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CROSS-EXAMINATION

QUESTION: HOW DO YOU CROSS-EXAMINE A BUSINESS VALUATION EXPERT?

ANSWER: THE SAME WAY YOU CROSS-EXAMINE A NEUROSURGEON.

Cross-examination of a business valuation expert often seems impossible for at least two
reasons:

1. The lawyer did not understand the direct examination because of his lack of
valuation knowledge; and

2. Neither did the judge.

A large part of a lawyer's job in a business valuation case is "teaching" the valuation
methodology to the judge. How can a judge understand the cross-examination of the expert's
opinion of the judge does not understand the methodology used in forming the opinion?

How can a lawyer teach a valuation methodology to a judge when that lawyer does not
understand the methodology?

The before-mentioned questions are self-answering. Ray Charles and Stevie Wonder can see
the answers. You must be educated on at least three matters before you can teach the methodology
and then cross-examine it:

1. You must learn and understand the methodology;

2. You must learn and understand what underlying facts in the case have been
misapplied to the methodology by the expert you are crossing; and

3. You must learn and understand whether the expert chose an appropriate
methodology for the particular business.

Where do you get your education? Are you going back to school for four or five more years?
I don't think so.

The number one person to teach you so you can teach the judge is your own expert. Your
own expert is the most important "person" in the case. You will use your own expert as follows:

1. To value the business;

2. To teach you how to cross-examine the other expert; and

3. To present rebuttal testimony on the other expert's value of the business.
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You must employ your own expert very early in the case. He/she must not only be highly
qualified and experience, but must be somebody that can and will work with you and your client on
a personal and professional basis.

If your client is not very knowledgeable about the business, you will have to conduct
extensive discovery to get facts and materials for your report. He/she needs to work hand in glove
with you on this discovery.

Obviously, your discovery will include a copy of the opposing expert's report, and then, a
deposition of other expert. Your expert must completely critique the report and deposition. He/she
must then teach you how to cross-examine the opposing expert.

Your expert should prepare a complete list of every disagreement he/she has with the
opposing expert. The list should be PRIORITIZED from the most important to the least important
disagreements. Along with each "disagreement" on the list, your expert should then doe the
following:

1. State the reasons and authority for the disagreement; and

2. Explain and show you how the disagreement actually affects the value in
terms of the actual dollars.

The following is a listing of what the writer has found to be broad areas for cross­
examination that must be explored in most cases;

1. The qualifications and real world experience of the opposing expert;

2. The knowledge of the expert of the industry in question;

3. The knowledge of the expert of the business in question;

4. The expert's adjustments to the balance sheets ofthe business in question;

5. The expert's adjustments to the profit and loss statements ofthe business in
question;

6. The expert's selection of methodologies;

7. The expert's knowledge of other appropriate methodologies;

8. The expert's knowledge of your expert and his/her reputation;

9. The expert's agreements and/or disagreements with your expert;
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10. Mathematical errors;

11. The expert's reasons for so-called discounts and premiums;

12. The expert's knowledge of the national, state, and local economics;

13. The expert's knowledge of the fair market value of the real assets of the
business;

14. The expert's knowledge and use of partnership or shareholders' agreements;

15. The expert's arguments and disagreements with the leading texts on business
valuations;

16. The expert's knowledge of pre-existing or existing offers to buy and/or sell;

17. Valuations of other business by the expert; and

18. Publications of the expert.

Prior to trial, you should obviously have two valuation reports - your perfect report and the
other side's imperfect report. With the help of your expert, you must identifY the major differences
in the two reports. It is of great help to the judge if you can identifY and outline these major
differences and the monetary import of same.

Quite often the major differences will lie in the following categories;

1. Adjustments to balance sheets;

2. Adjustments to profit and loss statements;

3. Selection of capitalization or discount rates; and

4. Use of discounts and/or premiums.

All so-called "Earnings Methodologies" use a capitalization or discount rate and apply same
to the "expected" earnings of the business. Assume that two experts came up with expected earnings
of $100,000 per year, but that expert "A" used a 10% rate and expert "B" used a 50% rate. The
values would then be as follows:

1. Expert "A" = $1,000,000

2. Expert "B" = $200,000
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In this hypothetical case, the issue is easily identifiable to the judge. He/she must learn how
to properly determine a capitalization or discount rate. He/she must learn which expert did the best
job.

In Smith v. Smith, III N.C.App. 460,433 S.E.2nd 196, the judge selected a capitalization
rate that was not used by either ofthe experts. The Appellate Court affirmed the trial court setting:

"We do not believe the Court was so restricted in its authority that it
was prohibited from selecting a capitalization rate of 16% simply
because neither expert specifically identified that rate as the
appropriate one to be used under the valuation methodology used by
the Court."

Goodwill, or the lack thereof, is an important part of most business valuations. This is very
fertile ground for cross-examination. In McLean v. McLean, 323 N.C. 543, 374 S.E.2nd 376, the
Supreme Court stated:

"We agree that goodwill should be valued, but we join the Court of
Appeals in cautioning trial courts to value goodwill with great care ...
for the individual practitioner will be forced to pay the ex-spouse
tangible dollars for an intangible asset at a value concededly arrived
at on the basis of some uncertain elements."

The Appellate Courts have ruled that a business cannot be distributed or made any part of
any equitable distribution case if the judge is unable to make a finding of fact as to the value of the
business. This is the law even if expert testimony was presented. See Grasty v. Grasty, 125
N.C.App. 736, 482 S.E.2nd 752.

Upon proper motion, the trial court may appoint an independent expert to value a business.
See N.C.G.S. §8C-1, Rule 706(a) and Dorton v. Dorton, 77 N.C.App. 677, 336 S.E.2nd 415. The
decision is in the sound discretion of the court. See Grasty, supra Do not hesitate to fully cross­
examine a court appointed expert. The writer of this article has never had a trial court agree 100%
with a court appointed expert.

Many partnerships and closely held corporations have partnership agreements or
stockholders' agreements that place a value on the spouse's ownership in the business. In Harvev
v. Harvey, 112 N.C.App. 788, 737 S.E.2nd 397, the Court of Appeals stated, "When the terms of a
partnership agreement are used to value the partnership interest, the value 0 the interest calculated
is only a presumptive value and may be attached by either party. See also, Fox v. Fox, 103 N.C.App.
13,404 S.E.2nd 354. It is the opinion of this writer that this is also very fertile ground for cross­
examination. These agreements seldom calculate a value that approximates fair market value. It
may be high, it may be low, but it will not be fair market value.

At the beginning of this article, the writer stated that the most important person in a business
valuation case is the expert that you are in charge of selecting. In most litigation, you do not have
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the privilege of "finding and paying" for your witnesses. In a business valuation case you do. Select
your expert carefully. Make sure he/she can help you with your cross-examination. After all,
"Witnesses win cases, the lawyer merely takes the credit."

I have worked with many experts in business valuation cases. I asked three ofthem (the ones
that I considered to be very helpful concerning cross-examination) to submit their "List of Ways I
Can Aid You in Cross-Examination." Their "lists" are appendices to this article as follows:

1. Albert N. Link: CROSS-EXAMINATION APPENDIX A

2. Robert N. Pulliam: CROSS-EXAMINATION APPENDIX B

3. T. Randolph Whitt: CROSS-EXAMINATION APPENDIX C
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Litigation Support as a Business Valuation Consultant

Albert N. Link
Professor of Economics

Department of Economics
University of North Carolina at Greensboro

Greensboro, NC 27412
(336) 334-5146

al_Iink@uncg.edu

From time to time I am asked to consult with attorneys regarding:

(i) the soundness of a business valuation report, including the credentials of the author of the

valuation report, and/or

(ii) areas to question opposing counsel's presumed-to-be valuation expert on at deposition or at trial.

These two consulting assignments are interrelated. The soundness of a business valuation report is

not independent of the credentials of the author of the report, and the aspects of the report in

question, which are to be explored at deposition or at trial, are not independent ofthe soundness of

the report.

What follows is a synopsis of how I generally approach such a consulting task. Certainly, my

approach to these tasks, as would be the case of other expert valuation consultants, is without regard

to whether the attorney for whom I am consulting represents the plaintiff or the defense in the case.

My overarching advice as a consultant is to emphasize to an attorney that there is both "art" and

"science" involved in conducting a business valuation. If the author of the valuation report under

scrutiny is credentialed, I generally, but not always, accept the "science" aspects of the business

valuation and comment only on the "art" aspects.
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Because each valuation exercise is unique, and thus requires the selection of an appropriate valuation

method, I have outlined below in table form alternative valuation methods and have emphasized the

aspects of" art" in each.

An inspection of the comments on each step in each of the four valuation methods summarized

shows that ele~ents of "art" are abundant in valuation methodology. As such, my advice to

attorneys is to probe the author of opposing counsel's valuation report as to hislher justification for

each element of" art" that is imposed upon the valuation.

The justification that I would expect to be offered by a credentialed-as well as forthright-expert

is that hislher personal judgment is based on hislher experience. Such ajustifIcation involves much

more than,

"Well ... that value seemed reasonable to me,"

or,

"That value carne from an article I read that was written in 19xx."

My advice to the attorney, so as to ensure that he/she fully understands the elements of "art" that

surround the valuation, is to continue to question the author ofthe valuation report until each aspect

of "art" in the relevant table above can be dissected into three parts:

(i) experience from other verifiable valuation,

(ii) judgment based on an extrapolation of extant (and relevant to the valuation at hand) valuation

literature, and

(iii) judgment based on an extrapolation of past and current (and relevant to the valuation at hand)

economic environmental factors.

To illustrate, using an element of "art" that is common to the present value of adjusted future

earnings valuation method and the capitalization of excess earnings methods, consider the selection

of a discount rate or capitalization rate. It may be more common than not for a valuator, credentialed

or not, to claim to have arrived at the discount rate or capitalization rate used in hislher analysis on
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the basis ofa build-up method. "Whatthat method involves, in concept, is to add to a risk-free rate

of return percentage points that reflect various aspects of risk that characterize the business being

valued. These aspects of risk include, but may not be limited to: competitive risk, regulatory risk,

cost risk, customer risk, marketability risk, and financial risk. For each of these aspects of risk, I will

advise an attorney to ask, "why and where," meaning why is that particular aspect of risk relevant

to this valuation and from where was information obtained to estimate that aspect of risk.

If I continue to consult with the attorney during the post-deposition stage, I will then critique the

valuator's answers for the attorney and point out the areas where I agree and where I disagree. From

there, it is up to the attorney to formulate questions for trial on the basis of my explanatory

information.

Many attorneys for whom I have consulted view the role of cross-examination of the opposing

counsel's valuator at trial as either one of questioning hislher credentials, and hence questioning

whether he/she is truly an expert in the sense of bringing relevant and useful information to the court,

or as one of simply impeaching the valuator. My advice to the attorney on this issue is to use the

cross-examination period to illustrate to the judge and/or jury that there are areas of agreement and

disagreement in the valuator's report, and the areas of disagreement stern from the valuator's lack

of sufficient knowledge of critical factors relevant to the business being valued and to its operating

environment. And, as a result of this insufficient knowledge, the valuator's conclusions are

exaggerated by ± x amount, or, at a minimum are biased upward or downward.
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