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Family Law Valuation Practices and Procedures Thought Leadership

Introduction
Many businesses, particularly service-oriented busi-
nesses, are worth more than the fair market value of 
their tangible assets and their cash on hand. This is 
because these businesses likely own some amounts 
of intangible asset value that is derived from the 
ability to generate substantial income with limited 
tangible assets.

The intangible asset value of a subject closely 
held service-oriented company, or professional prac-
tice, in a family law setting is sometimes referred to 
as “goodwill.” However, goodwill technically repre-
sents the residual intangible asset value component 
of a business enterprise that cannot be specifically 
assigned to (or identified with) any of the other 
three intangible asset types (i.e., intangible financial 
asset instruments, general commercial intangible 
assets, and intellectual property).

In a broad sense, goodwill may be defined as 
“that intangible asset arising as a result of name, 
reputation, customer loyalty, location, products, 
and similar factors not separately identified.”1

Within this broad definition, goodwill can also 
be classified into two distinct components when 
valuing a closely held service-oriented business, or 
professional practice, within a family law context:

1.	 Enterprise (or institutional) goodwill

2.	 Personal goodwill

The treatment of goodwill in a family law setting 
(i.e., the inclusion or exclusion of enterprise good-
will or personal goodwill as divisible property within 
the marital estate) varies from state to state.

Further, the classification of goodwill (i.e., the 
classification of enterprise goodwill versus personal 
goodwill) for marital estate property division pur-
poses has historically been dependent on whether 
the goodwill intangible value is attributable to 
the subject company (i.e., enterprise goodwill) or 
attributable to—and inseparable from—an indi-
vidual within the marital estate (i.e., personal 
goodwill), as proffered by various state judicial 
precedent.
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With regard to the marital estate service-ori-
ented business ownership interest, or the marital 
estate professional practice ownership interest, 
there should be a collaboration between the valu-
ation analyst (“analyst”) and family law counsel 
(“counsel”). In particular, the analyst can assist 
counsel with regard to identifying and quantify-
ing  the closely held company/practice enterprise 
goodwill and personal goodwill in a family law 
context.

Conversely, counsel can provide meaningful 
guidance to the analyst with regard to the interpre-
tation of relevant statutory authority and judicial 
precedent associated with enterprise goodwill and 
personal goodwill in a family law context.

Once the analyst and counsel have collaborated 
with regard to the appropriate statutory authority 
and judicial precedent for the marital dissolution 
assignment, it is important that both parties under-
stand the generally accepted valuation approaches, 
methods, and procedures that can be used in per-
forming an analysis of goodwill within a marital 
estate closely held service-oriented business inter-
est or professional practice.

This discussion provides a definition of good-
will, and addresses the differences between enter-
prise goodwill and personal goodwill. This discus-
sion summarizes state statute guidance regarding 
the treatment of goodwill in a family law context. 
And, this discussion summarizes the generally 
accepted approaches, methods, and procedures 
that can be used in the analysis of goodwill within 
a family law context.

Goodwill
Goodwill is a common, but often misunderstood, 
term that is used consistently in the analysis of 
both public and private businesses. To understand 
and perform an analysis of goodwill within a family 
law context, it is important for both the analyst and 
counsel to first understand:

1.	 the definition of intangible assets and

2.	 the various types of intangible assets (such 
as goodwill).

While the distinction between a tangible asset 
and intangible asset may be intrinsically simple—
many analysts pontificate that the distinction is 
whether you can physically hold or touch an asset 
(i.e., a tangible asset) versus an asset that you can-
not physically hold or touch (i.e., an intangible 
asset)—from a valuation perspective, a more defini-
tive distinction is required.

As presented in Guide to Intangible Asset 
Valuation:

The important economic difference between 
a tangible asset and an intangible is this:

n	 The value of a tangible asset is derived 
from its tangible nature.

n	 The value of an intangible asset is 
derived from its intangible nature.2

Said another way, the physical components of a 
tangible asset—or value of the physical components 
of a tangible asset—are the asset. Conversely, the 
value of an intangible asset is derived from the legal 
rights associated with the intangible asset and the 
intellectual property content of the intangible asset 
(i.e., the value of an intangible asset does not flow 
from its physical components).

According to Guide to Intangible Asset Valuation, 
the four generally accepted categories of intangible 
assets are the following:

1.	 Intangible financial assets

2.	 General commercial intangible assets

3.	 Intellectual property intangible assets

4.	 Intangible value in the nature of goodwill3

While the analyst and counsel may not initially 
think of financial assets as intangible assets, the 
cash, accounts and notes receivable, and stocks and 
bonds presented on a company’s balance sheet rep-
resent intangible financial assets.

This is because the value of these assets does 
not come from the actual tangible nature of the 
assets, but rather the value of these assets is derived 
from the fact that an owner has the legal right to 
exchange these assets for goods and services.

General intangible assets are typically created in 
the normal course of business operations. Company 
executives do not have to make special efforts to 
create these general intangible assets; rather they 
naturally develop as company executives manage 
the day-to-day operations of the business.

Examples of general intangible assets include 
customer contracts and relationships, supplier con-
tracts and relationships, a trained and assembled 
workforce, certain licenses and permits, proprietary 
operating systems and procedures, and company 
books and records.

In contrast, intellectual property is typically cre-
ated by specific and conscious intellectual activity 
of the intellectual property developer. The creativity 
involved in developing an intellectual property can 
typically be identified and attributed to a specific 
individual (or group of individuals).
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Once created, intellectual property is a new and 
unique invention that can be either artistic, such as 
a book or a photographic image, or technological, 
such as a chemical process or computer software 
code.

Specifically, the four types of intellectual prop-
erty are as follows:

1.	 Trademarks and trade names

2.	 Patents

3.	 Copyrights

4.	 Trade secrets

At a basic level, intangible value in the nature 
of goodwill is typically considered to be a residual 
intangible asset. This means that goodwill is often 
considered to be the intangible component of a busi-
ness enterprise that cannot be directly assigned to, 
or identified with, any of the other three identifiable 
intangible assets.

However, while there are many professional 
interpretations of goodwill, these interpretations 
are typically grouped into two categories: residual-
based interpretations of goodwill and income-based 
interpretations of goodwill (which are addressed in 
greater detail later in this discussion).

From both the analyst and the counsel perspec-
tive, while the income-based interpretations of 
goodwill generally are more useful in a marital dis-
solution context, the analyst and counsel should be 
familiar with the residual-based interpretations of 
goodwill as well. This is because both categories of 
goodwill interpretations generally agree on the com-
ponents of goodwill and the types of goodwill (i.e., 
the factors that create goodwill and the situations in 
which goodwill arises).

There are three primary components of goodwill. 
As presented in the textbook, Guide to Intangible 
Asset Valuation:

The first goodwill component is the exis-
tence of operating business assets that are 
in place and ready to use. This component 
is sometimes referred to as the going-
concern value element of goodwill. The 
fact that all of the elements of a business 
enterprise are physically and functionally 
assembled creates an intangible asset.

	 The second goodwill component is the 
existence of excess income (however mea-
sured) . . . This excess income component 
relates to the concept of goodwill as that 
portion of business value that cannot be 
specifically assigned to the owner/operator’s 
tangible assets or identifiable intangible 
assets.

	 The third goodwill component is the 
expectation of future events that are not 
directly related to the owner/operator’s 
current operations. Goodwill may be cre-
ated by the expectations of future capital 
expenditures, future mergers and acquisi-
tions, future to-be-developed products or 
services, and future customers or clients. 
This future expectations component relates 
to the concept of goodwill as the current 
value of future assets (both tangible assets 
and intangible assets) that do not yet exist 
on the analysis date.4

While the above descriptions provide a summary 
of the goodwill component, they do not differentiate 
between enterprise (or institutional) goodwill and 
personal goodwill.

Enterprise Goodwill versus Personal 
Goodwill

Personal goodwill is often most applicable to profes-
sional practices and similar service-oriented busi-
nesses. Due to the nature of professional practices, 
their value is highly dependent on the skills, reputa-
tion, and knowledge of the individual professionals 
working at the practice.

Therefore, some (or much) of the value of these 
types of businesses is attributable to specific indi-
viduals rather than the business enterprise itself.

Generally, enterprise goodwill (sometimes 
referred to as business, practice, or institutional 
goodwill) is goodwill that is interpreted as repre-
senting intangible asset value that is owned and/or 
that has been created by a commercial enterprise 
(i.e., business or practice) and that can be readily 
transferred.

A simple example of enterprise goodwill would 
be when a company hires a large, recognizable inter-
national law firm to assist with a litigation because 
the company wants a “recognizable” law firm name. 
The “recognizable” nature and reputation of the 
large, international law firm would represent enter-
prise goodwill.5

Personal goodwill, on the other hand, is typically 
interpreted as representing intangible asset value 
(or, more appropriately, attributes) that is unique 
to and inseparable from an individual. Meaning, 
personal goodwill is typically represented by cer-
tain attributes (i.e., intangible asset value) that are 
incorporated into the very being of an individual as 
opposed to a business enterprise.
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A simple example of personal good-
will would be if a company specifically 
requests an individual law practitioner 
to provide assistance with the litigation 
due to his or her reputation. Due to the 
company specifically requesting the 
individual law practitioner, this attor-
ney likely has some form of personal 
goodwill.6

In the examples above, the exis-
tence of personal goodwill for the indi-
vidual law practitioner is tied to the 
fact that a client is primarily engag-
ing the individual, rather than a law 
firm. The implied assumption is that at 
some level, if the individual moved to 
another firm, the clients would migrate 
with him or her (due to the personal 
goodwill).

Conversely, the implied assumption 
in the existence of enterprise goodwill 
in the above examples is that the company would 
continue to work with the large, recognizable inter-
national law firm despite any change in ownership 
or in personnel.

Within a family law context, the difference 
between enterprise goodwill and personal goodwill 
can be an important and disputed issue. This is 
because many times the marital estate-owned close-
ly held service-oriented business, or professional 
practice, can possess both enterprise goodwill and 
personal goodwill.

While the differentiation between enterprise 
goodwill and personal goodwill can be a difficult 
task, it is the responsibility of the analyst and coun-
sel to:

1.	 identify and quantify any goodwill that is 
included in a marital-estate-owned closely 
held service-oriented business or profes-
sional practice and 

2.	 appropriately analyze the identified and 
quantified goodwill as enterprise goodwill 
or personal goodwill—based on the appro-
priate state statutes and judicial precedent 
and on generally accepted business valua-
tion approaches and methods (i.e., primar-
ily the analyst’s task in collaboration with 
counsel).

The following section presents a discussion of 
the state statutes and judicial precedent with regard 
to the treatment of enterprise goodwill versus per-
sonal goodwill within a family law context.

Marital Dissolution State 
Statute and Judicial 
Precedent Guidance

While most family law state courts and magistrates 
acknowledge the existence and differentiation of 
personal goodwill versus enterprise goodwill, not all 
courts and magistrates treat it the same. In fact, the 
treatment of goodwill in a marital dissolution set-
ting (e.g., the inclusion or exclusion of goodwill as 
a divisible property within the marital estate) varies 
significantly between states.

Some state courts and magistrates have pro-
vided guidance that both forms of goodwill are to 
be included in the marital estate in cases of marital 
dissolution, while other states have determined that 
personal goodwill should be excluded from the equal 
division of the marital estate assets.

Still other state courts and magistrates have 
either not given a clear indication of whether or 
not personal goodwill should be included in the 
marital estate, or not provided any formal statutory 
or judicial guidance with regard to the treatment of 
enterprise goodwill and personal goodwill.

Generally, in a marital dissolution context, the 
majority of states recognize enterprise goodwill as a 
divisible marital asset but exclude personal goodwill 
as a divisible marital asset.

However, in family law matters where goodwill 
(and, specifically, personal goodwill) has been iden-
tified, it is important that the analyst work with 
counsel to ensure the proper treatment of goodwill 
in determining the equitable distribution of the 
marital estate assets.
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According to Valuing Goodwill in Divorce: State-
by-State Breakdown of Enterprise & Professional 
Goodwill Jurisprudence, 28 states (and the District 
of Columbia) currently recognize enterprise good-
will as a divisible marital asset. These states include 
Alaska, Arkansas, Connecticut, Delaware, Florida, 
Georgia, Hawaii, Illinois, Kentucky, Louisiana, 
Maine, Maryland, Massachusetts, Minnesota, 
Missouri, Nebraska, New Hampshire, Oklahoma, 
Oregon, Pennsylvania, Rhode Island, South Carolina, 
Texas, Utah, Vermont, Virginia, West Virginia, and 
Wyoming.7

Conversely, the states of Arizona, Colorado, 
Montana, Michigan, Nevada, New Mexico, New York, 
New Jersey, North Carolina, North Dakota, Ohio, 
and Washington (12 states) recognize both enter-
prise goodwill and personal goodwill as a divisible 
marital asset.8

There are also currently 6 states that have pro-
vided complicated or conflicting statutory or judicial 
guidance with regard to the treatment of goodwill in 
a marital dissolution context. These states include 
California, Idaho, Indiana, Iowa, South Dakota, and 
Tennessee.9

Two states, Kansas and Wisconsin, while provid-
ing statutory or judicial guidance that implies that 
professional goodwill (i.e., personal goodwill) is 
includable as divisible property within the marital 
estate, qualifies this guidance by noting that only 
professional goodwill (i.e., personal goodwill) that 
is “marketable” or “salable” should be included as 
divisible property within the marital estate.10

Finally, the remaining two states either have 
provided no statutory or judicial guidance with 
regard to the treatment of goodwill within a family 
law context (Alabama) or do not allow either enter-
prise goodwill or personal goodwill to be included 
as divisible property within the marital estate 
(Mississippi).11

While the above information, and the informa-
tion presented in Valuing Goodwill in Divorce: 
State-by-State Breakdown of Enterprise & 
Professional Goodwill Jurisprudence, can be use-
ful, the analyst should always rely on the expertise 
of counsel with regard to the treatment of enter-
prise goodwill and personal goodwill within a fam-
ily law context.

Valuation Analysis of 
Goodwill

There are several generally accepted goodwill valu-
ation approaches and methods available that may 
be applied in the marital estate service-oriented 

business or professional practice. The three gener-
ally accepted intangible asset valuation approaches 
include the cost approach, the market approach, 
and the income approach.

However, prior to discussing these three intan-
gible asset valuation approaches, it is helpful to first 
present a more detailed summary of the two catego-
ries of professional interpretations of goodwill: the 
residual-based interpretation of goodwill and the 
income-based interpretation of goodwill.

As previously mentioned, while the income-
based interpretations of goodwill generally are more 
commonly used in a family law context, the analyst 
and counsel should also be familiar with the residu-
al-based interpretations of goodwill.

This is because both categories of the interpreta-
tion of goodwill generally agree on the components 
of goodwill (i.e., the factors that create goodwill) and 
the types of goodwill (i.e., the situations in which 
goodwill arises), and can be applied to analyze both 
enterprise goodwill and personal goodwill. 

Residual Interpretation of Goodwill
Under generally accepted accounting principles, 
goodwill that is developed through the normal 
course of business operations is rarely recorded on 
an entity’s financial statements. And, the account-
ing recognition for internally created goodwill is dif-
ferent than the accounting recognition for goodwill 
that has been purchased or acquired.

While internally created goodwill is rarely 
recorded on the subject company/practice bal-
ance sheet, purchased goodwill is recorded on the 
acquirer’s balance sheet once the transaction is 
completed. Under generally accepted acquisition 
accounting principles, the fair value of purchased 
goodwill is calculated as the residual value from the 
total consideration of the purchase (i.e., total pur-
chase price), and is recorded as an intangible asset 
on the acquirer’s balance sheet.

Often, accountants use a broad definition of 
goodwill, which represents the residual value of (1) 
the acquired entity’s total purchase price less (2) 
the fair value of all acquired tangible and identifi-
able intangible assets.

However, sometimes this definition of goodwill 
quantifies all of the intangible value of an acquired 
company, such as when each of the individual iden-
tifiable intangible assets are not separately identi-
fied and valued. This means that, in some instances, 
the residual value definition of goodwill may capture 
the total intangible value of the acquired business 
entity with little consideration to the individual 
identifiable intangible assets. 
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Income Interpretation of 
Goodwill

The income-based interpretation of 
goodwill is likely more conceptually 
robust than the residual-based interpre-
tation of goodwill. As such, the income-
based interpretation of goodwill may 
be more useful to the analyst who is 
attempting to value goodwill specifically 
(such as within a family law context), as 
opposed to attempting to value the total 
intangible value of a business.

In the income-based interpretation 
of goodwill, the analyst will typically 
quantify all of the income of the subject 
business. For example, for purposes 
of an excess income analysis (i.e., an 
income-based interpretation analysis of 
goodwill), the total income of a subject 
business can be measured in a number 
of different ways.

The only requirement for income 
measurement is that it is calculated consistently 
and incorporates a fair rate of return on the busi-
ness operating assets (both tangible and intangible).

Next, the analyst will typically assign or allo-
cate a portion of this estimated total income of a 
subject business to each operating asset category 
that contributes to the income production (both 
tangible and intangible). The allocation of this 
estimated total income is typically based on a fair 
rate of return on the asset category (both tangible 
and intangible) multiplied by the value of the asset 
category.

The analyst will then quantify the portion of this 
estimated total income that cannot be assigned to 
any tangible or identifiable intangible asset. This 
excess income (or excess earnings) is then appro-
priately allocated to goodwill.

Finally, the value of goodwill is then quantified 
as this amount of excess income (i.e., the excess 
income or earnings that cannot be assigned to any 
tangible or intangible asset), capitalized into per-
petuity using a risk-adjusted, and growth-adjusted, 
direct capitalization rate.

The result of this procedure indicates the total 
goodwill value of the subject business.

Generally Accepted Approaches and 
Methods for Valuing Goodwill

There are several generally accepted approaches 
and methods that are applicable to the valuation of 

goodwill within a family law context. After consid-
eration of the similarities and the differences, each 
method may be categorized into one of the three 
intangible asset valuation approaches.

The following discussion summarizes the gener-
ally accepted goodwill valuation approaches.

The Cost Approach
When using the cost approach to value the good-
will of a subject business, the analyst estimates the 
amount of current cost required to recreate the 
component elements of the subject business good-
will. The cost approach analysis typically involves a 
component restoration method.

In the component restoration method, the ana-
lyst will list all of the individual components of the 
subject business goodwill. The next step is to esti-
mate the amount of current cost required to replace 
each goodwill component (including personal good-
will). This procedure is based on the concept of 
goodwill as represented by the intangible value of all 
of the subject business entity assets that are in place 
and ready to use.

This hypothetical tangible and identifiable intan-
gible asset component restoration method can 
include the following:

1.	 The purchase and installation of all subject 
business equipment

2.	 The construction or purchase of all subject 
business real estate

3.	 The selection of the subject business sup-
pliers
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4.	 The creation of the subject business distri-
bution system

5.	 The hiring and training of the subject busi-
ness employees

6.	 The building of a level of consumer recogni-
tion and confidence for the subject business

7.	 The recreation of the current level of the 
subject business customer relationships

8.	 The securing of all sources of the subject 
business’ capital12

In the cost approach, component restoration 
method, all of the component tangible assets and 
identifiable intangible assets are assembled at a level 
required to immediately accommodate the subject 
business entity’s current level of operations.

The Market Approach
There are two market approach valuation methods 
related to valuing the goodwill of a subject business. 
The first method is the residual from purchase price 
method. This method utilizes an actual purchase 
price of the subject business to estimate a goodwill 
value as the residual value.

The second market approach method for valuing 
goodwill is the sales comparison method. The sales 
comparison method relies on analyzing guideline 
subject business sale transactions that include 
goodwill.

However, goodwill is rarely sold separately from 
any other assets (both tangible and intangible) of 
a going-concern business. Therefore, the selected 
guideline sale transactions usually involve the sale 
of a going-concern total business enterprise, or pro-
fessional practice.

In the residual from purchase price method, the 
key attribute is there must to be an actual sale of the 
subject business enterprise to perform the analysis. 
If there is an actual sale of the subject business 
enterprise, the analyst will then confirm certain 
characteristics of the sale (i.e., confirm that it was 
an arm’s-length transaction, that there are no non-
cash components or deferred payments, etc.) and 
perform a residual goodwill valuation analysis of the 
subject business.

In the sales comparison method, the analyst 
identifies and analyzes actual sales of guideline 
business entities that are reasonably similar to the 
subject business. This method relies on a residual 
purchase price analysis to estimate the value of the 
subject business goodwill.

The Income Approach
The income approach valuation methods related to 
the valuation of goodwill include the following:

1.	 The residual from business value method

2.	 The capitalized excess earnings method

3.	 The present value of future income method

Each of these valuation methods is based on the 
concept of goodwill (in all forms) as the present 
value of future income that is not associated with 
the subject company’s tangible assets or identifiable 
intangible assets.

It is important for both the analyst and coun-
sel to note that the cost approach and the market 
approach are less commonly used in the analysis of 
goodwill.

Generally, analysts will rely on the income 
approach when valuing goodwill (both enterprise 
goodwill and personal goodwill) within a family law 
context. Therefore, the following discussion pres-
ents an explanation of each of the goodwill income 
approach valuation methods.

Residual from Business Value Method
The residual from business value method is based 
on the principle that the value of the total assets of a 
subject company is equal to the value of the subject 
company total liabilities and equity.

Specifically, the subject business goodwill is 
valued as the overall business enterprise value less:

1.	 the value of all net working capital assets,

2.	 the value of all tangible assets, and

3.	 the value of all identifiable intangible assets.

When utilizing the residual from business value 
method in a family law context, analysts will gen-
erally rely on multiple indications of the subject 
business total value from other generally accepted 
business valuation approaches and methods. These 
approaches and methods can include the following:

1.	 The income approach, direct capitalization 
method

2.	 The income approach, discounted cash flow 
(or yield capitalization) method

3.	 The market approach, guideline merged 
and acquire company method

4.	 The market approach, guideline publicly 
traded company method

While any of these valuation approaches and 
methods can indicate a relevant value for the total 
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subject company business enterprise, the income 
approach, discounted cash flow method, is a com-
mon method for quantifying goodwill as the resid-
ual value from the total subject business enterprise 
value.

However, it is important for the analyst to prop-
erly apply the income approach, discounted cash 
flow method, in the analysis of the subject business 
goodwill. In the application of the income approach, 
discounted cash flow method, the goodwill analysis 
typically involves numerous considerations, includ-
ing the following:

1.	 Revenue analysis

2.	 Expense analysis

3.	 Investment analysis

4.	 Cost of capital analysis

5.	 Residual analysis13

The revenue analysis typically involves a pro-
jection of the prospective revenue from the sale of 
products or services by the subject company. This 
analysis can include consideration of many market 
factors, including expected sales volume, average 
selling prices or expected contract rates, and macro 
factors such as market dynamics, competitive pres-
sures, and regulatory changes.

The expense analysis involves a projection of the 
costs associated with the prospective revenue. This 
analysis can include consideration of fixed expenses 
versus variable expenses, cost efficiency relation-
ships, cash versus noncash expenses, direct versus 
indirect expenses, product versus period costs, and 
cost-volume-profit relationships.

The third analysis, investment analysis, can 
include consideration of the minimum required 
cash balance of the subject business, days sales out-
standing in accounts receivable, inventory turnover, 
expected capital expenditures, and manufacturing 
plant utilization.

The cost of capital analysis may include con-
sideration of the subject company current capital 
structure, the subject industry current capital 
structure, weighted average cost of capital, risk-
free rate of return, systematic and unsystematic 
equity risk premiums, and marginal cost of capital.

The residual value analysis (item 5 above) can 
include an estimate of the value of the prospective 
cash flow generated by the subject company at the 
end of the discrete discounted cash flow analysis 
period. This residual value can be estimated using 
various generally accepted income-based valua-
tion procedures, including the direct capitalization 
method.

When applying the income approach, discounted 
cash flow method, to analyze the residual goodwill of 
a subject company, the typical length of the discrete 
period within the discounted cash flow analysis (i.e., 
the projected operating period prior to the residual 
value analysis) should approximate the average 
length of the subject business industry cycle. The 
discrete period discounted cash flow analysis is then 
discounted at an appropriate present value discount 
rate to determine the present value of the discrete 
period cash flow.

Next, the residual value of the subject company 
is estimated at the end of the discrete projection 
period analysis by using generally accepted business 
valuation approaches and methods (as previously 
mentioned), and is discounted to present value at 
an appropriate present value discount rate (equal 
to the discrete period present value discount rate).

The discrete projection period present value is 
then added to the residual present value, resulting 
in an estimate of the total value of the subject busi-
ness enterprise (this is typically measured as total 
invested capital, or the sum of the subject company 
total long-term debt and total equity).

Finally, the subject company total goodwill value 
is calculated by subtracting the value of the tangible 
assets and the identifiable intangible assets from the 
above-estimated total value of the subject business 
enterprise.

Capitalized Excess Earnings Method
The second income approach method available to 
the analyst in estimating a subject company/prac-
tice goodwill value is the capitalized excess earnings 
method. The capitalized excess earnings method 
involves the quantification and capitalization of the 
excess income generated by the subject company.

While there are several variations of the capital-
ized excess earnings method, this discussion focuses 
on one of the more common applications of this 
method.

The first step in the capitalized excess earn-
ings method requires the analyst to estimate the 
required amount of income that a hypothetical 
investor would expect given the inherent risk of the 
subject company. Some analysts may apply:

1.	 an asset-specific rate of return on invest-
ment to each asset category or

2.	 the subject company’s cost of capital as the 
required rate of return on investment.

Typically the weighted average cost of capital is 
applied if the analyst selects the subject company’s 
cost of capital required by a hypothetical investor.
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Regardless of which rate of return the analyst 
estimates is required by a hypothetical investor, 
given the risk of the subject company, the next 
step in the capitalized excess earnings method is to 
multiply this required rate of return by the value of 
the subject business net identified assets (i.e., all of 
the subject company’s net working capital assets, 
tangible assets, and identifiable intangible assets). 
This calculation quantifies the amount of income 
required by the hypothetical investor.

Third, the analyst will then quantify the differ-
ence between:

1.	 the required amount of income by a hypo-
thetical investor and

2.	 the actual amount of income earned by the 
subject company.

If the actual amount of income exceeds the 
required amount of income, then the subject com-
pany is determined to have excess earnings.

Finally, the analyst capitalizes these excess 
earnings as an annuity into perpetuity, utilizing the 
appropriate direct capitalization rate. This direct 
capitalization rate should be consistent with:

1.	 the level of income used to estimate the 
required income of the subject company 
and

2.	 the actual amount of income of the subject 
company.

The result of the direct capitalization of these 
excess earnings provides an indication of the total 
goodwill value of the subject company.

Present Value of Future Income Method
The third income approach method available to 
the analyst in estimating a subject company total 
goodwill value is the present value of future income 
method. The first step in the present value of future 
income method is to identify all future income asso-
ciated with the subject company that is not associ-
ated with the entity’s tangible assets, or identifiable 
intangible assets.

This identification analysis may include identify-
ing future capital expenditures, future mergers and 
acquisitions, new product or service lines, and new 
customers, for example.

Typically, this future income is not included in 
the subject company’s current strategic plans or 
management-prepared financial projections. And, 
this future income is generally not associated with 
the subject company’s tangible or identifiable intan-
gible assets that are in place as of the analysis date. 

This is because this future income would be includ-
ed in the value of the subject company’s tangible 
assets or identifiable intangible assets.

It is important to note that, from an analyst per-
spective, creating a projection of this future income 
(i.e., the future income that is not associated with 
the subject company’s tangible and identifiable 
intangible assets) is many times a difficult task.

The present value of future income method is 
conceptually correct and appealing from an intellec-
tual point of view. However, long-term management-
prepared financial projections of income derived 
from yet to be identified sources are not always 
available to the analyst.

As a result, in practice it may be difficult for a 
analyst to estimate the value of goodwill of a subject 
company using this method.

How Different Types of Goodwill, 
Such as Enterprise Goodwill and 
Personal Goodwill, May Be Valued

As previously mentioned, all generally accepted 
valuation approaches are appropriate to value both 
enterprise goodwill and personal goodwill. However, 
these forms of goodwill are not typically sold or oth-
erwise transferred separately in the marketplace, so 
the market approach is, therefore, less commonly 
used when estimating the value of goodwill.

When the market approach is used to value good-
will, the empirical market data are often based on 
purchase price allocations of acquired entities (i.e., 
a residual-based interpretation of goodwill).

Further, because both enterprise goodwill and 
personal goodwill are often measured based on 
future income for a marital-estate-owned close-
ly held service-oriented company, or professional 
practice, the cost approach is also less commonly 
used to value both forms of goodwill. In practice, 
the income approach is more commonly used to 
estimate the value of goodwill within a subject com-
pany.

One option that the analyst has is to use a ver-
sion of a residual method analysis in the valuation 
of enterprise goodwill.

Similar to what was discussed in the “Residual 
Interpretation of Goodwill” section above, using a 
residual method analysis requires the analyst to 
estimate the residual of the overall subject company 
value (estimated by applying generally accepted 
business valuation approaches and methods, such 
as the income approach, market approach, and 
asset-based approach) less the total value of all 
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the tangible assets and all the identifiable 
intangible assets used in the subject business 
enterprise.

The analyst may also use a version of the 
“with and without” method (also referred to 
as the comparative business value method) in 
estimating the value of both enterprise goodwill 
or personal goodwill. The “with and without” 
method requires the analyst to estimate the 
value of the subject company “with” and “with-
out” the relevant goodwill in place.

Generally, the “with and without” method 
is more commonly used to value personal 
goodwill than enterprise goodwill. Based on 
factors such as available management-prepared 
financial projections and different discount or 
capitalization rates, the total subject company 
value is typically greater with the subject individual 
in place than without the subject individual in place.

Using this method, the value of personal goodwill 
is estimated as the difference between the “with the 
individual in place” subject company value and the 
“without the individual in place” subject company 
value.

The personal goodwill in this method is identi-
fied as the difference between the two subject com-
pany value estimates based on the two alternative 
variable projections of:

1.	 “with the individual in place” and

2.	 “without the individual in place.”

To help illustrate an analysis of the personal 
goodwill of a subject company held within a marital 
estate, the following example illustrates an applica-
tion of the “with and without” method (when using 
the income approach, capitalized excess earnings 
method).

Personal Goodwill Analysis – Illustrative 
Example

For purposes of this example, let’s assume that 
the marital estate holds an ownership interest in a 
closely held dental practice called Fuller’s Dental. 
There are three active dentists at Fuller’s Dental, 
and the wife, Freda Fuller, DDS, holds a 100 per-
cent ownership interest in Fuller’s Dental (the 
“Practice”).

Let’s assume that the appropriate valuation date 
is as of December 31, 2018.

In this scenario, the analyst has defined excess 
earnings as the difference between (1) the pro-
jected total income of the Practice and (2) a total 
fair return on the Practice tangible assets and net 

working capital assets (from a hypothetical inves-
tor perspective). The total fair return used for the 
Practice tangible assets, net working capital assets, 
and goodwill is based on market-based data.

When valuing goodwill (or other intangible 
assets) it is important to note that goodwill (and 
other intangible assets) typically have a greater level 
of financial and operating risk than tangible assets.

Further, tangible assets typically have a greater 
level of financial and operating risk than net working 
capital assets (or financial assets). This means that, 
in general, intangible assets are expected to earn 
a higher asset-specific rate of return than tangible 
assets. And, similarly, tangible assets are expected 
to earn a higher asset-specific rate of return than 
net working capital (or financial assets).

Exhibits 1 and 2 present (1) the analyst’s esti-
mate of the Practice excess earnings (with Freda as 
part of the Practice) and (2) the analyst’s capitaliza-
tion of the Practice excess earnings into an estimate 
of the total goodwill value for Fuller’s Dental (with 
Freda as part of the Practice).

As presented in Exhibit 1, the total Practice 
excess earnings (with Freda as part of the Practice) 
are estimated at $310,000. And, as presented in 
Exhibit 2, assuming an estimated direct capitaliza-
tion rate of 25 percent, the total Practice goodwill 
(with Freda as part of the Practice) is estimated at 
$1,240,000.

Next, in order to estimate the personal goodwill 
attributable to Freda Fuller, DDS (by applying the 
“with or without” method), the analyst similarly 
defines excess earnings as the difference between 
(1) the projected total income of the Practice 
(excluding Freda) and (2) a total fair return on the 
Practice tangible assets and net working capital 
assets (excluding Freda).

Exhibits 3 and 4 present (1) the analyst’s 
estimate of the Practice excess earnings (without 
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Valuation Analysis

[1] Projected Practice Net Cash Flow 500,000$

[2] Net Working Capital Asset Value 1,000,000$

[3] Required Rate of Return on Net Working Capital Assets [a] 7.0%

[4] Fair Return on Net Working Capital Assets 70,000$ [2] x [3]

[5] Net Tangible Asset Value 1,000,000$

[6] Required Rate of Return on Net Tangible Assets [a] 12%

[7] Fair Return on Net Tangible Assets 120,000$ [5] x [6]

[8] Total Fair Return on Net Working Capital Assets and Net Tangible Assets 190,000$ [4] + [7]

Estimated Practice Excess Earnings 310,000$ [1] ‐ [8]

[a] Required rates of return based on market-derived data.

Exhibit 1
Fuller’s Dental
Goodwill Valuation
Estimate of Excess Earnings (with Freda)
As of December 31, 2018

Valuation Analysis

[1] Estimated Practice Excess Earnings 310,000$
[2] Selected Direct Capitalization Rate 25%
Indicated Practice Goodwill Value (rounded) 1,240,000$ [1] / [2]

Exhibit 2
Fuller’s Dental
Goodwill Valuation
Capitalization of Excess Earnings Method Value Conclusion (with Freda)
As of December 31, 2018
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Valuation Analysis

[1] Projected Practice Net Cash Flow 200,000$
[2] Net Working Capital Asset Value 400,000$
[3] Required Rate of Return on Net Working Capital Assets [a] 10%
[4] Fair Return on Net Working Capital Assets 40,000$ [2] x [3]
[5] Net Tangible Asset Value 400,000$
[6] Required Rate of Return on Net Tangible Assets [a] 17%
[7] Fair Return on Net Tangible Assets 68,000$ [5] x [6]
[8] Total Fair Return on Net Working Capital Assets and Net Tangible Assets 108,000$ [4] + [7]
Estimated Practice Excess Earnings 92,000$ [1] ‐ [8]

[a] Required rates of return based on market-derived data.

Exhibit 3
Fuller’s Dental
Goodwill Valuation
Estimate of Excess Earnings (without Freda)
As of December 31, 2018

Valuation Analysis

[1] Estimated Practice Excess Earnings 92,000$
[2] Selected Direct Capitalization Rate 36%
Indicated Practice Goodwill Value (rounded) 255,600$ [1] / [2]

Exhibit 4
Fuller’s Dental
Goodwill Valuation
Capitalization of Excess Earnings Method Value Conclusion (without Freda)
As of December 31, 2018



60  INSIGHTS  •  WINTER 2019	 www.willamette.com

Freda as part of the Practice) and (2) the ana-
lyst’s analysis for the capitalization of the Practice 
excess earnings into an estimate of the goodwill 
value for Fuller’s Dental (without Freda as part of 
the Practice).

As presented in Exhibit 3, the Practice excess 
earnings (without Freda as part of the Practice) are 
estimated at $92,000. And, as presented in Exhibit 
4, assuming an estimated direct capitalization rate 
of 36 percent, the Practice goodwill (without Freda 
as part of the Practice) is estimated at $255,600.

Based on the data presented in Exhibits 2 and 4, 
the indicated personal goodwill attributable to Freda 
Fuller, DDS, is equal to $984,400 (i.e., $1,240,000 – 
$255,600). This is the amount that may, or may not, 
be includable in the marital estate—based on state 
statutory guidance and judicial precedent (as previ-
ously discussed).

Conclusion
This discussion provided a general definition of 
goodwill, and addressed the differences between 
enterprise goodwill and personal goodwill within a 
family law context.

When a closely held service-oriented company, 
or professional practice, ownership interest is held 
within a marital estate, it is important that the 
analyst and counsel collaborate in order to properly 
analyze any potential goodwill.

This is because analysts can provide significant 
assistance to counsel with regard to (1) identifying 
and (2) quantifying enterprise goodwill and personal 
goodwill in a family law context.

Conversely, counsel can provide meaningful 
guidance to analysts regarding the interpretation of 
relevant statutory authority and judicial precedent 
when analyzing enterprise goodwill versus personal 
goodwill within a family law context.
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