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Thomas A. Ratcliffe, Ph.D., CPA

The American Institute of CPAs released an exposure draft of 
the much-anticipated private company financial reporting 
framework on Nov. 1, 2012. As proposed, it is a self- 

contained special-purpose framework intended to be available for 
use in preparing financial statements for privately held smaller and 
medium-sized entities.

The framework proposed in the exposure draft, entitled 
Financial Reporting Framework for Small and Medium-Sized 
Entities, is a blend of traditional financial accounting methods and 
accrual income tax accounting methods. The guidance is less 
complicated and, as such, will be a less costly system of accounting 
and financial reporting by small and medium-sized entities when 
they are not required to have financial statements prepared using 
accounting principles generally accepted in the United States (U.S. 
GAAP). 

The work of the AICPA in developing the framework should 
not be confused with the Financial Accounting Foundation estab-
lishment of the Private Company Council (PCC) to work with the 
Financial Accounting Standards Board (FASB). The council was 
established in an effort to focus on modifications that might need 
to be made to U.S. GAAP to take into account needs of stakeholders 
interested in private company financial reporting.

Unlike the work of the PCC with the FASB, the AICPA frame-
work is a self-contained, straightforward, concise framework that 
can be used in the private company financial reporting arena when 

there is no need for financial statements to be prepared using U.S. 
GAAP.

The framework has been developed from the perspective of  
for-profit reporting entities needing to have reliable financial  
statements where internal or external 
users have direct access to  
management or owner-managers. 
And, it is developed so that it is  
available for use in every industry 
group and by both incorporated and 
unincorporated entities.

While the framework was not  
developed with the intent of having 
the guidance used by not-for-profit 
entities, nothing precludes those  
entities from using it.

Here are some of the key features in 
the framework that should be helpful 
in addressing stakeholder concerns:

♦  The guidance is built upon a foundation of reliable and  
comprehensive accounting principles. 

♦ Historical cost is the primary measurement basis.
♦  Disclosures are reduced so that users are provided with  

information they need and unnecessary clutter is removed from 
disclosures.
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Valuations and independence:
An increasingly difficult question for CPAs

By guest columnist John Dubiel, CPA/CFF. CFE. CVA, with Testone, Marshall  
& Discenza CPAs, a CPAmerica International member firm

Accountants and valuations analysts are often asked by 
clients to prepare a valuation of their business, but  
sometimes they have to pass on the work. Why?

If the CPA or analyst’s firm also performs audit engagements 
for the company, there could be what is called a lack of  
independence, which is required for all firms performing audits. 
The decision about whether independence may be impaired is 
becoming increasingly complex and must be evaluated on a  
case-by-case basis.

It can depend on information a client reveals in private  
conversations – or the firm has access to – on the way those  
valuations will ultimately be used.

For example, a firm was engaged to prepare annual audits for 
a company for several years and had a long-standing relationship 
with the client. The majority stockholder wanted a company  
valuation for the gifting of a substantial portion of his stock to his 
son, who is a member of the company’s management.

Under normal circumstances, and in compliance with the 
independence rules for attest engagements, the valuation analyst 
would have been able to prepare the valuation. After all, who 
knows clients better than their auditor?

However, during a lunch meeting, the client (majority 
stockholder) revealed that he was in the process of a messy 
divorce and his wife’s lawyer was pushing for a substantial  
portion of his value in the company to be included in the  
matrimonial assets. He indicated that he would have his lawyer 
use the valuation to rely on his ownership value, if needed.

Upon hearing this, the conversation shifted to referring the 
valuation to another analyst or accountant. Usually, the auditor’s 
independence would not be infringed upon under American 
Institute of Certified Public Accountants (AICPA) standards and 
regulations, Rule 101 – Independence. 

But in this circumstance, with all things taken into  
consideration and the possible scenarios that could unfold,  
independence could be impaired unintentionally, and the  
valuation engagement was referred elsewhere.

There was the very good possibility the analyst could be called 
as an expert witness on the valuation, and because of the divorce, 
the valuation product was discoverable. The result would be that 
the valuation would not be used for its original intended purpose.

The IRS Business Valuation Guidelines address independence 
in the following manner: “Valuators will employ independent and 
objective judgment in reaching conclusions and will decide all  
matters on their merits, free from bias, advocacy and conflicts of 
interest.”

Pretty vague. In other words, the IRS will decide if that analyst 
is independent, and that decision will be based on the individual 
circumstances and the appearance of independence.

The National Association of Certified Valuation Analysts 
(NACVA) addresses independence by stating that a member shall 
not express a conclusion of value unless the member and the 
member’s firm state either of the following:

✓ “We have no financial interest or contemplated financial  
interest in the property that is the subject of this report” or

✓ “We have a (specified) financial interest or contemplated 
financial interest in the property that is the subject of this report.”

NACVA guidelines address independence by requiring that 
the valuator make it known to the readers their level of  
independence – independent or not independent.

The decision becomes more difficult if a 
firm is engaged in attest engagements with 
the client. The AICPA’s Rule 101 defines 
independence in very specific terms and 
gives various examples and interpretations 
to define or help determine independence 
for a valuation engagement and other 
types of engagements.

Basically, the appearance of being 
independent to an outside party would 
lead a reasonable person to conclude that 
a firm is independent. More specifically, 
the rule addresses appraisal, valuation 
and actuarial services in the following 
manner:

“Independence would be impaired if a member performs an 
appraisal, valuation, or actuarial service for an attest client where 
the results of the service, individually or in aggregate, would be 
material to the financial statements and the appraisal, valuation, or 
actuarial service involves a significant degree of subjectivity.

“Valuations performed in connection with, for example,  
employee stock ownership plans, business combinations, or 
appraisals of assets or liabilities generally involve a significant degree 

See Valuations & independence on next page
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You are ready to put out feelers for selling your company. 
Perhaps you have contacted your CPA to have some 
preliminary due diligence begun. As you prepare to 

finalize your asking price, issues arise that you hadn’t planned 
on. Hidden liabilities – those unplanned nuisances that can 
depress the value of your company – can put a real damper on 
your plans.

What are hidden liabilities? Items that you are peripherally 
aware of, that you cannot feel or touch, but that have an impact 
on a potential buyer’s perception of your company’s value. Here 
are some types of hidden liabilities.

Below-market rate loans. If you have debt on you balance 
sheet that is not assignable to incoming purchasers, you may 

have a hidden liability. In other words, 
a buyer will have to spend more of the 
company’s resources to fund the debt 
service than you do now. 

If a buyer wants to maintain the 
same or similar capital structure, 
assignable loans with below-market 
rates of interest are a detriment to 
value.

Unresolved tax issues. In many 
companies, liabilities for taxes that 
were not paid or were paid under 
aggressive strategies will cause buyers 
to be skeptical of the potential impact 

on future operations. In some states, a pre-deal audit can be 
arranged to force the taxing authority to sign off on the lack of 
liability or quantify the amount of a tax liability before the deal 
closes.

However, you should presume that the buyer will conduct a 
sufficient review of your finances to uncover any open tax 
issues. Closing the gap on this type of liability is easy to do in 
planning to prepare for a sale of the company – and much 
harder to do after negotiations for sale have begun.

Warranty and other reserves. While a properly prepared 
GAAP-basis balance sheet will contain an accrual for unpaid 
warranty reserves, the potential effect of these reserves on a sale 
cannot be underestimated. The buyer will want to be sure that 
any liability arising during the period before the sale will be 
properly paid for prior to sale or reserved against the seller. The 
computations used in estimating potential warranty costs are 
subject to intense scrutiny in the due diligence process.

Un r e m e d i e d 
e n v i r o n m e n t a l 
problems.  While 
these types of situa-
tions were more 
prevalent some years 
ago, any potential 
e n v i r o n m e n t a l  
c o n t a m i n a t i o n , 
whether caused by 
your company or its 
predecessors, will 
result in additional 
risk to the buyer. 

Because of the 
overriding scope of  
federal and state 
e n v i r o n m e n t a l 
cleanup laws, poten-
tial buyers will take a 
hard line on setoffs 
or reserves considered necessary to compensate for the risk of 
being subjected to a cleanup proceeding.

Litigation. The reporting requirements of the Financial 
Accounting Standards Board FAS 5 – Accounting for 
Contingencies – provide that losses to be suffered in an adverse 
litigation claim should be recorded if both of the following  
conditions are met:

▲ Information available … indicates that it is probable that 
an asset had been impaired or a liability had been incurred. … 

▲ The amount of the loss can be reasonably estimated.
In this definition, it is implicit that one or more future events 

will occur confirming the fact of the loss. As such, if future 
events cannot be foreseen with probability, a loss contingency is 
not recorded. 

This is fine for financial reporting purposes, but if a buyer 
plans to purchase a company, he or she will not be constrained 
by accounting pronouncements in getting to the bottom of liti-
gation liabilities.

Many of these issues can be addressed with proper  
structuring of a sales transaction. A seller would not want to be 
saddled with hidden liabilities any more than a buyer would. 
The best approach is to clean up any hidden liabilities long 
before you enter into sales negotiations. ■

Watch  for hidden liabilities when 
     you’re selling your company

Hidden liabilities 
– those unplanned 
nuisances that can 

depress the value of 
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of subjectivity. Accordingly, if these services produce results that are 
material to the financial statements, independence would be 
impaired.”

Further, it indicates that, if a CPA conditionally or uncondi-
tionally agrees to provide expert witness testimony for a client, 
independence would be considered impaired. The major factor to 

keep in mind is, if there is not the appearance of independence or 
there is a question about independence, chances are there is no 
independence. Valuations analysts must be aware that their work 
can be used by clients for different purposes, intentionally or 
unintentionally, and that could impair their independence on 
future audit engagements. ■

Valuations & independence continued from previous page
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♦ Familiar and traditional accounting methods are used.
♦  Fewer adjustments are needed to reconcile tax return 

information with financial reporting information when 
compared to circumstances in which financial  
statements are prepared using U.S. GAAP as the  
applicable financial reporting framework.

♦  The guidance is principles-based so it is usable across indus-
tries by both incorporated and unincorporated entities. 

♦   The framework contains less complicated, leaner and 
more relevant financial reporting principles for small 
and medium-sized entities.

♦  The framework includes only financial statement issues 
that typically are encountered in the financial reporting 
of small and medium-sized entities.

The framework is intended to be stable and not have 
frequent changes. The initial plan is to assess the need for any 
modifications, based on stakeholder input, within three to 
four years after the framework is issued.

Financial statement preparers will find that, throughout 
the exposure draft, the measurement focus generally relates to 
historical cost versus fair value. They will notice that policy 
choices are available that could be helpful in having financial 
statements developed and prepared in a manner to enhance 

relevance to users of the financial statements.
Additionally, many of the concerns associated with private 

company financial reporting have been addressed. Some of 
the areas of particular interest to most stakeholders are dis-
cussed in these materials. However, all interested stakeholders 
are encouraged to read through the entirety of the framework 
in order to provide robust feed-
back in advance of the framework 
being finalized for use. 

In addition to the framework 
itself, the AICPA plan is to have a 
companion document published 
simultaneously with the Financial 
Reporting Framework for Small 
and Medium-Sized Entities. That 
implementation guidance will include application examples, 
illustrative financial statements, a disclosure checklist and 
similar tools that should be helpful to financial statement 
 preparers in complying with guidelines in the framework. 

The finalized framework will be available for use immedi-
ately upon release by the AICPA. The expectation is that the 
final guidance will be issued at some point toward the end of 
the second quarter in 2013. ■ 
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About Wall, Einhorn & Chernitzer, P.C.

Wall, Einhorn & Chernitzer, P.C. (WEC) offers a local touch with regional scope and national resources. Serving clients since 1989, 
we are today the largest public accounting firm headquartered in Norfolk, Virginia and the second largest in the Hampton Roads 
region.  Our team is comprised of professionals who are committed to a common vision as a high performance firm and a  
common goal to provide our clients with exceptional service.

WEC is an independently owned and operated member firm of CPAmerica International, one of the largest associations of CPA 
firms in the United States. Through our affiliation, we have instant access to the expertise and resources of more than 2,500  
professionals across America. WEC clients benefit from the resources, experience and professional knowledge base of a national 
firm while still receiving the personalized service and attention that only a locally-owned, independent accounting firm can offer.

In addition to our Assurance and Tax services, WEC provides a range of Business Advisory services and solutions strategically 
customized to fit our clients’ unique and individual needs.  These services include Estate Planning, Entrepreneurial Services, 
Restructuring and Turnaround, Wealth Management, Business Valuation, Litigation and Dispute Consulting, Virtual Office 
Services, and Exit Planning.  

The expertise of our CPAs and Advisors spans a range of business sectors. Our specialized industry niches include: Real Estate, 
Retail, Franchise, Construction, Government Contracting, Manufacturing & Wholesale Distribution, Technology and  
Not-for-Profit.

We are honored that WEC has been named as one of the “Best Places to Work in Virginia” in 2012 and 2013 by Virginia Business 
magazine, one of the “Top 25 Best Places to Work in Hampton Roads” by Inside Business, named to their “Hall of Fame” in 2010, 
and listed among the “Best Firms to Work For” by Accounting Today.  

For more information, please visit us online at www.wec-cpa.com. 

http://www.wec-cpa.com/media/news-releases/2011/1129-wec-named-best-places-to-work.aspx

