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In Richmond v. Commissioner (Estate of Helen P. 

Richmond, Deceased, Amanda Zerbey, Executrix, Petitioner 

v. Commissioner of Internal Revenue, Respondent.    T.C. Memo. 

2014-26), several key issues were addressed including: 

• A split is highlighted among different Courts of Appeals and 
the Tax Court regarding how the implicit tax liability for a 
built-in capital gain (“BICG”) should be handled in a business 
valuation.  The tax can be deferred.  According to the Tax Court, 
a prospective BICG tax liability is not the same as a debt that 
really does immediately reduce the value of a company dollar 
for dollar.   

• The Tax Court rejected the income approach to valuation for this 
asset-holding entity.  It clearly stated that the Net Asset Value 
approach is consistent with the precedent of using net asset 
valuations for companies with asset holdings whose underlying 
values are readily ascertainable.  

• The Tax Court assessed substantial penalties.  The reported 
value on the estate tax return was less than 65% of the proper 
value, thereby triggering the benchmark for a “substantial” 
understatement under the tax law.     

Background
At the time of her death, Helen Richmond held a 23.44% interest in a 

family-owned personal holding company, Pearson Holding Company 

(“PHC”).  PHC was incorporated in Delaware in 1928 as a family-

owned investment holding company, a Chapter C corporation.  At the 

valuation date, PHC held a portfolio with an asset value of $52,159,430 

and liabilities of only $45,389.  Accordingly, PHC had a net asset value 

of $52,114,041.  PHC’s portfolio of assets consisted of government 

bonds and notes, preferred and common stocks, cash, receivables 

and a modest security deposit.  Common stocks represented over 

97% of the total portfolio.  Due to a low turnover in the underlying 

securities, PHC had an unrealized gain approximating $45,576,677, 

or 87.5% of the net asset value.  

The co-executors of the estate engaged a law firm to prepare 

the estate tax return and retained a CPA at an accounting firm to 

value the PHC stock for purposes of the estate tax return.  The 

estate tax Form 706 was filed timely.  The Court noted that the 

CPA had a Master of Science in taxation, experience in public 

accounting involving audits, management advisory, litigation 

support and tax planning, was a member of the AICPA and 

other accounting groups, and had appraisal experience having 

written 10-20 valuation reports and testifying in court, but he did 

not have any appraiser certifications.  The CPA prepared a draft 

report that valued the decedent’s interest at $3,149,767, using a 

capitalization of dividends method.  Without further consultation 

with the CPA, the estate filed Form 706 based on this report.  The 

IRS issued a statutory notice of deficiency.  The IRS determined a 

value of the estate’s interest at $9,223,658.  The tax liability was 

thereby increased, and a gross valuation misstatement penalty of 

$1,141,892 was determined.
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At Trial 
For ease of comparison, the position and conclusion of all parties at 

trial is shown in Figure 1.

At trial, the IRS expert in business valuation used a discounted 

net asset value approach (NAV).  The agreed value of net assets, 

$52,114,041, was discounted by $7,817,106 before allocating the net 

value to the Estate’s 23.44% interest.  The $7,817,106 represents 

15.0% of the net asset value, and 43.16% of the agreed capital gain tax 

liability of $18,113,083, and 17.15% of the approximate unrealized gain 

of $45,576,677.  The Court’s opinion described a convoluted rationale 

for the 15% BICG discount stating its “reasoning is not supported by 

the evidence”.  The IRS expert further applied a 6% minority interest 

discount and a 25% marketability discount, concluding the Estate’s 

interest at $7,330,000.  The Court noted this value was lower than the 

$9,223,658 value stated in the IRS’s initial notice of deficiency.  

The original information on Form 706 was not defended at trial.  

Rather, the Estate offered a second opinion prepared by a business 

valuation expert, requesting that the Court adopt this expert’s opinion.  

This expert provided opinions based on both the underlying net asset 

value approach and the capitalization of dividends approach.  The 

underlying net asset value approach discounted the UNAV by 100% 

of the BICG ($18,113,083), and then took an 8% minority interest 

discount and a 35.6% marketability discount.  The Estate’s interest 

was $4,721,962 by this approach.  This expert also offered an opinion 

based on the capitalization of dividends approach, incorporating the 

concepts of minority interest and marketability into the capitalization 

rate. The capitalization of dividends approach to value determined the 

Estate’s interest at $5,046,500.

In its opinion, the Court concluded that only the net asset value 

approach was appropriate for this asset holding entity.  The opinion 

states that the agreed net asset value should be discounted by the 15% 

suggested by the IRS expert ($7,817,106), further discounted by 7.75% 

for the minority interest discount and 31.2% for a marketability discount.  

A value for the Estate at $6,503,804 was established by the Court.  

The Court determined its 7.75% minority discount by referencing 

59 closed-end funds utilized by both the IRS and Estate experts.  

Although the IRS was at 6% and the Estate at 8%, the Court examined 

the data presented and removed three outliers they believed skewed 

the mean, and re-calculated the mean at 7.75%.  The Court concluded 

this to be reasonable.

The Court determined its 32.1% discount for lack of marketability 

by referencing restricted stock studies provided by both the IRS and 

the Estate.  Both experts had interpreted those studies for their own 

Estate of Helen Richmond

Estate’s Position Upon Filing 
Form 706 - Estate Tax Return

Estate’s Position at Trial IRS Position
Court’s 

Conclusion

At the Entity Level

Underlying Net 
Asset Value 

Approach

Capitalization 
of Dividend  

Approach

Underlying Net 
Asset Value  

Approach

Capitalization 
of Dividend  

Approach

Underlying Net 
Asset Value  

Approach

Underlying Net 
Asset Value  

Approach

Agreed value of net assets (total) NA NA $52,114,041 NA $52,114,041 $52,114,041

Discount for BICG NA NA $18,113,083 NA $7,817,106 $7,817,106

Net assets after discount for BICG NA NA $34,000,958 NA $44,296,935 $44,296,935

At the Estate Level

Value of net assets (Estate) NA NA $7,969,825 NA $10,383,202 $10,383,202

2005 dividend distribution NA $252,436 $252,436

Capitalized value of dividends 
(Estate)

NA $3,149,767 $5,046,500

Minority interest discount NA NA 8.0% NA 6.0% 7.75%

Marketability discount,  
not combined with discount for BICG

NA NA 35.6% NA 25.0% 32.1%

Indicated Value (Estate) NA $3,149,767 $4,721,962 $5,046,500 $7,330,000 $6,503,804

Note: Individual values may not justify due to rounding, irreconcilable values noted by the Court, or break-out of marketability discount from the BICG discount.

FIGURE 1
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purposes and the Court stated that, based on the studies, a general 

agreement appeared to exist that a marketability discount in the range 

of 26.4% to 35.6% with an average discount of 32.1% was appropriate 

and concluded to be reasonable.  

Here’s What’s Important
• The Court made it clear the NAV approach is more appropriate 

for an asset-holding entity as opposed to a capitalization of 
dividends approach.  The capitalization of dividends valuation 
method is based entirely upon estimates about the future – 
the future of the general economy, the future performance of 
the Company and its future dividend payouts, and even small 
variations in those estimates can have a substantial effect on the 
value.  The NAV approach does begin by standing on firm ground 
– publicly traded stock values that one can simply look up.

• With regard to the BICG tax liability, the Court found that, despite 
contrary decisions by some courts, a discount of 100% of the 
implicit tax liability would be unreasonable, because it would not 
reflect the economic realities of the Company’s situation.  The 
Court concluded the BICG tax liability cannot be disregarded 
in valuing PHC, but that PHC’s value cannot be reasonably 
discounted by this liability dollar for dollar.  The Court concluded 
that the most reasonable discount is the present value of the 
cost of paying off that implicit liability in the future, and calculated 
the present value of that $18.1 million BICG liability over a 20 to 
30 year holding period at discount rates ranging from 7.0% to 
10.27%.  It found the $7.8 million discount suggested by the IRS 
fell comfortably within their calculated range, thereby confirming 
that discount as reasonable in this case.  

• The Court assessed an accuracy-related penalty against the 
Estate.  The Estate initially reported the value at $3,149,767 
on Form 706, versus the Court’s determination of $6,503,804.  
The estate tax return was less than 65% of the proper value 
and a substantial valuation understatement exists under IRS 
guidelines.  However, the 20% penalty would not apply to 
any portion of an underpayment if it is shown there was a 
reasonable cause for such portion and the taxpayer acted in 
good faith with respect to such portion.  But the Court could not 
say in this case that the Estate acted with reasonable cause 
and in good faith by using an unsigned draft report as its basis 
for filing Form 706.  Substitute appraisals were used at trial, 
and the value on the Estate Tax Return was left essentially 
unexplained.  Additionally, while the initial value was prepared 
by a CPA, he was not a certified appraiser.  The Court stated:  
“In order to be able to invoke ‘reasonable cause’ in a case of 
this difficulty and magnitude, the estate needed to have the 
decedent’s interest in PHC appraised by a certified appraiser.  It 
did not.” The Court sustained the Commissioner’s imposition of 
an accuracy-related penalty.   

• The Tax Court has wrestled with the controversy of the 
appropriate treatment of the implicit tax liability for the built-in 
gain in a C-corporation since the repeal of the General Utilities 
doctrine by the Tax Reform Act of 1986.  The taxpayer’s expert 
took 100% of the stipulated implicit tax liability as a discount 
against net asset value in the Richmond case.  But the Tax 
Court countered by acknowledging conflicting opinions on this 
issue and stating “However, other Courts of Appeals and this 
Court have not followed this 100% discount approach, and we 
consider it plainly wrong in a case like the present one.”  

Mercer Capital’s 

Gift, Estate, and Income Tax Compliance Services
Valuations are a critical element of successful tax planning strategies. Objective third-party valuation 
opinions are vital.

Mercer Capital provides objective valuations for tax compliance and has been since 1982. Our opinions of value are well-reasoned and 

thoroughly documented, which provide critical support for any potential challenge. The overwhelming majority of the time, our work has 

resulted in quiet acceptance by the IRS, state, and local taxing authorities. 

Mercer Capital offers a diversity of services to clients, including efficient fees for the valuation of partnership and LLC interests, as well 

as the most comprehensive services for complex entities and business models.

Contact Nick Heinz (heinzn@mercercapital.com) or Tim Lee (leet@mercercapital.com) at 901.685.2120 to discuss your needs 

in confidence.
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The Tax Court resolved the issue in Richmond by discounting to 
present value the amortization of the current implicit tax liability 
over a period of 20 to 30 years.  However, that methodology may 
not stand the test of an effective challenge.  Such an approach 
fails to consider prospective underlying growth of the corporate 
“inside assets” in question.  As those assets grow in the future 
based upon some reasonably achievable or projected growth 
rate, the implicit tax liability will grow right along with them since 
the underlying tax basis will remain fixed until the assets are 
sold.  This expanding “spread” between the assets’ fixed tax 
basis and their future fair market value enhances the implicit 
tax liability beyond the known amount at a given valuation date.  
That growing liability will serve to diminish investment returns 
and would be considered in any fair market value negotiation for 
C-corporation stock at the valuation date.

The Business Appraisers’ 
Position 
Mercer Capital addressed the investment rate of return perspective 

for hypothetical buyers and sellers dealing with built-in gains in 

our article:  Embedded Capital Gains in Post-1986 C Corporation 

Asset Holding Companies.  Chris Mercer concluded the analysis 

by stating:  “The end result of this analysis is that there is not a 

single alternative in which rational buyers (i.e., hypothetical willing 

buyers) of appreciated properties in C corporations can reasonably 

be expected to negotiate for anything less than a full recognition 

of any embedded tax liability associated with the properties in the 

purchase price of the shares of those corporations. And rational 

sellers (i.e., hypothetical willing sellers) cannot reasonably expect to 

negotiate a more favorable treatment, because any non-recognition 

of embedded tax liabilities by a buyer translates directly into an 

avoidable cost or into lower expected returns than are otherwise 

available. Valuation and negotiating symmetry call for a full 

recognition of embedded tax liabilities by both buyers and sellers.” 

View the full article at http://mer.cr/1e2yfjF.

James E. Graves, ASA, CFA 

gravesj@mercercapital.com

Mercer Capital’s

Books of Interest

Each book is available at www.mercercapital.com

Unlocking Private Company Wealth: Proven 
Strategies and Tools for Managing Wealth in Your 
Private Business

Z. Christopher Mercer, ASA, CFA, ABAR

This book will help business owners turn their 
business into the liquidity-creating vehicle it 
needs to be for them to become independent of 
the business and truly free to sell it, stay with it, or 
transition it to others of their choice.

Buy-Sell Agreements for Closely Held and 
Family Business Owners: How to Know Your 
Agreement Will Work Without Triggering It

Z. Christopher Mercer, ASA, CFA, ABAR

Designed for business owners and business 
advisers, this book provides a road map for 
business owners to develop or improve their buy-
sell agreements.

An Estate Planner’s Guide to Revenue Ruling 
59-60: Understand How Valuation Experts Utilize 
the Ruling in Income and Estate & Gift Tax 
Valuation Engagements

Mercer Capital

This book is a non-technical resource that clearly 
explains how business appraisers attempt to 
translate the guidance found in Revenue Ruling 
59-60 into actual valuation engagements.

Business Valuation: An Integrated Theory 
Second Edition

Z. Christopher Mercer, ASA, CFA, ABAR
Travis W. Harms, CFA, CPA/ABV

Whether you are an accountant, auditor, financial 
planner, or attorney, Business Valuation:  An 
Integrated Theory, Second Edition enables you 
to understand and correctly apply fundamental 
valuation concepts.
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Mercer Capital News
Barry Earns the Right 
to Use the Chartered 
Financial Analyst 
Designation

Mercer Capital is pleased to announce 

that Alex Barry, has earned the right to 

use the Chartered Financial Analyst (CFA) 

designation from the CFA Institute. This 

designation is recognized around the 

world as the premier designation in the 

finance profession.

Earning the CFA designation requires a 

dedicated effort over a minimum of three 

years to pass three six-hour examinations. A 

successful candidate must also have at least 

four years of professional experience in the 

investment decision-making process and 

adhere to the CFA Institute Code of Ethics 

and Standards of Professional Conduct.

Alex Barry is a senior financial analyst 

with Mercer Capital.  He is involved in the 

valuation of public and private companies, 

as well as financial institutions, employee 

stock ownership plans, estate and gift tax 

planning, and other corporate entities.

Industry Events 

Analyst Training in the Banking 
Sector
Sponsored by SNL Financial at the University of 

Virginia Darden School of Business

July 31, 2014 

Charlottesville, VA

Jeff Davis, Managing Director, will be presenting 

on the topic of “Evaluating Macro Trends when 

Investing in Financials” at this event. 

Jeff Davis » jeffdavis@mercercapital.comAn Overview of the Leveraged 
Lending Market and Banks 
Participation in the Market
Webinar sponsored by SNL

June 26, 2014 

Andy Gibs, Senior Vice President and Jeff 

Davis, Managing Director will be participating 

in SNL Financial’s Webinar, “An Overview of 

the Leveraged Lending Market and Banks 

Participation in the Market” with panelists from 

Jones Day and Alliance Partners. 

Andy Gibbs » gibbsa@mercercapital.com

Jeff Davis » jeffdavis@mercercapital.com

The senior staff of Mercer Capital attends and presents at numerous industry and professional 
conferences. If you are attending as well, please let us know so we can connect with you.

Society of Financial Service 
Professionals
August 15, 2014 

Orlando, FL

Chris Mercer, CEO, will be speaking on 

August 15, 2014, on the topic of “Options for 

Transitioning the Business: Understanding Baby 

Boomer Business Owners.”

Chris Mercer » mercerc@mercercapital.com

National Business Institute
June 4, 2014 

Memphis, TN

Tim Lee, Managing Director, will be speaking 

at this event on June 4, 2014, on the topic of 

“Business Succession Planning.” 

Tim Lee » leet@mercercapital.com

McQuiston Named 
Senior Financial 
Analyst
Mercer Capital is pleased to announce that 

Mary Grace McQuiston has been promoted 

to the position of Senior Financial Analyst.

“Mary Grace has demonstrated technical 

proficiency, determination, and the ability to 

form strong relationships with clients, with 

exceptional results,” said Mercer Capital 

president Matthew R. Crow, ASA, CFA. “We 

thank her for her efforts and look forward to 

higher achievements and responsibilities in 

the future.”

Mary Grace joined Mercer Capital in 2011 and 

is involved in the valuation of corporate entities, 

as well as the valuation of financial institutions, 

employee stock ownership plans, estate and 

gift tax planning, and compliance matters.
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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 valuation, 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, and strategic 

alternatives assessment.

We have provided thousands of valuation opinions for corporations of all sizes in a variety of 

industries. Our valuation opinions are well-reasoned and thoroughly 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.

Contact a Mercer Capital professional to discuss your needs in confidence.

Mercer 
Capital

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

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

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

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

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

Mercer Capital
5100 Poplar Avenue, Suite 2600
Memphis, Tennessee 38137
901.685.2120 (P)

www.mercercapital.com

Contact Us
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