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Brief  Encounters

In a divorce, each spouse is entitled to 
50 percent of the community assets 

if the couple resides in a community 
property state. Dividing impersonal as-
sets with a defined value is simple. But 
a family business is rarely impersonal. 
It’s not just a job—for most, it’s their 
life and livelihood. The value defies the 
certainty of a “ones and zeros” calcula-
tion. The only real certainty is that an 
appraisal will be costly and disruptive, 
with an outcome dependent on the ap-
praiser being a “seer” who can divine 
the future.
 For the appraisal allergic, there are 
options. One is to sell the business; 
however, this requires that the busi-
ness be salable and able to be operated 
without either spouse. Another option 
is to “co-operate” it, but divorcing par-
ties are not usually “cooperating.” A 
third choice is a party buyout: if both 
parties want to and can run the busi-
ness, an auction in which the higher 
bidder wins is an obvious solution.
 The stars seldom align for the 
preceding options, which means a 
forced march down the appraisal fun-
nel, a time-consuming process that 
is as warm and fuzzy as an IRS audit. 
The appraisal itself can run 80 pages 
or more and is thick with esoteric ac-
counting principles and numbers—lots 
of them. They are typically written with 
a heartless disregard for the language 
of mere mortals. Unfortunately, there 
are no decoder apps, but the following 
is a simple guide.
 Most appraisers use three meth-
ods: book value, market value, and in-
come analysis. Book value (hard assets 
less liabilities) is the minimum value. 
Market value depends on comparable 
sales, but sale terms are seldom pub-
lished, leaving to the imagination the 
actual price paid. Additionally, the 
concept itself conflicts with Arizona 
law that the business be treated as 
an ongoing concern. Divorce is not 
a state-sanctioned fire sale. It just 
doesn’t work for one spouse to claim 
the business is worthless because 
“it is worth nothing without me.” 
Using an income method, the ap-
praiser extracts hundreds of 
numbers from a torrent of data 
and then tosses them into a calcu-
lator to be added, subtracted, mul-
tiplied, divided, and turned 
upside down. The final num-
ber that pops out is supposed 
to represent a price that some 
hypothetical buyer would pay 

to buy the future income stream of the 
business. The income approach usually 
trumps the others.
 Stripped to its undies, the point is 
to determine whether the business will 
earn an amount in excess of what the 
operator spouse can earn by doing the 
same work for a third party. The ratio-
nale is that a spouse’s job itself is not a 
community asset, only the amount the 
business earns in excess of a job. That 
excess is called goodwill. The concept 
is really that simple! But simplicity 
ends there.
 The appraiser must then channel 
Warren Buffet and predict the compa-
ny’s future earnings guided mostly by 
the rearview mirror. This is risky busi-
ness, as evidenced by recent stock mar-
ket gyrations. Amazingly, appraisers 
regularly do this with confidence. But 
how? At the risk of oversimplification, 
this process can be condensed to four 
steps, all teeming with opportunities 
for enormous discretion.
 First, a laser beam is focused on five 
years’ worth of financial statements 
and all manner of other sentient data 
to calculate total annual business earn-
ings regardless of source, for example, 
W-2 salary, distributions, benefits, bar-
ter, and personal expenses. Each year’s
earnings are weighted depending on
the overall zig or zag of the earnings
trajectory, to obtain a realistic idea of
future annual cash flow.

Second, the appraiser subtracts 
from total annual earnings the cost to 
replace the operator spouse. Big Data 
comes to the rescue with a sea of stud-
ies that supposedly reflect comparable 
earnings. The challenge is finding the 
similarities. A surgeon in a big practice 
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in New York working 40 hours a week 
and a solo pediatrician in Tucson work-
ing 80 hours a week are both doctors; 
they do not earn similar salaries. An 
exact comparison is impossible. The 
appraiser has to make an educated 
guess, and the wrong guess can skew 
the result.
 Third, Uncle Sam must be given 
his due, so taxes are subtracted from 
earnings, typically between 25 and 42 
percent.
 Finally, utilizing some scientifi c 
fortune telling called a “capitalization 
rate,” the appraiser stress-tests the 
historical annual earnings to predict 
their longevity. The higher the risk (cap 
rate), the shorter the life span of the 
future earnings at the historical rate, 
which means a lower business value. A 
cap rate of 10 percent spells good for-
tune for 10 years; a cap rate of 50 per-
cent spells doom in two years.
 To illustrate the tremendous role 
that discretion plays, consider a busi-
ness with annual earnings of $200,000. 
If the replacement salary is $150,000, 
the tax rate 25 percent, and the capi-
talization rate 20 percent the value is 
$187,500. But if the replacement salary 
is $175,000, the tax rate 40 percent, and 
the capitalization rate 50 percent, the 
value is $30,000! Both opinions may be 
defensible. So which Ouija board is cor-
rect? Unless you are a time traveler, the 
answer will just have to wait.
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