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Kress v. U.S. Denies S Corporation
Premium and Accepts Tax-Affecting

The issue of a premium for an S corporation at the enterprise
level has been tried in a tax case, and the conclusion is none.

In Kress v. United States (James F. Kress and Julie Ann
Kress v. U.S., Case No. 16-C-795, U.S. District Court, E.D.
Wisconsin, March 25, 2019), the Kresses filed suit in Federal
District Court (Eastern District of Wisconsin) for a refund after
paying taxes on gifts of minority positions in a family-owned
company. The original appraiser tax-affected the earnings of
the S corporation in appraisals filed as of December 31, 2006,
2007, and 2008. The court concluded that fair market value
was as filed with the exception of a very modest decrease
in the original appraiser’s discounts for lack of marketability
(DLOMSs).

Background on GBP

The company was GBP (Green Bay Packaging Inc.), a family-
owned S corporation with headquarters in Green Bay, Wisconsin.
The company experienced substantial growth after its founding
in 1933 by George Kress. A current description of the company,
consistent with information in the Kress decision, follows.

Green Bay Packaging Inc. is a privately owned,
diversified paper and packaging manufacturer.
Founded in 1933, this Green Bay WI based com-
pany has over 3,400 employees and 32 manufac-
turing locations, operating in 15 states that serve
the corrugated container, folding carton, and coated
label markets.

Little actual financial data is provided in the decision, but GBP
is a large, family-owned business. Facts provided include:

¢ Although GBP has the size to be a public company, it has
remained a family-owned business as envisioned by its
founder.

* About 90% of the shares are held by members of the Kress
family (a Kress descendant is
the current CEQ), with the re-
maining 10% owned by em-
ployees and directors.

e The company paid annual
dividends (distributions) rang-
ing from $15.6 million to $74.5
million per year between 1990
and 2009. While historical
profitability information is not
available, the distribution his-
tory suggests that the com-
pany has been profitable.

* Net sales increased during the period 2002 to 2008.

Hoovers provides the following (current) information, along
with a sales estimate of $1.3 billion:

Green Bay Packaging is the other Green Bay
packers’ enterprise. The diversified yet integrated
paperboard packaging manufacturer operates
through 30 locations. In addition to corrugated con-
tainers, the company makes pressure-sensitive label
stock, folding cartons, recycled container board,
white and kraft linerboards, and lumber products.
Its Fiber Resources division in Arkansas manages
more than 210,000 acres of company-owned tim-
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berland and produces lumber, woodchips, recycled
paper, and wood fuel. Green Bay Packaging also
offers fiber procurement, wastepaper brokerage,
and paper-slitting services. (emphasis added)

The court’s decision states that the company’s balance sheet
is strong. The company apparently owns some 210 thousand
acres of timberland, which would be a substantial asset. GBP
also has certain considerable non-operating assets including:

¢ Hanging Valley Investments (assets ranging from $65 —
$77 million in the 2006 to 2008 time frame)

¢ Group life insurance policies with cash surrender values
ranging from $142 million to $158 million during this
relevant period and $86 million to $111 million net of
corresponding liabilities

¢ Two private aircraft, which on average, were used about
50% for Kress family use and about 50% for business
travel

GBP was a substantial company at the time of the gifts in
2006, 2007, and 2008. We have no information regarding
what portion of the company the gifts represented, or how
many shares were outstanding, so we cannot extrapolate from
the minority values to an implied equity value.

The Gifts and the IRS Response

Plaintiffs James F. Kress and Julie Ann Kress gifted minority
shares of GBP to their children and grandchildren at year-end
2006, 2007, and 2008. They each filed gift tax returns for tax
years 2007, 2008 and 2009 basing the fair market value of the
gifted shares on appraisals prepared in the ordinary course
of business for the company and its shareholders. Based on
these appraisals, plaintiffs each paid $1.2 million in taxes on
the gifted shares, for a combined total tax of $2.4 million. We
will examine the appraised values below.

The IRS challenged the gifting valuations in late 2010. Nearly
four years later, in August 2014, the IRS sent Statutory Notices
of Deficiency to the plaintiffs based on per share values about
double those of the original appraisals. Plaintiffs paid (in addi-
tion to taxes already paid) a total of $2.2 million in gift tax
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deficiencies and accrued interest in December 2014. It is nice
to have liquidity.

Plaintiffs then filed amended gift tax returns for the relevant
years seeking a refund for the additional taxes and interest.
With no response from the IRS, Plaintiffs initiated the lawsuit
in Federal District Court to recover the gift tax and interest
they were assessed. A trial on the matter was held on
August 3-4, 2017.

The Appraisers

The first appraiser was John Emory of Emory & Co. LLC
(since 1999) and formerly of Robert W. Baird & Co. | first met
John in 1987 at an American Society of Appraisers confer-
ence in St. Thomas. He is a very experienced appraiser, and
was the originator of the first pre-IPO studies. Emory had
prepared annual valuation reports for GBP since 1999, and
his appraisals were used by the plaintiffs for their gifts in 2006,
2007, and 2008.

The Emory appraisals had been prepared in the ordinary
course of business for many years. They were relied upon
both by shareholders like the plaintiffs as well as the company
itself.

The next “appraiser” was the Internal Revenue Service, where
someone apparently provided the numbers that were used
in establishing the statutory deficiency amounts. The court’s
decision provides no name.

The third appraiser was Francis X. Burns of Global Eco-
nomics Group. He was retained by the IRS to provide its
independent appraisal at trial. As will be seen, while his con-
clusions were a good deal higher than those of Emory (and
Czaplinski below), they were substantially lower than the
conclusions of the unknown IRS appraiser. The IRS went
into court already giving up a substantial portion of their col-
lected gift taxes and interest.

The fourth appraiser was hired by the plaintiffs, apparently to
shore up an IRS criticism of the Emory appraisals. Nancy
Czaplinski from Duff & Phelps also provided an expert report
and testimony at trial. Emory’s report had been criticized

because he employed only the market approach and did not
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use an income approach method directly. Czaplinski used
both methods. It is not clear from the decision, but it is likely
that Czaplinski was not informed regarding the conclusions
in the Emory reports prior to her providing her conclusions to
counsel for plaintiffs.

While the court did not agree with all aspects of the work of
any of the appraisers, the appraisers were treated with respect
in the opinion based on my review. That was refreshing.

The Court’s Approach

The court named all the appraisers, and began with an
analysis of the Burns appraisals (for the IRS). In the end,
after a thoughtful review, the court did not rely on the Burns
appraisals in reaching its conclusion.

After reviewing the essential elements of the Burns appraisals,
the court provided a similar analysis of the Emory appraisals.
The court was impressed with Emory’s appraisals, and
appeared to be influenced by the fact that the appraisals
were done in the ordinary course of business for GBP and its
shareholders. The court surely noticed that the IRS must have
accepted the appraisals in the past since Emory had been
providing these appraisals for many years. Other Kress family
members had undoubtedly engaged in gifting transactions in
prior years.

UPCOMING BOOK

Third Edition

Valuation

Third Edition

Z.CHRIST OPHER

R MERCE
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HARMS

WiLgy interests in S corporations.
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The court then reviewed the
Czaplinski appraisal. While the
court was light on criticisms
of the Czaplinski appraisals, it
preferred the
and approaches in the Emory
appraisals.

methodologies

Interestingly, the entire analysis
in the decision was conducted on
a per share basis, so there was
virtually no information about the
actual size or performance or
market capitalization of GBP in
the opinion. We deal with the cards that are dealt.

Summary of the Court’s
Discussion

As | read the court’s decision, there were ten items that were
important in all three appraisals, and an additional item that
was important in the December 31, 2008 appraisal. Readers
will remember the Great Recession of 2008. It was impor-
tant to the court that the appraisers consider the impact of
the recession on the outlook for 2009 and beyond in their
appraisals for the December 31, 2008 date.

Business Valuation: An Integrated Theory

Whether you are an accountant, auditor, financial planner, or attorney, Business
Valuation: An Integrated Theory, Third Edition enables you to understand and
correctly apply fundamental valuation concepts.

This new edition is expanded to integrate the conceptual levels of value with total
enterprise value and address the implications of the new tax law on the value of
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Figure 1
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December 31,2008 Czaplinski
1 Guideline Public Companies 2-60% 6 - 100% 4-14% Emory
2 Income Approach 40% 0% 86% Emory OK
3 S-Corp Premium Yes No No No
Tax-Affect Earnings Pre-Ta;
4 X 9 Yes Yes . X Emory
as-if C Corp Multiples
. "Almost full Discounted in
5 Non-Operating Assets In Book Value Emory
value" Treatment
6 Interviewed Management Depo of CFO Yes Not Clear
7 Specific Consideration of 2008 Recession No Yes Yes Yes
Negative | t Stock
g coaiveimpactSloc No Small No Small
Restrictions
9 Marketable Minority Per Share $45.10 $30.00 $31.33 $30.00
10  Marketability Discounts 11.2% 28.0% 20.0% 25.0%
11 Conclusion per Share $50.85 $40.05 $21.60 $25.06 $22.50

In the interest of time and space, we will focus on the
appraisals as of December 31, 2008 in the following discus-
sion. The summaries of the other appraisals are provided
without comment at the end of this article on page 10. The
December 31, 2008 summary follows. We deal with the
eleven items that were discussed or implied in the subsec-
tions below.

There are six columns in Figure 1 above. The first provides
the issue summary statements. The next four columns show
the court’s reporting regarding the eleven items found in
the 2008 appraisal based on its review of the reports of the
appraisers. Note that there is no detail whatsoever for the
rationale underlying the IRS conclusion for the Statements
of Deficiency. The final column provides the court’s conclu-
sion. To the extent that items need to be discussed together,
we will do so.

ltems 1 and 2: The Market Approach and
the Income Approach

All the appraisers employed the market approach in the
appraisals as of December 31, 2008 (and at the other dates).
They looked at the same basic pool of potential guideline com-
panies but used different companies and a different number of
companies in their respective appraisals.

The court was concerned that the use of only two comparable
companies in the Burns report was inadequate to capture the
dynamics of valuation. In fact, Burns used the same two guide-
line companies for all three appraisals, and the court felt that
this selective use did not capture the impact of the 2008 reces-
sion on valuation (Item 7). He weighed the market approach at
60% and the income approach at 40% in all three appraisals.
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Czaplinski used four comparable companies in her 2008
appraisal and weighted the market approach 14% (same in her
other appraisals). Her income approach was weighted at 86%.

Emory used six guideline companies in the 2008 appraisal.
While he used the market approach only, the court was
impressed that “he incorporated concepts of the income
approach into his overall analysis.” This comment was appar-
ently addressing the IRS criticism that the Emory appraisals
did not employ the income approach.

ltems 3 and 4: The S-Corp Premium/
Treatment

The case gets interesting at this point, and many readers and
commentators will talk about its implications.

At the enterprise level, both Burns and Emory tax-affected
GBP’s S corporation earnings as if it were a C corporation.
This is notable for at least two reasons:

1. Emory’s appraisals were prepared a decade or so ago.
That was the treatment advocated by many appraisers
at the time (and still), including me. See Chapter 10 in
Business Valuation: An Integrated Theory, Second
Edition, (Peabody Publishing, 2007) and the first edition
published in 2004. The economic effect of treatment in
the Emory appraisals was that there was no differential
in value for GBP because of its S corporation status.

2. The Burns appraisals also tax-affected GBP’s earn-
ings as if it were a C corporation. This is significant
because the IRS’ position in
recent years has been that pass-
through entity earnings (like
S corporations) should not be
tax-affected because they do
not pay corporate level of taxes.
Never mind that they do dis-
tribute sufficient earnings to their
holders so they can pay their
pass-through taxes. There was,
therefore, no differential in GBP’s
value because of tax-affecting.

Issue No. 1, 2019

The Czaplinski report avoided the S corp valuation differen-
tial issue by using pre-tax multiples (without tax-affecting, of
course). Since the Czaplinski report used pre-tax multiples,
there was no differential in value because of the company’s
S corporation status.

The Burns report, however, did apply an S corporation pre-
mium to its capitalized earnings value of GBP. The decision
reports neither the model used in the Burns report nor the
amount of the premium. Let me speculate. The premium
was likely based on the SEAM Model (see page 35 of linked
material), published by Dan Van Vleet, who was also at Duff &
Phelps at the time (like Czaplinski). | speculate this because
it is the best known model of its kind.

If my speculation is correct, based on tax rates at the time
and my understanding of the SEAM Model, it was likely in the
range of 15% — 18% of equity value (100%), or a pretty hefty
premium in the valuation. Nevertheless, Burns testified to the
use of a specific S corporation premium at trial.

Again, if my speculation is correct, the facts that Czaplinski
and Van Vleet were both from Duff & Phelps and that Czap-
linki did not employ the SEAM Model likely provided for some
colorful cross-examination for Czaplinki. If so, she seems to
have survived well based on the court’s review.

The court accepted the tax-affected treatment of earnings of
both Burns and Emory, and noted that Czaplinski’s treatment
had dealt with the issue satisfactorily. The court did not accept
the S corporation premium in the Burns report.

What do these conclusions regarding tax-affecting and no
S corporation premium mean to appraisers and taxpayers?

* The court accepted tax-affecting of S corporation income
on an as-if C corporation basis in appraising 100% of the
equity of an S corporation. This is good news for those who
have long believed that an S corporation, at the level of the
enterprise, is worth no more than an otherwise identical
C corporation. It should pour water on the IRS flame of
arguing that there should be no tax-affecting “because
pass-through entities do not pay corporate level taxes.”

* The court did not accept the specific S corporation
premium advanced by Burns. This is a second
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recognition that there is no value differential between
S and C corporations that are otherwise identical. After all,
the election of S corporation status is a virtually costless
event.
regarding an S corporation premium model and did not

The fact that the court considered testimony

agree with its use is a very significant aspect of this case.

Kress v. U.S. will be quoted by many attorneys and appraisers
as standing for the appropriateness of tax-affecting of pass-
through entities and for the elimination of a specific premium
in value for S corporation status.

[tem 5: Non-Operating Assets

The treatment of non-operating assets by the appraisers is less
than clear from the decision. What we know is the following
regarding the substantial non-operating assets in the appraisals:

* The Burns report treated the non-operating assets at “almost
full value?” This treatment was disregarded by the court.

* The Emory report did not provide for separate treatment of
non-operating assets, noting that it considered them in the
book value of the business. Since book value was not provided
or weighted in the Emory report (or any of the others), it would
appear that the court was satisfied that the non-operating
assets had little value, since minority shareholders could not
gain access to their value until the company was sold. That
could be a long time given the desire of the Kress family to
maintain family control over the company.

* The Czaplinski report provided for some discounting
of the non-operating assets in the marketable minority
valuation, and then allowed for further discounting through
the marketability discount. Details of her treatment were
not provided in the opinion.

Since the court sided primarily with the overall thrust of the
Emory report, we see little guidance for future appraisals in
the treatment of non-operating assets in this decision.

[tem 6: Management Interviews

The court noted that Burns had not visited with management,
but had attended a deposition of GBP’s CFO. The court was
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impressed that Emory had interviewed management in the
course of developing his appraisals, and had done so at the
time, asking them about the outlook for the future each year. It
is not clear from the decision whether Czaplinski interviewed
management.

[tem 7: Consideration of the 2008
Recession (in the December 31, 2008
Appraisal)

The Burns report was criticized for employing a mechanical
methodology that, over the three years in question, did not
account for changes in the markets (and values) brought
about by the Great Recession of 2008. Specifically, it did not
consider the future impact in the year-end 2008 appraisal of
the recession’s impact on expectations and value at that date.

Both the Emory and Czaplinski reports were noted as having
employed methods that considered this landmark event and
its potential impact on GBP’s value.

[tem 8: Impact of Family Transfer
Restrictions on Value

The court’s opinion in Kress provided more than four pages
of discussion on the question of whether the Family Transfer
Restriction in GBP’s Bylaws should have been considered in
the determination of the discount for lack of marketability. This
is a Section 2703(a) issue. Ultimately, the court found that the
plaintiffs had not met their burden of proof to show that the
restrictions were not a device to diminish the value of trans-
ferred assets, failing to pass one of the three prongs of the
established test on this issue.

Neither the Burns report nor the Czaplinski report considered
family restrictions in their determinations of marketability dis-
counts. The Emory report considered family restrictions in a
“small amount” in its overall marketability discount determi-
nation.

In spite of the lengthy treatment, the court found that the issue
was not a big one. In the final analysis, the court deducted
three percentage points from the marketability discounts in
the Emory reports as its conclusions for these discounts.
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Figure 2
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December 31,2008 Czaplinski

Marketable Minority per Share na $45.10 $30.00 $31.33 $30.00
Marketability Discounts na 11.2% 28.0% 20.0% 25.0%
Conclusion per Share $50.85 $40.05 $21.60 $25.06 $22.50

[tem 9: Marketable Minority Value per
Share

With this background, we can look at the various value indi-
cations before and after marketability discounts. First, we
look at the actual or implied marketable minority values of the
appraisers. Forthe December 31, 2008 appraisals, the Emory
report concluded a marketable minority value of $30.00 per
share. Czaplinski concluded that the marketable minority
value was similar, at $31.33 per share. The Burns report’s
marketable minority value was 50% higher than Emory’s con-

clusion, at $45.10 per share.

The Court concluded that marketable minority value was
$30.00 per share, as found in the Emory report. That was
an affirmation of the work done by John Emory more than a
decade ago at the time the gifts were made.

[tem 10: Marketability Discounts

The Emory report concluded that the marketability discount
should be 28% for the December 31, 2008 appraisal (where
previously, it had been 30%). The discount in the Czaplinski
report was 20%. The marketability discount in the Burns
report (for the IRS) was 11.2%.

There were general comments regarding the type of evidence
that was relied upon by the appraisers (restricted stock studies
and pre-IPO studies that were not named, consideration of
the costs of an initial public offering, etc.). Apparently, none of
the appraisers used quantitative methods in developing their

marketability discounts. The court criticized the cost of going
public analysis in the Burns report because of the low likeli-
hood of GBP going public.

Based on the issue regarding family transfer restrictions, the
court adjusted the marketability discounts in each of Emory’s
three appraisals by 3% — a small amount. Emory concluded
a 28% marketability discount for 2008. The court’s conclusion
was 25%.

[tem 11: Conclusions of Fair Market Value
per Share

At this point, we can look at the entire picture from Figure 2
above. We replicate a part of the chart to make observation
a bit easier.

It is now possible to see the range of values in Kress. The
plaintiffs filed their original gift tax returns based on a fair
market value of $21.60 per share for the appraisal rendered
December 31, 2008 (Emory). The IRS argued, years later
(2014), for a value of $50.85 per share — a huge differential.
The plaintiffs paid the implied extra taxes and interest and filed
in Federal District Court for a refund.

The expert retained by the IRS, Francis Burns, was appar-
ently not comfortable with the original figure advanced by the
IRS of $50.85 per share. The Burns report concluded that
the 2008 valuation should be $40.05 per share, or more than
21% lower. Plaintiffs went into court knowing that they would
receive a substantial refund based on that difference.
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Plaintiffs retained Nancy Czaplinski of Duff & Phelps to pro-
vide a second opinion in support of the opinions of Emory.
Her year-end 2008 conclusion of $25.06 per share, although
higher than the Emory conclusion of $21.60 per share, was

substantially lower than the
Burns conclusion of $40.05 per

share.

The court went through the anal-
ysis as outlined, noting the treat-
ment of the experts on the items
above. In the final analysis, the
court adopted the conclusions of
John Emory with the sole excep-
tion that it lowered the market-
ability discount from 28% to 25%
(and a corresponding 3% in the
prior two appraisals).

The court’s concluded fair market
value was $22.50 per share, only
4.2% higher than Emory’s conclusion of $21.60 per share.

Based on this review of Kress, it is clear that Emory’s
appraisals were considered as credible and timely rendered.
Kress marks a virtually complete valuation victory for the tax-
payer. It also marks a threshold in the exhausting controversy
over tax-affecting tax pass-through entities and applying artifi-
cial S corporation premiums when appraising S corporations
(or other pass-through entities).

Issue No. 1, 2019

Kress will be an important reference for all gift and estate tax
appraisals that are in the current pipeline where the IRS is
arguing for no tax-affecting of S corporation earnings and for
a premium in the valuation of S corporations relative to other-
wise identical C corporations.

When all is said and done, a great deal more will be written
about Kress than we have shared here, and it will be dis-
cussed at conferences of attorneys, accountants and busi-
ness appraisers. Some will want to focus on the family attribu-
tion aspect of the case, but, as the court made clear, this is a
small issue in the broad scheme of things.

Summary of Other Appraisal Dates

For information, Figure 3 on page 9 provides a summary of the
appraisals as of December 31, 2006 and December 31, 2007.

Z. Christopher Mercer, FASA, CFA, ABAR
901.685.2120
mercerc @ mercercapital.com
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Figure 3

December 31,2006 Czaplinski
1 Guideline Public Companies 2-60% 6 - 100% 6-14% Emory
2 Income Approach 40% 0% 86% Emory OK
3 S-Corp Premium Yes No No No
. . Pre-Tax
5 Tax-Affect Earnings as-if C Corp Yes Yes . Emory
Multiples
. "Almost full Discounted in
4 Non-Operating Assets In Book Value Emory
value" Treatment
6 Interviewed Management No Yes Not Clear
7 Negative Impact Stock Restrictions No Small No Small
8 Marketable Minority (Concluded/Implied) $42.65 $40.00 $38.59 $40.00
9 Marketability Discounts 10.8% 30.0% 20.0% 27.0%
10  Conclusion per Share $45.97 $38.04 $28.00 $30.87 $29.20
December 31, 2007 IRS Burns Emory (o7 2T IHET] Court
1 Guideline Public Companies 2-60% 5-100% 5-14% Emory
2 Income Approach 40% 0% 86% Emory OK
3 S-Corp Premium Yes No No No
. . Pre-Tax
4 Tax-Affect Earnings as-if C Corp Yes Yes ) Emory
Multiples
. "Almost full Discounted in
5 Non-Operating Assets In Book Value Emory
value" Treatment
6 Interviewed Management Depo of CFO Yes Not Clear
7 Negative Impact Stock Restrictions No Small No Small
8 Marketable Minority(Concluded/Implied) $31.25 $37.00 $32.40 $37.00
9 Marketability Discounts 11.0% 30.0% 20.0% 27.0%
10  Conclusion per Share $47.63 $27.81 $25.90 $25.92 $27.01

© 2019 Mercer Capital / www.mercercapital.com 9


http://mercercapital.com/insights/newsletters/value-matters/
http://www.mercercapital.com

Mercer Capital’s Value Matters™ Issue No. 1, 2019

Mercer Capital in the News

“ Mercer Capital Provides Transaction Advisory Services to Clifty Farm Country Meats

Burgers’ Smokehouse, a specialty meat and food producer based in California, Missouri, has acquired
Clifty Farm Country Meats of Paris, Tennessee in a transaction that closed on March 1, 2019. Mercer
Capital served as Clifty Farm’s financial advisor.

.. Two Recent Additions to Mercer Capital’s Analytical Staff

'. Mercer Capital welcomes Mr. Zachary M. Barber and Mr. Heath A. Hamby to our professional staff
as Financial Analysts. In their capacity as Financial Analysts, Zac and Heath will provide business
valuation and financial consulting services to public and private companies and financial institutions
across the nation.

Q David Smith Joins Mercer Capital and Opens Houston Office

Mercer Capital is pleased to announce that David Smith, ASA, CFA has joined the firm and will lead
the firm’s Houston office.

Z. Christopher Mercer, FASA, CFA, ABAR will present “How to Present Complex Finance to Judges
at the AAML/BVR National Conference in Las Vegas, NV.

>
<

Z. Christopher Mercer, FASA, CFA, ABAR will present “Everything You Need to Know About Buy-
Sell Agreements” and “Valuations, Premiums, and Discounts Demystified: The Integrated Theory of
Business Valuation” at NACVAs Minnesota Chapter meeting.

MAY

Karolina Calhoun will present “What is Lifestyle Analysis and Why is it Important?” for the Memphis
Bar Association.

Lucas Parris will present the webinar “Insurance Agency Valuation and Consolidation Trends” with
Business Valuation Resources.
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Five Reasons to Hire Mercer Capital

Business appraisers and valuation experts frequently play a
critical role in the estate planning process. Because of this,
it is imperative that estate planning attorneys engage an
appraiser with the appropriate experience and industry exper-
tise. An appraiser’s technical valuation expertise is essen-
tial to accomplishing the task at hand and to defending his
or her work if called upon. Industry knowledge and project
experience are also important qualifications of an appraiser to
ensure your particular valuation need is appropriately handled
by the appraiser. Here are five reasons Mercer Capital is the
right choice for your gift and estate tax valuation needs.

1. Industry Expertise & Private
Company Valuation

Much of today’s wealth has been generated by privately held
operating businesses. Our depth of experience in multiple
industries equips us to pro-
vide defensible gift and estate
valuation services to entity
structures involving private
operating companies. Mercer
Capital’s
includes experts across a
variety of industries who write

professional  staff

and speak about industry
trends, possess industry-spe-
cific transaction experience,
and regularly provide advisory
services to industry partici-
pants. Click here to see a list of industries in which we have

significant experience. This industry expertise is vital when

dealing with private companies in gift and estate tax work. In
the context of gift and estate tax work, industry expertise helps
to support the defensibility of the analysis and lessens the
probability that the work will be disputed.

2. S Corp Treatment

The benefit of the S corporation election is that the election
eliminates the double taxation of C corporation earnings that
are distributed to shareholders. This has resulted in a valua-
tion controversy over whether the tax benefit accrues to the
enterprise or the shareholders. While this has been a durable
valuation issue for decades, it is our position that, at the enter-
prise level, an S corporation has the same value as an other-
wise identical C corporation. Since the operating cash flows
are identical, there is no compelling economic rationale to
suggest that the value of the two enterprises should not also
be identical. Our long-held position on this topic was vindi-
cated in the recent Kress decision (see page 1).

At the shareholder level, however, a particular minority
interest in an S corporation may have a different value than
that same interest in an otherwise identical C corporation. For
example, a non-controlling interest in an S corporation that
is not distributing sufficient cash to pay taxes on the share-
holder’s pass through tax liability is probably worth less than
the same interest in an otherwise identical C corporation.
Alternatively, a non-controlling interest in an S corporation
with favorable distribution practices may translate to higher
value at the shareholder level through higher economic (after
tax) dividends. Depending on the situation, a minority interest
in an S corporation may be worth more than, less than, or
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the same as an otherwise identical interest in a C corpora-
tion. A defensible appraisal will recognize and articulate the
economic differences that drive a difference in value (if any)
between an S corporation interest and an otherwise identical
C corporation interest.

3. Quantifying the Marketability
Discount

Consistent with the guidance in the IRS Job Aid on Dis-
counts for Lack of Marketability, we employ multiple
approaches when measuring the marketability discount appli-
cable to a subject interest. Whether in the context of quanti-
tative or qualitative methods, we ask the same questions as
hypothetical willing buyers and sellers:

1. How long until a favorable liquidity event can be expected?

2. What distributions can be expected before liquidity is
achieved?

3. What is the most likely range of potential values upon
achieving liquidity?

4. What rate of return would provide appropriate compen-
sation for the risk of the investment?

Keeping these questions at the forefront of our marketability
discount analysis grounds our analysis in the real world and
contributes to robust and defensible conclusions of value.

4. Complex / Multi-Tiered Entity
Structures

For many high net worth individuals and family offices, modern
estate planning and investment practices have resulted in
complex ownership structures, typically involving multi-tiered
entity organizations and businesses with complicated owner-
ship structures and governance. These structures can compli-
cate valuation issues that arise in gift and estate tax planning
contexts. We have significant experience in valuing specific
subject interests in large, complex, multi-tiered entities. Our
extensive experience ranges from the closely held domain of
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the family office to large, sophisticated corporate enterprises
and investment funds.

5. Expert Opinion Testimony

Clients rely on our expertise through all phases of litigation,
including initial analysis, discovery, and testimony at trial.
Mercer Capital is frequently asked to provide expert wit-
ness testimony. Our experts have testified before numerous
courts and regulatory bodies including U.S. Federal District
Court, County and State Courts,

U.S. Tax Court, U.S. Bank-

ruptcy Court, multiple arbitration

forums, and State Regulatory

bodies.

Conclusion

At Mercer Capital, we are both

industry and valuation experts

that have a wealth of experience

providing gift and estate tax ser-

vices to estate planners. Our

treatment of S corporations and marketability discounts allow
us to provide defensible valuations for specific subject inter-
ests in a company, a value distinguishable from that of the
enterprise itself. Mercer Capital’s substantial experience with
complex and multi-tiered entity structures gives us the ability
to manage the valuation issues that arise from complex entity
structures. To discuss a specific valuation issue in confidence,
don't hesitate to contact one of our professionals.

Dol Ptunel

Daniel P. McLeod
901.322.9716
mcleodd @ mercercapital.com
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Contact Us

Mercer Capital’s ability to understand and determine
the value of a company has been the cornerstone of the
firm’s services and its core expertise since its founding.

Mercer Capital is a national business valuation and financial advisory firm founded
in 1982. We offer a broad range of valuation services, including corporate valua-
tion, gift, estate, and income tax valuation, buy-sell agreement valuation, financial
reporting valuation, ESOP and ERISA valuation services, and litigation and expert
testimony consulting. In addition, Mercer Capital assists with transaction-related
needs, including M&A advisory, fairness opinions, solvency opinions, and strategic
alternatives assessment.

We have provided thousands of valuation opinions for corporations of all sizes across
virtually every industry vertical. Our valuation opinions are well-reasoned and thor-
oughly documented, providing critical support for any potential engagement. Our work
has been reviewed and accepted by the major agencies of the federal government
charged with regulating business transactions, as well as the largest accounting and
law firms in the nation on behalf of their clients.

Travis W. Harms, CFA, CPA/ABV
901.322.9760
harmst@mercercapital.com

Nicholas J. Heinz, ASA
901.685.2120
heinzn @ mercercapital.com

Z. Christopher Mercer, FASA, CFA, ABAR
901.685.2120
mercerc @ mercercapital.com

J. David Smith, ASA, CFA
713.239.1005
smithd @ mercercapital.com

MERCER CAPITAL

Scott A. Womack, ASA, MAFF
615.345.0234
womacks @ mercercapital.com

Timothy R. Lee, ASA
901.322.9740
leet@ mercercapital.com

Bryce Erickson, ASA, MRICS
214.468.8400
ericksonb @ mercercapital.com

Matthew R. Crow, ASA, CFA
901.685.2120
crowm @mercercapital.com

www.mercercapital.com
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