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Valley Tax Services Today for a FREE
Information Package

Saddleback Valley Tax Services 1-800-848-1040

acknowledgment within 24 hours. Your client will
have his or her IRS refund either directly deposited




hen | began my message that

appeared in the Summer edition of
this magazine | prefaced my remarks that
"This is going to be a landmark year for
S.CA" Indeed this will be a great year
for the only organization in California that
represents the small C.PA. practitioner.

| had the opportunity to be a part of
the first meeting of our new Central Coast
Chapter in October. We have an enthusi-
astic core of members who have worked
hard to develop the chapter. If

President's Message

By: Harold L. Shively, CPA, President

The new website will include a forum
that will greatly enhance the most
important benefit of S.C.A. membership,
that of networking. Instead of networking
with our circle of acquaintances, SCA will
host a Discussion Forum, which will
provide a means of posting either
questions or comments, to which other
members can easily respond. | have seen
this type of forum work very well, allowing
for an almost conversational resolution to
problems and questions.

you are interested in receiving
information about the Central
Coast Chapter, please contact the

...this will be a great year for the only organization in
California that represents the small C.PA. practitioner.

SCA Executive Office.

| am also excited about our plans to
improve our already outstanding website.
We have begun planning a new website
which will improve navigation and add
features, without losing any of the useful
features and functionality of our current
website. We envision a more interactive
website which will allow our members to
join, pay dues and request a CE report
online. In addition, a member’s only site
will be added allowing members access
to legislative information, the Ledger
Sheet and much more. Downloadable
.pdf files will be stored in an easy-to-
access area of the site.

Your Board of Directors, Technology
Committee and Executive Office are
working very hard to make the new S.C.A.
website a reality as soon as possible.

We are always interested in hearing
from our members. If you have a
suggestion for the website, or a new
member benefit you would like to see
SCA offer, please contact the SCA
Executive Office at:

(707) 578-2070
or by email to info@gosca.com
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By: T. Vahan Kalajian, AVA

Introduction to

Business Valuation Concepts

for CP

his article is intended to provide CPAs a conceptual introduction to business valuation.
Business valuation is a broad and technically challenging discipline. This article is
designed to present several key concepts with the perspective of CPAs in mind.

How To Facilitate the Study of a New Field

In gaining understanding of any new field, it is very helpful to first identify its
fundamental postulate. Once known, the postulate becomes the stable orientation point
around which subsequent information and inevitable complexities can be aligned and
understood. For example, theoretical mathematician Luca Pacioli developed a perfect
model which serves as the framework for all western accounting today. Once the accounting
student understands Pacioli's postulate about his arbitrary construct of equal and opposite
debits and credits," all accounting transactions can be reduced to these two factors in a
balanced mathematical equation.

The Significance of Revenue Ruling 59-60

One of the earliest expositions on business valuation was published in 1959 by the Internal
Revenue Service in Revenue Ruling 59-60.2 which continues to offer clarity to business
appraisers. Perhaps the most frequently quoted section lists the eight factors that must be
considered in a full valuation report. These eight factors are central to the valuation process:

(@) The nature of the business and the history of the enterprise from its inception.

(b) The economic outlook in general and the condition and outlook of the specific
industry in particular.

(¢) The book value of the stock and financial condition of the business.
(d) The earning capacity of the company.

(e) The dividend-paying capacity.

(f) Whether or not the enterprise has goodwill or other intangible value.
(g) Sales of the stock and the size of the block of stock to be valued.

(h) The market price of stocks of corporations engaged in the same or a similar line of

business having their stocks actively traded in a free and open market, either on an
exchange or over-the-counter.?

S

CPAs should consider this the first reference on business valuation they read. Continued on next page
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The Fundamental Postulate of Business Valuation

It is from Rev. Rul. 59-60 that a workable fundamental postulate emerges:

Valuation is, in essence, a prophesy as to the future,* thus for an operating going concern, value is based upon the
risk-adjusted present value of the expected future benefit stream.’

Indeed, discounts, premiums and further calculations, assumptions and limiting conditions must be considered in
arriving at the value conclusion. However, the basis of business valuation is conceptually grounded on the above postulate.

Principles of Valuation
The foundation of business valuation theory is governed by three fundamental principles:

1. Principle of Alternatives - Each party to the transaction has alternatives to fulfilling the transaction, for what price
and with whom.*

2. Principle of Substitution - Substitution acknowledges how parties to a transaction will behave regarding alternative
choices among comparable properties when prices vary. A prudent investor will not pay more for one investment
than another equally desirable substitute. Derived from investment theory, an investor will choose the higher return
between two choices of equivalent risk.”

3. Principle of Future Benefits - Valuation is based on the future outlook of the business in the form of capital appre-
ciation or dividends, or both, all distributed in the form of cash flow. Investors do not buy historical earnings, but history is
relevant in assessing achievability of projections and assessing the risk associated with realizing future
economic benefits.®

Continued on next page
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Introduction to Business Valuation Concepts for CPAs

Continued from previous page

How the Body of Knowledge Is Organized

Valuation methodology is organized into a hierarchy of
three basic levels:

1. Approaches, Income
Approach
2. Methods, and
3. Procedures.
Iarked Agsal
Approsch Approach

Figure 1 - Interdependency of Valuation Approaches
Source: Provident Valuation Professionals, Inc.

Three Valuation Approaches

The Approach defines the general course of action in
which an indication of value is to be developed. There are
three Approaches: Asset (or Cost), Income and Market. All
three must be considered to conform to the guidelines of
Rev. Rul 59-60. An inappropriate Approach may be rejected
if justified by the appraiser.

All three approaches are dependent upon one another.
The diagram in Figure 1 illustrates their interdependence.
For example, a method under the Income Approach is
dependent on the market to develop its discount and capi-
talization rates. A method under the Asset Approach
capitalizes excess income,which depends on the market for
capitalization rates. Certain methods under the Market
Approach must consider revenue and income variables to
calibrate its guideline companies for appropriate
comparison purposes.

For operating businesses, Rev. Rul. 59-60 suggests the
Income Approach is most appropriate. For holding
companies or start-ups, where assets are the basis of value,
Rev. Rul. 59-60 suggests the Asset Approach.’ There are no
hard and fast rules in business valuation like those that

provide guidance and comfort in public accounting.
Indeed, Rev. Rul. 59-60 says:

A sound valuation will be based upon all the relevant
facts, but the elements of common sense, informed
judgment and reasonableness must enter into the
process of weighing those facts and determining their
aggregate influence.”

8

Valuation Methods

Under the Approaches, each has their Methods for
computing a value indication. A Method is a way an
Approach can be implemented. The use of all Methods
within an Approach is not required, but in some cases, many
appraisers choose multiple Methods for deriving indications
of value, then synthesize these indications into a conclusion
of value.

Valuation Procedures

A Procedure is a technique implementing a Method.
The choice of the Method and Procedure is based on the
application of the appropriate theory and methodology and
the judgment of the appraiser given the facts and circum-
stances of each case.

Valuation Premises

Overlaid amongst the Approaches and Methods is the
concept of Premise, which is defined as “an assumption
regarding the most likely set of transactional circumstances
that may be applicable to the subject valuation." The
Premise, along with other variables, determines the
procedures used to calculate the value.

Many valuation authorities recognize three common
Premises:

1. Value as a going concern,
2. Value as an orderly disposition,

3. Value as a forced liquidation.'>

Another less common premise states:

1.Value as an Assemblage of Assets. This is used
primarily when operations have not commenced,
and going concern, disposition or liquidation are
not appropriate premises of value.”

Premise becomes especially significant when the
Income and Market Approaches yield little or no value when
the company historically has weak profits or continued
expected losses. Then, the presumption of a going concern
Premise is tested against a liquidation Premise, which may
yield a higher calculation of value. If both premises yield a
negative value, then the appraiser must look to the
possibility that the company has little or no value.

This nuance introduces another implicit assumption in
business valuation: the concept of the highest value and
best use, borrowed from a well-established principle in real
property appraisals. This concept is included in the profes-
sional appraisal standards of leading appraisal organiza-
tions.” Thus, it is wise for the appraiser to refrain from
stipulating the valuation premise before commencing the
valuation engagement.

Continued on next page

CALIFORNIA ACCOUNTANT



Introduction to Business Valuation Concepts for CPAs

Continued from previous page
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Figure 2 shows the basic organization of valuation
methodology. Procedures are not included to avoid over
complicating the diagram.

The Capitalization of Excess Earnings Method is a
hybrid of the Income and Asset Approaches. Some
authorities assign this Method to the Asset Approach, while
others assign it to the Income Approach. Valuation is an
integrated discipline. Most Methods rely on the interaction
of more than one Approach.

Some Methods are mutually exclusive to others. For
example, within the Income Approach, the appraiser may
select the Capitalization of a Single Period Method, or the
Discounted (Multi-Period) Cash Flow Method. There are
guidelines as to which is appropriate. However, it would be
a gross technical error to use both of these Methods within
the Income Approach.

Standard of Value

The same asset can have different values to different
investors. This variable is addressed by defining the value
attributes. The definition (or standard) of value answers the

FALL

Questions
about selling
your practice?

Not sure of
your first step?

We can guide you through
the sales process and put your
mind at ease.

We have helped hundreds
of clients with the sale or
purchase of their businesses.

800-729-3242
WWwWw.prohorizons.com

Business
Sales,
Mergers and
Acquisitions

Valuations

Financing

Partner
Searches

L. ProHorizons

bl Hheammss i

Seminars

Figure 2 - Organization of Valuation Approaches and Methods
Source: Provident Valuation Professionals, Inc.

question, “Value to whom?” A competitor, a spouse, a dis-
interested investor?

The most common standards of value are:

Fair Market Value
Investment Value
Intrinsic Value

Fair Value

Choosing the standard of value has a significant impact on
the value conclusion, as each will require different
procedures, yielding different value indications, all based on
the same set of facts. Using the wrong definition of value
would likely result in the wrong value conclusion. The
standard of value should not be determined by the
appraiser and should be disclosed as such in the
engagement letter.

Continued on next page
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Introduction to Business Valuation Concepts for CPAs

Continued from previous page

Fair Market Value

Most common standard of value is Fair Market Value.
The most commonly cited authoritative definition is:

... the price at which the property would change hands
between a willing buyer and a willing seller when the
former is not under any compulsion to buy and the latter
is not under any compulsion to sell, both parties having
reasonable knowledge of the relevant facts. Court
decisions frequently state in addition that the hypothet-
ical buyer and seller are assumed to be able, as well as
willing, to trade and to be well informed about the
property and concerning the market for such property.™

Investment Value

Investment value is “the value to a particular investor
based on individual investment requirements and expecta-
tions.”™ For example, if an independent neighborhood
nursery would sell to anyone, the buyer is hypothetical and
fair market value would be the most appropriate standard
of value. Conversely, if the nursery sells to a national chain
that wishes to enter the local market, certain special
benefits through expectations of synergy inure to the
national chain, thus increasing the value to the chain over
the value to an independent buyer.

Intrinsic Value

Intrinsic value, involves a rigorous analysis of the
company’s “fundamentals,” typically in the context of
security analysis in determining the theoretical value of an
equity without consideration of a hypothetical or specific
investor. Thus, if a stock’s market value is below an analyst's
conclusion of intrinsic value, the stock would be considered
a "buy.” Conversely, the stock would be a “sell.”"”

Fair Value

The fair value standard has multiple meanings
depending on the context and the jurisdiction involved. For
example, in an accounting context, the standard is defined
by FASB 141 as:

The fair value of an asset (or liability) is the amount at
which that asset (or liability) could be bought (or incurred) or
sold (settled) in a current transaction between willing
parties, that is, other than a forced or liquidation sale.™

In a marital dissolution context, the standard is usually
defined by each jurisdiction, usually ignoring marketabili-
ty or minority interest discounts. In other cases, fair value
is defined nearly identically to fair market value. Thus, fair
value must be carefully understood by the appraiser in the
context and purpose with which the valuation assignment
is concerned.

10

A Subtle but Gommon Error in Using Fair Market Value

Fair market value is riddled with subtle but critical impli-
cations. For example, the implications of a hypothetical
buyer and seller are lost in some appraisal reports for
valuing a small business in contemplation of sale. It is
unlikely that the owner will sell a small business to anyone
but a buyer who is familiar with its operation, thus violating
the hypothetical nature of the participants which the Fair
Market Value standard requires.

Nonetheless, about 40% of demonstration reports for
small business valuations submitted to a credentialing orga-
nization’s quality review committee ignored this nuance.
Thus, the value conclusion was understated because these
appraisers used the inappropriate fair market value
standard.” The more appropriate standard for a small
business, especially a labor intensive “main street” business
in contemplation of a sale would be investment value,
where neither the seller nor buyer is hypothetical.
Depending on the synergies involved, the value conclusion
using investment value can be as much as 20% higher than
using fair market value.

The Valuation Date

The valuation date is the “specific point in time as of
which the valuator's opinion applies (also referred to as the
‘Effective Date’ or ‘Appraisal Date’).”"?® The valuation date
for business appraisal has significant implications beyond
the concept used in public accounting. For example, for
audited or reviewed financial statements, accounting
standards require significant subsequent events to be
disclosed, while valuation methodology generally requires
these events to be ignored.

Numerous cases of valuation disasters surround the
issue of valuation date, either because understandings were
not documented in engagement letters, or because misun-
derstandings were discovered during litigation. Entire cases
are lost on the inadmissibility of the expert’s appraisal report
because of erroneous valuation dates. Do not accept the
notion that valuation dates are “close enough for
government work."”

Eligibility of Data

One subtle factor sometimes gets overlooked
regarding the valuation date and the hypothetical
investor. Remember, Rev. Rul. 59-60 endows the hypo-
thetical investor with the presumption of prudence in
performing reasonable due diligence. The appraiser,
attempting to reconstruct this hypothetical transaction,
simulates the probable actions of the investor by a similar
degree of due diligence.

Further, the reconstruction of the hypothetical event
cannot consider subsequent events that are not reasonably
foreseeable by the investor at the valuation date. Thus,
when conducting economic and industry research or using

Continued on page 21
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Reap Big Rewards
as an SCA Member...
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Debit Left

By: Juan Vacancy

Credit Right

CPA: You know I'm not as stupid as I look.

Client: I certainly hope not.

From recent headlines:

“Martha goes to jail for lying”

Granted the Martha soap opera is not an accounting scandal
directly. However, Martha Stewart sold some ImClone stock after
she allegedly got inside information. As a consequence of lying,
Martha is now a resident of a Grey Bar Hotel. Fittingly, the
Alderson Federal Prison Camp in West Virginia has a cutesy name:
Camp Cupcake. Be sure to order your set of matching dishtowels
from the Sears/Kmart near you.

The point that I would make is that the vast majority of CPAs,
protected by faithful observance of the code of professional conduct,
will not ever suffer Martha’s fate. Ethically, CPAs are not permitted
to lie — not even if it is to the Internal Revenue Service. Lying is not
permitted under either the AICPA Standards of Tax Practice or the
U.S. Treasury Department’s new Circular 230. We all know the
drill. If the IRS agent asks the question, the CPA must provide a
truthful answer. If “the question” is not asked, we are not required
to answer. During an IRS audit, we all hope that the agent will keep
busy on routine matters and expend his or her time budget — before
asking “the question”.

12

“Audit misses $250 million in overstated revenue”

According to Times Wire Services, the Los Angeles-based TV
Guide publisher, Gemstar and its auditor, KPMG, each paid $10
million fines to the SEC without admitting or denying charges related
to significant revenue overstatements for the years 1999 to 2002.

“Audit Fees Double”

According to a syndicated article by Bloomberg News service,
the Sarbanes-Oxley Act of 2002 has doubled the audit fees paid by
major corporations. Under section 404, audit firms are prohibited
from auditing the internal control systems that their consultants
provided to the client. While one firm is auditing the corporate
financial statements, another firm is auditing for material
weaknesses in internal control. Corporate executives point out that
the new law has created only a slightly better environment for the
investing public. However “it’s a tremendous hit to our bottom line”
and “it’s a windfall for the accounting firms” complain corporate
executives. In determining what constitutes a material weakness,
“you’re somewhat at the mercy of the auditor’s opinion.”

Hans and his client Howie

Opver the years, I had many partners and colleagues — some were
exceptional professionals and some were just average. Some of my
colleagues would have made very worthy partners. Hans was the
great story teller. At lunch, Hans would put Sweet N Low in his
beer — because he did not like the taste of American beer. Hans
would often recount humorous tales about the trials and tribula-
tions of his entrepreneur client and retired fertilizer sales executive,
OI’ Howie Pharz from Mississippi. Lest I think that OI' Howie was
a made-up character, Hans announced that his friend from
Mississippi had an appointment with him that very afternoon. It

Continued on next page
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Continued from previous page

seemed that whenever OI' Howie got himself into a pickle
with IRS, Hans would go to the rescue — all without
having to lie.  Sure enough, Ol Howie came in to see
Hans about the status of his IRS audit. Hans announces
to Howie that his tax return had been accepted as filed.
Very smugly, Hans adds you know I'm not as stupid as I
look. Not to be out done, OI' Howie retorts I certainly
hope not. Years later, Hans tells me that O’ Howie had
gone to see his maker. He died I asked? Pronouncing quite
solemnly, I hope so, they buried him. Hans loved to have
the last word and wait for the laugh. For me, the toughest
choice was going back to work in the afternoon — or
investing in another beer or two. It seems that Hans
studied lots of Laurel & Hardy films during his university
days at USC. O

Confidential Letters to Editor Juan

Rather than to get on one of my soapboxes, | think that
it Is about time that | answered some of my mail.

"BG", a Southern California reader. “I was
catching-up on some delinquent reading when |
looked at a complementary issue of The Successful
California Accountant. Your column is a breath of fresh
air flowing into a very stuffy place inhabited by [self]
glorified bean counters. In the Spring, 2004 outing, you
discussed your disenchantment with the AICPA. | am
disgusted with AICPA and with CPA-ship in general....
Although | hold [another state] CPA certificate, | have
voluntarily not attempted to become licensed. | am
employed in the accounting field, and | stay quite
current with my CPE, although | have not done the
ethics hours. The big boys cause all the trouble and
make us little guys take ethics! Imagine that! | would
apply for SCA membership except that | would have to
become a “real” accountant and become known to the
rest of the bunch. I'm not ready to re-assume that role
just yet. Oh, and in my circles, that $3000 would be
better invested in Miller [rather than Budweiser]. Keep
up the good work and don't forget to Bearandgrinnit.”

JV: Muchas gracias, Senor!

"PB", another Southern California reader says that
C.PA. stands for “Can't Prove Anything.”

JV: Si, es verdad, Senor! Que es $250 milliones en
pesos?

“SY", a Nevada reader is attempting to pin me
down on my alumni affiliation.

JV: No, Senor! | was not a partner in that interna-
tional CPA firm with radio station call letters. [

FALL

<& ,
JAN BLACK 9,

g o

STATE FARM
INSURANCE

Certified Public Accountants
Individual Tax Services
Bookkeeping » Estate Tax Services
Partnership Tax Services
Corporate Financial Planning
Corporate Tax Services

JAN P BLACK, Agent Lic. #0548755
ALt - Lile - Healh - Home and Busingss
32150 Ywcaspa Boulevand

Yucaipa, Califormia 92380

1904 TH4-9000

WEATE FRER

>

LT

Aboul The Aulthor

Juan Vacancy

When | started with this magazine assignment, | told the
readership that | am writing under a Nom de Debit so that | can
freely express myself about the embarrassments to our
profession that, in recent years, we have unfortunately become

accustomed to reading in the business pages.  For my nom-
style, | have selected a moniker that cannot be found in the
“License Lookup” section of the CBA website.

| have been in the accounting profession a fair number of
years (more that 20 but less than 30). | have had a variety of
experience and have achieved most of my career goals in public
and private accounting. From my college days to the present,
the only aspiration that has escaped me is that of being a Big 8
partner in that big city office. That Big 8 phrase itself dates me.
| have been with all sizes of public accounting firms including my
own two-partner firm. | will not name names except to say that |
was never with the firm formerly known as Arthur Andersen.

Commentary is fair game — let me know what you think.
(Juan@gosca.com)
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By nature, finance professionals get so caught up in the
details of preparing financial statements that we are at
risk of forgetting “the big picture”—what do the numbers
mean and how do we use them to make better decisions?
When it comes to serving our clients to the best of our
abilities, our greatest challenge is identifying the “key
performance indicators (KPIs)” that will ensure successful
operation. A key performance indicator is a leverage
point—a fulcrum that drives other less important metrics.
For example, in the construction industry, we know that if a
business can control direct labor dollars and direct material
expenses, itis likely to have strong gross margins, which will
yield strong net margins, which, in turn, will yield strong
liquidity. To recognize the factors that drive business
success, we need to “know" the business in question inside
and out. How do we achieve such understanding?
Increased client contact is key, which means meeting with
the client more often than at "tax time.” After all, your
clients are relying on your domain knowledge and
expertise to help them reach their goals. Your first step in
analyzing your client’s potential for success is to
consider two metrics common to almost any
business, namely net operating margin
(net margin) and the growth of assets or
liabilities against growth of profits. In
terms of net margin, the number is
calculated as net profit before interest,
taxes, depreciation and amortization
(EBITDA), divided by sales. Essentially, the
ratio tells us how many cents of profit the
company is earning on each dollar of sale it
generates from operations. There are several reasons why
this ratio is important. First, the net margin clearly shows us
how successful managers are in watching costs against
sales. Second, the net operating income margin gives
managers great insight into how they can grow a company.
Typically, companies are most efficient (make the most
money) when they operate at different sales levels (or
relevant ranges). For example, pharmaceutical companies
need a high level of sales to be profitable. Consequently,
the manager’s job is to drive high sales during the earlier
stages of growth. Interestingly, bakeries tend to lose or
gain efficiency as they grow. From $0 to $1 million in sales,
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To recognize the
factors that drive business
success, we need to “know”
the business in question
inside and out.

By: Brian Hamilton

the average net operating profit margin of retail bakeries is
4.4 percent (according to the Robert Morris Associates
2001 survey). Companies between $1 million and $5 million
in sales earn a net margin of 7.8 percent. However, once the
companies grow to more than $10 million in sales, the
average net margin falls to 6 percent, and once they grow
to more than $25 million in sales, the net margin average
drops to 3.8 percent. This tells astute managers that they
need to plan expenditures accordingly as they grow their
business within these sales (or operating) ranges. By
reviewing the net margin, we can gain a general picture of
the sales level at which the company will be most efficient,
within certain industry categories. Finally, and most
importantly, there is no better long-term indicator of cash
flow than the operating income margin of a company.
While it is true that balance-sheet transactions have a major
effect on short-term cash flow, the net operating margin
indicates how much money the company generates from
operating from its core activities.

The growth of assets or liabilities against growth of
profits/sales series of metrics is a little more
difficult to calculate. As finance profession-
als, we need to remember that

managers only have a few resources at

their disposal—assets, people and

debt. These resources can only

generate two positive events: helping
a company increase either sales or
profits. It is therefore vital to carefully
watch how asset and debt levels are changing

in conjunction with sales and profit changes. Many times,
neither finance nor non-finance professionals monitor the
relationship between these items until it is too late. For
example, a direct relationship exists between assets and
return on assets (ROA) and return on equity (ROE). In order
to calculate this, you need to divide the percentage growth
in profits by the percentage change in the resource (either
assets or debt). This will show how a change in the
denominator (the bad thing) may drive a change in the
numerator (the good thing). The method can be applied to

Continued on next page
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monthly, quarterly, yearly or even multiple yearly data. For
example, Company X has a net profit before taxes of $100
in 2002. Its total asset base is $1,000. During 2003, net
profits grow to $125, a 25-percent increase. During 2003, its
asset base grows to $1,100, a 10-percent increase. By
dividing the increase in net profits (25 percent) by the
increase in assets (10 percent), we see that, for every dollar
we invested in assets, we returned $2.50 in net profits. The
point is to track how management decisions on using
resources affect profits over time. This type of analysis can
be used with any resource available to managers, whether
fixed assets, inventory or people. Be wary of one thing,
however: Sometimes the change in profits is the result of
something that did not happen in the denominator; the
two factors are not necessarily related. Basically, you need
to watch for both false positives and false negatives in
using this tool. Nevertheless, this technique is an easy way
to detect disturbing trends, where the company acquisition
of debt and/or assets is outstripping its growth in net
profits. As finance professionals, we need to guide
managers in making better decisions. This technique can
be used as a way to catch early negative trends before they
result in poor overall economic performance. O

Brian Hamilton
is the Chief Executive Officer and leader of the

management team for Sageworks, Inc. The company
develops financial software applications that aid CPAs and
accountants in communicating more effectively with their
business clients. The goal of these applications is to help
accountants provide truly value-added services to their
clients. Mr. Hamilton is a national guest lecturer and writer
in topics associated with the accounting industry. He is the
developer of the "FIND" TM technology (patent pending),
which is an artificial intelligence technology that converts
complex financial numbers into plain, concise language.
Many Fortune 500 companies have licensed the
technology including: Citibank, H&R Block, Wells Fargo,
and Intuit, as well as thousands of banks and accounting
firms across the United States, Canada, and United
Kingdom. For questions about this article only, Mr.
Hamilton can be reached at brian.hamilton@sage-
worksinc.com (919) 851-7474 (x501). Company website:
www.profitcents.com and www.sageworksinc.com

TurboTax & e-filing...
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PMAC's Service Includes:
No Up Front Capitalization. Tumkey Set Up.

Become a Certified Mortgage Affiliate (CMA) with PMAC and create a new revenue
stream for your business by providing mortgage banking services to your clients.

It's simple. We'll train you and assign a designated Sr. Loan Officer to support you
on how to originate, process and fund a home loan for your clients. You determine
your own profits by setting your own price from a wholesale mortgage rate sheet we
provide daily.

Call me for a demonstration and we'll show you why we're...
Simply a Better Home Loan.

) pmac

simply a better home loan™

Ed Wood

ewood@pmacloan.com

Serving all of California w/ Corporate Offices in West Covina, CA

WWW.prmacloan.com

Direct: 800 710 PMAC x129

© copyright PMAC 2004

On-line & in-person training at your office
or ours. Computer IT Support Included.

Loan Origination Dashboard Customized to
Your Needs.

Originate Loans When, Where and How You Want.
24/7 Access to Credit Reporting, Good Faith
Estimates, Pre-qualifications, Borrower, Real
Estate and Escrow Information.

Company-wide Instant Messengering, Voice Mail
Box & E-mail Account.

Access to Marketing Library.

PMAC Service Requirements:

Your Personal Computer with
Windows XP Professional Edition Installed.

Microsoft Outlook 2000 or Greater.
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our business is a lot like a big wooden barrel in an old

farmyard full of other barrels. Your barrel holds all of
your customers. The other barrels belong to your
competition. When a customer leaves, for whatever reason,
think of this as your barrel of business leaking - part of its
content is being drained.

What's important to understand, if you want to build
and sustain your business, is how you can prevent this from
occurring. Why spend countless hours of time, heaps of
money and plenty of precious energy marketing your
business, if new clients just slip out through holes after you
siphon them into your barrel?

There are two ways you can make your barrel's level
rise and not sink:

1. Put a hose in the barrel, in order to supply a constant
stream of fresh, new customers. This is known as client
acquisition.

2. Plug the cracks in your barrel before customers
begin slipping through. This is called client retention or
repeat business, and it can easily lead to referrals.
Better customer service and stronger relationships with
clients are maintained by businesses whose barrels stay
leak-free.

Let's look at the first method: Adding a hose or
constant stream of new customers to keep your barrel's
level from dropping. It's very expensive to build your
business this way, and many medium to smaller sized
companies cannot afford the advertising budgets or
additional skilled salespeople necessary to be successful
using this approach. As you know, you can eat up all your
profits so quickly with even one brief marketing campaign.

18

By: Kevin Lawrence, Business Coach

How to Build Your Business with R

And, that's why it's been said that it's five times as
expensive to bring in a new customer as it is to keep an
existing one happy. It's also ten times more fun and
fulfilling to take care of an existing client than it is to look
for a new one: How much do you enjoy searching for
clients?

The other way you can increase the level of your
barrel is by plugging its holes. Certain business' growth
systems create a protective layer of film within their barrel. As
a result, the barrel is insulated and its cracks are sealed.
Once these cracks are filled, price sensitivity amongst
customers tends to decline and competitors are left unable
to penetrate your barrel in their pursuit of new clientele.
Furthermore, a wonderful thing happens when you plug all
the leaks you possibly can: Your barrel starts to self-generate.

When customers are cared for and feel positive about
dealing with you, they will invite their friends, relatives,
neighbors, co-workers and others to come join them in
your barrel. This form of self-generation is called referrals -
my favourite way of building businesses! What's beautiful is
that it's effortless, it works, and it's really simple: Treat all
your existing clients, contacts, suppliers, prospects and
peers the right way - the way they expect to be treated -
and they will bring you success in the form of repeat
business, loyalty and new customers. If you are friendly and
sincere with your clients and take pride in doing the best
job possible, and if you experience happiness because you
have made other people happy, then you have truly added
value to your customers' experience. They will reward you
for this, because it truly is the little things that separate
successful people from the rest.

Continued on next page
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eferrals & Repeat Business

We design systems to help our clients properly insulate their
barrels. An effective strategy for building your business with repeat
and referred clients should contain:

1.

10.

A description of your "ultimate customer": You get what you
focus upon and if you don't focus - well, you get the picture.
We all know there are certain people and particular business
types we would rather deal with.

A description of your ideal strategic alliances (people or
businesses that you can share business with) and a strategy
for meeting and building mutually beneficial relationships
with these people.

Plan to C.A.R.E. for your clients:

Continuously stay in contact with them throughout the year
Appreciate your clients and their ongoing business

Remind them of all the services you provide and that you do
value their referrals

Educate your clients on different areas of tax and finance
that they can benefit from

A detailed outline of the step-by-step process you will rely
upon in order to effectively convert potential and new
customers into lifelong supporters and referrers.

A referral reward plan to show your appreciation to those
who give you referrals in order to encourage them to send
you even more customers in the future.

A plan to build and maintain your customer database so as
to ensure that it is current and effective.

A list of your personal and business goals for the next 1 to
5 years.

A time management strategy: How do you intend to spend
your time each week, reactively or pro-actively? If you're
reactive, you'll get other people's "stuff" done, but wonder
what happened to your day. On the other hand, if you're pro-
active, you'll set goals, prioritize activities, stick with your
plan, and look back upon your day with satisfaction and
tangible results.

A Year Planning Chart (YPC) that ties all activities outlined
above together on one sheet, so that, at a glance, you can
see everything you need to do as well as how far you have
come and have to go to reach your goals.

Your celebration plan: How will you reward yourself and your
staff once you reap the benefits of following your plans and
charted activities?

Our referral system can work for you in any way you like - your
imagination is all that limits its potential. But remember, any
successful plan has to be pre-defined and recorded, otherwise
human nature will take over and nothing will happen. O

FALL

Do You Need
Somebody to
Perform Your

PEER

REVIEW

System, Engagement
and Report Reviews

(previoushy known as On-Site
and Off-Site Reviews)

EXPERIENCED
More than 200 reviews complated

Member SCA AICPA CSCPA

I would welcome the
opportunity to discuss my peer
review services with you. 1f
vou have any questions,
please contact:

Howard M. Siegman, CPA
(310) 855-0505
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8 Aboul The Author

Kevin Lawrence

is a Business Coach & Speaker, who works
with Accountants & Entrepreneurs to help them
create their personal version of an "ldeal
Business" and achieve the balance, fulfillment
and other results they desire in an "Outrageous
Quality of Life".

To learn more about how Coach Kevin can
help you, or to book him to speak at your event,
or to subscribe to Kevin's free email newsletter,
visit: www.CoachKevin.com or call 604-313-2229
(1-877-564-6224 toll free in North America), or by
email to Inquire@CoachKevin.com

Create An Ideal Business & Outrageous Quality

Of Life — ©2004 SGI Synergy Group Inc. & Kevin
Lawrence
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Your association membership
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' FREE next-business-day delivery
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What you need.
What you need to know.

The Society of California Accountants (SCA) is a nonprofit, voluntary, profes-
sional organization representing California CPAs in public practice; management,
business and industry; education and government.

Membership in SCA provides a professional advantage by enabling CPAs to stay
current on rapidly changing technical, professional and management issues, improve the
quality of their work, and advance their careers. The value of membership has never been
greater and we are continually alert for new ways to help our members succeed.

SCA is a member-driven organization dedicated to:

e Increasing your technical knowledge, skills and abilities
e Keeping members current in their field of expertise
e Providing support, contacts and networking

"Every man owes a part of his time and money to the business or industry in
which he is engaged. No man has a moral right to withhold his support from an organi-
zation that is striving to improve conditions within his sphere." Theodore Roosevelt

Annual Accounting Conference
Three days filled with continuing education and exhibits. The Annual Accounting
Conference is a great time to network and learn from other industry professionals.

District Conferences
Seminars held throughout the state are designed to offer affordable, quality education.

SCA Website

The SCA website provides members with a wide range of resources, including referral
services, legislative updates and extensive networking resources. Visit the SCA website
at www.gosca.com

Representation/Liaisons
SCA has an active legislative program, legislative advocate, and a liaison with the
California Board of Accountancy.

Chapter Meetings
With chapters statewide, chapter meetings are held monthly and feature guest speakers
and informative programs. Usually eligible for CE.

Business & Professional Services

SCA provides a fully staffed Executive Office which is available to answer questions or to
provide up-to-date referrals concerning legislation, educational opportunities or other issues
concerning membership.

Successful California Accountant
Quarterly publication. The Premier Resource for the Independent California CPA.

 Quickfinder Publications — Discounts on Quickfinder Publications

e Spidell California Taxletter — Discount on Spidell Taxletter
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e NEW! Saddleback Valley Tax Services — Discounts on electronic filing
e NEW! Health Care Advisor — 10% Subscription Discount

For more information on these membership benefit programs, contact
Society of California Accountants at (707) 578-2070 or by email at info@gosca.com




Introduction to Business Valuation Concepts for CPAs
Continued from page 10

comparative industry financial data, the appraiser must be
certain that the data is not published after the valuation
date, lest it be disqualified as ineligible for use in the
valuation analysis under the hypothetical buyer standard of
Rev. Rul. 59-60.

For example, if the valuation date is December 31st, the
appraiser may be tempted to use fourth quarter economic
information for assessing economic conditions. However,
the fourth quarter economic reports are not usually
published before the following April. Thus, if the appraiser
matches the December 31st valuation date with the fourth
quarter economic research, it would be ineligible for
inclusion in the report. Perhaps the most current economic
data available at the valuation date would be the third
quarter, perhaps published in late December, which would
be eligible at the valuation date, December 31st.

Controversy continues over the validity of using the
December 31st financial statements based on the same line
of reasoning. However, protagonists for ineligibility offer
two justifications: the financial statement data could have
reasonably been made available by December 31st, as most
of the transactions could have been accessible in rough
form, and the general idea is to avoid a “slippery slope,”
where the possibility of subsequent information would enter
into the analysis by gradual increments. This is still a con-
troversial area, but the basic limitations should be followed
when possible. The general standard on eligibility of data is
whether the information “would have been known on the
valuation date by a reasonably informed person.”?

The Valuation Purpose

The Purpose of the valuation is clearly another variable
which sets the direction and defines many of the processes
which will be used to perform the appraisal. The same
subject company with the same valuation date will be
valued differently depending on the Purpose.

For example, if the Purpose is to value a non-
marketable minority interest for estate tax purposes, the
valuation procedures are specific to that Purpose, yielding a
specific result. Then, there are regulatory requirements that
influence the valuation process. The valuations of ESOPs
are generally more involved because of additional require-
ments imposed by the Department of Labor.

Because the purpose has a dominant impact on the
valuation process and the valuation result, a single valuation
cannot serve more than one Purpose.

Recasting the Financial Statements

Though rarely done in public accounting, recasting the
historical financials must be considered in business
valuation. If the historical financials are prepared on
OCBOA, they must first be recast to GAAP, tax adjusted,
using the corporation’s effective tax rate.”

FALL 2004

If appropriate, the GAAP-adjusted historical trend
income statements are adjusted for excess, discretionary,
non-operating, personal, non-recurring or understated
expenses. This process is called “normalizing” the
financials. The normalization adjustments are tax-adjusted,
as were the GAAP adjustments. Then the balance sheet at
the valuation date is normalized for excess, deficient, non-
operating or unrecorded assets and liabilities, both tangible
and intangible. Working capital is assessed for adequacy,
sometimes using the familiar “Bardahl” formula, and
adjusted as necessary.

If the equity interest being valued is a controlling
interest and has the legal authority to hypothetically
implement the adjustments, then normalization
adjustments are appropriate. In some cases, a minority
interest may have the authority to impose limited changes,
such as in a suppressed stockholder action. Only those nor-
malization adjustments, which are legally possible, should
be included in the appraiser's analysis. The result is a
normalized controlling interest net income stream. Care
must be taken to avoid double counting the controlling
interest characteristic by mismatching the capitalization rate
or later applying a control premium, for example.

It is from these normalized financial statements that the
projections are used for converting the normalized net
income into net cash flow, after which the result is either
capitalized in the single period method or discounted in a
multi-period method under the Income Approach. It would
be a gross technical error to ignore the normalization
process altogether.?

Connectivity in the Assessment of Risk

If the basic procedures have been properly followed,
the math checked, the calculations checked for matching
variables, a problem in many appraisal reports is the weak
connection between the research and the support for the
risk-affected judgmental decisions. The author refers to this
characteristic as “connectivity.”

For example, once the economic studies have been
performed, does that section of the report conclude in a risk
assessment for the subject company? Once the industry
research has been performed, does the appraiser conclude
in an assessment of the risk the industry imposes on the
subject company? After the appraiser drudges through
pages of analysis on the financial statements, shows
comparative trends and exhaustive comparisons of ratio
analysis, does the report conclude in an assessment of
these findings as to risk of the company and a basis for
projecting growth in the cash flow stream?

Much analysis and careful research are usually present in
many reports, but sometimes these sections appear to be cut
and paste exercises, either from internet research sources,
“canned” analyses prepared by appraisal organizations or
sections endlessly copied from previously prepared appraisal
reports. This connectivity provides the support required to
render the conclusion credible.

Continued page 25
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SCA is a professional organization that provides interaction among its' members and other successiul
CPAs to meet the challenges of their practices.
SCA, by design, is dedicated to exclusively serving the challenging needs of the Independent California

Code of Ethics

In accordance with the Society's
purpose to develop, improve and
extend the highest ethical
slandards in the independent
practice of the profession of
Certified Public Accountancy
within the Slate of California:

A member of the Society of
California Accountants shall
comply with the provisions of
the Califomia Accountancy Act
and the rules of the California
Board of Accountancy, and

A5 condition of membership,
shall be bound by this Code
of Ethics and by the Rules of
Professional Conduct as
promulgated by the Board of
Directors of the Society of
California Accountanis.

Take

SOCIETY QF
CALIFORMIA
ACCOUNTANTS

a Closer Look

www.GoSCA.com

“Partners in Your Future"




SCA Publication Order Form

Shipping Information
(Fublicationa will e shipped FedEx Ground, please provide phiveisal address)

‘SCA MEMEER | NON MEMBER NOD. OF TOTAL
. PRICE PRICE COPIES
2004 U.5. MASTER TAX GUIDE contains tmely and precses Membars Sava 18%
explanalion of federal income 1Rxas far indviduals, partnarships, Save 36% OH Off Cover
corporalions, esbales and rusts, as well 82 new rubes estabishad by Cover
ke court decmions and the IRS. Significan! new tax developments
are cormeeniently highlighted and concisely explained foe quick 23800 24900
referenoa and understanding
2004 GUIDEBOOK TO CALIFORNIA TAXES This practical Members Save 18%
resource includes a guide o the preparation of Calfomia perscnal Save 3IT% Off Cover
income tax rebums=far resikdents. non-residents, and pari-year O Cover
resigants 33300 343 00
IMCOME TAX & FINAMCIAL PLANNING QUICKFINDER Membars Save 105
HAMDBOOK covers all aspecis of prepanng 1040 returmn Sawe 20% OFf OHff Covar
incluging separats 1ebs on: Sch. ASB, Sch. E. Form 4757, Sch Covar
CA&F, Bch SE, Form 4562, Sch. D, Form 2106
iOrder Deadling: November 24™ ) 334 75 $38.70
SMALL BUSIMESS QUICEFINDER HANDEDQHK Use 1o
prepare retums for: Parnerships — Payroll, C-Corporations - Membars Save 10%
LLG's, S-Carporations = LLP's, Fiducianes = Exempt, Gift & Sawve 20% Off Off Cover
Estates Crganszations. Other tabs mcude: Depreciation, Cover
Accaunting Principles, Slarding a New Business, Acquisilions &
Ciapositians, Tax Credils. and Tax Flanning. 334 25 33470
{Grder Deadline: Movamber 24™.)
THE PENSION ANSWER BDOK — By: Stephan J. Krags bars
Far mare than two decades, professionals have baen turmng to ;:-T 0% f;vg:f:h;
The Pension &nswer Book for fast, authoriative information on Off Caver
the rmaze of lvws and regulations, privade rulngs, and court -
decisions refating bo pensions,
iCrder Deadiine: Movember 24™.) #140.00 #170.00
Subtotal 1
& Member prices are anly available o members of the Society of Califomia
Accouniants. Shipping & Handling
s Faxorders are sccapled wilh Visa, MasienZard, Armex of Discover 1 Bank - add §5.00
pEymEnt only Fax to TOT-5TH-4406 2 - 4 Boaks - aod £7.50
= (Drders will bagin shipping in January 5 - & Books - add T9.00
Mail your order form and payment to: Ly v S i Yo
SIS, E&EMIUB Oiffice pay & Subtolal 2 - mcude Erpping & Handing
PO Box 2115 Sales Tax (Spping & Fanding mxatie)
Santa Rosa, CA 95405 Outmide Soroma County Tax 7.28%
Fhane: {(TOT) STE-2070 Fax: {TOT) 573-4406 Senoma Coury Tax 750
. TOTAL
‘l[ha urffanﬁ;mba;ifht:ean ramber & non-membsar price may ba applad B T Encioasd:
el O Cheeck O MCardViza O AMEX O DISC

Account ¥

Exp. Date & 3 digitcode jon kack of card)

Mame on Card

Company (if company s mailing addrss boiow)

Authorized Signature

Email

Far Office Use CGnly




Introduction to Business Valuation Concepts for CPAs
Continued from page 21

Conclusion

CPAs should not be dismayed by the seeming lack of
precision in the appraisal profession. It is not a science of
sums certain, as is the accounting profession. After all,
the value conclusion depends on the judgment of the
appraiser in the selection of key variables through a series
of “decision gates” along an unbroken supportable line
of reasoning, finally arriving at the destination of an
estimate of value. The process is tempered by common
sense and guided by a convergence of a body of
generally accepted valuation methodology and theory.

Thus, the field is both art and science, dynamically
invoking its presence with other professional financial
disciplines. Savvy CPAs are informing their clients about
the demise of the “Rule of Thumb” mentality, the
dangers of substandard internet valuation mills, and the
emergence of the professional appraisal community. This
article is to provide a better understanding of the
valuation process, the variables and judgments involved
in determining business value, and a general guideline
for CPAs to calibrate the quality of valuation reports as an
expansion of their role to the clients they serve. O
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Starting a Business
Choosing the Right Business Entity

By: Bill Staley

hould a new business incorporate? The key question is whether the business is
likely to generate claims against the business owner. Tax issues are secondary.

But no business entity will protect the owner from liability for the owner’s
wrongful actions.

To decide whether to incorporate, first identify the liabilities that are
reasonably likely in this business. It will help to discuss this with a liability
insurance agent who is familiar with this line of business.

There are several ways that a business owner can be exposed to “strict
liability,” which can be imposed even if the owner does nothing wrong. Both the
employer and the employee are liable for claims that are caused by the employee’s
actions in the course of employment. Partners in general partnerships (and general
partners in limited partnerships) are liable for all claims against the partnership.
Generally, everyone in the chain of distribution of a defective product shares
liability for an injury caused by the defect. Also, all record owners of contaminat-
ed real property share the duty to remediate the property.

If a liability insurance policy covers a claim, the insurer will pay for attorneys
to settle or litigate the claim, and will pay the covered claim, subject to deductible
and coverage limits.

Is the liability exposure minimal? If so, the owners can avoid complexity. If
not, can likely claims be covered by insurance? Are the premiums and deductibles
manageable? Are the coverage limits high enough? If the answers are “Yes,” then
keep it simple. For one business owner, a “sole proprietorship” can be used and no
business entity is necessary. For more than one owner, a “general partnership” is
the least complex form.

If adequate liability insurance is not available or affordable, the owner should
consider incorporating. A “limited liability company” (“LLC”) is ideal for many
businesses. It provides protection from liability for the owners (if it is organized
and operated properly) and avoids the tax problems of corporations. But it is
subject to a California tax (up to $11,700) on its total receipts that applies even in
years in which it has a net loss.

Before there were LLCs, a “limited partnership” with a corporation as the
general partner was a common structure. Now this structure is most useful in states
that tax LLCs like corporations.

Businesses that are licensed under the California Business and Professions
Code (which include most licensed businesses) cannot use a limited liability
company. Partnerships of accountants, attorneys and architects can use registered
limited liability partnerships (“LLPs”) to limit the liabilities of partners.

Continued on next page
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Continued from previous page

What if the business needs to incorporate but can’t use 7 J ; Ae ﬂ MM

an LLC or an LLP? The last resort is a corporation. There are
two kinds for tax purposes. If it will probably be sold for much

more than the owners invested in it and all of the shareholders Bill Staley
are eligible to hold shares of an “S corporation,” that type of .
corporation will provide limited liability and avoid a double tax. B_'” Staley (818  936-3490 vyww.staleylaw.com)
practices tax, business and nonprofit law in Woodland
If the business will offer its shares to the public or the Hills. He is a frequent speaker on choice of entity and
owners never expect to sell it for much more than they invest in other business tax topics and is a past chair of the
it, a “C corporation” will serve the business owners’ purposes. Taxation Section of the Los Angeles County Bar
S corporations that fail to meet eligibility rules become C Association.

corporations. This is one of several reasons why the LLC is
preferred over the S corporation. O
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325,000, That's how much a typical accounting firm spends managing paper each year. And that
doesn't take into account the time wasted filing, copying, faxing, and addressing. You know you
should congider paperiess oplions, but how do you get staried?
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FileCabingl Solution |s the digital document sysiem designed
specifically for sccountants, already in use in more than 10,000
firms, It works with virually any Windows®-based software, and
provides an imtuitive, organized filing structure. FiteCabinet
Solution can help yvou reduce the stranglehold paper has on
your practice, and save you 325,000 or mora!
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