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I. Introduction

The effective direct or cross-examination of a business valuation expert in a matrimonial
matter does not begin or end with the preparation of the valuation report or the trial examination
conducted in connection therewith. Rather, the process is an ever developing one which evolves
through the entire pre-trial and trial process. For example, effective direct examination of an
expert commences with the selection of the expert, develops through the appropriate use of the
expert’s skills in the initial discovery and fact-finding stages of the case relating to the valuation
of the subject company, continues through the deposition stage of the case and culminates with
his trial testimony and presentation of the report. Each stage in the process is important. During

each stage it is incumbent that the lawyer and his expert work in consort sharing ideas, skills and

abilities.

Similarly, effective cross-examination is much more than asking clever questions of the
opponent’s expert on the witness stand. Interrogation of the expert is the culmination of months
. of work during which financial records are accumulated and analyzed and strategies are

developed. The interrogation is only as effective as the trial preparation preceding it.

This paper will focus on the presentation of effective direct and cross-examination of
business valuation experts. Due to the limited time available, portions of the process will be
touched upon generally and in summary fashion. Greater emphasis will be placed on the

presentation of a direct exam and suggested tips for your cross-examination of your opponent’s



expert. Attached to this paper is Appendix “A”. Included within Appendix “A” for your review
are several financial summaries, projected financial statements, a discounted cash flow analysis,

comparative company financial performance analysis and controlled transactions analyses.

11 Direct Examination

A. Qualification of Expert

It is important that you clearly distinguish your expert and distinguish him from your
adversary’s expert. You should focus on the expert’s training, education and experience as it
relates to business valuation in general and more specifically within the industry of the subject
company. Listed below are several important points which should be developed by proper
questioning. The list is not intended to be all inclusive, but provides a useful guide or overview.

L. Educational Background — Specifically, does the expert have a degree in

accounting, economics, finance or law?

2. Work Experience — Review all jobs held since graduation and define job duties
and responsibilities.
3. Professional Background and Training:
a. Professional Designations
b. Membership in recognized appraisal organizations
C. Identify all prior valuation of business experience
d. Identify all books, papers and articles written by the expert on business

valuation. If the expert has written any, discuss the nature and theory of

the work.

€. Identify all lectures given by the expert and the subject matter of the

presentation.



Appraisal Qualifications

During this portion of your inquiry, ask questions of the expert which will

evidence his working knowledge of Internal Revenue Rulings, business valuation

theories and standards to be applied by business valuators. This questioning

SCIves many purposes.

a.

Allows the trial judge to become aware of the quality of your expert’s

knowledge;
Allows you to lay the groundwork for subsequent portions of your
examination where theory is applied to fact;

Under appropriate circumstances may allow you to begin critiquing your

opponent’s expert during your own case.

Listed below are several suggested areas of inquiry:

a.

What does the term “book value” mean and how does it apply to the

valuation of the subject company?

What is Internal Revenue Ruling 59-60 and what significance does it have

to this case?

Cite the eight valuation guidelines set forth in Internal Revenue Ruling

59-60.

Identify the classic methodologies to valuation. Discuss the strengths and

weaknesses of each approach.
Articulate the proffered expert’s experience in appraising business
interests. For example, has he been involved in representing sellers or

purchasers? Has he been involved in mergers or acquisitions? Has he



RULE:

testified in prior litigation? If so, what were the issues in the case, what
was his role, and what was the ultimate outcome of the litigation?

Has the expert ever been appointed by a court of competent jurisdiction to
render expert testimony as an accounting, economic, finance or valuation
expert?

Reject opposing counsel’s offer to stipulate that your valuator is an expert
unless counsel will state for the record that he is universally held as a

leading authority on the valuation of closely-held businesses.

B. Direct Exam After Qualification of Expert — Retention and Purpose of Assignment

After your expert has been qualified, you should move the direct exam into its next

phase, namely: who hired you, what were you hired to do, and what steps and procedures did

you follow in pursuit of this objective. Considerable time should be spent on this portion of the

interrogation because it affords you the unique opportunity to convince the Court that your

expert has done his homework and should be viewed as credible. Take your time and do it

slowly and methodically. Listed below are several areas of questioning which should be

developed during direct exam:

1. When were you first contacted to work on this case and who contacted
you?

2 What were you hired to do? Effective date of the appraisal?

3. What steps did you take in order to begin your assignment?

4.

What financial information did you request? Example:
a. Financial statements and supporting schedules;

b. Asset Appraisals;



C. Leases and Contracts;

d. Facilities inspected;

e. Economic data sources used;

f. Industry data sources used;

g. Comparative company data sources used;

h. Specific sources used in determining marketability and/or minority
discounts.

Why did you request this information?

What financial information did you receive?

Did you fail to receive any documents requested? If the answer is yes,
what procedures did you follow in order to seek compliance.

What, if any, impact did your inability to obtain financial information
have upon your opinion of value?

Did you meet with management of the subject company? Identify the
individuals interviewed, the purpose of the interview, length of the
interview and information obtained from each interviewee, i.e., such as
principal product lines, product mix, markets, competitors, revenues by
product lines, expenses, budgets and forecasts.

After identifying the financial information obtained and the interviews

conducted, ask the expert to answer the following questions which track

Revenue-Ruling 59-60:

a. History of company;
b. Economic outlook in general and effect on demand for company’s
products;



C. Size and growth potential of markets for company’s products;

d. Breadth of product line;

€. Dividend paying capacity — stability of earnings;
f. Competitive position;
g Sales and marketing capabilities;

h. Quality and depth of management;

1. Financial strength of company;

j- General regard investors hold for the subject company’s industry
as an investment medium at time of valuation.

C. Selection of Appropriate Valuation Method, Explanation of
Conclusion of Value

Once you have identified the scope and purpose of the expert’s assignment, the
financial data and other information viewed and relied upon and questioned the expert
concerning his observations, it is now appropriate to get into the heart of his testimony,
namely, the valuation methods selected, application of the method used to the financial

data obtained, and statement of his opinion of value. During this phase of your direct

exam, focus upon the following;:

1. Discussion of Valuation Approaches

a. Discounted Cash Flow — technique which involves projecting the

company’s future cash flows and discounting these cash flows
back to the present at a rate appropriate for the relative risk of the
company’s equity and debt securities. With discounted cash flow

(“DCF”) analysis, a company is viewed as an operating entity with



the principal focus on its cash-generating capabilities. Reasonable
projections of revenues, margins, earnings and related asset and
working capital requirements are used as a basis for estimating the
free cash flow which a company can generate annually from its
operating activities. The resulting annual free cash flows are then
discounted back to the present at a rate which reflects both the
relative risk associated with these flows as well as the rates of
return which investors expect to realize on alternative investment
opportunities. The present values of the expected free cash flows
are totaled to derive the total value of the company (representing
the combined debt and equity portions) based on the sum of the

present values of the expected cash flows.

Explain to the court through your expert the primary assumptions
underlying the DCF analysis. Specific discussion of the following

assumptions should be conducted:

(1)  Revenues;
(2) Gross Profit;

3) Operating Expenses;

(€)) Capital Spending;
(5)  Depreciation Expense;
6) Working Capital;
(7)  Income Tax Rate;

® Discount Rate.



See Charts 1, 2 and 3 to Appendix “A”.

b.

Control Transactions Analysis

For purposes of this presentation, assume we are valuing a block of
stock representing a controlling interest with the power to
liquidate, sell, or merge the company. Under this method, the
objective is to determine the control value of the company which

corresponds to the proceeds which would be available to the equity

holders if the company were sold.

Effort is made to identify several mergers and acquisitions within
recent years involving companies in the same industry as the
subject company for which pricing information was available. It is
suggested that you prepare with your expert a summary table
illustrating the data accumulated including data about the closing
dates of the transactions, the target and acquiring companies, the
enterprise value paid for the target companiés and pertinent

implied pricing multiples.

See Chart 4 to Appendix “A”.
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Under this approach, market date of comparative public companies
is reviewed to determine market prices and resulting valuation
multiples for public companies engaged in businesses that may be

considered comparable to those of the subject company.



I1L.

Identify public companies that have common
characteristics and similar risks in their respective

businesses:

(a) Products;
(b) Markets;
(c) Revenue - Size;

(d Debt and Capital Structure.

2. Apply market multiples of publicly traded companies to
subject — See Charts 5 through 7 of Appendix “A”.
Cross-Examination
A. Use of Discovery to Prepare Cross-Examination

1. Interrogatories

a.

Obtain information regarding expert’s qualifications, work

experience, valuation experience in subject company’s business,

work performed for attorney historically, fees paid.

Obtain all material used, reviewed or relied upon in valuation

process:

(1)

Financial Documents;

@)
€)

Books, Treatises, Periodicals;

Interview Notes of Company Management.

Obtain disclosure of basis of expert’s opinion and all facts relied

upon in reaching conclusion.



d. Seek all valuation reports prepared by expert of companies in same

industry as subject company.

2. Deposition

a. Use deposition to plan your cross-examination.

(1)

@

Deposition should be used to find out what the expert did,

why he did it and how he did it.

Do not perform your cross-examination at deposition.
Example: Your opponent’s expert has used a comparative
compaﬁy method of value. Interrogate him at his
deposition to find out the criteria he used in selecting his
comparable companies, the material he reviewed in making

the selections.

10



Able Corp.
Summary of Operating Resuits and Fi unn:nl Conaidon

iy
For the Years Ended December 31, 1987 - 1992

tin $000'5)
. 1987 1988 1989 190 1991 1992p-
ASSETS : _ i B .
Cash and equivalents $ 7 S8 s 0§ 195 255 19
Due from Factar, nct : - 699 1,158 1] [s] ’ 0 ’ [o]
Accounts Recervable, gade : 1681 - 973 2127 326 8679 7223
lnventonies LSI7 2944 3385 s613-  S019 5321
Other current assets : R F- 517 5711 . 6l6 1,483 1,186
Currers asseus 4333 5731 8100 12504 - 15436 13749
Property and equipment . : 892 1792 2219 291 3985 5,141
Less: accum. depreciauion 45 (LO7Th (L5386  (L102)  (2542) (3.156)
'Net property and equipment ' " a3s 720 633 872 1442 1987
Accounts receivable, other - , )] 0 0 0 382 S0
Due fromaffilise ~ e 0 0 569 356 359
Deferred income taxes o (] 0 0 96 9% 9%
" Other assezs - 3 130 187 57 114 397
Total Assets - $4899 56581  $8920 SI4098 17826 516588
LIABILITIES AND STOCKHOLDERS' EQUITY _ S
Accounts paysbie $1,050 S2279  $2,170 52,320 333> $3.74.
Accrucd lisbilies S S 0. "0 s18 570
Cash overdraft - 0 0 0 0 0 576
Ntz paysble / Curret porion longiterm debt (1) 2456 2059 3796 1281 1401 1,400
Other current liabilitics : 3 n2 o 1se a. 186
Current liabilities 3619 4450 . 6120 4122 5766 6386
Longtémdebt (8) - - o o . 0 6s® 37 7,029
Note payable, officer, net (b) 354 798 855 837 849 925
. Total long-term debt 354 198 855 7,665  9.560 7954
Commonsiock - : o 00 - 77 27 73 233 23
Retsined camings - _ 761 1132 L4 2191 2381 2,129
Less: Treasury sock o @6 GO @e a1} 113 |
" Sharcholders' Equity : 926 1333 195 2310 2501 2249
Total Lisbilities and Stockholders' Equity 54899  S6581  $8920 S14.098 S17.826  $16588
Common shares outstanding _ ' 14,167 18757 14757 18, 167 14, 167 14,167

 (s) D&P has assumed Able will renew its revolving line of credit (1otal outstanding $7,898M a1 123192 due 10 expire June 1, 1993) and has
therefore classified as currar an esumate of the amount due in 1993 based on prior y year results. )
() Notes payabie w0 qockholder and officer, both due on demand, have been classified as long-term deix by D&P in above schedule

SOURCE: Audited 1987-1992 financisl staicments. ) ' .

\OTE Resuits for the year ended December 31, 1992 arc based on prelimunary audited financial stacernents and reflect a Me in auditors.

APPENDIX "A"
Chart 1
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Able Corp.
Summry of Operaung Resuits and Financal Conditicn

Far the Years Ended December 31, 1987 - 1992

tin $000's)
1987 1988 1989 1990 1991 1992P
Total Sales - : ' B S13.508 $22.107 $24.786 $2873  SITIEY  SIT9ME
Cost of goods sold . 7576 13,734 15,197 1746 22389 21,652
Grossprofit ' , 5931 8372 9589 11477 14300 - 16322
Operaung expenses: . . ’ '
Selling ' 0 0 0 0 7420 7969
General and administrative (includes Selling 1937.90) 4143 . 6267 7,091 928 4571 6279
- Reseamhanddevelopment - 1,086 934 833 615 9831 . L144
* Total aperaung expenses . 5229 7201 7924 989 12974 15392
Operating Income. = 7ML 1,665 1,578 1326 930
Interest expense o ' 5B 642 380 1,065 1.235 1,147
Intevest income. » ' : 0 0 0 L {24 81
Other cxpense (income) - - ‘ . .0 0 e 0 . (9 3
Pretax income ' : ' S 529 786 513 252 (167) »
Incon:uxpcwnon(uﬁmd) _ i S 41 159 11 . 66 61 . 23
Net Income (loss) ‘ - ' S 138 5 371 $S 612 5 47 § 19 ' (s 251
Depreciation and smortization - 65 61 515 SsS 495 63
Opcrating cashflow , 968 1,785 2,180 2,133 1,822 1,583
" Capital expenditures 382 900 427 764 6TT 1,149
Dmdmd.spud/ Dmnbuuonloslweholder 0 o - -0 4 Q -0

SOURCE: Audited 1987-1992 fi mncul statements. :
\OTE Results for the year ended December 31, 1992 arc based on prefiminary audited financial statements and reﬂecu change in auditors.

\




Summiry of Operaung Results and Finanaial Candition

Able Corp.

Far the Years Ended December 31, 1987 - 1992

*The numcrators of the Reurmns on Average Assews and Returns on Average Investea Capial consist of net income plus interest
cxpense sdjusted for taxes using a 383% margnal tax rate.

SOURCE: Audited 1987-1992 financial statements.

NOTE: Results for the year ended Decemnber 31, 1992 are based on prelimunary financial staternents and reflect a change in auditors.
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- nn $000's)
Cumpound Annuas 1
Growth Rates
) J years 5 yrs.
Annual Growth Rates 1938 1939 1990 1991 1992P' 198992 1987-92°
. Towl Sales 83.7% 12.1% 15.9% 195% 1%l 15.3% 1.0%:
Gross proiit ) - 41.2% 14.5% 19.7% 21.6% 14.1%1 19.4% 2.4%|
Selling general and sdmumistrauve 51.3% 13.1%  309% - 292% 138%1 262%  3.0%!
Research and developmant (14.0%) (1083%) (26.2%) 59.9% 16.4%1 11.2% 1.1%1
Operaung cashilow 34.4% 2.1% (22%) (14.6%) (13.1%) (10.1%) 10.3%I
Operatmg income 66.6% 12.2% (5.2%) (16.0%) (29.3%) (17.6%) 5.8%i"
Pretax income 195.0% 48.4%  (34.6%) (50.9%) (166.2%)| NM NMI
Net income 167.9% 65.0% (26.9%) L (572%) (B 1.4%)| M NMI
i Averages )
) : . i Jyears Syears |
Profitability ergml : 1987 1983 1989 1990 - 1991 1992P! 1990-92 1988-92 *
Gross profit margin - . 439% 37.9% 313.7% 40.0% 335% 43.0%!1 40.5%  39.6%l
Operaung expenses 38.71% 32.6% 320% 34.5% 349% 405%! 36.6% 34.9%1
Operaung cashflow margin 12% 3.1% 8.3% 74% 19% 42% 55% 6.7%!
Operating income 2% 5.3% 6.7% 5.5% 3.6% 25%! 3% . 47%i
.Net income margin 1.0% L71%  25% 6%  05% (7%) 0.5% 1.1%i
" Working Capital Analysis . T
Working capital . 814 §1230  $1,980 $3382  $9.670 $73631 38472  $5.735l
Working capital / Sales 6.0% . 5.8% 3.0% '292% 260% 194%] - 24.9% 17.7%
Current rauo: as stated | 12 13 13 . 730 27 22 26 21
Accounts reccivable, days 45.4. 16.1 608 .~ . 920 85.2 69.4 822 64.7
Inventory, lums 5.0x 4.7 1.7x 3.7x 4.6x CAldx} &lx 4
Accounts payable, days 506 60.6 51 59.7 61.1 61.6 61.5 59.41
Accrued expenses as 3 % of sales 0.0% 0.09% '0.0% 0.0% 14% 15% NA NA
Returns ) . . . :
" Average assets NA $5,740 $7,750 511,509, $15962 $17,207] $14.893 $11,634
Invested capial . - i
Total debt _ $2810  $2.357. $4,651 $8946 $10.960 $93s54| 9,753 373830
Smckholdas' equity S 926 $1333 . S$1.945 $2.310__ S 2.501 $2.2491 .. $2353 $2.0681
Total invesied capual $3,735  $4,190 56,596 $11,256 313,461 $11,6021 $12,106 S9.421|
Average invested capital NA  $3963 - $5393 - §8926 S$12359 $12532] $11272  $38,634|
" Operating income / average assets NA 204% 215%  137% 33% 54% 9.1%  13.9%l
Retum on average assets®- NA' 1333% 14.33% 957% 5.96% 264%|  6.1% 9.3%! ’
Net income / average equity NA 32.8% 373% 21.0% 79% (10.6%) 6.1%  17.7%|
Retum on average invested capital® NA  193% 214% 123% 1.7% 3.6% 1.9% 119%'
Miscellaneous calculations 1987 1988 1989 1990 1991 1992P
Capital eipendimres ) $381.7 $900.0. 54275 §764.1 5$676.9 51,1488
'Depreciauon expense, total $265.3 $614.5 $515.0  §5548 $495.5 § 6527
Depreciauon expense / NFA beg. bal. ’ NA  141.3% 71.5% 87.7% 56.3% 453%
capital expenditures / sales 18% 1.1% 1.7% 7% 1.83% 30%
‘Sales / Net fixed assets 3Ll 30.7 39.2 329 '25.8 19.1
Sales / Total assets 238 34 28 20 21 23
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