
Most business owners strive to maximize profit. Of course, profits don’t just
happen on their own but are the reward for successful implementation of
appropriate initiatives. But what actions are appropriate and will lead to
higher profit? The answer to this question can be found by studying your
industry. It is industry forces that have the greatest impact on your
profitability and that of your peers and competitors.

What we are referring to is the study of industry structure. The forces of
industry structure are: 

• Entry of competitors.
• Threat of substitutes.
• Bargaining power of buyers.
• Bargaining power of suppliers.
• Rivalry among competitors.

The collective strength of these five competitive forces, referred to as industry structure, determines how
much profit the firms in an industry are able to earn. Why? Because it is these forces that determine the
prices that can be charged, the costs that must be paid for materials and goods, and the investment that is
required to enter and remain in the industry. Prices, costs and required investment are the elements of profit.

Industry profit, therefore, is not a matter of the type or function of the product or service, but of industry
structure. The strength of the five forces varies from industry to industry and can change as an industry
evolves. The result is that, at any point in time, not all industries are alike from a profit-making standpoint.

Some allow higher profits while others do not. 

The business owner’s challenge is to develop an understanding of the
competitive forces in his or her industry and then forge an appropriate
strategy that maximizes profit.

Entry of Competitors: More competition means lower profit margins and
lower profits.  Industries that have few barriers to entry, meaning new
competitors can swiftly and easily enter the industry, allow lower profits. 
Such industries will tend to yield modest profits even during periods of 
high demand as new entrants quickly enter to fill any supply shortage that
would otherwise allow higher profits.  
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Dear Subscriber:

Welcome 2003! If you have not completely dedicated yourself to making this year a tremendously
rewarding one personally and professionally, do it now. Make no mistake that the opportunity today and
the resources available to support you are so vast that no person, in the history of man, has had more
opportunity and ability to succeed and provide for themselves and others. To this end, we at The Business
Owner are honored that you have invited us into your workplace and home to provide information that
will empower and enable you.

Are you ready? In this issue you will find factual and informative data to help you: Select an appropriate strategy for higher profits (cover
article); Gain insight into breakthrough research on easy-to-apply ways to improve employee productivity (First, Break All the Rules);
Increase the effectiveness of your everyday written agreements (Contracts as Sales Literature); Easily, cheaply and professionally gain customer
feedback (What You Don’t Know CAN Hurt You); Quit wasting time, money and opportunity by relying on short-cut business valuation
formulas that often yield erroneous conclusions (How NOT to Value a Business); Understand estate and gift taxes (Q&A: Gift and Estate
Taxes); Differentiate between the various ways that wealth can be transferred to children (Transferring Assets to Children); Possess in-depth
knowledge of the government programs that provide tax incentives for higher education saving (Family Funding: Higher Education); Learn
about a new, one-of-a-kind way to rapidly reduce the size of your estate (Accelerated Gifting Now Available…”); Evaluate whether to add a
higher education savings program to your employee benefits program (College Savings as Employee Benefit), and more.

Please call, write or email us with your stories, ideas and comments. If you receive this publication through a sponsor, don’t forget to thank
them for supporting you.

David L. Perkins, Jr.
Publisher and Editor 

From
TheEditor

David L. Perkins, Jr.
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To take an extreme example, consider the residential lawn care
industry. Any person who can afford to purchase a lawn mower,
edger, broom and trash bags can enter the residential lawn care
business and charge any amount that will exceed the cost of gas, 
oil, bags, etc.  Such entrants drive prices down and make it difficult
to earn enough to cover items such as health insurance, workers
compensation insurance, clean trucks, professional uniforms and 
fair wages.  

Strategies that could be adopted by companies in the residential lawn
care industry to combat the effect of low-capitalized competitors
might include pushing for legislation that outlaws the hiring of lawn
care companies that do not possess liability and workers
compensation insurance, adding harder-to-implement services such
as alternative billing methods, using marketing to "brand" an image
of quality that might be desirable to many, or offering a discount for
customer tenure to combat the transient nature of many lower
capitalized competitor entrants.

Threat of Substitutes: Substitutes are alternatives to your product or
service. An Internet bill payment system is a substitute for printed
checks. Leasing a car could be considered a substitute to buying, as
public transportation could. If you are in the business of selling new
autos and you do not offer leasing, the threats posed by those that
offer the alternative of leasing could have (and likely has had) a
damaging affect on your business. Another example is the threat 
that full-service copy shops face from the ever-cheaper and more
functional copy machines. As copy machines become cheaper to 
buy and maintain, the prices that companies are willing to pay for
outsourcing the service decline.

Strategies to compete against the threat of substitutes could include
reducing operating costs to a level that matches the price-value
offering of substitutes, adding features to your product or service that
cannot be matched by substitutes (as some cell phones have added
paging and short-wave radio capabilities to try to capture sales from
those stand-alone products), offering compelling substitutes yourself,
or educating consumers about real or perceived risk or deficiencies of
substitute offerings. 

Bargaining Power of Buyers: Do your customers (buyers) have a
variety of places where they can get the product or service you
provide at good prices? Can your customers switch to purchasing
from one of your competitors with little cost or disruption? Do you
have customers that account for a large portion of your revenue? If
so, your customers have a lot of power that can make it tough when
it comes time to negotiate price and terms. Industries that are
characterized by powerful buyers tend to earn lower profits. For
example, beverage distributors tend to earn lower profits as
dominant brands such as Coke, Pepsi, Budweiser and Miller use their
power to garner the profits for themselves.

Strategies to combat buyer power might include developing real or
perceived switching costs … things that cost the buyer money or
time if he or she chooses to move his or her business to one of 

Continued from cover

Continued on page 15
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We all want the very best for our children and grandchildren. Our
definition of "the best" usually includes opportunity, abundant
income and a comfortable standard of living. Higher education,
such as a college degree, is a highly reliable means for getting there.

The latest U.S. Census found the average annual income of a high
school graduate to be $25,000, compared to $43,000 for the
college graduate. The cost, however, can be a formidable.

A degree from a four-year state college costs around $55,000 today.
Experts predict the tab to be $100,000 by 2015. A private four-
year college will cost $250,000. To obtain an estimate of the future
cost of various types of higher education for your child, type
“college cost calculator” in any web browser and you will find
quick and easy tools. 

The good news is that because an educated work force is good 
for our country, our federal and state
governments have put a variety of
laws in place that offer targeted tax
incentives and relief. This and
accompanying articles in this issue of
The Business Owner explain the
programs that exist to support
persons saving for higher education.
The November-December 2002
issue of The Business Owner
presented tax credits and deductions
that can provide some relief to
taxpayers that are currently bearing
higher education expenses for
themselves or others, such as the Hope Credit, Lifetime Learning
Credit and the Student Loan Interest Deduction.

There are two primary government programs that offer tax relief to
persons saving for higher education – the Coverdell Education
Savings Account (ESA) and the Qualified Tuition Program (QTP).
They are similar in many ways.

First, both allow monies to be “gifted” from one person to another
via an account designated for college savings. Monies in the
account grow tax free and can be withdrawn without taxation as
long as the proceeds are used to pay for certain expenses of
education.  

Second, neither allow contributed funds to be deducted from
federal taxes. 

Third, both allow a way for the donor/contributor to maintain
some control over when and for what the account funds are used,
and the ability to change the designated beneficiary.  

Fourth, contributed amounts are considered gifts under the tax
code under both the ESA and QTP programs. This means that in
2002 and 2003, $11,000 can be gifted from one person to any
other person without any tax or tax reporting required. Gifts in
excess of this amount will be subject to the unified gift and estate
tax rules. (See also “Accelerated Gifting Now Available with
QTP/529” in this issue, for more information.)

Coverdell Education Savings Account 
(formerly the Education IRA)

Any person with an adjusted gross income less than $190,000
(2002, married filing jointly) may contribute up to $2,000 per 
year (2002) to any person under the age of 18 (beneficiary) via a
Coverdell Education Savings Account (ESA). In fact, a qualifying
contributor can donate, within these limits, to as many ESA
beneficiaries as they wish. Any business, regardless of its size or
income, can similarly contribute to an ESA account or accounts. 

If the distributed funds are used to pay qualifying higher education
expenses of the beneficiary, no tax will be due. Otherwise, the
earnings portion of withdrawals is taxed at the ordinary income
rate of the beneficiary plus a 10 percent penalty (on the earnings
portion only).

Monies in an ESA must be withdrawn before
the beneficiary reaches the age of 30 and can
be moved penalty-free to another ESA account
of the same beneficiary or any relative of the
beneficiary that is under the age of 30. Unused
ESA monies cannot be rolled-over into a
retirement account, but ESA account monies
can be rolled into a QTP account at any time
without penalty. Talk to a bank or investment
firm for more information or to set up a
Coverdell ESA.

Qualified Tuition Programs (QTP), 
often referred to as 529 Plans

Formerly known as Qualified State Tuition
Program (QSTP) and commonly referred to by the Internal
Revenue Code section that brought it to life (section 529), the QTP
is a government program that allows you to either prepay a
student’s tuition or contribute to an account established to pay a
student’s higher education costs. The QTP is attractive in that it
allows a person to:

a) Prepayment Option: Guarantee a higher education for a 
future student by purchasing vouchers or credits today 
that can be exchanged in the future for post secondary 
school expenses, or

b) Savings Option: Invest money today in a manner that 
allows for tax-free growth and withdrawal if used to pay 
higher education expenses. 

The ability to prepay tuition is attractive because it eliminates the
uncertainly as to whether sufficient funds will be available to pay
tuition when the beneficiary or future student is ready. The ability
to invest tax-free is attractive, as invested funds will grow much
faster without the "tax man" asking for a yearly donation. 

Thanks to the 2001 tax law changes, the QTP is now very user
friendly. Any person may set up a QTP account, which is simply
an investment account held by an approved administrator, such as
Merrill Lynch, T. Rowe Price, TIAA-CREF or Alliance Capital. The
person that sets up the account can name anyone they want as the

Funding Higher Education
FAMILY FUNDING
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account owner and anyone they want as the beneficiary,
including him or herself. 

The account owner controls the account and decides how and
where the funds will be invested and distributed. The account
owner can change the beneficiary to
any family member of the original
beneficiary, once per year. If
withdrawn funds are not used to pay
higher education expenses of the
designated beneficiary, however, the
earnings on the invested funds will be
taxed at the applicable rate of the
person that received the distribution
plus ten percent. 

The only limit to contribution is that
QTP plan monies for a single
beneficiary may not exceed the total
estimated cost of higher education, which is estimated by the
QTP plan administrator that is chosen. QTP plans currently use
limits in the $225,000 to $300,000 range. 

Most state plans allow persons to invest no matter where the
investor and/or beneficiary live. Monies in an account can be
used to pay the expenses of virtually any public or private

institution of higher education, regardless of what plan is chosen
or where the beneficiary may live. Monies can be moved freely
from one QTP account to another, without penalty. Some states
allow for contributions to their state QTP plan to be deducted
from state income taxes. Finally, most state-sponsored plans

provide that, if the beneficiary is a resident
of the state in which the plan resides, no
state income tax is due on earnings or
withdrawals.

Unlike the Coverdell, there are no income
limits on who can contribute, and there 
is no age limit on when funds can be
contributed or must be withdrawn. QTP
plans, however, have more stringent
restrictions on how funds can be invested.
The choices are unique to each QTP plan
and generally include a range of money

market, bond fund or stock fund options. As such, before
selecting a plan you should consider the available
investment choices, competency of the investment managers
and the expense loads and fees.  

The account owner of a QTP can be either an individual, a trust
or a 501(c)(3). Monies can be moved from an ESA to a QTP
account at any time, without penalty. ❐

Continued from previous page
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What investment options are available in the plan?

The laws that gave rise to the Qualified Tuition Program (QTP)
restrict the type of investments that may be offered by QTP plan
providers such as Merrill Lynch and Alliance Capital. The purpose
was to limit the choices to those that tend to be lower risk.  Still,
there are significant differences in the investment options that are
offered by each plan. When selecting one, consider the
investments that you or your advisors deem to be appropriate for
the beneficiary, then find a plan that offers compatible investment
options.

Watch the plan fees and expenses.

No matter which plan or plan administrator you choose, the
administrator will have operating expenses. These expenses are
passed on to the account holder. Expenses and associated fees vary
considerably, just as they do with mutual funds. Moreover, just as
with mutual funds, the expense burden has a tremendous impact
on returns. When considering which QTP to use, consider the
fees. Watch for hidden fees as well. While all plans charge a
management fee typically ranging from 0.5 to 1.0 percent a year,
some will also sock you with an enrollment charge, an annual
maintenance fee, and annual expenses charged by the underlying
mutual funds in your portfolio.

Consider how QTP plan set-up may affect qualification for 
financial aid.

Need for financial aid is based in part by the assets that are owned
by the applicant and his or her family. In fact, 35 percent of an 
aid applicant’s assets are considered in calculating the portion of
education expenses that must be paid by the applicant and his 
or her family, and generally 5.6 percent of an applicant’s parent’s
assets are considered. As such, monies in QTP accounts that
designate a parent as the account owner will count for less on 
the aid application (which improves the chances that aid will be
granted) than if the applicant/student is named as the account
owner. This is because it is the account owner, not the designated
beneficiary, which is considered the “owner” of the QTP account
assets. ESA accounts are different as it is the beneficiary that is
considered the “owner” of ESA account assets for federal financial
aid purposes. 

Check for state tax breaks.

Most states have piggybacked the federal tax code and shelter QTP
plan income from state taxes. However, be sure to check your
state’s tax laws. Some states have limited the tax benefits, while
others have expanded them. Some states also allow contributions
to their state QTP plan to be deducted from state income taxes.
Check out the various plans at www.savingforcollege.com.  ❐

Selecting and Setting-Up a QTP/529 Plan

FAMILY FUNDING

FAMILY FUNDING



What rules govern what can and cannot be put into an agreement or contract?  To be
binding, a contract simply must have an offer, acceptance and consideration. There are no
rules on what it cannot contain. So why not add language that reaffirms why the client is
hiring you and how they will benefit?

If you are one of these people that treat written agreements as some sort of sacred script that,
once written, can only be touched by high priests (i.e. lawyers), stop taking them so darn
seriously. Sure, agreements are important and, once signed, document binding commitments.
But feel free to work with them and re-write them so they serve you better. 

It is always good to keep agreements short and easy to read and understand, but allow some room
to include summary language as to what the client wants to accomplish, how you will help and why they
are selecting you. Also add how the client will benefit if the goals are accomplished. Be careful though that your
additions do not create additional promises, obligations or guarantees on your part.

If you are unsure about changes, talk to your lawyer. If he or she doesn’t support your effort to improve
the salesmanship of your agreements, consider finding a new one. Shorter, friendlier, plain-speaking contracts that also reinforce client
benefits will result in more signatures, clients and sales.  ❐
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For many of the reasons discussed in this issue of The Business
Owner, the Coverdell ESA and the QTP are the programs most
selected by persons setting aside monies to pay for future higher
education expenses. However, two other options exist that merit
mention.

Education Savings Bond Program
The education savings bond program allows investors in U.S.
series EE (after 1989) and series I savings bonds to cash them in
without reporting the interest income … as long as the proceeds
are used to pay qualified expenses for the person to whom the
bond is issued, or such person’s spouse or dependent. Qualified
expenses include higher education expenses or contributions to a
Coverdell ESA or QTP. 

Restrictions exist as to who may participate. For example,
couples that wish to take advantage of this program must file a
joint return and must not exceed certain income limits
($116,400 AGI in 2002). This program is little used because the
rate of return on government bonds has historically been inferior
to equity investments and most bonds. 

Individual Retirement Accounts (IRAs)
If you are in the rare position of having excess retirement funds,
you can withdraw assets from any of your IRA accounts to pay
qualified higher education expenses for yourself, your spouse, or

the children or grandchildren of you or your spouse. Typically, a
withdrawal from an IRA account before age of 59   is assessed a
10 percent penalty.

If you are saving for your own higher education, IRA plans offer
similar benefits to the programs that are specifically designed for
college savings (i.e. the Coverdell ESA and QTP), which is the
ability to invest funds into an account that grows and can be
withdrawn penalty free.

However, if you want to dedicate funds towards the future 
higher education expenses of another, IRA accounts offer few
advantages. First, IRAs have strict annual contribution limits,
which make the QTP’s liberal limits more appealing. Second, if
you are over 70 and one-half years of age, you will not be able to
contribute to your own IRA, but must bestow the monies upon
the intended beneficiary so they can then contribute them to
their own IRA. When you do so, you lose control of the funds
and the beneficiary can use the money as they wish. And, due to
strict qualification requirements, your targeted beneficiary may
not be able to accept such funds into his or her IRA. 

Finally, don’t forget that any withdrawal from a traditional IRA
will be taxed as ordinary income even if funds are used for
higher education expenses. The exclusion only allows the early
withdrawal penalty to be avoided, not the elimination of taxes
that otherwise would be due. ❐

Two Lesser-Used Higher 
Education Funding Options

LAW
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The Coverdell Education Savings Account (ESA) program and the
Qualified Tuition Program (QTP) are similar in many ways. Both
feature the ability the invest monies into accounts that allow tax-free
growth and withdrawal for higher education expenses. Both allow
contributions, considered gifts by the IRS, to be made by either
individuals or companies, and neither offer federal tax-deductibility
of contributions. Both offer the ability for the
donor/contributor to retain control of the funds
if the account is set-up in a manner that
provides for this. Both allow the designated
beneficiary to be changed to members of the
family of the original beneficiary. 

So, what are the differences? The ESA program
has a few more restrictions. While the QTP has
no restriction on who can contribute or how
much can be contributed annually, the ESA
excludes certain high-income earners and limits
the annual contribution to any one beneficiary
to $2,000. The ESA also does not allow
contributions if the beneficiary is 18 years or
older, and requires that all account funds be
distributed by the time the beneficiary turns 30.
The QTP does not have such restrictions. Some
states allow for contributions to their state QTP
plans to be deducted from state taxes. Finally,
the QTP is unique in that it has a pre-pay
option, which allows a contributor to pre-
pay tuition. 

The ESA does have one attribute that is not
matched by the QTP, however. With the 2001
tax law changes, ESA funds can be used for
elementary and secondary school expenses.

So, which to choose? Well, you don’t really have to choose, as
contributions can now be made to both an ESA and a QTP for the
same beneficiary, in the same year. But given that the QTP has most
all of the attributes as the ESA and far fewer limitations, many will
choose to convert existing ESA accounts to the QTP (which is easy
and penalty free), and set new accounts up as a QTP. ❐

Coverdell ESA vs. QTP/529

QTP/529 Coverdell ESA
Can Any Person Contribute? Yes Except High Income1

Can an Employer Contribute? Yes Yes

Contributions Pre-Tax/Deductible? No No

Earnings Grow Tax Free? Yes Yes

Tax Free Distributions Available? Yes2 Yes2

Maximum 2002 Contribution None3 $2,000

Donor maintains control of the account? Yes5 Yes5

Can Amounts be Transferred to Others? Yes4 Yes4

Investment Options Strict Limits Some Limits

Maximum Age of Beneficiary None Under 18 Years

Age at which funds must be withdrawn No Limit 30

Restriction on Higher Ed. Choice? Virtually any accredited Virtually any accredited
postsecondary school postsecondary school

Elementary or Secondary School? No Yes

Course Load Requirement None None

Withdrawals State Tax Free? Most Most

1 Ability to contribute to ESA phased out between $190,000 and $220,000 for married couples 
filing jointly, $95,000 and $110,000 for singles. 

2 If used for qualifying educational expenses.
3 Limited only by the selected plan’s estimate of the maximum cost of higher education.  

Typically $225,000 to $300,000.
4 Any member of the family of the beneficiary including siblings, cousins, nieces, nephews, 

parents, children and grandchildren.  
5 If the contributor designates him or herself the account owner (QTP) or responsible party (ESA).

For the taxpayer that is interested in quickly reducing the size 
of his or her taxable estate, recent changes to the Qualified
Tuition Program (QTP), often referred to as 529 plans,
substantially increased the amount that can be gifted to
individuals in a single year.

Contributions to QTP accounts are considered by the IRS to be
gifts to the named beneficiary of the account. As such, amounts
over $11,000 per year (2003 tax law) will ordinarily result in a
dollar-for-dollar reduction of the donor’s lifetime unified gift and
estate tax exemption, ($1 million in 2003. $1.3 million if family-
owned business status is met). However, under a unique

provision of section 529 of the U.S. tax code, up to five years’
worth of annual gifts can be contributed to a QTP account of a
beneficiary, so long as no other gifts are made to that person over
the ensuing five years. IRS form 709 must be filed to do so.

This means that in 2003, up to $55,000 can be contributed to an
unlimited number of persons via QTP. And, over time, unused
amounts in such accounts can be moved tax-free to members of
the family of the original beneficiaries, including siblings, cousins,
children and grandchildren. There is no limit to how many
persons this can be done for in a single year! ❐

Accelerated Gifting & Rapid Estate Reduction 
Now Available Via the QTP/529

ESTATE PLANNING

FAMILY FUNDING
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ESTATE PLANNING

Before the creation of the ESA and the QTP, parents who wished
to give money or property to their minor children could do so
in four basic ways: 

1) Give it outright.
2) Give it in a trust.
3) Give it by means of a guardianship.
4) Give it using a custodial account.

These options still exist, but many parents are reluctant to give
property outright to a child for fear they will squander it

foolishly. Trusts offer parental
control but can be costly to set-
up and manage. A guardianship
may be impractical or
unnecessary in some instances.
Given these concerns, the
custodial account has been
favored by parents and their
advisors since its inception
many years ago. 

Most state laws provide a way to
establish a custodial account
under either UGMA (Uniform
Gifts to Minors
Act) or UTMA
(Uniform Transfers

to Minors Act). A custodial account can be
thought of as a “poor man’s” trust. To set one up,
all that needs to be done is to have the property
registered as such with a brokerage house,
insurance company or bank. It's so easy and
commonplace that most financial services
companies can now help you set up a custodial
account – no lawyer needed.

While the mechanics of actually setting up the
account are simple, serious legal and tax
consequences result once a parent funds a
custodial account. For example, the account is
irrevocable. Once funded you cannot get the
money or the assets back. And the property in the
account must be distributed to the child when he
or she reaches the age of majority (typically either
18 or 21, although it can be extended to age 25 in
some cases). And none of the above mentioned
options offer tax shelter or deferral.

For reasons discussed in this publication, such as
tax sheltering and/or deferral, the new ESA and

QTP accounts offer many advantages over the traditional
options. Luckily, most state QTP plans will allow assets held in
UGMA and UTMA accounts to be transferred to them. However,
be aware that the resulting capital gains or losses may cause the
account to incur commissions, fees and tax liabilities. 

In addition, although the UGMA/UTMA assets may be
transferred to a QTP plan account, the UGMA/UTMA rules of
the state in which the original account was established will likely
continue to apply. This may limit some of the benefits that
generally would be available to you when you contribute to a
QTP plan account. For example, you usually can determine the
age at which the beneficiary may access the funds in the QTP
Plan account. For QTP plan accounts funded with
UGMA/UTMA assets, however, the beneficiary may become the
account owner upon reaching the age of majority.

As an alternative, you might want to consider leaving the funds
in the UGMA/UTMA account and establish a QTP account for
the same beneficiary. This way, you can continue funding your
child or grandchild’s education, with the new funds enjoying the
benefits of the QTP program. The assets in the UGMA/UTMA
account can then be used for other expenses of your child,
grandchild or other beneficiary. ❐

Transferring Assets to Children 
UTMA, UGMA, ESA, QTP, Trust, Guardianship, Etc.

When it comes to

funding the future

education of children,

the new ESA and QTP

accounts offer

advantages over

traditional options.
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What are estate and gift
taxes and how are they
calculated?
Estate and gift taxes are
used to tax large transfers of wealth
between individuals. Gift taxes 
are imposed on transfers made
during an individual’s lifetime, 
and estate taxes are imposed on
transfers made at the time of death.
Although gift taxes and estate taxes
are paid separately, they are a
unified tax in the sense that a single
graduated rate schedule applies to
the cumulative total of taxable
transfers made through gifts and
estates. The accompanying table
shows the rate schedule.

Although the taxation of gifts and
estates may seem complicated at
first glance, the calculation of estate
and gift taxes is actually quite
similar to the calculation of
personal income taxes. As with the
income tax, there are exemptions
and credits that are applied before
the progressive rate schedule is
applied. Estate taxes are different in
one important way, however: they
are calculated over a lifetime, not
year by year. 

For income tax purposes, that is,
taxable income for 2003 is the total
taxable income earned from
January 1 to December 31 of 2003.
In other words, it doesn't matter
how much you earned in 1997 or
2002 … all that counts is how
much you earned in 2003. For estate and gift tax purposes, on
the other hand, it does matter how much a taxpayer has given
away in the past. The gift tax rate for 2003 depends on the total
amount of taxable gifts a taxpayer has given since 1976 (when
the estate and gift taxes were unified). 

Exemptions: Each taxpayer is allowed to give $11,000
($22,000 for married joint filers) in gifts to any single individual
in the course of a year, tax-free. This is a per-recipient
exemption.  For example, a taxpayer wishing to give away
$50,000 to her five grandchildren could do so tax-free (if the
gifts were split evenly) in 2003. This means that the only way
gifts can be taxed is if a single taxpayer gives more than $11,000

($22,000 for married joint filers) to
another individual. 

Credits: Most gifts and estate above
the annual exemption are not
subject to tax. This is because each
taxpayer is allowed a lifetime credit
against taxable gifts and estate. 
In 2003, the credit amount is
$345,800. Under the rate schedule
shown in the table, this credit is
equivalent to a $1 million
exemption from the gift and estate
tax. This means that even if a
taxpayer gives more than $11,000 
to a single recipient in a given year,
the gift amount above $11,000 will
not be subject to tax unless this
taxpayer has already given a total of
$1 million in taxable gifts since 1976.

Other Exemptions: If qualified
family-owned business interests
make up more than 50 percent of
your taxable estate, you may benefit
from a special provision that can
increase your total exemption to
$1.3 million. There are also some
cases in which one can give more
than $11,000 worth of gifts without
facing the gift and estate tax. These
include gifts to a spouse, gifts to 
pay tuition or medical expenses, 
and gifts to charities or political
organizations. 

Calculating the Tax: Any gifts or
estate value left over when all
exemptions and credits are taken
into account is taxable according to
the above table. The tax rate ranges

from 18 percent on the first $10,000 of taxable gifts and estate,
to 49 percent on taxable gifts and estate over $2 million.
However, since the $345,800 credit has the effect of exempting
the first $1 million of taxable gifts and estate, the lowest rate
that is ever applied is the 41 percent rate. Taxable estate value
includes the value of all property owned at the time of death
plus any gifts made in the three years prior to death. However,
this value is reduced by the value of debts, funeral expenses,
and costs of administering and settling the estate. Finally, of
course, any portion of a decedent’s estate that is given to a
spouse or to charity is not taxed. ❐

QA
Not over $10,000 18% of that amount

Over $10,000 but $1,800 + 20% of 
not over $20,000 excess over $10,000

Over $20,000 but $3,800 + 22% of
not over $40,000 excess over $20,000

Over $40,000 but $8,200 + 24% of
not over $60,000 excess over $40,000

Over $60,000 but $13,000 + 26% of
not over $80,000 excess over $60,000

Over $80,000 but $18,200 + 28% of
not over $100,000 excess over $80,000

Over $100,000 but $23,800 + 30% of
not over $150,000 excess over $100,000

Over $150,000 but $38,800 + 32% of
not over $250,000 excess over $150,000

Over $250,000 but $70,800 + 34% of
not over $500,000 excess over $250,000

Over $500,000 but $155,800 + 37% of
not over $750,000 excess over $500,000

Over $750,000 but $248,300 + 39% of
not over $1,000,000 excess over $750,000

Over $1,000,000 but $345,800 + 41% of 
not over $1,250,000 excess over $1,000,000

Over $1,250,000 but $448,300 + 43% of
not over $1,500,000 excess over $1,250,000

Over $1,500,000 but $555,800 + 45% of
not over $2,000,000 excess over $1,500,000

Over $2,000,000 $780,800 + 49% of 
excess over $2,000,000

If the amount with 
respect to which 
the tentative tax 
to be computed is: The tentative tax is:

&
Q:

A:

2003 Federal Estate and Gift Tax Rates
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Both buyers and sellers need to be wary of naive business valuation
generalizations. As the old adage goes, if it's too good to be true, it
usually is. This is often the case with rules of thumb that are easy to
remember and use, but frequently lead to misguided conclusions. 

In a recent issue of a newsletter published by a well-respected
industry association, a small sidebar article appeared that was titled,
“Putting a Price Tag on your Company.” The article was only seven
sentences long and a perfect example of how not to value a
business. If the advice was taken at face value, it would often result
in an inaccurate or unrealistic value conclusion. 

Here is why. 

Let’s value two hypothetical companies by the methods suggested 
in the article. 

Company A Revenues: $10 million
Three-Year Average Profits: $2 million
Liquidation value of assets: $500,000

Company B Revenues: $10 million
Three-Year Average Profits: $0 (zero!) 
Liquidation value of assets: $2,000,000

The article suggests that you can calculate value as a standard
percent of revenue … usually 50 to 80 percent. However, if we 
use 75 percent, both Company A and Company B are worth 
$7.5 million, regardless of their profitability or growth potential!
Rather doubtful. 

This formula doesn’t take into account industry. It does not 
take into account the company type, such as manufacturing,
distribution, retail or technology. 

The article states that companies with higher investment in their
plants and equipment usually merit higher multiples. That certainly
is not always the case. More important is the productivity of the
assets and profitability of the business. 

The article goes on to suggest a second valuation method: “Unless
your company has high reinvestment costs (such as R&D), five
times a three-year average of profits is a justifiable valuation.” Using
our two hypothetical companies again, Company A would be
worth $10 million, not $7.5 million; and Company B would be
worth absolutely nothing, not the $7.5 million as suggested by their
multiple of revenue method. But then again, by profits do they
mean gross profit, net profit, E.B.I.T., E.B.I.T.D.A., or some other
adjusted figure? 

An important consideration not mentioned at all is deal structure,
commonly referred to as “terms.” Are we talking 100 percent of the
purchase price paid in cash at closing, or no money at closing and
the price paid in equal installments over ten years? Is it based on an
asset sale or a stock sale? These things can drastically influence price.

The article’s third suggestion: “A simple way to know your worth 
is to compare your company to a publicly traded one.” Well, it’s 
just not that simple. To what public company are you going to
compare? What correlation and validity will it really render? Is there

any usefulness in this exercise unless the companies are of
comparable size? Comparable growth rates? What about access to
capital and liquidity of the shares? Attempting to use this method
haphazardly can lead to results that are seriously flawed. 

Consider what would be an extreme example … a local, single
location, non-franchised hamburger stand to that of the corporate
stock of McDonald's. The problems in attempting to do so are
obviously overwhelming.

To treat the valuation of a privately
held or closely held company in a
flippant or casual manner does a
great injustice. If a company owner
is contemplating the sale or purchase
of a business, it is likely one of the
most important financial transactions
of his or her life. Competent and
professional advice is needed. 

It is not unusual for a business
owner, in a conversation with his or
her attorney or CPA, to pressure for
an off-the-cuff value of his or her
business. This is unfair to both
parties. Attorneys and CPA’s are an
essential ingredient in the process of
selling or buying a business,
especially for legal and tax issues.
However, unless they specialize in
business transfers and business
valuations, they shouldn't be pressed
to provide expertise in an area that
they don’t have specific experience
or training. In addition, what many
people don’t realize, to quote Dr. Shannon P. Pratt in Valuing a
Business, “There is nothing in the uniform CPA examination that
addresses the subject of business appraisal.”  The same goes for the
Bar exam.

When valuing a business, make sure that whomever you choose is
qualified for the job. Clearly, this means a person that has specific
training in the valuation of businesses the size of your own.  A
compelling case can be made as well for choosing a person that, in
addition to valuing businesses, actively consults in the purchase and
sale of such companies. Common sense would say that such a
person would have a better understanding of the price and terms
for which companies are really selling. 

Because these issues are so important, business owners would also
be well served by developing their own basic understanding of
business valuation. They can use the knowledge to check the work
of others for reasonableness and to avoid wasting time and money.
Articles in this publication will periodically review these basic
concepts. You can also obtain a basic primer called, A Concise
Overview of Business Valuation for Small and Mid-Size Private
Companies, ($24.95) by calling 918-493-4900 or visiting
www.TheBusinessOwner.com and clicking on “Publications.” ❐

When selecting a
business appraiser, a
compelling case can 
be made for choosing a
person that, in addition
to valuing businesses,
actively consults in the
purchase and sale 
of such companies.
Common sense would
say that such a person
would have a better
understanding 
of the price and terms 
for which companies
are really selling.

HowNot toValue a Business


