

Auditors panel. Extra time was allotted to a
panel of senior valuation personnel from the six
largest accounting firms to discuss the relatively
new credential for fair value for financial report-
ing, Certified in Entity and Intangible Valuations
(CEIV), and the Mandatory Performance Frame-
work (MPF), a set of best practices for certain fair
value estimates. The CEIV credential represents
a collaborative effort that involves a number of
organizations, including the ASA, AICPA, and
RICS. It is in response partly to regulators’ con-
cerns over the fragmented nature of the pro-
fession and the inconsistent quality of the work
being performed in terms of fair value for finan-
cial reporting.

Tony Aaron, retired from Ernst & Young and
now an adjunct professor at the USC Leventhal
School of Accounting, moderated the panel:
Tony Alfonso (BDO), Leigh Miller (EY), Austin
Lee (Deloitte), James Marshall (PwC), Kevin Voigt
(KPMG), and John Ferro (Grant Thornton LLP).
Aaron is the chair of the performance require-
ments workstream group for the fair value quality
initiative, which includes the development of the
CEIV credential.

So far, 100 individuals have earned the CEIV cre-
dential, and there are another 750 in the pipeline.
At last year's conference, a similar panel of audi-
tors said the CEIV and fair value efforts were “on
the right track,” but they were taking a “wait-and-
see” attitude on it in terms of credentialing their
staff. This year’s panel is of the same mindset,
and the main concern is over the quality control
process, which is still under development and has
undergone some revisions.
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Under the original setup, all CEIV holders would
have to submit a report and work file in the first
year for a compliance review. Each valuation
professional organization (VPO) would handle
the review process for the individuals to which
they confer the credential. At the time, auditors
noted that this diverges from the other aspects
of the program. That is, the VPOs are all in lock-
step in terms of education, training, and testing,
but each VPO is responsible for its own review
process. Another concern was over confidential-
ity of client data if work files had to be turned
over as part of the inspection process.

Under a revised quality control plan, there will
be a firm-level inspection process, which could
result in a sampling of engagements chosen for
inspection. Also, one VPO is being chosen to
oversee the quality monitoring process, which
will also address the confidentiality of client in-
formation. The auditors on the panel said they
are ready to certify their staffs as soon as these
matters are ironed out. When that happens, the
firms will tell clients that they are “MPF compli-
ant.”

A few other points were raised. It is anticipated
that anyone doing fair value for financial report-
ing—not just CEIV holders—will be expected to
comply with the MPF. Also, while some people
say the MPF doesn’t require any more work,
some disagree and point to the demanding re-
quirements for documenting the due diligence
on prospective financial information.

TCJA task force. The American Society of Ap-
praisers (ASA) has appointed a Tax Reform Task
Force to study the new law’s impact on value and
to determine changes to applied procedures as
necessary. William H. Frazier (Stout) is the chair
of the task force, and he told the audience that,
as recommendations are developed, the ASA's
BV Committee will communicate them to the
valuation profession. There already have been
two webinars on this, and a third one is planned.
The topics the task force is examining include
the C corporation 21% flat tax rate, new limits

on the deductibility of interest, 100% expensing
of certain capital expenditures, the PTE quali-
fied business income (QBI) 20% deduction, the
elimination of capital gain treatment on the sale
of a “self-created” patent, NOLs (carry forward
limited to 80% of income), and like-kind exchang-
es (repeal of application to certain business or
investment property).

One interesting issue is with personal goodwill
in a PTE and its effect on the firm’s ability to take
the new QBI deduction. The deduction does not
apply if a firm’s principal asset is the “reputation
or skill” of one or more people. If a PTE would
otherwise qualify for the QBI deduction, could
the presence of personal goodwill KO the de-
duction? This and other questions continue to
be explored.

Frazier's co-presenter, Milind Shah (KPMG),
pointed out that the new tax law’s provisions on
immediate expensing and bonus depreciation
have "not been talked about enough.” Under
the new law, businesses may take 100% bonus
depreciation (immediate expensing) on qualified
property both acquired and placed in service
after Sept. 27, 2017, and before Jan. 1, 2023. Be-
ginning in 2023, bonus depreciation is phased
out by 20 percentage points each year, until it is
fully eliminated in 2027. Therefore, you need to
extend the DCF model to properly capture the
impact of these changes on cash flow in annual
projections as well as the terminal year. A sepa-
rate analysis of the cash effects of the tax change
can be done as a subset of the overall DCF analy-
sis.

Contingent consideration. Alok Mahajan (KPMG),
chair of the working group under The Appraisal
Foundation on contingent consideration, report-
ed that there are no fundamental changes to
the draft guidance issued last year. Comments
were due last year on the draft, and they trig-
gered more explanation and academic support
for certain techniques such as the use of option
pricing models (OPM) for nontraded financial
metrics. The draft contains detailed discussions
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of the typical structures of contingent consider-
ation, key valuation issues, valuation techniques
deemed to represent best practice, methods
for assessing the reasonableness of contingent
consideration fair value estimates, and issues
at subsequent measurement dates. In general,
when valuing earnouts with a linear payoff struc-
ture, a scenario-based model should be used. If
the payoff structure is nonlinear, OPM should be
used. Mahajan said that the next draft (or final
version) will be out this fall.

PE/VC guide. Yelena Mishkevich, senior technical
manager at the AICPA, talked about the newly
released working draft accounting and valuation
guide' that provides "nonauthoritative guidance”
for valuing private equity and venture capital
investments. It addresses many accounting and
valuation issues regarding portfolio company
investments held by investment companies
within the scope of FASB ASC 946. The guide is
also useful for other entities, such as corporate
venture capital groups or pension funds.

The guide has 14 chapters, many examples, and a
number of appendices. Valuation experts should
pay particular attention to the background on
the industry in Chapter 1. Also of interest is the
material in Chapter 4, "Determining the Unit of
Account and the Assumed Transaction for Mea-
suring the Fair Value of Investments,” which sets
the context for the valuation and gives examples.
Chapters 5 to 9 also deal with valuation, and es-
pecially of interest is the discussion on premiums
and discounts in Chapter 9, “Control and Market-
ability.” Also, you should check out Chapter 10,
“Calibration.”

Comments on the working draft are due August
15, and you can email them to Yelena.Mishkevich
@aicpa-cima.com. All comments will be kept
confidential and will not be posted on the AICPA

1 aicpa.org/interestareas/frc/accounting
financialreporting/working-draft-of-pe-vc-guide
.html?utm_source=mnl:cpald&utm_
medium=email&utm_campaign=17May2018.

website. She reported that the next AICPA guide
will be on business combinations and is scheduled
to be issued in 2019.

CVFI credential. Mishkevich also announced
that the AICPA will soon roll out its new Certified
in Valuation of Financial Instruments (CVFI) cre-
dential. Last year, the AICPA issued an exposure
draft? of guidance for CPAs and financial profes-
sionals on the valuation of financial instruments
and their underlying components. The exposure
draft defines the level of documentation neces-
sary for a professional working with securities
and financial instruments to effectively demon-
strate the valuation performed. There is also a
companion document that demonstrates how
the framework would be applied for areas of valu-
ation that are often either misapplied or insuf-
ficiently supported or documented in valuations
for financial reporting.

The credential is for CPAs and non-CPAs, and
CFAs who are not versed in financial reporting
or disclosures may also find this new designa-
tion of value. The CVFI will also be multinational
in design and geared toward global standards.
Once finalized, CVFI credential holders will be
required to comply with the framework and will
be subject to a quality control process, which
will be similar to the peer review process for ac-
countants.

PCAOB update. The levels of fair value audit de-
ficiencies have improved, but there’s still room
for improvement, noted George Wilfert, deputy
director at the Public Company Accounting Over-
sight Board (PCAOB). While the number of audit
deficiencies have decreased overall, there is still
a significant number of deficiencies regarding
auditors’ testing of fair value measurements as-
sociated with business combinations. A few years
ago, the number of deficiencies was skewed
toward impairments, but that has now shifted
toward business combinations.

2 Available at aicpa.org/Membership/Pages/financial-
instruments-form.aspx.
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Wilfert mentioned the ongoing study?® of fair
value audit deficiencies from Acuitas that found
that the percentage of audit deficiencies has
dropped since its dramatic peak in 2013 but
remains quite high, at 31.6% of audits and other
engagements examined. Fair value deficiencies
cited related to business combinations increased
to 68% in 2015, up from 56% in 2014. The PCAOB
considers the robust pace of merger and acquisi-
tion activity to be an economic risk escalating the
prospect of material misstatements.

He also mentioned the June 2017 release of the
proposed auditing standard, Auditing Account-
ing Estimates, Including Fair Value Measurements,
which reinforces the PCAOB’s commitment to
seeing improvements in these areas. One of
the matters the new rules seek to reinforce is
that of “professional skepticism,” that is, do not
simply corroborate the information you get from
management or other third parties—you need to
look at any negative evidence and address it, he
advised.

Private capital markets. Over half (54%) of pri-
vately held business owners believe their cost of
equity is less than or equal to 12%, according to
Dr. Craig Everett, who leads the Private Capital
Markets Project at Pepperdine University. Ap-
proximately 19% of respondents indicated their
business cost of equity capital is in the range
of 9% to 10%, the range most cited in the latest
report.* These findings represent a “significant
misunderstanding” by many business owners of
their cost of equity, he noted. The Pepperdine
research involves asking private capital market
players what returns they project. The players are
bank lenders, asset-based lenders, mezzanine
lenders, private equity groups, venture capital,
and angel investors. We note that the majority
of private firms that responded had 20 employ-
ees or fewer, with 50% having no more than five

3 acuitasinc.com/documents/2017_PCAOB_Fair_Value_
Audit_Deficiencies_Survey-FINAL.pdf.

4 bschool.pepperdine.edu/institutes-centers-research/
centers/applied-research/research/pcmsurvey.

employees. Also, over half of them had annual
revenues less than $1 million.

The researchers divide the private capital
markets into six segments aligned with the major
institutional arms of the private investment world,
each with different return, investment, and re-
search characteristics: bank lending, asset-based
lending, mezzanine, private equity, venture
capital, and angel investors. The “money shot”
in the report is a table (see exhibit) that includes
annualized gross financing costs (rate of return)
for each major capital type and its segments.

Interestingly, information from the Pepperdine
research has been included in the AICPA's new
accounting and valuation guide for valuing
private equity and venture capital investments.

Volatility of earnout metrics. When using an
option pricing model for valuing contingent
consideration, one of the inputs is volatility. The
question becomes what to use as a proxy for the
volatility for contingent consideration. You can
look at volatilities of revenue or EBITDA at com-
parable companies, but data have been scarce.
Vincent Covrig (Crowe Horwath LLP) told the
audience that his company has studies using his-
torical data from CaplQ from 2013 to 2017 for
calculating metric volatility. This is important data
for earnout valuations and will be extended back
20 years, representing over 1,500 firms.

Control and marketability. Amanda Miller (EY)
talked about the guidance® from The Appraisal
Foundation and the AICPA that challenge the
practice of valuing businesses by using the
guideline public company method and then ap-
plying a control premium. You can’t automatically

5 The Measurement and Application of Market
Participant Acquisition Premiums (MPAP) guide, The
Appraisal Foundation; Valuation of Privately-Held
Company Securities Issued as Compensation (Cheap
Stock) guide (AICPA 2013); and the AICPA's Valuation
of Portfolio Company Investments of Venture Capital
and Private Equity Funds and Other Investment
Companies (PE/VC) guide.
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Private Capital Market Required Rates of Return

Bank ($1M CF loan) 5.6% 6.3% 71%
Bank ($5M CF loan) 5.5% 5.8% 6.5%
Bank ($10M CF loan) 5.5% 5.5% 6.0%
Bank ($25M CF loan) 3.3% 3.5% 3.8%
Bank ($50M CF loan) 2.9% 3.0% 3.3%
ABL ($1M loan) 10.0% 10.0% 15.0%
ABL ($5M loan) 7.0% 9.0% 12.0%
ABL ($10M loan) 4.8% 5.0% 6.5%
ABL ($25M loan) 4.0% 4.0% 4.0%
ABL ($50M loan) 3.0% 3.0% 3.0%
Mezz ($1M loan) 19.0% 21.0% 23.5%
Mezz ($5M loan) 15.0% 18.0% 18.0%
Mezz ($10M loan) 13.0% 14.0% 14.0%
Mezz ($25M loan) 11.0% 12.5% 14.3%
Mezz ($50M loan) 10.0% 10.8% 11.0%
PEG ($5M EBITDA) 24.5% 30.0% 48.0%
PEG ($25M EBITDA) 20.0% 25.0% 30.0%
PEG ($100M EBITDA) 19.0% 20.0% 22.0%
VC (Seed) 38.0% 45.0% 59.0%
VC (Startup) 30.0% 38.0% 55.0%
VC (Early Stage) 25.0% 33.0% 45.0%
VC (Expansion) 22.5% 33.0% 38.0%
VC (Later Stage) 20.0% 28.0% 35.0%
Angel (Seed) 25.0% 55.0% 98.0%
Angel (Startup) 25.0% 50.0% 95.0%
Angel (Early Stage) 25.0% 20.0% 85.0%
Angel (Expansion) 20.0% 35.0% 70.0%
Angel (Later Stage) 15.0% 35.0% 45.0%

Source: "2018 Private Capital Markets Report,” Pepperdine University
Graziadio School of Business and Management.

assume that premiums paid in prior transactions
give an indication as to a premium for control that
may apply to your subject business. Therefore,
appraisers must be careful when simply relying
on historical data regarding premiums paid to
determine a control premium. Valuation profes-
sionals should instead think about the fundamen-
tal drivers of value, she said.

We point out that this thinking not only applies
to fair value for financial reporting but to other
types of valuations as well. Generally, unless you
have solid evidence and reasoning, a control
premium should never be used in a guideline
public company analysis.

ASA BV Committee. Jeffrey S. Tarbell (Houlihan
Lokey), the current chair of the ASA BV Committee,
gave the audience an update on the committee,
which a group of appraisers who shared a common
interest in advancing the business valuation pro-
fession formed in the early 1980s. The committee
consists of industry leaders who volunteer their
time toward several primary efforts. One is the de-
velopment and delivery of best-in-class business
valuation education. The other is the advancement
of the profession through the establishment and
endorsement of professional standards such as
the ASA Business Valuation Standards, USPAP, and
IVS (the global standards from the International
Valuation Standards Council). One of the commit-
tee's immediate goals is to continue to develop
the CEIV credential with the other VPOs that are
involved. The other goal pertains to its efforts to
serve the large and growing international mar-
ketplace of business valuation professionals with
high-quality and timely education. Tarbell also
mentioned that the ASA BV committee is always
eager to hear from ASA members who are looking
for ways to get involved.

For more information. You can watch a record-
ing of the webcast of the entire event, including
the presentation slides and a written transcript,
if you go to the “On Demand Training” section
of BVR's Training Center (sub.bvresources.com/
pastevents.asp). ¢
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Tips and Takeaways From the NYSSCPA BV Conference

Every year, BVU attends the annual business valu-
ation conference of the New York State Society of
CPAs (NYSSCPA) in New York City. As usual, this
year's event (held on May 21) was an excellent
conference, and here are a few nuggets from
the sessions.

Best practices. The keynote speaker was Jim
Hitchner (Valuation Products and Services), who
presented highlights from his seven-part webinar
series on best practices. Here’s a sampling from
each of the topics he covered:

¢ |n a DCF under the new tax law, consider
using a "bolt-on” to analyze the cash flow
effects from long-term sunsetting provi-
sions (such as bonus depreciation) and then
add the results to a standard five-year DCF;

* In the capitalized cash flow (CCF) method,
a “common error” is to have capital expen-
ditures equal depreciation—capex normally
is higher (during the break, many were still
scratching their heads over this one);

e For cost of capital, the buildup method (BUM)
is better for very small companies where
betas are not relevant; the modified CAPM
is better when there are meaningful betas;

e The guideline company transactions
method (GCTM) should be considered in
every BV engagement and not automatically
dismissed, but a big issue is the level of reli-
ance you place on it;

e Like the GCTM, the guideline public
company method (GPCM) should always
be considered; if there are good comps, an
equal weighting with the income method is
reasonable;

* Most agree that S corps should be tax-
adjusted as a starting point; use all of the

models available—the differences in value
are often quite small;

e |t's dangerous to cite court cases in valua-
tion reports (other than with respect to the
Mandelbaum factors)—you're treading on
the attorney’s turf.

Purchase price allocations. The value allocated
to identifiable intangible assets and goodwill is
holding steady, according to the latest report’
from Houlihan Lokey on purchase price alloca-
tions. Michael DelLuke, a managing director at
Houlihan Lokey, told the audience that the per-
centage of the purchase consideration allocated
to intangible assets was 35% on average in 2016
(up from 34% in 2015). The percentage of pur-
chase consideration allocated to goodwill was
also 35%, down from 38% on average in 2015.
Contingent consideration (earnouts) represented
19% of purchase consideration (down from 21%
in 2015).

The analysis examines 455 transactions (from an
initial screen of over 1,300) in which the acquir-
ing company was based in the United States and
publicly held. The study uses “purchase consid-
eration,” which is the sum of the purchase price
paid and liabilities assumed in connection with a
business combination.

Monte Carlo. A few years ago at a conference,
Tax Court Judge David Laro advised business
valuation experts to include a sensitivity analysis
in their reports so the court can see the impact
of assumptions. He felt it would make a "huge
difference” in how the courts receive reports.
This “raised a lot of eyebrows,” says Toby Tatum
(Alliance Business Appraisal), who explained
that one way to do this is by using Monte Carlo
analysis.

1 houlihanlokey.lpages
.co/2016-purchase-price-allocation-study.
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Traditional valuation analysis often includes sin-
gle-point estimates of the variables that drive
value, such as projected revenues, expenses,
and the inputs to cost of capital. Using Monte
Carlo software, such as Crystal Ball, is good for
valuations that involve different what-if scenarios
and unknowns related to the future of the subject
company. True, you perform sensitivity analysis
and view ranges of outcomes with Excel, which
can be used to generate matrices of two vari-
ables and their impacts on the value. But Excel
is not as useful if you want to view the impact
of many variables at the same time. Therefore,
Monte Carlo goes far beyond what Excel can
typically do when you have multiple variables.

Cash-intensive firms. It's not uncommon to
stumble on the misappropriation of cash in busi-
nesses that deal in a lot of cash transactions. The
three main ways to siphon off cash are skimming
before a transaction is recorded, taking the cash
after recording it, and through fraudulent dis-
bursements, explained Jean J. Han (Baker Tilly
Virchow Krause) and Stacy A. Statkus (MPI).

This matter often rears its head when valuing a
cash-intensive business for divorce. While you're
not required to ferret out unreported income, you
should do a “smell test” for it, they say. Comparing
ratios to similar firms and a lifestyle analysis are a
few techniques to use. They pointed to five indi-
rect methods of identifying unreported income:

1. Fully-developed cash T-account method;
2. Sources and applications of funds method;

3. Bank deposits and cash expenditures
method;

4. Net worth method; and
5. Percentage of markup method.
In an example of a case involving a pawn shop,

they explained the use of the method based on
the use of T-accounts, a concept everyone learns

in Accounting 101. Using this method, you list
all known types of income and expenditures as
“cash transactions” flowing in and out of the cash
account. If cash expenditures exceed the sources,
either the business owner underreported income
or overreported expenses. This method is useful
when cash income is being skimmed from the
business and you can accurately determine per-
sonal living expenses, they said. By the way, the
pawn shop case ultimately settled.

IP value. Intellectual property has increased its
percentage share of corporate valuations from 17%
in 1975 to 87% in 2015, according to data? cited by
Nancy Edwards Cronin of ipCapital Group Inc., an
IP and innovation consulting firm. To build value
in the context of planning for a transition, an ex-
pedited process can be used for developing IP in
a firm targeted for M&A to add further intangible
asset value to company valuation. For example, it
can take just 14 to 16 months to develop a patent,
she says.

An audience member asked: “If a company is
seeking patent protection, should it do so around
the world?” Co-presenter Alozie N. Etufugh
(Etufugh Law) pointed out that it may not be worth
it to seek global protection because patents can
be expensive to obtain and tough to enforce in
other countries. This is true even though there may
be tough laws on the books in certain countries,
such as China, he says. He advises that, if a client
wants to protect its patent globally, to ask where
the company has significant operations and then
consider seeking protection in just those areas.

Lost profits. Can a business that never made a
profit make a claim for lost profits? Yes, say David
Gralnick and Joshua S. Sechter (Klein Liebman
& Gresen). Also, it's possible to claim lost profits
plus lost business value if, for