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Bifurcating Enterprise and Personal Goodwill

JOHN E. BARRETT, JR., CPA, ABV, CVA, MST, MBA

Famiiy courts are increasingly looking to bifur
cate the intangible value of a closely held busi-
ness, for marital dissolution purposes. To facili-
tate this resulf, the courts are reguiring the busi-
ness appraiser to distinguish between enterprise
goodwill {or more appropriately enterprise intan-
gible value} and personal goodwill! In each ‘of
these cases, a state appellate court remanded the
cases back to the lower court to differentiate the
established intangible value, which had previ-
ously been determined, between enterprise intan-
gible value and personal goodwill. Many jurisdic-
tions consider only the enterprise intangible value
as part of the marital estate, with the personal
goodwill treatedd as a nonmarital asset. Often
states indicate that personal goodwill is an entre-
prenearial skill to be considered for spousal
maintenance and child support purposes, but not
a property right subject to division. Of course, this
determination varies on a state-by-state basis.

SOME BASIC DEFINITIONS

The process of bifurcating the intangible value
of a business or professional practice between en-
terprise intangible value and personal goodwill
can be a difficult task. Perhaps a good starting
point toward completing this task is to review

some definitions of intangible assets and good-
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will. The International Glossary of Business Valuation
Terms defines “intangible assets” as “non-physical
assets (such as franchises, trademarks, copyrights,
goodwill, equities, mineral rights, securities, and
contracts as distinguished from physical assets)
that grant rights, privileges, and have economic
benefits for the owner.”? We can determine from
this definition that goodwill is only one possible
component of intangible assets that might existin
a specific business. Other intangible assets that
often exist in a business, based on a going con-
cern premise, include name recognition, customer
loyalty or reétention, location, a trained workforce
in place, and operating systems. The International
Glossary of Business Valuption Terms defines “good-
will” as “that intangible asset arising as a result
of name, reputation, customer lovalty, location,
products, and similar factors not separately iden-
tified.”* This would indicate that goodwill is of-
ten used as a catchall when intangible assets are
not separately identified and valued.

In his book Valuing & Business, Shannon Pratt
states, “The criterion as to whether goodwill ex-
ists usually is the ability to earn a rate of retum in
excess of a normal rate of return on the net assets

Jolm E. Barrett, Jr., CPA, ABYV, CVA, MST, MBA,
is the principal at Barreit Valuation Services, Inc.,
Cranston, R1 John is Chatr of the RI Society of CPAs
Busingss Valuation Conmittee.
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af a business, after reasonable compensation fo
pperating personnel.™ This definition could prob-
ably be expanded to include all the intangible
assets of the business. Mr. Praft also states,
“Plersonal goodwill may be described as the in-
tangible value attributable solely to the efforts of
or repufation of an owner spouse of the busi-
ness.”® He further states that institutional or prac-
fice goodwill {enterprise intangible value) “may
be described as the intangible value that would
continue to inure to the business without the pres-
ence of that specific owner spouse.”™ In other
words, enterprise intangible value focuses on the
intangible value of the business that would con-
tinue should the current owner spouse be re-
placed with either a replacement employee or a
new owner employee,
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Enterprise infangible value focuses on
value that would continue should the
owner spouse be replaced.

TRANSFERABILITY OF GOODWILL

Enterprise intangible value is generally trans-
ferable subject to the usual difficulties embedded
in selling or transferring an interest in a closely
held business. Therefore, the market approach to
valuation can be a strong indicator as to the enter-
prise intangible value of the business. This is
commonly demonstrated when a business is sold
to a financial buyer. New ownership may or may
not be interested in retaining the current owner/
employee. It is quite common for a buyer of a
closely held business to intend to directly manage
the newly acquired business. If the continued ser-
vices of the owner are not needed, this would in-
dicate there is little or no personal goodwill. Any
intangible value would be attributable to the busi-
ness and represent enterprise intangible value. In
a marital dissolution case, an.actual sale is usu-
ally not contemplated. If it is reasonable to as-
sume that a hypothetical buyer either could or
would replace the owner spouse with comparable
managemend, however, then little or no intangible
vaiue should be allocated to personal goodwill.

Personal goodwill also has some degree of lim-
ited transferability with proper effort and coop-
eration by both a willing buyer and a willing
seller of a business. In this context, often what is

actually transferable is not personal goodwill
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Rather, what is transferred is the opportunity of-
fered by the seiler to the buyer to forge similar re-
lationships with the business’ existing customer
base. The transferability of intangible value
would be a strong indicator that the intangible
value is more likely to inure to the business itself
and represent enterprise intangible value rather
than be attributable to a specific individual, Once
a sales transaction has been consummated and
possibly 2 transitional phase completed, the ser-
vices of the seiler may not be required or desired.
If the seller does remain with the business, his or
her role is often dramatically altered.

BIFURCATION FACTORS

In attempting to bifurcate the overall intangible
value of a closely held business or professional
practice between enterprise intangible value and
personal goodwill, there are a number of factors
that should be addressed. These factors should be
considered on a case-by-case basis and will vary
based on the applicable fact pattern. Factors that
would be indicative of enterprise intangible value
would inctude, but not be limited tu, such ele-
menis as: {1) name recognifion; (2} location; (3)
computer systems; (4) operating procedures; (3) a
trained and assembled workforce; and {6} an ex-
isting customer base.” Factors to review in consid-
ering personal goodwill would include the busi-
ness spouse’s: (1) age; (2) health; (3} past earning
power; {4) reputation and business skills; (3} tech-
nical skills; and {6) past success.

Standard of Value

The next step in completing the process of allo-
cating intangible value between enterprise intan-
gible value and perscnal goodwill is to review the
applicable standard of value utilized. The major-
ity of family courts apply a fair market value stan-
dard or some variation of that standard, depend-
ing.on state law. Revenue Ruling 59-60 defines
faiy market value as, “[Tihe 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.”

Premise of Value

In addition to the standard of value, the ap-
praiser must also consider the premise of value.
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The going concern premise of value is the value of
a business in continued use. This is often the
appropriate premise of value in a marital dissolu-
tion case. The appraiser will frequently base valu-
ation assumptions on existing management
continuing in the business. This is often the case,
even when a sale is contemplated and the poten-
tial new owner plans to replace the existing
owner in managing the business. There is fre-
quently either a stated or an implied assumption
that replacement management of equal or similar
capabilities could be substituted for the existing
management. This assumption would tend te be
correct in situations in which many potential buy-
ers of the business would have the needed skills
to operate the business successfully on an on-go-
ing basis.

Unique Factors

Normally, many of the unique factors that
might indicate the presence of personal goodwill
should be accounted for in determining an esti-
mate of fair market value. For instance, qualitative
factors dealing with such issues as thinness of
management, concentration of sales, or other fac-
tors that might tend to indicate that the business

is overly reliant on one or a few individuals must .

be taken into account in developing an estimate of
value. An income based approach would consider
such factors through normalization adjustments
to the earnings stream (owner's compensation}
and the increased measure of risk through devel-
opment of an appropriate discount rate or capi-
talization rate. A market based approach would
consider such factors through adjustments to the
multiples applied. An asset based approach
would corsider such factors through actually
identifying and valuing specific intangible assets.

The fair market value standard, based on a
going concern prermise, would indicate a transfer-
able value of the subject business. This would rep~
resent the price that a willing buyer would pay a
willing seller, with full knowledge of any reliance
that the business would have on the seller. In
terms of marital dissolution, any risk associated
with the business’ reliance on a specific indi-
vidual should be factored into the overail estimate
of value of the business. The development of an
estimate of fair market value essentially adjusts
for any such defect.

As previously mentioned, enterprise intangible
value focuses on the intangible value of the busi-

ness that would continue should the current
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owner spouse exit the business. This assumes, of
course, that competent or at least similar manage-
ment is brought in to replace the existing owner
spouse. Whether the services of the current owner
spouse would be desired would be part of the ne-
gotiating process, but separate and apart from the
value of the business. Such negotiations would re-
sult in an employment contract. Therefore, the fair
market value standard, based on a going concern
premise, would primarily represent enterprise in-
tangible value, except for any amount allocated to
a noncompete agreement.

HYPOTHETICAL NONCOMPETE
AGREEMENT

The business valuation process, in marital dis-

solution cases, also may require the business ap-

praiser to value not only a hypothetical sales
transaction but also a hypothetical noncompete
agreement, as if a sale were to take place. The
noncompete agreement is not a value in addition
to the value of the business, but rather an allo-
cable portion of the overall value of the business.
That is to say, if the business were valued at
$500,000, a buyer would not pay $300,000 plus
the value assigned to the noncompete agreement.
Rather, the value assigned to the noncompete
agreement would be included in the $500,000. To
determine the value of a noncompete agreement,
the appraiser must first value the business. Then
the appraiser must estimate future cash flows that
would be lost to the seller should the seller com-
pete. Next, the appraiser must consider the prob-
ability that the seller would compete. This analy-
sis would be applied over the estimated life of the
hypothetical noncompefe agreement and present
valued to today’s dollars.®

Various states have formed differing opmmns
as to whether a noncompete agreement should
be considered a marital asset. Several take the po-
sition that the noncompete agreement is not a
marital asset because it restricts the postmarital
activity of the owner spouse. A few states have

ruled that the noncompete agreement is a marital

asset. This is based, in part, on the conclusion
that the noncompete agreement is signed in con-
junction with the sale of a business and repre-
sents the goodwill of the business.

Noncompete agreements are usually time spe-
cific and geographic specific. Normally, a prudent
business advisor would not advise that a prospec-

tive buyer camplete a purchase transaction with-
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out a noncompete agreement in place. This is to
ensure that the buyer gets what the buyer sees. Ba-
sically, the noncompete agreement is an implied
warranty that would have no value but for the
sale of the business. This would tend to support
the conclusion that the noncompete agreement
simply represents a portion of the enterprise in-
tangible value.

To determine the value of a hypothetical
noncompete agreement, the appraiser must
first value the business.

The definition of intangible value was dis-
cussed previously in this article. Intangible value
was defined, in part, as having economic benefits
for the owner. Therefore, to exist, intangible value
must have some foundation in terms of economic
benefits. A noncompete agreement, in and of itself,
does not provide an ecenomic benefit. Rather it
functions as a form of protection to the prospec-
tive buyer. A noncompete agreement would not be
sold or transferred independent of a sale of a busi-
ness. It has relevance only in terms of a sales
transaction. As such, any value assigned fto a
noncompete agreement would represent an allo-
cable portion of the overall enterprise intangible
value. Certainly the noncompete agreement places
restrictions on the seller. These restrictions, how-
ever, apply only in a limited geographic and a
limited time specific manner. The seller can gener-
ally apply his or her specific abilities outside of
that timited scope.
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SUMMARY

Family courts are increasingly looking to the
business appraiser to distinguish the components
of intangible value in a closely held business or
professional practice. The appraiser should keep
this in mind and review applicable state law with
attorneys before beginning an engagement. The
business appraiser may also be called on to value
a hypothetical noncompete agreement in a marital
dissolution case. The appraiser should be pre-
pared to meet these tasks.
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