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Court Demands Net Asset Value Be
Reduced by 100% of Built-In Capital
Gain Tax Liability
“There has been substantial controversy regarding the appropriate treatment of embedded
capital gains in determining the fair market value of interests in C corporations since the repeal
of the General Utilities doctrine by the Tax Reform Act of 1986 (TRA ’86).” The preceding
is the first sentence in an article titled “Embedded Capital Gains in C Corporation Holding
Companies,” written by Z. Christopher Mercer, ASA, CFA and published in Valuation Strategies
November/December 1998; and, it is as true today as it was some ten years ago. Hopefully, the
United States Court of Appeals for the Eleventh Circuit decision on Jelke v. Commissioner will
put an end to this controversy.1
As Chris mentions in his article, prior to TRA ’86 investors were not much concerned with
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built-in capital gains in C corporations as it was possible for the corporation to distribute
appreciated property to its shareholders without incurring any taxable income at the corporate
level. TRA ’86 required recognition of corporate level gains and losses on liquidating sales
and on distributions of corporate property. At that point it became important to consider the
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built-in capital gain tax liability at the corporate level as it affects the value of the corporation.
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In the years since TRA ’86, the Tax Court has been inconsistent in the treatment of built-in
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gains tax liabilities, from no acknowledgement of this liability to consideration of 100% of
the liability. Mercer Capital’s position has always been that rational buyers will not negotiate
pricing that does not recognize the full built-in gain tax liability and rational sellers cannot
expect to receive more favorable pricing than that available through liquidating the asset
holding entity (because buyers are assumed to have alternative investments available not inside
a C corporation wrapper). 2

PAGE FOUR
Mercer Capital’s E-Book
Library
Whitepaper Series:
Understand the Value of...

The position is supported in Exhibit 2 of the 1998 article mentioned above. In this exhibit
five alternative purchase options available to a buyer of appreciating assets are analyzed. The
analysis shows that there are two ways to produce the best (and same) return to the buyer, no
matter what the assumed holding period. They are the purchase of the asset in the market at
market prices or the purchase of the stock of the asset holding C corporation for the market

PAGE SIX
New from Mercer Capital
The Buy-Sell Agreement
Resource Kit

value of the assets held by that corporation less the entire built-in gain tax liability. The Jelke

© Mercer Capital 2008 » www.mercercapital.com

1

reversal recognizes this economic reality by demanding a reduction in the value of the company
that is equal to the built-in capital gain tax liability at the valuation date.
The United States Tax Court opinion in the original Estate of Jelke case was filed May 31, 2005.3
A brief summary follows:
Decedent owned a 6.44% interest in a closely held C corporation (incorporated in 1922)
whose assets consisted mainly of marketable securities. The corporation’s primary
investment objective was long-term capital growth, resulting in low asset turnover and
large unrealized capital gains. In the five years prior to the valuation date, the net asset
value increased at a compound annual growth rate exceeding 23% and the turnover in
the portfolio averaged about 6% annually. The built-in capital gain tax liability for the

COMPLIMENTARY WEBINAR

corporation was approximately $51.6 million on the date of death.
The Estate contended that the market value of the corporation’s holdings should be reduced by
the entire amount of the built-in capital gain tax liability that would be due if all of the securities
were sold on the valuation date.
The Commissioner admitted that there should be a reduction, but the potential tax liability
should be discounted for time value as it would be incurred in the future rather than immediately.
The Commissioner used the portfolio turnover rate during the last five years to arrive at a
16.8 year period over which the capital gain tax would be incurred, resulting in corporate taxes
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of approximately $3.2 million per year. Using a 13.2% discount rate (the average rate for large
cap stocks from 1926 to 1998) he determined that the present value of the built in gains tax
liability was $21.0 million.
The Court agreed with the Commissioner and held that the built-in capital gain tax liability
should be discounted to reflect when it is reasonably expected to be incurred and that future
appreciation of the securities need not be considered. The court held that the net asset value
should be reduced by $21.0 million for the built-in capital gain tax liability, before consideration
of minority and marketability discounts. The Estate appealed the tax court’s decision
regarding the built in capital gain. The United States Court of Appeals for the Eleventh
Circuit heard the appeal and filed its opinion on November 15, 2007. A brief summary
follows:

The Eleventh Circuit in Jelke presents a review of the case law prior to and after TRA ’86

SFAS 141R, Business Combinations becomes
effective in 2009, bringing significant changes
to the fair value accounting procedures for
mergers and acquisitions. Financial executives
need to understand how the new standard
will potentially affect deal structures and
reported earnings. Consistent with the FASB’s
broader push toward fair value, SFAS 141R
replaces the purchase method framework
with the acquisition method.
In this webcast, Matt Crow and Travis Harms,
Senior Vice Presidents at Mercer Capital,
will provide an overview of SFAS 141R and
explore the valuation implications of key
provisions of the new standard.

relating to built-in gains. In reviewing Estate of Dunn v. Commissioner, the Eleventh
Circuit Court notes that in Dunn:

Register for this complimentary webinar
online at www.complianceweek.com

…the Fifth Circuit Court held, as a matter of law, that as a threshold
assumption, liquidation must always be assumed when calculating an
asset under the net asset value approach. The Fifth Circuit labeled as a ‘red
herring’ the fact that no liquidation was imminent or even likely.
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In their decision the Eleventh Circuit Court wondered why a willing buyer of an interest in the
company would not adjust his purchase price to reflect the entire built-in gains tax liability,
when the buyer could acquire in the market an identical portfolio with no exposure to the
underlying tax liability. In endorsing the Fifth Circuit Court’s approach in Dunn, the Eleventh
Circuit states:
This type of “economic reality approach” mimics the marketplace and places a practical,
transactional overlay upon the proverbial willing buyer-willing seller analysis. It allows
the issue to conform to the reality of the depressing economic effect that the lurking taxes
have on the market selling price. The hypothetical willing buyer is a rational, economic
actor. Common sense tells us that he or she would not pay the same price for identical

We at Mercer
Capital applaud
the decision of
the Eleventh
Circuit Court.

blocks of stock, one purchased outright in the marketplace with no tax consequences,
and one acquired through the purchase of shares in a closely-held corporation, with
significant, built-in tax consequences.
The Eleventh Circuit then instructed the Tax Court to recalculate the net asset value of the
company on the date of Jelke’s death using a dollar-for-dollar reduction to net asset value of the
total $51.6 built-in capital gain tax liability.
The dissenting judge wrote:
By adopting and extending the arbitrary assumption rule of least effort from Estate
of Dunn v. Commissioner, 301 F.3d 339 (5th Cir. 2002), the majority gives in to the
judicial equivalent of the doctrine of ignoble ease. To avoid the effort, labor, and toil
that is required for a more accurate calculation of the estate tax due, the majority simply
assumes a result that we all know is wrong. We can do better than that. The tax court
did.
We at Mercer Capital applaud the decision of the Eleventh Circuit Court. One can only hope the
dissenting judge will make the effort to understand that from an economically rational point of
view, the majority decision is the correct one.

Jean E. Harris, CFA
harrisj@mercercapital.com

1 Estate of Jelke et al v. Commissioner (05-15549, US Court of Appeals for the 11th Circuit, November 15, 2007)
2 The underlying assumption in the 1998 articles is that buyers have a choice of acquiring appreciating assets either inside
C corporations, or outside, in the normal markets for the assets. Subsequent to this article, we have become aware of
certain markets where there is no availability of naked assets and the only assets available are inside C corporations. In
these kinds of markets there tends to be a negotiated “sharing” of the embedded capital gains liabilities between buyers
and sellers.
3 Estate of Jelke v. Commissioner (T.C. Memo 2005-131, filed May 31, 2005)
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MERCER CAPITAL’S E-BOOK LIBRARY
TITLE
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The Quantitative Marketability Discount Model (QMDM) presents a practical
model to assist business appraisers in developing, quantifying and defending
marketability discounts under the income approach. The very latest version
of the QMDM now includes a revised and expanded explanatory manual. The
model and manual are delivered as a .zip file electronically via email.

$125.00

Currently Available

Valuing Financial Institutions

We are responding to requests to put this 1992 book back into print and we are
doing so as an E-Book

$65.00

Currently Available

Are S Corporations Worth More Than
C Corporations?

An e-booklet that adds to the S Corp vs. C Corp debate.

$19.95

Currently Available

Embedded Capital Gains

A closer look at the Embedded Capital Gains issue.

$19.95

Currently Available

Rate & Flow: An Alternative Approach to
Determining Active/Passive Appreciation in
Marital Dissolutions

In this e-book, we present an alternative model for determining active / passive
appreciation in a marital dissolution.

Complimentary

Currently Available

QMDM Fact Sheet

The latest information about the QMDM in a pdf format

Complimentary

Currently Available

The QMDM Companion, Version 4.0 (2008)

Visit our website at www.mercercapital.com for more information or to download an e-book.
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TITLE
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Understand the Value of Your
Local Exchange Carrier

Over the past decade, the telecommunications industry has been characterized
both by rapid innovation and obsolescence. Whether through selling, acquiring,
divesting, or any other major strategic change, it is important to realize the
value of your telecommunications company as it stands today.

Complimentary

Currently Available

Electrical equipment wholesalers operate in a highly fragmented industry,
consisting largely of family-owned business with a few locations within a
relatively close proximity. This article provides insight into the situational
(when and why) and analytical (how) aspects of valuing electrical distributors.

Complimentary

Currently Available

Valuation for start-up enterprises can be a tricky proposition. Regardless of
industry, start-ups generally share a common set of operational characteristics
and valuation needs that are distinct from mature firms. This article discusses
specific valuation considerations relevant to start-up companies.

Complimentary

Currently Available

Understand the Value of Your
Independent Trust Company

Due to their variance in size, there is no one-size-fits-all definition of an
independent trust company, and recognition of the particular attributes of
independent trust companies is significant to understanding their value.

Complimentary

Currently Available

Understand the Value of Your
Brick Business

This article provides an informative overview regarding the valuation of
businesses operating in the brick industry, including a discussion of value as
it relates generally to both manufacturers and wholesalers, as understanding
how brick businesses are valued may help you understand how to grow the
value of your business.

Complimentary

Currently Available

Understand the Value of Your
Insurance Brokerage

For the past several years, insurance brokerages have been in a period of
consolidation, and the current soft market is expected to persist for at least
the near term. As such, it is an opportune time for business owners to have an
idea of what their brokerage business is worth.

Complimentary

Currently Available

Understand the Value of Your
Physician Practice

The event that triggers ownership transfer can be categorized as either voluntary or involuntary. It is important for physicians to consider the universe of
ownership transfer possibilities, because sooner or later, you will be involved.

Complimentary

Currently Available

Understand the Value of Your
Auto Dealership

Because your dealership will change hands, it is important for you to understand the key concepts of business value and how value is determined for your
dealership.

Complimentary

Currently Available

Understand the Value of Your
Wholesale Distributorship of
Malt Beverage Products

The financial landscape is littered with rules of thumb pertaining to the value
of privately owned businesses. Perhaps in no other industry is the rule of
thumb concept more prevalent than in beer distribution. It is critical that value
be determined and articulated in a credible fashion.

Complimentary

Currently Available

Understand the Value of Your
Electrical Distributorship

Understand the Value of Your
Start-Up Business

Visit our website at www.mercercapital.com for more information or to download a whitepaper.
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A GENTLE PLUG FOR OUR FIRM
MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele. Our reputation for excellence is
based on an ability to solve complex financial problems expeditiously. We convert over 20 years of experience, including thousands of assignments, into
solutions for the issues of today.

Corporate Valuation. Mercer Capital provides a broad range of independent valuation and financial advisory services, including:
» Dispute Analysis Services and Expert Testimony

» Valuation of Employee Options

» Valuation for Corporate Tax Matters

» Goodwill Impairment Testing

» Valuation for Corporate Income Tax Issues

» Valuation of Intangible Assets

» Valuation for ESOPs

» Fairness Opinions

» Purchase Price Allocations
Mercer Capital’s investment banking professionals specialize in providing merger and acquisition services to sellers or buyers of private businesses or
public companies divesting divisions and subsidiaries. In addition, we assist clients in industry consolidations, roll ups, and refinancings.

INTERNET COMMERCE: OBTAIN PROPOSALS TO VALUE YOUR COMPANY, BANK, FLP OR LLC VIA OUR WEBSITE
The cost of your time and delays in obtaining proposals has just gone down. Use one of the PROPOSAL REQUEST FORMS on our website.
Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in transactional overhead and
the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing business with them. Try it yourself! Visit our
website and provide us with the pertinent information via this form, and we’ll prepare a proposal and deliver it to you via e-mail, fax or USPS.
Complete confidentiality is assured.

UNSUBSCRIBE
We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the distribution list. To REMOVE
yourself from this list, send an e-mail to: newsletters@mercercapital.com and type the words “Unsubscribe – Value Matters” in the subject line (without
the quotation marks).

Business Valuation » Investment Banking
HEADQUARTERS:
5860 Ridgeway Center Parkway, Suite 400
Memphis, Tennessee 38120
901.685.2120 » Fax 901.685.2199

LOUISVILLE OFFICE:
455 South 4th Street, Suite 690
Louisville, Kentucky 40202
502.585.6340 » Fax 502.585.6345

www.mercercapital.com
DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to our clients
and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice. Inquiries to discuss specific
valuation or corporate finance matters are welcomed. Permission is specifically granted to send copies of this Value Matters™ to others who might have an
interest in its contents. Permission is also granted to quote portions of this newsletter with proper attribution.

Copyright © 2008 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and International Copyright
Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without explicit permission.
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THE

Buy-Sell Agreement
RESOURCE KIT
The Latest Tool to Help You Craft
Buy-Sell Agreements

SPECIAL OFFER
Get your copy of the
Buy-Sell Agreement Resource Kit
for only $79
(Regular price - $129)
Includes the book, Buy-Sell Agreements: Ticking Time
Bombs or Reasonable Resolutions? as well as
the Buy-Sell Audit Checklist

Mercer Capital’s Buy-Sell Agreement Resource Kit includes:
» The best-selling book, Buy-Sell Agreements: Ticking Time Bombs or
Reasonable Resolutions?
» Delivered as an 8.5”x11” PDF file, the Buy-Sell Audit Checklist
is a 40-page “audit tool” that addresses the many obvious, yet
overlooked, valuation issues related to buy-sell agreements.
Estate planning professionals must have this resource kit. It is an invaluable
aid as you draft and review buy-sell agreements. Authored by a valuation
professional, the book and the Buy-Sell Audit Checklist can help you avoid
the problems and pitfalls of poorly worded or incomplete agreements.

ITEM

REG.
PRICE

SPECIAL
PRICE

Buy-Sell Agreement Resource Kit
(Includes Book & Checklist)

$129

$79

Name
Firm
Address

Individual Item Orders

City/State/Zip

Telephone

Buy-Sell Agreements: The Book

$79

Buy-Sell Audit Checklist

$50

Email

Visa

TOTAL

Mastercard

American Express

Check Enclosed

Sales Tax - TN Residents (9.25%)
SHIPPING CHARGES

Card Number

Name on Card

Exp. Date

Shipping Charge

1 Kit

2 or More

FedEx Ground

$7.00

$12.00

2-Day

$11.00

$15.50

Overnight

$35.00

$40.00

TOTAL

Please call for Canadian & International rates

Signature
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