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Chapter 38

VALUATION  
PLANNING

INTRODUCTION

For tax purposes, the starting point for valuation 
of assets is Fair Market Value (FMV). This is defined 
in the Treasury Regulations as what a hypothetical 
willing buyer would pay a hypothetical willing seller—
assuming both had knowledge of the relevant facts.1 
Valuation planning describes any tool or technique 
used to affect and ethically engineer the valuation of 
property or business interests for gift, estate, or GST 
tax purposes. It is often possible to take legitimate 
steps to reduce the worth (or value) of property for 
tax purposes and thus reduce federal transfer taxes on 
that property. Publillius Syrus wrote in the first century 
A.D. that “something is only worth what someone will 
pay for it.” Appraisers under the fair market value 
standard of value rarely have that luxury and quite 
often do not have even remotely comparable sales of 
similar interests to consider in their valuation task. 
Valuation in a tax context is a very difficult task that 
often involves proving a negative (i.e., that the IRS 
valuation is incorrect), which is very difficult to do.

HOW IT IS DONE – AN 
EXAMPLE

“Lovey” Howell owns 80 percent of the interests in 
Minnow, LLC, a closely held LLC, which is engaged in 
software development. She transfers 20 percent stock 
interests to each of her two children, Thurston Howell IV 
and Amelia Howell Gilligan, either outright or in trust. 
Since the transferred interests are minority interests, 
the value of the LLC interests for gift tax purposes may 

be reduced to reflect both the lack of control over the 
LLC and the fact that there is little if any market for less 
than a controlling interest in a closely-held business.2

Further, the value of Lovey’s retained 40 percent 
interest also may be reduced, since she is no longer able 
to sell the entire business unless either Thurston IV or 
Amelia agree with her, and possibly not even then if a 
sale requires a greater than 60 percent vote. (Of course, 
the benefit of this tax savings must be balanced by the 
very real control loss that Lovey must be willing to give 
up. A recapitalization followed by gifts of nonvoting 
common or nonvoting preferred interests may be 
used in combination with gifts of a lesser percentage 
of voting common if it is important that a client retain 
voting control.)

What is most important is the product of the appraisal 
process: the valuation report. In the area of business 
valuation, it is important to know that guidance exists 
for how reports should be written. There are five widely 
accepted experts in the area of business appraisal. These 
“Big 5” business appraisal organizations are: (1) American 
Society of Appraisers (ASA, - http://www.appraisers.
org); (2) American Society of Certified Public Accountants 
(AICPA, http://www.aicpa.org); (3) Canadian Institute 
of Certified Business Valuators (CICBV, http://www.
cicbv.ca); (4) Institute of Business Appraisers (IBA, 
http://www.go-iba.org); and (5) National Association 
of Certified Valuation Analysts (NACVA, http://
www.nacva.org). These appraisal organizations have 
promulgated business valuation standards to which 
their members must comply. Additionally, there are 
some documentation and disclosure requirements in 
the tax law that are very important.3
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TAX IMPLICATIONS

Valuing property for federal gift, estate, and GST 
tax purposes is a complex and often uncertain process. 
Frequently, the taxpayer’s valuation differs widely 
from the value established by the IRS. Courts are then 
asked to resolve the valuation question. As a general 
rule, courts despise valuation disputes and usually try 
hard to get the parties to negotiate these issues outside 
of court. Consider the following quote from Messing v. 
Comr. from back in 1967:

Too often in valuation disputes the parties have 
convinced themselves of the unalterable correctness 
of their positions and have consequently failed 
successfully to conclude settlement negotiations—a 
process clearly more conducive to the proper 
disposition of disputes such as this. The result is 
an overzealous effort, during the course of the 
ensuing litigation, to infuse a talismanic precision 
into an issue which should frankly be recognized 
as inherently imprecise and capable of resolution 
only by a Solomon-like pronouncement.

Thus, value is a variable upon which reasonable 
minds can and will continue to differ. But, value is 
not determined by a mere flip of the coin. The use of 
careful and thorough appraisals by qualified experts, 
documentation of sales of similar property recently sold, 
and well-drawn arm’s length restrictive agreements 
(such as a buy-sell arrangement) are effective tools in 
substantiating favorable values. In the vast majority of tax 
cases, actual value is irrelevant because it is unknown since 
no arm’s-length sale will have taken place. Therefore, 
perceived defensible value is everything in a valuation case. 
A client’s case often rises or falls depending upon the 
appraiser’s work in the appraisal report. The appearance 
of correctness is far more important than actually being 
correct in value determination.

General Valuation Rules

The regulations under Code Section 2031 discuss 
factors that are relevant in valuing items includable in 
the gross estate for federal estate tax purposes.4 Under 
those regulations, the standard of value is fair market 
value, “the price at which the property would change 
hands between a willing buyer and a willing seller, 
neither being under any compulsion to buy or to sell 
and both having reasonable knowledge of relevant 
facts.” The courts have engrafted a requirement onto 
that definition that the willing buyer and willing seller 

be hypothetical. Thus, the value a particular person 
would place on property may vary greatly from the 
measure of worth placed on that same item by the 
government. In fact, it is neither necessary that there be 
an established market for an item, nor that there be the 
“willing buyer and seller” spoken of in the regulations. 
In the absence of an actual sale, the value is based on 
a hypothetical sale between a hypothetical buyer and 
hypothetical seller.

Generally, when an organized market does in fact 
exist, the market price will prevail. The ignorance of 
a material fact by the buying public or its inability to 
properly assess the significance of certain events does 
not form a basis for reducing the price indicated on the 
organized market. The contrary result applies in the 
absence of an established market. A purchase or sale is 
not regarded as determinative of value in situations in 
which one of the parties was ignorant of a material fact.

The following external factors have had varying effects 
on the probative value of sales: (a) the frequency of sales 
[the courts tend to disregard isolated or sporadic sales]; 
(b) the relationship between the buyer and the seller [it 
is unusual for sales between parents and children or 
employers and employees to be given great weight in 
the light of their almost definitional unequal bargaining 
positions]; and (c) offers to purchase or sell [offers as 
opposed to options present little evidence of value].

Not only should all the factors affecting value be 
considered, but there should be sound reasoning for 
the relative weight given to each one.

Determining Value

The IRS would likely consider all the facts and 
circumstances that a hypothetical buyer and seller 
would consider. The derived price at which the property 
would have changed hands between parties “X” and 
“Y” thus determines the IRS’s valuation. By this rule, 
a forced sale—or a sale outside of regular business 
channels—would not be determinative of the value.5 

Thus, generally, the IRS’s position is that the price at 
which the item or a comparable item would have been 
sold at retail is determinative.

Value is basically a question of fact in those situations 
where there is an established market for identical 
property. But, valuation problems essentially become 
problems of evidential proof (and often, expert opinion) 
where:
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1. There are different markets for the same property, 
such as in the case of a property with both 
wholesale and retail markets.

2. The appraisal of the worth must be made on 
the basis of comparison with somewhat similar 
property (posing questions such as: Which 
properties should be selected? How comparable 
is it?) What is derived is at best an opinion based 
upon fact. But, it must be much more than an 
uninformed conjecture or guess. It must be given 
by an independent qualified appraiser, or the 
valuation is possibly meaningless.

3. The property in question is unique, such as a 
patent or copyright. Here, the data must be 
analyzed (is the examiner capable of making 
an adequate analysis?), and an opinion must 
be formulated as to how much the potential 
anticipated benefits are worth.

Since, in practice, valuation problems are frequently 
viewed by the IRS and the courts as problems of 
negotiation and compromise, the appraiser’s goal 
should be to derive a fair and sound value that, if 
litigated, would be sustained by the court. Evidence 
and proof secured in the form of expert advice through 
an appraisal, formulated promptly after the gift or the 
testator’s death, would likely have a greater probative 
value than evidence obtained at a later date. (As to the 
valuation of specific types of property, one must turn to 
the regulations, rulings and court decisions.)

Date Assets Are Valued

Generally, federal estate taxes are based either on 
the fair market value of the transferred property as of 
the date the decedent died or the value of the property 
six months after the date of the decedent’s death. This 
later date is known as the alternate valuation date.6 
Once selected for valuation purposes—date of death 
or alternate valuation—such date applies to all assets 
in the estate.

If the alternate valuation date is selected and if the 
property is distributed, sold, exchanged, or otherwise 
disposed of within six months of the decedent’s death, it 
will be valued as of the date of the distribution, sale, or 
exchange rather than the date six months after the death 
of the decedent.7 Certain types of property diminish in 
value as time goes on; for example, the present value of 
an annuity reduces each time a payment is made. Any 

such property interest or estate whose value is affected 
by the mere passing of time is valued as of the date that 
the decedent died.8

Valuation of Real Property

Because each piece of land is unique, the value of any 
real property as of a given date may be subject to widely 
differing opinions. Absent a market for such property, 
the greater of (a) the highest price available or (b) the 
salvage value will control. Where there is a market for 
real property, the basic factors that affect valuation are:

1. The nature and condition of the property, its 
physical qualities and defects, and the adequacy 
or inadequacy of its improvements.

2. The size, shape, and location of the property.

3. The actual and potential use of the property and 
how the trends of development and economic 
conditions (such as population growth) affect 
it.

4. How suitable the property is for its actual or 
intended use.

5. Zoning restrictions.

6. Size, age, and condition of the buildings (degree 
of deterioration and obsolescence).

7. The market value of other properties in the area 
in which the property is located.

8. The value of net income received from the 
property. Rentals are often capitalized and then 
adjusted for depreciation. (See the subsequent 
discussion of capitalization of income.) The same 
principle can be applied to gross rents. This 
method, however, must be adjusted to account 
for operating costs.

9. The value accepted by state probate courts 
for purposes of state death taxes, if based on 
appraisals made by qualified real estate experts.

10. Prices at which comparable property in the 
same area was sold at a time near the applicable 
valuation date (providing it was an arm’s length 
transaction for the best price obtainable). Usually 
more than one comparable property sale will be 
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used, especially where the property to be valued 
is a personal residence or undeveloped acreage.

11. How much, taking depreciation into account, 
would it cost to duplicate the property? The cost 
or value of land would have to be separated 
from the total value. The cost of reproducing 
the building, using present cost figures, would 
have to be estimated. The loss in value due to 
depreciation would then have to be subtracted 
from the total of the other two figures.

12. Unusual facts.

In the event of a sale of real property within a 
reasonable period of time after the decedent’s death, in 
such a manner as to insure the highest possible price, the 
amount received will usually be accepted as its value. 
Unaccepted offers to purchase the property will also be 
considered. What about a sale at auction? Usually, this 
price will be accepted only if it appears that there was no 
other method that would have obtained a higher price.

Land does not have to produce income or have an 
active market to attain substantial value. Where lands 
are in or adjacent to a settled community, owners 
frequently hold such lands in anticipation of realizing 
their true value from future sales. For example, a home 
at the edge of an expanding shopping center might be 
worth far more to the shopping center developer than 
it would to a potential buyer in the residential market.

Special Valuation of Certain Farm  
and Business Real Property

An executor may elect to value qualifying real 
property on the basis of its actual special use rather than 
its highest and best use. This special use valuation rule, 
especially useful where the price of farmland is artificially 
increased by, or has not kept up with, the price per acre of 
encroaching housing developments, enables the executor 
to value the farmland at its value for farming purposes. 
The maximum reduction of the decedent’s gross estate 
under this provision is $1,070,000 (as indexed for 2013).

The following are the qualification requirements:

1. On the date of the decedent’s death, the property 
must be involved in a “qualified use.” That term 
is defined by Code Section 2032A(b)(2) as use 
as a farm for farming purposes or in a trade or 
business other than farming. The worksheet 

presented in Figure 38.1 shows the steps to take 
in Section 2032A Special Use Valuation.

2. The value of the qualified property (less debts 
or unpaid mortgages) in the decedent’s estate 
must equal at least 50 percent of the decedent’s 
gross estate (less debts or unpaid mortgages).

3. At least 25 percent of the gross estate (less debts 
and unpaid mortgages on all property in the 
gross estate) must be qualified farm or closely 
held business real property.

4. Such property must pass to a “qualified heir.” 
This term is defined at Code Section 2032A(e) to 
include the decedent’s immediate family plus his 
ancestors or lineal descendants, his spouse or the 
spouse of a descendant, or a lineal descendant 
of a grandparent. A legally adopted child of an 
individual shall be treated as the child, by blood, 
of such individual.

5. The real property must have been owned by 
the decedent or a member of his family and 
used as a farm or in a closely held business for 
an aggregate of five years or more of the eight-
year period ending on the date of the decedent’s 
death. During this period, the decedent or a 
member of his family must have been a material 
participant in the operation of the farm or other 
business.

If the above conditions are met, the property qualifies 
for the special valuation rule.

Then, if the executor elects to apply Code Section 
2032A, the farm method of valuing land is generally 
determined as follows:

A. Average annual gross cash rental for comparable 
land.

B. Average annual state and local real estate taxes 
for such comparable land.

C. Average annual effective interest rate for all new 
Farm Credit Bank Loans.

A-B
C =  value for section 2032A purposes.Formula:

This formula provides that the income to be capitalized 
is the average annual gross cash rental income (for five 
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years prior to the decedent’s death) less the average 
annual state and local real estate taxes (for the same 
five-year period) for that comparable land.

Comparable land is (1) land used for farming purposes 
that (2) must be located in the same vicinity as the 
farmland to be valued. If there is no comparable land, 
or if the executor chooses to have the farm valued in 
the manner of a qualifying closely held business, other 
factors are applied.

The executor may not use cash rentals from the farm 
to be valued. The rentals used from comparable farmland 
must have been the result of arm’s length bargaining.

The capitalization rate, the average annual effective 
interest rate on new Farm Credit Bank (FCB) loans, is 
the average billing rate charged on new agricultural 
loans to farmers in the farm credit district in which 

the qualified property is located. These amounts are 
published by the IRS according to the Farm Credit Bank 
district in which property is located. A reproduction 
of the relevant parts of the latest ruling on this topic 
follows. In order to determine the special use value of 
a farm under the formula method the average annual 
effective interest rates on new FCB loans to be used for 
estates of decedents dying in 2013 are as follows:

Farm Credit System Bank in
Which Property is Located

Interest Rates
Year of Death 

2012

AgFirst, FCB 6.19%

AgriBank, FCB 5.61%

CoBank, FCB 5.15%

Texas, FCB 5.50%

U.S. AgBank, FCB 5.15%

Figure 38.1

SECTION 2032A SPECIAL USE VALUATION WORKSHEET

(1) Year of Death ..............................................................................................................................................______ 

(2) FMV of Gross Estate1 ................................................................................................................$_____________ 

(3) Debt on Property Includable in Gross Estate2 ..................................................................... ($_____________)

(4) Adjusted Value of Gross Estate [(2) - (3)]  ..............................................................................$_____________ 

(5) FMV of Qualified Use Property1, 3 ...........................................................................................$_____________ 

(6) Debt on Qualified Use Property2 ........................................................................................... ($_____________)

(7) Adjusted Value of Qualified Use Property [(5) - (6)] ............................................................$_____________ 

(8) 50% of Adjusted Value of Gross Estate [(4) × 50%] ..............................................................$_____________ 

If amount of (8) is more than amount of (7), estate is not eligible for special use valuation – STOP.

(9) FMV of Qualified Use Real Property1, 4  .................................................................................$_____________ 

(10) Debt on Qualified Use Real Property2 .................................................................................. ($_____________)

(11) Adjusted Value of Qualified Use Real Property [(9) - (10)] .................................................$_____________ 

(12) 25% of Adjusted Value of Gross Estate [(4) × 25%] ..............................................................$_____________ 

If amount of (12) is no more than amount of (11), estate is eligible for special use valuation. If not, STOP.

(13) FMV of Qualified Real Property1, 5 ..........................................................................................$_____________

(14) Debt on Qualified Real Property2 .......................................................................................... ($_____________)

(15) Adjusted Value of Qualified Real Property [(13) - (14)] .......................................................$_____________
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Amount of (15) must be no less than amount of (12).

(16) FMV of Qualified Real Property [(13)] ...................................................................................$_____________

(17) Tentative Special Use Value of Qualified Real Property .................................................... ($_____________)

(18) Tentative Value Reduction [(16) - (17)] ...................................................................................$_____________ 

(19) Statutory Maximum Special Use Reduction As Indexed ....................................................$_____________ 

(20) FMV of Qualified Real Property [(16)] ...................................................................................$_____________ 

(21) Reduction in Value [Lesser of (18) or (19)] ........................................................................... ($_____________)

(22) Special Use Value [(20) - (21)] ..................................................................................................$_____________

INSTRUCTIONS FOR SECTION 2032A 
SPECIAL USE VALUATION WORKSHEET

Definitions
Qualified use means use of the property in farming or other trade or business.
Qualified heir means a member of the decedent’s family who acquired the property from the decedent.
Member of the family means, with respect to an individual: (a) the spouse of the individual; (b) an ancestor of 
the individual; (c) a lineal descendent of the individual, or of the spouse or parent of the individual; or (d) the 
spouse of a lineal descendant listed in (c).

Notes

1 Fair Market Value (FMV) determined without regard to special use valuation.

2 Where the value of the property has not been reduced by the debt on the property.

3 Real or personal property includable in decedent’s estate which: (a) on the date of the decedent’s death, 
was being used for a qualified use by the decedent or family member; and (b) was acquired from or passed 
from the decedent to a qualified heir.

4 Real property includable in decedent’s estate which: (a) was acquired from or passed from the decedent 
to a qualified heir; (b) was owned by the decedent or family member and used for a qualified use by the 
decedent or family member for five of the last eight years prior to the decedent’s death; and (c) was used 
in the qualified use in which the decedent or family member materially participated in five years out of the 
eight years immediately preceding the decedent’s death (or retirement or disability).

5 Real property includable in decedent’s estate which: (a) is located in the United States; (b) was acquired 
from or passed from the decedent to a qualified heir; (c) on the date of the decedent’s death, was being 
used for a qualified use by the decedent or family member; (d) was owned by the decedent or family 
member and used for a qualified use by the decedent or family member for five of the last eight years 
prior to the decedent’s death; (e) was used in the qualified use in which the decedent or family member 
materially participated in 5 years out of the 8 years immediately preceding the decedent’s death (or 
retirement or disability); and (f) is designated in the Section 2032A election and recapture agreement.

Some of the real property on line 9 may not be eligible for special use valuation because it does not meet 
requirements (a), (c), and (f) for real property on line 13. 

Indeed, with regard to (f), special use valuation can be elected for less than all of the real property that would 
otherwise be eligible. However, if the election is made, the election must be made for enough real property so 
that the adjusted value of such property [line 15] is not less than 25 percent of the adjusted value of the gross 
estate [line 12].

Figure 38.1 (cont’d)
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These are the states within each Farm Credit Bank 
district:

Bank Location of Property

AgFirst, FCB Delaware, District of Columbia, 
Florida, Georgia, Maryland, 
North Carolina, Pennsylvania, 
South Carolina, Virginia, West 
Virginia

AgriBank, FCB Arkansas, Illinois, Indiana, Iowa, 
Kentucky, Michigan, Minnesota, 
Missouri, Nebraska, North 
Dakota, Ohio, South Dakota, 
Tennessee, Wisconsin., Wyoming

CoBank, FCB Alaska, Connecticut, Idaho, 
Maine, Massachusetts, Montana, 
New Hampshire, New Jersey, 
New York, Oregon, Rhode 
Island, Vermont, Washington 

Texas, FCB Alabama, Louisiana, Mississippi, 
Texas

U.S. AgBank, FCB Arizona, California, Colorado, 
Hawaii, Kansas, Nevada, New 
Mexico, Oklahoma, Utah, Puerto 
Rico

The following example assumes an average annual 
gross cash rental for comparable land of $100,000, 
average annual state and local real estate taxes for such 
comparable land of $8,000, and a capitalization rate of 
5.50 percent.

A-B
C =  value for section 2032A purposes.

$100,000 – $8,000
5.50%

= $1,672,727

If there is no comparable land, or if the executor elects 
to have the farm valued in the manner of a qualifying 
closely held business, then the following factors shall 
apply:

1. The capitalization of income that 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 other factors.

2. The capitalization of the fair rental value of 
the land for farmland or closely held business 
purposes.

3. Assessed land values in a state that provides 
a differential or use value assessment law for 
farmland or real estate owned by a closely held 
business.

4. Comparable sales of other farms or closely held 
business land in the same geographical area 
far enough removed from a metropolitan or 
resort area so that nonagricultural use is not a 
significant factor in the sales price.

5. Any other factor that fairly values the farm or 
closely held business value of the property.

If a farm or a closely held business qualifies for the 
special valuation rules and its determined value is 
used for federal estate tax purposes, then an additional 
estate tax will be imposed if within ten years after the 
decedent’s death and before the death of the qualified 
heir, the qualified heir disposes of any interest in that 
property—other than to a qualified family member—or 
ceases to use that property in the manner in which it 
was used to qualify for this special tax treatment.

Generally, the additional tax imposed shall be the 
excess of the tax that would have been imposed on 
the property if it was valued at its best use over the 
tax imposed because the property was valued at its 
qualified use value.

If the additional tax is imposed, it is due six months 
after the date of the disposition of the property or the 
cessation of its use as a farm or as part of the closely 
held business. The qualified heir who received such 
property is personally liable for the additional tax 
imposed.

Valuation of Life Insurance

Proceeds of life insurance on the life of the decedent 
receivable by or for the benefit of his estate will be taxed 
in the insured decedent’s estate.9 In addition, where the 
decedent held incidents of ownership, such ownership 
will invoke taxation.10 The amount includable is the 
amount receivable by the beneficiary. This includes 
dividends and premium refunds. In determining how 
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much is includable, no distinction is made between a 
whole life policy, a term policy, group insurance, or an 
accidental death benefit.

If a settlement option is elected, the amount that 
would have been payable as a lump sum is the amount 
includable. If the policy did not provide for a lump 
sum payment, the amount includable is the commuted 
amount used by the insurance company to compute the 
settlement option payments.

The value of an unmatured policy owned by a 
decedent on the life of another is included in the policy 
owner’s gross estate where he predeceases the insured.

1. If a new policy is involved, the gross premium 
paid would be the value.

2. If the policy is paid-up or is a single premium 
policy, its value is its replacement cost; that 
is, the single premium which that company 
would have charged for a comparable contract 
of equal face value on the life of a person who 
was the insured’s age (at the time the decedent-
policyholder died).

3. If the policy is an established whole life policy, 
the value is found by adding any unearned 
portion of the last premium to the interpolated 
terminal reserve.

4. If the policy is a term policy, the value is the 
unused premium.

Valuation of United States 
Government Bonds

Series E bonds are valued at their redemption price 
(market value) as of the date of death since they are 
neither negotiable nor transferable and the only definitely 
ascertainable value is the amount at which the Treasury 
will redeem them.

Valuation of Household  
and Personal Effects

The general rule for valuing household property and 
personal effects such as watches, rings, etc., is the “willing 
buyer-willing seller” rule. A room-by-room itemization 
is typical, especially where household goods include 
articles of artistic or intrinsic value such as jewelry, 

furs, silverware, paintings, engravings, antiques, books, 
statuary, oriental rugs, or coin or stamp collections.

In states other than community property states, 
household goods and like items acquired by and used by 
a couple during marriage are generally presumed to be 
the property of the husband. Therefore, in the absence of 
sufficient evidence to rebut this presumption, household 
goods and personal effects would be includable in the 
husband’s estate.

Valuation of Annuities, Life Estates, 
Terms for Years, Remainders,  

and Reversions

Commercial annuities (annuities under contracts 
issued by companies regularly engaged in their sale) are 
valued by reference to the price at which the company 
issues comparable contracts. A retirement income policy, 
from the point in time that there is no longer an insurance 
element, is treated as a contract for the payment of an 
annuity.

Where the annuity is noncommercial, such as a private 
annuity, the present value of future payments determines 
its fair market value. Likewise, for gift and estate tax 
purposes, the fair market value of life estates, terms for 
years, remainders, and reversions is their present value.

An annuity is defined as a systematic liquidation of 
principal and interest. Payments might be made for the 
life of the annuitant (life annuity) or over a period of 
years (term certain).

A life estate is a disposition of property in which the 
primary beneficiary may use the property or receives 
distributions of only income. Payments might be made 
for the life of the recipient or could be based on the life 
of a third party, but the income beneficiary of a life estate 
receives no right to dissipate the principal. In other 
words, a life estate is the right of a person for his life, or 
for the life of another person, to receive the income from 
or the use of certain property. An example would be, “I 
give my home to my wife for life.” The wife’s interest 
would be a life estate. At her death, the property would 
go to some other party, called a remainder person, or 
revert to the grantor. The value of the life estate is based 
on the life tenant’s life expectancy and the appropriate 
discount rate.

In the case of a term certain arrangement, the present 
value of income for a given number of years is found 
in a similar manner.
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A remainder (the beneficiary gets the principal after a 
third party has enjoyed the income for life, or for a given 
period of time) is actuarially equivalent to a reversion. An 
example of a remainder would be “to my son John, for 
life, remainder to Mary.” Instead of coming back to the 
grantor (a reversion), the property remains away from 
the grantor and goes to Mary instead. Mary is said to 
have a remainder interest. An example of a reversion is 
where the principal (after a given beneficiary has enjoyed 
an income for life or for a given period) reverts to the 
grantor. If the grantor dies before the person enjoying 
the lifetime interest, his right to will that reversion to 
his heirs—who will someday receive the principal—is 
valued under the same rules as annuities, remainders, 
and life estates.

Annuities, life estates, reversions, remainders, and 
terms for years are valued according to a discount rate 
that changes monthly (the Code Section 7520 rate). 
The first step in valuing an annuity based on a life (or 
on the joint lives of two or more people), a life estate, 
reversion, or remainder based on a life (or joint lives) 
is to convert one of the unknowns (the length of the 
lifetime involved) to a known (life expectancy). This is 
done by means of a mortality table, which based on a 
study of the longevities of a large number of people over 
a selected period of time, indicates the expectancy of life 
(in years) for a hypothetical individual who represents 
the average experience at each age of life.

The second step is to determine a proper discount 
interest rate (the second unknown that should be 
attributed to the interest being valued). When that 
interest rate is determined, a valuation table can be 
constructed which converts the two factors to be applied, 
life expectancy and the rate of interest, into one factor 
to be applied to the amount of the periodic payment, 
to determine the present worth or value of the property 
interest.

The valuation tables in Appendix B (Tables B and S) are 
used to do term and life computations. A more detailed 
explanation for use of the tables can be found there.

Valuation must be based on the Code Section 7520 
rate (which is technically 120 percent of the Applicable 
Federal Midterm Rate in effect for the month in which 
the valuation date falls, rounded to the nearest 2/10ths 
of one percent. A complete history of these rates and 
each new month’s rates can be found at http://www.
Leimberg.com under Free Resources). Two qualifications 
need to be added to this explanation of the law respecting 
valuation. First, these valuation provisions do not 
apply to interests valued with respect to qualified plans 

(including tax sheltered annuities and IRAs) or in other 
situations specified in Treasury regulations. Second, if 
an income, estate, or gift-tax charitable contribution is 
allowable for any part of the property transferred, the 
taxpayer may elect to use the discount rate for either 
of the two months preceding the month in which the 
valuation date falls. However, if a transfer of more than 
one interest in the same property is made with respect 
to which the taxpayer could use the same interest rate, 
that interest rate must be used with respect to each 
transferred interest.11

Valuation of Listed Stocks

Where a stock has an established market and 
quotations are available to value the stock as of the date 
in question, the Fair Market Value (FMV) per share on 
the applicable valuation date governs for both gift and 
estate tax purposes.

Complete information on valuing stocks is included 
in the Valuing Stock and Partnership Interests for Estate 
Planning Purposes section, which reproduces a recent 
article written by Stephen Leimberg.

Valuation of Corporate Bonds

The valuation of bonds is similar to that of listed 
common stock. The mean of the selling prices on or near 
the applicable valuation date, or—if there were no sales—
the mean of bona fide ask prices weighted inversely to 
the number of trading days from the valuation date will 
determine the fair market value of the bonds.

In the absence of sales or bid-and-ask prices, the value 
must be determined by:

(1) ascertaining the soundness of the security;

(2) comparing the interest yield on the bond in 
question to yields on similar bonds;

(3) examining the date of maturity;

(4) comparing prices for listed bonds of corporations 
engaged in similar types of business;

(5) checking the extent to which the bond is secured; 
and

(6) weighing all other relevant factors including the 
opinion of experts, the good will of the business, 
the industry’s economic outlook, the company’s 
position in the industry, and its management.
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Valuation of Interests in  
Closely Held Businesses

The basic principles in valuing interests in closely-
held business in the form of partnerships and LLCs are 
essentially the same as those in valuing closely-held 
stock. So the valuation of such enterprises will be treated 
under the category of closely-held stock.

Detailed information on valuing interests in 
partnerships and LLCs is included in the next section, 
which reproduces a recent article written by Stephen 
R. Leimberg.

Valuing Stock and Partnership 
Interests for Estate Planning Purposes

Copyright 2013 by Stephan R. Leimberg. 
Reproduced with permission from NumberCruncher 
Software. 

Basic factors to consider. The fair market value of a 
closely held corporation or partnership is determined 
in the same manner as stock in a professional practice. 
Treas. Reg. Sec. 20.2031-3; Rev. Rul. 80-202, 1980-2 CB 
363. In determining the value of a closely held business, 
Rev. Rul. 59-60, 1959-1 CB 237, the master guideline for 
valuing all businesses, requires that eight factors must 
be considered:

• Nature of the business and the history of the 
enterprise from its inception. This factor measures 
the risk, stability, depth of management of the 
business, and the diversity of its operations. 
With respect to the valuation of a professional 
practice, the appraiser should review the 
stability of the practice’s financial history, 
its growth patterns, changes in ownership, 
market share, marketing approach, and 
product breakdown. For example, is this a law 
practice that does 70 percent negligence and 
personal injury work, 20 percent financial and 
estate planning, and 10 percent real estate? 
Significant events should be emphasized and 
events not likely to recur should be eliminated.

• Economic outlook in general and for the specific 
industry in particular. Here, the appraiser must 
evaluate the industry outlook and the position 
of the practitioner with reference to his 
competition. The appraiser should consider the 
cyclical nature of the practitioner’s business, 

the direction of the national economy, and any 
unique elements in the professional’s practice 
position.

• Book value of the stock and the financial condition of 
the business. The appraiser here must consider 
the asset value of the professional’s practice. 
Note that the professional’s statements are 
historical-cost based; they should be adjusted 
to reflect fair market value. Depreciation as 
recorded under generally accepted accounting 
principles need not bear any relationship to 
economic depreciation and the true net value 
of the assets under consideration.

• Earnings capacity of the company. The earnings of 
a professional practice have been held by many 
valuation authorities to be the essence of its fair 
market value, since “everyone knows that the 
value of shares in a … company depends chiefly 
on what it will earn.” (Judge Learned Hand in 
Borg v. Int’l Silver, 11 F.2d 147 (1925).) What 
is at issue is earnings capacity, future income 
potential, not net income. Adjustments should 
be made for salaries, travel, and entertainment 
expenses, nonrecurring items, and potential 
legal and tax liabilities. In a corporate setting, 
note that loans to shareholders may represent 
disguised dividends; loans from shareholders 
may represent equity rather than debt.

• Dividend paying capacity. The emphasis again 
is on capacity, not actual payout. With the 
professional corporation, the appraiser should 
focus on cash flow projections and relate 
dividend capacity to earnings capacity, with 
due consideration for the need to reinvest in 
the professional’s practice.

• Goodwill or intangible values. In its simplest 
form, goodwill is the excess earnings of the 
practice over the normal return on tangible 
assets. Note that the normal return should be 
the fair rate of return earned by comparable 
practitioners. Tangible assets should be 
valued at their fair market value rather than at 
historically based book value.

• Sales of the stock and the size of the block to be 
valued. Here, recent sales are most important. 
Has the interest in the practice been sold to 
insiders? What percentage of the practice has 
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been sold? Have there been any recent events 
since the sale that would significantly affect 
the value of the practice?

• The market price of stock of corporations engaged in 
the same or a similar line of business having their 
stock traded in a free and open market. This factor 
is extremely difficult to apply to professional 
practices. Few professional practices exist as 
public corporations. Those that do are rarely 
comparable to closely held professional 
practices. A publicly held practice by definition 
has a value premium for marketability.

The following discussion summarizes four often-
used approaches to business valuation: (1) book value; 
(2) comparable company; (3) capitalization of income; 
and (4) going concern value.

(1) Book Value

Book value (essentially assets minus liabilities) is a 
particularly good place to begin the process of valuing 
a closely held corporation in each of the following 
situations:

1. Where the business in question is primarily an 
asset holding company, such as an investment 
company.

2. Where the company is in the real estate 
development business and assets are the major 
profit making factor.

3. Where one person is the sole or major driving 
force since such businesses are typically worth 
only their liquidation value upon the death, 
disability, or termination of employment of such 
a person.

4. Where the liquidation of the corporation is 
in process or imminent at the valuation date. 
The impact of sacrifice sales and capital gains 
taxation must often be considered since the true 
value of a liquidating business is only the amount 
available to shareholders after all expenses and 
taxes.

5. Where the business is highly competitive, but 
only marginally profitable. Past profits, thus, 
become an unreliable tool to measure potential 
future earnings.

6. Where the assets or the business itself is relatively 
new.

7. Where some form of merger is likely to occur 
with another firm.

8. Where the business is experiencing large deficits.

Book value must be adjusted since the assets of most 
businesses are usually carried on the company’s books 
at historical cost rather than fair market value.

Adjustments are recommended in the following cases:

1. When assets are valued at cost. For instance, 
the primary assets of a closely held investment 
company consist of marketable securities. 
These are typically carried on the company’s 
books at cost. Likewise, land is an asset most 
companies will carry at cost but which may be 
worth considerably more on the open market. 
The result is a book value that bears little or no 
relationship to the true present worth of the 
business.

2. When assets have been depreciated at a rate in 
excess of their true decline in economic value. 
A good example is the operating company (one 
which produces or sells products or services 
to the public) that has purchased machinery 
or equipment originally costing $1,000,000 
but which, on the company’s books, has been 
depreciated down to $300,000. The equipment 
may be worth a lot more or a lot less than either 
its cost or the $300,000 figure at which it is 
presently carried.

3. When items such as potential lawsuits or 
unfavorable long-term leases have not been 
shown in the footnotes of the firm’s balance 
sheet.

4. When one or more assets with significant 
economic value have been completely written 
off—thus reflecting a book value far below the 
price which they should realistically bring.

5. When the business has carried assets such 
as franchises and goodwill on the books at a 
nominal cost.

6. When the business experiences difficulty in 
collecting its accounts receivable.
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7. When the firm’s inventory includes goods that 
are either obsolete or for some other reason are 
not readily marketable.

8. Where the working capital or liquidity position 
of the business is poor (low current assets relative 
to current liabilities).

9. Where the firm is burdened with a substantial 
amount of long-term indebtedness.

10. Where the retained earnings are high only 
because they have been accumulated over a long 
period of time. Such a business may have poor 
current earnings and the outlook for increased 
earnings in the future may be dim.

After the previously described adjustments have 
been made, the value of any other class of stock with 
a priority as to dividends, voting rights, or preference 
to assets in the event of a sale or liquidation must be 
subtracted. For example, the owner of common stock 
cannot realize the value of the assets until owners of 
preferred stock have been satisfied.

Once the adjusted book value has been determined 
for the entire business, it is then necessary to divide 
the book value by the number of outstanding shares to 
determine the value per share.

Book value should rarely be used as the only means 
of valuing a closely held business. It should be used in 
conjunction with, or as a means of testing the relevancy 
of, the capitalization of earnings and other methods. (Be 
sure not to “double count” an asset when combining 
two or more methods).

Book value should not be used when capital plays a 
minor role in profit making or where valuing the stock 
of a party who does not have the voting power to force 
liquidation, since, in that case, book values have little 
relevance.

Book Value Calculation

Input: “Adjusted” Asset Value of Common Stock ...... $500,000

Input: Total Adjusted Liabilities .................................... $100,000

Input: Par Value of Preferred Stock ................................. $50,000

Total Deductions .................................................. $150,000

Adjusted Book Value of Entire Business ........... $350,000

Input: Number of Common Shares Outstanding .............. 1,000

Value Per Share of Common Stock ...................... $350.00

(2) Valuation by Reference to 
Comparable Publicly  
Traded Companies

A business can sometimes be valued by reference to 
the value of a comparable company if the stock of that 
second company is listed, and actively traded, on a 
securities exchange or on the Over-The-Counter (OTC) 
market.

The price per share of the publicly traded stock is 
divided by its earnings per share. The resulting ratio is 
then applied to the earnings per share of the business to 
be valued in order to arrive at the market value per share.

Comparable traded securities research should 
start with federal government publications such as 
the Standard Industrial Classification manual (which 
categorizes industries); the S.E.C. Directory of Companies 
Required to File Annual Reports (which, as its name implies, 
lists companies which must file reports under various 
S.E.C. acts); the U.S. Department of Commerce, Census 
of Business (which is a compilation of statistics and ratios 
on various businesses); Dun & Bradstreet’s Dun’s Review 
(which gives key operating and financial ratios); Moody’s 
Investors Service and Manual (which provides a detailed 
description of many publicly held corporations) and 
Standard & Poor’s Corporation Records (which provides 
financial and operating ratios for many corporations).

Be sure to check trade magazines for the industry 
in question. Many associations also provide detailed 
information for members of their industry.

In searching for comparable companies, look for 
similarities in product line, service, size, marketing 
and geographic area, growth, profitability, overhead 
and competitive position. Examine balance sheets and 
income statements (using the ratios template) to compare 
ratios and trends. Seldom, if ever, will a perfect match 
be found, and many adjustments may have to be made 
even after a “close fit” is found.

This technique has a number of shortcomings. First, 
it is difficult to use. Second, an enormous expenditure 
of time and effort is required to compile accurate and 
adequate information concerning the business to be 
valued, the comparable business or businesses, and then 
to analyze and evaluate the data.

The larger the closely held business, the more likely 
this approach will be appropriate since the size, corporate 
capital structure, earnings, liabilities, rate of growth 
and diversification are more likely to be comparable to 
a publicly traded company.
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Value Per Share of  
Closely Held Stock

Input: Per Share Market Price of Similar  
Publicly Traded Company .....................................$45.00

Input: Earnings Per Share of Similar  
Publicly Traded Company .......................................$4.50

Input: Earnings Per Share of Business to be Valued ......$14.00

Computed Price/Earnings Ratio ............................10.00

Equivalent Capitalization Rate .................................0.10

Value Per Share of Closely Held Business .........$140.00

(3) Capitalization of Income

No formula exists which applies to all assets and 
that will be accepted by both the IRS and the courts. 
Converting the projected flow of income from a business 
or asset into its present value (i.e., “capitalizing the 

income”) provides a simple, reasonably accurate, and 
commonly accepted way of estimating fair market value.

The concept of income capitalization is simple: 
determine what amount of income is realistic and proper 
under the circumstances and then apply a capitalization 
rate that meets the same criterion. In essence, the 
capitalization rate is the desired rate of return; the rate 
of return an investor would be willing to accept for the 
given level of risk. A high risk investment would equate 
to a high capitalization rate (which in turn results in a 
lower value). The asset or business is then presumed to 
be worth the result when adjusted earnings are divided 
by the capitalization rate.

The graph in Figure 38.2 illustrates the valuation of 
a business generating adjusted earnings of $100,000 a 
year using ten different capitalization rates.

The Value of Your Business
Value Ranges Assuming $100,000 Earnings

Figure 38.2

Computations Courtesy – NumberCruncher Software: http://Leimberg.com 

Value of Your Business (Thousands)
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$555,556
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$500,000
$476,190

$588,235
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Transforming theory into practice is often complex 
and frustrating. The brief comments below, pertaining 
to adjusting the earnings and selecting the appropriate 
rate of return, may help:

(A) Adjustments to income (in the case of a business, 
use five-year average after-tax profits):

(1) Add back excessive salaries

(2) Reduce earnings if salaries were too low

(3) Add back bonuses paid to stockholder-
employees

(4) Add back excessive rents paid to shareholders

(5) Reduce earnings where rents paid to 
shareholders were below what was 
reasonable in the market

(6) Eliminate nonrecurring income or expense 
items

(7) Adjust for excessive depreciation

(8) Adjust earnings for major changes in 
accounting procedures, widely fluctuating 
or cyclical profits, or abnormally inflated 
(or deflated) earnings.

(9) If there has been a strong upward or 
downward earnings trend, “weight the 
average” to obtain a more realistic appraisal 
of the company’s prospects.

(B) Determine the capitalization rate (this is the 
amount that is divided into adjusted earnings). 
The result is the same as multiplying the 
reciprocal of the rate, (the result of dividing the 
number one by 5). In other words, you obtain the 
same result by multiplying $100,000 of income 
by 5 percent, as you do if you divide the income 
by .20.

In deciding on a capitalization rate, consider the 
following:

(1) A smaller capitalization rate will result in a 
higher value. A higher capitalization rate results 
in a lower value. You can check this by examining 
the value of a business with an adjusted after-
tax income of $50,000 a year capitalized at 6 

percent (that is, divided by .06), $833,333, and 
comparing the result with one capitalized at 15 
percent (i.e., divided by .15), $333,333.

(2) Stable businesses with large capital asset 
bases and established goodwill should be less 
risky investments, and a lower capitalization 
rate should be used than if valuing a small 
business with little capital, financial history, or 
management depth.

Assign a high capitalization rate to a personal business 
that depends on the presence of only one or two key 
people. An investor purchasing this type of business 
would want a high rate of return as a reward for that 
risk. (Another way to say the same thing is that such 
an investor would not make the investment unless a 
rapid return of capital through a high income stream 
was expected.)

Comparison Chart

“MULTIPLIER”
(MULTIPLY THIS 

TIMES EARNINGS) OR

CAPITALIZATION 
RATE

(DIVIDE THIS
INTO EARNINGS)

LOW 28.6 = 3.5%
RISK 25 = 4%

20 = 5%
16.67 = 6%
14.29 = 7%
12.5 = 8%
11.11 = 9%
10 = 10%
9.09 = 11%
8.33 = 12%
7.69 = 13%
7.14 = 14%
6.67 = 15%
6.25 = 16%
5.88 = 17%
5.56 = 18%
5.26 = 19%
5 = 20%
4 = 25%

HIGH 3.33 = 30%
RISK 2.86 = 35%

It is important to note that there are no correct or official 
rates. Even the IRS uses different rates at different times 
and under different circumstances. It is for this reason 
that the capitalization of income template provides ten 
automatic options (which you can modify to provide 
an infinite number of variations).
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(4) Valuation of a Business as a  
Going Concern

A closely held business should (and often does) 
produce an income in excess of the amount that could 
be expected from the mere employment of the capital 
its shareholders have invested. That additional amount 
of income is derived from an intangible value in the 
business, a value in excess of the total value of the 
tangible assets.

By capitalizing this earnings attributable to intangibles, 
(i.e., dividing the additional profits generated by the 
firm’s goodwill by an appropriate rate) it is possible to 
estimate goodwill value. If this amount is then added to 
book (net tangible asset) value, the total business value 
can be found.

Some of the elements that may comprise a firm’s goodwill 
include:

(1) Location of the business

(2) Reputation of the business

(3) Public recognition of the company’s name

(4) Lists of customers and prospects owned by the 
business

(5) Management effectiveness and depth

(6) Sales, operations, and accounting skills

(7) Employee morale

(8) Position of the business relative to competitors

(9) Other factors that generate income in excess 
of that amount which could be expected after 
multiplying the value of tangible assets by a 
reasonable rate of return.

Note that goodwill does not include the portion 
of profits attributable to the corporation’s ownership 
of patents, copyrights, formulas, or trademarks, even 
though they are intangible, since these are all specifically 
identifiable.

Goodwill, as in the case with other valuation formulas 
and procedures, should be used only as a guideline 
and not as the sole determinate of value. Goodwill has 
minimal relevance to the valuation of most investment 

companies since they usually do not have large amounts 
of intangibles. Officially, the IRS does not give strong 
credibility to goodwill (although the IRS still insists that 
goodwill must be taken into account in the valuation 
process).

Going Concern Value
Input: Average Annual Earnings ........................................................ $100,000
Input: Average Annual Asset Value ................................................... $500,000
Input: Estimated Capitalization Rate ....................................................... 0.200
Input: Rate of Return on Tangible Assets .................................................. 0.16

Option

Return On
Tangible

Assets

Earn From
Tangible

Assets

Earn From
Intangible

Assets
Goodwill

Value

Total
Business

Value

1 0.160 $80,000 $20,000 $100,000 $600,000
2 0.170 $85,000 $15,000 $75,000 $575,000
3 0.180 $90,000 $10,000 $50,000 $550,000
4 0.190 $95,000 $5,000 $25,000 $525,000
5 0.200 $100,000 $0 $0 $500,000

A reduction in value is often allowed because the 
shares being valued represent a minority interest in 
the business. Courts tend to aggregate the lack of 
marketability inherent in a closely held corporation with 
the minority interest principle although the minority 
interest discount arises because such shares have no 
power to force dividends, compel liquidation, or control 
corporate policy. This in turn limits the potential market 
for such stock to the remaining (and usually controlling) 
shareholders and reduces the price at which such shares 
would be purchased.

Conversely, where the shares in question represent 
a controlling interest, the IRS will generally attempt to 
apply a premium to the stock’s value. “The size of the 
block of stock itself is a relevant factor to be considered. 
Although it is true that a minority interest in an unlisted 
corporation’s stock is more difficult to sell than a similar 
block of listed stock, it is equally true that control of a 
corporation, either actual or in effect, representing as it 
does an added element of value, may justify a higher 
value for a specific block of stock.”

Discount for Loss of Key Employee

Both the IRS and the courts have long recognized that 
the loss of a manager, scientist, salesperson, or other key 
individual will almost always have a serious effect on 
the earning power and sometimes on the very stability 
of a business. Although the principle applies in publicly-
held businesses, it is particularly true in a closely held 
corporation where profits are dependent on the ability, 
initiative, judgment, or business connections of a single 
person or small group of owner-employees. A discount 
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in valuation may therefore be appropriate. (This same 
concept may also be used in determining the amount 
of key employee insurance a corporation should own.)

There is no universally recognized and accepted 
formula for computing the economic effect of the loss of 
a key person. One used in several court cases utilizes a 
discount approach: a percentage discount is taken from 
the going-concern value of the business.

Some authorities feel that if the business will survive 
the death of the key employee, and in time a competent 
successor can be found, a discount factor of from 15 to 
20 percent should be used. Where the business is likely 
to fail, or be placed in serious jeopardy upon the death 
(or disability) of the key employee, a discount of from 
25 to 45 percent is more appropriate. The exact discount 
factor should be arrived at through consultation with 
the officers of the company and the firm’s accounting 
and legal advisers.

Some questions that should be answered in the 
process of determining the factor (or range of factors) 
to be used include:

(1) How long will it take for a new person to reach 
the efficiency of the key individual?

(2) How much will it cost to locate and situate a 
replacement? Will the new employee demand 
more salary? How much will it cost to train the 
new person?

(3) What mistakes is a replacement likely to make 
during the “break in” period and how much 
are those mistakes likely to cost the company?

(4) What proportion of the firm’s current net profits 
is attributable to the key employee?

(5) Is the employee engaged in any projects that, 
if left unfinished at death or disability, would 
prove costly to the business? How costly? 
Would a potentially profitable project have to be 
abandoned or would a productive department 
have to be closed?

(6) Would the employee’s death result in the loss of 
clientele or personnel attracted to the business 
because of his personality, social contacts, or 
unique skills, talents, or managerial ability?

(7) What effect would the key employee’s death 
have on the firm’s credit standing?

(8) What proportion of the firm’s actual loss is it 
willing to self-insure, if any?

Key Employee Valuation

Input: Fair Market Value of Business  
with Key Employee .................................. $750,000

Input: Discount Percent (%) without  
Employee ..................................................................

Discount
Percent

Value W/O Key
Employee

Value of Key
Employee

0.16 $630,000 $120,000
0.17 $622,500 $127,500
0.18 $615,000 $135,000
0.19 $607,500 $142,500
0.20 $600,000 $150,000
0.21 $592,500 $157,500
0.22 $585,000 $165,000
0.23 $577,500 $172,500
0.24 $570,000 $180,000

There are a number of ways—other than the 
approach used in the template—to value a key person’s 
contribution to a corporation’s profits. One way is to 
measure the number of working years remaining to the 
executive (say ten). Estimate the annual loss of earnings 
attributable to that person (say $30,000 per year). Then 
discount (see present value templates) the value of that 
annual loss (for example, at 10 percent). This will result 
in the present value of the key person’s services, about 
$184,000.

Alternatively, the goodwill template could be adjusted 
to measure the goodwill produced through the efforts of 
the management team and this total would then further 
be apportioned (perhaps by relative salaries) among the 
key employees.

For instance, assume a firm had an average annual 
asset value of $450,000 and an average annual earnings 
after taxes of $75,000. If 10 percent were thought to be 
a fair rate of return on tangibles, then $45,000 ($450,000 
x .10) of the $75,000 would be attributable to tangibles. 
The remaining $30,000 would be attributable to goodwill. 
Assume 60 percent of this, $18,000, could reasonably be 
allocated to management. If it takes five years to replace 
the entire management team, then $18,000 should be 
multiplied by five, or a total of $90,000. If the executive 
in question drew 80 percent of the total salaries of the 
management team, then that person’s worth would 
approximate $72,000 ($90,000 x .80).
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Buy-Sell Agreements

Most shareholders of closely held corporations restrict 
the marketability of co-shareholder’s stock through 
purchase options or mandatory buy-sell agreements. If 
the terms of such agreement definitely fix the values of 
the shares in question, then it is not necessary to examine 
either book value or earnings.

The general rule is that a buy-sell does not set transfer 
tax value and that the federal estate tax value will be 
determined without regard to the price, the formula, 
or the terms of the buy-sell unless certain tests are met. 
These rules govern all types of restrictive arrangements 
with respect to business ownership and, therefore, 
encompass sole proprietorships, partnerships, LLCs 
and corporations, and every kind of buy-sell or similar 
document. Buy-Sell agreements and Code Section 2703 
are discussed in detail in Chapter 29.

Reasonable price. The price set in the agreement must 
be reasonable and determinable. That means the price 
must be determinable from the agreement itself and is 
not one that would be worked out between the parties 
after death. This requirement suggests that the use 
of a fixed price, a mandate for independent qualified 
appraisers or the use of a formula is permissible 
as long as the value established in the agreement 
represented full and adequate consideration at the 
time the agreement was signed—even if there were 
substantial differences between the date of signing 
agreement price and the actual date of death value. 
(Warning: It is not likely that the IRS and courts will 
give much credibility to a price set many years ago 
and deliberately not updated).

Estate obligated to sell. The estate must be obligated 
to sell. It can be a binding bilateral agreement (estate 
must sell/survivors must buy) or a purchase option by 
the entity and/or other owners, but the estate must be 
bound to sell at the agreed upon price and/or formula. 
If the estate could but is not required to sell, the IRS and 
the courts are likely to give no or little credibility to the 
price set in the buy-sell agreement. 

Must not be tax avoidance device. If the overall effect and 
operation of the agreement serves as a device to artificially 
avoid federal estate tax (i.e., to pass the decedent’s shares 
or other ownership interest to the natural objects of his 
bounty for less than an adequate and full consideration 
in money or money’s worth) the IRS and the courts will 
not give credibility to the price set in the agreement for 
tax purposes.

Lifetime price. The lifetime price cannot exceed the 
deathtime price. The agreement should prevent a sale 
during lifetime at a price higher than at death; otherwise 
the IRS will argue the agreement price is a floor rather 
than a ceiling. If the parties could readily sell the owner’s 
interest at a price much higher during their lifetimes than 
the agreement specifies at death, the IRS and the courts 
will presume that the lifetime price is the more realistic 
and that the deathtime price was designed to shift wealth 
in a way that was designed to avoid federal estate tax.

Bona fide. There must be a bona fide business purpose 
for the agreement and the price set in the agreement 
must have been arrived at in an arm’s length manner. 
Generally, courts will assume this test is met if the parties 
to the agreement are unrelated. On the other hand, any 
agreement among family members will be stringently 
scrutinized to see if these tests are met. Two business 
purpose arguments that have been successful—when 
borne out by the facts—are that the agreement was 
designed to: (1) assure continuity of management; and 
(2) maintain family control.

Comparabilty. This is a relatively new and potentially 
difficult, if not impossible, test for some buy-sell 
agreements to meet. The terms of the buy-sell must be 
comparable to similar arrangements entered into by 
persons in an arm’s length transaction. In other words, 
the parties must be able to show that the terms in the 
agreement are those that could have been obtained in an 
arm’s length bargain with strangers, and that a similar 
business in the same line of work would have arrived 
at essentially the same agreement. This means the terms 
must be set with an eye to the general practice of unrelated 
parties. Isolated comparables will not be good enough. 
Of course, the mere fact that the terms of a buy-sell 
differ slightly from those of a similar company are not 
enough, per se, for the IRS to disregard them. More than 
one valuation methodology can be valid—even within 
the same industry. But this additional requirement has 
even more than in the past shifted the burden of proof 
to the taxpayer.

There are grandfather rules with respect to the 
Code Section 2703 tests. These tests do not apply to 
agreements entered into before October 9, 1990, unless 
the agreement is substantially modified on or after that 
date. A substantial modification is one that results in more 
than a de minimis change to the quality, value, or timing 
of a party’s rights or restrictions. Any discretionary 
modification (whether or not authorized by the terms 
of the agreement) that results in a meaningful change 
to the quality, value, or timing of the rights of any party 
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could be considered substantial. Beware: The failure to 
update can be considered a substantial modification if 
the terms of the agreement require periodic (e.g., once a 
year or once every two years) updating. Adding a family 
member to the agreement is a substantial modification—
unless the addition is required under the terms of the 
agreement or unless the added family member is in a 
generation no lower than that of the youngest person 
who is a party to the agreement before the modification.

A change is not considered substantial if that 
modification is required by the terms of the agreement 
itself. Nor is a change considered substantial if the 
economics of the transaction are not changed; if it 
modifies a capitalization rate in a manner tied to a 
specified market interest rate (e.g., Code Section 7520 
rate); if a new family member is added to the agreement, 
assuming the agreement requires such addition, or is 
in the same generation as the present parties to the 
agreement (e.g., an agreement between father and son 
adds father’s new wife); or if the “modification results 
in an option price that more closely resembles FMV.” 
[See Treas. Reg. Section 25.2703-1(c)].

Planners should alert clients that an independent 
appraisal from a qualified valuation professional is 
essential to increase the potential for success. Success in 
establishing a credible value requires that the formula 
must be appropriate for size/type industry or service, 
that it is used and recognized by professional appraisers 
(and preferably one tailored to the client’s business by 
such an appraiser working with client’s counsel). The 
parties should document the basis upon which the price 
setting formula is created. Ideally, the formula should 
provide for appropriate adjustments, updated appraisal, 
and modification whenever the corporation’s financial 
position undergoes a material change. The key to success 
is for the parties to follow the contemporaneous opinion 
of a competent independent appraiser, not just for tax 
valuation purposes, but for purposes of dealing among 
themselves.

It is quite possible in a case where the IRS is successful 
in claiming an estate tax value high in excess of the price 
set in the buy-sell agreement for a seller’s estate to receive 
less cash in payment for the stock than the tax it incurs 
on that same stock. For instance, if the agreement calls 
for $50 a share and the stock is taxed at $200 a share, then 
the tax can easily exceed the price the estate receives.

The information printed above is used with 
permission from Stephen R. Leimberg, Leimburg 
Information Services, (www.leimbergservices.com).

Valuing a Professional Practice

This section explains why estate planners must be 
able to value professional practices and discusses:

• how a professional practice differs from a typi-
cal business, and why these differences are im-
portant

• considerations in valuing goodwill

• how to value a professional’s stock for buy-sell 
purposes

• a shortcut approach to valuing a professional 
practice

• how to use the “prior transactions,” “capi-
talization of billings,” and “excess earnings” 
valuation methods

• rough rules of thumb

A Complex Task

Valuation of a manufacturing business is difficult 
enough; the valuation of a professional practice, with 
its many intangible factors, is more complex still. 
Productivity, goodwill, and the multitude of other factors 
affecting a professional practice are difficult to quantify. 
Rules of thumb may differ widely from one appraiser to 
another and from one group of professionals to another. 
Some variables may have greater weight for some buyers 
than for others. For example, a young doctor seeking 
to purchase a practice may wish to buy one for about 
the same costs he would incur if starting from scratch. 
Conversely, many hospitals purchase the practices of 
retiring staff physicians to help insure that the practice 
will continue to fill hospital beds. The hospital might 
pay more for the practice if the doctor typically referred 
patients to it, or if the practice might otherwise be sold 
to a competing hospital.

The questions asked and the methods used differ 
depending on the purpose of the valuation and the 
type of practice in question. For instance, valuations for 
divorce, one of the most common reasons a professional 
practice is valued, will emphasize the practitioner’s 
age and health, experience, length of practice, financial 
success, skills, and reputation. The value of the goodwill 
these factors might generate could be more important 
to the divorce court than the factors leading to strong 
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marketability, which would be important for estate tax 
purposes. Factors established by statute and case law, 
which tend to vary widely from state to state, must also 
be taken into account. For example, some states give 
more weight than others to minority interests or lack of 
marketability discounts with reference to professional 
corporations.

Why a Professional  
Practice is Different

A professional practice differs from other businesses 
mainly because of:

Expertise. The expertise—or, rather, the perceived 
expertise—of the professionals involved is of paramount 
importance in determining the fees to be charged and 
the income that can be earned from the practice. The 
education, training, and experience a professional brings 
to his practice, and the consumer’s dependence on the 
delivery of the practitioner’s services, are extremely 
important economic factors that must be considered 
in determining value. For example, a patient needing 
brain surgery typically does not shop for a bargain price.

Entry barriers. Higher education, licensing, and 
certification requirements all serve to slow or limit 
entrants into professional practice. If, for any reason, 
licensing or certification is lost, the practitioner can no 
longer practice. If a professional dies or is permanently 
disabled, his family members cannot continue to operate 
the practice unless they are duly licensed and certified 
in the same profession.

Professional goodwill. Reputation and recommendations 
are the life blood of the professional practice. Although 
some professionals obtain significant business from walk-
in traffic due to location or advertisement, most depend 
mainly on referrals from peers and the recommendation 
of present clients to bring in new business. This is 
particularly true with respect to specialists. For this 
reason, trust, respect, and “liking” of the practitioner—by 
peers as well as patients or clients—are crucial to the 
success of the practice.

Nontransferability. Substitution may be difficult or 
impossible. Professional skills are to some extent unique 
and not interchangeable. Consider the relationship 
between psychiatrist and patient: If the psychiatrist is ill 
for three weeks and unable to work, an attorney-spouse 
cannot “run the store.”

Continuing education. In most professions, information, 
tools, and techniques become quickly outdated, and the 
professional must engage in continuous education. This 
may be through formal course work or by keeping up 
with professional journals and magazines.

Why the Differences Are Important

Most businesses have as part of their value an asset 
called goodwill. This can be defined as the quantified 
expectation of future profits from some source other 
than mere dollars at work. For instance, if a firm enjoys 
$80,000 of earnings on a $60,000 capital investment 
that can reasonably be expected to return 20 percent 
($12,000) at a given risk level, then $68,000 of income 
($80,000 - $12,000) is attributable to something other 
than capital. This business-oriented goodwill is an asset 
of the business that generates value over and above the 
entity’s net asset value.

In a professional practice, there are two types of 
goodwill: business-oriented (stemming from the entity) 
and professional (originating from the individual).

Business-oriented goodwill is attributable to the 
elements of a professional practice similar to those of 
a regular business: location, operating systems, staff, 
and patient or client base. Business-oriented goodwill 
can have significant transferable value; value that can 
be sold to another licensed practitioner.

Professional goodwill, on the other hand, depends on 
the unique characteristics of the particular practitioner. 
At the professional’s death, disability, or retirement, that 
portion of the practice income attributable to professional 
goodwill will generally leave with the individual. Much 
of this personal goodwill, however, can be transferred in 
a sale to another practitioner by creating a well-organized 
transition in which the departing professional lends 
credibility to the entering professional.

Valuing Business-Oriented Goodwill 
and Future Income Flow

Although many sources are available to provide 
information for valuing a practice’s transferable business-
oriented goodwill and its likely future earnings, the most 
accurate source will typically be the firm’s own CPA. 
The CPA should examine ten factors.
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Projected earnings. Projected earnings are normally an 
extension of past earnings. Financial statements and tax 
returns (specifically income statements, balance sheets 
and cash flow statements) should be examined and 
adjusted to determine:

• The level of gross income. Net income figures may 
be misleading, since principals may be taking 
profits in the form of perquisites and benefits 
as well as salaries. The CPA should determine 
how salaries compare to the norm for services 
performed. Are they too high? Alternatively, if 
they are lower than comparable payments to 
similar professionals, does this indicate cash 
flow or earnings problems?

• Earnings trend. At least five years should be 
reviewed. Measure each year’s amount as a 
percent of a base year. A business “trending 
up” indicates the likely presence of growing 
goodwill. However, the CPA must also con-
sider whether there are unusual or nonrecur-
ring factors that artificially inflate or deflate 
income. Large pension contributions, mal-
practice claims, fees or court costs, and salary 
structures should be studied particularly care-
fully. The inability of one or more profession-
als to work during the examined period would 
obviously have a strong impact on earnings. 
Did the professional, out of choice, work 40 
hours a week or only 20?

Competition. An increased demand for established 
practices is typically reflected in an increase in prices. 
This has occurred in a number of professions due, 
in large part, to the increase in the number of newly 
licensed professionals (e.g., dentistry). An appraiser 
must also consider the number of other practitioners 
in the area, how thoroughly their practices saturate 
the market, and the price trend for services similar to 
those being valued.

Size of patient or client base. The greater the number 
of satisfied current patients or clients, the greater is 
the likelihood that a large number of referrals will be 
made to the practice. More emphasis should be given 
to this factor when selling the entire practice than when 
valuing the practice for purposes of appointing assets 
in a divorce or legal separation. The distribution of the 
client base should also be evaluated. Consider whether 
the client demographics show that they are repeaters, 
recent additions, referrals from prior clients, young, or 
old. How many patients or clients are seen each day?

Payment sources. How the professional is paid greatly 
influences both the level and the stability of the practice’s 
income. Measure how likely the practice is to be paid for 
services rendered, and how soon. Government programs 
typically pay less per procedure than the usual fee; so 
the source of payment may also indicate how much 
will be paid. An appraiser should ask these questions:

• Is the practice dependent on any particular 
group of patients or clients for a significant 
portion of its income?

• What percentage of patients pay bills through 
private insurance, Medicare, Medicaid, other 
sources?

• What is the aging of the professional’s ac-
counts receivable? Are monthly bills paid in 
30, 60, 90, or more days? (This is a good indi-
cation of the financing needs and efficiency of 
the practice’s collection procedures.)

Practitioner’s workload. Income figures alone do not 
tell how many hours it took to generate a given level of 
profit. A practice that took 40 hours of work to generate 
a given amount of earnings is worth more than one that 
took 70 hours to develop the same earnings. Factors that 
must be considered in this area include:

• Is the practice a personal type or mass produc-
tion type? How much time spent with the pa-
tient or client was due merely to the practitio-
ner’s work style?

• Does the practitioner spend time on adminis-
trative or other problems that could be han-
dled more efficiently and at lower cost by an 
office manager or other staff?

Fee structure. A great deal can be ascertained by 
examining the practice’s fee structure. A professional 
who has been consistently and successfully charging 
above-average fees probably has developed significant 
professional goodwill. If fees are average or below 
average, perhaps there is an uncovered problem or a 
potential to increase revenues. An appraiser should 
ascertain:

• How do this practitioner’s fees compare with 
fees charged in the community by other practi-
tioners of similar reputation and skill?

• When was the last time that fees were raised?

• How often have fees been raised in the last five 
years, and for what reasons?
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• Was there measurable resistance to the last 
increase in fees (a significant drop-off in then 
current or prospective patients or clients)? 
Would there be a sizable loss of patients or cli-
ents if a fee increase was instituted? How large 
an increase would the market bear?

• Is billing computerized and how well is the 
system working?

Staff strength. Second only to the principal(s) in 
importance to the value of a professional practice is the 
quality and depth of the staff. Staff includes nonowner 
professionals (who may or may not carry clientele away 
if they leave), paraprofessionals, and clerical employees. 
Questions that should be asked by an appraiser in this 
area are:

• How long have the various individuals been 
with the practice; would they be likely to stay 
if the owner-professional(s) were to die or the 
practice(s) were sold? What patients or clients 
(or essential skills) would nonowners take 
with them if they left? What costs would be 
involved in recruiting replacements and train-
ing them?

• What duties do the nonowners in the practice 
perform? What percentage of the total practice 
can be performed without the owner-profes-
sional?

• How well are nonowners compensated com-
pared to similar employees in similar prac-
tices?

• Are there enforceable employment contracts, 
covenants not to compete, or special fringe 
benefits that would tie key employees to the 
practice even if new ownership takes over?

Location of the practice. In general, practices located 
in economically vibrant and growing communities are 
more valuable than those in unattractive and depressed 
areas, but this is not always true. For example, a dentist 
may have a higher volume of business in an area where 
preventive tooth care has not been stressed; a criminal 
attorney may have more potential business in the inner 
city than in a suburb.

Ironically, a practice producing a high income is not 
necessarily more valuable in a community where there 
is a shortage of professionals; it would be relatively easy 
for a new practitioner to take advantage of the demand. 
Conversely, in a community saturated by and long-

settled with professionals, start-up time and expense 
would be high for a new practitioner; so the value of an 
established practice with a full appointment book and a 
well-trained staff would therefore be higher.

Physical and mental health of the professional. 
Particularly in marital distribution situations, the 
professional’s health is a dominant valuation factor. 
Significant professional goodwill may exist if the 
professional is in good health and can repeat or improve 
upon his past earnings record. But what if past earnings 
were generated by years of 80-hour weeks that are no 
longer feasible? A surgeon who has a blood-pressure 
problem or worse yet, an alcohol or other drug problem, 
may not be capable of sustaining the workload that 
“built the business.”

Age of the professional. Age is another factor that 
should be given great weight in a valuation for divorce 
or separation purposes. Age, aside from its tangential 
relationship to health, can be used to indicate how long 
a past flow of earnings can reasonably be projected into 
the future. Although it is logical to project the earnings of 
a young practitioner for a longer time than a practitioner 
only a few years from retirement, an appraiser must 
consider that the earnings of a younger practitioner are 
lower and less certain.

Shortcut approach to buy-sell valuations. Since 
nonprofessionals cannot generally hold stock in a 
professional corporation, and since most states require 
that such stock be bought back by the corporation or 
its surviving shareholders within a relatively short 
period of time after the transfer of interest, it is essential 
that a fully funded buy-sell agreement be utilized 
to protect the interests of all parties. Quite often, the 
parties to such an agreement are unwilling to hire an 
independent appraiser to value their stock according 
to the appropriate sophisticated methods. For this 
reason, a quick and relatively inexpensive method of 
determining value is often desired, such as the “one 
times annual net income” formula all too often used 
for solo private practices.

Although there is no universal rule or perfect formula 
for arriving at a price, the simplified worksheet shown 
in Figure 38.3 provides a quick way to “guesstimate” 
the worth of a physician’s practice; it can be easily 
modified to apply to other professional practices.

Warning: Remember that the guidelines in the 
worksheet are only that; they will vary depending 
on the circumstances. Be sure to review the list of 
assumptions accompanying the worksheet. Note that 
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ACCOUNTS RECEIVABLE. Sellers sometimes exclude accounts 
receivable from the sale of the practice to keep the sales price down 
or to simplify the process; the selling professional collects the 
revenue from the receivables and the buyer doesn’t have to worry 
about the collectibility or the trouble of collection. Conversely, 
the purchaser may want a practice with accounts receivable to 
maintain contact with the patients or clients (similar to purchas-
ing a customer list).

Bills outstanding for more than one year are considered uncollect-
ible; those that have been turned over to collection agencies are 
not considered as part of accounts receivable. Accounts receivable 
within 30 days of billing are considered worth between 80% and 
90% of their face value. Between 30 and 60 days, the value drops 
to between 50% and 80%; while in most practices, accounts receiv-
able are worth little after 60 days, unless a government agency or 
private insurer will pay the claim.

Practice point. It is important to view accounts receivable in per-
spective. Has the professional been “cleaning out” his accounts 
receivable and living off previous work he’s now collecting for? 
Has he imposed fee increases which create the impression of a 
constant level of patient volume which is in reality decreasing? 
Has the professional done a good job of collecting and reporting 
accounts receivable? In many cases, poor bookkeeping or col-
lection procedures understate the true value of the practice. For 
instance, a practice may be building its patient volume but, because 
of inefficiencies or poor pricing of services, hasn’t generated a 
representative cash flow.

BUILDINGS/LAND. The fair market value of the real estate owned 
by the practice must be used rather than the book value.

EQUIPMENT/FURNISHINGS. A potential purchaser views equip-
ment as capital that will have to be replaced. Equipment depreci-
ates rapidly, partially due to wear and partially to obsolescence 
caused by the introduction of more effective or efficient (less labor 
intensive) or easier to use technology.

Some appraisal experts suggest that each item be priced between 
original cost and present book value. This worksheet suggests that 
equipment less than five years old be listed at 40% of its cost and 
older equipment at about 20% of cost. Where appropriate, use an 
actual fair market value appraisal; for example, certain furniture-
say, an antique desk-may have value in excess of its original cost.

DRUGS/SUPPLIES. Most physicians have at least a two-month 
supply of drugs and other supplies. Divide the annual supply cost 
by six. Unused disposables are typically worth their cost less 10% 
to 20%, although a buyer may not choose to use what is currently 
in inventory, further reducing the practice value.

GOODWILL. Various methods of determining goodwill are dis-
cussed throughout this reading. The worksheet rule of thumb-25% 
of annual gross-can be used as an alternative to another commonly 
used guideline, $3 to $5 per record of regularly seen patients. Note 
that these are “quick guess” guidelines; they should not substitute 
for appropriate financial analysis and evaluation.

Value of Accounts Receivable
   Age Percent of Face Value Example Your Figure
 Input:  0-30 days 80-90% $    20,000 $____________
 Input:  31-60 days 50-60% 50,000 ____________
 Input:  61 days or more 0 unless insurance 5,000 ____________

Buildings and Land
 Input: Market value of building and land  1,000,000 ____________

Equipment and Furnishings
   Age Percent of Face Value
 Input:  Less than 5 years 40% of cost $    30,000 ____________
 Input:  5 years or more 20% of cost 4,000 ____________
 Input: Drugs, supplies (last 2 month’s bills)  12,000 ____________
 Input: Cash and market value of invested securities  10,000 ____________
 Input: Goodwill (25% of annual gross)  200,000 ____________
  Total estimate of practice assets  $ 1,331,000 $       
   
Liabilities
 Input: Balance owed on equipment and furnishings  $          5,000 ____________
 Input: Salaries, bonuses, severance pay due  60,000 ____________
 Input: Taxes due   40,000 ____________
 Input: Accounts payable   23,000 ____________
 Input: Insurance premiums due  70,000 ____________
 Input: Mortgage balance   80,000 ____________ 
 Input: Other liabilities   3,000 ____________
  Total estimate of practice liabilities    $     281,000
   
  Total estimate of practice assets  $1,331,000 ____________
  Total estimate of practice liabilities  281,000 ____________
  Estimate of value practice       $1,050,000

Figure 38.3

WORKSHEET FOR VALUING A PHYSICIAN’S PRACTICE
WORKSHEET ASSUMPTIONS

38_Chapter.indd   722 10/17/13   2:39 PM



VALUATION PLANNING ChAPTer 38

723

a solo practice is almost always worth less than one 
where two or more professionals work together. This is 
why many practitioners bring in one or more associates 
well before they retire and negotiate a buyout that 
will effect a long and smooth transition period. This 
worksheet should be considered only a starting place 
for a full valuation.

VALUATION METHODS

Prior Transactions Method

Perhaps the most reliable method of valuing a practice, 
when it is available, is to ascertain the price it sold for 
in a previous transaction. This assumes, of course, that 
there was a recent sale or exchange and that it was at 
arm’s length. Consideration should also be given to 
the magnitude of prior transactions (e.g., the purchase 
of greater than 50 percent of a practice creates a control 
premium, whereas the purchase of less than a 50 percent 
interest should involve a minority discount).

Capitalization of Billings Method

A practice can be valued by dividing the net income 
by the cost of capital. For example, using this formula, 
if the practice produced an adjusted net income after 
the owner’s salary of $100,000, and it was assumed that 
capital should be “costed” at 20 percent (i.e., a buyer with 
a similar risk opportunity would demand a 20 percent 
return on his investment), the practice would be worth 
$500,000 ($100,000 divided by 20 percent).

Another traditional way of arriving at a practice 
value is by using a multiple of gross billings. The 
formula for determining the multiple to use is: net 
income percentage divided by capitalization rate equals 
percentage of billing factor. For example, assume the 
firm in our prior example billed $500,000 during the 
year. Since its adjusted net income was $100,000, its net 
income percentage on billings was 20 percent ($100,000 
÷ $500,000). Given the 20 percent capitalization rate, its 
value is $500,000, or 100 percent of billings (20% ÷ 20% 
= 1 or 100%). If the same firm billed only $400,000 but 
still netted $100,000 (a percentage of billing factor of 
25 percent), it would be worth more than 100 percent 
of the billings. Using the formula, we get a 125 percent 
multiple: 25% ÷ 20% = 1.25 or 125%. Thus, the practice’s 
value, on these facts, would still be $500,000 (i.e., 
$400,000 x 125%).

Excess Earnings Method

This is another simple widely-used—and often 
court-blessed—method of quantifying the value of 
intangible assets. Essentially, earnings (pretax, including 
the professional owner’s salary and fringe benefits) are 
adjusted as previously discussed. Then, the earnings in 
excess of that which is earned by similar professionals in 
similar types of practices are computed and the excess 
is capitalized (divided by a percentage to arrive at the 
capital it would take to produce it annually). The result 
is the estimated value of the goodwill in the practice. 
This would be added to the fair market value of tangible 
assets to arrive at a total value.

For example, assume Doctor Know’s average 
compensation for the last five years—after appropriate 
adjustments and weighting for its upward trend—was 
$180,000, but that similar physicians earned only $120,000 
during the same period. This indicated that the difference, 
about $60,000 a year, is due to something other than 
return on tangible assets.

Excess earnings for most professional practices are 
capitalized at rates between 20 percent and 100 percent. 
The wide variation is a result of varying risk levels 
and differing ages of the professionals in question; the 
median capitalization rate is 33⅓ percent. Here are the 
goodwill values of Doctor Know’s practice at various 
capitalization rates:

Rate Adjusted Excess Value
20% $60,000 $300,000
25% $60,000 $240,000
33% $60,000 $180,000
50% $60,000 $120,000
100% $60,000 $ 60,000

This brings up the question asked at the beginning 
of the discussion on valuations of businesses: what 
is meant by a “capitalization rate” and how does the 
appraiser know what capitalization rate to use? The 
capitalization rate is the projected cost of capital. But 
there is no fixed and certain answer to the question 
of “What is the right rate to use?” A good appraiser 
will consider such things as: (1) how many more 
productive years the professional has; (2) where on 
the income-producing cycle the professional was as 
of the valuation date (highest income-producing years 
for most professionals occur between ages 45 and 55); 
and (3) changes in the profession, the economy, and 
in government regulation. For instance, skyrocketing 
malpractice costs are rapidly changing the practicing 
environment, causing many professionals to drastically 
change the way they work.
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Most appraisers working with professional 
corporations will be conservative and use relatively high 
capitalization rates, 50 percent to 100 percent (meaning 
a low multiplier). Reason: It is more difficult to maintain 
excess earnings than earnings produced by passive 
income investments and, further, total earnings have 
been used as a base. If pretax earnings—after reduction 
for owner’s compensation and benefits—is used as the 
base, a 20 percent or 40 percent capitalization rate (and 
thus a higher multiple) would be more appropriate. The 
following table sets out various capitalization rates and 
their related multipliers for determining value using the 
excess earnings method.

Capitalization Rate/Value

Capitalization Rate

Value (multiply
adjusted excess

by this rate)
3.5% 28.57/1
4.0% 25.00/1
5.0% 20.00/1
6.0% 16.67/1
7.0% 14.29/1
8.0% 12.50/1
9.0% 11.11/1
10.0% 10.00/1
11.0% 9.09/1
12.0% 8.33/1
13.0% 7.69/1
14.0% 7.14/1
15.0% 6.67/1
16.0% 6.25/1
17.0% 5.88/1
18.0% 5.56/1
19.0% 5.26/1
20.0% 5.00/1
25.0% 4.00/1
30.0% 3.33/1

Caveat: As is the case with any valuation method, the 
excess earnings concept has its limitations. Goodwill can 
be understated, because even a practice without excess 
earnings may have considerable worth as a going concern. 
On the other hand, goodwill can be overstated, because 
the excess earnings method does not consider whether 
or not the practice is marketable. Third, many subjective 
judgments are required (such as the appropriate weight 
to give the trend of earnings, the adjustments to make to 
earnings, and the capitalization rate to use).

Rough Rules of Thumb for Valuations

Almost all tax practitioners and financial planners use 
rules of thumb (often called SWAG, for Scientific Wild 

Asset Guesses) that they’ve developed as the byproduct 
of practical experience. These estimations lie between 
calculations and pure conjecture and serve as starting 
places in the valuation process, later to be abandoned 
or modified. They can also be used where more precise 
methods are deemed impractical. The following rough 
rules of thumb are suggested for valuing various 
professions:

• Medical: Net asset value plus 20 percent to 40 
percent of annual revenue for goodwill (refer-
ral practices would be worth less, continuing 
client base practices worth more).

• Veterinary: Net asset value plus 60 percent to 
90 percent of annual revenue for goodwill.

• Legal: Because client’s files cannot be sold 
(lawyers are ethically precluded from selling 
their law practices), personal goodwill typi-
cally does not enter into the valuation process. 
Therefore, net asset value is often the major 
value determinant. In the case of distribution 
upon divorce, if there is a buy-sell agreement, 
the price set in the agreement is usually con-
sidered merely an indication of value and is 
certainly rebuttable. Remember that work-in-
progress fees are not reflected in the records 
of a law firm. So, even if the firm’s accounting 
records are accurate and nonfraudulent, a firm 
that takes no retainers and sends no bills, but 
has many contingent fee arrangements, can 
easily be undervalued. Conversely, fees con-
tingent on events that may not occur must be 
discounted.

• Accounting: Net asset value plus a goodwill 
payment of from 80 percent to 130 percent of 
annual revenue (paid out over time). Another 
common method uses 20 percent of projected 
fees for five years, discounted for both attri-
tion and the time value of money. According 
to the CPA Handbook, a third commonly used 
formula is 40 percent of gross receipts for the 
prior three years and a percentage of average 
annual fees as follows: 100 percent for clients 
served over four years, 75 percent for clients 
served from three to four years, 50 percent for 
clients served from two to three years, and 
25 percent for clients served from one to two 
years.

• Dental: Net asset value plus 30 percent to 40 
percent of annual revenues for goodwill.
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• Engineering/Architecture: asset value plus 25 
percent to 50 percent of annual revenues for 
goodwill (firms with few continuing clients 
would, of course, have little if any goodwill).

Data Needed in the Valuation Process

Valuation experts should review each of the following:

• Last five years’ profit and loss statements and 
balance sheets (certified financial statements 
by an independent CPA firm are preferable). 
Five years is a common time frame because it: 
(1) minimizes the possibility of valuation plan-
ning; (2) covers a complete business cycle; (3) 
examines good as well as bad times; (4) per-
mits discounting or elimination of aberration 
years; and (5) illustrates the stability and trend 
of profits. Graphs are particularly useful in 
identifying and illustrating aberration years or 
the direction and velocity of a profit trend.

• Last five years’ federal income tax returns

• Any business leases

• Last five years’ fee schedules

• Brochures on the firm

• Articles of incorporation or organization, by-
laws or operating agreement, and minutes of 
board of directors’ meetings for the last five 
years

• Last five years’ appointment books

• State employment research data (particularly 
information from state professional licensing 
department)

• Demographic and practice economics infor-
mation available from state or county profes-
sional societies (such as the state or local medi-
cal or bar association)

• Studies published in professional journals 
such as the American Medical Association’s 
Socioeconomic Characteristics of Medical Practice 
(published annually), or by the American Bar 
Association, or in private publications such 
as Medical Economics, or, for the legal profes-
sion, Corporate Law Department Surveys and 
Survey of Law Firm Economics (Altman-Weil 

Management Consultants, Inc., published an-
nually) and Compensation of Attorneys (Steven 
Langer and Associates)

PLANNING FOR VALUATION 
DISCOUNTS IN CLOSELY HELD 

AND FAMILY BUSINESSES

Various other circumstances have substantial impact 
on the valuation of business, including restrictive 
agreements, such as cross purchase or redemption plans, 
and partnership liquidation agreements. Code Section 
2703 will have a substantial impact on the use of such 
agreements in many closely held businesses.

Lower valuation for the business interest may 
result where it does not fully participate in the future 
growth of the business [i.e., preferred stock and frozen 
partnership interests, and long-term installment sales 
(see Chapter 33)].

A failure to undertake proper valuation planning for 
the family business will leave the estate at the mercy 
of the IRS, and may make it impossible to retain the 
enterprise. To be really effective, any plan must contain 
the following elements:

1. A present transfer of interests in the business 
from family members in the older generation 
to those in younger generations, either by sale, 
gift, or both.

2. A shift of all or part of the future growth of the 
enterprise to the younger generation.

3. The owners of the family business should 
seriously consider taking full use of their unified 
credit and even their GST tax exemption during 
life through transfers of interests in family 
businesses.

For a good example, see TAM 9131006, where a 
decedent created a family partnership to engage in 
real estate operations and transferred mostly limited 
partnership interests to 4 children and 14 grandchildren, 
with one general partnership interest to a son, all covered 
by the $10,000 annual exclusion that was then in effect. No 
gift tax returns were filed, and all income was allocated 
to the decedent for a management fee. The TAM held 
that there were no gift or estate tax consequences, profits 
were to be allocated proportionately to the partners and 
all limited partnership interests were transferable, subject 
to a right of first refusal.
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On the other hand, retention of value in the estates of 
the older generation may facilitate stock redemptions, 
particularly under Code Section 303; deferred payment 
of tax under Code Section 6166; and special use valuation 
for real property under Code Section 2032A.

Regardless of the difficulties, the conclusion is 
inescapable: lifetime transfers of interests in family 
business enterprises are almost essential considerations 
to planning for succession.

The two most common discounts available for 
family and closely held businesses are the discounts 
for a minority interest (i.e., lack of control), and lack of 
marketability. An additional discount may be appropriate 
to reflect those instances in which a limited partner cannot 
withdraw from the partnership and is locked in to his 
investment (i.e., a lock-in discount). And, finally, other 
valuation discounts may be applied to reflect built-in 
capital gains or key management personnel (Chapter 
14 and Fractional Interests).

Minority Interest Discounts

Courts have been liberal in permitting substantial 
valuation discounts in value based on the fact that the 
decedent’s interest in the business is a fractional or 
minority interest.12 However, in some instances, value 
may be increased to reflect a control premium.

The minority interest discount principle refers to 
the fact that the owner of less than a majority interest 
in an enterprise cannot, by himself, control day-to-day 
or long range managerial decisions, impact future 
earnings, control efforts for growth potential, establish 
executive compensation, or get at the corporate assets 
through liquidation. Because the owner of a minority 
interest lacks these benefits of control over the business, 
an acquirer of a minority interest will pay less for that 
interest, on a pro-rata basis, than if he were acquiring a 
controlling interest in the business. In instances where 
the owner lacks the ability to exercise control over the 
operations of the enterprise, the owner’s interest may 
be worth significantly less than its liquidation value.

For many years, the IRS was uncomfortable with 
the idea that minority interests owned among family 
members could be valued at a discount even though the 
collective ownership of the individual family members 
gave the family control of the corporation. In 1981, the 
IRS issued Revenue Ruling 81-253, 1981-2 CB 187. The 
ruling stated that no minority interest discount would 
be allowed for intra-family transfers of shares of stock in 

a corporation controlled by the family—in the absence 
of demonstrated discord among the family members. 
This concept is commonly referred to as the family 
attribution principle. However, after experiencing a long 
line of cases in which the family attribution principle 
was rejected,13 the IRS announced its abandonment of 
the family attribution principle in Revenue Ruling 93-
12, 1993-1 CB 202.

In determining the size of the minority interest 
discount to be applied, each case must take into 
consideration all relevant facts and circumstances.14 
The discount applied in other cases is not normally a 
determinant as to the proper discount to be applied in 
a given case.15 The reference to prior cases and articles 
discussing discounts is appropriate for demonstrating the 
existence of a discount, but will not be given any weight 
for proving the magnitude of discount in a specific case.

A crucial factor in establishing the minority interest 
discount is the bundle of rights possessed by the owner 
of the corporate or partnership interest. Such rights 
will be set forth by both a combination of applicable 
state law, corporate articles and bylaws, partnership 
agreement, or other rights and restrictions agreed to by 
the parties. An appraiser who conducts an examination 
of ownership rights must disregard any provision that 
constitutes an “applicable restriction” under Code 
Section 2704(b), and the attorney may have a duty to 
inform the appraiser of those rights which fall within this 
definition. Thus, restrictive provisions that are drafted 
into an agreement should be carefully considered before 
being implemented.

The courts, IRS, and taxpayers all agree that a minority 
interest is worth less than a controlling interest on a 
pro-rata basis. Thus, the issue is not whether a minority 
interest discount is allowable, but rather the amount of 
the minority interest discount.

The primary source of data utilized by business 
appraisers to determine discounts for minority 
interests in operating entities comes from acquisitions 
of controlling interests in the public marketplace. This 
data is utilized because the applicable minority interest 
discount can be calculated as the inverse of the control 
premium paid by an investor who acquires various 
rights otherwise unavailable to the minority interest. 
A number of comprehensive sources that accumulate 
such information are readily available to the public. 
Two well-known sources of control premium data are 
Mergerstat Review and Mergerstat Control Premium Study. 
These studies are available for subscription at http://
www.bvmarketdata.com.
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In determining minority interest discounts for 
privately-held real estate concerns, a different source 
of empirical data is often utilized. With the decision in 
Berg Estate v. Comr.,16 the Tax Court has specified that a 
permissible approach for determining minority interest 
discounts for interests in real estate companies is the Real 
Estate Investment Trust (REIT) approach. This approach 
involves an analysis of publicly traded real estate entities 
(including real estate investment trusts) that report the 
aggregate appraised values of their real estate holdings.

Advanced estate planners and appraisers are quick to 
point out that the use of REIT data may be inapplicable 
for valuing smaller less diverse corporations and 
partnerships. They argue that the relatively larger size 
of the typical publicly traded REIT makes such an entity 
incomparable for discount purposes. A better means of 
gauging the discount for family limited partnerships and 
corporations of relatively small capitalization (under 
$25,000,000) may be achieved by making comparison 
to smaller privately owned limited partnerships traded 
on the secondary market. These entities typically 
have partnership agreements which contain similar 
restrictions to those found in family limited partnerships 
and usually maintain a less diverse asset base than the 
typical REIT. Discounts for such entities generally are 
higher than found in REITs. Data on the trading of such 
interests is now available through a number of sources.17

Lack of Marketability Discounts

The lack of marketability principle is well documented 
and is based on the fact that stock in a closely held 
business enterprise is less attractive and more difficult 
to sell than publicly traded stock.18 Lack of marketability 
discounts relate to the inherent lack of flexibility in 
getting in and out of investments with no ready market. 
Where an active trading market does not exist, then other 
factors may be used as valuation benchmarks, and the 
lack of marketability discount becomes operative and 
applicable.

The IRS issued Revenue Ruling 77-287, 1977-2 CB 
319, in order to provide information and guidance to 
taxpayers, IRS personnel, and others concerned with the 
valuation of securities that cannot be immediately resold 
because they are restricted from resale pursuant to federal 
securities laws. In valuing restricted securities, Revenue 
Ruling 77-287 states that the following documents and 
facts should be reviewed:

1. A copy of any declaration of trust, trust 
agreement, and any other agreements relating 
to the shares of restricted stock

2. A copy of any document showing any offers to 
buy or sell or indications of interest in buying 
or selling the restricted shares

3. The latest prospectus of the company;

4. Annual reports of the company for three to five 
years preceding the valuation date

5. The trading prices and trading volumes of the 
related class of traded securities one month 
preceding the valuation date

6. The relationship of the parties to the agreements 
concerning the restricted stock, such as whether 
they are members of the immediate family or 
perhaps whether they are officers or directors 
of the company

7. Whether the interest being valued represents a 
majority or minority ownership

The Tax Court will base its analysis of the magnitude 
of allowable marketability valuation discount on, among 
other things, the following factors:

1. Comparison of sales prices for private versus 
public stock

2. Financial statement analysis

3. Company’s dividend paying policy

4. Nature of company, position in the industry, 
economic outlook

5. Quality of the company’s management

6. Amount of control in transferred interest

7. Restrictions (if any) on transfer of interest

8. Holding period for the interest

9. Redemption policy of company, as shown 
historically

10. Costs associated with public offering

The key is property specific analysis. In other words, 
in valuing corporations and other entities, value must 
be determined based upon a comprehensive review of 
the circumstances of the subject business entity relative 
to the circumstances of other entities being offered for 
comparison.
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The amount of published research data on lack of 
marketability discounts continues to increase. However, 
the appraisal profession has been unable to agree 
upon the method for quantifying lack of marketability 
discounts.

Lock-In Discount

For partnerships, consideration should always be 
given as to whether the interest can be liquidated through 
the enforcement of withdrawal rights. In some states, if 
the partnership agreement does not provide a time for 
when capital will be returned, a limited partner is given 
the right to withdraw from the partnership no sooner than 
six months after giving notice to the general partner. In 
other states, applicable state law prohibits the return of 
capital to a limited partner except upon the occurrence 
of certain events specified in the partnership agreement 
(e.g., upon expiration of the partnership term). California 
recently amended its limited partnership act to remove 
withdrawal rights unless specified in the partnership 
agreement.

If the partnership agreement or state law does not 
confer upon the limited partner any right to withdraw 
capital, then the interest may remain in the partnership 
until expiration of the partnership term (often 35-50 years 
in length). In such case, the limited partner is locked-in 
to maintaining his investment in the partnership and a 
lock-in discount is appropriate.

In determining whether a lock-in discount is 
applicable, Code Section 2704(b) must be reviewed. 
Under this section, a lock-in discount may not exist 
for federal tax purposes (i.e. it will be disregarded 
for valuation purposes) if it constitutes an applicable 
restriction under state law (see subsequent discussion in 
Chapter 14 Section). In such case, the limited partner may 
be locked-in to the partnership under the partnership 
agreement but prevented by Code Section 2704(b) from 
considering the effect of the withdrawal restriction if such 
restriction is more stringent than applicable state law.

Other Discounts

In valuing interests in corporations that hold 
investment assets (e.g., real property, marketable 
securities, coins, etc.) consideration should be given as 
to whether there are potential capital gains that will be 
taxed at the corporate level.19 It should be noted, however, 
that a discount for built-in-gains tax is not automatic 
and may be resisted by the IRS.20

Chapter 14

Since October 8, 1990, Chapter 14 of the Internal 
Revenue Code must be considered in valuing interests 
in corporations and partnerships. Chapter 14 presents 
valuation rules for determining the value of interests 
in corporations and partnerships controlled by family 
members (generally where more than 50 percent of 
value is held by the family). The application of these 
statutes can result in a gift even though no wealth is 
actually transferred to other family members (e.g., 
Code Section 2701’s use of the subtraction method for 
valuing applicable retained interests) and cause certain 
restrictive provisions in an agreement to be disregarded 
for transfer tax purposes (e.g., Code Section 2704(b)’s 
disregard of applicable restrictions).

Code Section 2701 applies to valuation of corporate 
and partnership interests designed for estate freeze 
purposes. In instances where there are capital interests 
that have a preference as to income distributions, the 
valuation of transfers (including recapitalizations) 
among family members may result in gift tax. In 
instances in which there are no preferences as to 
capital ownership, Code Section 2701 generally does 
not apply.

Code Section 2702 applies to interests in trusts (e.g., 
GRITs, GRATs and GRUTs, split interest purchases) As 
long as the trust is set up with qualified interests per 
Code Section 2702, retained interest is valued at zero, 
and does not require direct consideration in valuation 
of a closely held business. 

Code Section 2703 applies to “any option, agreement, 
or other right to acquire or use the property at a price 
less than the fair market value of the property (without 
regard to such option, agreement or right), or any 
restriction on the right to sell or use such property.” 
Thus, a right or restriction contained in a partnership 
agreement, articles of incorporation, corporate bylaws, 
shareholders’ agreement, or any other agreement will 
fall subject to Code Section 2703. Similarly, a right or 
restriction may be implicit in the capital structure of 
an entity.21 Such rights and restrictions will have no 
effect—for tax valuation purposes—unless the following 
three conditions exist: (1) there is a bona fide business 
purpose; (2) the agreement is not a testamentary device 
to transfer property to members of the decedent’s family 
for less than full and adequate consideration in money 
or money’s worth; and (3) the terms are comparable to 
similar arrangements entered into by persons in arm’s 
length transactions.
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The IRS has attempted to extend Code Section 2703 
to disallow discounts for investment partnerships 
when an individual died shortly after its formation.22 
Notwithstanding such attacks, many practitioners 
believe the IRS position on this issue is unfounded 
and will continue to be defeated in the courts upon 
presentment.23 But see Holman v. Comr.24, where IRS 
won on the tax issue but the court still found discounts 
to be applicable.

Code Section 2704 applies to lapsed voting and 
liquidation rights in a corporation or partnership if the 
individual holding such right immediately before the 
lapse and members of such individual’s family hold, 
both before and after the lapse, control of the entity. If 
lapsed voting or liquidation rights exist, then the amount 
of the transfer is determined by the value of the interest 
before the lapse minus the value after the lapse.

A voting right means a right to vote with respect to 
any matter of the entity. In the case of a partnership, the 
right of the general partner to participate in partnership 
management is a voting right.25 A liquidation right 
is defined as a right or ability to compel the entity to 
acquire all or a portion of the holder’s equity interest 
in the entity, including by reason of aggregate voting 
power, whether or not its exercise would result in the 
complete liquidation of the entity.26 A lapse of a voting 
right occurs at the time a presently exercisable voting 
right is restricted or eliminated, while a lapse of a 
liquidation right occurs at the time that a presently 
exercisable liquidation right is restricted or eliminated. 
However, a transfer of an interest that results in a lapse 
of a liquidation right is not subject to Code Section 2704 
if the rights with respect to the transferred interest are 
not restricted or eliminated.

Additionally, Code Section 2704 allows for the value 
of property to be determined without consideration of 
any applicable restrictions. An applicable restriction is 
defined as any restriction:

1. that effectively limits the ability of the 
corporation or partnership to liquidate;

2. with respect to which either of the following 
applies:

a. The restriction lapses, in whole or in part, 
after the transfer [of an interest in the 
corporation or partnership to (or for the 
benefit of) a member of the transferor’s 
family], or

b. The transferor or any member of the 
transferor ’s family, either alone or 
collectively, has the right after such transfer 
to remove, in whole or in part, the restriction.

Eliminated from the definition of applicable 
restrictions are any commercially reasonable restrictions 
which arise as part of any financing by the corporation 
or partnership with a person who is not related to the 
transferor or transferee, or a member of the family of 
either, or any restriction imposed, or required to be 
imposed, by any federal or state law. An example of an 
applicable restriction is where a partnership agreement 
requires a unanimous vote to liquidate where state law 
imposes a less stringent requirement (e.g., unanimous 
consent of the general partners and a majority of limited 
partners).

As discussed earlier, a lock-in discount may be 
negated by Code Section 2704(b) if the lock-in discount 
is created by an applicable restriction.

Fractional Interest Discounts

The courts have long recognized that the value of a 
fractional interest in real property may be less than the 
pro-rata value of the same real property if held as a full 
fee simple.27 Among the factors cited by the courts in 
justifying the application of a discount to the pro-rata 
value of a fractional interest in real property are the 
following:

1. The owner of a fractional interest will have 
greater difficulty in finding a ready market for 
the sale of the interest due to the fact that a buyer 
of the interest will have to share ownership with 
another.

2. The owner of a fractional interest cannot sell 
the fee interest in the property or lease the 
property without the consent of the holder of 
the remaining interest(s).

3. The owner of a fractional interest by himself 
generally cannot obtain a loan from normal 
sources of credit secured by only a partial interest 
in the real property.

4. The owner of a fractional interest may not have 
the right to exclusive use of the property so as 
to put it to its highest and best use.
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5. An action by an owner of a fractional interest to 
partition real property does not guarentee that 
the partitioning co-owner will receive property 
whose utility is equal to that of the entire parcel 
from which the partition took place.

6. The cost of bringing an action to partition real 
property is often substantial and a fee interest in 
a portion of the property received may be worth 
less than the proportionate share of the whole 
property, or the sales proceeds (if the property 
may not be fairly partitioned) may not equal 
the property’s fair market value.

7. The existence of an undivided fractional interest 
is a legal matter affecting title to real property 
and often cannot be solved without obtaining 
legal counsel and commencing legal proceedings 
at significant cost.

For these reasons, many courts have allowed a 
discount to the proportionate value of real property 
in order to arrive at the value a purchaser would be 
willing to pay for an undivided fractional interest in 
real property.28 If the taxpayer asserts that a discount 
from the proportionate value of the entire property is 
warranted, the taxpayer must prove that a willing buyer 
would purchase the property and a willing seller would 
sell the property at a price less than its proportionate 
value. Generally, the taxpayer may satisfy this burden 
by using expert opinion testimony of competent and 
experienced real estate brokers or appraisers, backed 
by records of actual sales of fractional interests in the 
same or similar property.29

The IRS valuation manual acknowledges the allowance 
by courts of decreases in value for partial ownership. 
The manual states that the extent of ownership rights in 
each case is to be determined under state law. Although 
the manual states that the fractional interest discount is 
generally based on the cost of dividing the land (e.g., 
survey costs, court costs, legal fees, etc.) the following 
other factors must be considered:

1. Size of the fractional interest

2. Number of owners

3. Size of tract and likelihood of partition

4. Use of land

5. Access to financing

Whereas co-owners are free to contract with one 
another and impose restrictions upon their ownership 
rights, one means of negating the IRS’ “cost of partition” 
argument is through the use of a Co-Ownership 
Agreement in which each co-owner agrees to waive his 
right to partition the subject property. Such waivers serve 
a legitimate business purpose of keeping the property in 
the immediate family for future generations. It should be 
kept in mind that a Co-Ownership Agreement is likely to 
invoke the requirements of Code Section 2703 and will 
not have any effect for federal tax purposes unless the 
three requirements for the safe harbor are met.

In Barge Est. v. Comr., TC Memo 1997-188, the Tax Court 
applied a discounted net cash flow approach to value 
an undivided 25 percent interest in timberland gifted by 
the donor. The court’s analysis reviewed the following 
factors: (1) time in years to partition; (2) required rate 
of return; (3) estimated value upon partition date; (4) 
estimated annual income; and (5) estimated partition 
costs. The result produced a 26 percent discount to the 
otherwise proportionate value of the interest.

Using Fractional Interests  
with Family Partnerships

Another advanced planning technique is to reduce 
asset values by applying multiple discounts. This concept 
is referred to as double discounting and permits the use 
of fractional interests with a family limited partnership 
to gain the benefits of up to all four discounts (i.e., 
fractional interest discount, minority interest discount, 
lack of marketability discount, and lock-in discount).

Under this planning, the family limited partnership 
will own less than 100 percent of the real property. Usually, 
the remaining interest in the property will be owned 
outside the partnership by children or grandchildren. 
Ownership of such undivided interests in the form of 
a generation-skipping trust is often desirable since the 
income from the fractional interest can be distributed 
to the child or grandchild and used to pay expenses of 
education or other expenses (e.g., music lessons, art, 
dance, and travel to Europe) that are not legal obligations 
of the parents. The use of a Co-ownership Agreement 
to waive the right to partition or cause a forced sale 
should be included in this planning in order to prevent 
the child or grandchild from attempting to liquidate his 
fractional interest.

Although this technique theoretically reduces the 
value of partnership interests, it can be enhanced by 
providing empirical data that quantifies the magnitude 
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of last value. To date, the authors are aware of no specific 
studies that quantify the amount of discount by this 
planning.

Avoiding Pitfalls

In planning for discounted asset values, beware of 
the problem evidenced by Smith Est. v. Comr., 94 TC 872 
(1990), holding that, for purposes of computing adjusted 
taxable gifts on the federal estate return, the value of 
all lifetime gifts may be reconsidered, even if a gift tax 
return was filed and the statute of limitations has run. 
While additional gift tax cannot be collected, this could 
force the taxable estate into a higher bracket and alter 
marital deduction gifts.

Gifts made after August 5, 1997 are no longer revalued 
for estate tax purposes if the gift tax statute of limitations 
has run and an appropriate gift tax return has been filed. 
However, this may very well increase the likelihood 
of having a gift tax audit because the IRS now cannot 
revalue such gifts on the estate tax return.

Also, do not overlook Murphy Est. v. Comr., TC Memo 
1990-472, where 18 days before death, the decedent 
transferred less than 1 percent to each of two children 
to bring her percentage below 50 percent, and her estate 
claimed a minority discount. The Tax Court allowed 
a discount for lack of marketability, but rejected the 
minority discount, noting that decedent gave up control 
on paper, but not in reality.

Note that the cases indicate that courts are closely 
examining the approach used by experts in valuing 
business interests, and the qualifications of the 
appraisers. In Campbell Est. v. Comr., TC Memo 1991-615, 
the court emphasized the importance of evaluating both 
earnings and net asset values in arriving at the actual 
value, and allowed a substantial discount. In Berg Est. 
v. Comr., TC Memo 1991-279, a 60 percent discount in 
the value of closely held stock was claimed to represent 
both minority and lack of marketability discounts. 
The appraisal was by petitioner’s CPA, Mr. Whalen, 
an experienced practitioner who had served on the 
faculty of several universities and had testified as an 
expert witness in several cases on lack of marketability 
and minority discounts, but as the court noted, with no 
formal education as an appraiser. The court said: “we 
find the appraisal by Whalen, who is not a certified 
appraiser, unpersuasive for two reasons. First, he 
relies on Andrews Est. v. Comr., supra, which does not 
support petitioner’s position. The only other support 

for Whalen’s appraisal is two articles by H. Calvin 
Coolidge.” Although the underpayment penalty that 
was assessed was later reversed by the Eighth Circuit, 
this case is a good example of why a formal appraisal 
by an independent, appropriately credentialed, full-time 
professional appraiser should always be commissioned.

Control and the Swing Vote Issue

It is well established that if the business interest being 
valued is a controlling interest, then a premium must be 
added to the valuation to reflect control. Recently, the IRS 
has applied this concept to situations where transfers to 
individual family members were of minority interests, 
but they could collectively exercise control over the 
business entity. A donor owned 100 percent of the stock 
in a family corporation. He transferred 30 percent to each 
of 3 children, and 5 percent to his spouse. The gifts were 
valued at net asset value less a 25 percent discount for 
minority interest and lack of marketability.

In Letter Ruling 9436005, the IRS held that even though 
each gift is valued separately under Revenue Ruling 
93-12, 1993-1 CB 202, since the blocks were transferred 
simultaneously, each had a “swing vote” characteristic, 
meaning that the owner of any 30 percent block could 
join with the owner of any other 30 percent block to 
exercise control, and that characteristic affected the 
value of the gift, citing Winkler Est. v. Comr., TC Memo 
1989-231. The IRS pointed out that, had the gifts been 
sequential, the first 30 percent would not have the swing 
vote characteristic, but the second would. Further, the 
transfer of the second 30 percent would increase the 
value of the first 30 percent, and would be an indirect 
gift. The same would occur on the transfer of the third 
30 percent block.

Costs of Liquidation as a  
Valuation Factor

Where valuation of interests in corporations is based 
on the value of the underlying assets of the corporation, 
should that value be discounted for a hypothetical 
income tax that would be incurred if the corporation 
were liquidated to reach the assets? The IRS steadfastly 
denies such a discount is available.

The Partition Theory

The IRS has also ruled that when valuing undivided 
interests in property, rather than permitting discounts, 
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the property should be valued under the partition theory. 
Under this theory, the value of the property in question 
is reduced by the hypothetical costs of a legal action to 
partition it. For example, in the case of an undivided one 
half interest in a farm, the valuation would start with 
100 percent of the value of the farm, subtract the legal 
and appraisal costs of partitioning it into two farms of 
equal value, and then divide the result by two.

In what appears to be a blow to the IRS theory of 
valuation of undivided interests in property based on 
the cost of partition rather than fractional discounts, 
the Tax Court has held a fractional interest discount in 
excess of partition costs is appropriate for a decedent’s 
interest in a farm. In Cervin Est. v. Comr., TC Memo 
1994-550, the court held the farm could not be easily 
partitioned and a homestead could not be easily sold. 
In finding higher discounts, the court did not really 
reject the partition theory, other than with respect to 
homestead property. It concluded that a partition would 
involve substantial costs and fees, and the ability of the 
co-owners to agree on relative values. In other words, 
it used a discount rather than hypothetical costs of 
partition. It also rejected reliance by the estate’s experts 
on case decisions and articles, indicating that it is up to 
the court, not the appraiser, to evaluate the significance 
of such authorities. A similar discount approach was 
applied in Barge Est. v. Comr., TC Memo 1997-188, in 
finding a discount based on a number of factors, not 
just the cost of partition.

The erosion of the IRS’s cost-to-partition theory is 
observed by TAM 9718004, where the IRS recognized 
fractional interest discounts are not always limited to 
partition costs. Also, the IRS Valuation Training for 
Appeals Officers course book states that an appropriate 
discount for a fractional interest is based on several 
factors, including: (1) the size of the fractional interest 
[lower interest indicates a larger discount]; (2) the number 
of owners [higher number of owners indicates a larger 
discount]; (3) the size of the tract and ability to partition 
[smaller tract indicates a larger discount]; (4) the use of 
the land [less productive indicates a larger discount]; 
(5) the number of owners [more owners indicates a 
larger discount]; and (6) the availability of financing 
[no financing indicates a larger discount].

Obtaining Valuation Discounts

First, be reasonable about discounts. Justifications 
should be backed up in writing, with an independent 
qualified third party appraisal that would hold up in 

court. File the analysis with the gift tax return to start the 
statute of limitations clock. More importantly, make sure 
the appraisal satisfies the adequate disclosure provisions 
of Code Section 6501(c).

Second, give the entity a tax-independent business 
or investment purpose self-evident from its ongoing 
activities. An entity must be able to show that the 
reason for its existence is more than a mere attempt 
to obtain a transfer tax valuation discount. Build in, 
and document, a business or investment reason for 
the partnership to exist—other than to save transfer 
tax. Meet state law requirements for the type of entity 
claimed. The stronger business and investment reasons 
there are, the more likely the gift and estate tax discounts 
will be sustained.

Third, the owner must, in reality, treat the entity as 
separate from himself. In other words, as far as the IRS 
is concerned, an entity that is the alter ego of the founder 
is not an entity. Where the parties intend that nothing of 
substance will change, except the level of federal transfer 
tax, expect an IRS challenge. If the IRS can disregard the 
entity, most—if not all—of the underlying reason for the 
discount vanishes.

Fourth, time really is money. Deathbed Family Limited 
Partnerships (FLPs) are born sickly and pose a natural 
invitation to litigation. Therefore, create an FLP well 
before it is needed in order to save estate taxes.

Conclusion

The valuation of all business and property interests is 
an art, not a science. Many variables must be considered 
and evaluated. The quality of evaluation will be, in part, 
a function of the appraiser’s skill in applying experienced 
judgment and subjectivity to the objective facts that 
are gathered. Increasingly, the value of assets must be 
made within the proper legal framework, and must be 
supported by a review of all factors, not just those that 
favor or disfavor a taxpayer.

LEGAL AND ADDITIONAL 
ASPECTS OF BUSINESS 

VALUATION 30

This section contains useful and practical information 
on legal aspects of valuation as well as information 
related to appraisals gathered through many years of 
experience.
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Legal Aspects

Discovery and Privileges. While the areas of discovery 
and assertion of applicable privileges are the province 
of the lawyer, other estate planners need a working 
knowledge of these items because it may well be, and 
often is, that the appraiser is asked directly by the 
government to produce documents. This discussion 
serves as a good introduction of these areas even for 
estate planning lawyers who are not litigators and 
accountants. Caution: this is only intended to be a very 
rudimentary introduction to discovery and privileges. 

There is a golden rule in file maintenance, and it is 
this: do not put anything in the file that you would not 
want to see on the front page of the New York Times or 
in a Tax Court opinion. It’s as simple as that. Remain 
very vigilant about the contents of a file, as it can be 
very embarrassing if extraneous materials come out in 
discovery or, worse yet, in court, as this information 
can impact the credibility of the appraiser. This applies 
to all forms of correspondence, memos to a file, and 
phone notes.

Discovery is usually very broad, with fairly few limitations; 
for example, a “fishing expedition”31 or assertion of a 
privilege, the latter of which is discussed later in this 
section. In fact, there is a strong legal presumption in 
favor of discovery. The bottom line is that most things 
can be discovered, especially where one is a party to an 
action, even if it might not be susceptible to introduction 
into evidence under the evidentiary rules.

In tax matters, one also must contend with the 
extremely broad subpoena powers of the IRS. The source 
of this broad power is set forth in Code Section 7602(a), 
which provides as follows:

For the purpose of ascertaining the correctness of 
any return, making a return where none has been 
made, determining the liability of any person for 
any internal revenue tax or the liability at law or in 
equity of any transferee or fiduciary of any person 
in respect of any internal revenue tax, or collecting 
any such liability, the Secretary is authorized:

1. to examine any books, papers, records, or other 
data which may be relevant or material to such 
inquiry;

2. to summon the person liable for tax, or required 
to perform the act, or any officer or employee of 
such person, or any person having possession, 
custody, or care of books of account containing 

entries relating to the business of the person 
liable for tax or required to perform the act, or 
any other person the Secretary may deem proper, 
to appear before the Secretary at a time and 
place named in the summons and to produce 
such books, papers, records, or other data, and 
to give such testimony, under oath, as may be 
relevant or material to such inquiry; and

3. to take such testimony of the person concerned, 
under oath, as may be relevant or material to 
such inquiry.

As a simple read of this provision reveals, not only 
may the IRS examine relevant or material information, it 
may summon the person to testify under oath. Privileges 
are pretty limited in scope, much more so than the IRS 
powers to examine and summon, and must be asserted 
in a timely manner by the correct person. Not just anyone 
has the right to assert a privilege, and it is fairly easy to 
be deemed to have waived a privilege.

Simply because the IRS summons a person to appear 
before it does not always mean that the person must 
comply. The IRS must show that the summons (1) was 
legitimately issued, (2) seeks relevant information that 
the IRS does not have, and (3) satisfies all administrative 
steps required by the United States Code.32 Since the 
information sought must only be relevant, as opposed 
to being capable of introduction in a court of law, it is 
generally very easy for the IRS to meet this standard.

There are several relevant privileges that come into 
play with respect to a tax audit or tax litigation. These 
privileges are the (1) attorney-client privilege, (2) attorney 
work product privilege, and (3) tax practitioner privilege 
under Code Section 7525(a). Of interest to business 
appraisers is that, at least in the Tax Court, there is 
generally no appraiser-client privilege.33 One should 
assume that every appraisal will be subject to contest in 
the Tax Court since that is the most conservative position 
that can be taken.

In Halas Est. v. Comr., the Tax Court analogized 
the duty of the appraiser to that of a Certified Public 
Accountant (CPA). There is no confidential accountant-
client privilege in federal law.34 Since many CPA’s 
are also appraisers, the likelihood of a CPA appraiser 
successfully asserting such a privilege seems remote. A 
non-CPA appraiser would be just as likely to be unable 
to assert such a privilege.

Attorney-Client Privilege. Many lawyers naively believe 
that this privilege covers the waterfront and protects the 
lawyer from having to disclose any client information. 
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This is not quite the case. To begin with, the privilege 
does not belong to the lawyer; it belongs to the client. 
It is the client who must assert the privilege, and do so 
within a timely manner.

With regard to attorney-client privilege, most nonlitiga-
tors also have a general misconception about exactly 
what is covered by the privilege. Generally, attorney-
client privilege only covers confidential communications 
between a lawyer and client that were made for the 
purpose of the rendering of legal advice.35 The purpose 
of the attorney-client privilege is to encourage clients 
to make complete and frank disclosures to the attorney 
to facilitate the rendering of accurate and proper legal 
advice.36 Therefore, if the communication was not for the 
purpose of rendering legal advice, then it is not covered.

What communications between the lawyer and a third 
party—for example, a CPA and business appraiser—are 
covered? The only communications with third parties 
that are covered by the privilege are those made in 
confidence to assist the lawyer in rendering legal advice 
to the client.37 Thus, communications with third parties 
not made in confidence are not covered. Suppose that the 
client hired the business appraiser directly, and that the 
client’s lawyer communicated with the client’s business 
appraiser. In this situation, the attorney-client privilege 
arguably would not apply because the business appraiser 
was hired by the client, not by the lawyer, and further 
that there was no reasonable expectation of privacy for 
the client in such a situation. The moral of the story: 
have the lawyer hire the appraiser.

Attorney-client privilege is very fragile and can easily 
be deemed to have been waived. Suppose the same fact 
pattern as above. Suppose further that there is a meeting 
attended by the client, the business appraiser, the lawyer, 
and the client’s CPA for the purpose of conducting due 
diligence for the appraisal. In this scenario, the presence 
of the third party (the client’s CPA) might give rise to 
a claim of waiver since the primary purpose of the 
meeting was for the appraiser’s benefit, and not solely 
for the purpose of the lawyer providing legal advice to 
the client. Tread very carefully here, and with all third 
party communications.

Attorney Work Product Privilege. The scope of the attorney 
work product privilege (also known as the attorney 
work product doctrine) is usually even less understood 
by nonlitigators than is the attorney-client privilege. 
The work product privilege applies only to documents 
that are prepared “in anticipation of litigation.”38 Could 
one take the position that every estate or tax planning 
document is prepared in anticipation of eventual 

litigation with the IRS or other taxing authority? It is 
very doubtful that one could successfully assert this 
position.39 Additionally, most appraisal engagement 
agreements stipulate that the work product is for a 
given specific purpose and that testimony to defend the 
report is not part of the engagement; rather, testimony 
is a separate process that the client acknowledges is not 
part of the fee arrangement for the appraisal. This type of 
engagement qualification suggests that the appraisal was 
not intended for litigation. Counter to the presumption 
that all tax appraisals are subject to eventual litigation, 
is the posture that a well-crafted appraisal will keep 
one out of court.

In one important respect the attorney work product 
privilege is broader than the attorney-client privilege. The 
attorney work product privilege does cover documents 
prepared by third parties. Thus, if a lawyer hired the 
business appraiser to appraise a client’s business in 
connection with a tax dispute, and that appraiser 
prepared a draft valuation report that the IRS wants either 
in response to a summons/request for documents or a 
discovery request made in ongoing tax litigation, that 
draft report should be shielded from discovery through 
the attorney work product privilege.40 The moral of the 
story: have the lawyer hire the appraiser.

Another potential problem with the codified attorney 
work product privilege is that it is not absolute. If a 
litigation opponent can successfully demonstrate a 
“substantial need,” the court can order that the subject 
documents be provided to the opposition even if the 
attorney work product privilege otherwise applies.41

Tax Practitioner Privilege. Somewhat in response to the 
broad ruling in favor of the IRS in United States v. Arthur 
Young,42 Congress enacted Code Section 7525, which 
provides a limited tax practitioner privilege for “tax 
advice” given to a client by a person who is authorized to 
practice before the IRS in matters not involving criminal 
activity43 or tax shelters.44 Unfortunately, this privilege 
does not apply to tax return preparation advice,45 does 
not include a work product privilege, 46 and waiving this 
privilege should be approached cautiously.47

Additional Aspects

The Valuation and Appraisal Report

In valuation, estate, and tax planning the plan of 
action should be to act conservatively unless the client is 
willing to be a guinea pig and run the risk of subjecting 
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themselves to opportunity costs due to tried and true 
techniques not used, as well as possibly owing interest 
and penalties. In order to be conservative, one should 
assume that every tax appraisal will be attacked by the 
IRS. And if attacked, one must conservatively assume 
that the matter will wind up in court.

There are three possible forums in which tax matters 
are litigated: (1) two refund forums that require full 
payment of the contested taxes; (2) penalty and interest; 
and (3) the Tax Court, where prepayment is not required. 
Proposed audit adjustments involving valuation are 
often quite large.48 One should conservatively assume 
that the taxpayer will lack the cash to prepay the tax, 
penalties, and interest at the time of the litigation. This 
will mean that the matter will get litigated in the Tax 
Court since in that court one does not have to “pay to 
play.” Therefore, the most conservative “least common 
denominator” regarding a valuation report is to assume 
that the Tax Court Rules will ultimately apply.

Like all other courts, the Tax Court has some 
procedural rules that are intended to streamline litigation. 
One such rule is Tax Court Rule 143(g)(1), which provides 
in pertinent part as follows:

Unless otherwise permitted by the Court upon 
timely request, any party who calls an expert 
witness shall cause that witness to prepare a 
written report for submission to the Court and 
to the opposing party. The report shall set forth 
the qualifications of the expert witness and shall 
state the witness’s opinion and the facts or data 
on which that opinion is based. The report shall 
set forth in detail the reasons for the conclusion, 
and it will be marked as an exhibit, identified by 
the witness, and received in evidence as the direct 
testimony of the expert witness, unless the Court 
determines that the witness is not qualified as an 
expert. Additional direct testimony with respect to 
the report may be allowed to clarify or emphasize 
matters in the report, to cover matters arising after 
the preparation of the report, or otherwise at the 
discretion of the Court.

[Emphasis added]

The Tax Court almost always restricts the ability of an 
expert witness to supplement his or her report on direct 
testimony.49 Compounding this limitation is the fact 
that appraisals may lie dormant for a very long period 
of time, particularly with respect to estate and gift tax 
cases, although not limited to these cases.

Many things can happen between the time that the 
business appraisal is conducted and the time that the 
appraisal is attacked. Something may happen to the 
appraiser before the matter is brought to trial; data may 
be lost; indeed, entire files of a business appraiser may 
either be lost or destroyed (even in the ordinary course of 
business).50 Therefore, the safest and most conservative 
type of business appraisal report is the wholly-contained, 
full, and complete business appraisal report since a well 
written business appraisal report will contain and 
preserve all of the data necessary to replicate the results 
and thinking of the business appraiser.51 There are times 
when clients only want a summary or letter report. As a 
result, for purposes of file retention, business appraisers 
should view these appraisal files as different from files 
for complete reports and perhaps should keep the work 
papers for these files for a longer period of time.

Timely Identification of the Business Appraiser. Courts are 
increasingly procedurally complex these days. When 
a judge dictates the time for appraisers to either be 
identified or to have their expert reports turned in, he 
is generally quite serious.52 The penalty for tardiness is 
usually draconian; exclusion of the appraiser’s report 
from evidence and a prohibition against the appraiser 
testifying. While a business appraiser does not have to 
be bothered with such procedural issues—that being 
the province of the lawyer—the business appraiser 
nevertheless should inquire as to the deadlines as it could 
impact the due date of the appraisal to be performed. 

Appraisal Standards. Assume that a business appraisal is 
prepared for tax purposes. What guidance is there for 
estate planners and business appraisers to follow in tax 
law relative to valuation standards?

Code Section 170(f)(11)(E)(i)(II) makes a reference to 
“generally accepted appraisal standards,” which are to 
be defined by regulations. Notice 2006-96, 2006-46 IRB 
1 provides temporary guidance pending the issuance of 
regulations (which have not been issued to date), defining 
“generally accepted appraisal standards” as “consistent 
with the substance and principles of the Uniform 
Standards of Professional Appraisal Practice (USPAP).” 
The regulations under Code Section 4942 make reference 
to “commonly accepted methods of valuation” and then 
deem the valuation principles expressed in Treas. Reg. 
Sec. 20.2031 “acceptable” [Treas. Reg. Secs. 53.4942(a)-
2(c)(4)(b) and (c)]. See also the reference to “generally 
accepted real property valuation rules” in Treas. Reg. 
Sec. 20.2032A-4(d).

Therefore, for tax purposes, business appraisal reports 
for taxpayers, but not the IRS,53 must comply with 
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USPAP even if the business appraiser is not otherwise 
required to comply with USPAP. It is imperative that 
the business appraisal report prepared for tax purposes 
comply with USPAP.

Advisor Input in Preparation of a Business Appraisal 
Report. It should be self-evident that the work of the 
business appraiser be solely the work of the appraisers 
who sign the valuation report.54 Therefore, neither a 
client nor a client’s counsel or CPA can have significant 
input in the analysis or conclusions of the report. 
Indeed, the Tax Court has excluded appraisal reports 
from evidence on the basis of overly involved counsel.55 
Both clients and advisors, however, must play a key role 
in the business appraisal process. This is particularly 
true in the fact gathering and due diligence phases of 
a business appraisal engagement. There are always 
those clients who are not forthcoming with all of the 
requested information, whether that information 
would have (often in the client’s mind) either a positive 
or negative impact upon the ultimate conclusion of 
value. Advisors often must take on the role of a go-
between with business appraiser and the client in the 
information gathering phase, and sometimes have to 
coerce and cajole the client to turn over the requested 
information. This may be a simple matter of the client 
not understanding why the business appraiser must 
have certain information. In this situation, the advisor, 
whose relationship with the client is almost always 
closer than that of the business appraiser can play 
an invaluable role in explaining the need for certain 
requested information.

Advisors can, and often do, play a key role in reviewing 
draft business appraisal reports for accuracy, and 
possibly even to provide guidance on legal or accounting 
questions that are closely related to the business appraisal 
report. Attorneys can play a key role in the draft review 
phase by reviewing the report for consistency and errors. 
The best way for an advisor to handle this phase, where 
corrections are perhaps needed, is to make written 
suggestions to the business appraiser and make it clear 
that the final decision is up to the business appraiser. It 
is perhaps best to memorialize the suggestions in writing 
and to refrain from suggesting particular language to 
include in the appraisal report, so that the advisor’s role 
won’t be questioned by the other side or by the court.

If the lawyer is the one who hired the business 
appraiser, then the lawyer can play a key role in 
facilitating the communications that transpire in 
connection with the appraisal engagement.

Types of Appraisers and  
Appraisal Associations

The appraisal profession has become very specialized, 
with significant increases in the number of recognized 
specialty designations created by appraisal trade 
associations in just the past few years. Appraisers tend 
to fall into three main categories: (1) real estate, (2) 
business and (3) personal property; with subcategories 
within these main categories. With one exception 
discussed next, most appraisal trade associations tend 
to involve only one of the valuation subcategories. The 
number of appraisal trade associations also has grown 
in recent years.

The business valuation profession is one that can still 
be most accurately described as being in an embryonic 
state. The first business valuation professionals were 
real estate appraisers and securities analysts.

The estate planner should have a working knowledge 
of the various appraisal trade associations and the 
designations offered by each organization in order to 
be able to evaluate potential appraisers and to cross-
examine opposing appraisers. The professional training 
and credentials of an appraiser are important to courts, 
and since perceived defensible value is the ultimate goal, 
the credentials of those giving such opinions have never 
been more important.

General Appraisal Professional Organizations. Following 
are the professional organizations for general appraisal 
professionals.

1. American Society of Appraisers (ASA) − Founded 
in 1936, the ASA is a multi-appraiser discipline 
association providing accreditation in several 
appraisal subspecialties: (i) business valuation, 
(ii) gems & jewelry, (iii) machinery & technical 
specialties, (iv) personal property, (v) real 
property and (vi) appraisal review, generally 
at two different experience levels: Associate 
Member (AM) and Accredited Senior Appraiser 
(ASA ). Additionally, ASA offers the Master 
Gemologist Appraiser® designation. ASA offers 
subspecialties within some of the categories.

ASA maintains a Principles of Appraisal 
Practice and Code of Ethics and is headquartered 
in Herndon, Virginia.56 Members of ASA are 
subject to USPAP.57

2. Appraisal Institute − Founded in 1932, the 
Appraisal Institute is an organization of real 
estate appraisal professionals. The Appraisal 
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Institute offers three separate and distinct 
designations: MAI, SRPA, and SRA. These 
designations are not acronyms, rather they just 
describe a certain level of training within the 
Appraisal Institute. All three designations are 
subject to peer review and must comply with 
the Appraisal Institute’s Code of Professional 
Ethics.

Business Appraisal Professional Associations. The most 
significant business appraisal professional associations 
are the ASA (described previously), Institute of Business 
Appraisers (IBA), National Association of Certified 
Valuation Analysts (NACVA), the CFA Institute (CFA), 
American Institute of Certified Public Accountants 
(AICPA) and Canadian Institute of Chartered Business 
Valuators (CICBV).

1. Institute of Business Appraisers (IBA) − 
Founded in 1978, the IBA offers four primary 
designations: Certified Business Appraiser 
(CBA), Master Certified Business Appraiser 
(MCBA), Accredited by IBA (AIBA), Business 
Valuator Accredited for Litigation (BVAL) 
and Accredited in Business Appraisal Review 
(ABAR). The CBA requires a four year 
college degree, completion of 24 hours of 
IBA coursework, successful completion of an 
examination, successful review of two business 
appraisal reports prepared by the candidates, 
personal references, and five years of full-time 
active experience as a business appraiser. 
Complete details about all four designations 
offered by IBA are set forth on the IBA website: 
www.instbusapp.org.

2. National Association of Certified Valuators and 
Analysts (NACVA) − Founded in 1991, NACVA 
offers three designations: Certified Valuation 
Analyst (CVA) (as of April, 2013 Accredited 
Valuation Analyst (AVA) was merged into 
CVA designation), Accredited in Business 
Appraisal Review (ABAR), and Master Analyst 
in Financial Forensics (MAFF) (designation as 
of April, 2013 that incorporates former Certified 
Forensic Financial Analyst (CFFA)). NACVA has 
Professional Standards, and NACVA certified 
appraisers “may also find it necessary to 
consider guidelines and standards established 
by others, such as the Department of Labor, 
the IRS, state laws and USPAP.”58 The NACVA 
has recertification and continuing professional 

education requirements, and publishes The 
Value Examiner, a bimonthly professional 
journal.

3. American Institute of Certified Public Accountants 
(AICPA) −Tracing its history back to 1887, 
AICPA offers the Accredited in Business 
Valuation (ABV) designation only to members 
of AICPA who hold CPA licenses, and one may 
hold oneself out as an ABV as long as one is 
a member in good standing of AICPA. AICPA 
also offers a Certified in Financial Forensics 
(CFF) designation. ABV candidates must have 
passed an examination and have performed 
significant services in connection with at least 
ten valuations. The ABV has recertification 
and continuing professional education 
requirements.59 The AICPA publishes The CPA 
Expert, a quarterly publication.

4. CFA Institute − Tracing its lineage back to 1947, 
the CFA Institute (formerly the Association for 
Investment Management and Research), is an 
association of investment/securities analysts 
and awards the Chartered Financial Analyst 
(CFA®) designation. The business valuation 
discipline is finding increased relevance in a 
wide variety of investment and compliance 
related applications. As such, investment 
professionals are performing more valuation 
services and noninvestment professionals are 
seeking the education and benefits of the CFA 
Institute’s program. CFA® holders must pass a 
three-part examination and adhere to the CFA 
Institute standards and regulations.60

5. Canadian Institute of Chartered Business Valuators 
(CICBV) − Founded in 1971, the CICBV is the 
Canadian association of business appraisers. 
The CICBV offers one designation, the 
Chartered Business Valuator (CBV). In order 
to obtain the CBV designation, an individual 
must possess a degree from a post-secondary 
academic institution or university, complete 
six courses, achieve a passing grade on 
a membership entrance exam, and have 
accumulated 1,500 hours of business and 
securities valuation experience, as attested to 
by a sponsor.61 The CICBV publishes the Journal 
of Business Valuation, a semi-annual publication 
and the Business Valuation Law Review, an annual 
publication. The CBV has continuing education 
requirements.
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STRATEGIES FOR SUCCESS IN 
BUSINESS VALUATION

The following tips consist of a combination of the 
authors’ experience and opinions. There is never only 
one way to go about a particular task. However, the 
following strategies are offered for consideration.

1. Rebuttal Appraiser: Hire a separate rebuttal 
appraiser to protect the independence of the 
main appraiser. Many clients want the return 
or trial appraiser to do double duty, (1) testify 
on direct about his appraisal, and (2) rebut 
the testimony of the opponent’s appraiser, in 
order to save costs. This mistake potentially 
compromises the main appraiser in the eyes 
of the court because that appraiser is forced 
into the role of advocate for the client, instead 
of neutral expert.62 If the court determines that 
an appraiser is too active in the defense of a 
party, that appraiser’s credibility and the force 
of the main appraisal will be eroded or even 
wholly disregarded.63 In many modest litigated 
matters the likelihood of a separate rebuttal 
expert is admittedly remote. Therefore, appraisal 
experts should be keenly aware of holding 
their own work to the same level of accuracy 
and reasonableness charged of an opposing 
expert. Additionally, in direct testimony an 
expert should present a posture of objective 
balance when it comes to critical valuation 
assumptions and treatments (obviously such 
balance must come from the substance of the 
opinion rather than the form of the appraiser’s 
testifying demeanor). At the end of the day, 
the expert providing the court with the most 
complete and balanced information will carry 
more credibility. This is simply harder to carry 
off when providing both direct and rebuttal 
testimony.

2. Appraiser’s Work Files: Watch very carefully 
what ends up in an appraiser’s work files 
because it could well be discovered. See Nick 
Hughes v. Comr.,64 where, when referring to an 
appraisal pertaining to a conservation easement 
deduction, the words “Nick [the taxpayer] 
wants it Bigger!” ended up in the appraiser’s 
work files and made its way into a footnote 
in the court’s opinion. Such statements can 
give rise to a claim that the appraiser simply 
was doing the client’s bidding and not acting 
independently.

3. Differences in Appraisal Reports/Same 
Appraiser: Differences in appraisal reports 
issued by the same appraiser of interests in the 
same subject company that are fairly close in 
time to one another should be well explained.65 
One must assume that all appraisal reports 
will be discovered and plan in advance to 
explain these differences in detail. If there 
are significant differences in methodology or 
valuation approach used by the same appraiser 
to value an interest in the subject company, the 
opposition could argue that the results were 
predetermined. Therefore, it is imperative that 
these differences be explained. One should 
assume that the opposition will attempt to 
exploit these differences and take preemptive 
action to explain them in detail before they are 
called into question. The existence of secondary 
or recent appraisal work product from a given 
appraiser regarding a given subject interest 
is rising given the recent USPAP disclosure 
requirements.

4. Differences in Appraisal Reports/Different 
Companies: Differences in appraisal reports of 
interests in the same subject company issued 
by different appraisers that are fairly close in 
time should be explained. While it may not be 
known why other business appraisers have 
appraised interests differently for the same 
subject company, this must be a part of the due 
diligence. There may be significant differences 
in methodology or approach. For example, 
a prior appraisal disregarded a guideline 
company approach because the appraiser could 
not find any suitable guideline companies, 
while the subsequent appraisal relies upon a 
guideline company approach and cites several 
guideline companies. This change should be 
explained.

5. Multiple Appraisal Reports by Multiple 
Companies Issued in Close Proximity: 
Appraisal reports of valuations of interests 
in the same subject company that are issued 
by different appraisers at the same time, or 
fairly close in time with one another should be 
explained and coordinated. Again, a business 
appraiser must inquire in the due diligence 
phase as to prior and even ongoing appraisals 
and must explain any significant differences 
in methodology, particularly if the IRS has 
accepted the prior appraisal methodology for 
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interests in the subject company in the past. 
This can happen in any number of different 
contexts. For example, an annual valuation 
engagement or an appraiser retiring or dying 
would be reasons why multiple appraisals 
would exist.

6. Appraiser’s Maintenance of Files and Work 
Papers: With respect to gift tax appraisals, 
the appraiser should maintain this file and 
associated work papers arguably until the 
owner of the subject interest dies and his or her 
estate tax return is accepted with no changes 
by the IRS. Why? Because gifts can be revalued 
for estate tax purposes, even after the gift tax 
statute of limitations has been met. For estate 
tax and income tax appraisals, the minimum 
time that appraisals filed with a tax return and 
associated work papers should be retained is for 
at least six years after the return is filed, which 
is the statute of limitations period for the IRS 
to raise a substantial omission of items leading 
to additional amounts of tax.66

For appraisals that are prepared in connection with 
an audit or with litigation, the file should be retained 
until a judgment becomes final and nonappealable 
or is settled. For other appraisals, there really is no 
specific recommended period of time, but the applicable 
valuation standards should be treated as the minimum 
amount of time that a file should be retained. Following 
a “one size fits all” document retention policy probably 
should be avoided.

1. Updated Reports or Completely New Free-
standing Reports: Business appraisers should 
be very cautious about issuing mere updated 
reports in lieu of a new complete report.67 There 
is a great temptation to do this for reasons of 
cost to the client; for example, appraisals that are 
used for annual exclusion gifts or done annually. 
However, it is not the client’s reputation on the 
line; it is the appraiser’s reputation that stands 
to be sullied, especially if that mere update is 
the appraisal report that is used, as opposed 
to the original report being filed or used along 
with the update. One should query whether 
mere updated reports even qualify under 
USPAP and the various business valuation 
standards. In cases where an update letter or 
report is issued, it seems compulsory that the 
appraiser incorporate by reference the most 
recent fully-documented free-standing report. 

Additionally, the appraiser should cite any 
relevant changes and additions to the previous 
opinion that impact the updated valuation 
analysis and conclusion. It is likely necessary 
that the updated report should contain all the 
functional exhibits and financial analysis to 
substantiate the updated opinion. Lastly, update 
reports should be avoided when the original 
free-standing opinion becomes dated enough 
that an update is not suitable. The $64,000 
question is when an appraisal report becomes 
“dated.” One should conservatively assume that 
an appraisal has a fairly short shelf life absent 
some strong evidence to the contrary.

2. Selecting a Business Appraiser: Today, it is 
imperative that a business appraiser be both 
qualified and competent. The tax law gives 
some guidance in this regard as to determining 
if an appraiser is qualified. Treas. Reg. Sec. 
1.170A-13(c)(5) defines the term qualified 
appraiser to include the following criteria:

• The appraiser must hold himself out to the 
public as an appraiser or perform apprais-
als on a regular basis.

• The appraiser must be qualified to appraise 
the property in question.

• The appraiser must be independent. 68

• The appraiser must understand that he can 
be subject to a civil penalty under IRC Sec. 
6701 and may have appraisals disregard-
ed.

As described previously in this chapter, a good place to 
start is to hire a business appraiser who is certified by at 
least one of the “Big 5” business appraisal organizations. 
These organizations have applicable standards, codes 
of ethics, and rigorous certification and continuing 
education requirements. While these requirements do 
not always necessarily equate competence to handle a 
particular engagement, it is one of the best ways to ensure 
quality because it demonstrates that the prospective 
appraiser has taken steps to remain current in the ever-
changing world of business valuation theory. The Tax 
Court has recognized the importance of certification 
for appraisers.69 While there is no doubt that there are 
competent business appraisers who are not credentialed 
by one of the “Big 5,” the trend is decidedly in the 
direction of being credentialed.
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What follows are some questions that a lawyer or 
client can ask a prospective appraiser:

1. Has the prospective appraiser ever been 
subjected to disciplinary sanctions under Notice 
85-18, debarred from practice before the IRS or 
ever subjected to penalties under Code Sections 
6695A or 6701?

2. From what business appraisal organizations 
does the prospective appraiser have credentials, 
and what are those credentials?

3. Has the prospective appraiser ever been retained 
by the IRS or served as a result of a court 
appointment?

4. How often is the prospective appraiser ’s 
work relied upon in real transactions, not just 
hypothetical tax matters?

5. What is the expected turnaround time for 
receiving a draft report in the proposed 
assignment?

6. Would the prospective appraiser have any 
problem with communicating a conclusion of 
value orally first?

7. What is the prospective appraiser’s estimate of 
a range for the expected costs of the appraisal?

8. How would the prospective appraiser staff the 
proposed assignment?

9. Does the prospective appraiser have experience 
or expertise with the particular industry in which 
the subject company operates?70

10. What methodologies would the prospective 
appraiser consider appropriate for the proposed 
assignment?

11. Has the prospective appraiser ever testified 
before the IRS in tax matters? Has the prospective 
appraiser ever been qualified as an expert 
witness? If yes, in what courts? What was the 
final result in those matters? Has the prospective 
appraiser ever been denied expert status in 
court? If yes, why?

12. Has the prospective appraiser ever been 
subjected to a successful Daubert objection? If 
so, what were the circumstances?

13. What kinds of resources does the prospective 
appraiser have?

14. Is the prospective appraiser’s work going to be 
consistent with his or her past publications71 or 
testimony?72

WHERE CAN I FIND OUT MORE?

1. Pratt et al, Valuing Small Business and 
Professional Practices (McGraw-Hill).

2. Pratt et al, Valuing a Business: The Analysis 
and Appraisal of Closely-Held Companies, 5th 
Edition(McGraw-Hill, 2007).

3. Pratt, Business Valuation Discounts and 
Premiums, 2nd Edition,(Wiley, 2009).

4. Hitchner, Financial Valuation: Applications and 
Models, (Wiley, 2011).

5. Trugman, Understanding Business Valuation: 
A Practical Guide to Valuing Small to Medium 
Sized Businesses,4th Ed., (AICPA, 2012).

6. Pratt & Laro, Business Valuation and Taxes: 
Procedure, Law and Perspective, 2nd Ed., (Wiley, 
2011).

7. Abrams, Qualitative Business Valuation: 
A Mathematical Approach for Today’s 
Professionals, (Wiley, 2010).

8. Mercer & Harms, Business Valuation: An 
integrated Theory, Mercer and Harms, (Wiley, 
2007).

9. A Reviewer’s Handbook to Business Valuation: 
Practical Advice on the Use and Abuse of a 
Business Appraisal, (Wiley, 2011).

ISSUES AND IMPLICATIONS IN 
COMMUNITY PROPERTY STATES

The character of a business or investment asset as 
either community or separate property will have a 
considerable impact on its valuation. One spouse’s 
undivided fifty percent community property interest 
in a business or investment asset, which is wholly 
owned by both spouses, will produce a minority interest 
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discount. On the other hand, a spouse’s 100 percent 
separate property interest in a business or investment 
asset will not be subject to minority interest discounts. 
Additionally, any applicable valuation discounts will 
affect the step up in basis for the surviving spouse who 
inherits community property.

BLENDED FAMILY 
CONSIDERATIONS

Valuation can play a key role in determining the split 
of an estate between the parties, so it is often a source 
of contention even if the IRS is not involved. Appraisals 
from disinterested third party qualified appraisers 
are critical. This is particularly true in blended family 
situations, where there is often an interested party serving 
as fiduciary who stands to benefit from the valuation. 
This is why it is strongly recommend that interested 
parties not serve as fiduciaries, at least for these purposes. 
Valuation can play a role in satisfaction of a bequest as 
well as in the division of a trust or in a unitrust payout, 
particularly where the trust or estate holds shares in a 
closely-held entity, where control may be an issue.
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