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An Allocation Model for Distinguishing
Enterprise Goodwill from Personal Goodwill

DAVID N, WOOD, CPA/ABY

fter reviewing several dozen articles on the
Asubject of goodwill, both personal and en

terprise, | discovered one central fact. It
was very difficult to take the information from
these articles and turn it into a number for my
valuations. I was looking for a sound and support-
able template, but I was unable to find anything
that met my needs. At the suggestion of a col-
league, I looked to other scientific disciplines and
found something called “Multiattribute Utility
Theory.” This approach will be of value to matri-
monial practitioners who need to retain and com-
municate with forensic specialists valuing good-
will in divorce cases.

PERSONAL AND ENTERPRISE GOODWILL—
WHY BREAK THEM OUT?

The breakout of personal and enterprise goodwill
from total goodwill has become an important concept
in some states, I practice in lllinois, so I will use this
as my base for analysis, but there are a number of
states that are following the attempt (rightly or
wrongly) to avoid what the courts perceive as
“double counting.” The argument goes like this: If
personal goodwill is counted as a divisible asset and
earnings are used to determine maintenance (and
child support), then in the case of the professional,
personal goodwill has been counted twice. The idea
is that the personal goodwill, in the case of a profes-
sional, is a result of the professional’s earning poten-
tial. Counting both, the courts tell us, is unfair.!
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Further, the courts have told us that not only
professionals can have personal goodwill, but any
business, such as an automobile dealership,® can
have personal goodwill,

These concepts have been around for about a
decade and have been ruled on often. Most re-
cently in [llinois, the Marriage of Schneider’ has fur-
ther established the need for separately identifying
personal goodwill in what increasingly looks like
an “either/or” strategy set out by the Illincis Su-
preme Court. Ironically, if the appellate court is
correct in Schneider, the breakout of personal good-
will would become less important in cases with no
maintenance. However, I suspect that divorce at-
tormeys will continue to want to know what the
personal goodwill amount is likely to be in order
to develop their strategy.

Finally, some states tend to emphasize the point
that a “willing seller” is a necessary component of
the definition of “fair market value.” Using a "will-
ing seller” concept makes it more likely that good-
will is transferable, both personal and enterprise,
as it assumes that the seller is willing to assist in
the transfer of value of assets.

However, depending on the state, personal good-
will can be computed using a number of different le-
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gal theories. I have heard some refer to “walk
away" or liquidation valuations, essentially asking
the question, “What would the value of goodwill
(both personal and practice) be if the owner died on
the valuation date or “walked away” from the busi-
ness? This “walk away” approach leaves less of an al-
location problem between personal and enterprise
goodwill, since, under these conditions, very little, if
any, goodwill would be available,

On the other hand, some states seem to have
gone so far in the other direction that all goodwill
is left intact and there is little reason to allocate be-
tween enterprise and personal goodwill as it is all
counted. This “count it all” concept goes so far in
this and other marital valuation applications that it
seems the standard of value may have shifted to a
"fair value” or "investment value” standard.

Whether the controlling state uses a “willing
seller” concept, a “walk away"” concept, or a “count it
all” concept, the issue of how much personal good-
will exists is still a potential issue. Thus, regardless of
the state, in divorce litigation it may be necessary to
be able to develop a conclusion of value of a business
that includes a separate opinion as to the amount of
personal goodwill. However, in states with no
double counting, "either/or” approaches to divorce
valuations, the breakout of personal goodwill can be
the largest single financial factor in determining the
marital estate. Whatever the view of the state law
controlling the valuation, the valuator needs a clear
and supportable way to form and communicate this
valuation.

MULTIATTRIBUTE UTILITY MODEL (MUM)

Whether the valuation is under the federal Rules
of Evidence or state adopted and/or modified fed-
eral rules, or independently established rules of
evidence, generally there is a threshold that the ex-
pert must climb over (as in Daubert® hearings) or an
ability to show general acceptance of methods (as
in states still under Fyre, such as Illinois).

MUM can resolve those challenges. Finding an ob-
jective and scientific method to making imprecise
value judgments is one of our most difficult tasks.
MUM provides a step-by-step guide that should offer
a reasonable position against evidentiary challenges,
allow for a consistent method for the allocations from
case to case, and a comprehensive method that ob-
jectively addresses this imprecise task. That is the
goal of using MUM, to establish the values of per-
sonal goodwill and enterprise goodwill. The goal
of this article is to allow the valuator to have a tem-

plate for valuations and to allow any reader to rec-
reate this method using a simple spreadsheet.

The Multiattribute Utility Model has been used
by many disciplines—economic, political, and sci-
entific—to establish decision support for such
things as placement of surplus weapons-grade plu-
tonium, plant and treatment facilities location, and
in the restoration of highly radionuclide contami-
nated aquatic ecosystems in some countries of the
former Soviet Union. If it can assist in such lofty,
but imprecise, goals, why can't we use MUM to
solve the “goodwill allocation” problem? The an-
swer is that we can, and the key word is “impre-
cise.” What these goals and ours have in common
is that both require the introduction of scientific
methodology to bring order to imprecise subjective
analysis.”

For this use of MUM, I chose the multiplicative
model, instead of the additive model. This aspect
of the model will become apparent in the descrip-
tion of the methodology. MUM steps are relatively
straightforward.

» Define an objective.

*  Establish alternatives.

* Define attributes,

»  Measure the utility of each attribute.

» Agpregate the results (i.e., do the math).
*  Evaluate the alternatives.

= Express an opinion.

Our Assignment

Determine the value of the two elements of
goodwill, personal and enterprise, from the total
goodwill, such that a reasonable, well-founded ba-
sis can be communicated as the support for our
conclusion of value.

Our Objective

The objective is stated as the resolution of our
assignment—form a conclusion of value of the
separate elements of total goodwill that represent
personal goodwill and enterprise goodwill.

Establish the Alternatives

The alternatives define the choices in which
MUM will result. The alternatives are selected as a
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range of percentages. The end result of the MUM
analysis will be a range of results or a specific
value within the range. I have chosen five alterna-
tives for illustration purposes. The method would
easily accommodate broader or narrower ranges.
The Exhibit 1, below, demonstrates the alternatives
I have chosen.

Define the Attributes

The model assesses the multiple attributes” multi-
plicative utility in choosing an alternative result.
Thus, it is necessary to define the attributes the valua-
tor is going to use to establish a distinction between
personal goodwill and enterprise goodwill.

I divide the attributes into the two categories—
personal attributes and enterprise attributes. (See
Exhibit 2.) In a sense, most attributes could be de-
scribed as opposite sides of the same coin. For ex-
ample, if multiple locations of a business tend to
indicate more enterprise goodwill, then fewer or
only one location could be said to indicate personal
goodwill. However, I believe that most attributes
could be primarily defined as characteristic of one
or the other.

However, if one valuator placed an attribute
into the personal category and another valuator
into the enterprise category, the model would cor-

Exhibit 1. Alternatives 1 through 5—Persanal
and Enterprise Goodwill

Goodwill (Percent)

Alternative Personal Enterprise
1 0-20 &0-100
2 20-40 60-50

3 40-60 40-60

4 60-80 2040

] B0-100 0-20

Exhibit 2. Personal and Enterprise Goodwill
Attributes

Personal Enterprise

Lacks transferability Mumber of offices
Specialized knowledge
Personalized name
In-bound referrals
Personal reputation
Personal staff Years in business

Age, health, and wark habits  Cut-bound referrals

Business location
Multiple service providers
Enterprise staff

Systems

Knowledge of end user Marketing

rect for this during the measuring process. Even
the same valuator could do this from case to case;
however, for consistency reasons [ believe the
valuator should establish his or her set of rules and
stick to them.

I have also used an even number of attributes
for each category. The central concept behind my
use of this methodology is to establish an arbitrary
half and half division between personal and enter-
prise goodwill. The MUM analysis moves the ad-
mittedly arbitrary center in one direction or the
other. With equal division of attributes and with
the same weight assessment for each attribute, the
MUM result is a fifty-fifty split between personal
goodwill and enterprise goodwill,

One of the reasons I like this methodology is
that it is flexible enough to allow for deviations
from this approach to one that is more reasonable
or logical to another valuator, or that could be
modified for a particularly unusual valuation.

For illustration purposes, Exhibit 2 shows good-
will attributes for a valuation. A discussion of the
attributes and how I have applied them is the sub-
ject for some discussion, but it is beyond the scope
of this article’s purpose.

Measure the Attribute’s Utility as to
Importance and to Existence

This is a two-step process. The first is to mea-
sure how important an attribute is to a particular
valuation. Depending on the type of business, its
location, the period of time the business has been
established or any number of other factors, the
valuator will focus on and decide that some at-
tributes are simply more important than others.

The key to the weighing of the “Importance Util-
ity” is that the weight is relative to other attributes.
Thus, it is a presumption that an attribute listed in
this part of the analysis has some merit and, thus,
must be given some weight by the valuator. At-
tributes are not ranked in an individually unique as-
cending or descending order of importance (such as
one to eight), but are weighed against each other (see
Exhibit 3). To attempt to do otherwise, even as an at-
temnpt to introduce greater objectivity, is to introduce
too much precision to our imprecise task. While a
valuator might adjust the weights (such as 1, 2,3 or 1,
5, 10) to suit a particular need, all attributes defined
must have a weight assigned, in contrast to the “Ex-
istence Utility” (see Exhibit 4.) The weights I assigned
are shown in Exhibit 3.

The “Existence Utility” is a measure of assessment
of how strong is the presence of the specific attribute.
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Exhibit 3. Utility of Importance
5

4

Least Moderately Most
Important Impartant Impartant
3

Weight 1 6

Exhibit 4. Utility of Existence
35
30
25
20
15
1.0
05
0.0

Waak Below Madarate Abiwe Strong
Presence  Awerage Presence  Auerage Presenoe
Weight 1] 1 z 3 1

(See Exhibit 4.) This utility is both absolute and rela-
tive. The attribute, in the mind of the valuator, may
not exist at all, in which case the absolute value
would be zero. Thus, the utility measure provides for
the possibility of zero presence. An attribute could be
perceived as having a presence roughly double that of
another attribute. The scale of zero to four is a matter
of personal choice. However, the utility must be great
enough to cause real differences in the attributes’ util-
ity and not so large as to permit one particular at-
tribute to overly impact or exaggerate the results. The
weights I assigned are shown in Exhibit 4.

Aggregate the Results—Do the Math

The math is relatively straightforward. Below
are the mathematical formulas, However, it is most
easily visualized by examining the following
spreadsheet in Exhibit 5.

Exhibit 5.
TMU PGA = S[IUPGA e 110N 5¢ EJPGA for 11a]

TMU PGU = Z[[UEGA fer 1taN 3¢ E{JPGA for 1o N]
TMU = TMU PGA + TMU EGA

TMU PGA = Total Multiplicative Utility for
Personal Goodwill

TMU EGA = Total Multiplicative Utility for
Enterprise Goodwill

TMU = Total Multiplicative Utility

TMU PGA

Personal Goodwill = * Total Goodwill

TMU EGA

Enterprise Goodwill = * Total Goodwill

Exhibit 6 shows the computations associated
with the arbitrary baseline of a fifty-fifty split. Ex-
hibit 7 illustrates sample data for a professional
valuation with significant enterprise goodwill,
such as in the case of a multiple office, multiple
practitioner with weak in-bound referrals.

Fit the Resulls to the Range of Alternafives and
Analyze the Results

In Exhibit 8, the total multiplicative utility for
the enterprise goodwill attribute (TMU EGA) is 78
percent. This fits into Alternative Four (60 to 80
percent). Before determining a conclusion of value,
the wvaluator must individually identify the at-
tributes and their respective contribution to the to-
tal utility for each the personal and enterprise
goodwill attributes. This is done by simply com-
puting the percentage of each attribute’s utility to
the total attribute utility for the particular category.
Exhibit 8 shows the computations and the Exhibit 9
demonstrates the significance of the personal repu-
tation attribute.

What the valuator needs to ask is whether, in
light of all the facts and circumstances, this par-
ticular attribute should be driving the results in
this manner? Does the model give the expected
result? If not, was the valuator’s expectation inac-
curate or have the utilities been incorrectly pre-
sented? Ultimately, that judgment must be made
in light of the NACVA Professional Standards re-
quiring objectivity.

The valuator also needs to apply sensitivity
analysis by changing the Importance Utility and
the Existence Utility. These should be done inde-
pendently, and, as necessary, in conjunction with
each other. It is not necessary to test every pos-
sible variance, but sufficient testing should be
done to see the impact on the resulting indica-
tion of alternatives.
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Exhibit 6. Personal Goodwill Attribute Ability
Multiattribute Utility Model for Goodwill Allocation

Personal Goodwill Importance Existence Multiplicative

Attributes (EGA) Utility(IU) Utility(EU) Utility Percent
Lacks Transferability 1 3 2 6 12.5%
Specialized Knowledge 2 3 2 [ 12.5%
Personalized Mame 3 3 2 6 12.5%
In-bound Referrals 4 3 2 [ 12.5%
Personal Reputation 5 3 2 & 12.5%
Personal Staff ] 3 2 6 12.5%
Age, Health and Work Habits 7 3 2 & 12.5%
Knowledge of End User g 3 2 & 12.5%
Total Utilities 24 16

Total Multiplicative (PGA) Utility 48 50%
Exhibit 7. Enterprise Goodwill Attribute Ability

Enterprise Goodwill Importance Existence  Multiplicative

Attributes (EGA) Utility (1L Utility(EL) Utility Percent
Mumber of Offices 1 3 2 B 12.5%
Business Location 2 3 2 & 12.5%
Multiple Service Providers 3 3 2 6 12.5%
Enterprise Staff 4 3 2 ) 12.5%
Systems 5 3 2 & 12.5%
Years in Business b 3 2 B 12.5%
Out-bound Referrals 7 3 2 B 12.5%
Marketing 8 3 2 & 12.5%
Total Utilities 24 16

Total Multiplicative EGA Utility 48 50%
Total Multiplicative Utility (TMU) 96 100%

In Exhibit 8, the TMU EGA is 78 percent and
fits into Alternative Four. Moving only a few of
the Importance Utility weights and/or Existence
Utility weights could push the result into Alter-
native Five. Depending on how the wvaluator
forms the conclusion of value, such a change
could be significant.

Reaching an Opinion

After all of the analyses is competed, an alterna-
tive (range of value) has been identified. If the
valuator is making an Opinion of Value, as op-
posed to an Estimate of Value (see following sec-
tion on communicating your opinion), then the
valuator must make a determination as to the spe-
cific value to be assigned to the respective assets.
While it would be tempting to simply use the TMU
EGA (78 percent in Exhibit 8), [ believe it is more
effective and more proper to select the midpoint of
the range, or, in this case, 70 percent.

This may appear to understate the enterprise
goodwill in Exhibit 8, but I believe that an attempt
to put too fine a point on the value runs afoul of
another scientific concept—"“significant digits.”
Neither this methodology nor any other that I have
seen can make the case that our imprecise assign-
ment can result in a precise answer.,

It is possible that during the analysis stage, the
valuator could see ahead to the indicated result
and redefine the alternatives. For example, using
ten alternatives would place the illustrated result
in Alternative Seven (70 to 80 percent). This would
give a 75 percent midpoint. However, I caution us-
ers of this method, that what may be gained reach-
ing a “desired result” or in the “comfort level” of
the valuation may be lost in the integrity of the ar-
gument, especially if the value is likely to be chal-
lenged as in the case of marital litigation.

If the valuator intends to alter the alternatives
on a case-by-case basis, I believe and recommend
that the valuator would be best served by develop-
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Exhibit 8. MUM Goodwill Allocation lllustrated

Personal Goodwill Importance Existence Multiplicative
Attributes (PGA) Utility(1L) Utility(ELY) Utility Percent
Lacks Transferability 1 5 1 ] 17.2%
Specialized Knowledge 2 5 1 5 17.2%
Persanalized Name 3 3 0 0 0.0%
In-bound Referrals 4 5 1 5 17.2%
Personal Reputation 5 3 3 4 31.0%
Personal Staff [ 3 1 3 10.3%
Age, Health and Work Habits 7 1 1 1 3.4%
Knowledge of End User 8 1 1 1 3.4%
Total Utilities 26 9
Total Multiplicative (PGA) Utility 29 22%
Enterprise Goodwill Importance Existence Multiplicative
Attributes (EGA) Utility(IU) Utility(ELY) Utility Percent
Mumber of Offices 1 5 3 15 15.0%
Business Location 2 5 4 20 20.0%
Multiple Service Providers 3 5 3 15 15.0%
Enterprise Staff 4 3 3 9 9.0%
Systems 5 3 3 9 9.0%
Years in Business 5] 1 3 3 3.0%
Cut-hound Referrals 7 5 4 20 20.0%
Marketing & 3 3 9 9.0%
Total Utilities 30 26
Total Multiplicative EGA Utility 100 78%
Total Multiplicative Utility (TMLU) 129 100%
Exhibit 9. Personal Goodwill Attributes
5% [
31.0%

30%

25%

20%

15%

10%

5%
0%

Lacks Special- Person- In-Bound Personal Personal  Age, Health, Knowledoe
Transfer-  ized Know- alized Referrals  Reputation Staff and Work  of End User
ability ledge MName Habits
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ing a set of rules for such changes. Otherwise, I
think that consistent application of this method re-
quires consistent use of all of the aspects of the
methodology, at least after the development and
testing stage for the valuator,

COMMUNICATING YOUR VALUE OPINION
ON GOODWILL

NACVA Professional Standard Number 3.2 re-
quires the terminology for a specific value to be
“Opinion of Value.” Further, the standards require
the use of "Estimate of Value” to describe a range
of values.

The standard should only apply to the expres-
sion of a conclusion of value on one or both of the
components of goodwill if a separate opinion as to
their value is being stated. In Illinois and similar
states using the no double counting concept, it is
often asked of the valuator to express a separate
opinion on the individual components. In this case,
the valuator should use the Opinion of Value ter-
minology to describe the conclusion. However, if a
range of value is all that is required (or all the valu-
ator believes is possible), then the Estimate of
Value terminology is appropriate,

It should be remembered that the Opinion of
Value using MUM for purposes of determining
personal and enterprise goodwill components of
total goodwill does not change the total opinion
value of the business or practice that is the subject
of the valuation.

If no separate conclusion of value as to the
goodwill components is required in the conclusion
of value, then the valuator should be unencums-
bered by the profession’s standards as to terminol-
ogy in the analysis of the report. The conclusion of
value about the components simply becomes a part
of the overall conclusion of value for the entire
business or professional interests being valued.

Finally, NACVA Professional Standard Number
4.3a requires that “. . . the report should effectively
communicate important thoughts, methods and
reasoning . . . in a simple and concise manner, so
that the user of the report can replicate the process
followed by the member.” Thus, the report should
include, regardless of whether a separate conclu-
sion of value is set out in the report, enough of the
analysis and methodology to satisfy this standard.

I believe the following should be included to meet
this requirement:

® A brief discussion of the (multiplicative)
Multiattribute Utility Model, including a dis-
cussion of the Importance and Existence
Utilities and how they are determined;

o A description of the attributes used and
what was done to determine their impor-
tance and existence;

* A description of the alternatives, including a
reference to their midpoint;

*  How the utilities are computed; and

* The additional analysis for individual at-
tribute impact and utility sensitivity.

I believe that if the valuator performs a thor-
ough investigation of the business, gives sufficient
thought to the application of MUM, applies this
method consistently, and writes a report that meets
the standard requirements, the conclusion of value
of the business or practice and (if separately stated)
of the personal and enterprise components of
goodwill should withstand evidentiary challenges
and provide a clear and convincing conclusion of
value that is supportable and defendable.
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