


they are written, unwritten or are part of
an employment, bonus, buy-sell or other
agreement.

I RS issues FIN 48 guidance
The June edition of the BKD Advisor also
covered the new generally accepted ac-
counting principles (GAAP) accounting
rules for income taxes under Financial Ac-
counting Standards Board (FASB) issued
interpretation No. 48 (FIN 48), Accounting
for Uncertainty in Income Taxes.

The Internal Revenue Service (IRS)
has since issued official guidance to curb,
at least for now, taxpayer concerns that
FIN 48’s disclosure and documentation
requirements will create an examiners’
“roadmap” to uncertain tax positions.

The IRS has formally instructed its
personnel that FIN 48 documents prepared
by the taxpayer, the taxpayer’s accountant
or independent auditor are to be treated as
tax accrual workpapers (TAWS).

TAWs are audit workpapers related to
the tax reserve for current, deferred and
potential or contingent tax liabilities (no
matter how they are classified or reported
on audited financial statements) and to
footnotes disclosing those tax reserves on
audited financial statements. While it has
the legal authority to obtain and examine
TAW, the IRS has a self-imposed formal
policy of restraint and requests TAW only
in unusual circumstances, e.g., where a
listed transaction is discovered.

Thus, while IRS agents must careful-
ly review and analyze financial statement
footnotes as part of the examination
planning process, they generally will not
request FIN 48 documentation. However,
in the same guidance, the IRS says it “is
evaluating its TAW policy to ensure that
it is still appropriate in today’s environ-
ment.”

Further, the IRS’s long-standing
policy of not re-opening tax years that have
been examined and closed will continue,
barring “exceptional circumstances”;
however, the IRS says “it is possible that
re-openings will occur more frequently.”

At least for now, the IRS guidance to
its agents is good news for taxpayers sub-
ject to FIN 48, though cautious optimism

is prudent because agents may be increas-
ingly tempted to seek “unusual circum-
stances” to ask for TAW. It’s also possible
the IRS may change its policy of restraint
for requesting TAW.

G ambling wins & losses
While gambling winnings are fully taxable,
losses don’t simply offset winnings, mak-
ing the subject confusing. Your winnings
must be reported on the “other income”
line on the front page of your tax return.
To measure your winnings on a particular
wager, just use the net gain on the wager.

For example, if a $20 bet at the race
track turns into a $100 win, you have won
just $80, not $100; however, if you lose
$50 on a different race, you cannot simply
offset this amount against your $80 win.
You must separately keep track of losses,
which are deductible but only as itemized
deductions.

Thus, you cannot deduct your gam-
bling losses if you take the standard de-
duction, i.e., you don’t itemize. If your
2007 adjusted gross income (AGI) exceeds
$156,400 ($78,200 for married couples
filing separately) and you itemize, your
gambling losses may be reduced.

Another important limitation is your
gambling losses are only deductible up to
the amount of your winnings: that is, for
tax purposes, you can use your losses to
“wipe out” your income, but you can never
show a tax loss.

Record your losses during the year.
Keep a diary that indicates the date, place,
amount and type of loss, as well as the
names of any people who were with you.
Save all documentation, such as losing
tickets, checks or credit slips and any re-
lated “side” documentation.

For example, if you have losses on a
trip to Las Vegas, save the hotel bill and
plane ticket, as well as your records on the
losses themselves. (If you are a member
of a slot club, it may be possible for the
casino to print a record of your play.)

Because anyone can simply pick up
an unlimited amount of losing tickets at a
race track, the IRS may require more data
and documentation to substantiate gam-
bling loss deductions. s«

Small Business

he President signed an emergen-

cy war spending law May 25 that
includes an increase in the minimum
wage and the Small Business and
Work Opportunity Tax Act (the Act).

WOTC provisions
The work opportunity tax credit
(WOTC) is available for employers
who hire individuals from certain
targeted groups, e.g., recipients of
public assistance, qualified veterans
on assistance and high-risk youth.
The Act:

& Extends the credit through
August 31, 2011

€ Expands the credit to cover quali-
fying veterans with service-con-
nected disabili-

ties, more high-  [F0es
risk youths (es-  [ies

x

pecially from
rural renewal
counties) and ‘\
handicapped

individuals who
participate in
the Social Security Administra-
tion’s Ticket to Work plan

@ Provides a permanent waiver
of the individual and corporate
alternative minimum tax (AMT)
limitations for the credit

Small-business expensing
The Act increases the Section 179 ex-
pensing limit to $125,000 and the
phaseout threshold for property
placed in service to $500,000 (both
indexed for inflation) through 2010.
It also extends increased expensing
for qualifying Gulf Coast businesses
affected by hurricanes from 2005
through 2008.

S corporation provisions
The Act contains several pro-S corpo-
ration measures:
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and Work Opportunify Tax Act offers relief & incentives

€ Eliminates pre-1983 earnings and
profits arising during an S corpora-
tion year, regardless of whether the
corporation was an S corporation in
its first taxable year beginning after
December 31, 1996 (effective for tax
years beginning after May 25, 2007).

@& Pre-Act law required S corporations
to recognize 100% of the gain inher-
ent in a qualified S corporation sub-
sidiary’s (QSub) assets if it sold more
than 20% of the stock of the QSub.
The Act provides the S corporation is
only required to recognize gain pro-
portionate to the percentage of stock
sold (effective for tax years beginning
after December 31, 2006).

@ [t permits an electing small business
trust (ESBT) to deduct the interest
incurred to purchase S stock (ef-
fective for tax years beginning after
December 31, 2006).

& It eliminates gains from sales or ex-
changes of stock or securities as an
item of passive investment income
potentially subject to the S corpora-
tion tax on excess passive income
(effective for tax years beginning
after May 25, 2007).

& It provides that restricted bank direc-
tor stock will not be 1) treated as a
second class of stock; 2) a director
will not be treated as a shareholder
of the S corporation by reason of
the stock; 3) the stock will be disre-
garded in allocating items of income,
loss, etc. among the shareholders;
and 4) the stock will not be treated
as outstanding for purposes of de-
termining whether an S corporation
holds 100% of the stock of a quali-
fied subchapter S subsidiary. This
is effective for tax years beginning
after December 31, 2006; however,
the relief from second class of stock
is retroactive to tax years beginning
after December 31, 1996.

& It allows banks electing S corpora-
tion treatment to take the recapture

of bad debt reserves into account in
the last C corporation year rather than
the first S corporation year, thereby
eliminating the imposition of a second
layer of tax (effective for tax years be-
ginning after December 31, 2006).

Employee tip credit

Despite an increase in the federal mini-
mum wage, the Act allows restaurant own-
ers to continue claiming the full tip credit
by freezing the federal minimum-wage
level for credit calcula-
tion purposes. It also
provides a permanent
waiver of the individual
and corporate AMT
limitations for the
credit (effective for tax
years beginning after December 31, 2006).

Family business tax easier
The Act provides an unincorporated busi-
ness, i.e., a partnership, wholly owned by
a husband and wife, is not required to file
a separate partnership tax return for tax
years beginning after 2006. Instead, the
couple may report the results of the busi-
ness on two Schedules C, E or F in a jointly
filed individual income tax return. All
items of income, gain, loss, deduction and
credit are divided between the spouses ac-
cording to their respective interests.

Kiddie tax expanded

The “kiddie tax” taxes a child’s investment
income at the parents’ tax rate. For 2006,
it applied to children under the age of 18;
the Act raises this age to 24 for students
and to 19 for all others. This is effective
for tax years beginning after May 25, 2007;
therefore, it does not apply until 2008 for
most taxpayers.

Preparer penalties expanded
The Act also imposes higher standards on
tax return preparers by replacing the “re-
alistic possibility” standard for signing re-
turns with a more-likely-than-not standard

(effective for returns due after Decem-
ber 31, 2007).

Under pre-Act law, income return
preparers may be subject to penalty if
they sign an income tax return they
know (or should know) includes a fil-
ing position that does not have a real-
istic possibility—at least a one-out-of-
three chance—of being sustained on
its merit if the position is either not
disclosed on the return or is frivolous.

For example, in preparing an in-
come tax return for ABC, Inc., Sam is
aware of a particular undisclosed tax
return filing position that, based on
its merits, has at least a one-in-three
chance (but less than a one-in-two
chance) of being sustained. Under
pre-Act law, the preparer penalty
would not have applied.

Under the Act, preparers may be
subject to penalties if they sign a re-
turn they know (or should know) in-
cludes a filing position that, more-
likely-than-not (more than a one-out-
of-two chance), would not be sustain-
ed on its merits if inadequately dis-
closed on the return, or there is no
reasonable basis for it. Therefore, un-
der the Act and given the same facts
described in the example above, Sam
would be subject to preparer penalties
by signing the return.

In addition, the Act expands pre-
parer penalties to all types of tax re-
turns, including estate, gift, employ-
ment and excise tax, and increases
the preparer penalty to the greater of
$1,000 or 50% of the preparation fee.
Expanded penalties are effective for
returns prepared after May 25, 2007.

Erroneous refund claims
The Act carries a 20% taxpayer pen-
alty on claims for refund filed without
reasonable basis after May 25, 2007.

o o% o%
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Creating competitive distinction:

continued from page 1
leadership represents a specific level of
quality, performance and features.

Consistency of performance, reliabil-
ity to perform to specifications and the de-
pendability to perform are fundamental
principles that are not compromised. Cus-
tomers recognize this value and purchase
the products and services for these rea-
sons.

Operational Excellence is based on
improving the performance and cost struc-
ture of the company to meet customer and
competitor challenges. Superior value
chain operational capabilities and im-
provements are critical to support future
growth, meet price competition and offset
price increases that are incurred but can-
not be passed on to the customer.

The cost structure is always being
challenged and improved to provide prod-
ucts and services at the lowest total cost.
Business processes are redesigned, simpli-
fied and improved to increase throughput
without additional costs or personnel.
Information technology is deployed to en-
able new processes, integrate with custom-
ers and improve communications across
all value chain players.

Customer Delight focuses on exceed-
ing the level of performance achieved in
customer satisfaction by providing great
pleasure from every aspect of the product
or service. It also involves customer inter-
action, beginning with the initial contact
through the sale, order fulfillment, deliv-
ery, billing, warranty and product return.

Customer delight is a significantly
higher level of performance and experience
with the product and service than custom-
er satisfaction may achieve. It includes
providing new services and responding to
and fulfilling customer-specific requests.

The primary goal is to make your cus-
tomers’ experience in doing business with
you—as well as their experience with your
product or service—extremely satisfying
on the customer’s terms.

Business processes that focus on cus-

tomer service, ease of doing business and
proactively meeting customer needs and
requests have a major emphasis and are
always being improved. Achieving excel-
lence at every point of interaction with the
customer is always being evaluated and
improved.

New Business Growth focuses on con-
tinuing to increase the size, dimensions,
breadth and depth of the business in new

e Brand confidence
o Quality & performance
features

a journey with

knowledge capital, processes and experi-
ences that constitute a body of knowledge.
They are the capabilities and skills that
create value for the customer and are
the foundation of the company’s success.
Your company’s core competency can be a
source of competitive advantage because it
adds value to the product or service your
customers buy.

Developing and maintaining com-
petitive distinction is a journey with dis-

* Reliability & consistency Product *  Superior value chain
*  Dependabilit - performance
’ ! Leadersh|p o Lowest total landed cost

New & innovative
products

New services
Higher value-add to
customer

Organic & acquired growth

markets, with new products and services
and in new market channels and world
regions. Business growth is a balanced
mix of internally generated growth from
new products, customers and services and
externally acquired growth through the
acquisition of other companies, product
lines, service lines and capabilities.

Underlying the “Must Get Rights” of
competitive distinction is your company’s
ability to recognize its core competencies,
to continue investing in them and de-
velop new core competencies as required
to meet market changes and competitive
challenges.

Core competencies are the lifeblood
of an enterprise—they are the expertise,

Customer
Delight

*  Process improvements
¢ Technology enablement

Ease of doing business
Customer-focused processes
Proactive customer response
Excellence at every point of
customer interaction

cipline. Enterprises that have developed
competitive distinction have created and
maintained it with relentless and rigorous
hard work. They may not continually work
on the “Must Get Rights” with the same
intensity year after year, but they always are
honing them.

As the business climate shifts and
changes, more emphasis may be focused on
one or two of the dimensions. For example,
the brand name and recognition may reach
a point when it needs to be revitalized and
energized to meet new competition and
products entering the market.

Product improvements may be re-
quired and new products may be developed
or acquired to maintain product leadership
and new business growth. For most enter-
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discipline . . .

prises, if you aren’t growing, you're either
a candidate for acquisition or you're go-
ing out of business.

As offshore products compete in the
market and chip away at your volume and
customer base, operational excellence and
customer delight may take the forefront
for greater improvements. Cost pressures
will need to be satisfied and improving
customer services will be required.

Today, having the best product or
service isn’t enough to create competi-
tive distinction. Every product on the
market can be replicated through reverse
engineering, and the counterfeiting of
branded products has become a more se-
rious problem.

Product superiority can be dupli-
cated, but the core competency of creat-
ing superior products with the expertise,
skills, knowledge capital and business
processes cannot be replicated easily or
reverse engineered.

Chart Your Progress
To develop and maintain competitive dis-
tinction and create numerous competitive
advantages is a journey that requires the
discipline to stay focused and commit the
resources necessary for improving the
four dimensions of the “Must Get Rights.”
If you want to know your status on
the journey, review your enterprise and
define your position on the dimensions by
answering these questions:

@ Where do you rank in product lead-
ership recognition at both the price
point and quality you compete at in
the market?

€ What operational excellence achieve-
ments have you implemented, and
what are the next requirements?

¢ What have you done to create added
customer delight?

& What is your new business growth?
How was it accomplished, and what’s
next?

¢ What investments have you made to
improve the present core competen-

cies and develop new core competen-
cies you'll need to compete in the
future?

Having a good product for a fair price
isn’t enough to win in today’s competitive
market. Companies that win in the long-
er term will be those that create competi-
tive distinction and routinely create com-
petitive advantages because discipline is
firmly established in their management

and business processes.

The “Must Get Rights” of creating
competitive distinction are not a program
or a project—they are a way of business
life embedded in the management pro-
cesses of the enterprise. <«

This article is reprinted with permission from
the June 2007 issue of Medical Products
Outsourcing magazine.

Don’t he a lone ranger when selling

your company

by Austin Propst, BKD Corporate Finance,
LLC, apropst@bkd.com

We have all heard the ageless sayings,
“Penny wise, pound foolish,” and

“An ounce of prevention is worth a pound
of cure.” Each is especially relevant today
to business owners considering the sale of
their companies.

Selling a company is one of the most
intricate transactions a business owner can
make. With millions of dollars at stake, it’s
not the time to pinch pennies. Extensive
planning, evaluation, marketing and execu-
tion details are involved, making it inadvis-
able for a business owner to be the lone
ranger on such a complicated task.

In fact, a recent survey by a national
consulting firm representing buyers shows
the price differential can be as much as
50% to 60% when a seller is not represent-
ed by a professional merger and acquisition
(M&A) advisory team.

While probably no one understands a
company better than its owner, there are
aspects of selling a business that require
the skill and collaborative efforts of a pro-
fessional M&A team.

According to an independent research
study, owners who sold their businesses
without help from an experienced M&A
team did not close their sales as often, re-
ceived a lower sales price, spent more time

in the actual sales process and suffered
more frustration throughout the sale.
An M&A advisory team can help you:

Identify value within your company
Present your company to the market
Preserve value with confidentiality

Identify and engage qualified buyers

® & 6 o o

Create a competitive negotiating en-
vironment

€ Maintain the flow of the transaction
process’s

& Stay focused on business operations

Have realistic expectations
First-time sellers often have unrealistic
expectations about what their businesses
are worth, which can result in overvalua-
tion or emotional attachment. The other
side of the coin is undervaluation, which
may result from an unfamiliarity with
either the business’s marketability or the
overall industry trends.

Because an investment banker, at-
torney and CPA typically comprise an
M&A team, it can come to the table with
a comprehensive understanding of today’s
markets, a knowledge of what similar

continued on page 8
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Contact BKD Wealth Advisors for investment,

Market commentary: housing slowdown fuels

by Jeff Layman, BKD Wealth Advisors,
jlayman@bkd.com

Economic environment

U.S. economic growth slowed to its weak-
est pace in four years during the first quar-
ter of 2007, advancing at a real rate of just
seven-tenths of one percent.

The decline in housing activity across
the country was the largest contributor to
the sub-par growth, as higher mortgage
rates and falling home prices negatively
affected new home construction and exist-
ing home sales. In our view, the correc-
tion in housing activity is in the “middle
innings,” and the excesses caused by cheap
money and easy lending standards will take
another couple of years to work their way
through the system.

Despite the housing slowdown, con-
sumers remain engaged and continue
spending in other areas of the economy. A
major asset for consumers is their future
earnings potential, making a consumer’s
perception of his/her potential to earn a
solid level of income that continues to
grow from year to year very important.

Many economists believe employment
conditions are much more important to
consumer spending activity than swings
in home values or stock prices. Currently,
employment in the U.S. economy is strong:
The last reported unemployment rate was
just 4.50%, and wage growth is solid by
historical standards.

This may explain consumer resiliency
despite declining activity in the housing
sector. Because employment data is a lag-
ging indicator, this area will require con-
tinued monitoring to assess the impact of
reduced construction activity.

Preliminary indications suggest real
second-quarter gross domestic profit
(GDP) growth has rebounded nicely to a
pace of 2.50% to 3.00%, driven by a recov-
ery in inventory builds, improvement in
exports and recent gains in the manufac-

turing sector. This data indicates many
areas of the economy outside of housing
continue to perform very well.

The Federal Reserve Open Market
Committee
(FROMC) kept in-
terest rates steady
for the eighth con-
secutive meeting
in late June. The
Federal Reserve
Bank (the Fed)
has not changed Lt
its benchmark Fed &
Funds rate since
June 2006 when it lifted the rate to 5.25%.

This spring, most economists called
for a rate cut by the end of 2007, but the
recent improvement in economic activity
has caused the consensus opinion to shift
toward making no rate changes for the
remainder of the year. The Fed’s concern
about inflation also appears to have mod-
erated, providing further support for this
view.

Stocks rallied nicely in the second
quarter of the year, reacting positively to
first-quarter earnings reports that easily
surpassed analyst estimates. Just prior to
the first-quarter reporting period, analysts
expected S&P 500 earnings to grow at a
pace of only 3%; however, actual earnings
growth for the quarter came in at just
under 9% or about three times better than
expected.

This positive surprise caused stocks
to begin a rally in the second week of April
that lasted through the end of the quarter,
resulting in impressive returns as indi-
cated below:

Equity Index

Returns 2Q 2007  YTD 2007
S&P 500 6.28% 6.96%
S&P Mid-Cap 400  5.84% 11.98%
Russell 2000 4.42% 6.45%
MSCI EAFE 5.34% 9.05%

Equity markets

This rally pushed the Dow Jones Industrial
Average (DJIA) to record-high levels in
April and in the S&P 500 Index by early
June. The last time the S&P 500 index
reached current levels was more than
seven years ago in March 2000.

Since hitting the bear market low in
October of 2002, the S&P 500 has gained
94%. It required a sustained and signifi-
cant rally to reverse the damage done by
the 2000 to 2002 bear market, which is just
what we got.

Mid-cap stocks rebounded from a
mediocre showing in 2006; however, so far
this year, small companies have lagged be-
hind both their large and mid-sized peers.
Given the relative valuation advantage of
large companies over small and the mature
stage of our economic growth cycle, we
expect large companies to continue to out-
perform smaller companies over the near-
to-intermediate term.

As they have for the last few years,
International stocks continue to perform
well. Growth is stronger in many foreign
economies than in the U.S., helping to
provide a favorable environment for global
stocks.

Nevertheless, the weakening U.S. dol-
lar contributed significantly to the outper-
formance of International stocks in 2007,
much as it has in three of the last four cal-
endar years. Eliminating the currency ef-
fect reveals a year-to-date return of 7.79%,
which is similar to the results posted by
U.S. equities.

Fixed income market
Investor interest rate expectations changed
fairly dramatically during the second
quarter. In March, expectations were that
a deterioration in housing activity and
subprime loan problems would derail the
economic expansion and cause the Fed to
lower interest rates by the end of the year.
Due to renewed economic strength by
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Don’t he a lone ranger when selling your company . . .

continued from page 5
businesses sell for and what is needed for
proper valuation and execution.

From its business history or future
prospects to its style of operations, every
facet of a company will affect its value.
When looking from the outside in, an M&A
team is positioned to see the big picture,
which helps present your company in its
best light.

Protect your confidentiality
Throughout the transaction process, a
main concern of many business owners is
confidentiality. Even signed confidentiality
agreements do not entitle prospective buy-
ers to see every detail about your business
so safeguard sensitive information.

An M&A team can offset some of the
complexities of maintaining confidentiality
by basing its marketing strategy on your
confidentiality terms. Divulging too much
sensitive information to too many buyers
may impair your company’s value proposi-
tion. Communicating through an M&A
advisory team can help lower your risk of
leaking confidential information.

Identify prospective buyers
Choosing to work with an advisory team
can increase the number of prospective
buyers. Investment bankers have access
to thousands of financial and strategic
investors, which is especially beneficial to
middle-market companies.

A lone ranger can find it very difficult
to market a company on such a large scale

within a reasonable time frame and main-
tain complete confidentiality. When an
M&A team represents a company, it shows
prospective buyers it’s serious and can help
weed out unqualified buyers.

Negotiate competitively
M&A teams can help transfer the balance
of power from the buyer to the seller by
implementing the above marketing stra-
tegy and by serving as the point person
during the negotiations. An experienced
M&A team can help you get the best price:
As the intermediary, it can establish a
strong bargaining position on your behalf
without compromising the goodwill be-
tween the principal parties.

Fuel success

with momentum

A transaction’s success sometimes hinges
on maintaining momentum, especially
when large buyers are involved who ac-
tively seek acquisitions. Your M&A team’s
investment banker can provide much-
needed persistence to help smooth the
sale, from assessment to execution.

Because the transaction process can
stretch from six to 12 months or longer,
it’s important to have a qualified inter-
mediary who can keep buyer and seller
focused should things stagnate.

As your company’s financial condi-
tion, operations and objectives are being
assessed, an M&A team can value, prepare
and time the transaction to the seller’s
best interests. It can also shield you and

your management team from the many
distractions involved in a sale.

During the transaction process, stay
focused on business: dips in performance
give buyers pause. Repeatedly missing
financial performance forecasts during
negotiations is a sure-fire way to lose cred-
ibility, if not the deal. During the sale
process, the most important thing you
and your key executives can do is attend to
day-to-day operations.

kok sk

Considering the sale of your business
in the next three to five years? Don’t be a
lone ranger. Selling a business is a team
effort, and our M&A transaction team can
add value throughout the process. <<«

About BKD Advisor

The content of this newsletter is written by quali-
fied, experienced BKD client service professionals.
However, to apply specific information to your
situation requires careful consideration of all

the facts and circumstances. Consult your BKD
advisor before acting on any matter covered in this
newsletter.

To change your mailing information, email your
instructions to newsletters@bkd.com and include
the code above your name on the mailing label. To
add your name to our mailing list, contact a sales &
marketing specialist at the BKD office nearest you.
To inquire about information in this newsletter,
contact your BKD advisor.

E-subscribe to the BKD Advisor at bkd.com/enews/.
Simply follow the simple sign-up
ICOM instructions. BKD will never sell
or share your email address and
other personal information to vendors or with any
entity outside BKD.
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