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The best strategy for
tax appraisals related to
ownership of interests in
closely held companies

is to hire a qualified
independent appraiser

who will prepare a solidly
documented, soundly

reasoned and reasonable
valuation report

to substantiate your
filing value
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An Overview
of Valuation
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Common Reasons For
Not Obtaining An Independent Appraisal

– and Why They are Wrong

Theoretically, the value of a business
interest is the present value of all fu-
ture financial benefits originating
from three sources:

• Earnings from the business
• Sale of the interest, and/or
• Liquidation or pledging of assets

While it may be easy to recognize
the form of financial benefits, deter-
mining the value of these benefits is

Over the years we have heard a number of reasons - some new, some time honored -
for not obtaining independent appraisals to substantiate asserted values in tax-related
situations. Several of these reasons are highlighted below and we offer some thoughts
to suggest why we believe they are erroneous.

“The Estate Tax might be repealed, so I am waiting to see what happens before I do
anything.”  As of the publication of this newsletter, Congress has voted to repeal
the Estate Tax and President Clinton has yet
to veto it (as he is expected to do). Whether
the repeal of this tax is political posturing in
an election year or an issue with true biparti-
san support remains to be seen. We are un-
sure if the Estate Tax will indeed be
abolished; possibly a compromise will be
struck raising the exemption. Nevertheless,
the huge accumulation of wealth since 1946
is unlikely to escape notice by the taxing au-
thorities. Given the current situation, tax
planning should continue to take place.

“An appraisal in the file or in existence
just provides ammunition for the IRS.”
Appraisals used for planning purposes do
not hurt. They help provide the basis for
gifting programs, purchasing appropriate amounts of life insurance, and establish-
ing realistic buy-sell agreement terms. Sound tax planning combined with good
execution will almost inevitably lead to a more favorable result than leaving tax
matters to chance.
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“We will save money by avoiding an
appraisal now and negotiating with
an agent. We will get an appraisal
only as a last resort.”  It may be
possible to settle on small amounts
from time to time, but, if larger dollar
amounts are involved, the IRS is
unlikely to settle without some con-
crete independent evidence of
value. If the IRS gets an appraisal,
whether internally or externally, you
will likely spend the dollars anyway
to get your own. You can only hope
that your appraiser’s result will sup-
port your original filing. If it does
not, you really have a problem.
Even if the result supports your
original filing, regardless of the
appraiser’s actual independence,
the late appraisal may be prejudiced
because you did not obtain an inde-
pendent appraisal in the first place
(see Estate of Berg, TC Memo 1991-
279, aff’d in part & revd in part 976
F.2d 1163 (8th Ct 1992)).

“Let’s not make any gifts now, be-
cause all we can give is $20,000 per
child, and that is not enough to do
any good.” The better plan is to en-
gage in regular gifting, based upon
an independent appraisal, paying
some tax on gifts made each year.
Every $20,000 of value shifted is
$20,000 of value. That is about
$11,000 of future tax deferrals at the
current marginal estate tax rate.  Fur-
ther, if gifts are made and adequately
documented by independent ap-
praisal, the gift tax return is subject
to a three-year review period, after
which the IRS will be precluded from
later challenging the gifts.

“I cannot justify paying an ap-
praisal fee just to make some
gifts.”  Making gifts of assets,
rather than holding on to them for
an eventual estate tax appraisal,
makes sense for many clients. Es-
sentially, when you make a gift now,
you get that asset and its prospec-
tive appreciation out of your estate.

Additionally, gifts made of Family
Limited Partnership interests (or
LLC interests) gain the benefit of
transferring assets to another gen-
eration at discounts from the under-
lying net asset values. The fee paid
for a properly documented appraisal
report typically represents a small
fraction of the implicit tax savings,
and many clients will use a Decem-
ber appraisal to make gifts then, and
the following January.

“Book value is a good estimate for
the value of my business so I’ll just
use that.”  Book value used to be a
reasonably good proxy for the value
of a family business, but not any
more. Business restructuring in the
1980s resulted in generally higher
rates of return on capital, thereby
enhancing the value based on an
earnings approach, as well as the
value based on a comparable, guide-
line company approach. Addition-
ally, with the increasing number of
Subchapter S corporations, which
can pay out almost all of their earn-
ings, book value is no longer a clear
guide to value.

“We have an ESOP appraisal each
year. We’ll rely on that.”  An ESOP
appraisal is tailored to the unique
and special needs of the Trustee of
the Employee Stock Ownership Plan.
As such, it may be performed on a
controlling or minority interest basis,
and may or may not reflect a dis-
count for lack of marketability. It is
unlikely that the specific factors in-
volved in the appraisal of shares
subject to an ESOP Agreement will
exactly match those of a client’s gift
of a nonmarketable minority interest
for estate planning purposes.

“We have used a formula pricing
mechanism for years, and that
seems to suit all the family mem-
bers.” While a formula pricing
mechanism may coincidentally tie to
fair market value, the formula price
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Table 1
Approaches to Business Valuation

  Asset Based          Market Based          Income Based

Net Asset Value Public Company Information Capitalization of Earnings
Mergers & Acquisition Data Discounted Future Benefits
Transactions Data Discounted Cash Flow

(Continued from Page 1)

Valuation
Approaches

itself will not be sufficient documen-
tation if you need to prove your case
in court. The court has looked be-
yond transactions among family
members who were not considered to
be sophisticated investors, or who
did not rely upon, or reasonably pur-
sue, an analysis of value to come to
an appropriate investment decision.

What is the best strategy for tax-re-
lated appraisals? A simple conclusion:

The best strategy for tax ap-
praisals related to owner-
ship of interests in closely
held companies, whether for
gifting  (estate planning or
charitable gifts), estate
taxes, or employee stock
ownership plans, is to hire a
“qualified independent ap-
praiser” who will prepare a
solidly documented, soundly
reasoned and reasonable
valuation report to substan-
tiate your filing value. This
strategy should minimize the
risk of challenge and maxi-
mize the probability of suc-
cessful defense in the event
of a challenge.

If you own or are advising the
owner(s) of closely held securities of
considerable value, it is critical that
current planning decisions be made
based upon current independent ap-
praisal and that actual tax transac-
tions, whether gifts or estate tax
filings, be conducted with similar
documentation. Give us a call to dis-
cuss your requirements. u

a different matter.  For example, earn-
ings could range from minimal to defi-
cit, transactions in the interests do
not occur with any regularity, and/or
no sale of the underlying assets is
planned.  In this case, would an inter-
est in the entity be worthless?  Cer-
tainly not.  However, depending on
the nature and operations of a busi-
ness entity, appraisers will take dif-
ferent approaches in determining the
value of that business, either in
whole or in part.

There are three broad approaches to
business valuation, and subdivisions
within each approach:

• Asset-based approaches write up (or
down) to fair market value or other-
wise adjust the book value of the
tangible and intangible assets of an
enterprise.

• Market approaches compare perfor-
mance data of the subject company
with those of comparable public and
privately held companies if and
when information is available.

• Income approaches directly capital-
ize earnings, forecast future benefits
and discounts earnings to the
present.

Table 1 depicts these three basic ap-
proaches and includes various subdi-
visions.

Business valuation is an art and a
science. Experienced appraisers will
examine the various valuation meth-
ods, weighing their appropriateness
for each particular assignment.  The
methodology chosen by the ap-
praiser must match the purpose of the
appraisal and the methodological
approach(es) and weight(s) accorded
each approach should result in a reli-
able indication of value.

Here are two examples that demonstrate
different valuation approaches while
highlighting the importance of choos-
ing the methodology that considers the
individual characteristics of the busi-
ness interest under consideration.

(1) We are asked to value a 10%
limited partner interest in ABC
Limited Partnership.  The sole
asset of the LP is land, which is
currently leased for 15 years
(with two 15-year renewal op-
tions) to a national discount
store chain, with all taxes, insur-
ance and maintenance provided
by the lessee.

The fair market value of the en-
tire Partnership without regard to
the specific benefits of a general
or limited partner interest is the

Theoretically, the value of a
business interest is the present

value of all future financial
benefits . . . While it may be
easy to recognize the form of

financial benefits, determining
the value of these benefits is a

different matter

(Continued on Page 4, Column 1)
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This publication is intended to provide accurate and authoritative information on the subject matter covered.  It is distribute d with the understanding that the
publisher and distributors are not rendering legal, accounting or other professional services and assume no liability whatsoeve r in connection with its use.

market value of the land in the
Partnership.  The value of the
land is generally determined by a
local real estate appraiser who
takes into account the terms of
the lease (an income-based ap-
proach), the prices paid for simi-
lar properties in the area (a
market-based approach), and the
cost of replacement (an asset-
based approach).

The market value of the land,
less any liabilities of the Part-
nership is the Net Asset Value
(“NAV”) of the Partnership.
However, a 10% limited partner
interest is not worth its pro rata
share of NAV because a limited
partner interest has no control
in the management or opera-
tions of the business and there
is no ready market for the inter-
est.  As a consequence, appro-
priate minority interest and
marketability discounts would
be applied to the limited
partner's pro rata share of NAV
depending on the facts and cir-
cumstances of the Partnership
and the valuation.

(2) We are asked to determine the
fair market value of 10% of the
common stock of XYZ Corpora-
tion.  XYZ Corporation is a pri-
vately held canning company
with a heavy investment in
fixed assets.

The fair market value of the
common stock of XYZ could be
determined by using all three
approaches to value, if appro-
priate.  The book value of the
Company’s assets would be
written-up to fair market value
(as determined by a qualified,
independent equipment ap-
praiser).  This approach would
be appropriate for a company
that is heavily dependent on a
fixed-asset base.  In addition, a
search for publicly traded
companies in the same (or
similar) line(s) of business
would be conducted.  If compa-
rable companies are available,
the appraiser might look at
price/book or market value of
total capital to revenue mul-
tiples (as two examples) as an
indication of value.

Finally, an analysis of XYZ’s
earnings (both historical and
projected) would be conducted.
Here the appraiser could apply
some multiple (a capitalization
factor) to a measure of earnings
to obtain an indication of value,
or as previously discussed, the
value of the business could be
determined by determining the
present value of future cash
flows.

After consideration for the dif-
ferent methodologies are ap-
plied, a marketable minority
level value is determined. If the
particular circumstances of the
engagement warrant a market-
ability discount, the marketable
minority value will be reduced
appropriately.

The primary determinants when
choosing valuation approaches are
the legal organization of the entity
(partnership, limited liability company,
or corporation), and the nature of the
business operations (asset-based or
earnings-based). The relevant facts
will vary with each appraisal.  u
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