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Divorceattorneysare encountering businessval uationsmorefre-
quently as the proportion of households owning and operating
closaly held businesses steadily increases each year. Rights of
non-owner/manager divorcing spousesto shareinthewedth cre-
ated during amarriage have a so been steadily expanding asshown
by the number of recent rulings handed down all over the coun-
try. These rulings generally state that increased value resulting
from spousal efforts (active appreciation) becomes the property
of the marital partnership, while increased value attributable to
other sources (passive appreciation) remains separate property.

Divorce attorneys representing a business owner are, there-
fore, particularly interested in clearly separating the growth
in business value during the marriage between growth attrib-
uted to efforts of a spouse (active) and to external factorsand
market forces (passive). How to clearly identify that portion
of the business val ue attributed to the marriage, and prior to a
marriage, is of particular interest for those attorneys repre-
senting a business owner and is the essence of thisarticle.

Method for Apportioning
Change in Value

Oneof themost troubling issuesinvolving thisactive and passive
appreciation doctrine is finding a viable “method” or “formula’
for determining the portion of appreciation attributable to spousal
effortsand the portionthat resultsfrom third-party or market forces:!

A fundamental distinction between the concept of marriage as
economic union (marital property) or economic partnership
(separate property) underlies the trestment of marital estate in
divorce. Both the concept of a “natural increase” occurring
without exerting any human effort, e.g., asaresult of inflation,
and the concept of marriage as an economic partnership, with
the spouses sharing in the gains accruing from marital efforts,
have been well established for sometime. The interaction of

these two doctrines creates an interesting situation, where the
emphasis has shifted from a simple split down the middle
towards identifying the extent of efforts made by one or both
spousesduring themarriage, and the contribution of such efforts
totheincreasein value of the estate. The courts haverecognized
that the value of a business may change as a result of external
factors, but in practi ce thisdistinction hasbeen difficult to make.

Determining the share of value subject to distribution in a di-
vorceinvolving an owner of aclosaly held business pre-existing
a thetime of the marriage isatwo-step process. Thefirst stepis
to determinetheva ue of the businessin question at thetwo points
intime: first at the time of the commencement of the marriage
and second at the time of the divorce. Once the value of the
businessinterest at thesetwo pointsin time has been determined,
thenext stepisto cal culate, and apportion, the changein value of
thismarital asset to active and passive appreciation.

Thefollowing five steps are commonly involved in determin-
ing the active and passive components of appreciation in a
business value during the marriage:

1. State whether the business is separate or marital property.

2. Assess the value of the non-marital property before it be-
came subject to the active and passive appreciation analy-
sis (date of marriage value).

3. Assesstheva ue of the property at thetime of divorce action
(date of separation, filing for divorce, or another specific
valuation date mutually agreed to or decided by the court).

4. Calculate the changein value during the period of marriage
asthe differencein the valuation at these two dates.

5. Determine the proportion of the increase in value of the
non-marital property as active or passive.

Court Rulings

Divorce laws and their interpretations differ substantially
across the states with varying degrees of emphasis on the
separation of marital and non-marital portions of the value of
business interests. Several cases around the country have
addressed the issue of separating non-marital and marital
portions of the value of a business.
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For example, for the son of Joe Robbie (Miami Dolphins), in
Robbie v. Robbie? (Rabbie I), the courts found that although the
husband, Michael Robbie, may not have been active in the deci-
sion making, the businessincreased in value during themarriage
partly as of aresult of his efforts. Michael Robbie was given a
9.5% share of the Miami Sports Corporation by his father prior
tothemarriagein question. TheMiami Sports Corporation owned
anumber of entities, including the Miami Dolphins, of whichthe
husband in this case was a General Manager. Although the Gen-
eral Manager of the Miami Dolphins, Michad Robbie argued
that he did not make decisions, or day-to-day decisions, of the
business(Miami Sports Corporation), and thereforeany increase
in value was substantialy non-marital. The Court did not agree.

The Court’sdecision was understandabl e given the circumstances
of thecase; however, theextent of the appreciation that wasmarital
versus non-marital (passive) was not quantified. Many
subsequent cases® relied on the Robbie | decision, and the Robbie
decisionsthat followed (Robbiell and11), yet aclear and concise
approach to determining the passive and active appreciation had
not been defined with regard to the business owner spouse and
therole he or she playsin theincreasein vaue.

In another example, thousands of dollarsthat otherwise could
have been attributed to passive growth was ignored. In
Innerbichler v. Innerbichler,* the expert subtracted the value
at thetime of marriagefrom the value at the time of divorce—
in effect, not quantifying that portion attributed to the passive
growth of the company, but rather indicating that the husband's
work effort during the marriage contributed entirely to the
growth of the company for the period of the marriage.

In anumber of cases, whereit could be shown that the efforts
of aspouse could materially impact the value of the business,
analysis has stopped at step 4 (calculate the change in value
during the period of marriage asthe differencein thevaluation
at these two dates), effectively treating the entire increase in

value of the business as active appreciation, determining the
change in value from one point in time to another. For
example, inReich v. Reich,® based onthetria court’sfindings
that the wife's efforts contributed to the appreciation of the
hushand’ sbusiness, thetrial court considered the enhancement
in value of the business during the marriage asamarital asset
subject to equitable distribution pursuant to subsection
61.075(5), Florida Statutes (1993).5

External Factors Affecting Value
Itisvery important to recognize that businessesdo not function
in a vacuum. Economic conditions outside the control of
owners have significant impact on the well-being, even
survival, of the business being valued. The last step in this
process (determine the proportion of the increase in value of
the non-marital property as active or passive), therefore,
requires that two questions be answered:

m Which factors outside the control of the owner manager(s)
of the business, if any, significantly impacted the (passive)
changes in value of the business?

m What proportion of the change in business value can be
explained by these external factors outside the control of
the managers?

A brief explanation of aquantitative method for apportioning
the change in val ue between these active and passive compo-
nentsisprovided inthefollowing part of thisdiscussion. Use
of an econometric technique known asregression analysiscan
readily identify the variables affecting the value and measure
each variable's influence on the value of the business. Such
regression analysisfor determining the marital and non-mari-
tal value can be performed subsequent to an already existing
business valuation, or made part of the initial valuation.

Multiple and linear regression analysis has been used in other
industries to determine, predict, or quantify the effects of one

Table 1 Influence of External Economic Factors on Selected Industries
Variables Affecting Total Retail Sales and Their
Respective Influence on Growth
Total
Passive Factors Retail Housing Prime Mortgage
(effect on value) Sales Unemployment Starts Rate Rates
Automobiles (new) 78.65% + - - - -
Automobiles (used) 83.61% + - - - -
Building Materials 76.91% + - - - -
Food & Beverage 95.32% + + - - -
Restaurant (full service) 90.68% + - - - -
Pharmacy 92.98% + - + - -
Gas Stations 79.85% + - - - +
Disc. Dept. Stores 71.99% + - + -
Taverng/Drinking est. 79.20% + + - -
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or more variables on another unrelated variable. Because the
value of abusinessisinfluenced by severa variables, regres-
sion analysis is well suited for identifying and isolating, for
instance, those variables that influence the marital and non-
marital values. More specificaly, quantitativeanalysis, includ-
ing multivariable regression, provides avaluabletool for iden-
tifying economic factors that can explain the changesin value
of the businessinterest.

Quantitative analysis including multivariate ordinary least
squares (OL S) regression provides a valuable tool for identi-
fying external economic factors that can explain the changes
in value of the business interest. OL S has been used exten-
sively for almost a century and is a well-established statisti-
cal tool for hypothesis testing. Briefly, the OLS regression
procedure consists of specifying a model equation with the
dependent variable as the factor to be explained and the inde-
pendent variables being the factors providing an explanation.
These independent factors may includethelevel of economic
activity, interest rates, customer demographics, regulatory
changes, and other similar data. The sum of regression squares
(R-square) statistic for the specified regression equation
(model) measures the percentage of change in value of the
dependent variable that can be explained by these external
factors and therefore considered passive appreciati on not sub-
ject to distribution.

Businesses offering consumer goods and services, for in-
stance, are very sensitive to the impact of economic condi-
tions. For example, one can use OLS regression method-
ology toidentify the external factors explaining the changes
in salesfor the category of business and the extent to which
the variation in these sales can be attributed to the changes
in these external variables (passive appreciation).

lllustration of the Impact of
Economic Factors

Table 1 indicates the percentage of variation in salesfor sub-
ject industries explained by external economic factors such
asthelevel of retal sales, interest rates, unemployment, and
housing starts during 1992-2001 at the national level. In
layman’sterms, the following table identifies the influence of
some externa factors for performance of certain businesses
over a period of nearly ten years. Specifically, it illustrates
the impact of four economic factors outside the control of
individual managers (passive) on the total sales.

Theresultsin Table 1 indicate that it may be justifiable to ex-
clude a substantial proportion of the growth in business value
during the period of marriage from the marital estate based on
industry, period of analysis, and initia investment from non-
marital resources. In caseof individual businessesserving lim-
ited markets, the R-squares (percentage of explained changein
value) are likely to be smaller, but still large enough to alow
substantial exclusion of appreciated val ue as passive apprecia-
tion not subject to distribution.
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Asidefromthefactorsidentified here (i.e., retail sales, unem-
ployment, housing starts, prime rate, and the mortgage inter-
est rate), additional factors may include customer demograph-
icsor regulatory changes. Thisarticleisnot intended to be a
substitute for Statistics 101, but rather to explain that an addi-
tional approach is available to extract the marital and non-
marital values of the total value of the business interest.*

Conclusion

With the number of individual s creating home-based businesses,
family limited partnerships, or smply going into practice for
themselves, attorneys are often faced with the dilemma of how
to determinethe value of abusinessindivorce. Itisvery likely
that the need to properly identify and measure the active and
passive components of theincreasein value of the closely held
business during the marriage will become more urgent in the
future. Econometric modeling techniques can providevaluable
guidanceinthesecases, in additionto, or aspart of, any business
valuation. Businessval uation practitionersand partiesinvol ved
intheseissueswill need to understand and apply these methods
asthis analysis gains importance.
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