VALUATION
REPORT

BUSINESS VALUATION TRENDS AND STRATEGIES WINTER 2008

REGULATORY UPDATE

AICPA Issues New Valuation Standards

of the American Institute of

Certified Public Accountants
(AICPA), 20 state accounting societies,
many of the top 25 accounting firms,
all of the major appraisal societies, and
years to finalize, but the new AICPA
valuation standards are now official.

The organization’s “Statement on
Standards for Valuation Services No. 1,
Valuation of a Business, Business
Ownership Interest, Security or
Intangible Asset (SSVS1),” was intro-
duced in September and applies to all
valuation engagements accepted on or
after January 1, 2008. The statement
covers engagements handled by any
member of the AICPA, which includes
all CPAs, as well as other valuation
professionals who are members of
state societies that require adherence
to AICPA standards.

Previously, CPAs followed the
standards of the valuation-related
organizations by which they
were accredited. According to the
AICPA’s Journal of Accountancy,
the new AICPA standards do not
conflict with the requirements of
other valuation organizations, but
the other organizations may have
additional requirements to which
members must adhere.

I t required input from 11 subgroups

TWO TYPES OF ENGAGEMENTS
The AICPA statement recognizes two
types of engagements — valuation
and calculation engagements.

In valuation engagements, the
valuation professional can apply

whichever valuation approaches and
methods he or she believes are appro-
priate based on the circumstances.
The result — a conclusion of value

— can be expressed either as a single
amount or a range of values.

The standards suggest that, in a valu-
ation engagement, there is a minimum
amount of information that must be
analyzed, depending on:

IN THIS ISSUE:

B The nature of the subject interest.

® The scope of the valuation
engagement.

® The valuation date.

® The intended use of the valuation.

® The applicable standard of value.

Continued on Page 3

2 Are S Corps Worth
More Than C Corps?

A Look at
Subsequent Events




Are S Corps Worth More Than C Corps?

ne of the hot topics in busi-
ness valuation circles is the
value of S corporations rela-

tive to C corporations. At the core
of the debate is the issue of how the
different entities and their respective
shareholders pay taxes and how that
affects investment value.

C corps pay tax on their earnings at
the corporate level, and shareholders
pay tax on the dividends they receive
from the C corp at the individual level.

S corps do not pay income taxes
at the corporate level. Rather, S corp
income is “passed through” to share-
holders, who pay tax on it at the
individual level.

Recently, the Internal Revenue
Service has introduced calculation
methodologies that have resulted
in assessments that reflected an
S corp’s avoidance of both income
and dividend taxes. In reality, only
the dividend tax is avoided. But
accounting for the avoided dividend

tax in a valuation is more difficult
than it would appear.

LESS TAX SHOULD

EQUAL MORE VALUE

Since C corps are “double taxed,” it
would follow that, all other factors
being equal, S corps would be more
valuable to investors than C corps.
However, transaction data shows that
C corps and S corps sell for compa-
rable prices. Why?

According to valuation expert Nancy
Fannon, it may be because the four
existing valuation methods that
account for the C/S tax discrepancy —
the Grabowski, Trehane, Van Fleet and
Mercer models — are considered to be
too complicated and valuation experts
often don’t use them. Furthermore,
according to many in the valuation
community, the tax court, in its
unpopular and controversial Gross v.
Commissioner ruling, set an unfortu-
nate precedent by accepting a highly
inflated valuation of an S corp.

In this case, against established
practice, the court declined to deduct
income tax from corporate earnings
in its valuation, resulting in a much
higher value. Since then, the court has
continued to significantly overvalue S

corps in a number of well-known cases.

However, in a 2006 case from
Delaware, Open MRI v. Kessler, the
tax court took a compromise position,
calculating a hypothetical tax rate that
equalized S corp and C corp values.
In this case, the court recognized the
benefit of the S corp’s avoidance of
dividend tax and attempted to adjust
for it. The S corp was assessed a 29.4
percent tax expense adjustment for
valuation purposes, which opened the
door for a more equalized valuation
approach. But where does this leave
the debate?

CALCULATING THE PREMIUM

As an expert on this topic, Fannon
has developed a persuasive argument
regarding the way to value businesses
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with the investor in mind. As she notes,
value is a function of two things: how
much cash flow a company produces
and how much an investor will require
for a rate of return in order to invest in
that cash flow.

Of course, the place to turn to
predict an S corp’s rate of return is
the public stock market, made up of
C corp stock data. Fannon notes that
calculating the rate of return after
corporate income taxes and before the
investor’s dividend taxes will provide
the same data for both a C corp and
an S corp.

The difference in the rate of return
is that shareholders in S corps get
to keep more in their pockets. As
Fannon explains, this is the benefit
of the avoided dividend tax. She
suggests a “C corp equivalent divi-
dend” results in a premium for
S corps in the 5 to 20 percent range
relative to C corps. This is a signifi-
cant contrast to the 65 percent
premium put on them by the tax
courts — a direct result of disal-
lowing the income tax deduction.

A SIMPLER WAY

Fannon suggests that the reason for
the inflated premium is that older
calculation methodologies treated
both income and dividend taxes as
avoided by an S corp. In addition,
these models don’t account for the
increase in basis created when an

S corp retains income. She urges a
wider adoption of S corp valuation
methods that account for the financial
realities of the entity.

Of course, in a debate as complex as
this one, there are always complicating
factors. But it is important to keep
the debate going with new ideas and
theories. Stay tuned, as this debate
will certainly continue, in and out of
tax court. <

If you would like more information
about § corporation valuations,
please contact our firm.



Valuation Standards (Continued from Page 1)

® The applicable premise of value.

B The assumptions and limiting
conditions.

B Any applicable government
regulations or other professional
standards.

The standards provide guidance
about which types of information —
both financial and nonfinancial —
the CPA should consider. The CPA is
directed to obtain and analyze owner-
ship information to:

B Determine whether the ownership
interest is a controlling/majority or
non-controlling/minority interest.

B Analyze the ownership interests
of other owners and the impact of
that ownership on the value of the
subject interest.

® Understand the classes of ownership
interests and the rights assigned to
each.

® Understand the rights included in —
or excluded from — each intangible
asset.

When concluding value, the member
should:

m Correlate, reconcile and assess the
reliability of the results from the
different valuation approaches and
methods.

B Determine whether the value
conclusion should be based on one
valuation method or a combination
of methods.

For a valuation engagement,
the standards permit two types
of written reports. A detailed
report provides sufficient informa-
tion to permit the report reader
to understand the data, reasoning
and analyses underlying the value
conclusion. A summary report pres-
ents the conclusion more concisely.

CALCULATION ENGAGEMENTS
In a calculation engagement, the
valuation professional and the client
agree on the valuation approaches
and methods to be used, as well as
on the procedures the analyst will
perform to calculate value. The
result — the calculated value —
can be expressed either as a single
amount or a range of values. Because
a calculation engagement doesn’t
include all of the procedures of a full
valuation engagement, the valuator
does not issue a conclusion of value.
According to the standards, the
analyst’s calculation engagement
should include the identity of the
client and of the subject interest, plus:

® Any ownership control and/or
marketability elements of the
subject interest.

B The purpose and intended use of
the calculated value.

B The calculation date.
® The applicable standard of value.
® The applicable premise of value.

® Any valuation approaches and
methods agreed upon with the
client.

B The disclosure of any subsequent
events.

For a calculation engagement, there
is only one type of report — a calcula-
tion report. In addition to summarizing
the calculated value, the report should
also identify hypothetical conditions
used, jurisdictional exceptions, and
assumptions and limiting conditions.
The report should also include a
description of any specialist’s work
relied on and the level of responsibility
the valuation analyst assumes for the
specialist’s work.

APPROACHES AND METHODS
The valuation analyst should use all

valuation approaches and methods
that are appropriate to the engage-
ment and consider all three generally
accepted valuation approaches.

For the valuation of a business, busi-
ness ownership interest or security, the
member should consider the income
approach, the market approach and the
asset-based approach. For the valua-
tion of an intangible asset, the member
should consider the income approach,
the market approach and the cost
approach.

The statement says a “rule of
thumb” is not an appropriate valua-
tion method. A rule of thumb can be
used as a “reasonableness check” in
a valuation analysis but should not
be the only method used to value the
subject interest.

In a business or security valuation,
the valuation analyst should consider
whether valuation adjustments should
be made, including:

B A discount for lack of marketability,

® A discount for lack of ownership
control, or

B A premium for ownership control.

The valuation analyst should also
consider the existence of non-oper-
ating assets, non-operating liabilities
and any excess/deficient operating
assets. In addition, the valuation
analyst should consider the impact of
the lack of ownership control on the
value of such assets or liabilities.

By now, CPA firms have imple-
mented SSVS1 into their valuation
practices. While accountants have
been adhering to standards quite
similar to these for some time, imple-
mentation of SSVS1 is expected to
lead to more uniform valuation proce-
dures and reporting throughout the
industry.

If you have questions about the new
AICPA valuation standards, please
contact our firm.
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A Look at Subsequent Events

y definition, valuations are a
B snapshot — an estimate of the

value of a company or asset at
a certain date. But sometimes an event
will happen after the valuation date
that affects the value of the business or
property. These “subsequent events”
can be important, especially in cases
of litigation when the valuation date
is especially significant.

Establishing the valuation date is
essential, because the valuation expert
then knows what to consider in the
valuation and what to ignore.

KNOWN AND KNOWABLE EVENTS
The AICPA defines subsequent events
as those which occur after the valu-
ation date but before the valuation

report is issued. Generally, subsequent
events are not considered in a valua-
tion. But valuation professionals must
carefully distinguish between the facts
that were “known or knowable” as

of the valuation date, and events that
happen after the valuation date that
could not have been foreseen.

Events that affect value should
only be considered if they were
knowable at the time of the valua-
tion. For example, if the company
is developing new technology that
will positively impact its ability to
compete, this fact should be consid-
ered, even though the technology
may not be in use as of the valua-
tion date.

Note that subsequent events that

support stated value can be consid-
ered and disclosed in the report. For
example, if a financial projection is
used in the valuation process, the
actual financial results for that future
period can be considered in support
of the projection.

Sometimes, professional judgment
is required as to whether a subse-
quent event should be considered.
While the new AICPA standards
provide guidance on these matters, it
is essential to rely on the expertise of
a qualified valuation professional to
make these types of judgments. ¢

If you have questions about subse-
quent events and how they impact a
valuation, please contact our firm.
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