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valuation of private companies, professional

practices, and closely-held business owner-
ship interests. Family law counsel often retain, work
with, and rely upon valuation specialists to value
such businesses and business ownership interests.
As family law counsel may know, a functional anal-
ysis is one typical procedure in the valuation of the
closely held business or business ownership inter-
est. This article summarizes what family law counsel
needs to know about performing a functional analy-
sis within the context of a marital estate valuation.

Family law counsel may be aware that a func-
tional analysis is one typical component of a trans-
fer price analysis. A functional analysis is one
component of a transfer price analysis related to the
intercompany transfer of tangible property, intangi-
ble property, or services. An intercompany transfer
is a transfer between entities that are under com-
mon control. Such entities are also often referred to
as related parties. Such entities are sometimes also
referred to as associated parties. A typical example
of entities that are under common control would be
two wholly-owned subsidiaries (say, one domestic
and one foreign) of the same multinational parent
corporation.

A functional analysis is often applied for pur-
poses of assessing the comparability of the subject
entity to the selected guideline or benchmark enti-
ties. These guideline or benchmark entities could
be comparable companies, securities, or proper-
ties (including tangible property and intangible

Famﬂy law counsel is often involved in the
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property). Many family law counsels may imme-
diately think of a functional analysis within the
context of the allocation of income and deductions
among taxpayers for federal income tax purposes.
The performance of a functional analysis is cer-
tainly relevant in this context. As will be described
in this discussion, the regulations related to Internal
Revenue Code Section 482 explain the application
of a functional analysis for purposes of determining
reliability. As will be discussed, a functional analy-
sis is certainly relevant to an intercompany transfer
price determination made for purposes of Section
482 compliance.

In addition to transfer price analysis, family law
counsel should be aware that a functional analy-
sis is also relevant within the context of a valua-
tion analysis and a damages measurement. For
purposes of this discussion, a valuation analysis
includes the valuation of privately-owned com-
panies, closely held company securities, tangible
assets, and intangible assets. In addition to fam-
ily law purposes, such valuations could be devel-
oped for transaction, financing, taxation, financial
accounting, commercial litigation, or other pur-
poses. For purposes of this discussion, a damages
measurement includes the quantification of dam-
ages related to business entities, business owner-
ship interests, tangible assets, and intangible assets.
Such a damages measurement could relate to an
injured party’s damages sustained with regard to a
tort claim or a breach of contract claim.

Such valuation, damages, and transfer price
analyses are often performed by valuation ana-
lysts, forensic accountants, economists, industry
consultants, and other types of professionals. This
discussion refers to all of these professionals col-
lectively as “analysts.” It summarizes the applica-
tion of a functional analysis in the development of
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a valuation, damages, or transfer price analysis. It
considers the following topics:

e What is (and what is not) a functional
analysis

* The reasons for the analyst to perform a func-
tional analysis within the context of a valua-
tion, damages, or transfer price analysis

¢ The functional analysis impact on valuation
estimates

e The functional analysis impact on damages
measurements

e The functional analysis impact on transfer
price determinations

e The 12 steps of a functional analysis
¢  Who should perform the functional analysis
¢ Documentation of the functional analysis

This discussion summarizes what family law
counsel need to know about a functional analysis
within the context of developing a valuation, dam-
ages, or transfer price opinion.

WHAT IS FUNCTIONAL ANALYSIS?

As mentioned above, many family law counsels
initially think of a functional analysis within the
context of an intercompany transfer price determi-
nation between the controlled entities of a taxpayer
(often a multinational taxpayer) for Section 482
compliance purposes. Although there are broader
applications of a functional analysis, the Section
482 regulations do provide a definition of a func-
tional analysis that is generally applicable for this
discussion.

The analysis is a component of an
intercompany transfer.

Regulation 1.482-1(d)(3)(i) relates to comparabil-
ity issues related to the allocation of income and
deductions among taxpayers. Specifically, these

regulations section deals with the factors for deter-
mining comparability of transactions and compa-
nies. This regulation section describes a functional
analysis as follows:

(i) Functional analysis. Determining the degree
of comparability between controlled and uncon-
trolled transactions requires a comparison of the
functions performed, and associated resources
employed, by the taxpayers in each transaction.
This comparison is based on a functional analy-
sis that identifies and compares the economi-
cally significant activities undertaken, or to be
undertaken, by the taxpayers in both controlled
and uncontrolled transactions. A functional
analysis should also include consideration of the
resources that are employed, or to be employed,
in conjunction with the activities undertaken,
including consideration of the type of assets
used, such as plant and equipment, or the use
of valuable intangibles. A functional analysis is
not a pricing method and does not itself deter-
mine the arm’s length result for the controlled
transaction under review. Functions that may
need to be accounted for in determining the com-
parability of two transactions include —

(A) Research and development;
(B) Product design and engineering;

(C) Manufacturing, production, and process
engineering;

(D) Product fabrication, extraction, and assembly;
(E) Purchasing and materials management;

(F) Marketing and distribution functions,
including inventory management, warranty
administration, and advertising activities;

(G) Transportation and warehousing; and

(H) Managerial, legal, accounting and finance,
credit and collection, training and personal
management services.

Although this regulation lists eight functions, it
does not imply that the eight-item list is exhaustive.
Rather, the regulation section indicates that the fac-
tors to consider “include” the eight listed functions.
In addition, the regulation does not imply that
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the listed eight factors cannot be disaggregated or
rearranged.

Topics Considered

For the subject entity, a functional analysis basi-
cally considers the following topics:

It helps the analyst better understand how the
entity works.

1. What products and services are offered
to customers or clients (and how are
those products and services designed or
developed)

2. What is the source of supply of the materials,
labor, and overhead that is needed to pro-
duce those products and services (including
sourcing dependence and sourcing logistics
issues)

3. How the products and services are manufac-
tured or otherwise produced

4. How the products and services are differen-
tiated, promoted, priced, and sold (including
advertising and branding issues)

5. How the inventory of products and services
(including raw materials, work in process,
and finished goods/services) are created,
packaged, and stored

6. How the products and services are deliv-
ered (including shipping, transportation, and
other delivery logistics issues)

7.  What assets are utilized to perform the func-
tions within the business entity (including
working capital assets, tangible assets, and
intangible assets)

8. How profits are earned in the business enter-
prise (including the cost/volume/profit
relationships with regard to both (a) pro-
duction/service creation cost of sales and
(b) production/service delivery revenue
recognition)

9. How the accounting, finance, human
resources, management information, market-
ing, sales, and other administrative activities
operate within the subject entity

10. How the subject entity is organized, man-
aged, and capitalized (legally and adminis-
tratively), including both (a) the relationship
between the entity owners and the entity
operators/managers and (b) the relationship
between the entity and its sources of capital

There are various financial, competitive, and
operational analyses that may be components of the
functional analysis. And, there are also some types
of financial, economic, and industry analysis that
are not really components of the functional analy-
sis. These considerations of what are components—
and what are not components—of the functional
analysis are summarized next.

Considerations That Are Components of the
Functional Analysis

Exhibit 1 presents a listing of the typical consid-
erations in the performance of a functional analysis.
This Exhibit 1 list is not intended to disagree with
or to replace the eight factors listed in Regulation
1.482-1(d)(3)(i). Rather, the Exhibit 1 list is intended
to expand on and to clarify the Regulation 1.482-
1(d)(3)(i) list. Exhibit 1 is presented so as to serve as
a checklist of functional analysis considerations for
the analyst—or for the family law counsel— when
developing a valuation (or damages or transfer
price) opinion.

Assets considered include working capital,
tangible, and intangible assets.

Regardless of the type of analysis, the family law
counsel asks the analyst to develop, the Exhibit 1
considerations may be used to develop an under-
standing of the subject entity, ownership inter-
est, or property. These considerations may also be
used to compare the functions performed, assets
employed, and risks assumed between two con-
trolled entities under common ownership. Also,
the Exhibit 1 considerations may be used to com-
pare the functions performed, assets employed, and
risks assumed between a controlled transaction and
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an uncontrolled transaction—particularly within
the context of an intercompany transfer price
determination.

Considerations That Are Not Substitutes for a
Functional Analysis

As Exhibit 1 implies, there may be many com-
ponents to the assessment of the functions per-
formed, assets employed, or risks assumed. The
following analyses may also be performed as part
of a valuation (or damages or transfer price) analy-
sis. And, the following analyses may be consid-
ered as a part of—or a component of—a functional
analysis. The following analyses, however, are not
a substitute for a functional analysis of the subject
entity, ownership interest, or tangible/intangible

property:

The analysis has applications to all valuation
approaches.

e Historical financial statement ratio or trend-
line analysis

e State of the regional or national economy
analysis

e State of the subject industry (or the subject
profession) analysis

® Acquisition due diligence analysis
¢ Quality of earnings analysis
e  SWOT analysis

e History and description of the subject entity,
ownership interest, or property

® Selection (and analysis) of guideline public
companies or guideline merger and acquisi-
tion transactions or guideline royalty rates

Each of the above analyses has a place in a busi-
ness or property valuation, damages, or transfer
price analysis. Each of the above analyses, however,
is different than a functional analysis of the subject
entity, ownership interest, or property.

REASONS TO PERFORM A FUNCTIONAL
ANALYSIS

Whether the family law counsel asks the analyst
to conduct a valuation, a damages measurement, or
a transfer price determination, the reasons for con-
ducting a functional analysis are pretty much the
same.

The first reason to conduct a functional analysis
is to familiarize the analyst with the subject entity,
ownership interest, or tangible/intangible property.
The research required and the diligence necessary
to conduct the functional analysis results in both a
broad and a deep understanding of the subject of
the analysis. By performing the functional analy-
sis, the analyst better understands how the subject
entity works.

Regulation 1.482-5 describes the comparable
profit method.

The second reason to conduct a functional analy-
sis is to assess comparability. The comparability
assessment may allow the analyst to:

e identify and select comparable compa-
nies, comparable transactions, comparable
licenses, or other comparable transfers;

* compare and contrast the functions of two
related party (or associated) entities that are
under common ownership (ie., two con-
trolled parties);

* compare and contrast a controlled trans-
action with one or more uncontrolled (i.e.,
arm’s-length) transactions;

* make normalization adjustments to compa-
rable companies, transactions, and licenses to
make them more comparable to the analysis
subject; and

* make comparisons of the conditions in trans-
actions between related parties—that is, the
controlled transactions—with the conditions
in comparable transactions between unre-
lated (or arm’s-length) parties—that is, the
uncontrolled transactions.
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The third reason to conduct a functional analysis
is to assess the relative contribution of the various
functions performed either (1) within the subject
entity or (2) between the related (or associated) par-
ties in a controlled transaction.

The fourth reason to conduct a functional analy-
sis is to identify the various assets that are used
(1) in the operation of the subject entity or (2) in
the conduct of the controlled transaction. These
assets are employed to perform the various func-
tions associated with the subject entity. The assets
considered in the functional analysis may include
working capital accounts, tangible assets (real
estate and tangible personal property), and intan-
gible assets.

Valuation analysts have specialized training
and experience.

The fifth reason to conduct a functional analy-
sis is to identify the risks that are being assumed
by the subject entity. A significant portion of the
return earned by the entity’s operations is due to
the risks assumed by the entity. The functional
analysis allows the analyst to compare these risks
(1) within the subject entity; (2) between the sub-
ject entity and the selected comparable compa-
nies, transactions, and licenses; and (3) between
related party (or associated) entities in a controlled
transaction.

Each of these five reasons will assist in the devel-
opment of the valuation, the damages measure-
ment, or the transfer price determination.

FUNCTIONAL ANALYSIS IMPACT ON THE
VALUATION ESTIMATE

The functional analysis allows the analyst to
understand the value creation within the subject
entity. Although the functional analysis is primarily
considered a procedure for assessing—and adjust-
ing for—comparability, the functional analysis
does not only impact the market approach to the
marital estate business or property valuation. There
are comparability considerations in all generally
accepted valuation approaches.

The three generally accepted approaches to the
value of a business or business ownership inter-
est are the income approach, the market approach,

and the asset-based approach. The three generally
accepted approaches to value a tangible property or
an intangible property are the income approach, the
market approach, and the cost approach.

Valuation analysts are skilled at data gathering,
interviewing, and investigative techniques.

In the income approach, the functional analysis
informs the analyst with regard to:

1. revenue projections,

2. expense projections,

3. investment projections,

4. present value discount rate components, and

5. expected long-term
considerations.

growth rate

In the market approach, the functional analysis
informs the analyst with regard to:

1. normalizing the historical financial or opera-
tional results of the subject entity or property;

2. selecting comparable (or guideline or bench-
mark) companies, transactions, or licenses;

3. adjusting/normalizing the historical finan-
cial or operational results of the comparable
companies, transactions, or licenses;

4. selecting the adjusted pricing multiples that
were extracted from the comparable compa-
nies, transactions, or licenses; and

5. applying the selected market-derived pric-
ing multiples to the subject entity, ownership

interest, or property.

In the asset-based approach, the functional analysis
informs the analyst with regard to:

1. the valuation of the tangible assets,

2. the existence of the identifiable intangible
assets,
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3. the applicable valuation variables (including
useful economic life) to apply to the identifi-
able intangible assets,

4. the capitalized excess earnings method valu-
ation of goodwill, and

5. the valuation of the liabilities—and, particu-
larly, contingent liabilities.

In the cost approach, the functional analysis
informs the analyst with regard to:

1. the measurement of useful economic life—
for both tangible property and intangible

property;

2. the identification and measurement of func-
tional obsolescence (including the techno-
logical obsolescence component) of tangible

property;

3. the identification and measurement of eco-
nomic obsolescence of tangible property;

4. the normalization of the property owner’s
financial and operational metrics—particu-
larly with regard to intangible property; and

5. the selection of the valuation variables to
perform the capitalized income loss method
to measure economic obsolescence for intan-
gible property.

As indicated above, the functional analysis has
applications to all of the generally accepted busi-
ness valuation approaches and property valuation
approaches.

FUNCTIONAL ANALYSIS IMPACT ON
DAMAGES MEASUREMENTS

Analysts may be asked by legal counsel to iden-
tify and measure damages related to businesses,
business ownership interests, tangible property,
or intangible property. These damages are often
caused by a wrongful action. The wrongful action
could relate to (1) a breach of some type of contrac-
tual agreement or (2) a tortious action. The contract
could include any type of merger or acquisition
contract, commercial goods or services contract,
license, lease, franchise, employment or services

agreement, noncompete/nonsolicitation agree-
ment, or other commercial contracts. The tort could
include a breach of fiduciary duty, lender liability
duty, duty to shareholders, or any other type of
duty.

In the measurement of the business or property
damages, analysts often consider these generally
accepted damages measurement methods:

1. Lost profits
2. Reasonable royalty rate

3. Cost to cure (including lost business or prop-
erty value)

The functional analysis informs the analyst
throughout the damages measurement assign-
ments. First, the functional analysis helps the ana-
lyst identify the component of the business or
property that was damaged. The functional anal-
ysis may not identify the damages event or the
party who conducted the wrongful action. But,
the functional analysis should help to identify (1)
what entity/property functions were damaged,
(2) the relative importance of those damaged func-
tions to the subject entity/property, and (3) the
value creation due to the functions—or, in this case,
the value destruction due to any damage to those
functions.

There is no specific guidance as to
documentation.

Second, the functional analysis should help to
identify the entity/property’s normal financial or
operational variables—that is, the entity /property’s
metrics “before” or “without” the damages event.
The analyst can compare those normal financial or
operational variables to the entity/property’s cur-
rent metrics—that is, “after” or “with” the damages
event. The differences in these metrics before and
after (or without and with) damages are one mea-
sure of lost profits.

In particular, the functional analysis may help
the analyst to develop (and to test the reason-
ableness of) any damages projection variables—
including revenue, expenses (fixed and variable),
investments, and other prospective financial
variables.
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Third, the functional analysis may help to iden-
tify (1) when the damages impact started (i.e., the
beginning of the damages period), (2) the term of
the damages period, and (3) when the damages
impact ended—if it did end (i.e., the end of the
damages period).

Fourth, the functional analysis may help to
identify and measure the impact of any mitigation
efforts in response to the damages event.

Fifth, the functional analysis may help to
identify, compare, normalize, select, and apply
arm’s-length license agreement royalty rates in a
reasonable royalty rate damages analysis.

Sixth, the functional analysis may help to iden-
tify the costs to cure the impact of the damages
event. This is because such an analysis may identify
the particular entity/property functions that were
damaged—to allow the analyst to estimate the cost
to cure (i.e., repair) the damaged function.

Seventh, the functional analysis may inform the
selection of the historical valuation variables to
develop the “before” business or property valua-
tion. The current (post-damages event) application
of the functional analysis may inform the analyst’s
selection of the post-damages valuation variables to
develop the “after” business or property valuation.
The difference in the “before” value and the “after”
value is one indication of the lost business value or
property value.

The development of the functional analysis may
also help to identify all of the entity’s operational
components and tangible/intangible assets that
were impacted by the damages event. And, the
performance of the functional analysis may help
to quantify the lost profits, reasonable royalty rate,
or cost to cure related to the business or property
damages.

FUNCTIONAL ANALYSIS IMPACT ON
TRANSFER PRICE DETERMINATION

As mentioned above, a functional analysis is one
important procedure in an intercompany transfer
price analysis. The transfer price analysis helps to
identify the value chain. A value chain separates
a business into a series of value-generating func-
tions. This value chain helps provide a foundation
from which to identify (1) the functions performed,
(2) the assets employed, and (3) the risks assumed.
This foundation helps the analyst to understand
the activities that create value in the subject entity,
ownership interest, or property.

As mentioned above, Regulation 1.482-1 pro-
vides an introduction to the allocation of income
and deductions among taxpayers. Regulation 1.482-
1(d)(3)(i) describes a functional analysis within the
context of the factors for determining the compara-
bility of transactions.

Regulation 1.482-2 includes guidance related to
the determination of taxable income in specific situ-
ations. These specific situations include:

* loans or advances,

* the performance of services for another,
* the use of tangible property, and

* the transfer of property.

Regulation 1.482-3 describes the methods to
determine taxable income with a transfer of tan-
gible property. These methods for determining an
arm’s-length transfer price with regard to tangible
property include:

* the comparable uncontrolled price method,
* the resale price method,

* the cost-plus method, and

* unspecified method.

Regulation 1.482-3(c)(3)(ii)(A) discusses func-
tional comparability with regard to the resale price
method. Specifically, this regulation section deals
with comparability and reliability considerations
within the application of the resale price method.

Regulation 1.482-3(d)(3)(ii)(A) discusses func-
tional comparability with regard to the cost-plus
method. Specifically, this regulation section deals
with comparability and reliability consideration
within the application of the cost-plus method.

Regulation 1.482-4 describes the methods to
determine taxable income with regard to the trans-
fer of intangible property. First, this regulation pro-
vides a description of what is intangible property.
Second, this regulation describes the following
methods for determining an arm’s-length transfer
price with regard to intangible property:

e Comparable uncontrolled transaction method

¢ Unspecified methods
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Regulation 1.482-5 describes the comparable
profits method. Specifically, regulation 1.482-5(c)(2)
(ii) discusses functional, risk, and resources com-
parability. This regulation section presents these
factors within the context of comparability and reli-
ability considerations in the application of the com-
parable profits method.

Regulation 1.482-6 describes the application of
the profit split method. This regulation provides
guidance with regard to:

e the comparable profit split method and
¢ the residual profit split method.

Regulation 1.482-7 relates to cost-sharing
arrangements. Regulation 1.482-8 provides exam-
ples of the application of the best method rule.

Regulation 1.482-9 relates to the determination of
an arm’s-length transfer price related to controlled
services transactions. Regulation 1.482-9(d)(3)(ii)(A)
describes functional comparability. This regulation
section discusses comparability and reliability con-
siderations within the context of the application of
the gross services margin method. Regulation 1.482-
9(c)(3)(ii)(A) also describes functional comparabil-
ity. This regulation section discusses comparability
and reliability considerations within the context of
the application of the cost of services plus method.

In all cases, the regulations discuss the func-
tional analysis within the context of assessing—and
adjusting for—comparability. These assessments—
and adjustments—are made (1) to the subject entity
or property or (2) between the related (or associ-
ated) parties to the controlled transaction. These
assessments and adjustments are based on:

e the relative contribution of the various func-
tions performed,

* the assets (both tangible and intangible) used
to perform these functions, and

e the risks assumed by the subject entity or the
related parties.

THE 12 STEPS OF THE FUNCTIONAL
ANALYSIS

Family counsel should be aware that there are
many considerations related to the development of

a functional analysis. And, family counsel should
be aware that these considerations are equally rel-
evant whether the functional analysis is developed
for valuation, damages, or transfer price purposes.
Exhibit 1 was intended to only present a partial list-
ing of typical analyst considerations. Exhibit 1 does
not present a comprehensive list of all analyst con-
siderations. However, all of the considerations or
procedures may be categorized into what this dis-
cussion refers to as the 12 steps of the functional
analysis.

These 12 steps do not necessarily have to be per-
formed in the order or sequence presented below.
The following listing of steps, however, is pre-
sented in a logical sequence. Some of the steps may
be performed simultaneously. Some of the steps
may be performed out of order. This article, how-
ever, recommends that all of the 12 steps should
be developed, to a greater or less extent, before the
functional analysis is considered to be complete.

It is important to recognize that each so-called
“step” represents a category or grouping of many
procedures and investigations. These categories of
procedures are called “steps” to remind the ana-
lyst to proceed from the initial understanding of
the subject entity to the final assessment of the
risks assumed by that subject entity. After complet-
ing all of these 12 steps, the analyst should have
developed—and documented—an understanding
of the subject entity’s functions performed, assets
employed, and risks assumed.

These 12 steps—or categories or groupings of
analyst procedures—are listed in Exhibit 2.

The first 10 steps in Exhibit 2 primarily relate
to the functions performed at the subject entity.
Step 11 on Exhibit 2 primarily relates to the assets
employed at the subject entity. And, step 12 primar-
ily relates to the risks assumed by the subject entity.

For purposes of this discussion and for pur-
poses of applying Exhibit 2, the phrase the “subject
entity” encompasses an individual private com-
pany, an ownership interest in such a private com-
pany, the tangible property or intangible property
of such an entity, or two related parties performing
associated functions (and controlled transactions)
as part of a common ownership entity.

THETYPE OF ANALYST TO CONDUCT THE
FUNCTIONAL ANALYSIS

Family law counsel should be aware that there is
no specific guidance or limitation as to what type of
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professional should perform the functional analy-
sis. Similarly, there is no specific guidance or limita-
tion as to what type of professional should perform
a valuation analysis, damages measurement, or
transfer price determination. Some observers
have referred to the functional analysis as an eco-
nomic analysis. It is true that the functional analy-
sis includes the consideration of the inputs and the
outputs of a subject entity. Similarly, the functional
analysis includes the consideration of the cost/
volume/profit relationships of a subject entity.
And, these considerations involve the application
of microeconomics principles. But, by that general
definition, all valuation, damages, and transfer
price analyses involve the application of microeco-
nomics principles.

The Internal Revenue Manual doesn’t address the
question of what type of professional should per-
form the functional analysis. The Internal Revenue
Manual, however, does provide perspective on
the various types of professionals who may be
involved in the transfer price analysis related to
intangible property. Section 4.61.3.4.6 of the Internal
Revenue Manual relates to “Transfers of Intangible
Property” and provides the following perspective
related to intangible property comparable uncon-
trolled transactions and arm’s-length license roy-
alty rate analyses:

7. Determining arm’s length royalty amounts for
controlled transfers of intangibles may require
the support of the following specialists:

a. Economists
b. Engineers
c. Industry experts
d. Experts in the field of licensing intangibles
e. Marketing experts
f. Other inside and outside experts
The fact that economists are mentioned first in
the above listing may be one reason why some legal
counsel associate economists with intercompany
transfer price analyses. Although the above list
specifically relates to intangible property transfer
prices, it is reasonable to conclude that any of the

above-mentioned categories of professionals could
perform a functional analysis.

In addition to the Internal Revenue Manual list-
ing of types of professionals, accountants—and
particularly forensic accountants—have particu-
lar experience and expertise with regard to all
three disciplines of valuation, damages measure-
ment, and transfer price determination. All three
of these disciplines require a thorough under-
standing of generally accepted accounting prin-
ciples (“GAAP”), income tax accounting principles,
accounting systems and procedures, and the anal-
ysis of financial statements and other financial
documents. In addition, most forensic accountants
have a breadth and depth of experience related to
business operations, data gathering and special
investigations, and due diligence procedures and
associated documentation.

Although not specifically mentioned in the
Internal Revenue Manual, valuation analysts have
specialized training and experience that would
qualify them to perform the functional analysis.
Valuation analysts routinely apply microeconomics
principles. Valuation analysts have to understand
both GAAP accounting and income tax account-
ing. And, most valuation analysts are skilled at
data gathering, interviewing and investigative tech-
niques, and due diligence procedures. Most impor-
tantly, valuation analysts have to develop both
broad and deep skills with regard to performing,
interpreting, and applying comparability analyses.

That is, most valuation analysts are experienced
with regard to identifying, adjusting, normalizing,
extracting pricing data from, and applying pricing
multiples derived from comparables. And, such
comparables could include comparable companies,
comparable business interests, comparable tangible
property, and comparable intangible property. And,
the comparable transactions could include sales,
leases, licenses, or other types of transfers.

Valuation analysts have experience and exper-
tise in assessing and adjusting for comparability—a
fundamental component of the functional analysis.
In addition, like certified public accountants, valu-
ation analysts pursue specialized training based on
a standardized body of knowledge, are tested and
credentialed based on that standardized body of
knowledge, pursue continuing professional educa-
tion requirements, and comply with documented
ethics standards and other professional standards.
Many of the other types of professionals included
in the above Internal Revenue Manual list do not
meet these various qualifications.

Overall, and more important than a particular
professional credential or academic benchmark, the
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appropriate type of professional to perform the func-
tional analysis is a professional who understands
how that functional analysis can be applied in the
development of the value estimate, the damages
measurement, or the transfer price determination.

DOCUMENTATION OF THE FUNCTIONAL
ANALYSIS

As with the type of professional who performs
the functional analysis, there is no specific guidance
or requirement related to the documentation of
the functional analysis. The following recommen-
dations are presented as best practices (and not as
professional standards or professional organization
requirements) related to functional analysis within
the context of a valuation or a damages measure or
a transfer price analysis. This best practices guid-
ance assumes that the analyst prepares some type
of written or oral report to document the develop-
ment and the conclusion of the subject analysis.

As a general best practice, both the analyst’s
work papers and the analyst’s report (whether for
valuation or damages or transfer price) should
include documentation of:

¢ the selection of—and the rejection of—all rel-
evant considerations and steps—and the rea-
sons for that selection and/or rejection;

e the data gathering process applied with
regard to all of the selected considerations;

* the selection of (and the rejection of—and the
reasons therefor) all data sources;

e a listing of all documents generally consid-
ered and of all documents specifically relied
on in the functional analysis, including a
description of the source of each document;
copies of all of the documents relied on by
the analyst should be included in the work
paper file;

e all due diligence procedures performed
(including the conduct of any subject entity
management interviews or any third-party
interviews);

® the schedules and exhibits prepared to sum-
marize all of the quantitative comparability
and other analyses performed;

e the analyst’s assessment of each consider-
ation developed—documented with a com-
mentary, description, flowchart, or other
explanation;

e the analyst’s conclusion related to each of
the 12 steps (or the 12 categories of proce-
dures)—documented with a commentary,
description, flowchart, or other explanation;

e a listing of each of the qualitative or quanti-
tative factors leading up to the analyst’s con-
clusions regarding these functional analysis
components:

- functions performed by the subject
entity—and the relative importance
thereof,

— assets employed by the subject entity—
both tangible and intangible assets, and

— risks assumed with regard to the subject
entity’s operations.

* anarrative summary and conclusion describ-
ing the analyst’s functional analysis opinion,
including a conclusory discussion of (a) func-
tions performed, (b) assets employed, and (c)
risks assumed.

Although these best practices do not specifi-
cally relate to family law valuations, analysts may
become familiar with the analysis documentation
and reporting procedures described in:

¢ The Mandatory Performance Framework and

e The Application of the
Performance Framework.

Mandatory

These best practices documentation guidelines
were developed for the Certified in Entity and
Intangibles Valuation (“CEIV”) professional cre-
dential program developed by the Corporate and
Intangibles Valuation Organization, LLC. These
best practices guidelines are only “mandatory” for
CEIV credential holders when they are performing
fair value measurement valuations. However, while
not mandatory for non-CEIV analysts, these guide-
lines do provide “best practices” guidance with
regard to the analysis documentation and report-
ing. Such best practices guidance with regard to the
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functional analysis may also be applied generally
to all aspects of the valuation, damages, or transfer
price analysis.

There are various checklists available with
regard to the performance of a functional analy-
sis—particularly within the context of an intercom-
pany transfer price determination. For example,
the Internal Revenue Manual includes a “Transfer
Pricing Functional Analysis Questionnaire” as
Exhibit 4.61.3-4 of the manual. The use of such a
checklist is a convenient resource for the analyst,
particularly for purposes of completing a functional
analysis with regard to Section 482 compliance.

Any checklist or questionnaire only documents
what the analyst did—that is, the procedures the
analyst performed. Although such a listing of pro-
cedures performed is an important component of
the functional analysis documentation, it does not
provide a complete set of the functional analysis
documentation. The work papers and the report
should not only describe the procedures that the
analyst performed—but also what conclusions
the analyst developed after performing those pro-
cedures. In other words, the work papers and the
report should document the analyst’s thought pro-
cess and rationale.

Ideally, the functional analysis work papers and
report should be sufficient to allow another analyst
(or the family law counsel) to:

* replicate the data gathered, the procedures
performed, and the considerations made;

* duplicate the analyst’s thought process and
decision-making; and

e recreate the
conclusions.

analyst’s  opinions and

A well-documented set of work papers and
a well-documented report (written or oral) will
accomplish these objectives related to the func-
tional analysis. And, these documentation objec-
tives apply to a valuation or a damages or transfer
price analysis.

CONCLUSION

Family law counsel are often involved in the
valuation of private companies, private company
ownership interests, and private company prop-
erties. Family law counsel should be aware that a

functional analysis is one important component of
the valuation of any of these marital estate owner-
ship interests.

Many legal counsel associate a functional analy-
sis with a transfer price determination, and par-
ticularly with a transfer price analysis performed
for Section 482 compliance purposes. Section 482
relates to the allocation of income and deductions
related to the intercompany transfers of tangible
property, intangible property, or services.

A functional analysis is one component of a
transfer price analysis. Family law counsel, how-
ever, understands that a functional analysis is also
an important component of a valuation estimate
and a damages measurement. In fact, a functional
analysis is relevant any time the analyst needs to
thoroughly understand the subject entity—and
particularly to understand the value drivers that
impact the subject entity.

In addition, a functional analysis is relevant
when the analyst needs to understand (1) both the
various functions that are performed at the entity
and the relative importance of these functions, (2)
the various assets employed at the entity—includ-
ing the working capital assets, the tangible assets,
and the intangible assets, and (3) the various
risks assumed by the entity operations—includ-
ing operational risks, financial risks, dependence
risks, litigation risks, and other risks. And, all of
these factors are important to any analyst per-
forming a valuation, damages, or transfer price
analysis.

This article considered what is (and what is not)
a functional analysis, and considered the reasons
to perform the functional analysis. This discus-
sion summarized the applications of a functional
analysis within a valuation, damages, or transfer
price determination. And, it summarized the many
considerations made by the analyst into what was
called the 12 steps of conducting the functional
analysis.

Finally, this discussion considered the various
types (or categories) of professionals who may be
involved in developing the functional analysis.
And, this discussion described the documentation
guidelines related to the functional analysis. These
documentation guidelines relate to both the ana-
lyst’s work papers and the analyst’s report—both
written and oral.

That is, this discussion summarized what family
law counsel needs to know about a functional anal-
ysis within the context of developing a valuation,
damages, or transfer price opinion.
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