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fer than providing
I new guidance
how to tax affect
orporation income,
‘the Job Aid offers
little morethan a
compendium of
information that is
already available.
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Once again, the business valuation
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These two new documents were pre-
pared by representatives of the Large
Business and International Division
NRC Industry, Engineering Program,
and the Small Business/Self-Employed
Division, Estate and Gift Tax Program.
The first document, “Valuation of Non-
Controlling Interests in Business Enti-
ties Electing to be Treated as S
Corporations for Federal Tax Purpos-
es,”1 (hereafter, the Job Aid) is the sub-
ject of this article. The second
document, offering guidance on rea-
sonable compensation issues,2 will be
addressed by the author in a future
article in this journal.

Background

The October 29, 2014 release of these
documents is not the first time that
internal agency documents have been
made available to practitioners and
taxpayers outside the IRS in recent
years. The first occurrence was in the
summer of 2010, when a document
titled “Discounts for Lack of Mar-
ketability: Job Aid for IRS Valuation
Professionals”3 was first inadvertently
“leaked” to the business valuation com-
munity. On September 1, 2010, it was
officially posted to the IRS website.4
The two recently-released IRS docu-
ments are also available on the Ser-
vice’s website. 5

The release of this series of Job
Aids has been hailed by many as a
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new era of communication and under-
standing between the IRS, taxpayers,
and practitioners. However, in the
opinion of the present author and oth-
ers, releasing these additional docu-
ments in such a formal manner seems
to be an attempt to influence practi-
tioner behaviors in specific practice
areas without statutory support. The
front cover of each Job Aid specifi-
cally notes: “not Official IRS Position”
and “prepared for reference purposes
only” Further, the cover qualifier of
each Job Aid adds that “it may not be
used or cited as authority for setting
any legal position.” If one were to
approach the impact of the document
from the point of view of a tax pro-
fessional, he or she might argue that
the content of the documents is noth-
ing more than a compendium of
information already available in the
history of the two issues that they
respectively address. As nothing is
precedential in these releases, the con-
tent must be viewed with a cautious
eye and an understanding that while
the Service may be instructing its
internal team to follow the path of the
information contained therein, that
information is in no way intended to
be a legal requirement, or even free
of taxpayer challenge as to technical
propriety.

Perplexing Issue. The new Job Aid
addresses one of the most perplex-
ing theoretical issues facing business
valuation practitioners today. Essen-
tially, the question is simply whether
it is appropriate to tax-affect eco-
nomic benefit streams derived from
an S corporation when valuing a non-

mmunity has been made privy
nternal Job Aids intended
marily for use by Internal

controlling equity interest in that cor-
poration. In fact, the Executive Sum-
mary notes:

With respect to the attribute of
pass-through taxation, absent a
compelling showing that unrelated
parties dealing at arms-length
would reduce the projected cash
flows by a hypothetical entity lev-
el tax, no entity level tax should
be applied in determining the cash
flows of an electing S Corporation.
In the same vein, the personal
income taxes paid by the holder of
an interest in an electing S Cor-
poration are not relevant in deter-
mining the fair market value of
that interest.

Lack of New Information. As was the
case with the earlier DLOM Job Aid,
the new Job Aid contains little fresh
information. Predictably, the Service’s
position in the release is based pri-
marily on a series of five key Tax Court
decisions, dating back to 1999. In that
year, the Tax Court first decided Gross,8
a case that forever changed the land-
scape for valuing equity ownership
positions in electing S corporations by
disallowing the tax-affecting of an eco-
nomic benefit stream. The Tax Court
followed up Gross with four cases that
will be discussed briefly below. Suffice
to say that, in general, each of those
cases served to attack traditional val-
uation protocol of reducing expected
future economic benefit streams for
the economic effect of entity-level
income taxes in the valuation of a non-
controlling S corporation equity own-
ership interest. As time has passed,
several additional cases have piggy-
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backed on the general thinking of the
court in the earlier decisions.

Overview of Gross
and its Progeny
So that the origin of this issue can be
fully understood, it is necessary to pro-
vide an overview of each of these val-
uation decisions. Summaries are
presented below in the order in which
the cases were decided by the Tax Court.

Gross. This consolidated case
involved a deficiency of gift tax for the
year 1992 with the common question
posed as to the value of certain shares
of corporate stock transferred by gift.
The shares transferred represented gifts
of small, minority interests of G & J
Pepsi-Cola Bottlers, Inc., an Ohio cor-
poration that elected in 1982 to be
taxed as an S corporation under the
Internal Revenue Code.

The expert for the taxpayers argued
for reduction of the earnings stream
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of the S corporation by an assumed
corporate tax rate of 40%. The expert
then capitalized that earnings stream
by a rate commensurate with equiva-
lent Subchapter C corporations. He
thus felt that he had matched after-
tax earnings with an after-tax capi-
talization rate. The expert for the
government applied a similar thought
process, with one critical distinction.
He assumed that the corporate tax
rate was 0% since he foresaw no rea-
son to expect that the corporation’s S
corporation status would not contin-
ue. Further, the expert dismissed the
taxation of the corporate earnings at
the shareholder level as irrelevant. It
is important to understand that the
government’s expert also used an
after-tax discount rate, arguing that
the entity-level earnings had previ-
ously been tax-affected by a rate of
0%. Thus, he, too, argued that he was
properly matching after tax earnings
with an after-tax risk rate.

The court agreed with the govern-
ment’s expert and disallowed the tax-
affecting of the earnings stream,
thereby substantially increasing the
value of the gifted shares. Note that
there were several important (and dis-
tinguishing) facts present in the case
that influenced the court’s decision,
including the fact that the company
distributed far more cash flow (approx-
imately 100%) than that necessary to
fund the individual shareholders’ annu-
al tax liabilities on the pass-through
income. Thus, under the S corpora-
tion tax regime, these excess amounts
were found to essentially represent tax-
free dividends. Additionally, an agree-
ment restricting the transfer of the G
& J shares by and among the members
of the Gross family group existed at
the date of the gifts, with express pro-
visions restricting transfers that could
compromise the company’s S corpo-
ration status. Consequently, continued
maintenance of the company’s S status
was deemed by the court to be assured,
thus preserving the associated tax ben-
efits. These distinguishing facts were
critical in properly assessing the issue
in this case and are repeated through-
out the cases that followed and the nar-
rative in the new Job Aid.

wall. In this case,? a dispute arose
over the value of nonvoting capital
stock transferred in January 1992 to a
number of trusts, with the taxpayers’
children named as beneficiaries. The
taxpayers and the Internal Revenue
Service each presented expert reports
with both experts using market-based
and income-based approaches to val-
ue the shares.

Interestingly, both experts tax-
affected the future cash flow projec-
tions. The taxpayers’ expert used a
hypothetical income tax rate of 34%,
while the expert for the Service applied
a rate of 40%. The case contains com-
ments on the testimony of the tax-
payers’ expert regarding general
disagreement within the business val-
uation community on the matter of
tax-affecting. The opinion notes that
those advocating tax-affecting argue
that the most likely buyers for an §
corporation may not meet the Internal
Revenue Code qualification require-
ments to maintain S corporation sta-
tus and the S corporation benefit, if
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any, would be lost. The opposing and
contrasting argument addressed in the
case is that the use of fully-tax-affect-
ed cash flow streams discounted by an
after-tax rate of return attributes no
value whatsoever to the associated tax
benefits of S corporation status.

Ultimately, the opinion of the Tax
Court dismissed the tax-affecting by
both parties’ experts, citing the Gross
decision.

Heck. At issue in Heck® was the val-
uation of 630 shares (a 39.6% non-
controlling, nonmarketable §
corporation stock interest) in F. Korbel
and Bros., Inc. (Korbel) at the date of
death of a decedent.

Both parties provided expert opin-
ions to the Tax Court regarding the
valuation of the shares in question.
They both used an income approach,
while only the IRS’s expert used a mar-
ket approach. The court rejected the
market approach and agreed that the
income approach, as well as the dis-
counted cash flow method available
thereunder, was most appropriate.
However, in making this statement, the
court found fault with both experts’
calculations. To overcome the perceived
calculation problems, the court’s opin-
ion noted that “it was deconstructing
each expert’s DCF analysis, and assem-
bling our own.”

Neither expert in this case tax-
affected the earnings of Korbel. The
calculation prepared by the taxpay-
ers[esq ] expert was based on the pre-
tax earnings of Korbel that were
discounted by an after-tax weighted
average cost of capital. Thus, the expert
did not tax-affect the cash flow stream.
The expert for the Service used a sim-
ilar discounted cash flow method and
an after-tax weighted average cost of
capital. Numerous differences within
the details of applying the method-
ologies were challenged and modified
in the decision, with the court adopt-
ing certain positions of each
experts[esq | calculation.

With respect to after-tax weighted
average cost of capital, the court (as
the Wall court had done earlier) cited
the Gross decision. The estate’s expert
added 10% to his 25% discount for
lack of marketability (for a total dis-
count of 35%) to account for a right of
tirst refusal to which the shares were
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subject, and disadvantages of the dece-
dent’s shares representing a minority
interest, which he referred to as “agency
problems.” Alternatively, the govern-
ment’s expert determined that a 15%
discount for “liquidity” was appropri-
ate, as well as a 10% S corporation dis-
count. The S corporation discount was
intended to compensate for risk asso-
ciated with the uncertainty that the S
corporation would distribute sufficient
cash flows to meet the shareholders’
tax liabilities arising from the pass-
through of the corporate income, and
whether Korbel’s S corporation status
could be maintained throughout a
hypothetical sale. He also included a
25% discount for lack of marketabili-
ty.

The court decision notes that the
expert for the Service seems to view
the S corporation status as a benefit
but “fail[s] to quantify the relevant
advantages and disadvantages.” In the
end, the court adopted the estate’s
expert’s findings and approach and
applied a 35% discount for lack of mar-
ketability to the entire business oper-
ating value, plus all nonoperating
assets. In effect, all operating and non-
operating assets of the company were
discounted by this amount.

Adams. Adams?® is an estate tax case
wherein valuation of an S corpora-
tion ownership interest was, again, at
the center of the dispute. In this case,
the expert for the estate used the
income approach and the capitaliza-
tion of cash flows method allowable
thereunder. Instead of electing to tax-
affect the S corporation earnings in
this case, the expert developed an
after-tax discount rate using the build-
up model (BUM) and then converted
the derivative capitalization rate to a
pre-tax capitalization rate.

The expert’s assumption in con-
verting the capitalization rate to pre-
tax was that the S corporation earnings

1 Job Aid for IRS Valuation Analysts, “Valuation
of Non-Controlling Interests in Business
Entities Electing to be Treated as S
Corporations for Federal Tax Purposes, ”
10/29/2014.

2 Job Aid for IRS Valuation Professionals,
“Reasonable Compensation,” 10/29/2014.

3 Job Aid for IRS Valuation Professionals,
“Discount for Lack of Marketabilty,” 9/25/2009.

4 Available at http://www.irs.gov/pub/irs-
utl/dlom.pdf.

of the subject company were also pre-
tax and, by making the conversion, he
was properly matching the capitaliza-
tion rate with the before-tax prospec-
tive earnings streams. The court
disapproved of the treatment adopted
by the estate’s valuator and, although
the court acknowledged the estate’s
expert as being “more thorough,” it
deemed the methodology employed
by the expert to be in error. Citing
Gross once more, the court reasoned
that the S corporation earnings stream
had been tax-affected at the corporate
level and, in fact, the rate at which the
earnings stream had been tax-affected
is zero. Thus, use of a pre-tax capital-
ization rate, under this analysis and
opinion, results in a mismatch of a pre-
tax rate against after-tax earnings.

A significant fact distinguishing
Adams from the earlier cases is that

5 See http://www.irs.gov/Businesses/Valuation-
of-Assets.

6 TCM 1999-254, affd 272 F.3d 333, 88 AFTR2d
2001-6858 (CA-6, 2001).

7 TCM 2001-75.

8 TCM 2002-34.

9 TCM 2002-80.

10 TCM 2006-212.

1 TCM 2011-148.

12 114 AFTR2d 2014-6848 (CA-9, 2014).
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the equity ownership interest under
valuation was a 61.6% controlling,
nonmarketable interest. It is the only
case in this series of decisions that
includes this distinguishing feature.
Dallas. This decision® was rendered
after an extended four-year break in
the issuance of new Tax Court cases
addressing the S corporation tax-
affecting issue. Dallas is a gift tax case
in which many of the key facts, as well
as the court’s final finding, parallel
those set forth in the Gross decision.
Among a number of complex issues
associated with the determination of
value of the subject equity ownership
interests, the issue of tax-affecting rep-
resented a major hurdle for the tax-
payer. The taxpayer provided expert
reports from two appraisers, both of
whom tax-affected the earnings of the
subject company in determining value.
The first expert used an income tax
rate of 40%, while the second used a
rate of 35%. The fundamental precept
argued in the case was that the corpo-
ration would lose its S corporation sta-
tus after a hypothetical sale of the
company’s stock. In addition, the
experts argued that the facts in Dallas
were distinguishable from Gross in that
cash distributions in the attendant case
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were specifically tied to income taxes
due from shareholders as a result of
the pass-through income, whereas, in
Gross, almost all of the earnings were
distributed annually.

The court rejected both arguments.
First, it ruled that there was no evi-
dence presented to suggest that the
company would have expected to lose
its status as an S corporation at any
point. Second, the opinion noted that
the company had a long history of dis-
tributing sufficient cash to meet all
attendant tax obligations, and there
was no evidence presented that would
suggest that the practice would end.

Finding the taxpayer’s experts
“unpersuasive,” and noting that “there
was insufficient evidence that the
hypothetical parties would tax-affect
the S corp earnings,” the court ruled
that tax-affecting the company’s earn-
ings was not appropriate.

Common Thread. Several more-recent
federal court cases, including Gallagher,"
and Giustina,2 have resulted in a disal-
lowance of tax-affecting, but the foun-
dational blocks for the current position
of the Internal Revenue Service can be
easily identified in the five early cases
discussed above. A critical common
thread in all of the cases (except Adams)

is that the equity ownership interests
under valuation are noncontrolling. This
is an exceedingly important distinction,
in that the hypothetical buyer for a non-
controlling interest in an S corporation
is likely to be vastly different than the
hypothetical buyer for a controlling
interest. This basic precept appears to
serve as the basis for the new Job Aid
developed by the Service. Little men-
tion is made of controlling interests in
it and since “non-controlling” is part of
the new Job Aid’s title, it seems fair to
assume that the information contained
therein may not be relevant or applica-
ble to the valuation of controlling inter-
ests in S corporations.

Analysis by Section

The Job Aid is partitioned into four
primary sections:

+ Executive Summary.

+ Discussion and Analysis.

+ Assessment and Synthesis.

+ Appendices.

It is interesting that the document
numbers only 32 pages, while literally
thousands of pages have been dedicat-
ed to this topic over the last 15-plus
years. The Job Aid[esq]s first section,
the Executive Summary, addresses the
fundamental tax law framework con-
tained in Subchapter S of the Code,
which dictates the qualification require-
ments for obtaining S corporation sta-
tus. The presentation is basic and
without explanation, simply listing the
most common statutory requirements.

It is noteworthy that from this brief
overview of the statutory rules, the Job
Aid leaps to a broad and, generally
cloudy conclusion that:

The Valuation Analyst should pay
specific attention to the risks atten-
dant in a non-controlling interest in
an electing S Corporation and how
these risks are most properly rec-
ognized. Adjustments to the cost
of capital and the minority and
marketability discounts may or may
not be appropriate based on the
specific facts and circumstances.

Discussion and Analysis Section The
second section of the Job Aid sets out
a brief introduction, followed by six
separate subsections addressing the
following items:

« Identification of Property to be Valued.
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+ Valuation—Background and
Approach.
+ Additional Factors for Consideration.
+ Evidence-Based Valuation Analysis.
+ Theory-Based Valuation Analysis.
+ Weighting of Factors and Approaches.
After reintroducing readers to the
Gross decision, the Introduction sim-
ply provides the process by which the
Job Aid was developed and sets up the
balance of the document. The first sub-
stantive topic of this section, The Iden-
tification of the Property to be Valued,
sets out the obvious, and accurate, state-
ment, “In any valuation engagement,
the threshold question is the identifi-
cation of the property to be valued.”
The primary content of the balance
of that section topic addresses tax
items related to classification of enti-
ties as S corporations for federal
income tax purposes and the “check-
the-box” regulations, including a very
minimal discussion of Treasury Reg-
ulations 301.7701-1 through 301.7701-
3, governing entity classification
selection. While the issue of entity
classification can be quite complex
(and presents tax practitioners with
significant challenges), the Job Aid,
itself, does not provide ample guid-
ance to gain this understanding. The
document does, however, point out
that, “Valuation Analysts should famil-
iarize themselves with the pertinent
State and local laws, including tax laws,
applicable to the specific business enti-
ty to be valued.” Again, this statement,
while logical and conveying common
sense, does not really provide any
additional technical guidance to prac-
titioners or taxpayers.
The section concludes with anoth-
er broad statement that:

The suggestion by some commen-
tators that a Valuation Analyst must
apply, as a matter of conventional
practice, a valuation paradigm
based on taxable corporations (C
corporations) to entities that do
not pay tax ignores a major factu-
al component, that the entity being
valued has chosen its form, includ-
ing its pass-through tax status, for
business reasons.

Importantly, the Job Aid further
notes, “If a valuation is to be persua-
sive, it must be based on the actual
attributes of the interest being valued.

20  VALUATION STRATEGIES September/QOctober 2015

Accordingly, pass-through entities
should be, where at all possible, com-
pared to other pass-through entities
in the valuation process.”

While the statement is accurate,
there are a number of difficulties in
applying the concept in the real world
of business valuation. There is rarely
sufficient economic, financial, and
other information within current
available resources to facilitate a direct
one-on-one comparison with any
aspect of the valuation process. That
being said, it becomes incumbent on
the valuator under professional stan-
dards to attempt to research and iden-
tify credible sources of information
that allow for meaningful application
to the subject company under valua-
tion. Oftentimes, as is well known,
this information is imperfect and
requires both mechanical and judg-
mental modification and adjustment
to reflect the subject company’s attrib-
utes. Collecting collaborative data on
S corporations, costs of capital specific
to those entities, and specific pricing
mandates and valuation multiples is
likely to be difficult, at best, and pos-
sibly a fruitless effort, given current-
ly available resources. Though some
studies have started to be published,
little credible and widely-accepted evi-
dence exists at this time. This limita-
tion drives the need to look at
after-tax data more commonly avail-
able to the business valuation com-
munity.

Background Section. The next sub-
section, titled, Valuation—Background
and Approach provides some general
discussion on Rev. Rul. 59-60.13

Additional Factors Section. The
Additional Factors for Consideration
subsection discusses the availability of
public market data published by Ibbot-
son Associates (Morningstar, Inc.),4
and the fact that the information gath-
ered by Ibbotson “reflects entity-level
tax in the calculation of reported rates-
of-return.” The discussion goes on to
point out, “some commentators have
suggested that if the Ibbotson rates-
of-return are to be used in a present
value calculation of the earnings
stream...of an electing S Corporation,
the S Corporation earnings stream
should be reduced to reflect an imput-
ed C Corporation tax liability.”

The Job Aid offers no commentary
or resolution to this observation. It
simply notes that:

It is far from clear that the buyers
and sellers of interests in electing
S Corporations actually analyze
their investments in this manner. A
significant feature of the S Corpo-
ration election is to eliminate the
payment of tax at the entity level.
This is an important economic
attribute that must be recognized
in the valuation of an interest in
an electing S Corporation.

An economic reality of any elect-
ing S corporation is the expectation
that the company will, ultimately, dis-
tribute sufficient cash flow necessary to
provide investing shareholders with
the means to pay the required federal
and state income taxes on the corpo-
ration’s income. If such were not the
case, the investors would require a sig-
nificantly higher rate of return to allow
for the satisfaction of those corporate
liabilities passed-through to the share-
holder group. Moreover, the provision
of these monies to shareholders to fund
the shareholder-level tax liabilities aris-
ing from the reporting of corporation
income at the shareholder level
acknowledges the lack of availability
for the funds for other uses within the
corporate operating entity. Thus, the
economic effect is to force the S cor-
poration to distribute cash to pay tax-
es on its income.

A second common theory set out
in this section notes that some have
suggested “in the context of a pass-
through entity the definition of entity-
level tax should include all of the tax
associated with the entity’s operations.”
The Job Aid concludes that this sug-
gestion redefines the valuation stan-
dard and moves it from fair market
value to investment value while comin-
gling entity-level and investor-level

13 1959-1 CB 237,

14 The Morningstar data originally reported by
Ibbotson & Associates was discontinued and is
now available through Duff & Phelps.

15 Guenther and Sansing, “The Effect of Tax-
Exempt Investors and Risk on Stock
Ownership and the Dividend Tax Penalty,”
(Kellogg School of Management at
Northwestern University, October 2007).

16 Dhaliwal, Krull, Li, and Moser, “Dividend Taxes
and Implied Cost of Equity Capital,” 43 J. of
Accounting Research 675 (December 2005).
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taxes. The discussion sets out a num-
ber of difficulties that might arise in
valuator selection of an appropriate
individual income tax rate.

Thirdly, this subsection of the Job
Aid notes that while some have sug-
gested that the identity of the person
who pays the tax is not relevant to the
valuation problem, this proposition
overlooks the fact that tax structures
and rates differ between corporate and
individual taxpayers in ways too great
to render them irrelevant.

There is nothing new in the above
three points, issues with which valua-
tors have struggled mightily since the
opinion in Gross was first rendered. It
is noteworthy, however, that while the
Job Aid does a competent job of iden-
tifying many of the difficult problems,
it offers its employees no guidance on
how best to deal with those issues in
the context of an examination of val-
ue. This failure to include any mean-
ingful new guidance or theoretical
approaches to dealing with these com-
plexities renders the Job Aid somewhat
less than useful in aiding either the
Service’s employees or the business val-
uation community.

The Job Aid does minimally speak
of “control interests” in this section,
setting out the opinion by some that
where these interests are involved, there
is no difference between electing S
Corporations and publicly-traded C
Corporations. It notes that this position
overlooks “important valuation factors
that are influenced by the public mar-
ketplace” and lists some of these fac-
tors. The commentary seems to have
missed the point, as few valuators com-
plying with professional standards
would use publicly-traded guideline
information (under an income or mar-
ket approach) without making appro-
priate adjustments in consideration of
factors such as those listed in the Job
Aid. The argument against the asser-
tion that controlling interest valuations
of S corporations versus C corpora-
tions are similar is in the definition of
fair market value and the fact that
many potential buyers in the hypo-
thetical universe of buyers would not
qualify as S corporation shareholders
under the Internal Revenue Code.

Another matter addressed in this
section of the Job Aid points out an
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additional issue regarding the Ibbot-
son data. Since that data is after enti-
ty-level tax, but before shareholder
(investor)-level tax, consideration of
shareholder-level taxes in the valua-
tion of S corporation ownership inter-
ests represents a “mismatch” and a
fundamental error in the valuation of
these interests.

In fact, though not yet argued before
the Tax Court, studies have shown that
the effect of shareholder taxes on C
Corporation dividends and gains does
have a market impact on rates of return
set out in the Ibbotson data. Example
of such studies include work by David
A. Guenther and Richard Sansing,15 as
well as by Dan Dhaliwal, Linda Krull,
Oliver Zhen Li, and William Moser.16
An excellent discussion of these stud-
ies and the application of the research
to cost of capital in determining the
value of equity ownership interest in S
corporations can be found in the book,
Taxes and Value, authored by Nancy J.
Fannon and Keith E. Sellers.17 This
treatise was published after the release
of the Job Aid, and the studies noted
above are not referenced in the Ser-
vice’s document.

The Additional Factors for Consid-
eration subsection goes on to address
the importance of shareholder agree-
ments in valuing noncontrolling equi-
ty ownership interests in electing S

corporations, noting that, “perhaps the
two most significant investor concerns
are the distribution policy...and the
differential tax rates that might exist
between the corporate level and the
shareholder level.” While this infor-
mation is well-known to informed
practitioners within the business val-
uation community, it is good to know
that the Service is in agreement with
current thinking within that commu-
nity with regard to distribution poli-
cies. In addition to other provisions
within any shareholder agreement,
obviously, distributions, or lack of dis-
tributions, can have an impact on the
valuation of these equity interests.

With respect to appropriate tax
rates, this section addresses varying
circumstances that might call for an
applied rate different from the maxi-
mum statutory, and marginal rate.
Again, the issue has been framed for
some time in the business valuation
community but specific guidance for a
means to calculate the “correct” tax
rate does not exist, and the Job Aid
provides no further clarification on
this issue.

Hypothetical Buyers and Sellers.
Perhaps the most interesting element
in the Additional Factors for Consid-
eration subsection is the commentary
on “The Universe of Hypothetical
Buyers” and “The Hypothetical Seller.”
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Both concepts are, of course, integral
to understanding the fair market val-
ue standard of value and both require
care and study by valuation analysts.
With respect to the former, the Job
Aid notes that it is essential to care-
tully study the buyer universe as “the
identity of the available hypothetical
buyer for a given interest...will deter-
mine many things about the nature
of the transfer, including the Federal
tax status of the transferred interest.”
Interestingly, the commentary notes
that “Valuation theory tells us that, if
a mixed universe of potential buyers
exists, it is the buyer that does not
suffer entity level taxation that will
drive the ultimate transaction price, all
other things being equal”

Therein lies the rub—%all other
things being equal.” Most transaction
practitioners would note that while the
buyer would obviously prefer tax-free
status at the entity level, there are many
influences on acquisition entity struc-
ture in any business purchase. To sug-
gest that the buyer that does not suffer
entity level taxation will drive the ulti-
mate transaction price is to signifi-
cantly simplify the consideration of
the hypothetical buyer.

The discussion in this section goes
on to address the need to include, with-
in the hypothetical pool, buyers able to
qualify as pass-through entities. Again,
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this conceptual statement seems
exceedingly clear, but there is a lack of
guidance on how best to ensure that
the pool includes all hypothetical buy-
ers. The Job Aid adds no clarity to that
determination process. The importance
of specific provisions within a share-
holder’s agreement that restrict trans-
ferability of shares are discussed in this
subsection, as well. These restrictions
limit buyers to those that allow for pro-
tection of the S Corporation’s tax sta-
tus by prohibiting transfers to
nonqualified holders and providing
rights of first refusal. Most often, these
provisions affect noncontrolling equi-
ty interests. Both the distribution dis-
cussion and the commentary regarding
transfer restrictions follow the case law
tirst set out in Gross and followed in
other cases. Though it is now formal-
ized in the Job Aid, the information
presented is well-known and simply
reflects current common practice in
the business valuation arena.

This section also includes a brief
discussion of “The Hypothetical Sell-
er” The salient point made here is that
the hypothetical seller is an integral
element of the definition of fair mar-
ket value - a point no one disputes.
The document states that given a
potential hypothetical buyer who is
able to benefit from S corporation sta-
tus and, therefore, pay a higher price,

the hypothetical seller would not
choose a buyer subject to entity-lev-
el tax and an inability to pay the high-
er price. Once again, the Job Aid
oversimplifies the issue. It is impossi-
ble to argue against such thinking in
a vacuum, but it is more likely that
any number of differences in buyers
and transactions could influence val-
ue and not just tax status, though that
item could, and does, impact value,
as well.

Finally, a short discussion in this
section centers on “The Hypothetical
Sale,” reiterating the concepts noted
above, and ending with a quote from
the Tax Court opinion in Mueller:18

Although we have, in prior opin-
ions, identified types of hypothet-
ical buyers, we did so only to
determine which valuation
approach, among several reason-
able approaches, would result in
the highest bid, and therefore the
one most acceptable to a willing
seller... The question is not so
much ‘who’, but ‘how’.

The point of inserting this quota-
tion seems to be the instruction to
Internal Revenue Service personnel
that focus should turn to hypotheti-
cal parties and transactions that will
result in the highest bid, thus first sat-
isfying the primary motivations of the
hypothetical seller. Again, the prob-
lem is noted without any solutions
being offered. In addition, there is
some question in the minds of many
in the business valuation community
as to whether the hypothetical sale
should be accomplished via the out-
come with highest probability, all
things considered, or, alternatively, at
the highest bid.

The subsection titled “Identifying
the Most Important Factors,” is fairly
self-explanatory. Essentially just a
catch-all with little explanation, it iden-
tifies factors that specifically affect the

17 Fannon and Sellers, Taxes and Value: The Ongoing
Research and Analysis Relating to the S
Corporation Valuation Puzzle (Business Valuation
Resources, 2015), page 53.

18 TCM 1992-284.

19 Erickson, and Wang, “Tax Benefits as a Source
of Merger Premiums in Acquisitions of Private
Corporations,” 82 Accounting Review 359 (2007).

20 Denis and Sarin, “Taxes and the Relative Valuation
of S Corporations and C Corporations,” 12 J. of
Applied Finance 7 (Fall/\Winter 2002).
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valuation of noncontrolling interests
in an electing S Corporation and “may”
deserve special attention. The list
includes cost of capital, marketability
discounts, the entity’s ability to raise
both debt and capital, a potentially
smaller pool of hypothetical investors
(due to S corporation shareholder
qualification rules), and the effect of
investor-level taxes. There is no ques-
tion that each of these items can, and
do, impact value conclusions.

The balance of the Discussion and
Analysis Section of the Job Aid
addresses Evidence-Based Valuation
Analysis, Theory-Based Valuation
Analysis, and Weighting of Factors and
Approaches. The Evidence-Based Val-
uation Analysis section is bifurcated
into “A View from the Tax Court” and
“A View from Academia,” noting that
“the weight to be accorded to these
analyses will depend upon the validi-
ty of their reasoning and the thor-
oughness of the data considered.” The
court section simply follows the line
of cases previously discussed in this
article. The entire listing of relevant
opinions is set out in Appendix B to the
Job Aid.

It is clear throughout the entire Job
Aid that the authors within the Inter-
nal Revenue Service are standing
behind the case law as the primary
guiding element of their challenges to
tax-affecting S corporation earnings.
Much of what is written within the Job
Aid, and which has been addressed
within this article, is simply a reitera-
tion of the relevant court decisions.
However, valuators would be wise to
take these case outcomes with a grain
of salt—understanding, as always, that
valuation is a question of fact. While
the cases are insightful, there is much
discussion and commentary on the
rationale behind a number of those
decisions.

View from Academia. In the “View
from Academia” section, the Job Aid
cites just one primary analysis data-
based study as academic evidence that
deserves consideration in the course
of valuing noncontrolling interests in
S corporations. The study, authored by
Merle E. Erickson and Shiing-wu
Wang1? concludes that controlling
interests in S corporations are more
valuable than similar interests in equiv-
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alent C corporations in a range of 10%
to 20% of value. The Job Aid discuss-
es this study at length in Appendix C
and notes that the importance of the
study is not in the conclusion but,
rather, in the methodology of the
analysis. An earlier analysis and study
of this issue is also referenced in a foot-
note20 but is not discussed.

The Theory-Based Valuation Analy-
sis section of the Job Aid addresses, in
a very general sense, the theoretical
models presented to the business val-
uation community since the Gross deci-
sion. While not named, it is assumed
that the models referenced include
those advanced by Treharne, Van Vleet,
Fannon, Grabowski, etc. The work put
forth by these efforts has moved the
profession forward in a major way on
this issue but are essentially dismissed
within the Job Aid due to the fact that
the models “have not been tested
against market evidence to gauge their
reasonableness or accuracy in a real
world context.”

The mechanical nature of the
models is not based in theoretical
concepts necessarily requiring market
confirmation, as noted in the Job Aid.
The models all seem to generally
function to quantify the economic
benefits accorded an investor in an S
corporation established by fixed
statutory law. If one is arguing that
there is an economic benefit accord-
ed a federal income tax structure, one
should only need to go to guiding tax
law, as enacted by Congress, to under-
stand the mechanics of quantifying
those effects.

In the Weighting of Factors and
Approaches section, the Job Aid sets
out a number of specific considera-
tions and the process by which the
relative importance of each is
addressed within any specific valua-
tion. It reverts to Section 7 of Rew.
Rul. 59-60, which basically notes that
“there is no means whereby the vari-
ous applicable factors in a particular
case can be assigned mathematical
weights in deriving fair market val-
ue.” This section of the Job Aid leaves
readers with a feeling of dissatisfac-
tion, simply suggesting that all of the
available information must be con-
sidered and synthesized using pro-
fessional judgment based on expertise

and experience to arrive at a defensi-
ble result. The document further notes
what is a very well known fact, “This
is not an easy task...”

Assessment and Synthesis. This sec-
tion of the Job Aid provides two exam-
ples, reinforcing the information
discussed earlier throughout the doc-
ument, as well as a general summary,
again deferring to Rev. Rul. 59-60. The
summary also lists some additional
specific factors that should always be
considered in conjunction with meet-
ing professional valuation standards.

Appendices. The final section con-
sists of the three appendices noted ear-
lier:

+ Rev. Rul. 59-60.

+ A View from the U.S. Tax Court.

+ A View from the Academic Com-
munity.

Concluding Thoughts

More than a decade and half has
passed since the Tax Court’s decision
in Gross first brought the tax-affecting
issue to the forefront in the profession.
It is unfortunate that it has taken this
long to gain some insight into the Ser-
vice’s thinking on this matter. More
unfortunate, however, especially if it
was intended to serve as guidance, is
that the information contained in the
Job Aid offers little more than that
which could be easily gleaned from a
careful reading of the case law. It is
clear that practitioners choosing to
tax-affect earnings of S corporations in
the valuation of noncontrolling equi-
ty interests have an uphill struggle
before them, should the tax-affecting
be challenged by the IRS. As illustrat-
ed in the Job Aid, the Service appears
poised to stand on the foundation pro-
vided by the relevant cases.

Practitioners and taxpayers can-
not dismiss out of hand the informa-
tion set out in the Job Aid. At the
same time, it is critical that readers of
that document clearly understand that
the information set forth therein is
not legal statute or any specific guid-
ance that is required of valuators, or
which might be relevant to the iden-
tification and quantification of the
benefits associated with holding a
non-controlling interest in an electing
S corporation. W
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