Feature Article

By Donald John Miod
CPA, ABV, CVA, CBA

ReasonableCompensation
andReplacementCompensation

as Used in Business Valuations for Marital
Dissolutions Purposes

n the world of business valuations, Examples of some of the formulas whichthe IRS would declare as a dividend.
one of the elements in determin-require a figure for reasonable/replace-Absent the Internal Revenue Service

ing the value of a business is theMent compensation are: and its issues, a business owner who
application of a concept dealing _ gets paid all the income from a busi-
with the compensation for the person or An excess eamings method ness, after expenses, is reasonable,

. . . . e A italization of earnings method if iti
persons running a business. This article capitalization of earning even if itis a lot of money. Just ask the

I . . In r ific rul f thum i
will discuss the terminology used in the dustry specific rules of thumb  owner. He or she will tell you that the

. . ) * Others i
business valuation arena and will explore 3moNunt ',Sf reasonkatt;]Ie for what the%/
the elements necessary to determine the _ 0. Now, If you ask the same owner |
figures which would be placed in the Réasonable Compensation he could hire someone to replace him-
appropriate slot in the valuation formuIaT self what would he pay for the right to

¢ blo/renl ) nsati he term “reasonable compensation’gperate as an absentee owner, he will
or reasonable/replacement compensalion, 55 jts derivation in tax law. Experts in probably give a different figure. Now

business valuations have known forwe begin knocking on the door which
Valuation Formulas years that the figure used for reasonablwil| reveal the artwork depicting the

compensation may have little to doreal issue at hand.
The value of a business is inherentlyyith whether the amount is “reason-
dependent upon its income. Valuationgple” or not. As discussed below, there is a trend
experts analyze many of the aspects of a in the industry of business valua-
business to give their opinion and ultimatejn tax law, the term was really usedtions to use different terminology
conclusion so the courts can properly;o describe something that was notwhich would help clarify the actual
charge the person who receives the busiqnreasonable.” If something was not meaning in the context of a business
ness in a property division. unreasonable, it would therefore bevaluation especially as it relates to

reasonableFor example, a corpora- family law. What the appraiser is
There are a number of methods which argjon may be examined by the Internalreally after is the amount of money
used to determine the value of a businesRevenue Service to determine if thewhich would be necessary to pay to
Some of those methods involve exam-salaries paid to its officer/shareholdersreplace the owner of a business for
ining earnings available to a potentialincluded disguised dividends. Divi- the services they render.
hypothetical buyer after he or shedends, as you probably know, are no
receives a fair dollar for running the deductible to a corporation for income
business. Earnings available, beyondax purposes. The “unreasonable”
compensation appropriate for runningportion of an amount paid, as deter-The business valuation profession has
the business, has value and the expertsined by the Internal Revenue Service used a number of different terms to
know how to turn that into a businessto an officer/shareholder for the describe the value associated with the
value dollar figure. services rendered would be the amounline item “reasonable compensation”

Terminology
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used in the valuation formula. Some ofest level of services necessary for thedata which is further away from the

the different terms are: position. For example, a current jobsubject company than the appraiser
description for the position of CEO may would like. Such adjustments should

* Replacement compensation include the duties of customer relationsincorporate elements that the appraiser
» Fair value of owner’s services which require a degree in engineeringfeels would bring more distant data in
» Value of owner’s services for a highly technical arealhe job line with a local environment.
» Owner’s replacement compensationresponsibilities may also include respon-
+ Operator compensation sibility for purchasing office supplies Company character and conditioBize,
» Cost to replace operator for the company. The highest level of ser-industry, location, competitive standing,
» Others vices, in this case an engineering degre¢and operating results and history are key

) is the level data should be gathered forelements in the make up of a company’s
Regardless of the terminology used, th¢ ggser job functions, such as purchasinicharacter and condition. Industry and
real meaning that the appraiser is tryingqgrice supplies, could be performed, orlocation have been discussed above but
to convey is the cost to replace the ownei.q 4 be delegated by the person at thare clearly woven into the character of

This could be the average salaried PErsopigher level. a company.
or a similarly situated professional. For
purposes of SlmpIICIty, | will use the The size of a company, usua”y mea-

to The industry in which the business oper:

atesAn understanding of the industry

in which the business operates helps ti

understand the many unique character
! i istics associated with a particular busines
Considerations and how it compensates its employees
Some industries are cyclical in nature.
What may be happening within an indus-
try at any point in time would be a factor
in determining how and how much a
person is compensated.

term “replacement compensation”
convey the above concept.

sured by a total sales yardstick, will

have an effect on its ability to pay its

employees—the larger the company, the
Replacement Compensation greater its ability to pay.

The competitive standing of a company

can have an effect on what it has to pay
to get a particular job done. Generally, if

competition among like-sized compa-

nies exists, uniform levels of salaries

tend to prevail. Large market share com-
1. Employee’s role/job description d<panies, on the other hand, tend to pay

in the company Some mdustrles_ have different metho higher salaries because competition
of compensation. Some use stock

In order to properly evaluate the
compensation for any particular valua-
tion, it is necessary to consider the
following areas:

2. Industry in which the business ' | ; enters the marketplace. Smaller compa-
operates options, for example, as a major part of;o sometimes have to pay large

3. Location of the business a compensation package. Some Us, . nts 1 steal away knowledgeable

4. Company character and conditionPonus programs to form an incentive forpeople, thus driving up prices.

5. External compensation comparisonProductivity.

6. Company compensation program Operating results can affect salaries.

7. Qualifications necessary to per- Location of the businesQuality of life  In tough times companies tend to pay

form the services of the specific job issues, cost of living in a particular area,less than in highly profitable times.
assigned. and geographic proximity to commerce This factor should be integrated with
are factors causing a disparity in com-an understanding of industry cycles as
Employee’s role/job description in the pensation. Aperson located in Idyllwild, described above.
companyProbably the most fundamen- California, for example, performing the
tal element in the search for replace-same function as a person running (External Compensation Comparison.
ment compensation is the job descriptiorbusiness in Beverly Hills, California, Comparing compensation of similarly
of the position. This is the first step in thewill probably receive a different com- positioned companies is another key
search for replacement compensationpensation package. Housing costs alonfactor in determining replacement com-
The job description should include all of are a big factor in deciding how much apensation. In order for a company to be
the functions necessary to perform thecompany has to pay to obtain its employ-comparable, it must be meaningful and
tasks at hand for the subject. It should alsiees. The Silicon Valley is a prime exam-relevant. The comparable does not have
include the educational background ancple of this compensation-related factor.to be perfect. As a matter of fact, the only
work history for the person currently true perfect comparison of a company is
employed. Obtaining data for replacement com-the company itself. Comparing a com-
pensation for the area closest to thepany to itself, while eliminating criti-
The search for replacement compensatiolocation of the business is important.cism of the limitations in a comparable,
should capture the functions at the high-Adjustments may need to be made foidoes not accomplish the task at hand.
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This part of doing a compensation studyCompany compensation prograander- ~ Summary
has become less difficult than in yearsstanding what financial arrangements
gone by. Access to studies via the inter-are between partners in a company caAn analysis of replacement compensation
net has made life easier in obtainingbe yet another key factor. Base salarieinvolves a proper understanding and
information. Studies are what they are.with bonuses based on profit can be aconsideration of not only the job functions
They do not represent statistical accuracyindicator that base levels are replacenecessary of the position evaluated but the
This does not preclude reaching a conment levels. It depends on the facts another characteristics associated with
clusion on what someone should or couldcircumstances in each case. The prograthe company, its location, its compar-
be paid. The compensation analysisshould be examined for consistency in it:ability, and the industry in which it
should be coupled with an understandingapplication. operates. The evaluator should employ
of the source of information used by the techniques and methods to data ob-
Ztuu:g/tii;%?tg]zr i\tl\gmst?r?tﬂgaslltuyd?d the Qualifications necessary to perform thet@ined so that the conclusion derived
services of the specific job assigriete represents information as close to the

TP ; locale of the subject as possiblél
Placement companies (aka headhunters S?rhe]lcta:lﬁrlstig:sh?\epgcrjs?on tr:: rtt)?grk“enng |tnhti
can serve as another useful source o . X
) . hose necessary to perform the job functio
information. .
and those which are unnecessary. For exar

Experience in assisting companies inPle, a partner run.nlng{?ICPAflr_m may haWdepartment. In addition to advising a host of
their financial affairs can be an excel- & dégree in engineering. While this may, -2 international clientele, Donald
lent source of meaningful relevant be part of the perspn’s resume, it may ”F’t boversees all aspects of the companys’ accounting
data. CPAs who counsel companieshecessary for the10b.WhaF Is required is A ices and operations. His vast background
and prepare financial statements andiccounting degree and a license as a Cerin . qes developing leading proprietary asset
tax returns are usually familiar with a fied public accountant. models, several professional certifications,
company, its affairs, operating char- published articles and speaking engagements at
acteristics, and industry understanding.Therefore, efforts should be made tCprofessional and civic conferences. Donald is a
Oftentimes, the CPA's advice is soughtencompass functions at the highest leveprominent member of several industry associa-
by a company in setting levels of com- of work necessary for the job and thetions, including NACVA, and a significant
pensation. qualifications necessary to do the job. contributor to state industry conferences.

National Litigation——
Gonsultants’ Review————

If you're working—or want to work—as a litigation consultant, you need information.
Information about functioning as a consultant to attorneys, about managing and marketing a
litigation support practice, and about what’s really happening out there in the expert-witness
world.

Donald Miod is the founding member and partner
of Miod and Company, LLP where he personally
developed and now leads the forensic accounting

What you need is a subscription to the National Litigation Consultants’ Review. This monthly
publication, the only newsletter available that directly targets the CPA expert witness and
litigation consultant, provides the resources you need:

* “War stories" from the people testifying in the trenches so you can avoid known pitfalls
(I Solemnly Swear)

e Tips from those managing their own practices to help you develop and grow a profitable
litigation consulting practice (Practice Tips)

» Contemporary business valuation issues discussed specifically for the testifying or
consulting litigation expert so you're up-to-speed on the most current topicB{V for the
Litigation Practitioner)

As a NACVA member, you're entitled to a special discount on your subscription. Visit
www.litigationconsultantsllc.com for more information. Get your litigation consulting
business on the right track today!
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