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I. INTRODUCTION:

A. Purpose

This article is intended to aid estate planning attorneys in reading and commenting on an expert’s valuation report, particularly as related to closely-held entities.  It is intended to assist the reader in refining the report of a valuation expert to ensure that any gift, estate, or generation-skipping transfer tax return is prepared in a manner that is most defensible in audit, and in court, if need be.

B. Role of the Advisor in Reviewing the Appraisal Report in Detail

Strong communication between the client, the client’s advisors, and the appraiser should greatly improve the quality (and defensibility) of an appraisal.  A high-quality appraisal, which is more often the product of such thorough communication, improves the odds that a case involving good legal facts will achieve the best result possible.

C. Factors to Look For

Depending on the terms of the entity governing agreement and the identity of the transferee, the interest transferred by the taxpayer may be a general partnership interest, a limited partnership interest, or an assignee interest in a partnership interest (and, depending on the terms of the partnership agreement, there may be classes within one or more of these types).  It is important to identify the nature of the interest transferred, as each type carries with it specific rights and responsibilities that are likely to impact value.

If the transferred partnership interests include more than one class (i.e., general partnership interests and limited partnership interests), be sure to clarify with the appraiser as to whether those interests should be aggregated for valuation purposes.  For instance, if a general partnership interest and a limited partnership interest are transferred by the decedent, certain authority suggests that the interests should be aggregated.
  If, however, the general partnership interest was held by the decedent, and the limited partnership interest is held in a marital trust created by the decedent’s pre-deceasing spouse, the taxpayer may be able to take the position that the interests should not be aggregated.

Depending on the nature of the asset transferred, two layers of discounts might be merited.
  If the transferred asset is a minority interest in an entity that holds a minority interest in another entity, two sets of discounts could apply to each of the two separate entities.
  However, where the transferred asset constitutes a significant portion of the parent entity’s assets, or where the transferred asset is the parent entity’s “principal operating subsidiary,” the Service may argue that only one level of discounts should be applied.

A readily defensible partnership valuation report does not arise by happenstance, but rather by the conscientious efforts of the appraiser, advisors, and the client.  The more thorough the valuation report, the more defensible it likely will be should a dispute arise.  The appraiser should conduct due diligence, discussing with the general partner issues such as the partnership’s investment philosophy, asset allocation, and return targets.  The appraiser should review and consider the appraisals of the partnership’s underlying assets.  The valuation report should be supported by empirical data that is clearly understood by the appraiser, such as restricted stock studies and discussion of comparables, and the comparative factors employed should be relevant and useful.  The report should fully describe the partnership’s assets and financial history.  Throughout the valuation report, care must be taken to avoid typos and errors, as they may call into question the competence of the author of the report.  Finally, a non-appraiser should be able to understand the analysis and conclusions of a valuation report, and it is critical that advisors reviewing draft appraisals provide their input (and their questions) to the appraisers conducting the valuation analysis.

In opining as to fair market value, the appraiser will likely take into account numerous partnership-specific facts, such as the terms of the governing partnership agreement, the fair market value of the partnership’s underlying assets, cash flow to the partnership, and the distribution policy of partnership management. As a result, when reviewing the appraiser’s conclusions, it is important to confirm that the appraiser has properly reflected these facts in his report, so that his valuation conclusions are not based on incorrect factual assumptions.  It is also helpful to make sure that a copy of the partnership agreement is included with the final appraisal, perhaps as an exhibit.

Once the appraiser has completed his appraisal, it is helpful in defending his conclusions if, after the valuation date, the partnership is operated in the manner reported to the appraiser, for example, in such areas as the distribution policy, anticipated cash flow, etc.  Arguably, post-valuation date facts are irrelevant to valuation conclusions.  Nonetheless, the IRS may assert that deviation from the factual assumptions by the appraiser indicate that the appraiser’s conclusions were faulty, especially if the partners anticipate at the time of the transfer that such an occurrence might take place.  Living with the factual information provided to the appraiser may help avoid such assertions.

D. Appraiser and Return Preparer Penalties

1. Both appraisers and estate planners should be aware of the penalties imposed upon appraisers under § 6695A, which imposes a penalty on appraisers of the greater of 10 percent of the amount of any underpayment, $1,000, or 125 percent of the income received by the appraiser for the engagement, if an appraisal is filed with a return or claim for refund and the filing results in a substantial valuation misstatement.

2. Interestingly, appraisers may also be subject to penalties applicable to a return preparer under § 6694, as a return preparer is “any person who prepares for compensation a tax return or claim for refund, or a substantial portion of a tax return or claim for refund, and is no longer limited to persons who prepare income tax returns.”

3. In addition, “[a] person who for compensation prepares any of the forms listed in this subsection, which form does not report a tax liability but affects an entry or entries on a tax return and constitutes a substantial portion of a tax return or claim for refund that does report a tax liability, is a tax return preparer who is subject to section 6694.”

4. Obviously, an appraiser could fit within that definition and thus could also be subject to the return preparer penalties.  (Whether this is a realistic concern, however, is uncertain, because the return preparer penalties could be less than those for the appraiser, as they are imposed at the greater of $1,000 or 50 percent of the income derived by the preparer in the preparation of the return.
)  Nonetheless, appraisers do seem to fit within the strict definition and therefore should be aware that the penalty can be imposed unless “there is or was substantial authority for the position.”  If the appraisal is filed in conjunction with a tax shelter or reportable transaction, then the position being taken by the preparer is held to an even higher standard, for the previous “realistic possibility” standard has been replaced by a “more likely than not” standard.
  “More likely than not” is interpreted to mean a greater than 50 percent probability of being upheld, if challenged.  Again, however, the more likely exposure of the appraiser for a faulty appraisal are the appraisal penalties of § 6695A.
E. Appeals Settlement Guidelines – Family Limited Partnerships and Family Limited Liability Corporations:

1. In early 2007, the IRS issued new settlement guidelines for matters involving limited partnerships.  In those guidelines, the IRS explained that its goal is to promote consistency of approaches across different jurisdictions and that its primary modes of attack on partnerships would be the indirect gift theory and § 2036, in addition to valuation.

2. As stated in Example 2, a penalty may be appropriate where an independent appraiser bases discounts on “an IPO approach which compares the private-market price of shares sold before a company goes public with the public-market price obtained in the initial public offering of shares . . . .”

F. Presumption of Correctness:

1. “At the outset of a Tax Court proceeding to re-determine a tax deficiency, the Commissioner’s determination is presumed to be correct.  The burden of proof is thus placed upon the taxpayer to show that the Commissioner’s determination is invalid.”
  Note that a taxpayer may be in a position to shift the burden of proof if all of the elements of § 7491 are met.

II. FOUNDATION OF AN APPRAISAL REPORT:

From a litigator’s perspective, the foundation of the appraisal report is found in various court opinions that have dealt with valuation reports and created valuation standards that reports should follow.  And a reader’s review should start with the nature of the transfer taxes imposed on the transfers of the property being appraised.
A. Nature of Estate and Gift Tax

1. At the most basic, we are told that “[t]he Federal estate tax is a tax on the privilege of transferring property upon one’s death.”
    Similarly, the term “gift tax” has been defined to mean “(1) the tax imposed by chapter 12 of [the Internal Revenue] Code, and (2) any tax imposed by a State (or the District of Columbia) on transfers by gifts.”  P.L. 98-369, § 1026.  A more detailed definition has been enunciated – the gift tax is “an excise tax in that it was a tax on one of the powers incident to the ownership of property, i.e., the power to give the property to another [without consideration].”
 

B. Definition of Fair Market Value

1. Pursuant to Treasury Regulations defining the fair market value of a transfer, whether for estate tax purposes or for gift tax purposes, the definition of fair market value is, at its heart, “the price at which the property would change hands between a [hypothetical] willing buyer and a [hypothetical] willing seller, neither being under any compulsion to buy or to sell and both having reasonable knowledge of relevant facts.”

2. Property to be Valued:

a. Estate Tax:

i. The courts have clarified this definition of fair market value to indicate that “the property to be valued for estate tax purposes is that which the decedent actually transfers at his death rather than the interest held by the decedent before death, or that held by the legatee after death.”
  Subsequent decisions have expanded and clarified this position.
ii. “The value of the gross estate of the decedent shall be determined by including . . . the value at the time of his death of all property, real or personal, tangible or intangible, wherever situated.”

iii. “[V]alue is to be measured at the instant before transfer, so that the amount of tax depends on the value of the transferred property in the hands of the transferor rather than its value in the hands of the transferee.”

b. Gift Tax:

i. “Similarly, the Seventh Circuit has explained that the “gift tax is not imposed upon the receipt of the property by the donee, nor is it necessarily determined by the measure of enrichment resulting to the donee from the transfer, nor is it conditioned upon the ability to identify the donee at the time of the transfer.  On the contrary, the tax is a primary and personal liability of the donor, is an excise upon his act of making the transfer, is measured by the value of the property passing from the donor, and attaches regardless of the fact that the identity of the donee may not then be known or ascertainable.”

3. Price:
The Courts also have provided specific guidance as to the relevant price to be determined for transfer tax purposes:
a. “The fair market value of property must reflect the highest and best use of that property on the relevant valuation date.”

b. “Fair market value takes into account special uses that are realistically available due to the property’s adaptability to a particular business.  Fair market value is not affected by whether the owner has actually put the property to its highest and best use.  The reasonable and objective possible uses for the property control the valuation thereof.”

c. “The best method to value a corporation’s stock is to rely on actual arm’s‑length sales of the stock within a reasonable period of the valuation date.”

d. “In the absence of arm’s-length sales, fair market value represents the price that a hypothetical willing buyer would pay a hypothetical willing seller, both persons having reasonable knowledge of all relevant facts and neither person compelled to buy or sell.”

e. “Nor is the fair market value of property to be determined by the sale price of the property in a market other than that in which such property is most commonly sold to the public.”

f. “The value of a particular kind of property is not the price that a forced sale of the property would produce.”

g. “[T]he fair market value of the non-voting stock in the hands of an estate with sufficient shares of voting stock to ensure the estate’s control of a corporation cannot be less than the value of the voting stock.”

4. Willing Buyer/Willing Seller:

a. “Court opinions also have given clarity to the willing buyer/willing seller referred to in the Regulations.  Thus, the Tax Court has indicated that “[t]he hypothetical willing buyer and seller are presumed to be dedicated to achieving the maximum economic advantage, which advantage must be achieved in the context of market conditions, the constraints of the economy, and, assuming shares of stock are to be valued, the financial and business experience of the subject corporation existing on the valuation date.”
  Other Tax Court opinions have further expanded on this point.
b. “The willing buyer and the willing seller are hypothetical persons, instead of specific individuals or entities, and the characteristics of these hypothetical persons are not necessarily the same as the personal characteristics of the actual seller or a particular buyer.”

c. “Focusing too much on the view of one hypothetical person, to the neglect of the view of the other, is contrary to a determination of fair market value.”

d. “The willing buyer and willing seller standard renders irrelevant the actual buyer and actual seller; however, the other stockholders are not irrelevant under the standard.”

e. “Emotional factors may preclude a redemption price from representing fair market value.”

5. Knowledge of Relevant Facts:  The appraiser clearly must be apprised of all relevant facts regarding the asset being appraised, and indicate that such knowledge has been considered in the report.  A number of opinions from both the Tax Court and courts of appeal reflect the importance of ensuring that the appraiser is given all relevant facts and addresses them in the report.
a. “In valuing shares of stock in a corporation whose shares are not publicly traded, the factors we take into account include net worth, prospective earning power and dividend paying capacity, and other relevant factors, including the economic outlook for the particular industry, the company’s position in the industry, the company’s management, the degree of corporate control represented in the block of stock to be valued, and the value of publicly traded stock or securities of corporations engaged in the same or similar lines of business.”

b. The general rule is “relevant facts for purposes of setting value on the date of death [are]…those that the hypothetical willing buyer and seller could reasonably have been expected to know at that time.”

c. “The Court of Appeals for the Fifth Circuit held that Exxon’s claim must be valued as of the decedent’s date of death and, thus, must be appraised on information known or available up to (but not after) that date.”
 

d. “[A]ny knowledge of future events not known or reasonably anticipated on the valuation date that might affect the value of the stock cannot be attributed to the willing seller or buyer.” 
 

e. “The only legitimate use of hindsight is for the limited purpose of establishing what a reasonably well-informed investor might have believed on the valuation date.”
  

f. “Subsequent events affecting the character or quality of the property to be valued should be distinguished from subsequent market activity which can provide helpful comparable sales.”

g. “Sales occurring after the date of decedent’s death are relevant and do not fall within the normal proscription against consideration of events subsequent to the valuation date.”

6. A Moment in Time:

a. Finally, the appraisal of the property is made as of the date of the transfer, so the facts and the resulting values are determined as of a specific moment in time.  This is clearly the focus in the estate tax area, where the estate tax is imposed upon “the value of all property to the extent of the interest therein of the decedent at the time of his death.”
  This was made very clear in the famous Land case, quoted immediately below.
b. “Brief as is the instant of death, the court must pinpoint its valuation at this instant – the moment of truth, when the ownership of the decedent ends and the ownership of the successors begins.”
 

c. When gift tax is involved, valuation is made as of the date of gift.  How tricky that can be is addressed in a case in which the donors were 18 percent shareholders and members of the board of directors of a publicly traded corporation [XYZ].  A tender offer and merger agreement were entered into for a purchase price of $22.50 per [XYZ] share, in cash, on July 28.  The merger agreement was approved of by the [XYZ] board of directors, who recommended acceptance of the tender offer to [XYZ] shareholders.  The merger agreement was conditioned upon [XYZ] shareholders tendering 85 percent of their shares.  The Donors began the process of donating [XYZ] stock to their church in mid-August, but because of delays at the brokerage house, the gifts were not completed until September 9. On September 12, the acquirer announced it had received over 95 percent of the shares of [XYZ].  Accordingly, the Court framed the issue before it, as follows: 

The key issue here is whether the [Donors] had completed their contributions of the appreciated [XYZ] stock before it had ripened from an interest in a viable corporation into a fixed right to receive cash.  If the [Donors] had done so, then they cannot be taxed on the gain realized when the stock ripened; if they had not, then they can.

The Court ruled that on August 31, more than 50 percent of the [XYZ] shares had been tendered, and thus, “the receipt of cash . . . was practically certain to occur, [and, therefore, the Donors’] stock had ripened by that date.”

C. Appraiser Qualifications

To minimize IRS attack, the taxpayer should select an appraiser who will provide an independent and qualified appraisal of the fair market value of the transferred interest.  In that regard, consider whether the selected appraiser is independent from the taxpayer, is credible, is experienced in appraising the type of property being valued, as well as having the appropriate certifications.  In addition, attaching an appraisal to a tax return can be a way to satisfy adequate disclosure requirements and to start the running of statutes of limitations.  Perhaps most importantly, the appraiser should not act as an advocate for the taxpayer.

The Tax Reform Act of 1984 was fairly elementary, providing that a qualified appraiser is one who “holds himself or herself out to the public as an appraiser.”
  The 2006 Pension Protection Act expanded the definition to define a qualified appraiser as:

an individual who has earned an appraisal designation from a recognized professional appraiser organization or has otherwise met minimum education and experience requirements set forth in regulations prescribed by the Secretary; regularly performs appraisal for which the individual receives compensation; and meets such other requirements as may be prescribed by the Secretary in regulations or other guidance.

There are a number of recognized professional appraiser organizations, but those most often focused on entity appraisers and the certification that each offers are:
a. American Society of Appraisers (ASA);
b. National Association of Certified Valuation Analysts (NACVA); and
c. Institute of Business Appraisers (CBA).
Planning attorneys should engage credentialed appraisers, as courts often evaluate opinion evidence in the light of the “qualifications of the expert and all other evidence of value.”
  For example,
d. “[P]etitioner did not provide respondent with information regarding the identity, qualifications, and credentials of the individual who prepared the Touche appraisal. . . .  Further, petitioner did not attach a resume of Mr. Stone to the Stone report so that respondent could evaluate Mr. Stone’s credentials.”

e. “[W]e give little weight to [son’s] appraisal because, as the son of the decedent, he has a personal interest in having the . . . property valued at a low amount.”

f. “In the expert report submitted by respondent, Mr. Shelton represents that he has certain qualifications and credentials to perform business valuations that he does not in fact have, including courses on valuation that he has not successfully completed.  Mr. Shelton’s report also suggests that he is a member of the American Society of Appraisers, to which he has never belonged.  Since Mr. Shelton has not demonstrated that he is qualified to perform a business valuation, we will evaluate his opinion accordingly.”

g. “We conclude that Conklin was acting as an advocate and that his testimony was not objective.”

The 2006 Pension Protection Act further delved into bureaucratic lingo by making reference to qualified appraisals.  Predictably, under the statute, a qualified appraisal is one “conducted by a qualified appraiser in accordance with generally accepted appraisal standards.”
  Because the statute has referenced appraisal standards, it is important that the appraiser follow the Uniform Standards of Professional Appraisal Practice.  These standards were originally focused on real estate appraisals, so Standards Rule 1 – 8 cover real estate appraisals, and Standards Rule 9 & 10 cover business valuation.  The current version runs 370 pages (including introduction, statements, advisory opinions, and frequently asked questions sections), and according to the Appraisal Standard Board, “[t]he goal of the Uniform Standards of Professional Appraisal Practice is to promote and maintain a high level of public trust in appraisal practice by establishing requirements for appraisers.”

D. Special Valuation Provisions in the Code
In addition to various government pronouncements, the appraiser of certain transferred interests must be aware of the special valuation rules found in Chapter 14 governing the valuation of transfers of entity interests to family members, and in some instances the Special Use Valuation statute in Section 2032A governing the valuation of certain farm and real property.  These rules deal more with how the transferred interest is measured for tax purposes.  Chapter 14 is composed of I.R.C. §§ 2701-2704 and was enacted in the wake of the retroactive repeal of I.R.C. § 2036(c), which attempted (albeit unsuccessfully) to address estate freeze transactions.
a. Section 2701 applies when a transferor makes a transfer to a family member of an interest in an entity, but retains one or more enumerated rights, such as a liquidation, put, call, or conversion right (“extraordinary payment rights”), or a distribution right, if the transferor and family members control the entity.  Section 2701, if applicable, requires that the value of the gift be determined by subtracting the retained interest’s special value under § 2701 from the property’s fair market value immediately prior to the transfer.

b. Section 2702 provides special valuation rules governing transfers of interests in trusts such as GRATs, GRUTs, and QPRTs.

c. Section 2703, in the absence of its exceptions, applies to disregard for valuation purposes any right or restriction relating to (for our purposes) an entity interest (such as an option or agreement to acquire or use the property for less than full market value).  Under the exception detailed in § 2703(b), however, such rights/restrictions will not be disregarded if:  (1) those rights/restrictions are bona fide business arrangements; (2) the rights/restrictions are not a device to transfer the entity interest to a decedent’s family for less than full and adequate consideration; and (3) the terms of the rights/restrictions are comparable to those found in similar, third-party transactions.

d. Finally, Section 2704(a) causes a taxable transfer to occur upon the lapse of any voting or liquidation right in a corporation or partnership if the holder of the right and members of the holder’s family controlled the entity before and after the lapse.
  Further, § 2704(b) provides that any liquidation restriction more restrictive than applicable state law is to be disregarded for purposes of determining the fair market value of a transferred entity interest, if the interest is transferred to a family member and the entity is controlled by the transferor and her family immediately before the transfer.

There are other statutory valuation rules in the special use valuation area, such as those found in Section 2032A(e)(7) relating to qualified woodlands and Section 2032A(e)(8) relating to pastureland.  Again, appraisers of these types of interests should be very familiar with these statutes and their Regulations.

E. Government Pronouncements:

As part of following the Standards, the appraiser must be conversant with various government pronouncements.  Thus, the attorney should ensure that the appraiser being retained understands the relevant authority applicable to a particular kind of property being appraised.  Otherwise, the persuasiveness of the appraiser and the appraisal report may be weakened, as noted by the Tax Court in the Rabenhorst case:

We recognize that [the expert] has respectable credentials, but we are troubled by his unfamiliarity with relevant Treasury regulations and revenue rulings.  While such unfamiliarity does not in and of itself convince us that [the expert] was incapable of rendering an accurate valuation, it does raise some suspicion. 

At a minimum, such understanding should go to any applicable statutes, Regulations, or other pronouncements by the IRS.  Certainly, the appraiser needs to know the general valuation rules, statutes, and Regulations under § 2031 for estate tax and § 2512 for gift tax.
1. Revenue Rulings:

a. RR 59-60.  In addition to statutory and Regulatory provisions, the appraiser also needs to follow the various Revenue Rulings on valuation that have been issued over the years.  By far, the most important in this area is Rev. Rul. 59-60, which provides :
The following factors, although not all-inclusive are fundamental and require careful analysis in each case.  Other important rulings include:
i. The nature of the business and the history of the enterprise from its inception.

ii. The economic outlook in general and the condition and outlook of the specific industry in particular.

iii. The book value of the stock and the financial condition of the business.

iv. The earning capacity of the company.

v. The dividend-paying capacity of the company.

vi. Whether or not the enterprise has goodwill or other intangible value.

vii. Sales of stock and the size of the block of stock to be valued.

viii. The market price of stocks of corporations engaged in the same or a similar line of business having their stocks actively traded in a free and open market, either on an exchange or over-the-counter.

While the above factors are prescribed, Revenue Ruling 59-60 also clarifies, “A sound valuation will be based upon all the relevant facts, but the elements of common sense, informed judgment and reasonableness must enter into the process of weighing those facts and determining their aggregate significance.”

b. RR 77-287:  “Guidelines are set forth for the valuation, for Federal tax purposes, of securities that cannot be immediately resold because they are restricted from resale pursuant to Federal securities laws…”

c. RR 81-253:  “It is the position of the Service that ordinarily no minority discount will be allowed with respect to transfers of shares of stock among family members where, at the time of transfer, control (either majority voting control or de facto control) of the corporation exists in the family.”

d. RR 93-12:  “[I]n the case of a corporation with a single class of stock, notwithstanding the family relationship of the donor, the donee, and other shareholders, the shares of other family members will not be aggregated with the transferred shares to determine whether the transferred shares should be valued as part of a controlling interest.”

Although the Service has issued TAMs that attempt to restrict Revenue Ruling 93-12’s approach to situations in which each gift will be considered separately, the Courts are not as restrictive, noting that “[t]his unity of ownership argument is inconsistent with the willing buyer-willing seller rule.”

2. Technical Advice Memoranda:  TAMs are guidance issued by the office of Chief Counsel to a requesting IRS area director or appeals officer related to a closed transaction, related to procedural or technical questions that arise during the review of a tax return.  Although the TAM is conclusive as to the Service’s position in the matter at hand, it has no precedential value in other cases.

3. Private Letter Rulings:  PLRs are guidance issued to requesting taxpayers related to a proposed transaction, interpreting and applying tax laws to the taxpayer’s specific set of facts, thereby allowing the taxpayer to understand the tax consequences of a transaction before engaging in it.  If the taxpayer fully and accurately discloses all relevant facts in the PLR request, the PLR is binding on the Service with regard to that taxpayer’s transaction.  As with TAMs, PLRs may not be relied upon in other matters by the Service or by taxpayers.  Thus, the Tax Court has observed that:
We note that petitioner cites IRS private letter rulings in his petition with regard to this issue.  These rulings have no precedential force.

4. Actions on Decision:

a. An Action on Decision will be issued at the discretion of the Service only on unappealed issues decided adverse to the government.  Generally, an Action on Decision is issued where its guidance would be helpful to Service personnel working with the same or similar issues.  Unlike a Treasury Regulation or a Revenue Ruling, an Action on Decision is not an affirmative statement of Service position.  It is not intended to serve as public guidance and may not be cited as precedent.

Actions on Decisions shall be relied upon within the Service only as conclusions applying the law to the facts in the particular case at the time the Action on Decision was issued.  Caution should be exercised in extending the recommendation of the Action on Decision to similar cases where the facts are different.  Moreover, the recommendation in the Action on Decision may be superseded by new legislation, regulations, rulings, cases, or [subsequent] Actions on Decisions.

III. THE REPORT:

A. IRS Revenue Ruling 59–60 –  Factors to Consider

1. Nature of business & history of operation

2. Economic and industry outlook

3. Entity’s:

a. financial condition

b. earning capacity

c. dividend-paying capacity of the company

4. Sales of stock in subject entity
5. Market price of stocks engaged in similar lines of business

B. Mandelbaum
 – Factors to Consider

1. Existence of put rights

2. Likelihood of dividend payments

3. Prospect of public offering

4. Restrictions on sale of interest

5. Size of interest

C. Cover Letter (Executive Summary):

1. Retaining Party and Other Intended Users

2. Standard of Value Definition and Source (Fair Market Value)

3. “As of” or “Effective” Date of Value

4. Purpose of Value and Intended Use

5. Type of Asset and Interest Being Valued

6. Summary of Interest’s Rights to Control

7. Summary of Interest’s Access to Liquidity

8. Summary of the Scope of Work

9. Summary of Information Considered

10. Summary of Methodologies Utilized

11. Caveats or Hypothetical Conditions

12. Value Conclusion

13. Appraiser’s Signature

D. Body of Report:

1. Standard of Value

2. Purpose of Value

3. Interest being Valued

4. Prior Transactions

5. Caveats or Hypothetical Conditions:

a. “[C]learly and accurately disclose all assumptions, extraordinary assumptions, hypothetical conditions, and limiting conditions used in the assignment.”

6. Rights, Preferences, and Privileges of Interest Being Valued

a. Description of all Interests (Debt and Equity)

b. Specific Rights, Preferences, and Privileges of Interest

i. Statutory

(a) “The discount should reflect that restrictions are placed on the land as a result of the Williamson Act and that the assets of the corporation are not liquid.”
 

(b) “[W]e find respondent’s argument persuasive, in that a holder of a one-third interest in a California corporation is protected under California corporate law, the right to force a liquidation is not unfettered; grounds are required.  Thus, although we believe that a potential investor would apply some discount to a one-third interest in Dune Lakes, Ltd., for lack of control, we believe the safeguards afforded under California corporate law would mitigate the impact.”

ii. Contractual:

(a) Articles of Incorporation

(b) Company By-Laws

(c) Operating/Partnership Agreement

(d) Right of First Refusal:

(1) A right of first refusal “would add some  uncertainty and a chilling effect to the transaction . . . .”

(e) Buy/Sell Agreement:

(1) “[I]t has long been recognized that a buy-sell agreement in effect at the date of a decedent’s death may fix the value of the stock of a closely held corporation if: (1) It is an enforceable agreement, (2) it applied to the stock during the lifetime of the decedent as well as at his death, and (3) it had a bona fide business purpose rather than being testamentary in nature.”

iii. Economic:

(a) Key Person

(b) Blockage/Market Absorption

(c) Black-Out Provisions

(d) Sub-S Tax Benefit

(e) Influence

(1) “Before a control premium may be applied, however, something more than ‘substantial influence’ is required.”

(f) Lack of Control

(1) “The value for control is separate from, and independent of, any discount that may apply for a lack of marketability.”

(2) “The bottom line is, irrespective of whether it is a 1% or 99% interest, if you do not have control over the assets, then we are talking about a minority interest for these purposes.”

(3) “[T]he fair market value of the non-voting stock in the hands of an estate with sufficient shares of voting stock to ensure the estate’s control of a corporation cannot be less than the value of the voting stock.”

(g) Lack of Marketability/Liquidity

(1) “A bare assertion that a discount is appropriate, however, with no evidence to support it cannot be upheld.”

7. Economic Overview:

a. Overall General Economy

b. Industry Specific

c. Summary and Conclusions

8. Company Specific Information:

a. “[N]ature and history of the business enterprise or intangible asset”

b. Financial Observations

i. Income Statement

ii. Balance Sheet

iii. Summary and Conclusions

9. Methodologies Used to Determine Fair Market Value

a. Summary of Methodologies:

i. Which Are Used and Why

(a) “Respondent offered no evidence of the value of MD&F stock other than the redemption price in 1995, which we do not consider.”

ii. Which Are Not Used and Why

b. Methodologies:

i. “[C]ourts should not restrict consideration to only one approach to valuation, such as capitalization of earnings or net asset values.  Certainly, the degree to which the corporation is actively engaged in producing income rather than merely holding property for investment should influence the weight to be given to the values arrived at under the different approaches but it should not dictate the use of one approach to the exclusion of all others.”

ii. Market:

(a) “In general, a market-based appraisal concentrates on a company’s historical performance measures and, by reference to guideline public company multiples, attempts to determine the price at which the stock of a company with those performance measures would trade.”

(b) Guideline Public Company Approach:

(1) “A proper valuation report must contain enough data on each similar corporation to allow the Court to make an informed, independent decision as to [w]hether the corporations are sufficiently similar to the subject corporation to perform a proper valuation analysis.”

(2) “We rejected the valuation report submitted by the Commissioner’s expert in light of his reliance on a single comparable company in employing the market approach.”

(3) “We believe that the use of a single comparable can be problematic, and we prefer the approach of respondent’s expert in using a number of comparables.”

iii. Income:

(a) “An income-based appraisal, by contrast, is more forward looking; it attempts to predict, and then determine the present value of, all future returns an investor could expect to receive from an investment in the subject company.”

(b) “Because an income-based approach attempts to value directly the future cash-flows that will be generated by an investment in the subject company, it will produce accurate results only if an accurate forecast of the company’s future earnings is available.”

(c) “WACC [weighted average cost of capital] is an improper analytical tool to value a ‘small, closely held corporation with little possibility of going public.’”

iv. Asset:

(a) “It is well established that, in general, an asset-based method of valuation applies in the case of corporations that are essentially holding corporations, while an earnings-based method applies for corporations that are going concerns.”

(b) “[W]e do not agree that we should focus on the company’s historical earnings to the virtual exclusion of its net asset value, simply because the corporation was engaged in some business activities on the valuation date.”

(c) Liquidation:

(1) “[W]e find no merit to applying reductions for selling costs when the prospect of liquidation is remote.”

v. Impact of Net Asset Value Approach

(a) Discounts for Lack of Control, Lack of Marketability
vi. Special Situations:

(a) Sub-Chapter S Corporations:

(1) “The owners expect to save money [by electing Sub-S status], and we see no reason why that savings ought to be ignored as a matter of course in valuing the S corporation.”

(b) Built-In Capital Gains Tax:

(1) “We are convinced on the record in this case, and we find, that, even though no liquidation of [the corporation] or sale of its assets was planned or contemplated on the valuation date, a hypothetical willing seller and a hypothetical willing buyer would not have agreed on that date on a price for each of the blocks of stock in question that took no account of [the corporation’s] built-in capital gains tax.”

(2) Assumption of liquidation carries with it dollar-for-dollar credit for built in gains.

(c) Post-Valuation Date Events:

(1) Events that “occur after the date of death may be taken into account in making the valuation decision.  When considered together, these principles governing consideration of events occurring subsequent to death have become a rule of relevance which precludes, as irrelevant, information that the hypothetical willing buyer could not have known and permits, as relevant, evidence of the actual price received after the date of death ‘so long as the sale occurred within a reasonable time after death and no intervening events drastically changed the value of the property.’”

10. Reconciliation:

a. “The Court has attempted to make sense out of both parties’ approaches, but without success.  It appears that both sides are using appraisals, which either make incorrect assumptions or describe considerations without demonstrating how those considerations entered into the appraiser’s final conclusion.  Both sides have mixed and matched before and after numbers, which may mix but do not match.  The arguments of both sides are so full of apple and orange comparisons that the Court is forced to chart its own course through the maze which passes for a record in this case.”

11. Valuation Conclusion:

a. “The value conclusion is the result of the appraiser’s judgment and not necessarily the result of a mathematical process.”

12. Signed Certification in Accordance with USPAP Standards Rule 10-3.

a. “A signed certification is an integral part of the appraisal report.  An appraiser who signs any part of the appraisal report, including a letter of transmittal, must also sign this certification.”

13. Statement of Qualifications

14. Exhibits:

a. Financial

b. Guideline Company

c. Ratio Comparisons

d. Valuation Mathematics

E. Examples:

1. “At the time Tankersley’s (Taxpayer’s expert) report was offered into evidence by petitioner, respondent’s counsel objected on the ground that the report did not comply with the requirement of Rule 143(f) that an expert’s report set forth in detail the reasons for the conclusion of the expert witness.  Specifically, Tankersley’s report referred to comparable companies but did not identify them; did not state whether Tankersley used average earnings or a weighted average earnings in his analysis; referred to a standard industrial classification number but did not identify it; and did not explain how he arrived at the price-earnings ratio of 9.8.  The Court agreed with the criticism of Tankersley’s report and indicated that a timely motion in limine might have been granted if made earlier, when the defect in the report could have been cured, but overruled the objection because sustaining it when the witness began his testimony would have precluded petitioner’s presentation of its case.

“Tankersley’s testimony and his report merely reiterated the factors set forth in section 2031(b), in the regulation quoted above, and in Rev. Rul. 59-60 and asserted his conclusion.  Tankersley gave us no reason to believe that the fortunes of the corporation would rise and fall with the companies that he used, and his failure to identify any of those companies prior to cross-examination during trial precluded verification of the ratios that he claimed to have derived from them.  He did not explain how he calculated the numbers used or otherwise justify his result.  It appeared from his testimony on cross-examination that he had arbitrarily picked a ratio and had erroneously compared average earnings over a 5-year period of the corporation being valued to current earnings of the other companies. Under the circumstances, Tankersley’s opinion is unreliable and cannot satisfy petitioner’s burden of proving that respondent’s determination in the statutory notice was erroneous.

“Petitioner argues that we should accept Tankersley’s testimony because he ‘specifically states compliance with’ section 2031(b), and respondent’s expert witness report does not.  We cannot, however, accept petitioner’s expert’s unsupported assertion that, applying the legal standards, the value of the common stock is $800 per share.  Notwithstanding Tankersley’s credentials, his unreasoned expert opinion cannot be relied on by the Court.

“Krug’s opinion, by contrast, provided the information necessary for us to make a reasoned judgment as to the correctness of his approach.  In the absence of more than one comparable company engaged in the same line of business, he was correct in comparing the corporation to companies engaged in a similar line of business, i.e., other original automobile equipment manufacturers.”

2. “His report and testimony are unhelpful to the Court, and we find both to be unpersuasive. In contrast to the detailed reports that we typically see with respect to an expert’s opinion of valuation, [taxpayer’s expert’s] report is three pages long and consists mainly of bald assertions. . . .”

IV. SUMMARY AND CONDITIONS

A defensible valuation report results from the conscientious efforts of the appraiser, advisors, and the client.  The more thorough the review by the client and his advisors, the more defensible the report likely will be.  Keep in mind that the appraiser, while an expert in valuation, is not and cannot be an expert with regard to the client’s factual situation.  A critical read-through by both the client and his legal advisor is critical to ensuring that the valuation report is as clear and accurate as possible.
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