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I. INTRODUCTION

A lawyer who represents business clients must be familiar with the ba-
sic principles of enterprise valuation.' The "value" of a business is an
issue in a wide variety of circumstances. Some of the most common cir-
cumstances are as follows: (1) transactions involving loans to and invest-
ments in business enterprises; (2) business combinations; (3) determina-
tion under the Bankruptcy Code of whether a business is insolvent' and
whether a reorganization plan will be approved; s (4) determination of the
tax consequences of transactions between an investor and the business
and the sale or disposition of a business interest;4 and (5) determination

t This article is an expansion of a chapter of a book concerning the representation of
small businesses that the author is preparing for ALI-ABA. This will be a part of the
author's two volume contribution to the multivolume set, which is to be forthcoming.

* Professor of Law, University of South Carolina School of Law. Duke University (B.A.,
1961; J.D., 1964). Member of the State Bar of South Carolina.

1. Although written more than 40 years ago, the most comprehensive treatise on the sub-
ject of business enterprise valuation is J. BONBRIGHT, THE VALUATION OF PROPERTY (1937), a
two volume treatise.

2. See, e.g., 11 U.S.C. § 101(26) (1981)(definition of insolvency). See also 11 U.S.C. §
547(b)(3) (1981)(voidable preferences); 11 U.S.C. § 548(a)(B)(i) (1981)(voidable fraudulent
transfers).

3. See 11 U.S.C. § 1129 (1981)(confirmation of a reorganization plan).
4. Valuation of business interests for tax purposes is necessary in a vast number of cir-

cumstances. For example, gifts of business interests to family members are subject to the
gift tax, which is based on the value of the interest at the time of the gift. The value of a
business interest owned at death must be determined for estate tax purposes. Business in-
terests must also be valued in sales, redemption, and recapitalization transactions having
income tax consequences.

Value is also important for determining eligibility for special tax relief provisions. For
example, I.R.C. § 303 authorizes taxation at capital gain rates, rather than ordinary income
rates applicable to dividends, for certain post-death redemptions if the value of the de-
ceased shareholder's interest in a corporation exceeds 35% of the adjusted gross estate; and
I.R.C. § 6166 authorizes deferral of estate taxes at advantageous interest rates if the value of
the business interest owned by a decedent meets specified requirements.

457



458 MERCER LAW REVIEW [Vol. 3

of whether a corporation is eligible to make dividends or other distribu
tions under applicable corporate law.

The basic principles of valuation are the same in all situations in whic:
determining the value of a business or an ownership interest in a busines
is a critical factor. The application of these principles, however, varie
with the circumstances and purpose of the valuation. For example, th
value of stock held by a minority shareholder in a corporation will var

On the other hand, in some situations the value of a business interest owned by an inve,
tor may trigger adverse tax consequences. For example, under I.R.C. § 267(a)(1), no lo,
deduction is allowed for a business transaction between a corporation and an individui
shareholder who owns directly or indirectly, under constructive ownership rules in I.R.C.
267(c), more than 50% in value of the outstanding stock of the corporation. Similarl,
under I.R.C. § 1239, the gain from a transaction between a corporation and a sharehold(
owning 80% or more in value of the outstanding stock will be taxed as ordinary gain if t
property is eligible for depreciation under I.R.C. § 167, even though the same transactio
would be taxed at capital gains rates if the shareholder owned less than 80% of the value
the stock. Another instance when the value of stock ownership can trigger adverse tax coi
sequences is found in I.R.C. § 542, which makes the personal holding company penalty tZ
potentially applicable to a corporation when five or fewer individuals own more than 50% i
value of the outstanding stock.

Other common situations in which the value of an interest in a small business can haN
important tax consequences include the following: I.R.C. § 83 (taxation of property oth4
than cash received for services performed for a business); I.R.C. § 105(h) (prohibits discrim
nation in favor of highly compensated individuals, a term which includes a shareholder wl,
owns more than 10% in value of the stock of the employer, in a self-insured medical e:
penses reimbursement plan); I.R.C. § 125(b) and (e) (denies exclusion from gross income 4
fringe benefit cafeteria plans that discriminate in favor of highly compensated participant
a term that includes a shareholder owning more than 5% of the voting power or value of a
classes of stock of the employer); I.R.C. §§ 302-304 (stock redemptions); I.R.C. § 306 (pr
ferred stock recapitalizations); I.R.C. § 341 (various exceptions to the collapsible corporatic
tax provisions); I.R.C. § 351 (tax free transfers to a corporation); I.R.C. § 408(k) (prohibi
qualification of a simplified employee pension plan that discriminates in favor of high]
compensated employees, including shareholders owning more than 10% of the value of tf
stock in the employer); I.R.C. §§ 421-25 (eligibility requirements for various types of sto(
options and stock purchase plans that have certain tax benefits); I.R.C. § 447(g) (exceptiox
for certain family corporations from the requirements of accrual accounting imposed on al
ricultural corporations); I.R.C. §§ 453-453B (amount of gain in installment sales); I.R.C.
707 (disallowance of losses and treatment as ordinary income of what would otherwise I
capital gains in transactions between a partner and a controlled partnership); I.R.C. § 7l
(special tax treatment of substantially appreciated inventory in a sale of a partnership inte
est); I.R.C. §§ 1001, 1201-1223 (determination of capital gains and losses); I.R.C. § 12
(eligibility for capital gains for royalties received in a transfer of a patent to a corporatic
denied if the inventor owns more than 25% in value of the outstanding stock); I.R.C. § 124
(amount of ordinary loss on qualifying small business stock); I.R.C. § 1563 (definition 1
controlled group of corporations for purposes of consolidated tax return requirements
I.R.C. §§ 2001-2209 (estate tax); and I.R.C. §§ 2501-2524 (gift tax). The fair market value
a security issued by a corporation is also significant in determining whether the security wi
be treated as stock or indebtedness under the proposed Debt-Equity Regulations issue
pursuant to I.R.C. § 385. See note 142 infra.
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depending on whether the shareholder's interest is being valued for tax
purposes in connection with a transfer of the interest or for the purpose
of paying off the shareholder when he has exercised his rights under a
dissenters' rights statute. In the latter situation, the value must be calcu-
lated as if the stock were being sold immediately prior to the action, for
example, a merger, to which the shareholder objects. Any increase in the
value because of the anticipated favorable results of the action must be
eliminated. By dissenting, the shareholder has given up his right to par-
ticipate in any advantages produced by the action. On the other hand,
there is less reason to discount the intrinsic value of stock in a dissenting
shareholder valuation than in other types of transactions because it rep-
resents a minority interest, lacks marketability, or is subject to transfer
restrictions. The purpose of applying these discount variables is to deter-
mine the investment value or fair market value of a minority interest in
the context of a hypothetical sale between a willing seller and buyer, a
situation that does not exist in the dissenting shareholder situation.

When corporate stock is traded on a regular basis in a recognized stock
exchange or over-the-counter market, determining the "value" of the bus-
iness or the shares of one or more shareholders is relatively simple. Al-
though some adjustments may be necessary to eliminate any legally im-
permissible factors or any irrationality in the stock market price, and to
take into account any brokerage and other expenses involved in the trans-
action, essentially all that is required to determine the "value" of the
company is to multiply the mean between the high and the low quoted
market price per share on the valuation date by the number of outstand-
ing shares. Similarly, a shareholder can determine the "value" of his in-
terest by multiplying the mean quoted price per share by the total num-
ber of shares he owns and subtracting from this figure brokerage fees and
other similar expenses.

Since the shares of relatively few corporations are traded on a regular
basis in a recognized market, however, the valuation of the vast majority
of businesses must be determined by other techniques. Relevant criteria
include the following: The nature and history of the business; its eco-
nomic potential; the business outlook for the particular industry and the
company's competitive position within that industry; the strength of its
management; its overall financial condition; the book value of its assets;
the net asset value of the business; past and projected future earnings;
dividend paying capacity; the value of its goodwill and other intangible
assets; to the extent the information is available, the price of comparable
companies whose stocks are actively traded; and the size of the ownership

5. For a more detailed discussion of the valuation problems involved in appraisals under
dissenters' rights statutes, see notes 169-82 and accompanying text infra.
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interest in question; and any restrictions on the disposition of the
interest.

The proper weight to be given to these criteria varies with the type of
business. For example, as a general rule, more weight is given to asset
value than to earnings in an asset holding company such as a real estate
business, -whereas the reverse is generally true in a manufacturing com-
pany or other company producing goods and services.6 The legal form of
the business can also affect the way these factors interact. For example,
since the success of a proprietorship is so heavily dependent on the efforts
of the proprietor, the asset value of the business on a liquidation basis is
much more important in determining the value of the business for estate
tax purposes than it is for the same kind of business being operated as a
partnership or corporation.7

Determining the value of a small business usually requires three steps.
The first step is to examine the company's balance sheets and profit and
loss statements to ascertain the assumptions and accounting methodology
utilized in their preparation. Often this will result in adjustments to the
company's financial statements to make them conform to generally ac-
cepted accounting principles (GAAP) and to make them useful for com-
parative purposes. The second step is to use the revised financial state-
ments and other relevant data to determine the overall value of the
business. This usually necessitates the use of a series of different values
calculated according to formulas approved by courts and other recognized
authorities. The final step is to adjust the overall value to take into ac-
count any applicable discounts and premiums because of the special cir-
cumstances involved in the particular case. These steps will be discussed
in more detail in the following sections.

II. GENERAL VALUATION PROCEDURES AND PRINCIPLES

A. Examination of the Company's Financial Statements

Because of the cost involved, most small businesses do not have
audited financial statements prepared on a GAAP basis. When this is the
case, management and the company's accountant must be questioned in
depth concerning all the entries on the financial statements, and the
financial statements should be adjusted, to the extent possible, to con-
form to GAAP standards. In a few cases, a proper inquiry will uncover

6. See, e.g., Rev. Rul. 59-60, 1959-1 C.B. 237, 242-43. This important Revenue Ruling iE
discussed in more detail at notes 16-17 and accompanying text infra.

7. For further discussion of the special valuation problems presented by proprietorshipE
and partnerships, see notes 44, 64, 78, 108-11, and accompanying text infra.
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fraud. In most situations, however, the problems with unaudited financial
statements arise from incomplete disclosure.

Even audited statements prepared on a GAAP basis need to be ex-
amined carefully because GAAP standards authorize the use of more than
one accounting methodology in many instances. For example, both FIFO
(first-in, first-out) and LIFO (last-in, first-out) are GAAP approved meth-
ods of inventory valuation. Which of these is utilized can significantly
affect both the company's balance sheet and its profit and loss
statements.

Although every item on the financial statements needs to be examined
by qualified experts and, in appropriate cases, a full scale audit con-
ducted, there are a number of recurring issues and distortions with which
even a person with little or no accounting background should be familiar.
For example, unless the financial statements are prepared on a consistent
accounting basis from year to year, they will be misleading for compara-
tive purposes. Audited statements must be prepared on a consistent ba-
sis, and if a change is made, for instance, in the method of evaluating
inventory, this fact must be disclosed. In addition, appropriate adjust-
ments in the prior year's statements must also be disclosed.

With respect to the company's balance sheets, there are several poten-
tial trouble spots that should be routinely checked. Any marketable se-
curities owned by the company should be valued at the lower of market
value or cost, and which valuation is used should be noted. An appropri-
ate reserve or allowance for uncollectible accounts receivable, based on
the historical collection experience of the company, should also be shown
as an offset against the total accounts receivable.

The basis of valuing the inventory must be carefully analyzed. Because
FIFO, one of the two most commonly used methods of inventory valua-
tion, is based on the assumption that goods sold are the oldest goods in
the presale inventory, the inventory value shown on the balance sheet will
basically reflect the cost of the most recent purchases. Under LIFO, the
other most commonly used inventory valuation method, however, sales
are presumed to take place from the most recent purchases; the inventory
value shown on the balance sheet will basically reflect the cost of the old-
est goods purchased. The difference in the two methods is significant.
When prices are rising, which has generally been the case for several de-
cades, the value of the inventory at the end of the accounting period will
be higher under FIFO than under LIFO and will, in general, reflect more
accurately the actual cost of replacing the existing inventory.

As far as the income statement is concerned, however, FIFO will result
in higher income and, consequently, higher profits and income taxes than
LIFO because the cost of sales will.be based on the earlier inventory pur-
chased at lower prices. Under the LIFO method, the cost of goods sold is
allocated to the most recent inventory purchases, which in times of rising

19821
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prices will be higher than the earlier purchases. As a result, the cost of
goods sold is higher, and profits and taxes are lower, than under FIFO.'

On the other hand, if prices were to fall for a prolonged period, LIFO
would result in higher income and taxes than FIFO because the ending
value of the inventory would be based on the older higher priced inven-
tory. This, in turn, would make the cost of sales lower than if the com-
pany's inventory were valued under the FIFO method.

LIFO has become more widely used in recent years. Because the cost of
goods sold under LIFO is based on the cost of the most recent inventory
purchases, it is generally regarded as presenting a more accurate measure
of the actual cost of the inventory sold. Consequently, it gives a more
accurate picture of the company's profits, although it tends to understate
the actual value of the inventory shown on the balance sheet.9 For rea-

8. An example illustrating these points, taken from Epstein, Replacement Cost Account-
ing, BNA CORPORATE PRACTICE SERIES #11 at A-31 (1978), might be helpful. Assume a com-
pany has 100 units of inventory costing $3.00 a unit as of January 1st and that the company
makes the following purchases during the year: February 1 - 300 units at $3.50; March 15 -
400 units at $4.00; May 10 - 500 units at $5.00; and September 15 - 100 units at $7.00.
Further assume that the company sells 100 units each month. It will have 200 units left at
the end of the year. Using FIFO accounting, the ending inventory is valued at $1200.00 (100
at $7.00 plus 100 at $5.00) and the cost of sales for the year is $4950.00 (400 at $5.00 plus
400 at $4.00 plus 300 at $3.50 plus 100 at $3.00). If the amount of gross sales was $10,000.00,
the gross profit would be $5050.00. Assuming no other deductible expenses and a combined
federal and state tax of 50%, the net after tax profit would be $2525.00. Using LIFO ac-
counting, however, the inventory at the end of the year is valued at $650 (100 at $3.00 plus
100 at $3.50) and the cost of sales for the year is valued at $5500.00 (100 at $7.00 plus 500 at
$5.00 plus 400 at $4.00 plus 200 at $3.50). The gross profit would be $4500.00 and the net
after tax profit $2250.00. The difference in amount of net profit would be much more strik-
ing if the amount of inventory and sales were mulitplied a hundredfold. The net after tax
profit under FIFO would be $252,500.00, whereas under LIFO it would be $225,000.00.

9. Neither method, however, presents a true value of the inventory based on the actual
cost of replacing the inventory on hand with new inventory. This replacement cost, which
more effectively takes into account the effects of inflation than either FIFO or LIFO, gives a
much more accurate measure of a firm's actual cost of doing business. If replacement costing
were used in the example given in the preceeding footnote, assuming costs increased $.50
per unit per month, ending inventory would be valued at $1700.00 (200 units at $8.50), the
cost of sales for the year would be $6900.00 (100 at $8.50.plus 100 at $8.00 etc.), gross profit
would have been $3100.00 and net after tax profit $1550.00.

Replacement cost accounting and other methods of accounting designed to take into ac-
count the effects of inflation and rising prices are still quite complicated and controversial.
In September 1979, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standard No. 33, Financial Reporting and Changing Prices [19791, 2
SEC. REG. (P-H) 8557, which sets forth approved guidelines for current cost accounting.
These guidelines, which only apply to large public companies that either have inventories
and fixed assets (before deducting accumulated depreciation) of more than one hundred
twenty-five million dollars, or total assets amounting to more than one billion dollars (after
deducting accumulated depreciation) conflict in several respects with an earlier set of guide-
lines issued by the Securities and Exchange Commission in SEC Accounting Series Release
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sons beyond the scope of this material, however, many small businesses
find it very difficult and costly to convert to LIFO and, therefore, con-
tinue to use FIFO.10

According to generally accepted accounting principles, a company's
fixed assets (property, plant, equipment, and the like) are supposed to be
shown at historical cost, less accumulated depreciation. Although this
method of valuation does not realistically represent either market value
or replacement cost, it is the traditional method of recording such assets
for book value purposes. The method of depreciation used in each cate-
gory of fixed assets should be accurately disclosed. The depreciation
shown on the company's tax returns should also be checked to be sure it
corresponds with that shown on the company's financial statements.

If the company has any prepayments or deferred charges listed as as-
sets, the items included should be checked for accuracy, and any such
charges that are inappropriate under GAAP should be deducted. For ex-
ample, the company may have improperly capitalized certain types of de-
velopment costs that are required by GAAP to be expensed in the year
they are made. If the accounting for any of these items is changed, corre-
sponding changes in any affected profit and loss item will also have to be

No. 190 (1976). See FASB Statement No. 33, supra, at T 6-7. Both require the inflation
accounting computations to be shown in addition to and not in lieu of the company's regular
financial statements prepared on essentially an historical cost basis. Since these methodolo-
gies are not, as yet, applicable to small businesses, they will not be considered further in this
article.

10. See, e.g., Kubik, Simplification for Business Taxpayers' Inventories, reprinted in C.
GUSTAFSON, FEDERAL INCOME TAX SIMPLIFICATION 401 (1979). The Economic Recovery Tax
Act of 1981 contains three provisions that are designed to make it easier for small businesses
to use LIFO. All three are effective for tax years beginning in 1982. The first eases the tax
burden of conversion by allowing a taxpayer that converts from FIFO to LIFO to report the
income, which results from writing down to cost the inventory that is converted to LIFO,
ratably over a three-year period that begins with the tax year when LIFO is first used. I.R.C.
§ 472(d), as amended by the Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, § 236,
reprinted in [Aug. 19811 U.S. CODE CONG. & AD. NEws 137 [hereinafter cited as E.R.T.A.].
The previous rule required that all the writedown income be reported as income for the tax
year prior to the year LIFO was first used. A second provision authorizes the increased use
of published governmental statistics to establish inventory price indexes under the dollar-
value LIFO method. I.RC. § 472(f), added by E.R.T.A. § 235. Pursuant to this authority,
additional indexes similar to the Department Store Inventory Indexes used by retail depart-
ment stores for purposes of dollar-value LIFO inventory will be developed and published.
The third provision allows businesses whose average annual gross receipts for the tax year in
question and the prior two tax years do not exceed two million dollars to use a single inven-
tory pool for the purpose of dollar-value LIFO pricing. For purposes of the two million
dollar test, members of a controlled group of taxpayers are treated as a single taxpayer.
I.R.C. § 474, added by E.R.T.A. § 237. This will make the use of dollar-value LIFO less
cumbersome for most small businesses that can qualify. To convert back to multiple pools
for each type of inventory or separate pools for each entity within a controlled group, how-
ever, requires permission of the Service.
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made.
Any intangible assets listed in the balance sheets, such as patents,

trademarks, and goodwill, should also be carefully checked. Goodwill is
always a troublesome item. Except for listing it as having a nominal value
(one dollar), goodwill should not be shown on the balance sheet unless the
company's records prove the cost of acquiring the assets of a going busi-
ness from another firm exceeded the fair value of the assets purchased.
This excess cost must then be written off over a forty year period.11 Pat-
ents, trademarks, and similar items must be amortized over their effective
terms and are generally shown at their capitalized or actual cost less
accumulated amortization.1

The failure to properly disclose all the company's liabilities is a com-
mon failing in unaudited financial statements. Frequently, long term
equipment lease obligations will not be disclosed at all, except as an ex-
pense item for the lease payments made during the year. Even when their
existence is disclosed, the disclosure is often inadequate and does not
conform to the Financial Accounting Standard Board's criteria."3 These

11. For further discussion of the concept of goodwill in valuation cases see notes 59-63
and accompanying text and note 76 infra.

12. The value of intangible property rights such as patents, copyrights, franchises, and
royalties can also be computed by determining the present value of the interest based on the
anticipated income stream over the life of the interest discounted to its present worth. Spe-
cial present value tables based on Hoskold's Formula, although not conclusive evidence, are
frequently used for valuing such interests. See, e.g., Portage Silica Co. v. Commissioner, 49
F.2d 985 (6th Cir.), cert. denied, 284 U.S. 667 (1931); Hoy v. Commissioner, 27 T.C.M. (P-
H) 99 (1958). See generally 10 J. MERTENS, THE LAW OF FEDERAL INCOME TAXATION, §§
59.38-.47 (1976 rev.); Boehm, "Hoskold's Formula" for the Valuation of Intangibles, 10
CAP. U.L. REV. 293 (1980). Holskold's Formula is also widely used to value intangibles and
wasting assets such as minerals for state and local property taxes. See, e.g., In re Assess-
ment of St. Joseph Lead Co., 352 S.W.2d 654 (Mo. 1961). See generally BAXTER & PARKS,
EXAMINATION AND EVALUATION OF MINERAL PROPERTY (4th ed. 1957); Boehm, supra.

The use of Hoskold's Formula is considered more questionable in valuing oil and gas
properties than for patents and other similar intangibles because of the uneven income flow.
Instead, a present value analysis for each separate year the oil or gas property is expected to
produce income is sometimes utilized. See Fort Worth Nat'l Bank v. United States, 396 F.
Supp. 337 (N.D. Tex. 1975); Edwards v. Commissioner, 28 T.C.M. (P-H) 581 (1959); Rev.
Rul. 60-162, 1960-1 C.B. 376; 10 MERTENS, supra 59.91. But see Treas. Reg. § 1.611-2(d),
(e) (1960)(in determining the value of oil, gas, and mineral properties for purposes of the
depletion allowance under I.R.C. § 611, the present value method should not be used if any
other recognized method such as comparable sales, replacement value, or market value is
available). Moreover, the risk of not receiving the anticipated income from the intangible
may be sufficiently great that the property will be held to have no fair market value. See
Zorninger v. Commissioner, 62 T.C. 435 (1974)(automobile franchise terminable at will);
Akers v. Commissioner, 62 T.C. 693 (1946)(same); Hoy v. Commissioner, 27 T.C.M. (P-H)
99 (1958)(patent).

13. Financial Accounting Standards Board (FASB) Statement No. 13, Accounting for
Leases [1980], 2 SEC. REG. (P-H) T 8536. Several additional statements and interpretations
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standards require capital leases, which in reality are installment
purchases disguised for tax and other purposes as leases, to be disclosed
on the company's balance sheet as an asset valued at its present value as
of the beginning of the lease term and amortized like other depreciable
assets. In addition, detailed disclosure of the liability for future rentals,
other charges, renewals, extensions, and terminations is required. Explan-
atory notes meeting other specified requirements are also necessary for
both capital and operating leases.

Another common shortcoming in unaudited statements is incomplete
disclosure of contingent liabilities. Obtaining complete, accurate informa-
tion on all of the firm's contingent liabilities can often be a burdensome
task. Proper disclosure of all contingent liabilities required to be disclosed
by GAAP standards and the creation, when appropriate, of reserves to
satisfy such liabilities if they accrue, however, is essential. Otherwise the
company's balance sheet will be incomplete and misleading.

The capital portion of the balance sheet, or in the case of a corporation,
the shareholders' equity, should be verified for accuracy. Frequently, a
more complete disclosure of the various types of capital and surplus ac-
counts than is shown will be required.

The income statement, the profit and loss statement as it is commonly
called, should, of course, be checked for accuracy. It may be necessary in
some cases to revise the format and provide additional data so that the
statement can be used for comparative purposes with other similar com-
panies. Appropriate adjustments to reflect any required changes in the
balance sheet will have to be made. Additional changes to make the in-
come statement more accurately reflect the actual earnings of the busi-
ness will be discussed in the next section.

relating to leases have also been issued. See FASB Statement No. 29, Determining Contin-
gent Rentals [1979], 2 SEC. REG. (P-H) V 8553; FASB Statement No. 28, Accounting for
Sales with Leasebacks [1979], 2 SEc. REG. (P-H) 8552; FASB Statement No. 27, Classifica-
tion of Renewals or Extentions of Existing Sales-Type or Direct Financing Leases [1979], 2
SEC. REG. (P-H) 8551; FASB Statement No. 26, Profit Recognition on Sales-Type Leases
of Real Estate [1979], 2 SEC. REG. (P-H) I 8550; .FASB Statement No. 23, Inception of the
Lease [1978], 2 SEc. REG. (P-H) 1 8547; FASB Statement No. 22, Changes in the Provisions
of Lease Agreements Resulting from Refundings of Tax-Exempt Debt [1978], 2 Sac. REG.
(P-H) T 8546; FASB Statement No. 17, Accounting for Leases-Initial Direct Costs [1977], 2
SEC. REG. (P-H) 8541; FASB Interpretation No. 27, Accounting for a Loss on a Sublease,
[1978], 2 SEC. REG. (P-H) V 8598; FASB Interpretation No. 26, Accounting for Purchase of a
Leased Asset by the Lessee during the Term of the Lease [1978], 2 SEC. REG. (P-H) % 8597;
FASB Interpretation No. 23, Leases of Certain Property Owned by a Government Unit or
Authority [1978], 2 SEC. REG. (P-H) 8595; FASB Interpetation No. 21, Accounting for
Leases in a Business Combination [1978], 2 SEC. REG. (P-H) 1 8594; FASB Interpretation
No. 19, Lessee Guarantee of the Residual Value of Leased Property [1977], 2 SEC. REG. (P-

H) 1 8592.
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B. Determining the Overall Value of the Business

The procedures outlined above are designed to produce a balance sheet
that is essentially based on historical cost accounting techniques. The dif-
ference between the assets and liabilities on such a balance sheet is tech-
nically referred to as the "book value" of the business." This book value,
however, is only one of many possible values for a business. Because it is
based primarily on historical cost, it will not represent the market or fai
value, or even the liquidation value, of the business, except perhaps in thE
case of a new company. This is why book value is not given much weigh
in situations in which market value or fair value is the critical factor.1 '
Other recognized valuation techniques, such as net asset value and capi.
talized earnings, must be utilized for these purposes.

The most complete statement of the relevant factors to consider in val.
uing a closely held business is contained in Revenue Ruling 59-60.16 Thil
ruling, which has been influential in nontax as well as tax valuation cases
lists the following eight noninclusive fundamental factors that should bi
considered in each case:

(a) The nature of the business and the history of the enterprise from its
inception.
(b) The economic outlook in general and the condition and outlook of
the specific industry in particular.
(c) The book value of the stock and the financial condition of the
business.
(d) The earning capacity of the company.
(e) The dividend-paying capacity.
(f) Whether or not the enterprise has goodwill or other intangible value.
(g) Sales of the stock and the size of the block of stock to be valued.

14. Although this is the most usual sense in which the term is used, book value has bee:
defined in a number of different ways. See, e.g., Annot., 51 A.L.R.2d 606 (1957). It shoul
not be used without a careful definition of its meaning.

15. See, e.g., Ahlenius v. Bunn & Humphreys, Inc., 358 Ill. 155, 192 N.E. 824 (1934). Se
generally G. DESMOND & R. KELLEY, BusiNEss VALUATION HANDBOOK 93-95 (1977); Krahme
& Henderer, Valuation of Shares of Closely Held Corporations, BNA TAX MANAGEMEN
ESTATES, GIFTS, AND TRUSTS PORTFOLIO #221 at A-43-44 (1969).

16. 1959-1 C.B. 237. Modifications and clarifications have been published in subsequer
revenue rulings. See Rev. Rul. 80-213, 1980-2 C.B. 102; Rev. Rul. 78-367, 1978-2 C.B. 24
Rev. Rul. 77-287, 1977-2 C.B. 319; Rev. Rul. 68-609, 1968-2 C.B. 327; Rev. Rul. 65-192, 196.
2 C.B. 259; Rev. Rul. 65-193, 1965-2 C.B. 370. The Service's position with respect to estal
and gift tax valuation of business interests is specifcally dealt with in the following: Re,
Proc. 79-24, 1979-1 C.B. 565; Rev. Rul. 67-54, 1967-1 C.B. 269; Rev. Rul. 54-76, 1954-1 C.1
194; Rev. Rul. 53-157, 1953-2 C.B. 255; Treas. Reg. § 20.2031 (1958)(estate tax); Tress. Rel
§ 20.2032A-4 (1980)(special estate valuations for certain farm and small business real prol
erty under I.R.C. § 2032A); Tress. Reg. § 20.2031 (1958)(estate tax); Tress. Reg. § 25.251
(1958)(gift tax).
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(h) 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. 17

Of these factors, the two that are generally given the greatest weight
are net asset value and earnings. Nevertheless, all the factors must be
considered in making the valuation.

General Economic Conditions. The general and prospective eco-
nomic conditions on the date the business interest must be valued should
be considered properly. Failure to do so will result in a distorted value. As
is stated in Revenue Ruling 59-60, "The fair market value of specific
shares of stock will vary as general economic conditions change from 'nor-
mal' to 'boom' or 'depression'. . . .'" The adverse impact of protracted
inflationary periods and recessions on the price of listed securities is well
documented. The inherent value of a particular stock may, in many situa-
tions, actually be increasing because of higher earnings and other funda-
mental factors, but the market price of the stock may decrease because of
general economic conditions which convince buyers to pay less than they
would pay if the long range prospects for the economy were brighter. The
dramatic decrease in price-earnings ratios during the past several years,
in spite of generally increasing net profits, illustrates this point. This
same phenomenon affects the value of closely held enterprises. The im-
pact may even be greater on small closely held businesses, at least in the
case of adverse economic conditions, because of the inability of the own-
ers to sell their interests readily and the higher risk of failure and
bankruptcy.

History of the Enterprise and Its Competitive Position. The
history of the enterprise being valued is important for several reasons. It
will show the growth pattern, degree of stability, and other factors neces-
sary to assess the investment risk factors involved. It will also provide
information on the product lines and services produced by the business so
that its relation to competitors can be ascertained. In this connection, the
amount of actual and prospective competition and market potential for
all companies producing the same goods and services as the company be-
ing valued and the company's relative competitive position within the
particular industry have an important bearing on the intrinsic or inherent
value of the enterprise. For example, for a small company that is cur-
rently producing a highly profitable novel product in a field in which in-
creased competition is likely, the impact of competition on profits is

17. 1959-1 C.B. 237, 238-39.
18. Id. at 238. See Parker v. Commissioner, 10 B.T.A. 854 (1928)(when market value is

below the intrinsic value, the market value would be the maximum value since that is the
price at which the stock could be sold).

1982]



MERCER LAW REVIEW

clearly a relevant factor in valuing the company."
Another important factor revealed by the historical and competitive

analysis is the stability and depth of the company's management. The
loss of one or more "key men" and the absence of adequate replacements
in the organization will, in most situations, have an adverse impact on the
future earnings and, consequently the value of the business. The negative
impact of management instability on enterprise value has been generally
accepted. Because it is usually taken into account by means of a discount
from the intrinsic value of the business, however, further discussion of
this factor will be deferred until the section on discounts.2 0

Comparable Companies. Theoretically, the earnings per share, divi-
dend record, and price-earnings ratio of companies that are engaged in
the same lines of business as the company being valued are relevant fac-
tors. In fact, section 2031(b) of the Internal Revenue Code mandates that
the value of securities of comparable companies listed on an exchange be
taken into account in valuing unlisted securities for estate tax purposes.3 1

Practically, however, it is very difficult in valuing closely held small busi-
nesses to find a sufficient number of comparable companies to use for
comparison purposes. If the potential list of comparable companies is re-
stricted to companies listed on a stock exchange, it will rarely be possible
to find a comparable company. Most listed companies have multiple lines
of business, whereas most closely held businesses concentrate in one or, at
most, a few different types of business activity. Listed companies also fre-
quently have a capital structure that is much more complex than that of
closely held small enterprises.2 2 Even if these obstacles can be overcome,
the market share and competitive advantages of listed companies and fac-
tors such as the greater amount of public information resulting from dis-
closure obligations imposed by securities laws on publicly held companies
make a rational comparison with small closely held companies hazardous.
In addition, securities of closely held companies are inherently illiquid
and, as a result, cannot be sold at a price as high as comparable listed
securities. This factor can, however, be taken into account by allowing a
discount for lack of marketability. This issue will be dealt with in more

19. See Rev. Rul. 59-60, 1959-1 C.B. 237, 239.
20. See notes 88-127 and accompanying text infra.
21. Rev. Rul. 59-60 states that any comparable company whose stock is regularly traded

over-the-counter can be used for tax valuation purposes. For estate tax valuations, however
comparable companies whose stock is traded on an exchange are to be given first priorit3
and over-the-counter companies can be used to the extent a sufficient number of compara.
ble listed companies cannot be found. 1959-1 C.B. 237, 242. See generally S. PRATT, VALu.
ING A BUSINESS 127-45 (1981)(sources and bibliography on comparable company statistics)

22. "[A] corporation having one or more issues of preferred stock, bonds or debenture
in addition to its common stock should not be considered to be directly comparable to oni
having only common stock outstanding." Rev. Rul. 59-60, 1959-1 C.B. 237, 242.
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detail in a subsequent section." These problems exist even if the list of
eligible companies is expanded to include all corporations that have
shares traded in an over-the-counter market.2 4

Moreover, assuming comparable companies must be ones whose securi-
ties are traded in a recognized market, this technique is not suitable for
valuing partnerships and proprietorships, since their securities are not
traded. 8 Finally, while it is theoretically possible to use the actual sales
price of an interest in a comparable company whose securities are not
traded, it is very difficult to locate any such sales.20 Even if a recent sale
in another, comparable, closely held company is located, it would not be
proper to use it for comparison purposes unless it had the same basic
characteristics as the interest being valued. For example, if the interest
being valued represents a majority interest, a court would give little or no
weight to a transaction involving an intra-family sale of a minority inter-
est in a comparable closely held company that took place prior to the
valuation date.2 7

When it is possible to locate a number of comparable companies whose
securities are traded, however, the information developed from these
companies can be quite valuable. This is particularly true in determining
the appropriate capitalization rate to use for a capitalized earnings valua-

23. See, notes 92-96 and accompanying text infra. Some experts believe that the absence
of comparable companies should be taken into account by means of a special discount which
would be designated as a small company business risk discount. See Lyons & Whitman,
Valuing Closely Held Corporations and Publicly Traded Securities with Limited Marketa-
bility: Approaches to Allowable Discounts from Gross Value, 33 Bus. LAW 2213, 2222-23
(1978).

24. The use of over-the-counter stocks is sanctioned by Rev. Rul. 59-60, 1959-1 C.B. 237,
242. Statistical information on corporations with listed and over-the-counter securities is
available from a number of sources. The Standard & Poor Stock Guide, published monthly,
contains earnings and other information on all listed companies and a large number of over-
the-counter corporations. Media General Industriscope, a monthly publication published by
Financial Services, Inc. of Richmond, Virginia, contains price-earnings ratios, detailed divi-
dend data and other financial information on 1800 publicly traded stocks. The statistical
data is also listed under 173 different industry sub-groups. This data can provide useful
background information even if there are no truly comparable listed companies in the same
field. Industriscope is reputedly used by the Internal Revenue Service to obtain informa-
tion on what it regards as comparable companies. Value Line and The National Association
of Securities Dealers also publish over-the-counter indexes. More detailed information is
available from Standard and Poor, Dow Jones and other publishers of financial information.

25. It may be possible, however, to reconstruct the financial statements of a proprietor-
ship or partnership to show the financial condition of the business as if it were a corpora-
tion. See note 44 and accompanying text infra.

26. If a comparable private sale is discovered, it would be deemed relevant. See Estate of
Louis Zaiger v. Commissioner, 64 T.C. 927 (1975).

27. See, e.g., Kinney's Estate v. Commissioner, 80 F.2d 568 (9th Cir. 1935)(prior sale
took place two years before the valuation date).
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tion" and in determining the dividend paying capacity of a closely held
company.2 9 Even if there are no precisely comparable companies, statisti-
cal information on reasonably comparable companies whose securities are
traded can be used as background for the valuation being undertaken and
as a check on the reasonableness of the final valuation.
Other Sales of Interests in the Company. Prior sales of other inter-
ests in the closely held enterprise being valued are given significant
weight in a valuation case, provided the prior sales took place at a time
when the economic conditions of the economy and the company were not
materially different from the date of valuation and the prior sale had the
same basic characteristics as the transaction in question. 0 Because the
basic test used in valuation cases is what a willing buyer would pay a
willing seller of the security, intra-family sales,"1 sales to insiders, 2 and
sales made under compulsion, 8 as a general rule, will not be given much
weight. Similarly, because of the inherent differences between the value
of shares representing a majority interest in a corporation and those rep-
resenting a minority interest, the price received in a prior sale of one type
will not be determinative in a valuation case involving the other type."
On the other hand, a recent sale of a minority interest in an arm's length
transaction, in all probability, will be given considerable weight in a case
in which the valuation of another minority interest in the same company
is involved.

5

Net Asset Value. Net asset value, sometimes called adjusted book
value, differs from book value, as that term is traditionally defined, in one
fundamental respect: it is based on the intrinsic or true worth of the com-
pany's assets rather than historical cost. In most cases, this requires a
determination of the market value or replacement value of the assets. In
some situations, however, such as when the company is bankrupt or in
serious financial difficulty and operating at a loss, the approach is to de-

28. See notes 49-54 and accompanying text infra.
29. See notes 64-73 and accompanying text infra.
30. Compare, e.g., Duncan Indus., Inc. v. Commissioner, 73 T.C. 266, 276-81 (1979) with

Louis v. United States, 369 F.2d (7th Cir. 1966)(sale 27 months earlier excluded) and Penn
v. Commissioner, 21 T.C.M. (P-H) 714 (1952), aff'd 219 F.2d 18 (9th Cir. 1955)(significant
change in earnings).

31. See, e.g., Kinney's Estate v. Commissioner, 80 F.2d 568 (9th Cir. 1935); Estate of
Anderson v. Commissioner, 41 T.C.M. (P-H) 525 (1972).

32. See, e.g., Wood v. United States, 29 F. Supp. 853 (1939).
33. See, e.g., Brooks v. Willcuts, 78 F.2d 270 (8th Cir. 1935). But see Hall v. Commis-

sioner, 20 T.C.M. (P-H) 568 (1951).
34. See, e.g., Hansen v. Commissioner, 21 T.C.M. (P-H) 419 (1952).
35. See Duncan Indus., Inc. v. Commissioner, 73 T.C. 266, 276-81 (1979); Sirloin Stock-

ade, Inc. v. Commissioner, 40 T.C.M. (CCH) 928 (1980); Estate of Stoddard v. Commis-
sioner, 44 T.C.M. (P-H) 872 (1975); Santee Oil Co. v. Cox, 265 S.C. 270, 217 S.E.2d 789
(1975)(prior arm's length offer weighted 15% in total value).
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termine the liquidation value of the assets. Because of the depressing ef-
fect of a quick or forced sale, the liquidation value of assets is normally
significantly lower than the market value of the same assets if owned by a
prosperous going concern.

The principal adjustments that usually need to be made in a balance
sheet prepared on a GAAP basis to determine the net aset value are as
follows: First, securities and other short term investments should be
listed at their market value less commissions and other normal, sales ex-
penses. Because these are usually liquid assets that can be quickly dis-
posed of, use of market value is appropriate whether the assets are being
valued on a market value or liquidation basis.36 Second, the company's
inventory should be reviewed and any amount attributed to obsolete or
damaged inventory should be adjusted to reflect its liquidation or scrap
value. Depending on the circumstances, more sophisticated adjustments
designed to value the inventory at its true market value (less anticipated
selling costs and profit) or replacement cost may be required. 7 For exam-
ple, parcels of land owned by a real estate holding company should be
appraised and listed at their net appraised value. 8 In a holding company

36. If the immediate sale of any of these securities would result in a penalty, for example
forfeiture of accrued but unpaid interest, or is subject to a restriction that depresses the
normal market price, the value should be adjusted accordingly.

37. See, e.g., Pack v. Commissioner, 39 T.C.M. (CCH) 1179 (1980)(valuation of rental
televisions). See note 9 and accompanying text supra for further discussion of the concept
of replacement cost accounting.

38. The three most common methods of appraising real estate that professional apprais-
ers use to determine the market value of real estate are the following: (1) the comparable
sales method which uses recent sales of real property that has the same basic characteristics,
is surrounded by similar property, and is subject to similar zoning; (2) the capitalized in-
come method, which requires a separate valuation of the land and any buildings on the land
and is determined essentially by subtracting operating expenses such as utilities, insurance,
and taxes from the gross income and applying separate capitalization rates, determined
from comparable local properties or from acceptable published data, to the net income from
the land and buildings; and (3) the replacement cost method, under which the cost of con-
structing a building with the same utility is computed by multiplying the square footage by
current construction costs, subtracting accrued deterioration, general economic depreciation
in the area, and obsolescence, and adding other costs such as landscaping. All three methods
should be used in every case. Generally, however, the comparable sales method is given
primary weight in valuations of unimproved real estate, the income capitalization method is
given the most weight in valuing rental property, and the replacement cost method is most
often given primary weight in valuing special use buildings such as manufacturing facilities
owned by a business. See, e.g., Estate of Frieders v. Commissioner, 40 T.C.M. (CCH) 403
(1980); Estate of Butscher v. Commissioner, 34 T.C.M. (CCH) 982 (1979). See generally
Chalmers, Valuation of Real Estate, BNA TAX MANAGEMENT ESTATES, GIFTS, AND TRUSTS
PORTFOLIO 299 (1978). The assessed value of real estate for property tax purposes is relevant
in a market value case only if there is proof that the tax authorities use actual market value
as the basis of the tax assessment and the tax valuation is current. See, e.g., Treas. Reg. §
20.2031-1(b) (1958). In most areas of the country this will not be the case.
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whose inventory consists principally of securities in other companies, the
inventory should be valued at the net sales value of the securities.8 9 On
the other hand, if liquidation, rather than market value, is the bench-
mark, then the inventory will have to be listed at its liquidation sales
value.4 0

The fixed assets owned by the company must also be revalued. The
most appropriate value figure to use is the cost of replacing such assets
with similar assets having the same productive capacity. 1 Market value,
or the net price the fixed assets would sell for in an arm's length transac-
tion is also sometimes used for this purpose. Because the fixed assets are
recorded under GAAP at historical cost, which, particularly in the case of
land and buildings owned for considerable periods, may be significantly
below* the current market value of equivalent assets, the upward adjust-
ment in valuation of the fixed assets may be quite significant. If liquida-
tion is contemplated or likely to occur, however, then the liquidation or
forced sale value of the fixed assets should be utilized. In many cases this
will result in a value that is below the historical value of the assets.

Assets that technically belong to the business but, in reality, are used
by one or more of the owners for personal purposes, should be removed
from the balance sheet when determining net asset value. Personal
automobiles, boats, vacation homes, and airplanes are common examples
of the types of assets involved. In fact, every transaction between the
business and its owners needs to be carefully examined to be sure that
the transaction is legitimate and that proper disclosure has been made in
the company's financial statements.

Assuming liabilities are correctly listed, there are generally fewer ad-
justments that need to be made in the liabilties than in the assets shown
on a firm's balance sheet for net asset value purposes. Any liabilities
which are attached to assets taken out of the balance sheet should, of
course, also be removed. In addition, in some situations, it may be neces-

39. The effect of restrictions on the resale of these securities because they are not regis-
tered, constitute control stock, or are subject to contractual resale restrictions, must be
taken into account when valuing these securities. See notes 97-124 and accompanying text
infra.

40. The difference between liquidation and market value varies with the type of inven-
tory. The loan value on inventory, which is basically calculated on the expected liquidation
value less the expenses of sale, is usually not greater than 70 to 80% of its balance sheet
value. When perishable and seasonal items are involved, the difference between the two
values will be even greater. See generally A. SWEE SER, FINANCING GooDs 271-73 (1957).

41. This is different from a straight replacement cost value based on buying new ma-
chines of the same make to replace the old ones. In many cases the productive capacity of
the newer machines will be significantly greater than that of the one in question because of
technical innovations. Valuing the existing fixed assets of a business on a strict replacement
cost basis results in an overvaluation.

[Vol. 33472
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sary either to add or reduce reserves made for contingent liabilities. After
the necessary adjustments in the balance sheet are made, the net asset
value is determined by subtracting the total liabilities, as revised, from
the total assets, as revised.

Earnings. Perhaps the most important of all the valuation techniques
is to value a business on the basis of its earning capacity. This is done by
capitalizing the earnings at an appropriate capitalization rate, a concept
that will be explored below in more detail.

Before capitalizing the earnings, however, one must know what the true
earnings of the business are. In many cases involving small businesses,
one or more adjustments to the earnings shown on the income statement
will have to be made to determine the actual income. First, all adjust-
ments made in the balance sheet that result in the removal of assets and
any other changes in the balance sheet which have an impact on the in-
come of the company, such as a retroactive revaluation of the inventory,
must be reflected in the revised income statement. This is accomplished
by eliminating or adjusting the expenses and taxes attributable to these
items."2 Nonproductive assets owned by the business, such as undevel-
oped land held for future use, normally also are treated in a special man-
ner. The net asset value of these assets is added to the value of the pro-
ductive assets, determined by capitalizing the adjusted net earnings, to
determine the overall value of the company.43 For example, if a company
had unproductive assets with a net asset value of $100,000.00 and the
capitalized earnings of the productive assets is $1,000,000.00, the total
value of the business would be $1,100,000.00.

An additional adjustment that frequently needs to be made concerns
the salaries or equivalent payments made to the owners. In closely held
corporations, the owners may pay themselves overly generous salaries in
order to reduce the amount of net income that will be subject to a second
tax if paid in the form of dividends. For valuation purposes, however, any
excess salary should be deducted from the operating expenses. This will
also necessitate changes in the net income, taxes, and net after tax profit
as shown on the firm's income statement.

A related problem arises in valuing partnerships and proprietorships.

42. See, e.g., Williams v. Commissioner, 42 T.C.M. (P-H) 737 (1973)(elimination of sala-
ries and expenses connected with a yacht).

43. See Worthen v. United States, 192 F. Supp. 727 (D. Mass. 1961). The treatment of
life insurance proceeds received by a corporation after the death of a shareholder for valua-
tion purposes is unsettled. The Regulations state that such insurance is a nonoperating asset
that must be taken into account in the valuation of the business. Treas. Reg. § 20.2031-2(02
(1958). The cases disagree, however, on how this is to be done. Compare Estate of Hunts-
man v. Commissioner, 66 T.C. 861 (1976) with Estate of Clarke v. Commissioner, 45 T.C.M.
(P-H) 1455 (1976).
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Partners and proprietors do not receive what accountants normally desig-
nate as salaries. Additionally, partnerships and proprietorships do not
pay any taxes. Partners are credited with their designated portion of the
profits, known as their distributive share, which is taxed directly to them.
The proprietor individually pays taxes on the full amount of profit from
the proprietorship. Consequently, neither salaries nor taxes are normally
shown on the income statements of such businesses. Since capitalization
rates are based on corporate earnings, it is necessary to adjust the income
statement of a partnership and proprietorship to indicate the amount of
reasonable salaries and taxes that would have been paid had the business
been incorporated."

4

Most authorities recommend that a minimum of the previous five
years' adjusted earnings be used in the capitalized earnings approach.4 5

Of course, if the business has been in existence for less than five years,

44. The salary may be greater or less than the amount of profit allocated to the owner in
the firm's financial statement. It should be based on a reasonable salary that would have
been paid to a corporate executive of a comparable company. An adjustment for taxes and
in many cases, salaries, will also have to be made in a Subchapter S corporation, in order to
obtain a meaningful capitalized earnings valuation. With one exception (I.R.C. § 1378), a
Subchapter S corporation does not pay taxes. The corporation's undistributed taxable in-
come is taxed to the shareholders. I.R.C. § 1373. See also note 66 infra for discussion of the
problems of making a dividend capitalization valuation in a Subchapter S corporation.

45. See, e.g., Francis I. duPont & Co. v. Universal City Studios, Inc., 312 A.2d 344 (Del.
Ch. 1973), afl'd, 334 A.2d 216 (Del. 1975); Rev. Rul. 59-60, 1959-1 C.B. 237, 240. See also
Meijer v. Commissioner, 48 T.C.M. (P-H) 1296 (1979)(2 year period seemed inadequate);
Adams v. R.C. Williams & Co., 39 Del. Ch. 61, 158 A.2d 797 (1960)(use of last two years
earnings disapproved). Since an investor is principally interested in the future earnings of
the business, the use of a straight average of past earnings as the basis of a capitalized
earnings valuation can be legitimately questioned. The average in the past becomes the pro-
jected norm for the future. Very few companies, however, have long term past or future fiat
earnings. It is more realistic for investment purposes to value a company on the basis that
the earnings trend over a designated period will continue into the future, barring unforeseen
contingencies. There are mathematical formulas and tables available to make this type of
analysis and to discount the future stream of earnings to its present value. See V. BRUNDY &
M. CHIRELSTEIN, CORPORATE FINANCE 52-75 (2d ed. 1979). See also S. PRATT, VALUING A
BUSINESS, 39-53 (1981). Except in cases involving bankruptcy reorganizations, when it is
literally impossible to value the reorganized business on the basis of past earnings, courts
have been reluctant to adopt this projected earnings approach because it is considered too
speculative. See, e.g., Fehrs v. United States, 620 F.2d 255 (Ct. Cl. 1980). For the same
reason courts have not, as a general rule, accepted the argument that the current year's
earnings or the earnings for the immediate past year should be used as the basis for the
capitalization value. See Francis I. duPont & Co. v. Universal City Studios, Inc., 312 A.2d
344 (Del. Ch. 1973), afl'd, 334 A.2d 216 (Del. 1975). But see Estate of O'Connell v. Commis-
sioner, 640 F.2d 242, 252-83 (9th Cir. 1981); Maris v. Commissioner, 41 T.C.M. (CCH) 127
(1980), both of which were tax cases. Many experts, however, feel that this is more appropri-
ate than an average earnings approach. See, e.g., G. DESMOND & R. KELLEY, BUSINESS VALU-
ATION HANDBOOK, 118 (1977).
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then only the income earned since its inception can be used. Adjustments
for unusual factors, such as special nonrecurring capital gains or losses,
should be made in any of the earnings used in the base to eliminate dis-
tortion in the company's net income."" If the distortion is very large, it
might be necessary to remove the year in question from the formula. 7

This process is technically known as earnings normalization.
Since the objective in most situations is to determine what a willing

buyer would pay for the business in an arm's length transaction, and
since a hypothetical willing buyer presumably would be interested in the
potential future earnings of the business, it would seem logical that the
most recent year's earnings should be given more weight than the earn-
ings in more remote years. This is particularly true in situations in which
there is a definite upward or downward earnings trend. In such cases, a
straight average will produce a much more distorted view of the earnings
potential of the business than will a weighted average. For example,
assume a company's earnings in the past years have been as follows: year
1 - $100,000.00; year 2 - $125,000.00; year 3 - $150,000.00; year 4 -
$175,000.00; latest year - $200,000.00. The average earnings for the five
periods are $150,000.00. Using a weighted average with the most recent
year being given five times the weight of the most remote year, however,
the weighted average is $166,667.00 ($200,000.00 times 5 plus $175,000.00
times 4 plus $150,000.00 times 3 plus $125,000.00 times 2 plus $100,000.00
times 1, divided by 15). This weighted average approach has been ap-
proved in valuation cases."

Once the "earnings" have been determined, the value of the business is
found by dividing the appropriate capitilization rate into those earnings.
Essentially, the capitalization rate is the rate of return that a potential
investor, familiar with all the risks involved, would require to invest. in

46. See, e.g., Central Trust Co. v. United States, 305 F.2d 393 (Ct. Cl. 1962); Williams v.
Commissioner, 42 T.C.M. (P-H) 737 (1973); Bartol v. Commissioner, 21 T.C.M. (P-H) 473
(1952).

47. See Estate of Clarke v. Commissiner, 45 T.C.M. (P-H) 1455 (1976)(loss in first year
of operation disregarded). But see Estate of Fitts, 237 F.2d 729 (8th Cir. 1956)(single loss
year averaged with four prior profit years). Businesses that are quite sensitive to cyclical
changes in the economy frequently will have wide variations in earnings. If the variation is
normal for the particular type of company, it would be improper to include only the high or
only the low income years in the valuation calculation.

48. See Estate of Snyder v. United States, 285 F.2d 857, 862 (4th Cir. 1961); Central
Trust Co. v. United States, 305 F.2d 393, 424 (Ct. Cl. 1962). The use of a weighted average
is also approved in Rev. Rul. 59-60, 1959-1 C.B. 237, 241. Although a weighted average
formula produces a more accurate value than a straight average, it is still biased toward an
undervaluation in situations in which earnings have been growing over a period of years.
Likewise, it will tend to result in an overvaluation when the earnings have been steadily
declining. See note 45 supra.
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the business.4" The greater the risk, the higher the required rate of re-
turn. Thus, a potential investor may be satisfied with a ten percent an-
nual return in a stable low risk business, whereas the same investor mighl
demand a twenty percent annual return on an investment in a more spec-
ulative business venture. If the earnings are $100,000.00, the investoi
would be willing to pay up to $1,000,000.00 for the stable busines
($100,000.00 divided by ten percent) but only $500,000.00 ($100,000.00 di-
vided by twenty percent) for the more speculative business. Another way
of expressing this concept is to say that $1,000,000.00 invested at ten per-
cent will yield $100,000.00 of earnings in perpetuity and an investment ol
$500,000.00 invested at twenty percent will also yield $100,000.00 of earn-
ings in perpetuity. A third method is to multiply the earnings by the re-
ciprocal of the capitalization rate, known as the earnings multiplier.50 The
higher the capitalization rate, the lower the multiplier. For example, the
reciprocal of a ten percent capitalization rate is ten and the reciprocal ol
a twenty percent capitalization rate is five. Using this concept, the value
of the stable business in the prior example is $1,000,000.00 ($100,000.0C
times 10) and the value of the more speculative business is $500,000.OC
($100,000.00 times 5).

The choice of an appropriate capitalization rate, or multiplier, is often
difficult and is frequently the subject of considerable controversy. One ol
the most influential sets of rates is that devised by Professor Dewing. He
utilizes seven basic categories that integrate characteristics of the busi-
ness and the appropriate capitalization rates as follows:

1. Old established businesses, with large capital assets and excellent
goodwill-10%, a value ten times the net earnings. Very few industrial
enterprises would come within this category.
2. Businesses, well established, but requiring considerable managerial
care. To this category would belong the great number of old, successful
industrial businesses-large and small-121/2 %, a value eight times the
net earnings.
3. Businesses, well established, but involving possible loss in conse-
quence of shifts of general economic conditions. They are strong, well
established businesses, but they produce a type of commodity which
makes them vulnerable to depressions. They require considerable mana-
gerial ability, but little special knowledge on the part of the execu-
tives-15%, a value approximately seven times the net earnings.
4. Businesses requiring average executive ability-and at the same time

49. This investment rate of return is sometimes referred to as the opportunity cost of
the investment.

50. The multiplier is also sometimes referred to as the price-earnings ratio. Usually,
however, the price-earnings ratio is used to compare listed securities based on their most
recent 12 months of earnings.

[Vol. 32
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comparatively small capital investment. These businesses are highly
competitive, but established goodwill is of distinct importance. This class
includes the rank and file of medium-sized, highly competitive industrial
enterprises-20%, a value approximately five times the net earnings.
5. Small industrial businesses, highly competitive, and requiring a rela-
tively small capital outlay. They are businesses which anyone, even with
little capital, may enter-25%, a value approximately four times the net
earnings.
6. Industrial businesses, large and small, which depend on the special,
often unusual skill of one, or of a small group of managers. They involve
only a small amount of capital; they are highly competitive and the mor-
tality is high among those who enter the competitive struggle-50%, a
value approximately twice the net earnings.
7. Personal service businesses. They require no capital, or at the most a
desk, some envelopes and a few sheets of paper. The manager must have
a special skill coupled with an intensive and thorough knowledge of his
subjects. The earnings of the enterprise are the objective reflection of
this skill; and he is not likely to be able to create "an organization"
which can successfully "carry on" after he is gone. He can sell the busi-
ness, including the reputation and the "plan of business," but he cannot
sell himself, the only truly valuable part of the enterprise-100%, a
value equal, approximately, to the earnings of a single year.51

The Dewing ratios, however, have not been held by courts to be conclu-
sive. To the contrary, a study of Tax Court valuation cases from 1949
through 1978 reveals that the average price-earnings ratio, based on five
years of earnings of the corporations in question was slightly in excess of
11.50. 5 Yet, the highest ratio in the Dewing chart is ten times earnings
and, according to Professor Dewing, this ratio is appropriate for only the
most mature successful businesses.53

Part of the reason for the difference between the Dewing chart and the
cases may be explained by the influence of traded securities in the price-
earnings ratios cases. One factor given weight in valuation cases involving
closely held companies is the price-earnings ratio of comparable compa-
nies whose securities are traded in a recognized market.5  During the
1960s and early 1970s, the average price-earnings ratio for blue-chip in-

51. A. DEWING, FINANCIAL POLICY OF CORPORATIONS 390-91 (5th ed. 1953).
52. See J. BISHOP & A. ROSENBLOOM, FEDERAL TAX VALUATION DIGEST, § 5-1 through § 5-

5 (1980). This computation is based on figures from 114 cases in which earnings figures were
available. The five year average earnings in the 45 cases decided in the 10 year period 1949-
1958 was 10.37. The five year average earnings in the 44 value determinations decided in the
10 year period 1969-1978 was 12.22.

53. A. DEWING, supra note 51, at 390.
54. See, e.g., Francis I. duPont & Co. v. Universal City Studios, Inc., 312 A.2d 344 (Del.

Ch. 1973), aff'd, 334 A.2d 216 (Del. 1975); Felder v. Anderson, Clayton & Co., 39 Del. Ch. 76,
159 A.2d 278 (1960).
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dustrials on the New York Stock Exchange was more than twenty time
the earnings for the most recent twelve months. Some of the more glar
orous growth stocks, such as IBM and Xerox, sold at more than fift,
times earnings during much of this period. In recent years, howevez
price-earnings ratios of listed companies have fallen considerably. For ex
ample, at the end of the last full week in June 1981, the average price
earnings ratio of the thirty stocks in the Dow Jones Industrial Averagi
was 8.0; and IBM was selling at 9.5 and Xerox at 7.2 times their respec
tive reported earnings for the last twelve months. Thus, the current ratio
of listed securities are not as far out of line with the Dewing ratios, whic
were last updated in 1953, as was once the case. Assuming the averag,
current price-earnings ratios for listed securities continue for a considera
ble period, it is likely that the average ratios in the reported valuatioi
cases will decrease.

Three special variations of the capitalized earnings valuation techniqui
merit further discussion. The first method applies to a business that ha
more than one type of business activity. In such cases, in order to obtaii
an accurate valuation, it may be necessary to divide the earnings betweei
the various activities and to apply a separate capitalization rate to eaci
segment. 5

A second variation utilizes a valuation based on capitalizing the ne
cash flow rather than the net earnings of the business.. The cash flow i
determined by adding depreciation back to net income, since depreciatiol
reduces net income without actually representing a cash expenditure, an,
by adjusting the income further by taking into account the full cost o
amortizing the company's debt.56 The average net cash flow for the year

55. See Note, Valuation of Dissenters' Stock Under Appraisal Statutes, 79 HARV. I
REV. 1453, 1467 (1966); cf. Levin v. Midland-Ross Corp., 41 Del. Ch. 276, 194 A.2d 50 (1963

56. This method is illustrated in the following example for valuing a real estate partnei
ship taken from Chalmers, Valuation of Asset, BNA TAX MANAGEMENT ESTATES, GIFTS AN
TRUSTS PORTFOLIO 132-2ND at B-201 (1977):

1975 1976

Net income $ 55,000.00 $ 63,000.00
plus: Depreciation 53,000.00 51,000.00

Interest 59,000.00 40,000.00

Total: 167,000.00 154,000.00

less: Debt service
8% constant 80,000.00 80,000.00
on 1,000,000.00

Net cash flow $87,000.00 $74,000.00

Under this method, the depreciation is added back to net income since depreciation ha
reduced net income without actually representing a cash expenditure. While interest is
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in question is then capitalized at an appropriate rate. This method is con-
sidered a more accurate measure of value for certain types of businesses,
such as partnership real estate ventures, in which investors are more in-
terested in their share of the cash flow and the tax losses and deductions
allocated to them than in the income from the venture."

A third variation is to capitalize the goodwill of the business and to add
the capitalized value of the goodwill to the value of the tangible assets to
determine the net value. This is the so-called "A.R.M. 34 formula ap-
proach," which was developed by the Internal Revenue Service (IRS).5 8

Several steps are required. First, the net value of the tangible assets of
the business must be listed.59 Second, the average annual net earnings for
a minimum of five years are calculated. Third, the capitalization rate nor-
mally applicable to comparable businesses is used to determine the nor-
mal or expected rate of return on the tangible assets. If no comparable
figures are available, an eight percent rate of return for stable business
and a ten percent rate for more speculative ventures is recommended.
According to the IRS, the difference between the average actual earnings
and the earnings based on the capitalization rate used represents the ex-
cess earnings attributable to the goodwill of the business. These excess
earnings are then capitalized at either a fifteen percent or twenty percent
rate, with the twenty percent being used for more speculative businesses.
The capitalized value of the goodwill is then added to the book value of
the tangible assets. The final result is supposed to represent the fair mar-
ket value of the business. An illustration might help the reader to under-
stand the mechanics involved. Assume that the net value of the com-
pany's tangible assets is $100,000.00 and that its average earnings for the
past five years are $25,000.00. Assume further that it is a relatively new

cash expenditure, it varies with each year; the constant rate represents the aggregate of
principal and interest being paid each year. A capitalization rate of 10% applied to the
average actual cash flow of $80,500.00 results in a value of $805,000.00. Applying the same
10% capitalization rate to the average net income of $59,000.00 for the two years in question
would, however, produce a value of only $590,000.00.

57. A somewhat similar valuation method used for a business engaged in a single venture
is the discounted cash flow concept under which the value equals the present value of the
future earnings plus the present worth of any assets expected to remain at the termination
of the venture, less the liabilities attached to those assets. See G. DESMOND & R. KELLEY,
BUSINESS VALUATION HANDBOOK 107-10 (1977).

58. See Rev. Rul. 68-609, 1968-2 C.B. 327, which superseded A.R.M. 34, 2 C.B. 31 (1920).
59. This figure is derived essentially by deducting all intangible assets from the total

assets shown on the balance sheet. According to Rev. Rul. 68-609, 1968-2 C.B. 327, a further
required adjustment is that only accounts receivable in excess of accounts payable are to be
included in the valuation. It is unclear whether the tangible assets should be revalued to
their fair market or replacement value. See VGS Corp. v. Commissioner, 68 T.C. 563, 591
n.4 (1977)(market value of net tangible assets used); Vamvaks v. Commissioner, 1 T.C.M.
(P-H) 831 (1945); cf. Rev. Rul. 76-91, 1976-1 C.B. 150.

19821



MERCER LAW REVIEW

venture and that there are no comparable companies in the same busi-
ness. Based on these facts, the value of the business calculated in accor-
dance with A.R.M. 34 would be as follows:

Net Book Value of Tangible Assets $100,000

Average Earnings for 5 Years $25,000

Less Reasonable Return
on the Assets (10%) $10,000

Portion of Earnings Attributable
To Good Will $15,000

Capitalized Value of Goodwill (20%) $ 75,000
Fair Market Value of the Business $175,000

The problems inherent in using a capitalized earnings methodology foi
valuing a business are fairly obvious. First, the earnings base used in th
calculation is critical. The average earnings over a period of years do nol
necessarily give an accurate picture of the future earnings of a business
Yet, the whole theory behind the capitalization concept is to value th
business on the basis of projected earnings. A weighted average, with th(
most recent years being given more weight than more remote years pro.
vides a somewhat better base on which to project future earnings. A
weighted average capitalization can be legitimately criticized, however
for failing to consider sufficiently the future earnings growth in a com
pany whose earnings are growing consistently at a high rate, because il
assumes the weighted average of past earnings will continue to be earnec
at the same rate in the future.60

Second, and even more important, is the choice of the appropriate capi.
talization rate. A value computed on the basis of a capitalization rate ol
ten percent will be twice as high as the value of a company having th(
same net earnings but capitalized at a rate of twenty percent. Choosin
the right capitalization rate is a difficult task even for expert appraisers
Existing cases are of some help, but frequently it is impossible to finc
comparable cases. Even when they do exist, they may contain irreconcila
ble inconsistencies." The price-earnings ratios of comparable companiei
whose securities are traded on a regular basis can be helpful. For reasoni
discussed earlier," however, it is often difficult in valuing closely helc
companies to find qualifying comparable companies.

60. See notes 45-48 and accompanying text supra.
61. A complete analysis of all the tax valuation cases broken down into a variety of use

ful categories is found in J. BISHOP & A. ROSENBLOOM, FEDERAL TAX VALUATION DIGES,
(1980). A new updated edition is published annually.

62. See notes 21-29 and accompanying text supra.

[Vol. 3' 2480
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These problems are accentuated in the A.R.M. 34 formula, which is
based on a series of assumptions that bear little relation to reality. The
formula is a combination of book value and capitalization techniques, a
combination that is questionable. Additionally, in situations in which a
business is reasonably profitable, the A.R.M. 34 formula usually will re-
sult in a valuation that is considerably greater than would be the case
under a net asset or capitalized earnings calculation. One reason is the
use of the eight percent to ten percent rate as the standard reasonable
rate of return. That rate is unrealistically low in today's economic cli-
mate. A higher rate would reduce the amount of earnings attributable
under the formula to the company's goodwill. Also, even assuming there
is justification for a separate capitalization of goodwill, the use of the
fifteen or twenty percent capitalization rate in the formula has never been
satisfactorily explained. Why not use a ten percent rate? Actually, why
capitalize the goodwill separately at all? The capitalized earnings ap-
proach takes into account the earnings attributable to goodwill since it
capitalizes the entire net earnings of the business. Because of these and
other problems, even the IRS admits that the A.R.M. 34 formula should
be used only when no other acceptable valuation formula is available. 3

In spite of all its faults, the capitalized earnings technique is widely
recognized and it is given great weight in valuation cases. It may not be
perfect, but in many situations it is the best available measure of a com-
pany's value.
Dividend Capitalization. The basic methodology used in valuing a
business on the basis of capitalizing dividends is the same as that used in
a valuation based on capitalizing earnings. As a general rule, however, a
valuation based on capitalized earnings is given greater weight in cases
involving closely held corporations because of the additional hypothetical
assumptions that must be made in a dividend capitalization valuation."

In capitalizing dividends the first step is to determine the dividend
paying capacity of the company. Actual dividends paid by closely held
corporations are essentially meaningless for valuation purposes because
they rarely represent the true dividend paying capacity of the company.65

Most closely held corporations will consciously follow a policy of paying

63. See Rev. Rul. 68-609, 1968-2 C.B. 327, 328.
64. Since partnerships and proprietorships do not pay dividends, this valuation tech-

nique is obviously inapplicable to such businesses. Special procedures must be followed to
use this technique for Subchapter S corporations. See note 66 infra. In addition, since a
capitalized dividend valuation, like a capitalized earnings valuation, is essentially grounded
in a corporation's earnings, this approach would seem to be most relevant in cases involving
operating corporations rather than cases involving asset holding or investment companies,
for which traditionally net asset value is the principal valuation factor. See notes 74-75 and
accompanying text infra.

65. See, e.g., Southdown, Inc. v. McGinnis, 510 P.2d 636 (Nev. 1973).
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as little in dividends as possible. One reason relates to the tax laws. Div
dends are paid out of after tax earnings and are taxable income to t
recipient. Yet, this second tax on the income generated by the corporl
tion is not due unless the dividend is paid. Therefore, there is a tendenc
to retain the earnings in the business and to meet the income needs of th
shareholder officers by paying generous salaries. Salaries also reduce th
corporation's taxable income and, therefore, reduce the possibility thi
the accumulated earnings tax will be imposed on the retained earning
In addition, small businesses generally have more difficulty obtaining cal
ital from outside sources than larger, well established concerns. Consf
quently, retained earnings are, in many cases, the single most importar
source of capital for small closely held corporations. The need to use rf
tained earnings in the business provides an additional incentive to kee
dividends as low as possible."

The dividend paying capacity of a corporation is the estimated amour
of earnings of the corporation that, in the judgment of the persons mal
ing the valuation, logically and rationally can be devoted to paying div
dends. One method of calculating this capacity is to make a cash flo'
analysis in which depreciation and amortization are added to the adjuste
historical earnings . 7 Deductions for debt servicing costs, estimated worl
ing capital, and capital for probable expansion are then made. The diffei
ence represents the dividend paying capacity of the corporation. A mol
objective method is to determine the actual dividends paid by compari
ble corporations, both as a percentage of earnings and cash flow, and t
apply those percentages to the earnings of the corporation being value(
For example, if comparable companies typically pay out thirty percent (
net profit and twenty-two percent of cash flow as dividends and the con
pany in question had $15,000.00 of net profit and $20,000.00 of cash flov
the dividend paying capacity would be $4500.00 based on net earninE
and $4400.00 based on cash flow."

66. On the other hand, a Subchapter S corporation, as a general rule, pays out all of i
earnings in the form of dividends in order to avoid tax problems with previously taxed u
distributed income. See, e.g., B. BiTrmK & J. EUSTicE, FEDERAL INCOME TAXATION OF Co]
PORATIONS AND SHAREHOLDERS 6.08 (4th ed. 1979). Needed capital is obtained by means 4
loans from shareholders or third parties. For a capitalized dividend valuation to be mea
ingful in a Subchapter S corporation, the actual dividends paid must be disregarded, as
the valuation must be calculated as if the corporation had not elected to be taxed undi
Subchapter S.

67. See note 56 and accompanying text supra for further explanation of the cash flo
technique.

68. It may be necessary to adjust the net profits of the corporation being valued in situ
tions where high salaries and low dividends exist. Without such an adjustment, the net pro
its may be lower than they would be if reasonable dividends were paid. Consequently, t
dividend paying capacity of the corporation which, as explained in the text, is based on tl

[Vol. 3
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Both methods should be used. The first suffers from being highly sub-
jective. The second method, however, also has several deficiencies. First,
as has been pointed out previously, it is often difficult to find comparable
corporations. Second, even if comparable companies can be located, there
are problems in determining whether more than one year should be used
in the calculations and, if so, whether a straight or a weighted average
should be used.19 Third, comparable companies will often be larger than
the one being valued and large companies can afford to pay out, percent-
age wise, higher dividends than small companies since they have greater
access to outside capital sources. In addition, corporations whose stock is
traded on a regular basis are subject to market pressures that often neces-
sitate payment of dividends in an amount greater than management feels
is prudent.

After determining the dividend paying capacity, the next step is to di-
vide that figure by the average dividend yield rate for similar companies.
For example, if the dividend paying capacity is $4500.00 and the average
dividend rate for comparable companies is four percent, the value of the
entire corporation is $112,500.00. Since the dividend yield rate is based
on the ratio that dividends paid by comparable companies bear to the
market price of the stock of comparable companies, it is subject to the
same shortcomings as the calculation of the dividend paying capacity of
comparable companies described above.70

In spite of the questionable assumptions on which a capitalized divi-
dend valuation of a closely held corporation is based, it is considered by
courts to be an important technique71 and should be used as one of the
methods submitteds except in cases in which it is clearly
inappropriate. 7"

net earnings, will be understated. See Rev. Rul. 59-60, 1959-1 C.B. 237, 241.
69. Whatever methodology is used, it must be consistently applied. Thus, if a five year

weighted average of dividends paid in comparable companies is utilized, a five year weighted
average of the earnings for the corporation being valued will also have to be utilized. If the
figures used in the two sets of calculations are not computed on an equivalent basis, the
degree of error in the capitalized dividend valuation will be increased.

70. Note that the dividend paying capacity calculation is based on the percentage of
earnings paid out by comparable companies, whereas the dividend yield is based on the
market price of the comparable companies. Since the market price of stocks is subject to a
number of irrational factors, it could be argued that the dividend yield percentage is an
even less accurate measure than the dividend capacity figure.

71. In two major tax valuation cases, dividend capacity was weighted 25% and 30% re-
spectively. Bader v. United States, 172 F. Supp. 833 (S.D. Ill. 1959); Central Trust Co. v.
United States, 305 F.2d 393 (Ct. Cl. 1962).

72. In Louis v.United States, 369 F.2d 263, 265 (7th Cir. 1966), the court criticized an
expert for failure to discuss dividend capacity in his testimony.

73. See note 64 supra. See also Rev. Rul. 59-60, 1959-1 C.B. 237, 241, which holds that a
capitalized dividends approach is inappropriate when valuing the interest of a majority
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Weight of the Various Factors. While all of the relevant facton
discussed in the preceding sections must be taken into account, certair
factors traditionally carry more weight than others, depending on the
type of business and the purpose of the valuation. As a general rule, earn-
ings are given more weight than other factors in valuing a company thai
sells goods and services, whereas net asset value is given more weighl
than the other factors in valuing a company that is an investment or ar
asset holding company. 7' The justification most often advanced for the
difference is that the value of the underlying assets and their potential
appreciation is more important than earnings to an investor in an assel
holding company.75 The real value of producing companies, however, i.
their ability to earn super profits by producing goods and services thai
give the company a value higher than the assets.

There are well recognized exceptions to these general rules. If a pro-
ducing company has been losing money for a considerable period of time,
then net asset value is generally recognized as being a more accurate mea-
sure of the inherent value of the company than earnings s.7  On the othei

shareholder:
Where an actual or effective controlling interest in a corporation is to be valued,
the dividend factor is not a material element, since the payment of such dividends
is discretionary with the controlling stockholders. The individual or group in con-
trol can substitute salaries and bonuses for dividends, thus reducing net income
and understating the dividend paying-capacity of the company. It follows, there-
fore, that dividends are less reliable criteria of fair market value than other appli-
cable factors.

74. See Rev. Rul. 59-60, 1959-1 C.B. 237, 242-43. Compare, e.g., Francis I. duPont & Co
v. Universal City Studios, Inc., 312 A.2d 344 (Del. Ch. 1973) aff'd, 334 A.2d 216 (Del. 1975)
with Metromont Materials Corp. v. Pennell, 270 S.C. 9, 239 S.E.2d 753 (1977). In some
types of asset holding companies, for example, real estate development projects, the nel
income and cash flow may be sufficiently important to justify giving them at least equal
priorty with the net asset value. See generally G. McCARTum & R. HEALY, VALUING A COM-
PANY 151-52 (1971). Courts attempt to give the same weight to the various factors as would
be given by a sophisticated investor making an offer to invest in the company being evalu.
ated. When the assets consist of investments in other companies, the market value of the
investments presumably includes consideration of the earnings potential of the investments
Thus, an investment's market value essentially represents its value based on earnings. The
impact of earnings on the asset value of other types of assets, such as real estate, is more
difficult to assess, but nevertheless exists.

75. See generally G. McCATHY & R. HEALY, VALUING A COMPANY 151 (1971).
76. Id. Another situation in which an operating company's asset value rather than earn-

ings should be given primary weight in a case is when the company's earnings are highl3
speculative. See Estate of Hogan v. Commissioner, 13 T.C.M.'(P-H) 342 (1944). The Inter-
nal Revenue Service has also consistently taken the position that net asset value should be
used to value partnerships. This position is based in part on the aggregate theory of part-
nerships and the legal effects of dissolution caused by the withdrawal or death of a partner
See Comment, Estate and Gift Tax Valuation Discounts of Partnership Interests, 59 NEB,
L. REv. 737 (1980). The contribution of an individual partner to the earnings of a partner-
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hand, the liquidation value of the assets, rather than a net asset value
based on the market value of the assets or a valuation based on earnings,
is the appropriate value measure when a company is likely to be liqui-
dated because of potential or actual insolvency or bankruptcy. 7'

Deciding which factor must be given primary weight, however, does not
resolve the question of how much weight should be given to all of the
relevant factors. The existing case law is difficult to rationalize and recon-
cile. Other than the general rules discussed earlier, there are few concrete
guidelines. An examination of existing cases indicates that in spite of the
rule requiring all relevant factors to be considered, the courts, in the ab-
sence of an established contractually binding price formula,' 8 generally
consider earnings, asset value, dividends, and prior sales as the predomi-
nant factors in determining the overall value of a business before apply-
ing any relevant discounts. The other factors discussed in prior sections
are generally mentioned but often will not be assigned specific dollar
amounts. An explanation for not doing so is frequently not included in
the opinions, although in many cases it is implicit that the court decided
the other factors were included in the values specified by the experts who
testified in the case or these factors were not relevant to the particular
case. The respective percentage weights given by the courts to each of the
factors considered to be primary vary so much from case to case that it is
difficult to use a case involving a similar type of company as precedent.
The precedential value of prior cases is further eroded by the absence, in
most cases, of a meaningful explanation of why a particular percentage
was assigned to each factor.

The use of any percentage weights is questionable. Saying that the
value of a company is based on the average of values produced by sepa-

ship, particularly a service partnership, also makes it difficult to use a capitalized earnings
approach to value the continuing partnership after the withdrawal or death of a partner. For
the same reason, adding to the net asset value an amount for goodwill is not appropriate in
the absence of proof that the partnership goodwill value is not dependent on the withdraw-
ing partner. See Donehoo v. United States, 21 A.F.T.R.2d (P-H) 1700 (W.D. Pa. 1968). Pro-
prietorships should also be valued at net asset value (or perhaps even more appropriately at
liquidation value) because the business legally terminates at the death of the proprietor or
its liquidation. A value for the goodwill of the proprietorship will ordinarily not be appro-
priate since the success of such a business is so dependent on the efforts of the proprietor.
But see First Nat'l Bank v. Henslee, 74 F. Supp. 106 (M.D. Tenn. 1947)($25,000.00 value for
goodwill added to asset value of a proprietorship).

77. See Napp v. United States, 28 A.F.T.R.2d (P-H) 6254 (N.D. Ala. 1971). See also
Fehrs v. United States, 620 F.2d 255 (Ct. Cl. 1980). To the extent the assets consist of cash
securities that can be readily sold in the open market, the liquidation value and the market
value are the same. The liquidation value of other assets is, as a general rule, much less than
their market value.

78. The effect of a contractual buy-out price is discussed at notes 126-51 and accompa-
nying text infra.
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rate valuations computed on net assets, capitalized earnings, dividen
paying capacity, and relevant prior sales is theoretically imprope
whether the process is one of straight averaging or assigning a differen
percentage to each factor." Yet, because the value of a business is so diffi
cult to determine and appraisal is not an exact science, some kind o
averaging is, as a practical matter, almost inevitable. In recent years thi
use of weighted averages has become increasingly popular. For example
in one leading case the court assigned fifty percent to the earnings value
twenty-five percent to the book value and twenty-five percent to the divi
dend value of the company."0 While subsequent cases have followed thi
same methodology, the percentages assigned to each of the factors var
widely. 1

Because there is a lack of specific detailed rules, valuation cases usuall
end up as battles between expert witnesses, each of whom will give mor
or less weight to each factor. The process of assessing the merits of eacl
side's experts is complicated by the widely held perception, which tA
some degree is backed by empirical evidence, 2 that the court will in oni
fashion or another decide on a value which represents a compromise be
tween the range of values found by each side's experts. This perceptioi
increases the possibility that each side will choose experts who will taki
an extreme position favorable to its contention. This, in turn, increase

79. Because valuations cannot be made on the basis of a prescribed formula, there
is no means whereby the various applicable factors in a particular case can be
assigned mathematical weights in deriving the fair market value. For this reason,
no useful purpose is served by taking an average of several factors (for example,
book value, capitalized earnings and capitalized dividends) and basing the valua-
tion on the result. Such a process excludes active consideration of other pertinent
factors, and the end result cannot be supported by a realistic application of the
significant facts in the case except by mere chance.

Rev. Rul. 59-60, 1959-1 C.B. 237, 243.
80. Bader v. United States, 172 F. Supp. 833 (S.D. Il. 1959).
81. Compare, e.g., Central Trust Co. v. United States, 305 F.2d 393 (Ct. Cl. 1962)(509

earnings, 30% dividends, 20% assets) with Francis I. duPont & Co. v. Universal City Stu
dios, Inc., 312 A.2d 344 (Del. Ch. 1973), afl'd, 334 A.2d 216 (Del. 1975)(87.5% earningi
12.5% assets). An interesting table showing the various percentages in Delaware dissenten
rights appraisal cases is found in Note, Valuation of Dissenters' Stock under Appraisa
Statutes, 79 HAxv. L. REv. 1453, 1469 (1966). In some cases the court has averaged th
parties' contentions on a particular value figure and then applied weighted percentages. Set
e.g., Santee Oil Co. v. Cox, 215 S.C. 270, 217 S.E.2d 789 (1975)(70% assigned to the averag
appraised net asset value, 15% to prior sales, and 15% to capitalized earnings).

82. See Bosland, Tax Valuation by Compromise, 19 TAx L. REv. 77 (1963); Englebrech
& Davison, A Statistical Look at Tax Court Compromise in Estate and Gift Tax Valuatiol
of Closely Held Stock, 55 TAxEs 395 (1977). But see Brumley, A Closer Statistical Look a
Tax Court Compromise, 57 TAXEs 325 (1979). A recent case in which the court seems t
have followed this rationale is Estate of Pinkerton v. Commissioner, 43 T.C.M. (P-H) 32
(1974).
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the likelihood that the court will produce a compromise decision.
By following a few common sense rules, the chances of having a client's

basic position upheld in a valuation case can be increased substantially.
First, it is imperative that competent appraisers be retained. Without ex-
pert assistance, it will be very difficult to win a contested case, particu-
larly if the other side has experts.88 Several companies have appraisers
that specialize in valuing closely held companies. There are also apprais-
ers who are experts in valuing a particular type of business.

Second, the appraisers should be instructed to include all of the rele-
vant factors and valuation techniques in their report and testimony. Fail-
ure to discuss one or more factors is often cited in cases as a reason for
rejecting the conclusions of an expert appraiser.8 4

Third, the report and the appraiser's testimony should be as complete
and as detailed as possible. It is essential that the report contain a de-
tailed explanation of the reasoning justifying the appraiser's conclusions.
For example, the reasons why he or she used a particular capitalization
rate and gave a specified weight to the earnings of the company should be
explained carefully. 5 This will increase the possibility that the report
will be adopted by the court, particularly if the appraisal testimony from
the other side is not as complete. The credibility of the appraiser and the
thoroughness and objectivity of his or her report appear on a close read-
ing of the cases to be the most important factors in convincing a court to
adopt one party's contentions.8 6 Even if a judge is inclined to find a com-

83. In tax valuation cases, the Internal Revenue Service's proposed valuation is consid-
ered presumptively correct and will be sustained unless the taxpayer proves that it is incor-
rect. See, e.g., Pack v. Commissioner, 39 T.C.M. (CCH) 1179 (1980); Estate of Kirkpatrick
v. Commissioner, 44 T.C.M. (P-H) 1454 (1975). Expert testimony refuting the Service's po-
sition is absolutely essential in such cases. The thoroughness of preparation and presenta-
tion by expert witnesses for one side and defects in the testimony of experts for the other
side have been pointed to by courts in several cases as the primary factors in the courts'
holdings. See, e.g., Hicks v. United States, 335 F. Supp. 474 (D. Colo. 1971), a/I'd, 486 F.2d
325 (10th Cir. 1973), cert. denied, 416 U.S. 938 (1974); Goss v. Fitzpatrick, 97 F. Supp. 765
(D. Conn. 1951); Fehrs v. United States, 620 F.2d 255, 265-67 (Ct. Cl. 1980); Pack v. Com-
missioner, 39 T.C.M. (CCH) 1179 (1980); Estate of Wolfe v. Commissioner, 23 T.C.M. (P-H)
93 (1954).

In many cases a thorough valuation appraisal report attached to a return, or submitted in
the early stages of an IRS challenge to a valuation reported on a return filed by a taxpayer,
can be helpful in forestalling litigation and settling the matter on terms favorable to the
taxpayer. Guidelines for the preparation of such reports are set forth in Rev. Proc. 66-49,
1966-2 C.B. 1257.

84. See, e.g., Louis v. United States, 369 F.2d 263, 267 (7th Cir. 1966); Estate of Good-
rich v. Commissioner, 47 T.C.M. (P-H) 1053 (1978).

85. Compare, e.g., Bolles v. Commissioner, 69 T.C. 342 (1977) with Pehlke v. Commis-
sioner, 47 T.C.M. (P-H) 1074 (1978).

86. See, e.g., Bolles v. Commissioner, 69 T.C. 342 (1977). See generally S. PRArr, VALU-
ING A BUSINESS 209-30, 269-82 (1981).
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promise value, these guidelines will minimize the danger that the compro-
mise will be inequitable.8

7

C. Discounts

After the value of the entire interest has been determined by the proce-
dures described in the previous sections, the final step in valuing a partic-
ular interest in the business is to take into account any allowable dis-
counts. The four discounts that are most often recognized in closely held
business valuations are the following: (1) lack of marketability; (2) restric-
tions on resale imposed by securities laws; (3) minority interest; and (4)
loss of key men.ss These discounts are not mutually exclusive. Therefore,
they may be cumulative, if the facts justify the existence of more than
one.

89

87. See, e.g., Campbell v. United States, 81-1 U.S. Tax Cas. 87, 282 (Ct. Cl. 1981); Maria
v. Commissioner, 41 T.C.M. (CCH) 127 (1980), a tax case involving the beer distributorship
partially owned by former baseball star Roger Maris. One authority has concluded that in
actuality only 50%, at most, of the tax cases can be construed as being compromise deci-
sions and of these, very few had a valuation that was mid-way between the valuation con-
tended by the Internal Revenue Service and the taxpayer. Bosland, Tax Valuation by Com-
promise, 19 TAX L. REV. 77 (1963). The author concluded that judges were genuinely
attempting to reach decisions on concrete factual grounds. Id. at 87-89.

88. In addition to these four, one recent article lists five others: (1) inability to obtain
financing; (2) existence of unaudited financial statements; (3) blockage; (4) alienability; and
(5) small company business risk. See Lyons & Whitman, Valuing Closely Held Corpora-
tions and Publicly Traded Securities With Limited Marketability: Approaches to Allowa-
ble Discounts from Gross Value, 33 Bus. LAW 2213 (1978). Of these, the first two, although
defensible, have not been recognized as yet in the cases; a blockage discount is only appro-
priate when a publicly traded company is being valued (see note 107 infra); alienability is
not a separate factor, but rather is properly considered as part of the lack of marketability
discount, which is discussed in the text; and the small company business risk amounts to a
reduction in the capitalization rate of comparable publicly traded companies because of the
higher investment risks in small businesses, rather than a true discount. See discussion on
comparable companies at notes 21-29 and accompanying text supra.

A related type of discount is the one that is applied to the initial public offering of a
corporation. A rough guideline is that such offerings are priced at approximately 5-10%
below the median price earnings ratios of reasonably comparable companies whose stocks
are actively traded. See G. McCARTHY & R. HEALY, VALUING A CoMPANY 79-80 (1971).

Another related concept is the possibility of assessing a premium, as opposed to a dis-
count, in certain circumstances such as the sale of control of the business. The appropriate-
ness of imposing premiums in valuing a closely held business will be discussed in notes 121-
24 and accompanying text infra.

89. See, e.g., Estate of Piper v. Commissioner, 72 T.C. 1062 (1979)(35% lack of marketa-
bility, 17% lack of diversificaion, 12% registration and selling costs); Estate of Groutmaat v.
Commissioner, 48 T.C.M. (P-H) 200 (1979); Koffler v. Commissioner, 47 T.C.M. (P-H) 690
(1978). Many cases, however, although recognizing that more than one discount is applica-
ble, give an overall discount percentage without a breakdown between the different types.
See, e.g. Central Trust Co. v. United States, 305 F.2d 393 (Ct. Cl. 1962).
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In some situations, however, no discount is proper. For example, it
would be inappropriate to impose a discount in a dissenters' rights case or
in a case where a minority interest has been improperly squeezed out of
the business."s Allowing discounts in these situations would undercut the
purpose of dissenters' rights statutes to give minority shareholders the
fair value of their shares, and it could also encourage squeeze outs.

Discounts are appropriate, however, in tax valuation cases, in which the
standard is what a willing buyer would pay a willing seller in an arm's
length transaction. Even when appropriate, discounts are not automati-
cally granted. The owner of the interest has the burden of proof on this
issue and must introduce competent expert evidence justifying the
amount of the discount."'

Lack of Marketability. Since interests in closely held business en-
terprises cannot readily be sold, they are less marketable and, therefore,
less valuable than equivalent interests in companies whose securities are
regularly traded in a recognized market. An astute investor will pay less
for an interest that cannot be freely traded. A discount to compensate for
this illiquidity factor is well established. 9

2 The amount of the discount
varies from case to case. The older cases tended to limit the discount to
around ten percent." However, discounts of twenty to thirty percent and
even higher are now fairly common." The increase is due, in part, to an
increase in floatation costs involved in making an initial public offering.
Also, there is an increased awareness that investment companies purchase
restricted stock in public companies at average discounts in the thirty to

90. See notes 169-88 and accompanying text infra.
91. See Bank of California v. Commissioner, 133 F.2d 428 (9th Cir. 1943). A trial court

decision denying a particular discount will rarely be reversed on appeal, according to one
recent case. Estate of O'Connell v. Commissioner, 640 F.2d 249 (9th Cir. 1981).

92. See, e.g., Central Trust Co. v. United States, 305 F.2d 393 (Ct. Cl. 1962); Driver v.
United States, 76-2 U.S. Tax Cas. 85,695 (W.D. Wis. 1976). The one situation in which a
lack of marketability discount might not be appropriate in a closely held company is with
respect to an intra-family transfer. In family businesses, the members do not want outsid-
ers to have ownership interests. Thus, the lack of marketability can actually enhance the
value of the stock or partnership interest. See Fellows & Painter, Valuing Close Corpora-
tions for Federal Wealth Transfer Taxes: A Statutory Solution to the Disappearing
Wealth Syndrome, 30 STAN. L. REv. 895, 918-19 (1978). Even though such transactions
might not qualify for this discount, or the amount of the normal discount is reduced, they
would be eligible for any other applicable discount. But see notes 114-15 and accompanying
text infra.

93. See, e.g., Bader v. United States, 172 F. Supp. 833 (S.D. Ill. 1959)(10%); Central
Trust Co. v. United States, 305 F.2d 393 (Ct. Cl. 1962)(12%).

94. See Estate of Piper v. Commissioner, 72 T.C. 1062 (1979)(35% lack of marketability
discount plus an additonal 12% discount for registration and selling costs); Maris v. Com-
missioner, 41 T.C.M. (CCH) 127 (1980)(30%); Estate of Clarke v. Commissioner, 45 T.C.M.
(P-H) 1455 (1976)(20%); Estate of Stoddard v. Commissioner, 44 T.C.M. (P-H) 872
(1975)(33 '/3 %).
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thirty-five percent range.95 Since the lack of marketability of stock in a
closely held company is greater than that in one which has publicly
traded stock, the discount should be larger than in an equivalent public
company. For this reason, some authorities have advocated that discounts
of as high as fifty to seventy-five percent for lack of marketability in
closely held companies should be accepted."

Restricted Securities. Unregistered securities are automatically
subject to restrictions on their immediate resale by state and federal se-
curities laws.s7 There is considerable evidence that these "restricted" se-
curities, issued in private offerings and other exempt transactions, sell for
far less than unrestricted securities of the same class. Public reports dis-
closing the methods used to value restricted securities held by registered
investment companies indicate that such companies, on the average,
purchase restricted securities for thirty percent or more below the market
quotations of the same stock.'8 This data, which is required to be filed by
SEC regulations," has been quite influential in recent court valuation

95. See notes 98-100 and accompanying text infra. See generally Maher, Discounts for
Lack of Marketability for Closely Held Business Interests, 54 TAXES 562 (1976).

96. See Moroney, Most Courts Overvalue Closely Held Stocks, 51 TAXES 144 (1973).
97. The main thrust of the Securities Act of 1933, 15 U.S.C. §§ 77a-aa (1976 & Supp. III

1979), is to prohibit the distribution of securities that have not been registered in compli-
ance with the Act. Exceptions are made in limited circumstances, primarily through the
concept of exempt and excluded transactions. For the most part,'however, subsequent trans-
fers by the exempt transferees cannot be made except through another exempt transactios
without registering the securities. This is why they are called restricted securities. There arc
several exceptions to these rules. For example, some of the restricted securities can be sold
under SEC Rules 144 and 256, 17 C.F.R. §§ 230.144, 230.256 (1981). The requirements o
these Rules, however, are so stringent that in most cases in which the parties are small
corporations that are not subject to the reporting requirements of the Securities Exchange
Act of 1934, 15 U.S.C. §§ 78a-78kk (1976 & Supp. III 1979), they are not that useful to s
shareholder wishing to liquidate an investment. Rule 144 has often appropriately beer
called the "dribble out" rule. The limitations on resale imposed on insiders or persom,
deemed under the securities laws to be in a control position are stricter than those on othei
categories of investors. See generally J. HICKS, EXEMPTED SEcuIrrIES UNDER THE SECURITIME
ACT OF, 1933 (1979); Thomforde, Exemptions from SEC Registration for Small Businesses
47 TENN. L. REv. 1 (1979); Thomforde, Relief for Small Businesses: Two New Exemption,
from SEC Registration, 48 TENN. L. REv. 323 (1981).

98. See, e.g., Roth v. Commissioner, 46 T.C.M. (P-H) 81 (1977). The results of a surve3
of investment company valuations are discussed in Maher, Discounts for Lack of Marketa.
bility for Closely Held Business Interests, 54 TAXES 562 (1976); and Moroney, Most Court,
Overvalue Closely Held Stocks, 51 TAXES 144 (1973). In 1971 the SEC published a study o
institutional investors that projected the average discount for unregistered stock of 1934 Ad
reporting companies at 39.4%. The projected discount for nonreporting companies wai
45.7%. This study has been cited favorably in recent valuation cases. See Campbell y
United States, 81-1 U.S. Tax Cas. at 87,293-294 (Ct. Cl. 1981); Estate of Piper v. Commis
sioner, 72 T.C. 1062, 1085-86 (1979).

99. See SEC Accounting Release No. 113, 5 FED. SEC. L. REP. (CCH) 1 72, 135 and SEC
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decisions. 00

The amount of the discount varies with the circumstances."' Gener-
ally, the more rights the owner has, the lower the discount. For example,
the discount will be less when a shareholder has a piggyback registration
right, under which the restricted securities will automatically be included
in any registered offering filed by the issuer, or when the shareholder has
an option to require a registered offering of the restricted securities at the
issuer's expense, an option to purchase additional shares at a favorable
price, or the right to elect directors or otherwise have a significant voice
in the management of the company. The more rights the shareholder has,
the lower the risk.102

An additional important factor in the size of the discount is whether
the issuer has unrestricted securities that are regularly traded on a recog-
nized securities market and whether he is subject to the continuous re-
porting requirement of the 1934 Securities Act. For obvious reasons, the
discount for a closely held company or one whose trading market is thin
in terms of number of trades and volume of shares should be greater than
that for an equivalent company which has traded securities. 3 Finally,
the length of time the restrictions will last is important. The longer the
time before the purchaser will be able to sell the securities without signif-

Accounting Release No. 118, 5 FED. SEc. L. REP. (CCH) 1 72, 140 (1970). These Accounting
Releases require that investment companies report the value of the restricted securities, the
difference in the purchase price and the market price of the issuer's unrestricted securities
of the same class, the nature and duration of the restirctions, and a detailed explanation of
the criteria and methods used in valuing the restricted securities at the time of purchase
and at the time of preparing the appropriate filings under the Investment Company Act of
1940, ch. 686, tit. I, 54 Stat. 789 (codified in scattered sections of 11, 15 U.S.C.).

100. See Bolles v. Commissioner, 69 T.C. 342 (1977)(evidence that the average restricted
security discount was 38% on common and convertible preferred, 22% on convertible de-
bentures and 67% on warranties); Roth v. Commissioner, 46 T.C.M. (P-H) 81 (1977).

101. An informative discussion of the major factors considered by the Internal Revenue
Service to be relevant in determining the amount of this discount is contained in Rev. Rul.
77-287, 1977-2 C.B. 20. See generally Solberg, Valuing Restricted Securities: What Factors
do the Courts and the Service Look For?, 51 J. TAX 150 (1979); see also Eastern Serv. Corp.
v. Commissioner, 73 T.C. 833 (1980)(75% discount granted for Federal National Mortgage
Association (FNMA) stock, which a mortgage servicing company was required to purchase
and to hold for approximately 15 years).

102. The evidence that institutional investors such as investment companies, who tradi-
tionally have the bargaining power to obtain some or all of the rights listed in the text, pay
in the range of 30% below the market price for restricted securities they purchase, suggests
that the discounts on restricted securities held by investors not having such rights should be
in excess of the 30% range. See Moroney, Most Courts Overvalue Closely Held Stocks, 51
TAxas 144 (1973). See also Estate of Goodrich v. Commissioner, 47 T.C.M. (P-H) 1052
(1978).

103. This principle is recognized in Rev. Rul. 77-287, 1977-2 C.B. 319.
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icant additional expense on his part, the greater the discount.'"
The discount for restricted securities is similar to the discount for mar

ketability discussed in the proceeding section. 05 The lack of marketabil
ity discount is more inclusive, however. It includes all of the elements o
the restricted security discount plus an additional discount to account fo:
the natural illiquidity of closely held securities, which by their naturl
have no real market. Technically, the discount for restricted securitiei
should probably be limited to cases in which the issuer has some securi
ties that are traded or in which the issuer is required to file 1934 Ac
disclosure statements on a regular basis. In any case, it would be im
proper to take a separate discount for both lack of marketability and re
stricted securities. This would amount to a double discount for the saml
factor."s

Minority Interest Discount. The principle of minority interest dis
count in valuing an interest in a closely held corporation for tax purposei
is well established.1 A potential investor in a closely held corporation i

104. See id.
105. A related type of restriction on disposition of securities is a contractual buy ou

agreement under which the shares of one or more shareholders or partners are bought out a
a formula price by the business or the other shareholders or partners. A discount for con
tractual buy out restrictions is clearly inappropriate, however. The price established in
buy out agreement is entitled to consideration in any valuation, and in some situations ma
be determinative of value. See notes 144-68 and accompanying text infra. The buy out pric
is, however, a separate factor that is involved in the calculation of the gross value of th
interest.

106. See Baltimore Nat'l Bank v. United States, 136 F. Supp. 642 (D. Md. 1955).
107. See, e.g., Cavens v. Welch, 10 F. Supp. 94 (S.D. Cal. 1935); Lagrew v. Commissinei

45 T.C.M. (P-H) 1356 (1976). A minority interest discount would not be proper, howevei
when shares, representing a minority interest in a corporation whose securities are regularl
traded, are being valued. The normal trade on an exchange or over-the-counter market ir
volves shares representing minority interests and, therefore, the market price of traded se
curities presumably takes this fact into account. Although a minority interest discount i
not proper in this situation, a blockage discount might be allowed, depending on the size c
the block of shares being valued. The blockage discount is based on the premise that a bloc
of stock, which is extremely large in relation to the normal trading value of stock that i
publicly traded, will, if actually offered for sale, depress the market price of the stock. A(
cordingly, minority as well as majority stockholders in corporations whose shares are put
licly held can qualify for the blockage discount, provided the amount of stock exceeds th
capacity of the market to absorb that amount at the then market price. See Helvering
Maytag, 125 F.2d 55 (8th Cir. 1942), cert. denied, 316 U.S. 689 (1942); Treas. Reg. 20-2031
2(e) (1958); Annot. 23 A.L.R.2d 775 (1952). See generally Hocky, Blockage, BNA ESTATE!

GivrS AND TRUSTS PORTFOLios 248 (1971).
A minority interest discount is also not proper when the value of the shares in a closel

held corporation is keyed to the price of a recent arm's length sale of another minorit
interest in the company. The prior sale presumably included a discount for the minorit
interest. This situation is analogous to one concerning valuation of the sale of shares in
publicly held corporation discussed in note 105 supra. See Estate of Schroeder v. CommiE
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willing to pay more for a majority interest in the business than for a mi-
nority interest because of the ability to maintain voting control and to
elect a majority of the directors. In the absence of special provisions au-
thorized by statute or case law that vary the normal majority control pat-
tern, the rights of minority shareholders to force the directors to dis-
tribute earnings to the shareholders, or to stop proposed action not to
their liking, or to force liquidation are essentially subject to the whim of
the majority shareholders.

The propriety of a minority interest discount in a partnership, at least
with respect to general partners holding a minority interest in the firm's
capital, is less clear. Under the Uniform Partnership Act, each partner
has an equal voice in management unless they agree otherwise. Therefore,
ownership of a majority of the partnership's capital does not automati-
cally entital a partner to voting control. Since the minority interest dis-
count for close corporations is based on the inability of minority share-
holders to participate meaningfully in the management of the
corporation, it would seem that no general partner would be entitled to
this discount unless the partnership agreement prevents a partner from
exercising the normal management powers of a general partner. ' s If it
does, then the value of the partnership interest should be discounted to
take this factor into account. In this situation, the discount should apply,
however, even if the partner in question owned a majority of the capital.

Limited partners, on the other hand, are prohibited by statute from
taking part in control of the business.10 1 Their rights are, however, similar
in many ways to those of minority shareholders in corporations.'10 Ac-
cordingly, the interests of all limited partners, irrespective of their capital

sioner, 13 T.C. 259 (1949), acq. 1949-2 C.B. 3.
108. Another reason for denying a discount to general partners is that in a partnership

each partner is automatically entitled to his or her proportionate share of the earnings,
whereas in a corporation a shareholder is not entitled to the earnings unless the directors,
who are under the control of the majority, declare dividends. In the only case in which the
issue has been directly presented, however, the court ruled that a general partner was enti-
tled to a 10% discount for a one-fourth undivided interest in a partnership. Estate of Brown
v. Commissioner, 46 T.C.M. (P-H) 377 (1975). Domination of the partnership by the partner
holding a majority interest was one of the reasons cited by the court in the decision. Cf.
Land v. United States, 187 F. Supp. 521 (S.D. Ala. 1960), rev'd, 303 F.2d 170 (5th Cir.), cert.
denied, 371 U.S. 862 (1962)(agreement to sell a minority interest in a general partnership at
one-third less than the asset value upheld for tax purposes; one reason cited by the court for
the holding was the fact that the buy out price was not unreasonable in view of the minority
interest involved).

109. UNIFORM LIMITED PARTNERSHIP ACT § 7 (1916); REVISED UNIFORM LIMrrD PARTNmER-
SHIP ACT § 303 [hereinafter cited as the U.L.P.A. and the Revised U.L.P.A., respectively).

110. The types of action on which limited partners can vote without endangering their
status as limited partners is spelled out in more detail in the Revised U.L.P.A. than under
the U.L.P.A. See Revised U.L.P.A. § 303.

1982]
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interests, theoretically, should be valued below that of the general
partners.11'

Based on existing case law, it is difficult to predict the amount of the
minority interest discount that will be allowed. Some cases assign a spe-
cific percentage to it."' Many cases, however, give an overall figure for
both the lack of marketability and minority interest." The lack of mar-
ketability discount applies to all closely held companies. The minority
interest discount may or may not be available depending on the type of
enterprise and the relative size and rights of the interest. Nevertheless,
they are separate types of discounts and can properly be taken cumula-
tively when both apply.

The minority interest discount is appropriate only in those circum-
stances when the shareholder in a closely held corporation does not actu-
ally have the voting power to control the management of the corpora-
tion." 4 Using this test as a guideline, the discount, theoretically, should
not be authorized when the shareholder, although owning less than a ma-
jority of shares, is a member of the control group that as a unit holds a
majority of shares and effectively controls the corporation through a
shareholder voting agreement, voting trust, or other similar device. The
only exception would be a situation in which a shareholder could prove
that his or her position, in reality, is no different from that of a minority
shareholder who was not a member of a control group."6

For similar reasons, a minority interest discount should not be allowed
when a transfer by a shareholder or group of shareholders exercising ma-
jority voting power does not result in an actual shift of control in the
corporation. Nor should the discount be authorized when the result of the

111. The only case on point to date authorized a 15% minority interest discount for a
limited partnership interest on this basis. See Estate of Bischoff v. Commissioner, 69 T.C.
32 (1977). The Internal Revenue Service has consistently taken the position that no dis-
count of any kind is proper for any type of partnership interest. See Comment, Estate and
Gift Tax Valuation: Discount of Partnership Interests, 59 NEB. L. REv. 737 (1980).

112. See Whittlemore v. Fitzpatrick, 127 F. Supp. 710 (D. Conn. 1954)(16%); Estate of
Bischoff v. Commissioner, 69 T.C. 32 (1977)(15% limited partnership minority interest
discount).

113. See, e.g., Drybrough v. United States, 208 F. Supp. 279 (D. Ky. 1962)(30% total);
Estate of Stoddard v. Commissioner, 45 T.C.M. (P-H) 873 (1975)(33 1/3% total).

114. While corporate statutes normally specify that directors are elected by a majority of
shares and that majority votes are sufficient for all other issues on which shareholders vote,
some provide that a two-thirds vote is required for extraordinary matters such as mergers,
sale of assets, and liquidation. Should ownership of less than 66 1/3 % of the stock qualify for
the minority interest discount under such statutes? There are as yet no cases on this point.

115. Evidence that the shareholder, although a member of the control group, did not
have an effective voice within the control group proportionate to his or her share of the total
voting shares owned by the group would presumably fall within the exception. There are nc
cases on this particular point, however.

[Vol. 33
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transfer of a minority interest is to give an existing minority shareholder
effective voting control of the corporation.

To date, however, although there are some exceptions,'" courts have
failed to analyze adequately the realities of the situation and generally
have allowed a minority interest discount in any situation in which the
amount of shares involved represented a minority interest. For example,
in one leading case, ' 17 a father, who owned all 820 shares of a closely held
corporation, transferred 600 shares to trusts for the benefit of his three
sons. The court treated the transaction for gift tax purposes as three
transfers of 200 shares and authorized a lack of marketability and minor-
ity interest discount, which amounted to sixty-six percent of the liquida-
tion value of the stock.118 In another case,119 the court, in valuing a fifty
percent interest in a closely held corporation for estate tax purposes, al-
lowed a thirty-three percent minority interest discount even though the
decedent's wife owned the other fifty percent of the stock and received
her husband's shares under his will.120

If a discount for a minority interest is based on the lack of control,
should a premium be assessed when a controlling interest is the subject of
the valuation? The position of the Internal Revenue Service is that a con-
trol premium is proper"' and several courts have upheld the Service's

116. See Driver v. United States, 76-2 U.S. Tax Cas. 85,695 (W.D. Wis. 1976), Blanchard
v. United States, 291 F. Supp. (S.D. Iowa 1968). See also Rev. Rul. 79-7 1979-1 C.B. 294
(minority transfer within three years of death combined with shares owned at death to de-
termine if the decedent owned a majority or minority interest for estate tax purposes); Rev.
Rul. 81-253, 1981-43 I.R.B. 10.

117. Whittlemore v. Fitzpatrick, 127 F. Supp. 710 (D. Conn. 1954).
118. The tax avoidance possibilities in this situation are obvious. The father now has a

minority interest which will presumably be taxed as such at his death. The sons have voting
control but each has a minority interest. The father paid a gift tax based on the value of the
shares as minority interests. Tax based on the fair market value shares of the corporation
he retains will never be collected if he dies owning these shares because of the step up in
basis rule.The I.R.S. has consistently refused to authorize a minority discount in intra fam-
ily transfer cases, absent evidence of family discord or other factors indicating that the fam-
ily will not act as a voting unit. See Rev. Rul. 81-253, 1981-43 I.R.B. 10.

119. Obermer v. United States, 238 F. Supp. 29 (D. Hawaii 1964).
120. See Estate of Lee v. Commissioner, 69 T.C. 860 (1978)(shares held as community

property valued as minority interest). See also Estate of Bright v. Commissioner, 658 F.2d
999 (1981), aff'g en banc 619 F.2d 407 (5th Cir. 1980)(27.5% community property interest
devised to a trust under the control of decedent's husband, who owned outright 27.5% of
the stock of several corporations, valued as minority interest).

Another situation in which a minority discount would not be appropriate in a closely held
business is when the interest is valued on the basis of a recent arm's length sale of a minor-
ity interest in the same company. The price in the arm's length sale presumably includes a
discount for this factor. See Estate of Schroeder v. Commissioner, 13 T.C. 259 (1949).

121. See Rev. Rul. 67-54, 1967-1 C.B. 269, 270; Rev. Rul. 59-60, 1959-1 C.B. 237, 242;
Treas. Reg. § 20.2031-2(f), T.D. 7312, 1974-1 C.B. 277; Tress. Reg. § 20.2031-2(e) (1958).
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position.122 The concept is questionable, however, with respect to tax val-
uations of interests in closely held companies. The valuation of a closely
held company is normally based on the intrinsic or inherent value of the
enterprise. It is difficult logically to justify imposing a premium on the
value of a majority interest in a closely held corporation, particularly
since the inability to have control is the basis of the minority discount. It
other words, they are not simply two sides of the same coin. On the othel
hand, if the valuation is made with reference to the market price of i
publicly held corporation's stock then a control premium might be mor
justifiable, since the normal trade consists of minority interests. There.
fore, the market price presumably includes a minority interest dis.
count."' 5 This is one reason why takeover companies are willing to pay
price higher than the market price for the shares of target companies.",

Loss of Key Man. The death of a principal executive will usuall.
have a more adverse impact on a small closely held business than it wil
have in a large company. A small company, generally, does not have th,
depth of management to be able readily to replace the executive. In corn
panies in which the executive is the sole shareholder or the driving forc
behind the success of the business, the depressing effect on future earn
ings and prospects for the business is even greater. A discount for thii
loss, called a key man discount, is used to account for this factor.2 5 Som

122. See, e.g., Estate of Bright v. Commissioner, 619 F.2d 407 (5th Cir. 1980); Estate c
Salsbury v. Commissioner, 44 T.C.M. (P-H) 1406 (1975)(38% premium); Seas Shipping C(
v. Commissioner, 34 T.C.M. (P-H) 1337 (1965); H.O. Canfield Co. v. Commissioner, 1
T.C.M. (P-H) 861 (1950); cf. Estate of Anderson v. Commissioner, 41 T.C.M. (P-H) 52
(1972)(not explicitly authorized in the decision); Turner v. Commissioner, 33 T.C.M. (P-Il
1046 (1964), aff'd, 343 F.2d 150 (4th Cir. 1965)(dictum).

123. Presumably, the majority control premium would more than cancel out any bloci
age discount for controlling interests in publicly held corporations. See note 107 supra fc
further discussion of the blockage discount.

124. Takeover companies will often pay a premium to the holders of the majority
shares in closely held, as well as public companies. Some courts have held that the majorit
must share the premium with the minority shareholders. See Perlman v. Feldmann, 21
F.2d 173 (2d Cir.), cert. denied, 349 U.S. 952 (1955); Jones v. H.F. Ahmanson & Co., 1 Ca
3d 93, 460 P.2d 464, 81 Cal. Rptr. 592 (1969); cf. Donahue v. Rodd Electrotype Co., 3E
Mass. 578, 328 N.E.2d 505 .(1975)(minority shareholders entitled to same price as majoril
shareholder on redemption). The basic theory of these cases is that the majority has r
ceived the premium at the expense and in violation of the vested monetary rights of tt
minority. In other words, the per share value of the holder of minority interests should I
the same as that of the majority, and, in order to achieve this result, the court will make tf
majority disgorge any premium received.

125. An alternative to the discount approach would be to compute the value of the con
pany on the basis of the earnings subsequent to the loss of the key man rather than tl
normal method of utilizing past earnings. Evidence of subsequent earnings has been a
cepted in valuation cases, not as evidence per se of the value, but rather as corroboratix
evidence of the reasonableness of the valuation computed by traditional methods. S4
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authorities maintain that this discount should be in the range of ten to
fifteen percent in cases in which there is competent replacement manage-
ment available, and higher in situations when a replacement is not availa-
ble or the company is a one-man operation. 12 6 The proceeds of key man
life insurance have been used in some cases, however, as an offset to the
discount. 

1 7

The key man discount can apply in addition to a lack of marketability
or restricted securities discount. It may also be available even though mi-
nority interest discount is not available because the key man is a member
of the control group. If the stock is subject to a mandatory buy out agree-
ment, however, it would seem that the discount should not apply. The
buy out price presumably includes this element.

IV. FivE SPECIAL VALUATION PROBLEMS

A. Valuation of Securities Other than Common Voting Stock

Common voting stock has the following two unique characteristics: (1)
voting power to elect management and to vote on other action granted to
voting shareholders by corporate statutes, and (2) the right to residual
profits of the business after payment of claims of creditors and senior
security holders. To the extent that other securities issued by the corpo-
ration possess these characteristics, they will be valued on essentially the
same basis as the common voting stock.12s This is rarely the case,
however.

Preferred stock, for example, usually does not have voting rights, or if
it does, the voting rights are not coextensive with those of common stock.
Even though the preferred stock has a preference as to dividends, the
value of this right depends on whether the dividend right is cumulative or
noncumulative. Additionally, preferred stock does not have any right to

Couzers v. Commissioner, 11 B.T.A. 1040 (1928).
126. See Lyons & Whitman, Valuing Closely Held Corporations and Publicly Traded

Securities With Limited Marketability: Approaches to Allowable Discounts from Gross
Value, 33 Bus. LAw 2213, 2221 (1978). A recent tax case authorizing this discount allowed
12% and 9% for the decedent's interest in two companies. Estate of Huntsman v. Commis-
sioner, 66 T.C. 861 (1976).

127. Newell v. Commissioner, 66 F.2d 102 (7th Cir. 1933); Estate of Huntsman v. Com-
missioner, 66 T.C. 861 (1976); Estate of Clarke v. Commissioner, 45 T.C.M. (P-H) 1455
(1976). See also Rev. Rul. 59-60, 1959-1 C.B. 237, 239.

128. The existence of other outstanding securities also affects the value of the common
stock. The dividend rights of preferred shareholders and the rights of holders of debt securi-
ties to interest and principle decrease the income that is potentially distributable to the
common stock. The dilution effect of outstanding conversion rights on the earnings must
also be taken into account in valuing the common stock of a corporation.

1982]
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share in the residual profits unless it is participating preferred. If it is, the
respective percentage shares of the participating preferred stock and the
common stock in the residual profits affect their respective values. For
these reasons, the maximum value of preferred stock, other than partici-
pating -preferred, is normally its liquidation value as if the corporation
were to be liquidated on the valuation date.1 2 ' Using this benchmark, the
value of the preferred stock would include all cumulative and accrued but
unpaid dividends, as well as any call premium on redeemable preferred
and the par value or any higher value on liquidation specified in the arti-
cles of incorporation. This value should also be applicable in a merger,
recapitalization, or other situation in which the preferred shareholders'
rights are altered without their consent.130 Market value (or intrinsic
value in closely held companies) in such cases is inappropriate because it
is based on a willing seller-buyer assumption. For tax purposes, however,
preferred stock is usually valued at its market or intrinsic value rather
than its liquidation value.18 ' This is because the tax value is determined
by the hypothetical willing buyer purchasing the stock from a willing
seller. Low interest'rates, a poor earnings record of the issuer, and various
applicable discounts frequently will cause the market value of preferred
stock to be well below its liquidation value.'8 2

Since nonvoting common stock does not possess voting rights except

129. See, e.g., Jacques Coal Co. v. Minneapolis-Moline Co., 31 Del. Ch. 368, 75 A.2d 244
(1950); Perkins v. Public Serv. Co., 93 N.H. 459, 45 A.2d 210 (1945); Petry v. Harwood Elec.
Co., 280 Pa. 142, 124 A.302 (1924); Craddock-Terry Co. v. Powell, 181 Va. 417, 25 S.E.2d 363
(1943). Courts have not always supplied this rule, however. See, e.g., Warren v. Baltimore
Transit Co., 220 Md. 478, 154 A.2d 796 (1959). One objection to this valuation theory is the
absence of an actual liquidation and the assumption, particularly in dissenters' rights cases,
that the value should be computed on a going concern basis. See note 176 and accompany-
ing text infra. Yet, a going concern measure of value can work a real hardship on preferred
shareholders, whose rights to dividends are dependent on the will of the majority sharehold-
ers. Liquidation value, therefore, is the only value basis that will adequately compensate the
preferred shareholders for their rights, particularly in situations when the preferred is not
subject to redemption by contract and the shareholders' rights are being altered against
their will. See Brudney, Standards of Fairness and the Limits of Preferred Stock Modifica-
tions, 26 RUTrGos L. REv. 445 (1973).

130. See Brudney, supra note 129.
131. See, e.g., Estate of Lee v. Commissioner, 69 T.C. 860 (1978); Koffler v. Commis-

sioner, 47 T.C.M. (P-H) 690 (1978).
132. See, e.g., Von Hagke v. United States, 79-1 U.S. Tax Cas. 87,075 (E.D. Wis.

1979)(preferred stock having a $1000.00 par and redemption value valued at $675.00 per
share); Mauldin v. Commissioner, 60 T.C. 749 (1973); Behrend v. Commissioner, 30 T.C.M.
(P-H) 350 (1961). The amount of any accrued but unpaid and undeclared dividends are
considered as part of the proceeds received in payment for preferred stock redeemed by a
corporation for capital gains tax treatment. Rev. Rul. 69-131, 1969-1 C.B. 94. The amount of
any declared but unpaid dividends, however, will be taxed as a dividend under I.R.C. § 301
and Rev. Rul. 75-320, 1975-2 C.B. 105.
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when authorized by statute for certain fundamental structural changes,
its value will normally be somewhat less than the value of voting common
stock. 13 3 No substantial difference, in comparison to the common voting
stock, would seem appropriate, however, when the nonvoting common
shares are held by the same persons who own the majority of voting com-
mon shares.'"

Debt securities such as notes or debentures, on the other hand, have no
right to share in the profits of the business, and they possess, at most,
contractual restrictions on the operation of the company via negative cov-
enants. Consequently, the maximum value of debt securities is the dis-
counted present value of the principal and interest due.185 The discounted
value is, in turn, affected by the marketability of the securities," 6 the
risky nonpayment because of the issuer's financial condition,'8 7 and the
difference between the interest rate of the debt securities being valued
and the market rate of other similar securities currently being issued. 8

The priority rights of debt securities also affect their value. For example,
a subordinated debenture is more risky than a nonsubordinated deben-
ture or a note. A secured bond or a mortgage, on the other hand, is less
risky than a debenture or note because of the bondholders' rights in the

133. See Estate of Thalheimer v. Commissioner, 43 T.C.M. (P-H) 815 (1974), cert de-
nied, 429 U.S. 921 (1976)(3% greater discount above that awarded voting common awarded
to nonvoting); Kamorian v. Commissioner, 56 T.C. 847 (1971), aff'd, 469 F.2d 219 (1st Cir.
1972)($.50 per share less for nonvoting).

134. See Estate of Pinkerton v. Commissioner, 43 T.C.M. (P-H) 322 (1974); Estate of
Kaye v. Commissioner, 42 T.C.M. (P-H) 1220 (1973). But see Estate of Clark v. Commis-
sioner, 45 T.C.M. (P-H) 1455 (1976).

135. The present value is essentially the amount of investment needed to accomplish an
expected yield. There are readily available present worth and bond yield formulas and ta-
bles to make the necessary computations. See, e.g., D. THORNDIKE, THORNDIKE ENCYCLOPE-

DIA OF BANKING AND FINANCIAL TABLES (rev. ed. 1980), which is supplemented by annual
yearbooks. A corporate bond with a face amount of $1000.00 bearing interest at 8% and
maturing in 15 years will have a discounted present value of $586.60 if new bonds of like
amount issued by comparable companies have interest rates of 15%. If you bought the bond
today for $586.60 and held it to maturity, it would yield 15%. Id. at Table 27-45.

For tax purposes, the value of a note or other monetary obligation is presumed to be the
unpaid balance due plus any accrued interest. The burden is on the taxpayer to prove
otherwise. See Treas. Reg. § 20.2031-4 (1958).

136. Application of a discount for lack of marketability of debt securities in addition to a
discount for other risk factors was approved by the Tax Court in Bolles v. Commissioner, 69
T.C. 342 (1977).

137. See, e.g., Napp v. United States, 71-2 U.S. Tax Cas. 87,971 (N.D. Ala. 1971)(50%
discount); Campbell v. United States, 81-1 U.S. Tax Cas. 87,282 (Ct. Cl. 1981)(40% discount
debentures and 42% discount notes); Pack v. Commissioner, 31 T.C.M. (CCH) 1179
(1980)(10% discount from face value).

138. See McShain v. Commissioner, 71 T.C. 998 (1979); Estate of Berkman v. Commis-
sioner, 48 T.C.M. (P-H) 185 (1979).
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collateral."'
Convertible securities and warrants are quite difficult to value."'

There are two sets of risk factors that must be taken into account: th
underlying security and the conversion right. In the case of convertiblh
securities, such as convertible debentures or convertible preferred stock
as long as the return from the underlying security is expected to be les,
than the expected return from the common stock, the value attributabh
to the conversion privilege is really negligible. If the security is traded ir
market transactions, for example, it will sell for little more than a similai
security that has no conversion rights. However, as the financial perform
ance and future prospects of the issuer increase, the conversion privilegf
increases in value. The same principle applies to warrants, which hav
very little intrinsic value until the market price of the stock approachel
the exercise price set forth in the warrant. Consequently, warrants an
frequently valued for tax and other purposes at a substantial discoun,
from their actual cost."" The contractual protection, or lack of such pro
tection, against dilution through issuance of additional securities, recapi
talizations, and mergers or consolidations given the holders of those typel
of securities, also affects their value. " 2

139. Nevertheless, the risk factors may be so high that the security will have little or ni
actual fair market value. See McShain v. Commissioner, 71 T.C. 998 (1979)(second mortgag
having a face amount of three million dollars held to have no ascertainable value.)

140. See generally Katzin, Financial and Legal Problems in the Use of Convertible Se
curities, 24 Bus. LAw 359 (1969); Klein, The Convertible Bond: A Peculiar Package, 123 U
PA. L. REV. 547 (1975).

141. See Bolles v. Commissioner, 69 T.C. 342 (1977)(90% discount); Slater v. Commis
sioner, 64 T.C. 571 (1975); Shamburger v. Commissioner, 61 T.C. 85 (1973), affd, 508 F.24
883 (8th Cir. 1975).

142. See the authorities in note 140 supra. The valuation of convertible securities wi]
take on added significance if the new Debt-Equity Regulations promulgated by the I.R.s
under I.R.C. § 385 become effective. The effective date, originally scheduled for May 1
1981, has been postponed until July 1, 1982. Under these Regulations, hybrid instrument,
which are defined as securities that are convertible into stock or that have any contingen

payment features, will be classified as stock only if their fair market value determined with
out the equity features is less than 50% of the fair market value with those features. Trea.,
Reg. § 1.385-5, T.D. 7747, 1981-8 I.R.B. 1527. If this test is not met, the instruments ar
treated as indebtedness. The fair market value is determined, according to the Regulation.
by using present value and standard bond tables. Treas. Reg. § 1.385-3(b), T.D. 7747, 1981-
I.R.B. 15, 25. See note 135 supra. The two required values are made as of the date th
hybrid securities are issued. An incorrect determination by the taxpayer can have seriou
adverse tax consequences. For example, if the securities are classified as debt for tax pm
poses, the interest is deductible by the issuer, but if they are classified as stock, any pa)
ments will be nondeductible dividends under I.R.C. § 301. See 1981-8 I.R.B. 15-39.

There are a number of other significant valuation problems that affect closely held corlx
rations in the Debt-Equity Regulations. See generally Levin & Brown, The Section 38
Regulations Regarding Debt versus Equity! Is The Cure Worse Than the Malady?, 35 TA
L. REV. 1 (1981); Stone & McGeehan, Distinguishing Corporate Debt From Stock Unde
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In summary, the valuation of securities other than voting common
stock depends on the contractual rights of the securities and the various
risk factors that can properly be taken into account. These factors can
result in substantial differences in valuing the securities of the same busi-
ness. For example, in one recent Tax Court case, the court allowed a
forty-five percent discount from the intrinsic value of the common stock,
a ninety percent discount for warrants, and a twenty-two percent dis-
count for the debentures."8

B. The Effect of Buy Out Agreements

The principal method of avoiding the illiquidity problems in a closely
held corporation and providing continuity in a partnership is to have a
buy out agreement under which the owner's interest is purchased by the
business or the other owners at a price established in the agreement."'
Courts will, in the absence of unconsionability, fraud, or illegality, specifi-
cally enforce these buy out agreements even though the purchase price is
below the fair market value of the interest. 4 5 The effect of the price is
critical for tax purposes, however, if the buy out price is not held to be

Section 385, 36 TAx L. REv. 341 (1981).
143. Bolles v. Commissioner, 69 T.C. 342 (1977).
144. Another reason for using buy out agreements in closely held corporations is to pre-

vent the shares from being transferred to outsiders considered undesirable to the other
shareholders. This is much less of a problem in a partnership since new general partners
can be admitted only with unanimous consent of all the partners unless the partnership
agreement otherwise provides. See UNIFORM PARTNERSHIP AcT § 18(g); U.L.P.A. § 9(e)
(1916); Revised U.L.P.A. § 401.

The protection that a buy out agreement affords the owner whose interest is being trans-
ferred, the remaining owners, and the business depends on the number of possible situations
covered and the effect the agreement has on what would otherwise be the rights of the
transferring owner. Buy out agreements frequently only operate at the death of an owner
and, therefore, do not cover attempted lifetime transfers. Others cover only one or more
types of inter vivos transfers. Some types of agreements are purposefully designed to benefit
the remaining owners at the expense of the transferring owner. This is the case, for example,
when an executive of a corporation is required to transfer his interest to the corporation at
the price paid for the interest or at some other price, which is substantially below its market
value, if he ceases for any reason to be employed by the corporation. Provisions like this are
commonly included in long term employment agreements.

145. See Roth v. United States, 511 F. Supp. 653 (E.D. Mo. 1981)(Zero dollar contract
price based on earnings upheld for tax purposes in situation in which the corporation had a
substantial net asset value); Allen v. Biltmore Tissue Corp., 2 N.Y.2d 534, 141 N.E.2d 812,
161 N.Y.S.2d 418 (1957); In re Estate of Mather, 410 Pa. 361, 189 A.2d 586 (1963)($1.00 per
share contract price upheld even though the actual value was approximately $1000.00 per
share); Jones v. Harris, 63 Wash. 2d 559, 388 P.2d 539 (1964)(actual value three times more
than the unusual book value formula specified in the agreement); Ginter v. Palmer & Co.,
566 P.2d 1358 (Colo. App. 1977)($1.91 per share book value versus $20.00 per share actual
value).
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controlling for tax purposes, and the court finds a higher value, then the
owner or the owner's estate will have to pay taxes based on the tax value
even though less than that amount is actually received.14 s

The IRS has consistently taken the position that the buy out price is
not binding under any circumstances. 14 7 Courts, however, have consist-
ently held that the price fixed by the agreement will be binding for fed-
eral estate tax purposes'4" if all of the following conditions are met:

(1) The price is fixed or determinable by a formula.' 4" An agreement
that the price will be established by the negotiations of the parties at the
time of the buy out will not qualify. This kind of agreement is merely an
agreement to agree and the potential for improper tax avoidance in this
situation is great.

(2) There is evidence that the price formula was agreed to as the re-
sult of arm's length bargaining and is not merely an attempted substi-
tuted testamentary disposition at an artifically low value. 60 Buy out

146. See In re Estate of Dickinson, 63 T.C. 771 (1975). On the other hand, if the price

established by the agreement is held to be binding, then it will be controlling even though
the owner for tax reasons wants a higher value. See Estate of Kalech v. Commissioner, 23
T.C. 672 (1955)(formula price was $557.00; taxpayer unsuccessfully argued for a value of
$2000.00).

147. See Rev. Rul. 59-60, 1959-1 C.B. 237, 244; Rev. Rul. 53-157, 1953-2 C.B. 255; Treas.
Reg. § 20.2031-2(h) (1958). But see Rev. Rul. 54-76, 1954-1 C.B. 194. See generally Annot.,
22 A.L.R. Fed. 31 (1975); Annot., 54 A.L.R.3d 790 (1974).

148. Courts deciding the value of a business for state succession and inheritance tax

purposes have, however, generally held that the buy out price is not controlling under any
circumstances. The reason most often given for the difference is that the federal estate tax
is based on the value of the interest to the estate whereas the inheritance type tax is based
on the fair market value of the interest in the hands of the heirs. See Schroeder v. Zink, 4
N.J. 1, 71 A.2d 321 (1950); In re Estate of Birkeland, 57 Wash. 2d 441, 353 P.2d 667 (1960);
In re Estate of Banta, 273 Wis. 328, 77 N.W.2d 730 (1956). States having an estate tax

similar to the federal estate tax presumably would follow the rationale of the federal cases.
See In re Miller's Estate, 191 Misc. 784, 79 N.Y.S.2d 372 (1948); Annot., 58 A.L.R.3d 1104
(1974); Annot. 5 A.L.R.2d 1122 (1949).

149. There are a number of formulas that are used. The most common are: (1) book
value, (2) net asset value or adjusted book value, (3) capitalized earnings at a capitalization
rate specified in the agreement, (4) appraisal by one or more appraisers or, alternatively,
some form of arbitration, and (5) a set price which is to be revised periodically. Often more
than method will be specified, for example, capitalized earnings but no less than book value
or an appraisal or arbitration alternative that will operate if the parties have not revised a
stipulated price within a certain time prior to the event that triggers the buy out. See gener-
ally H. O'NEAL, CLOSE CORPORATIONS, § 7.24 (2d ed. 1971).

150. See Treas. Reg. § 20.2031-2(h) (1958). For purposes of convincing a court that the
price agreement is a bona fide business arrangement, some kind of written record, such as
minutes, correspondence, or a memorandum of the factors used in determining the formula
price is highly desirable, particularly in situations in which the formula price is likely to be
below the intrinsic fair market value of the interest. The issue may not be raised until sev-
eral years after the agreement is entered into. See Slocum v. United States, 256 F. Supp.
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agreements among members of a family or other persons who are the nat-
ural objects of the decedent's bounty are, for obvious reasons, carefully
scrutinized under this criteria.'

(3) The estate is obligated to sell the interest under either a
mandatory death buy out agreement that requires the estate to sell, and
the business or remaining owners to buy,"5 " or under an option agreement
that requires the estate to sell if the business or the surviving owners
exercise an option to purchase.' Neither an option on the part of the
estate to offer the shares,'" nor, apparently, a first refusal type of agree-

753 (S.D.N.Y. 1966)(facts existing at time agreement signed controlling on the issue of bona
fide business purpose); Davis v. United States, 60-1 U.S. Tax Cas. 76,456 (D. Utah 1960).
Maintaining control within a family or a selected group of owners has been accepted as a
valid business reason for establishing a formula price below the actual value. See Baltimore
Nat'l Bank v. United States, 136 F. Supp. 642 (D. Md. 1955); Estate of Littick v. Commis-
sioner, 31 T.C. 181 (1958).

151. See, e.g., Commissioner v. Bensel, 100 F.2d 639 (3d Cir. 1938); Slocum v. United
States, 256 F. Supp. 753 (S.D.N.Y. 1966); Estate of Littick v. Commissioner, 31 T.C. 181
(1958).

152. In this situation the estate clearly cannot obtain a price other than the agreed price.
This is the real reason why courts have been willing to accept the taxpayer's contentions
that the formula price should be controlling for estate tax purposes. See, e.g., Brodrick v.
Gore, 224 F.2d 892 (10th Cir. 1955); Estate of Littick v. Commissioner, 31 T.C. 181 (1958);
Estate of Littick v. Commissioner, 16 T.C. 324 (1951). Under these and similar cases, if the
agreement meets the bona fide test at the time it is entered into, then the fact that the
formula price is less than the intrinsic value at the time the buy out is operative, or that the
difference between the formula price and the intrinsic value has increased, is basically irrel-
evant. See Roth v. United States, 511 F. Supp. 653 (E.D. Mo. 1981).

153. The justification for holding that the price in the agreement is binding is the as-
sumption that if the interest was worth more than the formula price, then the optionees
would surely exercise the option to purchase, in which case the estate would have to sell.
The estate cannot, in reality, receive more than the option price for the interest. Thus, the
situation is basically the same as it is in the mandatory buy-sell agreement even though
there is no mandatory obligation on the part of the business or the other owners to buy. See
Wilson v. Bowers, 57 F.2d 682, 684 (2d Cir. 1932)(formula price accepted. even though the
option to purchase was not exercised and the shares passed under the will of the decedent);
Estate of Fiorito v. Commissioner, 33 T.C. 440 (1959).

154. See, e.g., James v. Commissioner, 148 F.2d 236 (2d Cir. 1945); Krauss v. United
States, 140 F.2d 510 (5th Cir. 1944); Worcester County Trust Co. v. Commissioner, 134 F.2d
578 (1st Cir. 1943). If the estate has the option of offering or not offering the shares, it will
presumably decide not to exercise the option if the value of the shares is greater than the
price established in the agreement. Since the estate is free to obtain a higher price, this
situation differs fundamentally from the two prior situations described in the text. Note
that this type of option agreement would not be binding even if the agreement specified that
the business or the other owners had to buy the interest if the estate exercised the option to
sell. In other words, the essence of the rule making the buy out price controlling for estate.
tax purposes seems to be a mandatory obligation to sell at the formula price imposed on the
estate.
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ment' 5 5 will suffice. Moreover, a buy out agreement that covers only life-
time transfers is not binding even though the business or the surviving
owners voluntarily purchase the interest at death at the formula price.1"

(4) The buy out agreement must cover all lifetime transfers as well as
a transfer at death and the price paid for an inter vivos transfer can be
the same or less, 157 but not more, 1 5  than the price at death. In other
words, the owner of an interest cannot be free to sell his interest during
his lifetime at a price higher than the price established in the buy out

155. See Worcester County Trust Co. v. Commissioner, 134 F.2d 578 (1st Cir. 1943)
Mathews v. United States, 226 F. Supp. 1003 (E.D.N.Y. 1964); Estate of Reynolds v. Com
missioner, 55 T.C. 172 (1970). But see Lomb v. Sugden, 82 F.2d 166 (2d Cir. 1936). If, a,
outlined in the preceding footnotes, the basis of the rule making the formula price control
ling is the obligation on the part of the estate to sell and since, realistically, the interesl
cannot be sold for more than the price in the agreement, a first refusal type of agreemeni
could theoretically qualify. The interest cannot be sold without first offering it to the corn
pany or the other owners and the option would presumably always be exercised unless thi
shares were worth substantially less than the option price. On this basis, the first refusa
situation is not unlike the situation in which the estate is bound to sell if the optionei
exercises the option to purchase. See note 153 supra. This may explain the result in Loml
v. Sugden, 82 F.2d 166 (2d Cir. 1936). The first refusal type of option is distinguishable il
some respects from the mandatory sell situation, however. First, the estate may never offe
the interest for sale and, therefore, the option to purchase may never be triggered. Presuma
bly, the estate would not do so if the interest was worth more than the value established i
the formula. Thus, the agreement does not really fix the price for the interest except ii
those situations in which the estate wants to dispose of the interest. Yet the same situatioi
basically exists when the surviving owners have the power to require the sale by exercisin
an option to purchase. The option establishes the maximum amount that will be receive(
only if the option to purchase is exercised. See Wilson v. Bowers, 57 F.2d 682 (2d Cil
1932)(option not exercised but price binding even though stock passed to the survivin
shareholders under the decedent's will). Second, even if the interest is worth more than th,
option price, the other owners may decide not to exercise the first refusal option althoug]
the interest is worth more than the price etablished in the agreement. Neither they nor th
business may have sufficient funds to finance the purchase or they may have no objection t
the proposed successor shareholder. Yet that situation also exists in the optional purchase
mandatory sell agreement with the only distinction being that if the survivors cannot affor,
to purchase they will not exercise the option. A third difference is that the estate control
whether the interest will be offered at all in the first refusal situation, whereas the survivin
owners have the decision making power in the optional purchase-mandatory sale type c
arrangement. Perhaps this difference is the critical one. Whether this distinction is sufficien
to justify a different tax result, however, is questionable. The same operative economic fac
tors that presumably dictate whether the option will be exercised exist in both situations

156. Mathews v. United States, 226 F. Supp. 1003 (E.D.N.Y. 1964).
157. Cf. United States v. Land, 303 F.2d 170 (5th Cir. 1962), cert. denied, 371 U.S. 86

(1962), in which the court rejected the taxpayer's contention that a life-time option pric
that was lower than the price payable for a partnership interest at the death of the partnex
should be controlling for estate tax purposes.

158. If the price received in an inter vivos transfer was higher than at death, the incer
tive to transfer the interest before death for the greater amount is clear.
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agreement for a sale at death. 59

The IRS position against recognizing buy out formulas as binding, how-
ever, has been upheld in gift and income tax cases, including those that
meet the qualifications set forth above. 60 Even though the buy out price
is not controlling, however, it is considered to be important evidence in
determining the value of the interest. 6 ' This price is also important in
estate tax cases when the buy out agreement is not controlling. 6 2 The
closer the buy out agreement comes to satisfying the requirements that
make the agreement controlling for estate tax purposes, the greater the
weight the buy out price will be given. 63 The fact that the price estab-
lished in the buy out formula is less than the "book value" of the stock
will not be determinative of the weight to be given the price. 64 Because
of lack of marketability, restriction on disposition, and other relevant fac-
tors, interests in closely held businesses are often valued at less than book
value in cases in which no buy out agreement exists. The value of the
interest is found by applying various allowable discounts to the value
figure determined by the methodologies described in the preeceding
sections. 65

159. See Giannini v. Commissioner, 148 F.2d 285 (9th Cir.), cert. denied, 326 U.S. 730
(1945); Baltimore Nat'l Bank v. United States, 136 F. Supp. 642 (D. Md. 1955); Estate of
Matthews v. Commissioner, 3 T.C. 524 (1944); Estate of Caplan v. Commissioner, 43 T.C.M.
(P-H) 176 (1974). The reason given for not making the price specified in the agreement
controlling in this situaion is the ability of the decedent to obtain a higher price for the
interest by an inter vivos transfer. Thus, the price in the agreement does not operate to
control the maximum price the decedent could have obtained for the interest. Unlike the
requirement for the option at death, the agreement resricting lifetime transfers apparently
is not limited to contracts creating a mandatory buy-sell arrangement or a mandatory sale
at the option of the remaining owners. A first refusal type of option is apparently sufficient.
See the cases cited in note 155 supra. If a first refusal type option is sufficient for lifetime
transfers, why is it not sufficient in the event of death?

160. See, e.g., Spitzer v. Commissioner, 153 F.2d 967 (8th Cir. 1946); Krauss v. United
States, 140 F.2d 510 (5th Cir. 1944); Kline v. Commissioner, 130 F.2d 742 (3d Cir. 1942),
cert. denied, 317 U.S. 697 (1943); Rev. Rul. 59-60, 1959-1 C.B. 237; Rev. Rul. 53189, 1953-2
C.B. 294.

161. See, e.g., Berzon v. Commissioner, 63 T.C. 601 (1975), af'd, 534 F.2d 528 (1976);
McDonald v. Commmissioner, 13 T.C.M. (P-H) 309 (1944); Chamberland v. Commissioner,
12 T.C.M. (P-H) 1077 (1943).

162. See, e.g., Estate of Reynolds v. Commissioner, 55 T.C. 172 (1970); Estate of Gannon
v. Commissioner, 21 T.C. 1073 (1954).

163. See, e.g., Land v. United States, 187 F. Supp. 521 (S.D. Ala. 1960), rev'd, 303 F.2d
170 (5th Cir.), cert. denied, 371 U.S. 862 (1962); and the cases cited in notes 161 and 162
supra.

164. See, e.g., Davis v. United States, 60-1 U.S. Tax Cas. 76,456 (D. Utah 1960)(valua-
tion formula price equal to approximately 25% of net asset value upheld).

165. The fact that the buy out restrictions will have a depressing effect on the market
value of the interest can legitimately be taken into account in drafting the price formula.
See, e.g., Mathews v. United States, 226 F. Supp. 1003 (E.D.N.Y. 1964); Estate of Reynolds



506 MERCER LAW REVIEW [Vol. 32

The key factor in a case in which the formula price is not controlling i,
the disparity between the buy out price and the discounted value of thE
interest computed by other acceptable methods. If the formula pric
bears a reasonable relation to the discounted value of the interest, thE
chances are good that the formula price will be upheld or at least giver
great weight.

If the formula price is higher than the intrinsic or market value of thE
interest, the formula price will be determinative for tax purposes, in all
probability, assuming the buy out agreement covers the situation which i,
the subject of the valuation.1 " A court is not likely to accept the argu-
ment that the tax value of the interest should be less than the actua
amount to be received under the agreement. In effect, the formula pricE
establishes the minimum tax value.1 6 7 In other words, assuming the bu3
out agreement is operative, the final tax value may be more, but, excepi
in unusual cases, will not be less than the formula price.'"

v. Commssioner, 55 T.C. 172 (1970); Anderson v. Commissioner, 41 T.C.M. (P-H) 521
(1972).

166. If the buy out agreement does not .cover the situation, then the taxpayer should
upon presentation of adequate proof, be able to prove a lower actual value. See Belser v
Edwards, 54-1 U.S. Tax Cas. 46,062 (M.D. Ga. 1954)(taxpayer failed, however, to prove tha
unrestricted shares were worth less than those subject to the buy out).

167. See Jenner v. Commissioner, 46 T.C.M. (P-H) 238 (1977), rev'd on other grounds
577 F.2d 1100 (7th Cir. 1978).

168. Situations in which the buy out agreement technically covers the taxable event bu
does not bind any of the parties to sell or buy are troublesome. For example, if the agree
ment requires a first refusal offer to the company or the remaining owners, the option woul(
presumably be exercised if the interest was worth more than the option but would not b4
exercised if it was worth less. Does this mean that if the option is not exercised, the tax
payer should be free to claim a lower value? The answer is yes, if in fact the interest is sol(
for less than the formula amount since the actual amount received should be controlling
The treatment of a gift of the same interest is not so clear because the taxpayer has no
received a lesser amount. In addition, the remaining owners may not exercise the option fo:
reasons unrelated to the economic factors involved. For example, maintaining control of thi
business may be of paramount importance to them and they may not object to the donee a,
an owner and therefore, they may not exercise the option to purchase even though the inter
est was worth more than the formula price. Perhaps these issues are resolved by the rulb
that the taxpayer has the burden of proving that the interest is, in actuality, worth less thai
the formula price. See Belser v. Edwards, 54-1 U.S. Tax Cas. 46,062 (M.D. Ga. 1954). Se4
also Estate of Jenner v. Commissioner, 46 T.C.M. (P-H) 238 (1977), rev'd on other grounds
577 F.2d 1100 (7th Cir. 1978)(first refusal right at death held to be the minimum value o
the stock because option exercised in prior attempts to sell stock in the corporation).

Drafting a buy out price formula that maximizes the chances that the price will be uphel(
for tax purposes and at the same time is fair to the business and the other owners is
challenging task. For guidance on this and other issues involved in drafting buy out agree
ments, see H. O'NAL, CLOSE CORPORATIONS, § 7.04-.29 (2d ed. 1971); Bradley, Stock Trans
fer Restrictions and Buy-Sell Agreements, 1969 U. ILL. L.F. 139; Corneel, Valuation Tech
niques in Buy-Sell Agreements: Effect on Gift and Estate Taxes, 24th N.Y.U. INST. FEm
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C. Dissenters' Rights

By complying with designated statutory procedures, shareholders who
vote against certain kinds of corporate action are entitled to be paid the
value of their shares in cash. The value will be established by court order
if the dissenting shareholders and the corporation are unable to agree on
the price. The governing statutes, usually called dissenters' rights stat-
utes, vary greatly. Some cover only fundamental changes, such as merg-
ers and consolidations. Others, including the Model Business Corpora-
tion Act,1 69 are broader and include all structural changes which adversely
affect the rights of a class of shareholders. 17 0 The procedural require-
ments for perfecting dissenters' rights also differ from state to state.

TAX, 631, 6"41-54 (1966).
169. See ABA-ALI Model Bus. Corp. Act §§ 80,81 (1953)[hereinafter cited as M.B.C.A.].

The M.B.C.A. provisions were extensively revised in 1978. The revisions are discussed in
Conard, Amendments of Model Business Corporation Act Affecting Dissenters' Rights
(Sections 73, 74, 80, and 81), 33 Bus. LAW 2587 (1978).

170. The relationship between dissenters' rights statutes and rights of shareholders
under buy out agreements is not entirely clear. If the buy out agreement is not triggered by
the events covered by the dissenters' rights statute, there is no problem. The dissenters'
rights statute is applicable. In addition, assuming that the buy out agreement covers the
types of situations covered by the applicable dissenters' rights statute, no legal problem
occurs if the value in the buy out agreement is clearly higher than the value that could be
recovered in a dissenters' rights suit. The shareholder will simply exercise his contractual
rights. A problem also does not arise if the corporation voluntarily offers to pay the share-
holder more than what would be due under the buy out agreement since the corporate offer
will be the minimum value in any dissenters' rights action. A conflict would exist, however,
if the buy out value is actually or potentially lower than the dissenters' rights value. Since
there is no exception for private contractual arrangements in the usual dissenters' rights
statute, an argument can be made that the statutory right is exclusive. If this is the case,
however, then it should apply even though the buy out value is higher. The corporation
could refuse to honor the buy out agreement on the ground that the dissenters' statute
controls. Could the corporation be estopped from asserting this argument? Query. In any
case, a provision in the by-laws or articles of incorporation prohibiting a shareholder from
exercising dissenters' rights would be invalid. See H. O'NEAL, OPPRESSION OF MINORITY

SHAREHOLDERS § 5.30, at 347 (1975)(no American cases on the issue). On the other hand,
merely the amount to be received and not the right to dissent is affected by a buy out
agreement and such agreements are usually upheld even though they vary the usual rights
of shareholders under corporate statutes. Freedom of contract and the absence of any ad-
verse impact on creditors or third parties dealing with the business are often cited as the
basis for these decisions. Under this line of reasoning the buy out agreement should be
controlling even though it imposes a lower price than what could be recovered under the
dissenters' rights statute. In the absence of fraud or overreaching, the price established in a
buy out agreement has been consistently upheld in cases brought by shareholders seeking to
rescind the agreement because the buy out price was considerably below the market value.
See, e.g., Ginter v. Palmer & Co., 566 P.2d 1358 (Colo. App. 1977); In re Mather, 410 Pa.
361, 189 A.2d 586 (1963); Jones v. Harris, 63 Wash. 2d 559, 388 P.2d 539 (1964). There are
apparently no cases on this issue.
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Moreover, the valuation date specified in the statutes also varies. Some
statutes require that the valuation be made as of the day before the vote
that triggered the dissenters' rights.1 1 Others set the valuation date as
immediately before the effective date of the action that was approved by
the requisite majority. 1 7 In addition, there is statutory diversity with re-
spect to the treatment of legal costs, fees of experts, attorneys' fees, and
interest. There is, however, one common characteristic among the stat-
utes. Although the terminology differs somewhat, all of the statutes spec-
ify that the dissenting shareholders are entitled to receive the "fair value"
or the "market value" of their shares.

Courts have uniformly interpreted this and similar statutory language
to mean that the value found by the court should exclude any apprecia-
tion or depreciation attributable to anticipated changes due to the pro-
posed action. 17 3 In other words, the "value" to which the dissenter is enti-
tled is the price on which a willing buyer and a willing seller would have
agreed on the valuation date, in the absence of a merger or other impend-
ing action covered by the dissenters' rights statute.1 7' The basic rationale

171. See, e.g., 18 OKLA. STAT. ANN. tit. 18 § 1.159 (West 1953).
172. See, e.g., M.B.C.A. § 81.
173. See, e.g., Endicott Johnson Corp. v. Bade, 45 App. Div. 2d 407, 357 N.Y.S.2d 738

(1974), aff'd, 37 N.Y.2d 585, 376 N.Y.S.2d 103, 338 N.E.2d 614 (1975); 18 OKLA. STAT. ANN.

tit. 18 § 1.159 (1953); M.B.C.A. § 81.
174. When the stock of a corporation is regularly traded, the procedure usually followed

is to start with the mean that existed between the high and the low prices of the stock on
the day preceeding the vote approving the action in question. Assuming that there has been
no manipulation of the price of the stock by those in control of the company and that the
stock price has not been affected by public knowledge of the pending action, this mean price
would be entitled to great weight in a state having a statute requiring the value to be deter-
mined prior to the vote. See, e.g., In re Application of Deutschmann, 281 App. Div. 14, 116
N.Y.S.2d 578 (1952). In states using the effective date of the action, however, the price
variation in the stock between the date the action is approved and the date it is effective
must be compared to price changes in other comparable companies during the same period.
As was pointed out earlier in the text, it is often difficult to find reasonably equivalent
companies. See notes 21-29 and accompanying text supra. These complications may be one
reason why many states have chosen to set the valuation date at the time the action is voted
on and announced.

If evidence is introduced showing that the market price immediately prior to the valua-
tion date was manipulated by those in control of the corporation, then the court would be
free to discount or disregard the market price. See, e.g., Sporborg v. City Speciality Stores,
Inc., 35 Del. Ch. 560, 123 A.2d 121 (1956); Berkowitz v. Power/Mate Corp., 135 N.J. Super.
36, 342 A.2d 566 (1975). Market value would also not be determinative when the market
sales were at a premium because they were purchased for their control value. See In re
Olivetti Underwood Corp., 246 A.2d 800 (Del. Ch. 1968); Folgeson v. Thurston Nat'l Life
Ins. Co., 555 P.2d 606 (Okla. 1976).

If the stock is not traded, adjusting the hypothetical market value to delete any effects of
the impending action is necessarily a more subjective process. This is, perhaps, one reason
why net asset value and capitalized earnings are usually the determining factors in dissent-
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for this rule is the notion that by dissenting the shareholder is giving up
any right to share in the future of the business. Therefore, he should not
be entitled to any benefits or losses caused by the proposed action. "7

The dissenters' rights cases also uniformly hold that the fair value is to
be determined on a going concern basis rather than on a liquidation ba-
sis. ' s Although the dissenters' shares are being liquidated, the business is
not. A rule giving a dissenting shareholder merely the liquidation value of
his shares would result in an unfair penalty to the dissenters and unjustly
enrich the remaining shareholders.

Aside from the necessity of complying with the requirements in the
statutes, the determination of value in a dissenters' rights valuation case
is essentially the same as in other valuation cases. Thus, most courts give
primary weight to net assets, earnings, and, in situations involving pub-
licly traded companies, market value of the stock. 77 However, there are
two differences from tax valuation cases that are worth noting. First, the
amount necessary to pay the dissenting shareholder must come from the
corporation, unlike cases in which shares are being valued for tax pur-
poses. In the latter situation, the shareholder or, in some instances, the
shareholder's estate, pays any tax due. s7 8 The higher the value in a dis-
senters' rights case, the greater the total amount the corporation will have
to pay. Although technically irrelevant, courts frequently balance the
rights of the dissenters against the rights of the remaining shareholders
and the corporation. In addition, the total amount payable by the corpo-

ers' rights cases in which closely held corporations are parties.
175. See, e.g., Endicott Johnson Corp. v. Bade, 45 App. Div. 2d 407, 357 N.Y.S.2d 738,

af'd, 37 N.Y.2d 585, 376 N.Y.S.2d 103, 338 N.E.2d 614 (1975); American General Corp. v.
Camp, 171 Md. 629, 190 A.225 (1937). This is one reason why courts have consistently in-
sisted on using past earnings rather than projected future earnings in determining the in-
vestment or earnings value in a dissenters' rights case. See, e.g., Francis I. duPont & Co. v.
Universal City Studios, Inc., 312 A.2d 344 (Del. Ch. 1973), af'd, 334 A.2d 216 (Del. 1975);
Adams v. R.C. Williams & Co., 39 Del. Ch. 61, 158 A.2d 797 (1960). Another reason for
rejection of future earnings is the fear that they are too uncertain and speculative. See
Sporborg v. City Specialty Stores, Inc., 35 Del. Ch. 560, 123 A.2d 121 (1956).

176. See, e.g., In re Application of Del. Racing Ass'n, 42 Del. Ch. 406, 213 A.2d 203
(1965); Felder v. Anderson Clayton & Co., 39 Del. Ch. 76, 159 A.2d 278 (1960).

177. See generally Annot., 48 A.L.R.3d 430 (1973).
178. In some situations, however, the business may end up paying for the stock and,

indirectly, any tax due in situations not involving dissenters' rights. This would be the case,
for example, when the business redeems the stock of a shareholder either voluntarily or
under a buy out agreement. If the redemption qualifies under one of the statutory excep-
tions to the dividend distribution rules, the proceeds will be taxed on a capital gain basis.
See generally B. BrrrKER & J. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS AND
SHAREHOLDERS 11 9.01-.65 (4th ed. 1979). Even in situations in which the other owners
purchase the interest, the business may end up actually providing the necessary funds
through increases in salaries and dividends. See generally H. O'NEAL, CLOSE CORPORATIONS
§ 7.27 (2d ed. 1971).
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ration may be considerably larger than the dollar value of the dissentinj
shares, as found by the court, because of legal costs, interest, appraisa
fees, and attorneys' fees.179 These extra costs should encourage both side,
to try to voluntarily agree on a value.

A second difference is the requirement imposed by several courts tha
the judge's order specify the percentage weight given to each of the valua
tion techniques considered by the court.180 According to the IRS,"8

courts are not supposed to assign weights to any particular technique ir
tax cases. The justification given for the different rule in dissenters' right4
cases is the greater ability of a reviewing court to determine the appropri
ateness of the value found by the trial court.1"'

D. Squeeze Outs and Related Situations

In many situations, action by those holding a majority interest in a bus
iness will be challenged by the minority on the grounds that it is fraudu
lent, oppresssive, or unfair and, thereby, improperly deprives the minor
ity of vested rights. Squeeze out schemes, in which the minority arn
effectively frozen out of the business, are quite common. 8 " Attempts t(
alter the rights of shareholders, short of an outright squeeze out, also oc
cur frequently. One example is an attempt by the majority to do awal

179. Under M.B.C.A. § 81(l)(2), for example, a court has the power to assess attorney
fees and the fees of experts retained by the dissenters against a corporation, if the corpora
tion fails to comply with the procedural requirements in the state or is found to have acte
"arbitrarily, vexatiously, or not in good faith."

180. See, e.g., Francis I. duPont & Co. v. Universal City Studios, Inc., 312 A.2d 344 (De]
Ch. 1971), aff'd, 334 A.2d 216 (1973); In re Watts & Shand, 452 Pa. 287, 304 A.2d 69.
(1973).

181. See, Rev. Rul. 59-60, 1959-1 C.B. 237, 243. Courts do not, however, always folloN
this rule. See notes 79-81 and accompanying text supra.

In Rev. Rul. 78-367, 1978-2 C.B. 249, the I.R.S. took the position that the value of stock ii
a corporation that had announced a merger two months before a gift of stock should tak
into account the proposed effects of the merger. If applied literally, the rationale of thi
ruling would constitute a major change in the way mergers are treated under dissenten
rights statutes. See note 158 and accompanying text supra. One factor that may have influ
enced the Revenue Ruling was the absence of a set price for the merger until a year afte
the gift. The absence of this fact may provide the basis for distinguishing other cases ii
which a merger or other dissenters' rights situation involves a taxable transaction.

182. In re Watts & Shand, 452 Pa. 287, 304 A.2d 694 (1973).
183. See generally H. O'NEAL., OPPRESSION OF MINORITY SHAREHOLDERS (1975). In th

Preface of the 1981 Supplement to this treatise, Dean O'Neal states: "Since the publicatiol
of this treatise in 1975, the volume of litigation grounded on minority shareholder oppres
sion-actual, fancied or fabricated-has grown enormously. The flood of litigation shows n
sign of abating." Id. 1981 Cum. Supp., at iii. For a detailed discussion of the various types c
squeeze out techniques used in close corporations, see id. at §§ 3.01-.18, 4.01-.06, 5.01-.31
6.01-.10. The squeeze out techniques used in partnerships are described in H. O'NEAL &
DERWIN, EXPULSION OR OPPRESSION OF BUSINESS AssocIATEs, § 6.01-.10 (1961).
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with the cumulative dividend rights of preferred shareholders. This can
be done either directly, by amending the articles, or indirectly, by a re-
capitalization or as part of a merger or consolidation in which the pre-
ferred shareholders receive new securities that may or may not have the
same value as those they originally purchased.'"

When the situation is covered by a dissenters' rights statute, a share-
holder can exercise his rights under the statute to recover the appraised
fair value of the shares. Frequently, however, the applicable dissenters'
rights statute does not cover the situation. 85 Even if it does apply, one or
more owners of the business may seek an injunction, dissolution, dam-
ages, or other relief against the action taken by the majority. 86 If litiga-

184. See, e.g., Bowman v. Armour & Co., 17 Ill. 2d 43, 160 N.E.2d 753 (1959); Bone v.
The Community Hotel Corp., 105 R.I. 36, 249 A.2d 89 (1969). See also Hottenstein v. York
Ice Mach. Corp., 146 F.2d 835 (3d Cir. 1944); Hottenstein v. York Ice Mach. Corp., 136 F.2d
944 (3d Cir. 1943); and Root v. York Corp., 29 Del. Ch. 351, 50 A.2d 52 (1946), all stemming
from a recapitalization of York Ice Machinery Corporation that was designed to eliminate
preferred stock.

185. See generally H. O'NEAL, OPPRESSION OF MINORITY SHAREHOLDERS § 5.28 (1975) for
a discussion of the limitations on the coverage of dissenters' rights statutes. An unsettled
issue is whether the dissenters' rights remedy, which is limited to receiving the cash fair
vlaue of the challenging shareholder's stock, is exclusive if the statute affords coverage.
Compare, e.g., Jones & Laughlin Steel Corp., 488 Pa. 524, 412 A.2d 1099 (1980) with Singer
v. Magnavox, 380 A.2d 969 (Del. 1977). See generally H. O'NEAL, OPPRESSION OF MINORrrY

SHAREHOLERS § 5.29; Vorenberg, Exclusiveness of the Dissenting Shareholder's Appraisal
Right, 77 HARv. L. REV. 1189 (1964).

186. A shareholder may want to avoid the dissenters', rights remedy for a variety of rea-
sons. As was pointed out in notes 173-75 and accompanying text supra it is generally con-
sidered impermissible in a dissenters' right action to take into account economic factors that
take place after the valuation date specified in the statute. Consequently, courts have not
allowed recovery for the economic benefits, or the so-called "synergistic value," of mergers
and other business combinations in dissenters' rights cases. See Brudney & Chirelstein, Fair
Shares in Corporate Mergers and Takeovers, 88 HARv. L. REv. 297, 304-06, 309-12 (1974).
One recent federal case, however, allocated a proportionate share of the synergistic value to
minority shareholders as one of the tests it applied ina suit challenging a merger under the
fairness doctrine. Mills v. Electric Auto-Lite Co., 552 F.2d 1239, 1248-49 (7th Cir.), cert.
denied, 434 U.S. 922 (1977). But see Tanzer v. International Gen. Ind., Inc., 402 A.2d 382,
393-95 (Del. Ch. 1979)(such value is too speculative). The cash award given a shareholder in
a dissenters' rights case will frequently not compensate the shareholder for various transac-
tion costs involved. For example, a merger or other business combination involving an ex-
change of securities can often be accomplished on a tax free basis. The proceeds from a
cash-out merger whether accepted voluntarily or involuntarily through a dissenters' rights
case, on the other hand will be a taxable transaction. The amount of tax normally is not
taken into account in a dissenters' rights case. Furthermore, in a cash-out merger, the mi-
nority shareholder will often have additional uncompensated costs, such as brokerage fees
involved in obtaining a comparable new investment. Whether and under what circumstances
these types of damages can be recovered on any legal theory is very controversial. See Brud-
ney, Efficient Markets and Fair Values in Parent-Subsidiary Mergers, 4 J. CORP. L. 63
(1978); Brudney & Chirelstein, A Restatement of Corporate Freezeouts, 87 YALE L.J. 1354
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tion challenging the action is brought, it will frequently be necessary to
value the business or the interest of one or more owners, or to value the
types of securities or other consideration issued, or to be issued, by the
company or its successor in interest.1 8 7 The valuation principles in these
cases are essentially the same as those applicable to other valuation
cases. s18 The nature of the business and the type of ownership interest

(1978); Brudney & Chirelstein, Fair Shares in Corporate Mergers and Takeovers, 88 HARV.
L. REV. 297 (1974); Cox, Acquisitions and Mergers-Synergy and the Payment of Premi-
urns in Corporate Acquisitions, 1 CORP. L. REV. 48 (1978); Goldman & Wolfe, In Repsponse
to a Restatement of Corporate Freezeouts, 36 WASH. & LEE L. REV. 683 (1979); Lome, A
Reappraisal of Fair Shares in Controlled Mergers, 126 U. PA. L. REV. 955 (1978); Toms,
Compensation Shareholders Freezeout in Two-Step Mergers, 78 COLUM. L. REV. 548 (1978).

187. In the absence of statutory relief, the basic test in such cases is whether the pro-
posed action is so unfair to the minority that it amounts to bad faith, self-dealing, fraud or
oppression. This so-called "fairness test" is usually analyzed as part of the broader business
judgment test. See generally Arsht, The Business Judgment Rule Revisited, 8 HOFSTRA L.
REV. 93 (1979); Carney, Fundamental Corporate Changes: Minority Shareholders, and
Business Purpose, 1980 A.B.F. RES. J. 69. The fairness doctrine has been invoked with in-
creased frequency in recent years to challenge proposed merger transactions. See, e.g.
Singer v. Magnovox, 380 A.2d 969 (Del. 1977); Tanzer v. International Gen. Ind., Inc., 402
A.2d 382 (Del. Ch. 1979); Roland Int'l Corp. v. Najjar, 407 A.2d 1032 (Del. 1979). See gener-
ally Brudney & Chirelstein, Fair Shares in Corporate Mergers and Takeovers, 88 HARV. L.
REV. 297 (1976); Greene, Corporate Freeze-out Mergers: A Proposed Analysis, 28 STAN. L.
REV. 487 (1976). One important issue in the cases is whether the consideration offered to the
minority is fair. A starting point in the analysis of this issue is to determine the value of the
merging companies. See, e.g., Mills v. Electric Auto-Lite Co., 552 F.2d 1239 (7th Cir.), cert.
denied, 434 U.S. 922 (1977). The existence of a detailed report prepared by an independen
party justifying the fairness of the "price is an important factor in the defense of these cases.
See, e.g., Levin v. Great W. Sugar Co., 406 F.2d 1112 (3d Cir. 1969); Tanzer v. International
Gen. Ind., Inc., 402 A.2d 382, 391 (Del. Ch. 1979). Other issues relating to the fairness of the
consideration offered to the minority in merger transactions are discussed at note 186 supra.

Many states now have statutes that authorize dissolution and, in some cases, other types
of relief when the conduct of the majority amounts to oppression. See, e.g., M.B.C.A. § 97;
S.C. CODE ANN. § 33-21-150 (1976); Annot., 56 A.L.R.3d 358 (1974).

Finally, the minority may have a cause of action under Section 10(b) of the Securities
Exchange Act of 1934, 15 U.S.C. 78j(b), 48 Stat. 881 and SEC Rule lob-5 17 C.F.R. §
240.10b-5 (1981) or some other provision of the federal securities laws. See generally H.
O'NEAL, OPPRESSION OF MINORITY SHAREHOLDERS §§ 5.31, 7.09 (1975).

188. Depending on the nature of the claim by the minority, there may be special valua-
tion problems. See, e.g., Roged, Inc. v. Paglee, 372 A.2d 1059 (Md. Ct. App. 1977)(propel
treatment of unearned commissions, life insurance premiums and legal fees in valuing
shares for purposes of a court ordered buy out). Some of the special valuation problems
presented by mergers are discussed in note 186 supra. Frequently, minority shareholders
will attempt to obtain all or a proportionate share of any premium paid by a third party tc
obtain control of the business. See, e.g., Perlman v. Feldman, 219 F.2d 173 (2d Cir. 1955);
Brecher v. Gregg, 89 Misc. 2d 457, 392 N.Y.S.2d 776 (Sup. Ct. 1975), aff'd, 56 App. Div. 2d
525, 391 N.Y.S.2d 829 (1977). In order to determine the amount of the premium, the value
of any property received by the majority and in many cases the value of the entire business
will have to be obtained. See, e.g., Delano v. Kitch, 542 F.2d 550 (10th Cir. 1976). In the
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will be important factors in determining which valuation techniques will
be given primary consideration in these cases.

E. Valuation of Farm and Business Real Property Under Section
2032A

Normally, real property is valued on the basis of its highest and best
use, regardless of its current use.1 's A valuation made on this basis may
be considerably higher than a valuation made on the actual use of the
land. This is particularly true with respect to farm property located in or
near residential and commercial areas. Under Internal Revenue Code sec-
tion 2032A, 5 0 however, real property used as an operating farm or in a
qualifying closely held business in which members of the decedent's fam-
ily are active participants, can be valued for estate tax purposes essen-
tially on the basis of its current use. If section 2032A applies and a timely
election is made," ' a reduction in the gross estate from the highest and

absence of evidence of fraud or self-dealing or breach of disclosure obligations, however, the
minority is unlikely to recover the premium. See H. O'NEAL, OPPRESSION OF MINO~rrY
SHAREHOLDERS §§ 4.04-.06 (1975); Hazen, Transfer of Corporate Control and Duties of Con-
trolling Shareholders-Common Law, Tender Offers, Investment Companies-And a Pro-
posal for Reform, 125 U. PA. L. REv. 1023 (1977). In a situation in which the majority
through a formal dissolution or voluntary sales transaction sells all or substantially all the
assets to a new or existing company which they control, the minority should, assuming a
court refuses to enjoin or reverse the transaction (see Weisbecker v. Hosiery Patents, Inc.,
356 Pa. 244, 51 A.2d 811 (1947)), be entitled to recover the value of the goodwill and other
going concern value of the business and not merely the net asset value of the tangible assets.
See Lebold v. Inland Steel Co., 125 F.2d 369 (7th Cir. 1942); Godley v. Crandall & Godley
Co., 212 N.Y. 121, 105 N.E. 818 (1914); Segall v. Shore, 264 S.C. 442, 215 S.E.2d 895 (1975),
rev'd, 269 S.C. 31, 236 S.E.2d 316 (1977). See generally H. O'N.AL, OPPRESSION OF MINOmRTY
SHAREHOLDERS §§ 5.17-.26 (1975). In addition, when the majority sells one or more assets of
the business in a self-dealing transaction at a bargain price, then the minority should be
entitled to recover for the corporation the difference between the fair market value of the
assets and the consideration received in the transaction. See Snyder v. Aetna Constr. Co.,
272 Ill. App. 591 (1933)(recovery by minority of benefits from side agreements);Noe v. Rous-
sal, 310 So. 2d 806 (La. 1975).

189. The highest and best use standard has long been used in determining the fair mar-
ket value of property in condemnation cases. See 4 J. SACKMAN, NICHOLS' THE LAW OF Emi-
NENT DOMAIN § 12.314 (rev. 3d ed. 1980). It is also the accepted valuation standard in tax
cases. See, e.g., Lewis v. United States, 71-1 U.S. Tax Cas. 86,813 (D. Wyo. 1970). See gen-
erally, Chalmers, Valuation of Real Estate, BNA TAX MANAGEMENT ESTATES, GIFrs, AND
TRUSTS PORTFOLIO #299 (1978). For a brief description of the standard methodologies for
computing the valuation of real estate, see note 38 supra.

190. I.R.C. § 2032A was enacted as part of the Tax Reform Act of 1976, Pub. L. No. 94-
455 § 2003(a), 90 Stat. 1520, 1856. It was amended by the Revenue Act of 1978, Pub. L. No.
95-600 § 702(d), 92 Stat. 2763, 2928; and extensively revised by the E.R.T.A. § 421.

191. The election must be filed with the estate tax return and must include a signed
agreement by the heirs receiving the property that they will pay the additional tax due in
the event the property is disposed of to unqualified persons or it ceases to be used for quali-
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best use value of up to the following amounts will be allowed:"'

Year of Death Maximum Reduction

1977-1980 $500,000
1981 600,000
1982 700,000
1983 and thereafter 750,000

Two methods of valuation are specified in section 2032A. The first,,
which applies only to farms, requires that value be determined on a mood
fled capitalization basis calculated by dividing the effective average loi
rate for new loans made by the Federal Land Bank in the district whe
the real estate to be valued is located1 " into either (1) the average gro
annual rentals,195 less state and local real estate taxes for comparab
farm property'" located in the same area, or (2) in the absence of comp
rable cash rentals, the average net share rental less state and local tax
received for comparable farm property in the area.191 All calculatioi
must be made on the basis of the five years preceeding the year in whi4
the decedent died. 98 For example, assume that a qualifying farm of 11
acres owned by a decedent who died in 1980 had a highest and best u
value of $600,000.00, that the five-year average rental for comparab
farm property less real estate taxes is $200.00 per acre and that the fiv
year average effective rate used by the District Federal Land Ban
where the land is located is ten percent. The valuation of the farm f

fled purposes within the tax recapture period. I.R.C. § 2032A(d), as amended by E.R.T.
§ 421(j). The form of the agreement that must be filed by the heirs is set out in Rev. Pro
81-14, 1981-17 I.R.B. 14.

192. I.R.C. § 2032A(a)(2).
193. I.R.C. § 2032A(e)(7)(A).
194. Treas. Reg. § 20.2032A4(e). The IRS periodically publishes an updated cumulati

list of the requisite rates. The latest is Rev. Proc. 81-170, 1981-25 I.R.B. 18-19. The rate
the 12 Federal Land Bank districts for decedents dying in 1981 ranges from a low of 9.09
to a high of 9.77%.

195. Only arm's-length actual cash leases of comparable farms not involving members
the decedent's family can be used in the calculation. Treas. Reg. § 20.2032A-4(b) (1980)

196. To qualify, the comparable farm property must meet strict eligibility standa
specified in the Regulations, including similarity in soil, slope of the land, and proximity
local markets. Treas. Reg. § 20.2032A-4(d) (1980).

197. This alternative formula, added by E.R.T.A. § 421(f), is not available except I
decedents dying after 1981. This "net share value" is defined as the value of the produ
received by the lessor less the crop expenses paid by the lessor. I.R.C. § 2032A(e)(7)(I
added by E.R.T.A. § 421(f). This represents the amount the owner of a farm normally i
ceives in a share-cropping arrangement. For decedents who died between 1977 and the e:
of 1981 only cash rentals of comparable farm property can be used for the I.R.C. § 2031
valuation.

198. I.R.C. § 2032A(e)(7).

514 [Vol. t
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estate tax purposes under section 2032A would be $200,000.00 ($200.00
per acre times 100 acres, divided by ten percent). If the highest and best
use value was $800,000.00, however, the farm would have to be included
in the gross etate at a $300,000.00 value because section 2032A(a)(2) pro-
hibits a decrease in value of more than $500,000.00 for decedents dying
before 1981. If the decedent died in 1981 or thereafter, however, the farm
would be included in the estate at the $200,000.00 special use valuation.

The second method of valuation specified in the statute requires the
use of a combination of valuation methods, which are essentially the
methods ordinarily used to value business property.1 99 This alternative is
required in all cases in which real property of a qualifying small business
other than one engaged in farming is being valued as well as in situations
in which there is no comparable rental farm land in the locality200 The
executor can also elect to use this method even though the requirements
for the special valuation formula for farm land exist.20'

Section 2032A is most likely to provide significant tax benefits for fam-
ily owned and operated farms that meet the statutory requirements. s2"

199. I.R.C. § 2032A(e)(8) lists five factors, all of which should be used to the extent they
are applicable:

(A) The capitalization of income which the property can be expected to yield for
farming or closely held business purposes over a reasonable period of time under
prudent management using traditional cropping patterns for the area, taking into
account soil capacity, terrain configuration and similar factors,
(B) The capitalization of the fair rental value of the land for farmland or closely
held business purposes,
(C) Assessed land values in a state which provides a differential or use value as-
sessment law for farmland or closely held business,
(D) Comparable sales of other farm or closely held business land in the same geo-
graphical area far enough removed from a metropolitan or resort area so that non-
agricultural use is not a significant factor in the sales price, and
(E) Any other factor which fairly values the farm or closely held business value of
the property.

See note 38 supra for a brief description of the comparable sales and the income and rental
value capitalization methods.

200. I.R.C. §§ 2032A(e)(7)(C), 2032A(e)(8).
201. I.R.C. § 2032A(e)(7)(B)(ii).
202. The basic requirements in I.R.C. § 2032A, as amended by E.R.T.A. § 421 are:
(1) the decedent was a United States citizen;
(2) the value of the farm (including both real and personal farm property) or closely held

business interest less any mortgage liabilities attributable to such property must be at least
50% of the adjusted gross estate and the adjusted value of the qualified real property is at
least 25% of the adjusted gross estate;

(3) the qualifying real property must pass to or have been acquired by a qualifying mem-
ber of the decedent's family, which includes the decedent's spouse, parents, brothers and
sisters, children (including adopted and stepchildren) and spouses and lineal descendants of
any of these persons;

(4) the real property must have been owned directly or indirectly through a trust, partner-
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Although real property owned by a small business can qualify, the stri
eligibility standards make it unlikely that section 2032A will apply t
many small business entities that are not operated as farms. For the rei
property used in a small business to qualify, the ownership interest of tb
decedent must meet the requirements of section 6166(b)(1)10 3 as well E
those in section 2032A. 0'" Two troublesome criteria are the following: (
that the family members, who receive a qualifying business interest froi
the decedent, maintain a "material participation" in the business,"'
which requires the family member's active involvement in managing th

ship or corporation by the decedent or a member of his family and used for farming pu
poses or in a trade or business other than farming for at least 5 of the 8 years preceeding tt
earliest of (a) the decedent's death, (b) the date the decedent became disabled or (c) t
date the decedent began receiving social security retirement benefits and the decedent 4
qualified members of his family (see (5)) materially participated in the operation of tl
farm or business;

(5) the qualifed family members maintain a material participation in the operation of tl
farm or business for 10 years following the death of the decedent (there are exceptions, fb

example, death or disposition of an interest to another qualified heir); and
(6) a timely election and agreement to pay an additional tax due under the recaptu

rules if the property is disposed of or ceases to be used for a qualifying purpose within I
years following the decedent's death is filed.

For a more detailed discussion of these requirements see Chalmers, Valuation of Re,
Estate, BNA TAx MANAGEMENT ESTATES, Gvrrs, AND TRUSTS PORTFOLIO #299, A-13 throuE
A-17 (1978); Lewis, Farm Property Valuations, 38 N.Y.U. INST. FED. TAx §§ 39.01-.1
(1980).

203.See, I.R.C. § 2032A(g); Treas. Reg. § 20.2032A-3(f)(2) (1980). I.R.C. § 6166(b)(1) r
quires that the business not have more than 15 partners or shareholders and that at lea
20% of the total capital interest in a corporation be included in the gross estate of tl
decedent. The 20% requirement is not a problem because of the percentage requirements
§ 2032A(b). See note 202 supra. Section 6166(b)(1) also specifies that the entity carry on
"trade or business," a requirement discussed at notes 207-08 and accompanying text infr

204. See note 202 supra. While it seems clear that for purposes of the 50% adjustU
gross estate test in I.R.C. § 2032A(b)(1)(A) the value of the decedent's interest in the smi
business and not merely the value of the real estate used by the business is the prop
standard, it is not clear that this is the standard applicable to the 25% test in I.R.C.
2032A(b)(1)(B). The language in the latter subparagraph can be construed to require th
the adjusted value of the real property used in the business must be at least 25 % of tl
adjusted value of the gross estate. See IRS Letter Rul. 8040016 (June 30, 1980). Anoth
question concerns the effect of the valuation of the qualifying real property used in busine
on the overall valuation of the business interest for estate tax purposes. While a secti(
2032A valuation may result in a reduction in the value of the business real property, tl
estate tax value of the business will not necessarily be reduced by a like amount unless tl
value is determined solely on a net asset basis. As is pointed out in the text, however, tl
IRS requires that all relevant valuation criteria be used and net asset value is only one
several accepted methodologies. See notes 16-17 and 74-81 and accompanying text supr
IRS Regulations dealing with these and other problems of applying section 2032A to noi
farm closely held businesses have not as yet been issued.

205. See I.R.C. § 2032A(c)(7)(B).
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business;206 and (2) that the entity must carry on a trade or business, a
requirement that eliminates from eligibility a passive investment busi-
ness, such as one that owns an apartment or office building.208 Owners of
closely held small businesses in which land is a material portion of the
total assets may, however, be able to take advantage of section 2032A.
One possible example is a small family business that owns and operates a
drive-in movie.

Even if the eligiblity requirements are met, the danger of a recapture of
the tax benefits if either the heirs dispose of the property or it ceases to
be used as a farm or closely held business within ten years of the dece-
dent's death '0 may make it unwise to elect to use section 2032A. Never-
theless, the section does provide significant tax benefits and should be
taken into account for estate planning and estate administration
purposes.

206. See I.R.C. §§ 2032A(c)(7), (e)(12), added by E.R.T.A. § 421(c). The statute defines
active management as the "making of the management decisions of a business (other than
the daily operating decisions)." I.R.C. § 2032A(e)(12), added by E.R.T.A. § 421(c). This is
essentially the interpretation of "material participation" taken in the Regulations prior to
the 1981 amendments. See Tress. Reg. § 20.2032A-3(f) (1980). The House Committee Re-
port on E.R.T.A. contains several examples of activities that qualify as "active manage-
ment." See [Aug. 1981] U.S. Code Cong. & Ad. News 320-24.

207. The trade and business requirement in I.R.C. § 6166(b)(1) applies. See I.R.C. !e]
2032A(g); Rev. Rul. 75-365, 1975-2 C.B. 471; Rev. Rul. 75-367, 1975-2 C.B. 472; Rev. Rul. 61-
55, 1961-1 C.B. 713; Treas. Reg. § 20.2032A-3(f)(2) (1980). See also Treas. Reg. § 20.6166A-
2(c) (1960), redesignated T.D. 7710, 1980-2 C.B. 254. See also Hjorth, Special Estate Valua-
tion of Farmland and the Emergence of a Landholding Elite Class, 53 WASH. L. Rxv. 609,
623-28 (1978).

208. See Rev. Rul. 75-365, 1975-2 C.B. 471 (owner of business that rented farms does not
qualify); Tress. Reg. § 20.6166A-2(c) (1960), redesignated T.D. 7710, 1980-2 C.B. 254.

209. I.R.C. § 2032A(c)(1), as amended by E.R.T.A. § 421(c). Before the 1981 amend-
ments, the recapture period was 15 years.
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