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As easyas 1, 2, 3

M&A goes smoother with a financial expert on your side

erger and acquisition (M&A) transac-

tions can be daunting endeavors for both

buyers and sellers. That’s why putting a
financial expert proficient in valuation methods
on your side, whichever side it may be, can help
reduce guesswork and give you a better shot at a
winning deal.

Stage 1: Predeal assistance

Financial experts are able to assist sellers in the
early stages of an ownership transfer in many
ways. For starters, he or she can help you establish
realistic expectations about value based on compa-
rable business sales and, thereby, assist you in set-
ting a reasonable asking price.

An expert can create an informal prospectus to
distribute to qualified buyers. Or, if you’re gifting
interests to your heirs, a formal appraisal can be
used in conjunction with a gift tax return. Perhaps
a fairness opinion would help support a manage-
ment buyout in such cases.

On the flip side, buyers tend to undervalue a
business. When you’re considering expanding

through M&A, an expert can provide an objec-
tive estimate of what the business and its underly-
ing assets are worth — so you make a reasonable
offer without overpaying.

You can also turn to a financial expert for help in
identifying assets and liabilities that aren’t on the
balance sheet, such as:

Customer lists,
Brand names,

Goodwill,

Undisclosed pending litigation, and

Contingent tax liabilities.

Other due diligence hot spots include inventory
and receivables verification; assignability of leases,
loans and franchise agreements; revenue recogni-
tion policies; employee retention; normalization
adjustments; and related-party transactions.

Stage 2: Just before closing

How the M&A deal is structured is critical. Why?
Because it affects how the balance sheet looks in
the future, how much

risk the new business
is exposed to and how
much the new business
will owe in taxes.

Experts know which

terms are effective in
reaching objectives of
buyers or sellers. For
example, earnouts are
especially popular in
an uncertain economy,
because the seller
retains some risk. If
sales don’t pan out as
expected, the seller



Operating a “sale ready” business

Smart business owners always operate as if they’re planning to sell — because they never know when someone
will come along with an irresistible offer or when tragedy might strike.

So what does it mean to operate “sale ready”? It means preparing reliable, transparent financial statements that
comply with Generally Accepted Accounting Principles (GAAP). It means hiring a CPA to audit your books, creat-
ing formal plans and budgets, and implementing a strong system of internal controls. It means engaging a quali-
fied appraiser for regular business valuations.

When potential buyers must make financial statement adjustments to get a clearer idea of what’s for sale, it
makes them uneasy and may decrease your selling price. These include adjustments for nonrecurring one-time
expenses, related-party transactions, unreported cash receipts, or below- (or above-) market owners’ compensa-
tion. Fixed assets should be well maintained and replaced if necessary.

Decentralized management structures appeal to potential buyers, too. Train the next generation of managers, and
establish contingency plans. Life insurance policies are also an important part of surviving the untimely loss of a

key person.
will receive lower earnout payments. To minimize apply. But stock sales carry additional risks: The
their risk, many sellers stay on as consultants to new buyer inherits all of the seller’s liabilities —
ease management transitions and help the business including undisclosed and contingent obligations.

meet its short-term goals.
Stage 3: After the dust settles

The parties also must agree on whether to transter
b 8 . . After the deal closes, a financial expert can help
specific assets or stock in the business, and financial . _

. o =, . the parties handle their postdeal tax
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. and accounting issues, includin
which way to go. Asset sales cclosi & h T § .
. ostclosing purchase price adjust-
are like a fresh start; after - b &b P ) J
. . ments. In-house accounting per-
a new entity acquires the . .
. g sonnel are often unfamiliar with
specific assets and liabilities,
. . how to account for changes fol-
new contracts, licenses, titles ) )
. . lowing an M&A transaction.
and permits are required.

. For the seller, this means winding down any

Acquired assets are reported . . .
d p " unsold business operations and handling

at fair market value, and : . . .
’ capital gains tax issues. For the buyer, it trans-

the buyer receives a step- o .
Y p lates to fresh-start accounting, including new

up in basis, which lowers _ .
P ’ depreciation schedules and purchase price

future capital gains tax and . . . . .
p g allocations in accordance with FASB Codification

starts depreciation anew. The Topic 805, Business Combinations (formerly

seller, however, must pay capital Statement No. 141R).

gains on the assets sold and, if the seller
is a C corporation, again when winding down A little easier

the business. ) )
As a private business owner, you may find that an

When stock (rather than assets) changes hands, M&A transaction is the most important and diffi-
business operations continue uninterrupted. Stock cult challenge you’ll ever face. Why leave anything
sales are generally less messy, because assets stay to chance? Add a valuation-savvy financial expert
at book value and existing depreciation schedules to your team to make life at least a little easier. 4



The market approach
remains a valuation touchstone

nder the market approach, appraisers use

guideline companies to help them estimate

the value of a private business. With so
many companies in circulation, this approach has
become a long-standing valuation touchstone.

Picking a category

Two primary valuation methods are categorized
under the market approach. First, there’s the
guideline public company method. Under this
method, appraisers identify companies whose
stock (or partnership interests) is actively traded in
the public markets, such as the AMEX or NYSE.
Then they calculate key financial variables, using
the stock price and a variety of pricing multiples
such as price-to-revenue, price-to-net income and
price-to-book.

The availability of transaction
data is a key determinant of
whether an appraiser uses the
market approach.

Financial variables may be calculated for a variety
of time periods, such as next year’s forecasted per-
formance, the preceding 12 months, or an average
of the last five years. The appropriate pricing mul-
tiple depends on case specifics and is a matter of
the appraiser’s professional judgment.

The subject company’s fair market value equals
the pricing multiple times the subject company’s
financial variable (for example, revenues, net
income or book value). Because the guideline
public company method is based on individual
stock prices, under certain circumstances it gener-
ates a minority, marketable basis of value.

The second categorized approach is the guide-
line merger and acquisition (M&A) method. For
guideline transactions under this method, apprais-
ers analyze sales of entire public or private busi-
nesses. So this technique typically generates a con-
trolling, marketable basis of value.

Because private businesses aren’t required to dis-
close sales to the SEC, finding out their details
can be difficult. Fortunately, appraisers have access
to several proprietary databases (such as Pratt’s
Stats, Done Deals, BIZCOMPS and the IBA
Market Database) that can identify and analyze
private deals.

Once they’ve identified a relevant sample of
potential guideline transactions, appraisers calcu-
late pricing multiples relative to key financial vari-
ables. Fair market value is a function of the pricing
multiple and the subject company’s financial met-
ric (say, last year’s revenues or book value).

Pulling the trigger

The availability of transaction data is a key deter-
minant of whether an appraiser uses the market
approach. Pure players (companies that focus on
a single target market or offer a limited menu of
products) may be hard to come by in the public
markets — especially in industries dominated by
conglomerates. And some industries lack a mean-
ingful sample of M&A transactions, particularly
those involving small niche participants.

In general, the guideline public company
method makes more sense if the subject com-
pany is large enough to consider going public
and when valuing a minority interest in a going
concern business. Using this method to value a
controlling interest may require subjective adjust-
ments for control.

Conversely, the guideline M&A method is gener-
ally more appropriate when valuing controlling
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financial statements of the subject com-
pany or the guideline companies to ensure
accurate comparisons.

For example, nonrecurring items and
discontinued operations may need to be
eliminated. Or, for comparative purposes,
appraisers may need to rectify account-
ing inconsistencies, say, for depreciation or
inventory methods. Ideally, appraisers make
these adjustments before selecting guideline
companies and computing pricing multiples.

interests. But, with proper adjustments and analy-
ses, it can be used to value minority interests.

Other disadvantages of the guideline M&A
method are that transaction databases provide
limited information about guideline companies,
details provided are unverified, and the sales price
may include buyer-specific synergies and undis-
closed terms (such as installment sales, employ-
ment contracts and noncompete agreements).

Avoiding mistakes

One common valuation mistake that may occur
under the market approach is failing to adjust the

Inconsistent terminology may also lead to prob-
lems. Slight differences in the ways databases

or appraisers define terms such as “cash flow”
or “earnings” can trigger significant valuation
differences. It’s imperative to understand how
each database defines variables as well as what’s
included (or excluded) in the selling price.

Putting in the work

As long as there are companies to compare, there
will be the market approach. The trick is putting
in the work to ensure a comparison is accurate
and defensible. 4

Tax Court covers much
ground in IRS dispute

ome cases that go before the U.S. Tax
Court are more dynamic than others. In
Estate of Gallagher, the court addressed
a couple of areas of dispute: the propriety of tax
affecting and the guideline public company valua-
tion method.

Proposed adjustment

At her death, Louise Gallagher owned a 15%
minority interest in Paxton Media Group LLC
(PMG), a publisher that had elected to be taxed
as an S corporation. Gallagher’s estate valued the

interest at about $35 million, relying on a valua-
tion by PMG’s president. The IRS, on the other
hand, valued the interest at $49.5 million.

After the estate received the agency’s notice of
proposed adjustment, it obtained an independent
appraisal valuing the interest at about $26.6 mil-
lion. The IRS then issued a notice of deficiency,
confirming the $49.5 million value. The estate
sought a redetermination of deficiency.

The estate and the IRS each retained new experts
before trial. The estate’s expert relied on an



income approach, applying certain adjustments
and a 30% discount for lack of marketability
(DLOM), ultimately estimating the value of the
interest at $28.2 million. The IRS expert used a
market and income approach, with a 17% discount
for lack of control under the income approach and
a 31% DLOM under both approaches. He esti-
mated the final value at about $41 million.

The selection of appropriate
comparable companies is of
paramount importance to the
guideline company method.

Taking on tax affecting

Both experts used the discounted cash flow
method, an income-based approach that measures
a company’s value by the present value of future
income it expects to realize for its owners’ ben-
efit. The estate’s expert, however, tax affected the
income, assuming a 39% income tax rate. (The
process of tax affecting reduces a business’s pro-
jected future income by deducting hypothetical
corporate income taxes on that income.)

He also assumed a 40% marginal tax rate when
calculating the appropriate discount rate
to calculate present value. The
IRS expert disregarded
shareholder-level taxes

when projecting the cash
flows and calculating the
discount rate.

The Tax Court noted /
that, because most data /
used for stock valua-

tion comes from publicly

traded C corporations, apprais-
ers sometimes tax affect an S corporation’s earn-
ings to reflect its S status. But the estate’s expert
failed to argue why the earnings and discount rate

should be tax affected, so the court “declined to
do so.”

The court instead cited its previous holding

in Gross v. Commissioner: The principal benefit
enjoyed by S corporation shareholders is the
reduction in their total tax burden. Having
heard no argument for ignoring this benefit,
the Tax Court stated that it wouldn’t impose an
“unjustified fictitious corporate tax burden” on
future earnings.

Guidance on guideline companies

The court also considered whether the guide-
line public company approach, which estimates a
company’s value by comparing it to similar public
companies, was appropriate here. The IRS expert
relied on the approach when valuing the interest.

The Tax Court explained that the selection of
appropriate comparable companies is of para-
mount importance to the guideline company
method. The IRS expert used four newspaper
publishing companies similar in size to PMG.

But the court held that the companies weren’t
sufficiently comparable to warrant using the
guideline company method. It found that,
though the guideline companies chosen were
similar to PMG, their differences from PMG pre-
vented a reliable comparison. The greater the dif-
ferences, the greater the number of comparable
companies required.

Credible support

Ultimately, the Tax Court estimated the

value of the minority interest in PMG at

$32.6 million — closer to the estate’s esti-
mated value than the one calculated by the
IRS. Its decision emphasizes the importance of
retaining a qualified valuation expert who can
credibly support his or her conclusions. 4



Find me the money!

Asset tracing can uncover fraud

ith the economy in turmoil, your clients

may be more at risk of suffering occu-

pational fraud than ever. Fraud experts
can help companies detect such wrongdoings —
and potentially recover their funds — by identify-
ing and tracing misappropriated cash assets via the
point of payment.

Fictitious billing

The Association of Certified Fraud Examiners
estimates that fictitious billing schemes (such as an
employee submitting inflated invoices or invoices
for fictitious goods or services) carry a median loss
of $128,000.

To uncover such schemes, an expert will pore
over cash receipt and disbursement journals, led-
ger accounts, purchase orders, invoices, canceled
checks, and electronic payment data. Red flags for
inflated invoices include notations for “extra” or
“special” charges with no additional explanation
or mention of related goods or services; variances
between the invoice amount and actual payment;
and unusually high charges.

Where fictitious billing is suspected, fraud experts
pay special attention to accounts with no tangible
deliverables, such as those for consultants, com-
missions and advertising. Electronic bank state-
ments can also expose unknown and possibly ficti-
tious payees and suspect transactions.

Fraud experts also look for multiple vendors with
the same mailing address, as well as vendors whose
address matches up with that of an employee.

Post office boxes and consecutive invoice numbers
(suggesting a lack of other customers) warrant
attention, too.

Canceled checks often provide experts with valu-
able information. For instance, it’s uncommon for
legitimate businesses to actually cash their checks
instead of depositing them. They don’t typically

endorse checks to third parties, either. A fraud
examiner can search for any connections between
the vendor or third party and your employees.

Finally, checks are generally stamped with the name
of the endorser and, if deposited, the financial insti-
tution of deposit. That information can be critical
in determining a fraudster’s identity.

Ghost employees

Experts can also use asset tracing to tie nonexistent
(or “ghost”) employees who receive paychecks to
current or former employ-
ees. To work their way back
to the culprit, they’ll exam-
ine items such as:

4+ Dayroll lists,

4 Current and former
employee lists (with start
and termination dates and
Social Security numbers),

4 Authorized deductions,
4+ Withholding forms,
4 Dersonnel files, and
4+ Employment applications.

The data gleaned from these
sources can provide links

not otherwise discernible.

Blink of an eye

Regardless of the exact type of fraud, documenta-
tion is the cornerstone of any asset-tracing inves-
tigation. Missing documents, discrepancies and
other anomalies will demand a fraud expert’s addi-
tional attention. And time is of the essence: These
days, misappropriated monies can move across the
globe — possibly to unreachable jurisdictions —
in the blink of an eye. 4
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Expertise: Commercial litigation; forensic services
and expert witness testimony. Lost profit and
Economic damages, Fraud, Claims evaluation,
and Bankruptcy.

Fred S. Rey,
CPA, CVA, ABV, CFF

Expertise: Litigation, forensic and expert
witness services for marital dissolutions and
businesses. Business valuations; Financial

Education: B.S. in Business Administration with consulting, analysis and modeling.

a concentration in Accounting, San Francisco

L . . . Education: BA, UC Santa Barbara; MBA
State University, San Francisco California.

Accounting, Finance & Agribusiness,
Santa Clara University.

“Thinking Outside the Box”

The practice of forensic accounting is a very exciting discipline where you can use both sides of your brain, the left
side for analytical thinking, and the right side for creative thinking. It is the right side of your brain that lends itself to
“thinking outside the box”.

To bring this way of thinking into perspective within the practice of forensic accounting, let me tell you about the
time we were retained by the defendants to defend a lost profits claim. In that case the defendants were two officers of
a company and the plaintiff was a law firm. The two officers were accused of embezzlement. The attorneys of the law
firm hired security guards and surprised the officers at the company, put them in a room, and wouldn’t let them leave.
The officers then sued the law firm, for a lack of a better term, “kidnapping”.

The law firm counter-sued the defendants for lost profits, claiming that because they spent all their time defending this
“kidnapping” lawsuit, they could not go out and market their practice; thereby losing potential clients.

The plaintiff’s expert prepared a typical textbook lost profit calculation that was based on the historical revenue trend of
the law firm. There was nothing wrong with the opposing expert’s damage calculation, except for one thing, the plaintiff
was a litigation firm. The better job they do, the faster the case is finished and it doesn’t come back. To grow a litigation
firm takes continuous marketing efforts, past trends are irrelevant.

Now, here’s what we did.

We asked the attorney who retained us to obtain the partners’ timesheets and also ask the question “Did they record
all of their time defending the lawsuit?” He obtained the timesheets and informed us that they did. We then obtained

a report from the ABA regarding the quality of life of associate attorneys. The average BILLABLE hours for attorneys
were approximately 2,300 hours per year. The plaintiffs only averaged 1,900 TOTAL WORKING hours per year. On
what basis could the partners of the law firm claim that they didn’t have the time, their total working hours were much
less than the billable hours of a working associate?

This type of analysis, although not a traditional way of defending lost profits claims, did lead to the question of “causation”,
which is instrumental in claiming damages.

By using the creative side of our brain, and “thinking outside the box”, our work helped convince the plaintiffs’ to with-
draw their claim.

SoME OF THE OTHER SERVICES WE OFFER: ¢ TAX ¢ AUDIT ¢ ESTATE PLANNING ¢« NON-PROFIT

Did You Know ...

In 1950, President Harry Truman threw out the first ball
twice at the opening day Washington DC baseball game;
once right handed and once left handed.

If you would like to receive our newsletter via email, send an
email to: newsletter@seiler.com. Be sure to include your name
and business so we can update our database.

Please call us at 650-365-4646 (Silicon Valley) or 415-392-2123 (San Francisco) and let us know how we can be of assistance.
This newsletter is not intended to render legal, accounting or other professional services. The publisher assumes no liability for the reader’s use of the information herein.



