
S CORPORATIONS: TO TAX OR NOT TO TAX?
by Gary R. Trugman CPA/ABV, MCBA, ASA, MVS

Flow through entities come in many shapes and sizes, whether an S Corporation, Limited
Liability Company, Partnership, etc. This paper will primarily focus on S Corporations, but
the same economic theory can be applied to the other flow through entities as well. This
paper is not intended to cover everything that you need to know about valuing these types
of entities because this subject would take up a book, not just a paper. In fact, Nancy
Fannon wrote a book on this topic entitled Fannon's Guide to the Valuation of Subchapter
S Corporations, published by Business Valuation Resources, LLC. It was just recently
published late last year.

Over the past few years, several Tax Court cases were decided that significantly changed
the landscape of how S Corporations are valued. These Tax Court cases have now also
had an influence on non-tax cases as well. Without going into a lot of detail about each
of the Tax Court cases, here is a quick snapshot of the problem:

• Gross v. Commissioner, T.C. Memo. 1999-254, affd. 272 F.3d 333 (6  Cir. 2001). th

In this case, the taxpayer's expert argued that the S corporation earnings of G&J
Pepsi-Cola Bottlers, Inc. (G&J) should be tax-effected and that its C corporation
equivalent earnings should be capitalized with an after-tax discount rate based on
the Capital Asset Pricing Model. The expert for the Internal Revenue Service
argued that G&J's earnings were after corporate taxes, particularly since an S
corporation does not pay any taxes, and before personal taxes of the shareholders.
Consequently, according to this expert, the appropriate discount rate applicable to
the S corporation's earnings was an after-tax discount rate. The Court agreed with
this argument in its written opinion. The valuation subject consisted of small,
minority interests of G&J.

• Wall v. Commissioner, T.C. Memo 2001-75, March 27, 2001. This case involved
several small gifts of S corporation stock. Both experts tax-affected the income
stream in the application of the income approach, although at different rates. The
Tax Court cited Gross and determined that the income stream should not be tax-
effected.

• Heck v. Commissioner, T.C. Memo. 2002-34, Filed February 5, 2002. In this case,
the expert for the taxpayer used a discounted cash flow method in which the
pre-tax, flow through earnings of F. Korbel & Bros., Inc. (Korbel) were considered. 
The discount rate that he used was an after-tax weighted average cost of capital. 
The expert for the IRS used a similar discounted cash flow methodology and an
after-tax weighted average cost of capital. The Court's opinion cited Gross on the
issue of the cost of capital. The finding of The Court in this case was based on
discounting the pre-tax earnings of Korbel with an after-tax cost of capital. In this
instance, a 39.6 percent minority interest was being valued.
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• Adams v Commissioner, T.C. Memo. 2002-80, Filed March 28, 2002.  In this case,
the tax-effecting issue became extremely important. In this case, the taxpayer’s
expert, rather than proposing that the S corporation earnings of Waddel Sluder
Adams & Co., Inc. (WSA) be tax-effected, developed an after-tax discount rate
using a build-up method and converted the corresponding capitalization rate (after
subtraction of expected growth) to a pre-tax capitalization rate. He deemed this
discount rate applicable to the S corporation earnings of WSA.  This stream of
income was before corporate taxes and any distributions that may have been
distributed to the shareholders to pay their personal income taxes.  The IRS expert
argued that an after-tax discount rate was applicable to the S corporation earnings
of WSA.  While this seems to be consistent with Gross and Heck, with respect to
the issue of pre-tax earnings and an after tax discount rate,  the appraisal subject
in Adams was a 61.6 percent, controlling interest.

• Dallas v. Commissioner, T.C. Memo 2006-212, September 28, 2006.  After a long
hiatus in cases involving S corporations, this case hit our radar.  In this case
involving Dallas Group of America, Inc. (DGA), one of the issues related to the tax-
affecting of the income.  The first taxpayer valuation analyst tax-affected S
corporation earnings using a 40% tax rate and the second taxpayer valuation
analyst used a 35% tax rate. According to the Court, the testimony of the taxpayer’s
analysts was that they tax-affected under the assumption that DGA would lose its
S corporation status after or as a result of the hypothetical sale of its stock. The
Court said there was no evidence that DGA expected to lose its S corporation
status. The Court also noted that DGA had a history of distributing sufficient cash
for the shareholders to pay their taxes on their share of S corporation earnings and
there was no evidence that this practice would change.  The Court gave little weight
to the taxpayer’s valuation analysts’ testimony. The bottom line is that The Court
said, “We conclude there is insufficient evidence to establish that a hypothetical
buyer and seller would tax-affect DGA’s earnings and that tax-affecting DGA’s
earnings is not appropriate.”

These cases caused an absolute uproar in the valuation community.  Almost everyone
thought that the Tax Court was nuts.  After the dust settled, an entire new way of thinking
was born.  Relying on the same old theory of always tax-effecting earnings doesn’t fly
anymore.

However, with that being said, the above four cases could result in bad law if all valuation
analysts assume that the Tax Court was correct in its rulings and that the same rules
should apply to a different set of circumstances.  In fact, as a result of the rulings, it would
appear that an S corporation election has value.  Why should it have value to the entity? 
This would make an S corporation worth more than an equivalent C corporation.  Besides
defying basic economic theory, this lacks the common sense that Revenue Ruling 59-60
suggests that we apply in the valuation process.
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and employees, all offering accounting and professional services on

behalf of T&A.

11. At all times relevant hereto, T&A held itself out to the public, and

represented to the Plaintiffs herein, that it was an accounting firm

which possessed special expertise and knowledge concerning correct

and lawful fair market valuations for purposes of the formation and

establishment of ESOPs so that any such valuation would be in

conformance with all Generally Accepted Accounting Practices, and

all applicable laws, including but not limited to, ERISA § 406, 29

U.S.C. § 1106(a).

12. At all times relevant hereto, Stephen Jones (hereinafter “Jones”) was

a licensed, certified public accountant and a partner, shareholder

and/or employee of T&A.

13. At all times relevant hereto, Jones held himself out to the public, and

represented to the Plaintiffs herein, that he was an accountant who

possessed special expertise and knowledge concerning correct and

lawful fair market valuations for purposes of the formation and

establishment of ESOPs so that any such ESOP valuation would be

in conformance with all Generally Accepted Accounting Practices, and

all applicable laws, including but not limited to, ERISA § 406, 29

U.S.C. § 1106(a).

14. At all times relevant hereto, Michael Axelrod (hereinafter “Axelrod”)

was a licensed, certified public accountant and a partner, shareholder

and/or employee of T&A.



There have been numerous articles published over the past several years in Business
Valuation Update, Business Valuation Review, Business Appraisal Practice and Financial
Valuation and Litigation Expert.  Furthermore, there have been an abundance of
conference presentations on this topic as well.  In order to save space, I am not going to
repeat the information included in all of that other stuff.  However, what seems to be
abundantly clear is that the empirical data does not support the notion that an S
Corporation sells for more than a C Corporation.   1

So Where Do We Go From Here?

Every valuation analyst faces the question of what to do about taxes when valuing an entity
that has elected to be treated as an S Corporation under the Internal Revenue Code. 
Some analysts believe that being an S corporation adds value to the entity since it does
not pay income taxes.  Others  believe that making an S election reduces the value of an
ownership interest because of personal taxes that will be paid on profits that are allocated
to the shareholder, without the benefit of receiving distributions that enable the individual
to pay personal taxes when they come due.  In this section, we will explore the never-
ending question of, does an S election increase or decrease value?

What Is An S Corporation?

Although this is not a treatise on income tax laws, a good place to begin a discussion about
the value of an S corporation is to understand the rules regarding this type of entity.  The
term S corporation means a small business corporation for which an election to be taxed
under Subchapter S of the Internal Revenue Code is in effect for that year.   Once made,2

this election remains in effect until it is revoked.  To be classified as a small business
corporation for purposes of Subchapter S, a corporation must meet all of the following
requirements:

• The corporation must be a domestic corporation.
• It must not be an ineligible corporation.
• It must not have more than 100 shareholders.
• Only individuals, decedents’ estates, estates of individuals in bankruptcy, and

certain trusts may be shareholders.  Partnerships, corporations, and many types of
trusts may not be shareholders.

• No shareholder may be a nonresident alien.
• The corporation may have only one class of stock but different voting rights are

allowed.3

John Phillips wrote a terrific article in Business Valuation Update, March 2004 summarizing1

several other articles including a discussion of empirical data.

Code Sec. 1361(a)(1)2

Code Sec. 1361(b)3
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15. At all times relevant hereto, Axelrod held himself out to the public, and

represented to the Plaintiffs herein, that he was an accountant who

possessed special expertise and knowledge concerning correct and

lawful fair market valuations for purposes of the formation and

establishment of ESOPs so that any such ESOP valuation would be

in conformance with all Generally Accepted Accounting Practices, and

all applicable laws, including but not limited to, ERISA § 406, 29

U.S.C. § 1106(a).

17. In November 1993, Fisher and Jones met with Plaintiffs for the

purposes of presenting Plaintiffs with the benefits of forming an ABC

ESOP.

18. On or about December 7, 1993, ABC by and through Plaintiffs, as

officers of ABC, in reliance on the advice and representations of

Green and Smith, Fisher, T&A, and Jones, decided to form an ESOP.

20. The ESOP was formally established on December 23, 1993.

22. Based upon Fisher’s advice, Plaintiffs also retained the services of

T&A and Jones to perform a correct and lawful fair market valuation

of ABC for purposes of the ESOP.

24. Jones gave advice and provided services to Plaintiffs, both in their

capacities as Trustees of the ESOP and officers of ABC.

25. Plaintiffs relied on the advice of Fisher and Jones, and Fisher and

Jones were well aware that they relied on their advice when the

ESOP was formed.  In fact, Fisher and Jones represented to the

Plaintiffs that if Plaintiffs followed their advice and counsel, the ESOP

There have been numerous articles published over the past several years in Business
Valuation Update, Business Valuation Review, Business Appraisal Practice and Financial
Valuation and Litigation Expert.  Furthermore, there have been an abundance of
conference presentations on this topic as well.  In order to save space, I am not going to
repeat the information included in all of that other stuff.  However, what seems to be
abundantly clear is that the empirical data does not support the notion that an S
Corporation sells for more than a C Corporation.   1

So Where Do We Go From Here?

Every valuation analyst faces the question of what to do about taxes when valuing an entity
that has elected to be treated as an S Corporation under the Internal Revenue Code. 
Some analysts believe that being an S corporation adds value to the entity since it does
not pay income taxes.  Others  believe that making an S election reduces the value of an
ownership interest because of personal taxes that will be paid on profits that are allocated
to the shareholder, without the benefit of receiving distributions that enable the individual
to pay personal taxes when they come due.  In this section, we will explore the never-
ending question of, does an S election increase or decrease value?

What Is An S Corporation?

Although this is not a treatise on income tax laws, a good place to begin a discussion about
the value of an S corporation is to understand the rules regarding this type of entity.  The
term S corporation means a small business corporation for which an election to be taxed
under Subchapter S of the Internal Revenue Code is in effect for that year.   Once made,2

this election remains in effect until it is revoked.  To be classified as a small business
corporation for purposes of Subchapter S, a corporation must meet all of the following
requirements:

• The corporation must be a domestic corporation.
• It must not be an ineligible corporation.
• It must not have more than 100 shareholders.
• Only individuals, decedents’ estates, estates of individuals in bankruptcy, and

certain trusts may be shareholders.  Partnerships, corporations, and many types of
trusts may not be shareholders.

• No shareholder may be a nonresident alien.
• The corporation may have only one class of stock but different voting rights are

allowed.3

John Phillips wrote a terrific article in Business Valuation Update, March 2004 summarizing1

several other articles including a discussion of empirical data.

Code Sec. 1361(a)(1)2

Code Sec. 1361(b)3

Page 3 of  34



A corporation can elect to become an S corporation by filing the appropriate form with the
Commissioner of the Internal Revenue.  This election can also be revoked, voluntarily or
involuntarily under certain circumstances.  Once elected, a corporation will remain an S
corporation until such time as a revocation takes place.  One thing worth noting is that the
election is free.  Therefore, why would a willing buyer pay more for the S election, if he or
she could elect it for free?

Keeping this discussion of the tax law simple, an S corporation is a pass-through entity. 
This means that the profits and losses are passed through to the shareholders, and any
tax that is payable, will be paid by the shareholders, and not the corporation.  The original
purpose of an S election was to allow these small business corporations to be treated as
if they were a partnership, while continuing to provide the shareholders with the legal
protection of operating in a corporate form.

Being an S corporation provides the shareholders with certain tax benefits.  These include,
but are not limited to, the following:

• Not being questioned by the Internal Revenue Service about reasonable
compensation for shareholder/employees.

• Not being subjected to the accumulated earnings tax if dividends are not paid to the
shareholders.

• Avoids double taxation upon sale of the corporation’s assets (other than those
assets that may be subject to the built in gains tax–see discussion below).

While there are certain tax advantages to electing S corporation status, there are also
disadvantages.  The major disadvantage relates to C corporations that convert to S
corporations.  Any gain that the corporation recognizes within the 10 years after the
election is made to convert a C corporation to an S corporation is taxed as if the asset was
owned at the time of the conversion to S status.  This is known as the “built in gains tax.” 
Not only does the corporation pay tax on these items, but the shareholders will also be
taxed on the income that is flowed through after corporate taxes are paid.  This constitutes
double taxation.

Another tax consideration relating to the S election is the shareholder’s income tax basis
in the corporation’s stock.  Whereas in a C corporation, the income tax basis is generally
the purchase price of the stock, an S corporation’s shareholders will constantly be
adjusting the income tax basis of their shares.  The S corporation’s shareholders will
increase their basis for all earnings reported by the company that are not distributed.  A
simplified basis calculation is as follows:

Original Investment $ 1,000 

+ Profit- Year 1 500 

- Distributions- Year 1   (   200)
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would conform with all applicable laws, including but not limited to

ERISA § 406, 29 U.S.C. § 1106(a).

27. One purpose of the ESOP was to effectuate the purchase of the

outstanding ABC shares of Clifford Morris (hereinafter “Morris”), a co-

founder of ABC, who personally and along with various family

members, at that time, owned approximately 47% (forty-seven

percent) of ABC’s shares.

28. Another purpose of the ESOP was to restructure ABC’s corporate

debt, whereby the ESOP would, for practical purposes, assume said

debt to take advantage of certain tax benefits.

31. Jones and T&A were retained to perform a correct fair market

valuation of ABC so that the ESOP did not unlawfully pay more than

adequate consideration for Morris’ ABC shares or the newly-issued

ABC shares pursuant to ERISA § 406, 29 U.S.C. § 1106(a).

32. Jones and T&A’s final valuation was dated March 15, 1994, and

should have incorporated information available to them as of that

date.

33. Axelrod served as an independent reviewer of the valuation prepared

by Jones.

34. On March 15, 1994, based upon the valuation performed by T&A and

Jones, and reviewed by Axelrod, and arrangements made by Green

and Smith and Crain and Crain, the two SPAs (Stock Purchase

Agreements - added by author for clarification) were closed.  The

Plaintiffs, as Trustees, participated in the closing of the SPAs in



Basis - End of Year 1 $ 1,300 

+ Profit - Year 2 800 

- Distributions - Year 2   (   400)

Basis - End of Year 2 $ 1,700 

The tax implication of the adjusted basis is that the amount of tax that is paid by the
shareholder upon the eventual sale of the corporate stock will depend on whether the sale
is for a greater or lesser amount than the tax basis.  While a tax basis adjustment, in and
of itself, does not affect the value of the corporate stock, the shareholder’s return will be
affected.  Investment decisions may vary depending upon the shareholders’ goals relating
to a particular investment.  This will be discussed later.

Valuation Issues

In the valuation of an interest in an S corporation, two main issues arise.  First, do the
income tax advantages of the S election create value?  This gets carried one step further
by raising the questions of value to whom, and how do we account for the incremental
value in the valuation process?  The second issue is, if we value an S corporation by
comparing this entity to non-S corporation entities, what adjustments are necessary in the
valuation process?

Many appraisers feel that an S corporation should be valued in the same fashion as they
would value a C corporation.  This is because:

1. C corporations are in substance nearly identical to S corporations.
2. S corporations may lose their S status in the future and convert to C corporations.
3. Most measures of corporate performance used in valuation models, such as growth

and discount rates, are derived from C corporations; therefore, S corporations
should be valued as C corporations to maintain consistency with these measures.4

According to the Internal Revenue Service, 

S Corporations lend themselves readily to valuation approaches comparable
to those used in valuing closely held corporations (C corporations).  You
need only to adjust the earnings from the business to reflect estimated

Simpson, William E. and Wrobel, Peter D., “Income Tax Issues in Valuing S Corporations”,4

CPA Expert, Spring, 1996, American Institute of Certified Public Accountants, Jersey City,
NJ.
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reliance of the representations of said Defendants that the ESOP

transaction comported with all applicable laws, including but not

limited to, ERISA § 406, 29 U.S.C. § 1106(a). 

39. On September 14, 1998, Thomas Sacks, et al. v. Robert B. Jackson,

et al. United States District Court, W.D.KY, Jacksonville Division, Civil

Action No. 3:WP-591-C, (hereinafter the “Sacks Complaint” or “Sacks

litigation”) was filed, with claims arising, in relevant part, out of

Plaintiffs’ roles as former Trustees of the ESOP.

41. The Sacks Complaint alleged that Plaintiffs violated their fiduciary

duties by agreeing to cause the ESOP to purchase ABC stock from

Morris and his family and ABC at more than the fair market value,

causing financial loss to the ESOP and Plaintiffs in the Sacks litigation

who were beneficiaries of the ESOP.

58. After a bench trial lasting over ten trial days, which spanned the

period of April 16, 2001 to February 26, 2002, on or about July 30,

2002, United States District Court Judge Jennifer Ronstadt issued a

Memorandum, Opinion and Order in the Sacks litigation which held

inter alia, that Plaintiffs had violated their duties as Trustee of the

ESOP.  However, at that time Judge Ronstadt did not decide whether

the ESOP had sustained any monetary loss as a result, and

appointed a Special Master to determine damages, if any.

60. On January 26, 2004, the Special Master in the Sacks litigation issued

an Opinion which estimated that the damages sustained to the ESOP

were approximately 9.9 million dollars, plus interest and attorneys

fees.
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corporate income taxes that would have been payable had the Subchapter
S election not been made.  (Added for clarification).5

Some appraisers believe that the tax benefits of having made an S election should
increase the value of the entity.  Many of the fundamental issues that affect the appraisal
process must be considered, as well, for the determination of whether or not an S
corporation election adds value.  Some of these factors include:

• Standard of value
• Control vs. minority
• Distributing vs. non-distributing
• Holding period of the investment
• Time value of S corporation benefits

Standard of Value

The standard of value in any business valuation assignment can have a significant impact
on the final estimate of value.  Valuing an entity that has elected S status is no different. 
Probably the more significant differences will arise between fair market value and
investment value.

A common definition of fair market value is located in Revenue Ruling 59-60.  This revenue
ruling defines fair market value as

...the price at which the property would change hands between a willing
buyer and a willing seller when the former is not under any compulsion to buy
and the latter is not under any compulsion to sell, both parties having
reasonable knowledge of relevant facts.  Court decisions frequently state in
addition that the hypothetical buyer and seller are assumed to be able, as
well as willing, to trade and to be well informed about the property and
concerning the market for such property.6

This definition of fair market value is widely used in valuation practice.  Also implied in this
definition is that the value is to be stated in cash or cash equivalents and that the property
would have been exposed on the open market for a long enough period of time to allow
the market forces to interact to establish the value.

Investment value is defined as the “value to a particular investor based on individual
investment requirements, as distinguished from the concept of market value, which is

IRS Valuation Guide for Income, Estate and Gift Taxes, Commerce Clearing House5

Rev. Rul. 59-60 (1959-1 C.B. 237).6
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The adjustment had to do with the subtraction of debt from the value to determine the
1

equity value of ABC.

According to the Order of the United States District Court, Western District of Arkansas,

Jacksonville Division, dated December 1, 2004, and signed by the Honorable Jennifer B.

Ronstadt in the matter of Thomas Sacks, et al. v. Robert Jackson et al., Civil Action No.

97-123-C.

On July 29, 2002, this court found the defendants liable for breach of
fiduciary duty in their roles as trustees of an employee stock ownership plan
(“ESOP”) in violation of ERISA § 406,29 U.S.C. § 1106. Sacks v. Jackson.
The court determined that in the case of such a breach, ‘loss will be
measured as the difference between what the ESOP paid for the ABC stock
and its fair market value at the time of transaction, plus interest.’  Id. at 881.
(footnote omitted). 

A Special Master was appointed to review the reports and testimony of several valuation

professionals, Mr. Jones being one of them.  The Court adopted the Special Master’s

findings and commented “Having found the special master’s final report, with its

supplement to be thorough and well reasoned, the court will adopt the special master’s

findings in their entirety.”

The Court’s Order, citing the Special Master’s report was extremely critical of the T&A

report.  Findings were that the conclusions were “not credible” and that “the valuation

methods were applied improperly in his report SMR at 7,19.”  While discussing the

“discounted future earnings” method, The Court noted “The special master found Jones’

testimony that such an adjustment  was unnecessary not credible. SMR at 16.”1

We are not going to reiterate the Court’s or the Special Master’s findings in this report by

analyzing the Order or the Special Master’s report.  However, our independent analysis of

the T&A report indicates that there were substantially more problems than were pointed

out in the earlier litigation.  We will highlight these problems as we proceed in this report.
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IRS Valuation Guide for Income, Estate and Gift Taxes, Commerce Clearing House5

Rev. Rul. 59-60 (1959-1 C.B. 237).6
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impersonal and detached.”   While this definition comes from real estate terminology, a7

similar application is used in business valuation.  Investment value may differ from fair
market value for a number of reasons.  Among these reasons are:

1. Differences in estimates of future earning power.
2. Differences in perception of the degree of risk.
3. Differences in tax status.
4. Synergies with other operations owned or controlled.8

If the purpose of the valuation assignment is to determine the fair market value of a
controlling interest in an S corporation for purchasing, selling, or merging the corporation,
the corporation's tax structure may have little or no impact on value.  If the most probable
"willing buyer" is an ineligible shareholder (i.e. a C corporation), then that shareholder will
not pay for income tax benefits that it cannot take advantage of.  Therefore, corporate
income taxes should be a part of the valuation calculations.  Conversely, if the “willing
buyer” can qualify for the S election, that buyer may pay for the benefits that will be
received, and no corporate income taxes may be appropriate in the determination of the
benefit stream to the investor.

An important component of determining fair market value is the determination of who will
be the "willing buyer."  This became evident in the Estate of Samuel Newhouse  where it9

was demonstrated that different classes of investors would pay different amounts under
the fair market value scenario.  Following this logical foundation, an appraiser must make
certain assumptions about who the most likely purchaser will be.  However, care must be
exercised not to fall into a tax trap by identifying a specific buyer.  The Tax Court has gone
on record to state:

We need not identify directly who the buyer would be or even what class of
investors the buyer would belong to.  The “willing buyer” is supposed to be
a hypothetical amalgam of potential buyers in the marketplace.  Although we
have, in prior opinions, identified types of hypothetical buyers, we did so only
to determine which valuation approach, among several reasonable
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.”10

The Dictionary of Real Estate Appraisal, 3  ed. (Chicago: Appraisal Institute, 1993).rd7

Shannon P. Pratt, Robert F. Reilly, and Robert P Schweihs. Valuing a Business: The Analysis8

and Appraisal of Closely Held Companies, 3  ed. (New York: McGraw-Hill, 1996). pp. 25.rd

Estate of Samuel Newhouse, 94 T.C. 1939

Estate of Mueller v. Commissioner, TC Memo. No. 1992-284 at 1415, 63 TCM10

3027-16 (citations omitted).
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Clearly, Mr. Jones’ opinions were discarded as lacking credibility, validity and

reasonableness.  In a footnote on page 7 of the Order, The Court stated:

With regard to Jones’ testimony, the court in its liability opinion expressed its
own concerns about the credibility of Jones’ testimony, including his
downplaying of time restraints, his testimony concerning the existence of a
lower draft valuation, the vagueness of his testimony, and his inability to
recall whether evidence of preliminary calculations was contained in the files.
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The issue of who the most likely purchaser of the property will be is an essential element
of the determination of the “highest price” that would be offered to a prudent seller.  During
periods of industry consolidation, companies are offered greater amounts (higher
premiums) than they might get from “non-synergistic” buyers.  If there is the expectation
by the seller that his or her company will sell to one of the industry players, then it seems
that fair market value warrants the valuation to be performed in this fashion.  This
argument can be carried one step further by stating that when an appraiser reviews market
data, a determination is generally made as to who is buying up these companies. 
Therefore, the issue of who the willing buyer is most likely to be needs to be addressed.

For smaller appraisal subjects, this determination will be more easily made.  Small
businesses are frequently purchased by an individual, or a group of a few individuals, who
will continue to qualify as an S corporation.  For these types of businesses, the continuity
of an S election appears to be a reasonable assumption.  However, even small businesses
may not qualify to be an S corporation if they are purchased.  As the melting pot of the
United States continues to grow, a large influx of nonresident aliens are entering the
marketplace as possible purchasers of these businesses.  It may no longer be a
reasonable assumption that the S election will continue after the acquisition.

Larger corporations are even more problematic than small corporations when the appraiser
must make assumptions about the willing buyer.  Larger entities are more likely to be
purchased by a C corporation, which would immediately negate the S election.  Therefore,
it may not be reasonable to assume that the target company will be able to continue in its
present tax status.

Purpose of The Assignment

In addition to the standard of value, the purpose of the assignment may also cause the
valuation analyst to make certain assumptions.  For example, if the appraisal is being
performed for the determination of fair market value to be used in a matrimonial litigation,
it may be considered unfair to the non-business owner spouse to make the assumption
that the S election will be lost.  However, since matrimonial courts are courts of equity, it
may be equally unfair to the business owner not to assume taxes will be paid since they
are paid at the personal level even if no distributions are made.

With that said, in Judith E. Bernier v. Stephen A. Bernier,  the Massachusetts Supreme11

Court addressed the issue of tax-effecting an S corporation.  I truly commend the court for
taking on this controversial issue.  Following the methodology in Delaware Open MRI

Bernier v. Bernier, 2007 Mass. LEXIS 598 (May 7, 2007).11
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OPINIONS

In our opinion, T&A, Steven Jones and Michael Axelrod (hereafter collectively referred to

as T&A, Mr. Jones or Mr. Axelrod) have breached their duty to render various services in

a manner that is consistent with the standard of care required of professional accountants

and advisors in the rendering of valuation services to ABC and the ABC ESOP.  

In our opinion, the valuation services performed by T&A for ABC and the ABC ESOP

violated accounting and valuation standards.  In our opinion, Rule 201 of the American

Institute of Certified Public Accountants’ (AICPA) Code of Professional Conduct was

violated as T&A did not comply with the following:

A. Professional Competence. Undertake only those professional
services that the member or the member's firm can reasonably expect
to be completed with professional competence.

B. Due Professional Care. Exercise due professional care in the
performance of professional services.

C. Planning and Supervision. Adequately plan and supervise the
performance of professional services.

D. Sufficient Relevant Data. Obtain sufficient relevant data to afford a
reasonable basis for conclusions or recommendations in relation to
any professional services performed.

In addition, T&A failed to comply with the Uniform Standards of Professional Appraisal

Practice (USPAP), an industry standard that all appraisers are guided to follow in

publications of the AICPA, with respect to the following:
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Therefore, the issue of who the willing buyer is most likely to be needs to be addressed.
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taking on this controversial issue.  Following the methodology in Delaware Open MRI
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Radiology Associates, P.A. v. Howard B. Kessler, et al. , (a case that I will discuss12

shortly), the court applied a methodology to determine the tax impact that I really like.
 
When the standard of value is investment value, consideration should be given as to
whether the specific buyer will qualify as an S corporation.  The specific buyer's goals
regarding rates of return, or whether he or she wants current cash flow or capital
appreciation must be considered when deciding on an S election.  More often than not,
valuations performed for transaction purposes use pre-tax earning streams, since it is the
buyer's expected tax status that should be considered in place of the seller's historical tax
structure.

Control vs. Minority

If the business interest being appraised is a minority ownership interest--that is, the
appraisal of the ownership interest not having the prerogatives of control--then a direct
comparison with values of other minority interests is the most appropriate method of
valuation.  In essence, if the minority interest cannot effectuate a change in the company's
tax structure, no such change should be assumed.

An argument could be made that a minority shareholder could, in fact, cause a change to
an S election by selling the shares to a non-qualified shareholder of the S corporation. 
This violation of the rules regarding ownership could kill the election, therefore changing
the status involuntarily.  However, a valuation analyst should also consider the likeliness
of the shareholders’ actions.  It would seem that the shareholder would have to have
special motivations to intentionally kill the S election for the balance of the shareholders. 
These special motivations may be enough to violate the definition of fair market value.

The S election may have been made by the shareholders for reasons that have nothing
to do with value.  For example, an S election may be made so that the issue of reasonable
compensation may be avoided upon audit by the Internal Revenue Service.   Another
reason for an S election may be to avoid double taxation at the time that the company is
sold.  For a shareholder to want to intentionally violate the S election, the company could
be exposed to greater risk of loss, thus reducing its value.  The prudent shareholder would
not want to diminish the value of the investment.  In fact, many shareholder agreements
prohibit the transfer by the shareholder to an unqualified entity.

Although the minority shareholder can cause the S election to be involuntarily terminated,
it does not seem logical to assume that this will occur.  However, the facts and

Delaware Open MRI Radiology Associates, P.A., Petitioner, v. Howard B. Kessler, et al.,12

Respondents. and Howard B. Kessler, et al., Plaintiffs, v. George J. Broder, et al.,
Defendants, in the Court of Chancery of the State of Delaware, in and for Newcastle County,
Consolidated, C.A. No. 275-N.
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STANDARD 9

In developing a business or intangible asset appraisal, an appraiser must be
aware of, understand, and correctly employ those recognized methods and
procedures that are necessary to produce a credible appraisal.

Standards Rule 9-1

In developing a business or intangible asset appraisal, an appraiser must:

(a) be aware of, understand, and correctly employ those recognized
methods and procedures that are necessary to produce a credible
appraisal;

(b) not commit a substantial error of omission or commission that
significantly affects an appraisal;

(c) not render appraisal services in a careless or negligent manner, such
as a series of errors that, considered individually, may not significantly
affect the results of an appraisal, but which, when considered in the
aggregate, would be misleading.

Standards Rule 9-2

In developing a business or intangible asset appraisal, an appraiser must
observe the following specific appraisal guidelines:

(a) adequately identify the business enterprise, assets, or equity under
consideration, define the purpose and the intended use of the
appraisal, consider the elements of the appraisal investigation,
consider any special limiting conditions, and identify the effective date
of the appraisal;

(b) define the value being considered.

(i) if the appraisal concerns a business enterprise or equity
interests, consider any buy-sell agreements, investment letter
stock restrictions, restrictive corporate charter or partnership
agreement clauses, and any similar features or factors that
may have an influence on value.

(ii) if the appraisal concerns assets, the appraiser must consider
whether the assets are:
(1) appraised separately; or
(2) appraised as parts of a going concern.

Radiology Associates, P.A. v. Howard B. Kessler, et al. , (a case that I will discuss12

shortly), the court applied a methodology to determine the tax impact that I really like.
 
When the standard of value is investment value, consideration should be given as to
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special motivations to intentionally kill the S election for the balance of the shareholders. 
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not want to diminish the value of the investment.  In fact, many shareholder agreements
prohibit the transfer by the shareholder to an unqualified entity.

Although the minority shareholder can cause the S election to be involuntarily terminated,
it does not seem logical to assume that this will occur.  However, the facts and

Delaware Open MRI Radiology Associates, P.A., Petitioner, v. Howard B. Kessler, et al.,12

Respondents. and Howard B. Kessler, et al., Plaintiffs, v. George J. Broder, et al.,
Defendants, in the Court of Chancery of the State of Delaware, in and for Newcastle County,
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circumstances of the situation must dictate whether or not to make such an assumption. 

Distributing vs. Non-Distributing

An S corporation may be favorable or unfavorable depending upon whether the corporation
has the ability to distribute its earnings to its shareholders.  If only some, or possibly none
of the earnings can be distributed, the result can be extremely unfavorable to the investor. 
Let me illustrate this point by using a real example.  This appears as exhibit 1.  Our firm did
a critique of another valuation analyst’s work for a litigation.  One of the many issues was
that we tax-affected the earnings and he did not.  This is an excerpt from our critique
(names have been changed to protect the guilty!)

Exhibit 1
To Tax or Not To Tax- Critiquing Another’s Report

Tax Affecting Earnings

The issue of tax affecting the earnings of S corporations or other pass-through entities
such as general partnerships, limited partnerships, or limited liability companies, is a highly
debated issue in business valuation.  The conventional wisdom used to be that you would
tax affect the earnings of a pass through entity because the willing buyer may not be able
to avail itself of the non-taxable status of the seller.  Appraisal theory has stated that it is
essential to match the earnings stream being capitalized, when using the income
approach, with the correct capitalization rate.  Since publicly traded companies report their
earnings on an after-tax basis, sources that compile this data for use by appraisers in
determining discount and capitalization rates consider these rates to be applicable to after-
tax earnings streams (or cash flow).  The most widely used source in the appraisal field is
data publish by Ibbotson Associates.  Ibbotson data is clearly after tax at the entity level.

The argument first started to be raised about after-taxes to the entity in the Tax Court case
Estate of Gross.  I will address this shortly.  It is not uncommon for an appraiser to tax
affect the earnings of S corporations by applying marginal C corporation tax rates to their
earnings.   This is consistent with the approach employed in our reports. 

Contrary to Mr. Smith’s assertion that we reduce available cash flow by a “hypothetical”
corporate income tax, this adjustment does not assume that The Companies will indeed
incur a tax, but rather is a necessary adjustment when applying historical Ibbotson return
data (which is presented on an after-tax basis) to the subject earnings stream.  The
following are additional reasons for tax affecting S corporation earnings:
 
1. The S election has no impact on the operating cash flows of the business.
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(iii) if the appraisal concerns equity interests in a business
enterprise, consider the extent to which the interests do or do
not contain elements of ownership control.

Standards Rule 9-3

In developing a business or intangible asset appraisal relating to an equity
interest with the ability to cause liquidation of the enterprise, an appraiser
must investigate the possibility that the business enterprise may have a
higher value in liquidation than for continued operation as a going concern
absent contrary provisions of law of a competent jurisdiction. If liquidation is
the indicated basis of valuation, any real estate or personal property to be
liquidated must be valued under the appropriate standard.

Standards Rule 9-4

In developing a business or intangible asset appraisal, an appraiser must
observe the following specific appraisal guidelines when applicable:

(a) consider all appropriate valuation methods and procedures.

(b) collect and analyze relevant data regarding:
(i) the nature and history of the business;
(ii) financial and economic conditions affecting the business

enterprise, its industry, and the general economy;
(iii) past results, current operations, and future prospects of the

business enterprise;
(iv) past sales of capital stock or other ownership interests in the

business enterprise being appraised;
(v) sales of similar businesses or capital stock of publicly held

similar businesses;
(vi) prices, terms and conditions affecting past sales of similar

business assets;

Standards Rule 9-5

In developing a business or intangible asset appraisal, an appraiser must;

(a) select and employ one or more approaches that apply to the specific
appraisal assignments.

(b) consider and reconcile the indications of value resulting from the
various approaches to arrive at the value conclusion.



2. The benefits of the S election are shareholder benefits and therefore capitalizing
these benefits would overstate the value of the enterprise since the benefits can be
taken away involuntarily if the S election is broken.

3. S corporations usually pass through a sufficient portion of their earnings to their
shareholders to allow them to pay their taxes which leaves the S corporation in
almost the same position after taxes as if it were a C corporation.

4. The public stock markets tend to price the earnings of publicly traded partnerships
on a basis equivalent to the after tax earnings of publicly traded C corporations in
the same lines of business.

5. Most of the likely buyers of S corporations are C corporations or groups of investors
who may need to organize as C corporations.  There is no apparent advantage for
S corporation buyers to C corporation buyers.

6. Every C corporation (with eligible shareholders) would either make the S election
or would have the option to convert if this was desirable.  If a higher value is
attainable following the S election, corporate sales of companies would reflect this
value.  There is no logic for the existence of two levels of corporate value for eligible
entities when there are no logical or practical barriers prohibiting election to obtain
the higher value.  

7. It has been suggested that buyers will pay no more for an S corporation than an
equivalent C corporation; therefore there are no S corporation premiums.  

To address the tax treatment of pass through entities from an independent perspective, we
consulted textbooks and articles written and published by some of the leading practitioners
in the business valuation field.  In general, well-known business valuation authorities
including Shannon Pratt, Christopher Mercer, and Roger Grabowski all agree that there
is no hard-and-fast rule that applies to treatment of pass-through entities in all cases. 
There is a general consensus among these individuals that the issue of whether or not to
tax affect the earnings of a pass-through entity is one that must be addressed on a case-
by-case basis.  

This debate has also been highlighted in four recent Tax Court Cases:

1. Gross v. Commissioner, T.C. Memo. 1999-254, affd. 272 F.3d 333 (6  Cir. 2001)th

2. Wall v. Commissioner, T.C. Memo. 2001-75, filed March 27, 2001
3. Heck v. Commissioner, T.C. Memo. 2002-34, filed Feb. 5, 2002
4. Adams v. Commissioner, T.C. Memo. 2002-80, filed March 28, 2002

In all four of these cases, the Court ultimately determined that it was appropriate to
capitalize S corporation earnings using an after tax rate.  In each case, the valuation
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STANDARD 10

In reporting the results of a business or intangible asset appraisal an
appraiser must communicate each analysis, opinion, and conclusion in a
manner that is not misleading.

Standards Rule 10-1

Each written or oral business or intangible asset appraisal report must:

(a) clearly and accurately set forth the appraisal in a manner that will not
be misleading.

(b) contain sufficient information to enable the intended user(s) to
understand it.  Any specific limiting conditions concerning information
should be noted.

(c) clearly and accurately disclose any extraordinary assumption that
directly affects the appraisal and indicate its impact on value.

Standards Rule 10-2

Each written business or intangible asset appraisal report must comply with
the following specific reporting guidelines:

(a) identify and describe the business enterprise, assets or equity being
appraised.

(b) state the purpose and intended use of the appraisal.

(c) define the value to be estimated.

(d) set forth the effective date of the appraisal and the date of the report.

(e) describe the extent of the appraisal process employed.

(f) set forth all assumptions and limiting conditions that affect the
analyses, opinions, and conclusions.

(g) set forth the information considered, the appraisal procedures
followed, and the reasoning that supports the analyses, opinions and
conclusions.



conclusion was reached without tax-affecting earnings, which is consistent with Mr. Smith’s
approach.  

However, in response to the Tax Court rulings, Christopher Mercer argues that in Gross,
Heck and Adams, “The Tax Court has rendered opinions based on unsound economic and
financial theory.”  Mercer, with agreement from Dr. Shannon Pratt, concludes that:

• S corporations are worth the same as otherwise identical C corporations at the level
of the enterprise.  Their operating cash flows are identical, and there is no rationale
that suggests that their enterprise values should be anything but identical.

• Interests in S corporations may be worth more or less than otherwise identical
interests in otherwise identical C corporations.  The cash flows to shareholders may
be different between S and C corporations, and these differences, considered in the
context of the riskiness of their receipt, can create differences in value.

In determining the appropriate discount rate for capitalizing pretax earnings, an analogous
situation may be drawn to municipal bonds.  Yields on municipal bonds are significantly
lower than yields on taxable bonds.  This is due to the favorable tax treatment received by
investors holding municipal bonds (i.e. no federal taxes and in some cases no state or
municipal taxes).  In order to convert the yield on a municipal bond to its taxable equivalent
for comparison purposes, analysts divide the tax-free yield  by (1 –  tax rate), where the tax
rate is the investor’s effective personal rate for both state and federal taxes.  The term (1
– tax rate) is simply the factor used to convert pretax dollars to after-tax dollars.  

Upon issuance, both municipal bonds and taxable bonds are issued at par value.  Thus,
the trading price (or par value) of a municipal bond is a function of its tax-free yield, as
investors discount the present value of future cash flows at the tax-free rate.  In essence,
the investment community prices municipal bonds as if taxes have been prepaid on interest
and principal payments received by investors.  Thus, if a business is valued using pretax
earnings as the applied earnings measure rather than after-tax earnings, then an additional
adjustment is also necessary to the discount or capitalization rate.  Accordingly, the future
cash flows of the business should be discounted or capitalized at a pretax rate, which is
calculated by dividing the after-tax discount rate by (1 – tax rate).  Mr. Smith does not make
any such adjustment.

In addressing the issue of taxation in light of recent tax legislation, we conducted our own
analysis of the differences between holding stock in The Companies under a tax-affecting
scenario (C corporation assumption) versus the current pass-through taxation of the
entities.  The argument against tax-affecting the earnings of an S corporation or other
pass-through entity is predicated upon the belief that the shareholder of an otherwise
identical C corporation is burdened by “double-layer” taxation at both the entity and the
shareholder levels.  Mr. Smith claims that since The ABC Organization will end up owning
The Companies, the S Corporation assumption should be continued into the future.  The
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(h) set forth any additional information that may be appropriate to show
compliance with, or clearly identify and explain permitted departures
from, the requirements of Standard 9.

(I) set forth the rationale for the valuation methods and procedures
considered and employed.

Each of these provisions will be addressed in detail within our report.

But for the negligence of T&A, Mr. Jones and Mr. Axelrod, the plaintiffs have suffered

significant economic damages.  Judge Ronstadt found that the ABC ESOP overpaid

$8,139,116 for the stock, based on a valuation at $26.31 million.  In addition, prejudgment

interest was also added to this amount.

BASIS FOR OUR OPINIONS

In order for Trugman Valuation Associates, Inc. to form our opinions in this matter,

numerous documents were reviewed.  In addition, Gary R. Trugman CPA/ABV, MCBA,

ASA, MVS, principal in charge of this engagement, attended the deposition of Steven

Jones on January 24, 25, 27 and 28, 2005.  The documents reviewed in this matter include

the following:

1. Second Amended Complaint and Petition for Declaration of Rights in the matter of
Robert B. Jackson and Milton D. Thompson, Jr. v. Goldberg and Simpson, P.S.C.
and Steven A. Crain and John J. Fox and Sherry P. Crain and Prison Systems, Ltd.
and  Tennet Axelrod & Bressler, P.S.C. and Michael Axelrod and Stephen Jones
in Washington Circuit Court, Division 1, Jacksonville, Arkansas, Case Number 12-
123456.

2. Valuation report of ABC Jail Company, Inc. as of November 30, 1993 as prepared
by Tennet & Axelrod, P.S.C. (TA 159 - TA 218).



argument, here, is that although The ABC Organization may be an S Corporation, there
is no guarantee that it will ultimately be sold to a buyer that can qualify as an S
Corporation, and therefore it is a flawed assumption to think that a buyer will pay for a
benefit that it will not realize.  

Another argument, going forward, pursuant to the Jobs and Growth Tax Relief
Reconciliation Act of 2003, effective January 1, 2003, dividend income to C corporation
shareholders is taxed at the same rate as capital gains (for a maximum rate of 15 percent),
while shareholders in pass-through entities continue to be taxed at personal tax rates on
S corporation earnings. , thus minimizing differences in tax liabilities at the shareholder13

level regardless of the level of earnings distributed to shareholders.  Although this
reduction was not in effect as of the valuation date in this case, given the ongoing litigation
associated with this assignment and the anticipated transfer of ownership interests in The
Companies, we believe this factor is particularly relevant.

For each company, we incorporated the recent decline in dividend tax rates, and examined
the cash flows available to a shareholder or member under the two scenarios.  For taxable
income, we used the adjusted income from our reports before taxes, while the assumed
payout ratio of distributions is based on actual distribution levels for each entity.

The importance of this calculation is that distributions make a big difference in determining
the difference in value of these two types of entities.  In this case, the level of
indebtedness, and the need for reinvestment into new assets, does not enable the
shareholders to receive significant distributions.  It is important to note that in the Estate
of Gross, distributions to shareholders were at about 100 percent.

Anthony J. DeChellis, CPA, CFP® and Sheila Owen, CPA, “A Closer Look at Qualified13

Dividends under the 2003 Act,” PPC National Tax Advisory®,  September 9, 2003.
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3. Letter of March 15, 1994 from Tennet & Axelrod, P.S.C. to Board of Directors and
Trustees of ABC Jail Company, Inc., updating the valuation of ABC Jail Company,
Inc. to March 15, 1994 (TA 155).

4. Memorandum from Steve Jones dated December 1, 1993 regarding ABC Jail
Company, Inc.’s establishment of an employee stock ownership plan (TA 676 - TA
694).

5. A representation letter dated March 7, 1994 to Tennet & Axelrod, P.S.C. referencing
the valuation of ABC Jail Company, Inc., Inc. (no specific valuation report indicated)
signed by J. Clifford Morris, Milton Thompson and Robert B. Jackson on March 10,
1994.

6. Valuation Report Checklist from the workpapers of Tennet & Axelrod, P.S.C.
relating to the valuation as of November 30, 1993 dated March 7, 1994 (TA 485 -
TA 489).

7. Report of the Special Master in the matter of Thomas Sacks, et al. v. Robert
Jackson, et al. in the United States District Court, Western District of Arkansas at
Jacksonville Division, Civil Action: 6:97:CV-123-C.

8. Amended Special Master report in the matter of Thomas Sacks, et al. v. Robert
Jackson, et al. in the United States District Court, Western District of Arkansas at
Jacksonville Division, Civil Action: 6:97:CV-123-C.

9. Memorandum Opinion and Order in the matter Thomas Sacks, et al. v. Robert
Jackson, et al. in the United States District Court, Western District of Arkansas at
Jacksonville Division, Civil Action: 97-123, signed by the Honorable Jennifer B.
Ronstadt on July 29, 2002.

10. Order in the matter of Thomas Sacks, et al. v. Robert Jackson, et al. in the United
States District Court, Western District of Arkansas at Jacksonville Division, Civil
Action:  97-123, signed by the Honorable Jennifer B. Ronstadt on December 1,
2004.

11. Correspondence dated April 26, 1996 from Stephen D. Jones to Steve Crain (GS
106-0900).

12. Deposition transcript of Stephen D. Jones in the matter of Thomas Sacks, et al. v.
Robert Jackson, et al. in the United States District Court, Weston District of
Arkansas at Jacksonville Division, Civil Action: 3:WS-667-C dated February 25,
2000.
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Company One, Inc.

Comparison of Tax Scenarios

C Corporation S Corporation

Debt Free Pre-Tax Income 84,166 84,166 

Corporate Income Tax 26% (21,866) 0

Net Income Available to Shareholders 62,300 84,166 

Less: Addition to Retained Earnings (62,300) (62,300)

Distributions 0% 0 26% 21,866 

Less: Personal Taxes 15% 0 40% (33,666)

Net Cash Flow to Shareholders 0 (11,800)

Net Disadvantage to Company One Shareholders (11,800)

Company Two, LLC

Comparison of Tax Scenarios

C Corporation S Corporation

Debt Free Pre-Tax Income 73,046 73,046 

Corporate Income Tax 25% (18,192) 0

Net Income Available to Members 54,854 73,046 

Less: Addition to Retained Earnings 0 0 

Distributions 100% 54,854 100% 73,046 

Less: Personal Taxes 15% (8,228) 40% (29,218)

Net Cash Flow to Members 46,626 43,828 

Net Disadvantage to Company Two’s Members (2,798)
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13. Deposition transcript of Stephen D. Jones in the matter of Thomas Sacks, et al. v.
Robert Jackson, et al. in the United States District Court, Western District of
Arkansas at Jacksonville Division, Civil Action: 3:WS-667-C dated March 23, 2000.

14. Trial transcript, Day II, in the matter of Thomas Sacks and Ferman Houston v.
Robert E. Jackson and Milton Thompson, in the United States District Court,
Western District of Arkansas at Jacksonville Division, Case Number 3:97-CV-1234
from April 17, 2001, testimony of Stephen Jones.

15. Trial transcript, Day VIII, in the matter of Thomas Sacks and Ferman Houston v.
Robert E. Jackson and Milton Thompson, in the United States District Court,
Western District of Arkansas at Jacksonville Division, Case Number 3:97-CV-1234
from July 18, 2001, testimony of Stephen Jones.

16. Trial transcript, Day IX, in the matter of Thomas Sacks and Ferman Houston v.
Robert E. Jackson and Milton Thompson, in the United States District Court,
Western District of Arkansas at Jacksonville Division, Case Number 3:97-CV-1234
from October 9, 2001, testimony of Stephen Jones.

17. Copies of the proposed regulations of the Department of Labor, Pension Welfare
Benefits Administration, 29CFR Part 2510 faxed from Steve Crain to Stephen Jones
(TA 490 - TA 501).

18. An engagement letter between Tennet & Axelrod, P.S.C. and ABC Jail Company,
Inc. regarding the possibility of forming an employee stock ownership plan, dated
November 30, 1993 and signed on December 13, 1993.

19. A presentation for ABC Jail Company, Inc. about the employee stock ownership
plan, dated December 6, 1993 as faxed from Steve Crain to Stephen Jones (TA 695
- TA 707).

20. Various research materials regarding valuation of stock for an ESOP (some of
which appears to be from Tax Management, Inc.) (TA 708 - TA 715).

21. Hand written notes from Tennet & Axelrod, P.S.C.’s workpapers regarding a
meeting on November 30, 1993 (TA 750 - TA 752).

22. Deposition transcript of the testimony of Stephen Jones in the matter Robert v.
Jackson, et al. v. Green and Smith, P.S.C., et al., Washington Circuit Court, Division
One, Case Number 12-123456 dated January 24, 2005.

23. Deposition transcript of the testimony of Stephen Jones in the matter Robert v.
Jackson, et al. v. Green and Smith, P.S.C., et al., Washington Circuit Court, Division
One, Case Number 12-123456 dated January 25, 2005.



Company Three, LLC

Comparison of Tax Scenarios

C Corporation S Corporation

Debt Free Pre-Tax Income 244,353 244,353 

Corporate Income Tax 38% (91,963) 0

Net Income Available to Members 152,390 244,353 

Less: Addition to Retained Earnings 0 0 

Distributions 100% 152,390 100% 244,353 

Less: Personal Taxes 15% (22,859) 40% (97,741)

Net Cash Flow to Members 129,532 146,612 

Net Advantage to Company Three’s Members 17,080

Company Four, LLC

Comparison of Tax Scenarios

C Corporation S Corporation

Debt Free Pre-Tax Income 68,813 68,813 

Corporate Income Tax 24% (16,848) 0

Net Income Available to Members 51,965 68,813 

Less: Addition to Retained Earnings 0 0 

Distributions 100% 51,965 100% 68,813 

Less: Personal Taxes 15% (7,795) 40% (27,525)

Net Cash Flow to Members 44,170 41,288 

Net Disadvantage to Company Four’s Members (2,882)

As shown, in three out of the four scenarios, the shareholders actually would receive less
cash assuming that the company was not taxed at the entity level.  By tax affecting the
earnings of The Companies, cash flow to owners is not reduced on an aggregate basis. 
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24. Deposition transcript of the testimony of Stephen Jones in the matter Robert v.
Jackson, et al. v. Green and Smith, P.S.C., et al., Washington Circuit Court, Division
One, Case Number 12-123456 dated January 27, 2005.

25. Deposition transcript of the testimony of Stephen Jones in the matter Robert v.
Jackson, et al. v. Green and Smith, P.S.C., et al., Washington Circuit Court, Division
One, Case Number 12-123456 dated January 28, 2005.

26. Financial results of Prison Systems, Ltd. for the third quarter 1993 (TA 4 - TA 18).

27. Illegible workpaper indicating market price of Prison Systems, Ltd. from March 2,
1994 (TA 19).

28. Prospectus of Esmor Correctional Services, Inc. (TA 54 - TA 112).

29. Research materials faxed from Smith Barney to Stephen Jones on March 7, 1994
regarding the Esmor initial public offering.

30. Two page summary of financial highlights of Prison Systems, Ltd. for the period
ended December 31, 1993 and 1992 (TA 116 - TA 117).

31. Information about ABC Jail Company, Inc. entitled ABC - A Public/Private
Partnership (TA 118 - TA 153).

32. Correspondence from Stephen D. Jones to Gary Harper at ABC Jail Company, Inc.
dated July 12, 1994 (TA 154).

33. Fax transmittal form with confirmation dated April 22, 1997 (TA 156 - TA 157).

34. Business valuation processing instructions (TA 158).

35. Cover letter dated December 17, 1993 from Milton Thompson to Stephen Jones
transmitting requested information from the company (TA 220).

36. Balance Sheet of ABC Jail Company, Inc. as of October 31, 1993 with building and
land at appraised values (TA 221 - TA 222).

37. Balance Sheet of ABC Jail Company, Inc. as of October 31, 1993 (TA 223 - TA
224).

38. Income Statement of ABC Jail Company, Inc. as of October 31, 1993 (TA 225 - TA
231).

39. Audited financial statements of ABC Jail Company, Inc. for December 31, 1992 and
1991 as audited by We Do Numbers, CPAs (TA 232 - TA 243).



In fact, cash flow to owners is higher after tax affecting earnings.  Mr. Smith fails to
consider this in his analysis by ignoring the impact of personal taxes on the shareholders
and by ignoring the recent reduction in tax rates on C corporation dividends, which has
seriously weakened the argument that double-layer taxation is a detriment to C corporation
shareholders.

In the above example, the analyst on the other side of the case thought that by not tax-
affecting the earnings, he could support a higher value for his clients.  By the way, the
difference in our valuations due to the taxes was $14 million.

It is readily accepted that an investor in common stock of any corporation makes an
economic investment for three reasons.  They are:

1) Immediate cash flow (dividends),
2) Future cash flow (capital appreciation), and
3) A combination of 1 and 2 above.

The total expected return to the shareholder consists of a part that is currently taxable, and
a part that is tax deferred until the time of sale.  Under the current tax law, the deferred
portion may be subject to favorable capital gains tax rates.  Although the discount rate
used in the application of a discounting model ignores personal tax rates, the investor does
not.

If the shareholders have control of the company, they will generally do everything possible
to insure that distributions are made in sufficient amounts to cover personal taxes.  They
do not want to reach into their own pockets to pay taxes on profits that they did not receive. 
However, shareholders of a C corporation will usually take the opposite position, as they
generally want to avoid paying tax on dividend distributions.  However, the new tax law
favors the tax treatment of dividends out of a C Corporation over the distributions from an
S Corporation.  

Since shareholders of an S corporation will frequently attempt to pass through dividends
to themselves in an amount at least equal to the estimated tax obligation, the actual
dividend distributions may appear to be attractive.  This could give the appearance of a
company that is a “great” dividend  payer.  It makes the investment appear as if it has
excellent liquidity.  The opposite is true with the shareholders of a C corporation.  They will
generally do everything possible to avoid dividends.  This would give the appearance of an
investment with far less liquidity.  This contrasting position of the shareholders makes
dividend paying capacity a more attractive manner in which to assess value.
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40. Audited financial statements of ABC Jail Company, Inc. for December 31, 1991 and
1990 as audited by We Do Numbers, CPAs (TA 244 - TA 253).

41. Audited financial statements of ABC Jail Company, Inc. for December 31, 1990 as
audited by We Do Numbers, CPAs (TA 254 - TA 23).

42. Audited financial statements of ABC Jail Company, Inc. for February 28, 1990 and
1989 as audited by We Do Numbers, CPAs (TA 264 - TA 277).

43. Audited financial statements of ABC Jail Company, Inc. for February 28, 1989 and
1988 as audited by We Do Numbers, CPAs (TA 278 - TA 290).

44. Form 1120S, U.S. Income Tax Return for an S Corporation for ABC Jail Company,
Inc. for 1993 (TA 292 - TA 329).

45. Form 1120S, U.S. Income Tax Return for an S Corporation for ABC Jail Company,
Inc. for 1992 (TA 330 - TA 372).

46. Form 1120S, U.S. Income Tax Return for an S Corporation for ABC Jail Company,
Inc. for 1991 (TA 373 - TA 376) (all attached schedules are not included).

47. Form 1120S, U.S. Income Tax Return for an S Corporation for ABC Jail Company,
Inc. for 1990 (TA 377 - TA 380) (all attached schedules are not included).

48. Form 1120S, U.S. Income Tax Return for an S Corporation for ABC Jail Company,
Inc. for 1989 (TA 381 - TA 386) (all attached schedules are not included).

49. Miscellaneous Schedules K-1, Form 1120S for 1992 (TA 387 - TA 392).

50. Hand written notes from the Tennet & Axelrod, P.S.C. workpapers (TA 394 - TA
395).

51. Stock Purchase Agreement by and between ABC Jail Company, Inc. Employee
Stock Ownership Plan and Trust and ABC Jail Company, Inc. as of December 1993
(no date) (TA 396 - TA 422).

52. Hand written notes from the Tennet & Axelrod, P.S.C. file relating to consulting and
non compete agreement of Cliff Morris (TA 424).

53. Consulting and Non-Competition Agreement by and between ABC Jail Company,
Inc. and J. Clifford Morris dated January 1, 1994 (TA 425 - TA 429).

54. Employment Agreement by and between ABC Jail Company, Inc. and Milton
Thompson as of January 1, 1994 (TA 431 - TA 436).



David C. Dufendach raises an interesting point about these returns.   He states:14

Research has shown that the slope of the actual security market line is less
than predicted by the CAPM.   Riskier stocks have lower required returns15

than predicted, whereas less risky stocks suffer from higher required returns. 
One possible explanation is that riskier stocks provide relatively more of their
return in the form of non-taxable price appreciation.  One study suggests that
this is the case.   If true, then investors who wish to avoid current tax liability16

on dividend income would prefer higher risk/lower dividend stocks, driving
down their required return below that predicted by the CAPM.  Another study
supported this view, implying that dividends are undesirable (presumably
because of their immediate taxability), and that stocks with higher dividends
are penalized in the form of higher required returns.17

The various studies cited by Dufendach lead to the conclusion that given all other risk
factors being equal, a stock that pays a dividend, causing an immediate tax consequence,
is worth less than a stock that provides capital appreciation, which is tax deferred and then
possibly taxed at more favorable rates.  The factor that causes the difference in value is
apparently personal taxes.  Since we accept the premise that a prudent investor considers
personal income taxes in investment decisions (otherwise, if all else were equal, why would
anyone buy tax free bonds?), we should not ignore the personal tax effect of the
investment.  The difficulty is determining which tax rates to use. 

Corporate or Personal Income Tax Rates

One of the difficulties that faces the appraiser is the determination of which set of income
taxes is appropriate to use in valuing the S corporation.  This will most likely depend on the
standard of value.  However, this can be more trouble than its worth.

If the standard of value is fair market value, the appropriate income tax rates should be
those rates that will be applicable in the hands of the willing buyer.  The problem is that we

Dufendach, David C., “Valuation of Closely Held Corporations: ‘C’ v. ‘S’ Differentials”,14

Business Valuation Review, December 1996, page 176-179, American Society of Appraisers,
Herndon, Va.

Brigham, Eugene F. and Louis C. Gapenski, Financial Management: Theory and Practice,15

Sixth Edition, pp. 156-157.

Copeland, Thomas E. and J. Fred Weston, Financial Theory and Corporate Policy, Second16

Edition, p. 513.  Refers to a study by I. Friend and M. Puckett, “Dividends and Stock Prices,”
American Economic Review, September 1964, pp. 656-682.

Ibid, pp. 515-6. Refers to a study by R. Litzenberger and K. Ramaswamy, “The Effect of17

Personal Taxes and Dividends on Capital Asset Prices: Theory and Empirical Evidence,”
Journal of Financial Economics, June 1979, pp. 163-196.
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55. Employment Agreement by and between ABC Jail Company, Inc. and J. Clifford
Morris as of January 1, 1994 (TA 437 - TA 442).

56. Employment Agreement by and between ABC Jail Company, Inc. and Robert
Jackson as of January 1, 1994 (TA 443 - TA 448).

57. Various hand written workpapers from Tennet & Axelrod, P.S.C.’s files (TA 449 - TA
454).

58. Correspondence dated March 11, 1994 between the Bank of Jacksonville and The
ABC Jail Company, Inc. and the ABC ESOP (TA 468 - TA 478).

59. Transmittal letter with correspondence dated March 8, 1994 from Stephen Jones
to James C. Ferran at the Bank of Jacksonville, providing an opinion of the value
of the ABC Jail Company, Inc. stock to be acquired by the ESOP.

60. Fax transmittal sheet and account workpapers under cover dated March 14, 1994
to Stephen Jones from Charles T. Mitchell Company (TA 481 - TA 484).

61. An engagement letter between Tennet & Axelrod, P.S.C. and the ABC Jail
Company, Inc. dated December 6, 1993 regarding the valuation of the common
equity in ABC as of November 30, 1993 (TA 503 - TA 504).

62. ABC Jail Company, Inc. ESOP summary (TA 508 - TA 510).

63. Research material from CCH - Standard Federal Tax Reporter regarding interest
on certain loans used to acquire employees’ securities (TA 522 - TA 535).

64. Miscellaneous workpapers from Tennet & Axelrod, P.S.C.’s files (TA 536 - TA 538).

65. Cover letter dated March 7, 1994 from Paul E. Donough to James C. Ferran at the
Bank of Jacksonville regarding real estate appraisals (TA 539).

66. Correspondence dated March 4, 1994 from Charles A. Brown, Jr. to James C.
Ferran, Jr. at the Bank of Jacksonville regarding real estate appraisals (TA 540 - TA
552).

67. Miscellaneous workpapers from Tennet & Axelrod, P.S.C.’s files (TA 553 - TA 554).

68. A summary of ABC facility operations (TA 555 - TA 556).

69. Correspondence dated January 7, 1994 from Steven A. Crain to Stephen Jones
regarding a preliminary offer to purchase the business of ABC Jail Company, Inc.
(TA 557).
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do not know who that specific buyer will be.  Will it be an individual, another S corporation
or a C corporation?  Once again, there is no distinct answer.  Depending upon the facts
and circumstances, the appraiser may be able to make an assumption about the most
probable willing buyer (or category of buyer).

If the standard of value is investment value, the appraiser should consider the tax rates of
the specific buyer.  In this instance, the appraiser is estimating value to a particular buyer. 
This makes this task a little bit easier.

Once the standard of value has been identified, the appraiser is still faced with the choice
of which rates to use.  If corporate tax rates are used, the valuation analyst, with or without
the help of the local CPA, can calculate the taxes based on the sliding rates applicable at
the time.  However, if personal rates are to be used, this calculation can become even
more complicated due to factors such as personal exemptions, itemized deductions,
phaseout rules and other income or losses from unrelated activities that could affect the
income tax rates that may be applicable.  This could be a nightmare.

The practical application of income tax rates is up to the valuation analyst.  If the rates can
be calculated in a relatively straight forward manner, the analyst should do so.  If personal
tax rates are involved, most analysts believe that there is little to be gained by factoring in
personal exemptions and itemized deductions.  If the valuation analyst represents a
specific individual, these items may be taken into consideration if they are material. 
Common sense and reasonableness should prevail.

Holding Period of the Investment

Many valuation analysts feel that both S and C corporations should be valued on an after-
tax basis.  Many subscribe to the premise that the “after-tax” is to the corporation and not
the individual. Since capitalization rates are determined from market evidence, usually on
a pre-tax basis to the individual, more comparability can be achieved in the selection of
these rates.  Adjusting the income returns for personal taxes would make the discount rate
selection more difficult, particularly since rates of return reported in the empirical literature
are based on pre-tax returns to the investor.

Some analysts adjust the benefit stream of an S corporation for the amount of distribution
needed to make the shareholders whole after paying the personal taxes.  It is fairly
common to see distributions being made in at least the amount necessary to pay the
personal taxes so that the shareholders do not pay taxes from monies that they have not
received.  The problem with this approach is that the tax law provides that the shareholders
of an S corporation can increase their income tax basis in the S corporation for monies that
are taxed and not distributed.  Therefore, comparability cannot truly be achieved between
the S corporation shareholders and the C corporation shareholders.

Another consideration related to this is that S corporation shareholders are permitted to
take subsequent distributions from the S corporation without current tax implications. 
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70. Proposal to recapitalize ABC Jail Company, Inc. (TA 558).

71. Workpapers regarding ABC revenue/cost from the periods 1991 through 1996, both
actual and projected (TA 559 - TA 572).

72. Correspondence dated December 10, 1993 from Stephen Jones to Milton Roberts
relating to additional items needed to complete the valuation (TA 573 - TA 574).

73. Schedule of officers’ compensation from 1989 through 1992 (TA 575).

74. Article entitled “Are ‘Doing Well’ and ‘Doing Good’ Contradictory Goals of
Privatization?” (TA 576 - TA 586).

75. Depreciation report for ABC Jail Company, Inc. (TA 587 - TA 595).

76. A partial contract relating to facilities in Arkansas (TA 596 - TA 634).

77. A memorandum of understanding with the Department of Correction from the State
of Florida dated November 9, 1993 (TA 635 - TA 637).

78. A copy of Florida Legislation (TA 638 - TA 640).

79. Correspondence from Robert Studebaker of Mahoney & Company, P.C. to Stephen
Jones regarding the ESOP valuation of privately operated prisons (TA 641 - TA
645).

80. Hand written notes from the workpapers of Tennet & Axelrod, P.S.C. (TA 646 - TA
651).

81. A blank valuation information request form (TA 652 - TA 657).

82. Life insurance cost summary for ESOP plan (TA 658 - TA 660).

83. Newspaper articles regarding prisons (TA 661 - TA 672).

84. Agenda for November 30, 1993 ESOP meeting (TA 675).

85. Workpaper contents from Tennet & Axelrod, P.S.C. files dated June 30, 1994 (TA
753 - TA 862).

86. Valuation workpapers from Tennet & Axelrod, P.S.C. files dated December 31,
1994 (TA 863 - TA 1016).

87. Valuation report of ABC as of December 31, 1994 (TA 865 - TA 920).



Shareholders’ undistributed taxable income from previous years is available for distribution
since the shareholders have already paid tax on the profits in the year that it was earned. 
This also causes a significant difference in the timing of the cash flows between the
shareholders of these different types of entities.

An argument can be made that the difference between a perpetual S corporation and a C
corporation is the present value of the annual corporate tax savings.  The analyst must
face the question in each appraisal assignment regarding an S corporation of what the
holding period of the investment will be while the corporation keeps its S election.  Some
authors believe that a corporation will lose its S election at some point.   This means that18

the interest in the corporation being valued will be an S corporation for certain years and
then a C corporation for its remaining life. 

When a valuation analyst is requested to determine the fair market value of an enterprise,
one of the factors to be determined by the analyst is who, or what group of investors, would
be the most likely  “willing buyer.”  Another factor to be considered in the “willing buyer”
scenario is will the willing buyer qualify to be an S corporation.  Once it is determined that
the willing buyer can be an S corporation, the next question to be answered is for how
long?  As with many other decisions confronting the valuation analyst, there is no clear cut
answer.

Timing of the Valuation

Conventional wisdom dictates that when a business valuation is performed for an interest
in a corporation, the value determined is based on the value of the interest without regard
to the investor.  This means that when we value shares of stock in a corporation, it does
not matter who the shareholder is, nor do we consider the tax implications of a sale of the
interest by that shareholder.  Personal taxes generally have no impact in the valuation of
corporate stock (assuming that the shareholder is an individual).  Obviously, not all
shareholders are individuals, and not all shareholders are tax paying entities.  Pension
plans, for example, do not pay taxes.  Therefore, should the value of a share of IBM be
different if an individual owns it or if a pension plan owns it?

At this point, we have come almost full circle in our discussion about willing buyers.  The
investing public calculates rates of return on an after-tax basis.  Since different classes of
investors have different tax structures, the required rates of return will vary among the
classes.  In determining an appropriate discount rate for the net cash flow of an S
corporation versus a C corporation, it is reasonable to assume that there is an increased
risk relative to the net cash flow of the S corporation that the enterprise may at some point

Duffy, Robert E. and George L. Johnson, “Valuation of ‘S’ Corporations Revisited: The18

Impact of the Life of an ‘S’ Election Under Varying Growth and Discount Rates”, Business
Valuation Review, December 1993, pp. 155-167, American Society of Appraisers, Herndon,
Va.
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88. Valuation report checklist dated June 21, 1995 (TA 1017 - TA 1021).

89. Miscellaneous workpapers relating to 1995 and 1996 valuations (TA 1022 - TA
1269).

90. Workpapers of Tennet & Axelrod, P.S.C. relating to the ABC forecast engagement
from 1994 to 2003 (TA 1270 - TA 1349).

91. Miscellaneous workpapers from Tennet & Axelrod, P.S.C.’s files (TA 1410 - TA
1472).

92. Printout of the schedules from the ValuSource computer system relating to the
November 30, 1993 valuation (TA 1464 - TA 1561).

93. Valuation report as of November 30, 1993 by Tennet & Axelrod, P.S.C. (TA 1563 -
TA 1623).

94. Financial statement processing instructions for the year ended December 31, 1995
with financial statements for the ABC Jail Company, Inc.’s ESOP (TA 1626 - TA
1634).

95. A checklist for financial reporting regarding defined contribution retirement plans (TA
1635 - TA 1641).

96. Other Tennet & Axelrod, P.S.C. workpapers relating to services performed for the
ABC ESOP (TA 1642 - TA 8799).

In order to address the various issues in the T&A reports, as well as the conduct of this

assignment that are problematic, we will cite the page reference, where possible, based

on the bates stamp on each page.  

First and foremost, the lack of qualifications of the appraiser must be noted.  In our opinion,

T&A and Messrs. Jones and Axelrod lacked the requisite skills, knowledge and credentials

that demonstrate professional competence required to perform the valuation portion of their

engagement.  According to the T&A report (TA 173):

Shareholders’ undistributed taxable income from previous years is available for distribution
since the shareholders have already paid tax on the profits in the year that it was earned. 
This also causes a significant difference in the timing of the cash flows between the
shareholders of these different types of entities.

An argument can be made that the difference between a perpetual S corporation and a C
corporation is the present value of the annual corporate tax savings.  The analyst must
face the question in each appraisal assignment regarding an S corporation of what the
holding period of the investment will be while the corporation keeps its S election.  Some
authors believe that a corporation will lose its S election at some point.   This means that18

the interest in the corporation being valued will be an S corporation for certain years and
then a C corporation for its remaining life. 

When a valuation analyst is requested to determine the fair market value of an enterprise,
one of the factors to be determined by the analyst is who, or what group of investors, would
be the most likely  “willing buyer.”  Another factor to be considered in the “willing buyer”
scenario is will the willing buyer qualify to be an S corporation.  Once it is determined that
the willing buyer can be an S corporation, the next question to be answered is for how
long?  As with many other decisions confronting the valuation analyst, there is no clear cut
answer.

Timing of the Valuation

Conventional wisdom dictates that when a business valuation is performed for an interest
in a corporation, the value determined is based on the value of the interest without regard
to the investor.  This means that when we value shares of stock in a corporation, it does
not matter who the shareholder is, nor do we consider the tax implications of a sale of the
interest by that shareholder.  Personal taxes generally have no impact in the valuation of
corporate stock (assuming that the shareholder is an individual).  Obviously, not all
shareholders are individuals, and not all shareholders are tax paying entities.  Pension
plans, for example, do not pay taxes.  Therefore, should the value of a share of IBM be
different if an individual owns it or if a pension plan owns it?

At this point, we have come almost full circle in our discussion about willing buyers.  The
investing public calculates rates of return on an after-tax basis.  Since different classes of
investors have different tax structures, the required rates of return will vary among the
classes.  In determining an appropriate discount rate for the net cash flow of an S
corporation versus a C corporation, it is reasonable to assume that there is an increased
risk relative to the net cash flow of the S corporation that the enterprise may at some point

Duffy, Robert E. and George L. Johnson, “Valuation of ‘S’ Corporations Revisited: The18

Impact of the Life of an ‘S’ Election Under Varying Growth and Discount Rates”, Business
Valuation Review, December 1993, pp. 155-167, American Society of Appraisers, Herndon,
Va.
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in time pay taxes and have a lower cash flow.  This could be justification for a different
discount rate for the two entities.  The question to be raised is, by how much?  

Without empirical data in the marketplace, it becomes difficult, if not impossible, to quantify
the exact level of adjustment.  Mathematical quantification cannot be used as readily as
it is for the conversion of pre-tax and after-tax discount rates.  Valuation analysts continue
to struggle with the notion of whether the corporate cash flows from an S corporation are
after tax.  Authors have argued that there should be a tax equivalency made to reflect the
personal taxes that will have to be paid by S corporation shareholders.   The reality of the19

situation is that personal taxes will be paid whether or not distributions are made to the
shareholder.  It seems reasonable to consider these taxes in a similar fashion as corporate
taxes.  Either way, the government is going to get paid.  There is not going to be a benefit
to the shareholder other than as an adjustment to his or her basis in the corporate stock.

Arguments have been raised for years regarding the built in gains tax.  For a long time, the
position of the Tax Court has been that no discount would be permitted for a built in gains
tax, even though investors in the real world consider them in making investment decisions.
In the Estate of Artemus D. Davis v. Commissioner,  part of the discount for lack of20

marketability was attributed to the built in gains tax.  This could influence future valuations
of S corporations, particularly those that have exposure to the built in gains tax in the post-
conversion period.  This raises the issue of the S election having a possible discount
associated with it because of the taxes that potentially could be paid at the corporate level.

Valuation in the hands of the owner of the investment in an S corporation may result in a
more realistic valuation.  However, that is clearly not fair market value.  Personal tax rates
may vary depending upon too many factors that have nothing to do with the investment. 
A valuation analyst cannot be expected to consider items such as personal exemptions
and itemized deductions.  Certainly, the smaller S corporations can be affected by these
items.  Larger S corporations may not be influenced by these items because the
shareholders are more likely to be in higher tax brackets where these items do not matter. 
Does these mean that valuation analysts should have two standards, one for small
companies and one for large companies?

Back To The Future

Now that we have gone through numerous illustrations that tell us to look at the facts and
circumstances of each situation on its own, let’s step back to where the Tax Court has
taken us and where the future needs to be.  In Adams, The Court stated "The net cashflow
and the capitalization rate used to compute the fair market value of the WSA stock should

See Cassiere, George G., “The Value of S-Corp Election – The C-Corp Equivalency Model”,19

Business Valuation Review, June 1994, pp 84 -91, American Society of Appraisers, Herndon,
VA.

Estate of Artemus D. Davis v. Commissioner, 110 T.C. 3520
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QUALIFICATIONS OF APPRAISER

Since founding in 1980, Tennet & Axelrod, PSC has performed numerous
valuations of closely held entities. A significant number of valuations are
performed in our Jacksonville and Lexington, Arkansas, offices for clients
throughout the region. Valuation opinions have been rendered for a variety
of purposes including mergers and acquisitions, employee stock ownership
plans, marital dissolutions and estate and gift tax purposes.

Our clients include other business professionals, individuals, and closely held
entities representing many different types of industries. Industries
represented include professional practices, financial institutions,
manufacturing and distribution concerns, retail industries, and various other
service industries.

Several Tennet & Axelrod personnel have completed various courses
concerning the valuations of closely held businesses and professional
practices. In addition to this technical training, we have substantial
experience with respect to the buying and selling of businesses through
years of working with our clients. This combination provides us with the
combination of technical training and practical experience of dealing with
"willing buyers and sellers" and the ability to value businesses.

Tennet & Axelrod, PSC personnel have qualified and testified as expert
witnesses in numerous courts. Additionally, they have assisted many large
legal and accounting firms throughout the country with their valuation
experience. Our reports are prepared in accordance with standards as
promulgated by the American Institute of Certified Public Accountants.
Biographical and qualifications information on our individual professionals is
available upon request.

At the time of the acceptance of this engagement, it is our belief that none of the

personnel, and particularly the partner in charge of the engagement, Steven Jones, had

any credentials in business valuation.  When questioned about his qualifications at his

deposition, Mr. Jones responded as follows (January 24, 2005, beginning at page 22, line

18):

Q. Okay.  Now, on the time – at the time you took on this assignment to
value ABC Jail Company, were you a certified business appraiser
designated by the Institute of Business Appraisers?

in time pay taxes and have a lower cash flow.  This could be justification for a different
discount rate for the two entities.  The question to be raised is, by how much?  

Without empirical data in the marketplace, it becomes difficult, if not impossible, to quantify
the exact level of adjustment.  Mathematical quantification cannot be used as readily as
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to struggle with the notion of whether the corporate cash flows from an S corporation are
after tax.  Authors have argued that there should be a tax equivalency made to reflect the
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taxes.  Either way, the government is going to get paid.  There is not going to be a benefit
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Arguments have been raised for years regarding the built in gains tax.  For a long time, the
position of the Tax Court has been that no discount would be permitted for a built in gains
tax, even though investors in the real world consider them in making investment decisions.
In the Estate of Artemus D. Davis v. Commissioner,  part of the discount for lack of20

marketability was attributed to the built in gains tax.  This could influence future valuations
of S corporations, particularly those that have exposure to the built in gains tax in the post-
conversion period.  This raises the issue of the S election having a possible discount
associated with it because of the taxes that potentially could be paid at the corporate level.

Valuation in the hands of the owner of the investment in an S corporation may result in a
more realistic valuation.  However, that is clearly not fair market value.  Personal tax rates
may vary depending upon too many factors that have nothing to do with the investment. 
A valuation analyst cannot be expected to consider items such as personal exemptions
and itemized deductions.  Certainly, the smaller S corporations can be affected by these
items.  Larger S corporations may not be influenced by these items because the
shareholders are more likely to be in higher tax brackets where these items do not matter. 
Does these mean that valuation analysts should have two standards, one for small
companies and one for large companies?

Back To The Future

Now that we have gone through numerous illustrations that tell us to look at the facts and
circumstances of each situation on its own, let’s step back to where the Tax Court has
taken us and where the future needs to be.  In Adams, The Court stated "The net cashflow
and the capitalization rate used to compute the fair market value of the WSA stock should
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have the same tax character; i.e., before corporate tax or after corporate tax."   The21

opinion stated:

We disagree that Shriner (the taxpayer’s expert) properly converted the
capitalization rate because there was no need to do so. The parties agree
that Shriner's estimated capitalization rate (before he converted it to before
corporate tax) is an after tax corporate tax rate. Thus, as in Gross, the tax
character of Shriner's estimate of WSA's prospective net cashflows matches
that of the unconverted capitalization rate because both are after corporate
tax.  It follows that Shriner should not have converted the capitalization rate
from after corporate tax to before corporate tax because the tax character of
both his estimated net cashflows for WSA and unconverted capitalization
rates is after corporate tax.22

Every valuation treatise or course that I have ever read discusses the importance of
properly matching the benefit stream with the discount or capitalization rate.  In fact, I will
discuss this very fact my text, Understanding Business Valuation.  The reason for this,
simply stated is for consistency.  If the numerator is changed in a capitalization model, the
denominator must also change in order to maintain the same value.  Clearly, the value
does not change as a result of using a different benefit stream to be capitalized.

The Tax Court has now taken the position through these opinions that while they are not
disputing our theory, they find that the benefit stream of an S corporation is higher than the
benefit stream of a similar C corporation due to the non payment of taxes at the entity
level.  Since we are attempting to reach an economic value, shouldn’t we consider all
economic activities that impact value?  In almost every case, S corporations distribute at
least enough of their earnings so that their shareholders can pay their taxes based on the
amount of profits that flow through to the shareholders.  This can almost be thought of as
entity-related taxes.  Therefore, if S corporations did not distribute cashflow to pay
individual income taxes, the shareholders would most likely revoke the S election,
assuming that they had the ability to do so.

If you have learned anything as a result of reading this paper, it is probably that the
question of an S election adding a premium or a discount to the value of an investment
does not have an easy answer.  While there appears to be a possible benefit if the willing
buyer can continue the S election into the future, there is no guarantee that this will
happen.  Consideration should be given to all of the factors that influence value in making
a determination.  The premium or discount issue must be examined on a case by case
basis because there is no other way to do it.  In many instances, the increase or decrease
in value will be based on the manner in which the benefit stream is taxed.

Adams, p. 13.21

Ibid., pp. 14-15.22

Page 21 of  34

-  21  -

A. No.

Q. At the time you took on the valuation assignment of ABC, were you
an accredited senior appraiser designated by the American Society
of Appraisers?

A. No.

Q. At the time you took on the valuation assignment for ABC Jail
Company, Inc., were you a certified valuation analyst designated by
the National Association of Certified Valuation Analysts?

A. No.

Q At the time you took on the valuation assignment for ABC Jail
Company, Inc., did you hold a degree from any university or college
in  valuation sciences?

A. No.

Not only did Mr. Jones not have any credentials in business valuation, he did not belong

to any appraisal organizations at the time of this valuation.  His testimony was as follows

(January 24, 2005, beginning on page 24, line 12):

Q. Now, at the time you took on the valuation assignment of ABC, did
you have any credentials that qualified you specifically in the field of
business valuation?

A. No specific credentials, no.

Q. At the time you took on the assignment to value ABC, what
professional business valuation organizations did you belong to?

A. At the time, I don't -- I don't recall in '93 what, if any, we belonged to
at that point in time.

Q. Sitting here today, you can't think of any organizations you belonged
to in 1993?

A. Not from a valuation standpoint.

have the same tax character; i.e., before corporate tax or after corporate tax."   The21

opinion stated:

We disagree that Shriner (the taxpayer’s expert) properly converted the
capitalization rate because there was no need to do so. The parties agree
that Shriner's estimated capitalization rate (before he converted it to before
corporate tax) is an after tax corporate tax rate. Thus, as in Gross, the tax
character of Shriner's estimate of WSA's prospective net cashflows matches
that of the unconverted capitalization rate because both are after corporate
tax.  It follows that Shriner should not have converted the capitalization rate
from after corporate tax to before corporate tax because the tax character of
both his estimated net cashflows for WSA and unconverted capitalization
rates is after corporate tax.22

Every valuation treatise or course that I have ever read discusses the importance of
properly matching the benefit stream with the discount or capitalization rate.  In fact, I will
discuss this very fact my text, Understanding Business Valuation.  The reason for this,
simply stated is for consistency.  If the numerator is changed in a capitalization model, the
denominator must also change in order to maintain the same value.  Clearly, the value
does not change as a result of using a different benefit stream to be capitalized.

The Tax Court has now taken the position through these opinions that while they are not
disputing our theory, they find that the benefit stream of an S corporation is higher than the
benefit stream of a similar C corporation due to the non payment of taxes at the entity
level.  Since we are attempting to reach an economic value, shouldn’t we consider all
economic activities that impact value?  In almost every case, S corporations distribute at
least enough of their earnings so that their shareholders can pay their taxes based on the
amount of profits that flow through to the shareholders.  This can almost be thought of as
entity-related taxes.  Therefore, if S corporations did not distribute cashflow to pay
individual income taxes, the shareholders would most likely revoke the S election,
assuming that they had the ability to do so.

If you have learned anything as a result of reading this paper, it is probably that the
question of an S election adding a premium or a discount to the value of an investment
does not have an easy answer.  While there appears to be a possible benefit if the willing
buyer can continue the S election into the future, there is no guarantee that this will
happen.  Consideration should be given to all of the factors that influence value in making
a determination.  The premium or discount issue must be examined on a case by case
basis because there is no other way to do it.  In many instances, the increase or decrease
in value will be based on the manner in which the benefit stream is taxed.
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S Corporation Models

Over the past several years, various S corporation models have surfaced.  The purpose
of these models is to calculate the tax differential relating to the S corporation.  Valuation
analysts seem to agree that there is little or no difference in the market values of controlling
interests between S and C corporations under most circumstances.  If there is a difference
in the values, it depends on finding a buyer that can take advantage of the potential tax
savings.  However, the valuation community also seems to agree that there may be
differences in value at the shareholder level for  noncontrolling interests.  All of the models
appear to have been constructed to address the valuation of noncontrolling shareholder
interests in S corporations.

The four models that I have seen include those that were designed by Roger Grabowski,
Chris Mercer, Dan Van Vleet, and Chris Treharne.  I cannot possible cover all of these
models in the detail that they deserve.  Each is solid in its quest to determine the tax
impact of an S election. Some are much more complicated that others.  Various articles
and chapters in books discuss these models in detail.  However, this discussion is beyond
the scope of this paper.

However, with that being said, the model that I like the most, probably because it is the
most simple, is Chris Treharne’s model.  I used that model in the critique that was included
in Exhibit 1.  It was also the model that was referenced in Delaware Open MRI Radiology
Associates.  The judge in that case did a fabulous job in explaining what he did.  I have
excerpted a portion of that opinion for you in Exhibit 2. 

The only complaint that I have heard other analysts make about the Treharne model is that
it does not take into consideration the potential value that is attributable to the reduced
taxes that the shareholder will pay due to the build up in the tax basis of the stock.  My
attitude about that is, does it really matter when the underlying assumption is that the
willing buyer has a long term horizon for the investment.  The present value of the tax
savings 20 or 30 years from now will be relatively small.  I really do not believe that this is
a major concern, but who am I to decide that?

The two things that jump out at me about the S corporation issue is that distributions make
a world of difference as to whether or not there is a  shareholder benefit in an S corporation
and the change in the tax law in 2003 brought the rates so much closer that there is no
longer as much of a difference as there was when the Gross decision was issued.
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Q. Okay.  Did you belong, in 1993, upon taking this assignment to value
ABC in 1993, belong to the Institute of Business Appraisers?

A. No.

Q. Upon taking on this valuation assignment in 1993, did you belong to
the American Society of Appraisers?

A. No.

Q. Upon taking on this assignment in 1993, did you belong to the
National Association of Certified Valuation Analysts?

A. No.

When questioned about business valuation education, Mr. Jones was unable to provide

any information about the courses that he had taken to get educated in this field.  His

response was (January 24, 2005, beginning at page 25, line 13):

Q. Now, at the time you took on this assignment to value ABC, what
business valuation courses had you attended, if any?

A. Oh, we -- yes, I had attended some that were sponsored by either the
Arkansas Society of CPAs and/or the AICPA.  And probably others.
I don't  recall the --

Q. Need you to list them for me, Mr. Jones.  I need the year you took
business valuation courses that you attended prior to November
1993.

A. I don't know if we have those records still at the -- in our files at the
office.  I can check.

Q. Is there anything in your work papers that would show you that?

A. No.

Q. Now, you mentioned the Arkansas Society of CPAs.  Do you recall
anybody from the Arkansas Society of CPAs who put on such a
course?



Exhibit 2
Delaware Open MRI Radiology Associates, P.A. v. Howard B. Kessler, et al. , 23

The issue was should we tax the S Corp. earnings, and by what rate?  Sound familiar?  In
The Court’s opinion, Chancellor Strine addressed the issue of “Is It Appropriate To Tax
Affect The Earnings Of Delaware Radiology In Order To Determine Its Fair Value?  

The expert on one side of this litigation treated Delaware Radiology as if it were a regular
tax-paying entity ( a C corporation) when he performed the valuation that the Broder Group
used to set the merger price.  In fact, he applied a 40 percent tax rate.  Not to be surprised,
the expert on the other side asserted the proposition that because Delaware Radiology
was an S corporation, it faced no corporate-level income taxes.  Relying on this as
Delaware Radiology’s operative reality, the expert did not tax affect its earnings in
performing his valuation. Any taxes, he reasoned, would be paid at the stockholder level
and should not be considered in valuing Delaware Radiology as an entity.

Chancellor Strine opined

This dispute raises an interesting question of valuation, which has elicited a
fair amount of attention from judges, appraisers, and academics.   After24

careful consideration, I conclude that neither of the experts has taken the
most reasonable approach to valuing Delaware Radiology.

The problem with Reed’s approach of treating Delaware Radiology as a C
corporation is obvious. Delaware Radiology is a very small entity. The record
reveals no set of circumstances in which it is likely that Delaware Radiology
will convert to C corporation status. It is a highly profitable entity that
generates and distributes income well in excess of the stockholder level
taxes its stockholders must pay. The S corporation tax status is a highly
valuable attribute to the shareholders of Delaware Radiology, given its

Delaware Open MRI Radiology Associates, P.A., Petitioner, v. Howard B. Kessler, et al.,23

Respondents. and Howard B. Kessler, et al., Plaintiffs, v. George J. Broder, et al.,
Defendants, in the Court of Chancery of the State of Delaware, in and for Newcastle County,
Consolidated, C.A. No. 275-N.

See, e.g., In re Radiology Assocs., 611 A.2d 485 (Del. Ch. 1991); Adams v. Commissioner24

of Internal Revenue, 2002 WL 467235 (U.S. Tax Ct. Mar. 28, 2002); Heck v. Commissioner
of Internal Revenue, 2002 WL 180879 (U.S. Tax Ct. Feb. 5, 2002); Gross v. Commissioner
of Internal Revenue, 1999 WL 549463 (U.S. Tax Ct. July 29, 1999); Franklin M. Fisher et. al.,
The Sale of the Washington Redskins: Discounted Cash Flow Valuation of S-Corporations,
Treatment of Personal Taxes, and Implications for Litigation, 10 Stan. J.L. Bus. & Fin. 18
(2005) (hereinafter “Fisher”); Z. Christopher Mercer, S Corporation Valuation Issues, The
American Society of Appraiser’s 22nd Annual Business Valuation Conference (Oct. 17, 2003)
(hereinafter “Mercer”).
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A. Well, most of their courses are, I'll say national courses developed by
the AICPA that the various state societies contract with to have
instructors come down and give the courses.

During that time frame, there were a limited number of courses that were sponsored by the

AICPA, and in turn, the state CPA societies offered  limited educational courses in

business valuation.  The Arkansas Society of CPAs only offered one course during 1992

and no courses during 1993.  On September 3, 1992, an AICPA course was offered by the

Arkansas Society of CPAs entitled Developing Your Business Valuation Skills: An

Engagement Approach.  Unless there were other courses that Mr. Jones took, which he

could not document, his education during this time frame was almost nonexistent. 

One more item is worth noting regarding the qualifications of the appraiser.  T&A indicates

“Our reports are prepared in accordance with standards as promulgated by the American

Institute of Certified Public Accountants.”  This statement is not only false, but when

questioned about it, Mr. Jones, once again, demonstrated his lack of knowledge of

business valuation.  His deposition testimony included the following (January 24, 2005,

beginning at page 42, line 9):

Q. Okay.  Now, continuing with Exhibit 307 on the page of qualifications
of  appraisal -- appraiser, page 173, last paragraph, do you see where
you have written "our reports are prepared in accordance with
standards as promulgated by the American Institute of Certified Public
Accountants."  Do you see that?

A. Yes, sir.

Q. Tell me -- what I'd ask you to do here is would you list those
standards for me?

A. Off the top of my head, I'm not for sure I can quote them verbatim, but
the standards that are outlined in the code of conduct that state
exercise due care, that you obviously not take on engagements that
you're not qualified to do, and that you follow all the necessary
guidelines of the American Institute in preparing your report.

Exhibit 2
Delaware Open MRI Radiology Associates, P.A. v. Howard B. Kessler, et al. , 23

The issue was should we tax the S Corp. earnings, and by what rate?  Sound familiar?  In
The Court’s opinion, Chancellor Strine addressed the issue of “Is It Appropriate To Tax
Affect The Earnings Of Delaware Radiology In Order To Determine Its Fair Value?  

The expert on one side of this litigation treated Delaware Radiology as if it were a regular
tax-paying entity ( a C corporation) when he performed the valuation that the Broder Group
used to set the merger price.  In fact, he applied a 40 percent tax rate.  Not to be surprised,
the expert on the other side asserted the proposition that because Delaware Radiology
was an S corporation, it faced no corporate-level income taxes.  Relying on this as
Delaware Radiology’s operative reality, the expert did not tax affect its earnings in
performing his valuation. Any taxes, he reasoned, would be paid at the stockholder level
and should not be considered in valuing Delaware Radiology as an entity.

Chancellor Strine opined

This dispute raises an interesting question of valuation, which has elicited a
fair amount of attention from judges, appraisers, and academics.   After24

careful consideration, I conclude that neither of the experts has taken the
most reasonable approach to valuing Delaware Radiology.

The problem with Reed’s approach of treating Delaware Radiology as a C
corporation is obvious. Delaware Radiology is a very small entity. The record
reveals no set of circumstances in which it is likely that Delaware Radiology
will convert to C corporation status. It is a highly profitable entity that
generates and distributes income well in excess of the stockholder level
taxes its stockholders must pay. The S corporation tax status is a highly
valuable attribute to the shareholders of Delaware Radiology, given its

Delaware Open MRI Radiology Associates, P.A., Petitioner, v. Howard B. Kessler, et al.,23

Respondents. and Howard B. Kessler, et al., Plaintiffs, v. George J. Broder, et al.,
Defendants, in the Court of Chancery of the State of Delaware, in and for Newcastle County,
Consolidated, C.A. No. 275-N.

See, e.g., In re Radiology Assocs., 611 A.2d 485 (Del. Ch. 1991); Adams v. Commissioner24

of Internal Revenue, 2002 WL 467235 (U.S. Tax Ct. Mar. 28, 2002); Heck v. Commissioner
of Internal Revenue, 2002 WL 180879 (U.S. Tax Ct. Feb. 5, 2002); Gross v. Commissioner
of Internal Revenue, 1999 WL 549463 (U.S. Tax Ct. July 29, 1999); Franklin M. Fisher et. al.,
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American Society of Appraiser’s 22nd Annual Business Valuation Conference (Oct. 17, 2003)
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profitability and the affluent status of its physician stockholders, who face top
marginal tax rates.

This starts to sound like the facts in the Gross case from the tax court.  The Court indicated
that 

Under Delaware law, an appraisal petitioner is “entitled to be paid for that
which has been taken from him . . . .”   In this case, the Kessler Group was25

involuntarily deprived of the benefits of continuing as stockholders in a
profitable S corporation benefits that were comprised materially of the
favorable tax treatment that accompanies S corporation status. As a matter
of fairness, the merger price had to take into account these benefits and
provide fair compensation for the Kessler Group’s loss. Reed’s approach
denied the Kessler Group members the value they would have received as
continuing S corporation stockholders in Delaware Radiology and, therefore,
ensured that the merger price was lower than fair value.

At the same time, Mitchell’s approach is equally flawed and overstates the
value fairly belonging to the Kessler Group. The value of the S corporation
structure is one that is experienced at the stockholder level and that is easy
to overstate. If an S corporation is to be sold, for example, it will receive no
premium over a C corporation if the universe of buyers is principally
comprised of C corporations.  There is an obvious reason for this: unless26

the buyer of the S corporation can retain and benefit from that tax status,
then the buyer will value an S corporation at the value it would have as a C
corporation. Therefore, it would be highly misleading to do a market-based
comparable acquisition valuation of an S corporation using sales of
comparable C corporations to C corporations, and then assume that the S
corporation would be sold at a higher price because of its tax status. In other
words, I am not trying to quantify the value at which Delaware Radiology
would sell to a C corporation; I am trying to quantify the value of Delaware
Radiology as a going concern with an S corporation structure and award the
Kessler Group their pro rata share of that value.

In this case, then, the more relevant problem with Mitchell’s approach is that
his failure to tax affect Delaware Radiology’s earnings at all results in an
artificial inflation of the value of S corporation status to the Kessler Group. To
capture the precise advantage of the S corporation structure to the Kessler
Group, it is necessary to use a method that considers the difference between
the value that a stockholder of Delaware Radiology would receive in

Tri-Continental Corp. v. Battye, 74 A.2d 71, 72 (Del. 1950).25

See Mercer 9-14.26
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The AICPA did not have specific standards that related to business valuation assignments

in 1993.  However, the AICPA had issued Statement on Standards for Consulting Services

No. 1 that referenced Rule 201 of the AICPA Code of Professional Conduct.  Furthermore,

at that time, the AICPA had published Practice Aid 93-3, Conducting A Valuation of a

Closely Held Business, which stated the following:

13/115 BUSINESS VALUATION EDUCATION

.01   In performing business valuation engagements, practitioners are
advised to determine whether the competency provisions of rule 201,
General Standards of the AICPA Code of Professional Conduct, are met.
Although accountants have a thorough understanding of financial statements
and related matters, they also need to be proficient in the area of appraisals
to competently complete an engagement.  Usually, being proficient requires
an in-depth knowledge of finance, economics, and security analysis and an
understanding of appraisal principles and methods.

.02     In order for the practitioner to obtain the competency required to
accept a business valuation engagement, appropriate education is required.
Courses sponsored by the AICPA, the American Society of Appraisers
(ASA), and The Institute of Business Appraisers Inc. (IBA) will provide
practitioners with the minimum education necessary to perform there types
of engagements.  Self-study courses may help reinforce a level of
knowledge; however, they are usually insufficient as the sole method of
education.

A statement that the report is in accordance with standards promulgated by the AICPA was

T&A’s attempt to copy a portion of the certification that is required by the appraisal

organizations, as well as the Uniform Standards of Professional Appraisal Practice

(USPAP), which appeared in most of the valuation treatises that were published at that

time.  USPAP was also addressed in the AICPA Practice Aid 93-3, where it stated:

.06     Standards 1 through 8 of USPAP, which are broad standards, must be
adhered to when an appraisal is performed for a federally related transaction
involving real estate and other tangible property.  The Preamble and
Standards 9 and 10 of USPAP provide specific guidelines for developing and
reporting business valuations.  Professional valuers recommend that

profitability and the affluent status of its physician stockholders, who face top
marginal tax rates.

This starts to sound like the facts in the Gross case from the tax court.  The Court indicated
that 
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Delaware Radiology as a C corporation and the value that a stockholder
would receive in Delaware Radiology as an S corporation. By using that
method, I can make my best estimate of the value that is relevant in this case
— the going concern value in an S corporation that was taken from the
Kessler Group in the merger.

In undertaking this analysis, I embrace the reasoning of prior decisional law
that has recognized that an S corporation structure can produce a material
increase in economic value for a stockholder and should be given weight in
a proper valuation of the stockholder’s interest.   That reasoning undergirds27

not only holdings of the Adams, Heck, and Gross cases in the U.S. Tax
Court, but an appraisal decision of this court, which coincidentally also
involved a radiology business.   The opinion in In re Radiology Associates 28

noted that “under an earnings valuation analysis, what is important to an
investor is what the investor ultimately can keep in his pocket.”   In that29

case, on the record before it, the court held that the way to implement that
insight was to ignore tax completely.   The In Re Radiology Associates30

decision comported with decisions of the U.S. Tax Court, which has given life
to the advantages of S corporation status by refusing to tax affect the
corporation’s earnings at all.31

My difference with these prior decisions is at the level of implementation,
rather than at the level of principle. Certainly, in this context when minority
stockholders have been forcibly denied the future benefits of S corporation
status, they should receive compensation for those expected benefits and
not an artificially discounted value that disregards the favorable tax treatment
available to them. But the minority should not receive more than a fair S

See Adams, 2002 WL 467235; Heck, 2002 WL 180879; Gross, 1999 WL 549463.27

In re Radiology Assocs., 611 A.2d at 495.28

Id.29

Id.30

In this regard, the case of Gross v. Commissioner is a good example. In Gross, the Tax31

Court held that “[w]e believe that the principal benefit that shareholders expect from an S
corporation election is a reduction in the total tax burden imposed on the enterprise. The
owners expect to save money, and we see no reason why that savings ought to be ignored
as a matter of course in valuing the S corporation.”Gross, 1999 WL 549463 (page reference
unavailable on WL). The Tax Court refused to allow a “hypothetical corporate tax rate in
excess of the zero-percent actual corporate tax rate” to be considered in valuing an S
corporation and instead required that no corporate tax be applied to the S corporation’s
earnings. Id.
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USPAP be followed for all types of engagements, even if they are not
federally related. (Emphasis added).

As will be pointed out in much more detail throughout this report, T&A used software and

attempted to provide a business valuation report  without understanding the principles of

valuation, what the correct inputs into the valuation software programs it was using should

have been, what the outputs from the software meant, or the amount of research and

analysis that was required to produce a credible valuation report.  Mr. Jones, almost 11

years later, sat in his deposition and was unable to answer questions about standards with

any certainty.  This comes from an individual who claimed to have “substantial” experience

in performing business valuations.  When he was asked how many appraisals he would

have to do to have “substantial experience,” his response was “Fifteen, twenty.” (January

24, Page 37, line 19).  This would equate to substantially less than a full year of experience

assuming that the average assignment takes 60 hours to complete.  The American Society

of Appraisers, at that time, and subsequently, The Institute of Business Appraisers,

required five full years of business valuation experience (10,000 work hours) to earn a

credential (in addition to passing examinations and submitting work product for peer

review).

Mr. Jones also could not recall which business valuation treatises he relied on.  One

reason for this is because his workpapers lacked any documentation from these treatises

to support what he did in performing the ABC valuation.  An experienced appraiser knows

exactly what resources are in its reference library.  This is especially true in business

valuation because there are a limited number of authors and texts that would be regularly

referred to as reference materials.  Not knowing which publications were relied on is an

indication that he probably did not consult any of these materials.  In fact, if he did consult

the materials, he may have avoided making many of the errors in judgement that will be

pointed out in this report.

Based on our review of the T&A report and workpapers, it is obvious that they did little

more than enter data into a computer program and use management as justification for not



corporation valuation. Refusing to tax affect at all produces such a windfall,
as I next explain.

The Internal Revenue Code states that “[t]he taxable income of an S
corporation shall be computed in the same manner as in the case of an
individual . . . .”   This tax, though assessed at individual rather than32

corporate tax rates, is dependent solely upon the corporation’s net earnings.
Even if Delaware Radiology were to retain 100% of its earnings annually, its
stockholders still would owe taxes on Delaware Radiology’s income even
though they received no distributions. Affording a remedy to the Kessler
Group that denies the reality that each shareholder owes taxes on his
proportional interest in Delaware Radiology would result in the Kessler Group
receiving a higher per share value from the court than it could ever have
realized as a continuing shareholder.33

The amount that should be the basis for an appraisal or entire fairness award
is the amount that estimates the company’s value to the Kessler Group as
S corporation stockholders paying individual income taxes at the highest
rates — an amount that is materially more in this case than if Delaware
Radiology was a C corporation. In coming to a determination of how the
Kessler Group’s interest in Delaware Radiology would be valued in a free
market comprised of willing buyers and sellers of S corporations, acting
without compulsion, it is essential to quantify the actual benefits of the S
corporation status. That is also essential in order to determine the value of
what was actually taken from the Kessler Group as continuing stockholders.

Assessing corporate taxes to the shareholder at a personal level does not
affect the primary tax benefit associated with an S Corporation, which is the
avoidance of a dividend tax in addition to a tax on corporate earnings.   This34

26 U.S.C.A. § 1363 (2005).32

See, e.g., Fisher.33

See, e.g., Byrne v. Commissioner of Internal Revenue, 361 F.2d 939, 942 (7th Cir. 1966)34

(“We agree with the observation of the Tax Court that the [S Corporation] statute is designed
to permit a qualified corporation and its shareholders to avoid the double tax normally paid
when a corporation distributes its earnings and profits as dividends and this is accomplished
in a specified manner which does not involve ignoring the corporate entity.”); Practising Law
Institute, 546 PLI/Tax 249 Organizing the Corporate Venture § 1301 (2002) (“This
re-inversion of rates lessened the S corporation shareholder’s advantage of being taxed
directly on corporate income. Yet, the primary tax advantage of being an S corporation
shareholder — i.e., the ability to receive corporate income with only a single level of tax
imposed — remains intact. This must be compared to the double tax paid on a C
corporation’s income (i.e., once atthe corporate level, and again at the shareholder level
when distributed) in considering the tax benefit of using an S corporation, rather than a C
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fulfilling their obligations as a business valuer.  Throughout the deposition, Mr. Jones kept

stating that he discussed things with management, the directors or the trustees.  However,

he has little-to-no notes of all of these supposed conversations that took place.  The first

thing that accountants are taught is the importance of documentation, particularly when the

data received is oral versus written.  Part of the standard involving Sufficient Relevant Data

is not only gathering the information, but also documenting it in the workpapers.  T&A failed

in this regard.

T&A did little more than rely on a software program to end up with a result that was

improper, illogical and unsupported.  Although there is nothing in the standards that

precludes an appraiser from using a valuation software package, the appraiser must

accept responsibility for all tools that are used in the application of the assignment.  T&A,

Mr. Jones and Mr. Axelrod failed to exercise due professional care by not being familiar

with the tool that was relied on in this assignment.  Furthermore, they failed to adequately

supervise either each other or others while performing this assignment.

Despite Mr. Jones testifying to having substantial experience in valuation, he testified at

the original trial that “We were using a package I believe it was just called Bank Source,

which is nationally marketed, sold to various practitioners, CPAs other business valuators

throughout the country” (July 18, 2001, Page 50, line 24).  The actual name of this software

package is Valusource and not Bank Source.  Mr. Jones was unfamiliar with the computer

product that was being used in his everyday practice.

Mr. Jones also testified that he considered this to be state of the art software.  However,

the software producer suggested that this package was not to be blindly used, and

assumed that the practitioner understood enough about business valuation to make the

necessary determinations that a software package cannot make for the practitioner.  This

would include, but not be limited to, the correct methodologies that apply to a particular

valuation, the correct inputs to determine discount rates, whether to use a weighted

average, a simple average or some other basis to reflect probable future earnings, and

corporation valuation. Refusing to tax affect at all produces such a windfall,
as I next explain.

The Internal Revenue Code states that “[t]he taxable income of an S
corporation shall be computed in the same manner as in the case of an
individual . . . .”   This tax, though assessed at individual rather than32

corporate tax rates, is dependent solely upon the corporation’s net earnings.
Even if Delaware Radiology were to retain 100% of its earnings annually, its
stockholders still would owe taxes on Delaware Radiology’s income even
though they received no distributions. Affording a remedy to the Kessler
Group that denies the reality that each shareholder owes taxes on his
proportional interest in Delaware Radiology would result in the Kessler Group
receiving a higher per share value from the court than it could ever have
realized as a continuing shareholder.33

The amount that should be the basis for an appraisal or entire fairness award
is the amount that estimates the company’s value to the Kessler Group as
S corporation stockholders paying individual income taxes at the highest
rates — an amount that is materially more in this case than if Delaware
Radiology was a C corporation. In coming to a determination of how the
Kessler Group’s interest in Delaware Radiology would be valued in a free
market comprised of willing buyers and sellers of S corporations, acting
without compulsion, it is essential to quantify the actual benefits of the S
corporation status. That is also essential in order to determine the value of
what was actually taken from the Kessler Group as continuing stockholders.

Assessing corporate taxes to the shareholder at a personal level does not
affect the primary tax benefit associated with an S Corporation, which is the
avoidance of a dividend tax in addition to a tax on corporate earnings.   This34

26 U.S.C.A. § 1363 (2005).32

See, e.g., Fisher.33

See, e.g., Byrne v. Commissioner of Internal Revenue, 361 F.2d 939, 942 (7th Cir. 1966)34

(“We agree with the observation of the Tax Court that the [S Corporation] statute is designed
to permit a qualified corporation and its shareholders to avoid the double tax normally paid
when a corporation distributes its earnings and profits as dividends and this is accomplished
in a specified manner which does not involve ignoring the corporate entity.”); Practising Law
Institute, 546 PLI/Tax 249 Organizing the Corporate Venture § 1301 (2002) (“This
re-inversion of rates lessened the S corporation shareholder’s advantage of being taxed
directly on corporate income. Yet, the primary tax advantage of being an S corporation
shareholder — i.e., the ability to receive corporate income with only a single level of tax
imposed — remains intact. This must be compared to the double tax paid on a C
corporation’s income (i.e., once atthe corporate level, and again at the shareholder level
when distributed) in considering the tax benefit of using an S corporation, rather than a C
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benefit can be captured fully while employing an economically rational
approach to valuing an S corporation that is net of personal taxes.   To35

ignore personal taxes would overestimate the value of an S corporation and
would lead to a value that no rational investor would be willing to pay to
acquire control.   This is a simple premise — no one should be willing to pay36

for more than the value of what will actually end up in her pocket — that can
best be firmly grasped through a concrete example.

Assume that Delaware Radiology receives $100 in annual earnings. If
Delaware Radiology was organized as a C corporation, its earnings after tax
would be $60, assuming, as is the usual custom, that the effective corporate
tax rate is 40%. Then, assume that Delaware Radiology distributes all of its
post-tax earnings to its shareholders in the form of a dividend. The
shareholders would receive total post-tax distributions of $51, after an
assumed dividend tax of 15% is applied to the $60 after-tax earnings. That
is, a shareholder would experience an effective tax rate of 49% after
corporate income and dividend taxes.

Now, consider the post-tax benefits of $100 in income to Delaware
Radiology’s stockholders, using its actual status as an S corporation. In that
scenario, the shareholders would receive all $100 in earnings as distributions
and be subject only to one shareholder-level tax. Thus, the shareholders
would be responsible for paying taxes on the $100 at their individual tax
rates. I will also assume that rate to be 40% because the Broder and Kessler
Groups are comprised of affluent physicians who pay at the highest marginal
rate.   Therefore, every dollar of Delaware Radiology’s earnings would be37

taxable at the stockholder level at the highest marginal tax rate. The
shareholders in Delaware Radiology, an S corporation, would be able to
pocket $60 after tax if all earnings were distributed. The difference is clear:
Delaware Radiology’s status as an S corporation allowed the shareholders

corporation, for business operations.”); Mercer 9 (“The S election relieves one layer of
taxation at the corporate level, providing the potential for greater cash flow at the shareholder
level.”).

Fisher 22.35

Id. at 18 (“[W]e demonstrate that ignoring taxes in a DCF analysis when valuing an S36

corporation potentially leads to an overestimation of value.”); id. at 22 (“A rational investor will
only pay up to the present value of an investment’s expected cash flows, net of personal
taxes.”).

Currently, at the federal level, the highest personal tax rate is 35%, and the highest corporate37

tax rate is 38%. Thus, taking into account state taxes, it is reasonable to assume a 40%
personal tax rate.

Page 27 of  34

-  27  -

more.  An experienced practitioner would also understand the limitations that this, or any,

software package has.  The practitioner would also test the software to make certain that

the mathematical calculations are correct.

T&A was unaware of a major calculation error in the discounted future earnings method

(discussed later in this report), blindly printed every schedule that the software package

had to offer, even if inappropriate for the ABC valuation, and used inappropriate valuation

methodologies in reaching its final conclusion.

Another major problem with the T&A assignment is that this firm lacked independence.

Furthermore, because of the valuation incompetence, the lack of independence became

more obvious as T&A conducted several simultaneous assignments, causing it to mix

assignments and violate proper appraisal practice.  T&A allowed itself to (1) help plan the

ESOP transaction, (2) value the ESOP transaction, and (3) assist in the forecasts that were

required by the Bank of Jacksonville to demonstrate that ABC could pay for the financing.

These three assignments became so intertwined that data was inconsistently used

between the assignments.  Foe example, the forecast for the Bank of Jacksonville has

different figures in it than the forecast that was used in the Discounted Future Earnings

method in the valuation report. Furthermore, T&A represented ABC in some of its

engagements and should have represented the ABC ESOP (trustees) in the valuation.

This is a clear conflict of interest.

An underlying problem that exists throughout the initial T&A report and updates is that a

valuation was never performed as of the date of the transaction with the ESOP, which is

the most important date that should have been used to value the ABC stock.  The initial

valuation date had an effective date of November 30, 1993.  However, the initial and

subsequent valuations leading up to the ESOP transaction only utilized financial

information through October 31, 1993.  Even the March 15, 1994 update did not use any

additional information other than distributions to the shareholders.  T&A never considered

the impact on the valuation of more than four months of economic and industry changes,

benefit can be captured fully while employing an economically rational
approach to valuing an S corporation that is net of personal taxes.   To35

ignore personal taxes would overestimate the value of an S corporation and
would lead to a value that no rational investor would be willing to pay to
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Now, consider the post-tax benefits of $100 in income to Delaware
Radiology’s stockholders, using its actual status as an S corporation. In that
scenario, the shareholders would receive all $100 in earnings as distributions
and be subject only to one shareholder-level tax. Thus, the shareholders
would be responsible for paying taxes on the $100 at their individual tax
rates. I will also assume that rate to be 40% because the Broder and Kessler
Groups are comprised of affluent physicians who pay at the highest marginal
rate.   Therefore, every dollar of Delaware Radiology’s earnings would be37

taxable at the stockholder level at the highest marginal tax rate. The
shareholders in Delaware Radiology, an S corporation, would be able to
pocket $60 after tax if all earnings were distributed. The difference is clear:
Delaware Radiology’s status as an S corporation allowed the shareholders

corporation, for business operations.”); Mercer 9 (“The S election relieves one layer of
taxation at the corporate level, providing the potential for greater cash flow at the shareholder
level.”).

Fisher 22.35

Id. at 18 (“[W]e demonstrate that ignoring taxes in a DCF analysis when valuing an S36

corporation potentially leads to an overestimation of value.”); id. at 22 (“A rational investor will
only pay up to the present value of an investment’s expected cash flows, net of personal
taxes.”).

Currently, at the federal level, the highest personal tax rate is 35%, and the highest corporate37

tax rate is 38%. Thus, taking into account state taxes, it is reasonable to assume a 40%
personal tax rate.
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to pocket $60 of $100, whereas if Delaware Radiology was a C corporation,
the shareholders could pocket only $51 of the $100.38

In valuing Delaware Radiology, therefore, it would overstate the value taken
from the Kessler Group to require the Broder Group to pay the Kessler
Group $37.50 for its share of every $100 of future pre-tax earnings. That
cash flow, after the favorable S corporation tax treatment, would not be worth
$37.50 to the Broder Group, but only $22.50. The issue, though, is that tax
affecting Delaware Radiology at a 40% level (or C corporation level) would
not recognize any S corporation value that flowed to the Kessler Group or
compensate the Kessler Group for its involuntarily removal as shareholders
in a profitable S corporation. To be consistent with Delaware law, I must tax
affect Delaware Radiology’s future cash flows at a lower level that recognizes
the full effect of the Kessler Group’s ability to receive cash dividends that are
not subject to dividend taxes.

In order to accurately capture the value to the Kessler Group of Delaware
Radiology’s S corporation status, I have estimated what an equivalent,
hypothetical “predividend” S corporation tax rate would be. The following
table presents that calculation:

This would not be the case if 1) no distributions were being paid by the S corporation to its38

shareholders or 2) distributions only sufficient to cover tax liability were being distributed to
shareholders. The relative value of an S corporation, vis-à-vis a C corporation, to its
shareholders is dependent upon the level of distributions paid. For a useful model and
analysis, see, e.g., Chris Treharne, et. al., Valuation of Pass-Through Entities, American
Society of Appraisers 23d Annual Advanced Business Valuation Conference (Oct. 8, 2004).
As recognition of the fact that their stockholders must pay taxes on non-distributed earnings,
most if not all S corporations distribute a sufficient amount of their profits to cover
shareholder tax obligations. Mercer at 17 (“S corporations who attempt to retain all earnings
and not pass through the shareholders’ tax distributions will likely find themselves C
corporations again, as their shareholders arrange to become ineligible to hold S corporation
stock.”). This makes intuitive and commercial sense. If all earnings are retained, the S
corporation’s shareholders must dig into their own pockets to fund the tax liability. If all
earnings are retained in a C corporation, the entity is responsible for the corporate level tax.
If S corporation shareholders elect to receive no distributions, that can be viewed as a
reinvestment of their tax savings in that enterprise.
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nor the impact on ABC of removing more than $1.5 million of cash from the company as

distributions.  

The balance of this report will be specifically referenced to the T&A report.

TA 160

Page TA 160 is the cover page to the valuation report that was issued by T&A.  The date

of this report is March 7, 1994.  The report is addressed to the Board of Directors and

Trustees of ABC, but T&A was only retained by ABC.  The engagement letter was with

ABC and not the trustees.  There were no changes made to the engagement letter and

therefore, the report should not be addressed to the trustees.  The trustees never became

the client even though they should have.  T&A should have been familiar with the ESOP

rules about who it should represent. 

According to the report, T&A valued ABC as of November 30, 1993.  However, in reaching

its conclusion, T&A included information in this report that assumed that an ESOP

transaction had taken place.  At November 30, no such transaction took place.  That

causes this valuation to be hypothetical, although it is not labeled as such.  We will

reiterate this point as we review the valuation schedules that are attached to the report.

The standard of value, known as fair market value, takes into consideration that which is

“known or knowable” as of the valuation date.  The purpose of the T&A report was to

establish the fair market value of the ABC stock to determine the “adequate consideration”

to be paid by the ESOP for these shares.  At the valuation date, November 30 1993, there

was no ESOP.  Using the proposed ESOP transaction to value ABC is circular logic.  The

appraiser must value the company as it exists at the appraisal date to establish the correct

price to be paid for the stock.  After the transaction, the value may change as a result of

how the transaction is consummated.
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the shareholders could pocket only $51 of the $100.38
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shareholders or 2) distributions only sufficient to cover tax liability were being distributed to
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corporations again, as their shareholders arrange to become ineligible to hold S corporation
stock.”). This makes intuitive and commercial sense. If all earnings are retained, the S
corporation’s shareholders must dig into their own pockets to fund the tax liability. If all
earnings are retained in a C corporation, the entity is responsible for the corporate level tax.
If S corporation shareholders elect to receive no distributions, that can be viewed as a
reinvestment of their tax savings in that enterprise.
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C
Corp.

S
Corp.

S Corp
Valuation

Income Before Tax $100 $100 $100

Corporate Tax Rate 40% -- 29.4%

Available Earnings $60 $100 $71

Dividend or Personal Income Tax
Rate

15% 40% 15%

Available After Dividends $51 $60 $60

This calculation allows me to treat the S corporation shareholder as receiving
the full benefit of untaxed dividends, by equating its after-tax return to the
after-dividend return to a C corporation shareholder. I will, therefore, apply
an effective tax rate of 29.4% to the earnings of Delaware Radiology to
measure with the greatest practicable precision the fair value of the Kessler
Group’s interest in the going concern value of Delaware Radiology.

I have to commend Chancellor Strine for getting this opinion correct with respect to taxes. 
Most state court judges shy away from this very complex issue and he really got it dead on. 
In fact, his opinion was so instructive that our firm has started following this very
methodology.  In fact, I really like the logic behind these calculations because it is simple
and easy to explain. 

Exhibit 3 is an actual excerpt from a report prepared for a shareholder dispute.

Exhibit 3
S Corporation Taxes - Normalized

We have recalculated income taxes based on the fact that The Smith Entities are pass-
through entities for income tax purposes.  This means that The Smith Entities do not pay
tax at the “corporate” level.  Over the past several years, the business valuation community
has acknowledged that the conventional wisdom of taxing these pass-through entities as
if they were taxpaying C corporations is no longer an automatic thing to do.  In fact, the
United States Tax Court opened up this issue in several court cases.   Since that time,39

many authors have contributed to the valuation literature with ideas about how to treat
these non-taxpaying enterprises.  In one instance, it was stated

Gross v. Commissioner, T.C. Memo. 1999-254, affd. 272 F.3d 333 (6  Cir. 2001), Heck v.th39

Commissioner, T.C. Memo. 2002-34, Filed February 5, 2002, and Adams v. Commissioner,
T.C. Memo. 2002-80, Filed March 28, 2002. 
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Frequently, appraisers are requested to perform some preliminary valuation calculations

for the purpose of assisting a client in a decision.  For example, in this instance ABC was

contemplating the implementation of an ESOP.  A preliminary valuation would be

requested by management of ABC to help them determine if it would make economic

sense.  What appears to have happened here is that ABC needed some preliminary

numbers as of November 30, 1993, and T&A was engaged in December 1993 to assist in

this process.  At the time, the October 1993 figures were the most recent figures available.

This was confirmed by Mr. Jones in his deposition (January 24, 2005, beginning at page

56, line23).

Q. Okay.  Thank you.  What I don't understand -- maybe you can explain
it -- why is the valuation as of November 30th, '93, when the second
paragraph says, “The information utilized to perform the valuation
includes tax returns and financial statements of ABC Jail Company,
Inc. through October 31, '93.”  Can you explain that?

A. Well, they wanted us to -- “they” being the trustees, wanted us to do
the valuation in the latter part of '93 based on the information that the
company had available at that point in time.  Now, they would not
have the full year-end information available to us until sometime into
'94, so they wanted us to proceed with the information that they had
available at that time.

Q. Well, but by March 7, 1994, you certainly had the financial information
through November 30th, 1993, did you not?

A. I don't know if they had provided that to us or not.  We -- we had been
given the October number, certainly.

Q. Well, I mean, March 7, '94 is about, my goodness, three months after
October 31, '93.  Did you ever ask for the November financial data,
Mr. Jones?

A. I don't remember if we asked for the November data.  We ended up
getting some preliminary December information, which they -- they
being the company also indicated that there had not been any major
changes between their operations -- between the October 31st and
December matters.

C
Corp.

S
Corp.

S Corp
Valuation

Income Before Tax $100 $100 $100

Corporate Tax Rate 40% -- 29.4%

Available Earnings $60 $100 $71

Dividend or Personal Income Tax
Rate

15% 40% 15%

Available After Dividends $51 $60 $60

This calculation allows me to treat the S corporation shareholder as receiving
the full benefit of untaxed dividends, by equating its after-tax return to the
after-dividend return to a C corporation shareholder. I will, therefore, apply
an effective tax rate of 29.4% to the earnings of Delaware Radiology to
measure with the greatest practicable precision the fair value of the Kessler
Group’s interest in the going concern value of Delaware Radiology.

I have to commend Chancellor Strine for getting this opinion correct with respect to taxes. 
Most state court judges shy away from this very complex issue and he really got it dead on. 
In fact, his opinion was so instructive that our firm has started following this very
methodology.  In fact, I really like the logic behind these calculations because it is simple
and easy to explain. 

Exhibit 3 is an actual excerpt from a report prepared for a shareholder dispute.

Exhibit 3
S Corporation Taxes - Normalized

We have recalculated income taxes based on the fact that The Smith Entities are pass-
through entities for income tax purposes.  This means that The Smith Entities do not pay
tax at the “corporate” level.  Over the past several years, the business valuation community
has acknowledged that the conventional wisdom of taxing these pass-through entities as
if they were taxpaying C corporations is no longer an automatic thing to do.  In fact, the
United States Tax Court opened up this issue in several court cases.   Since that time,39

many authors have contributed to the valuation literature with ideas about how to treat
these non-taxpaying enterprises.  In one instance, it was stated

Gross v. Commissioner, T.C. Memo. 1999-254, affd. 272 F.3d 333 (6  Cir. 2001), Heck v.th39

Commissioner, T.C. Memo. 2002-34, Filed February 5, 2002, and Adams v. Commissioner,
T.C. Memo. 2002-80, Filed March 28, 2002. 

Page 29 of  34



In valuing a controlling ownership interest in an S corporation, the analyst
should assess the probability that the likely buyers of a controlling interest
will be able to avail themselves of continuing the S corporation status.  In
other words, is the likely buyer a qualified S corporation shareholder who
could continue S corporation status indefinitely?  Or, is the likely buyer a C
corporation?  If the pool of likely buyers is made up of qualified S corporation
shareholders, then those buyers of a controlling interest can realize all three
of the above-listed economic benefits (i.e., no double taxation, pass-through
basis adjustment, and increased proceeds upon sale of assets).40

In this valuation, we are valuing an interest in a going concern that is being taken from the
departing shareholder.  Fair value attempts to place a value on what is being taken from
him.  In this instance, the remaining shareholders will most likely continue the S status (and
other pass-through status of the other entities within the group), particularly since the S
election was recently made as of January 1, 1998.  This means that the remaining
shareholders will continue to enjoy the benefits of the S election.  Furthermore, the
remaining shareholders have not expressed any intention to sell The Company.  Therefore,
we will proceed with the calculation of taxes based on the reality of the situation.

In many of the court cases that have addressed the issue of tax-affecting an S corporation,
the appraisers on opposite sides have taken an all or none position.  They have either
taxed the S corporation as if it was a regular taxpaying C corporation, or they have taken
the position that since the S corporation does not pay taxes at the corporate level that no
tax should be computed.  We do not believe that an all or none position is always
warranted.  We will use a simple illustration to help demonstrate the appropriate level of
tax to be applied to The Smith Companies.

Assume that The Smith Entities had a pretax profit of $100.  If 100 percent of the earnings
was being distributed to the shareholders, the difference between being a C corporation
and an S corporation can be explained by the following table.

Grabowski, Roger J. and McFadden, William P., “Applying the Income Approach to S40

Corporation and Other Pass-Through Entity Valuations,” The Handbook of Business
Valuation and Intellectual Property Analysis, Robert F Reilly and Robert P Schweihs, Editors,
McGraw Hill, 2004, p. 97.
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Q. Well, I'm just trying to understand.  It’s obvious – well, it seems
obvious -- is it true that you never issued a full report using financial
data as of November 30 , '93?  Is that true?th

A. Well, the -- the November 30th information wouldn't have been --
would not have been available November 30th.

Q. Well, again, you issued the report on March 7th, '94.  My question is,
anytime, as of March 7th, '94 or thereafter, through March 15 , '94,th

did you ever issue a full report using financial data as of November
30th, '93?

A. We did not because we used the October 31st information.

Although T&A was engaged to value ABC as of November 30, 1993, they never did.  In

fact, Mr. Jones testified that he never asked for the data as of the valuation date,

November 30, 1993.  While appraisers use data near a valuation date, there is no excuse

not to at least ask for the data that would impact the report.  T&A did not request sufficient

relevant data to allow them to perform their assignment properly.

T&A makes reference to the information that they used to perform the valuation.  Most

business valuation treatises have document checklists that can be used to assist in the

gathering of the required information to perform a proper valuation.  In the Practitioners

Publishing Company (PPC) Guide to Business Valuations, Third Edition, May 1993, the

authors state:

115.14  Collect Data Appropriate for the Valuation Methods Used.  In
order to establish a value for a company, a consultant must generally gather
a great deal of information about the company, its industry, the economy in
which the company operates, and other comparative companies.  In order
to be useful, the information must be timely, accurate, and comparable to
similar companies against which comparisons will be made.  This information
is usually gathered during the early stages of field work.

115.15 The specific types of information needed will vary from engagement
to engagement and are primarily based on the valuation methods that are
appropriate for a particular project.  The data gathering process usually

In valuing a controlling ownership interest in an S corporation, the analyst
should assess the probability that the likely buyers of a controlling interest
will be able to avail themselves of continuing the S corporation status.  In
other words, is the likely buyer a qualified S corporation shareholder who
could continue S corporation status indefinitely?  Or, is the likely buyer a C
corporation?  If the pool of likely buyers is made up of qualified S corporation
shareholders, then those buyers of a controlling interest can realize all three
of the above-listed economic benefits (i.e., no double taxation, pass-through
basis adjustment, and increased proceeds upon sale of assets).40

In this valuation, we are valuing an interest in a going concern that is being taken from the
departing shareholder.  Fair value attempts to place a value on what is being taken from
him.  In this instance, the remaining shareholders will most likely continue the S status (and
other pass-through status of the other entities within the group), particularly since the S
election was recently made as of January 1, 1998.  This means that the remaining
shareholders will continue to enjoy the benefits of the S election.  Furthermore, the
remaining shareholders have not expressed any intention to sell The Company.  Therefore,
we will proceed with the calculation of taxes based on the reality of the situation.

In many of the court cases that have addressed the issue of tax-affecting an S corporation,
the appraisers on opposite sides have taken an all or none position.  They have either
taxed the S corporation as if it was a regular taxpaying C corporation, or they have taken
the position that since the S corporation does not pay taxes at the corporate level that no
tax should be computed.  We do not believe that an all or none position is always
warranted.  We will use a simple illustration to help demonstrate the appropriate level of
tax to be applied to The Smith Companies.

Assume that The Smith Entities had a pretax profit of $100.  If 100 percent of the earnings
was being distributed to the shareholders, the difference between being a C corporation
and an S corporation can be explained by the following table.

Grabowski, Roger J. and McFadden, William P., “Applying the Income Approach to S40

Corporation and Other Pass-Through Entity Valuations,” The Handbook of Business
Valuation and Intellectual Property Analysis, Robert F Reilly and Robert P Schweihs, Editors,
McGraw Hill, 2004, p. 97.
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C Corporation S Corporation

Annual Earnings $ 100 $ 100

Corporate Income Tax 40% 40 0% 0

Net Income Available to Shareholders $ 60 $ 100

Dividends $ 60 $ 100

Personal Income Tax 40% 24 40% 40

Net cash flow to Shareholders $ 36 $ 60

Benefit of being an S Corporation $ 24

The above table reflects the fact that in a situation where all of the after corporate tax
profits are being distributed to the shareholders, the effective corporate tax rate for an S
corporation is 0 percent.  At the valuation date, the tax rates in effect would have required
the shareholders of a C corporation to pay a 40 percent personal income tax after the
corporation would have paid the same rate.  The amount of money available to the
shareholders after all taxes were paid would have been $36.

As an S corporation, the shareholders avoid a corporate tax, but they pay personal taxes
on the “pass-through” regardless of the amount of dividends.  Since only one 40 percent
tax is paid, the shareholders would end up with $60 in their pockets after all taxes are paid.

Now we must deal with the realities of The Smith Entities.  Historically, 100 percent of the
earnings have not been paid to the owners each year.  In fact, we had to analyze the
deemed dividends and distributions in order to apply the same type of tax-affecting
analysis as above.  Dividends and deemed distributions have been as follows:
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involves an analysis of historical financial information, interviews with
company management, and extensive research on comparative companies,
economic and industry trends, and market price data.  Financial information
must often be adjusted and analyzed before it can be used in the valuation
process.  Comprehensive data gathering checklists and questionnaires are
presented in the Practice Aids sections in Volume 2 of the Guide.

In addition to collecting the appropriate data, the authors of the Guide to Business

Valuations also advise the reader to:

115.19 Document All Work Performed and Conclusions Reached.  A
consultant should prepare a set of workpapers for each valuation
engagement.  The workpapers should include not only the completed work
programs, but also all data, calculations, and key assumptions made by the
engagement team, as well as all conclusions reached.

This publication was the only treatise that Mr. Jones was sure that he had in T&A’s library

at the time the valuation was performed.  In fact, Mr. Jones used the report checklist from

this publication, but no others.  We will discuss the report checklist later in this report.

TA 161

The narrative report is approximately 11 pages beginning at TA 161.  Besides the fact that

there is little substance in the narrative, there is no connection between the narrative report

and the schedules that are attached to it.  The report lacks explanation, analysis,

references and almost anything else that would permit the reader to gain a proper

understanding of the basis for the appraiser’s valuation.  Furthermore, there is a lack of

discussion of key assumptions and explanations, and as such, this report cannot

replicated.  The narrative also is contradictory throughout, which will be pointed out as we

proceed.

The first paragraph on this page is  incorrect.  The valuation that was done as of November

30, 1993, was to assist management in determining, as part of the implementation of an



1996 1997 1998 1999 2000
(In $000)

Financial Statement Dividends $ 0 $ 3,500 $ 3,500 $ 5,750 $ 5,000 

Officers' Compensation - Addback 4,364 9,614 10,637 8,779 2,114 
Officers' Compensation - Reasonable (927) (956) (985) (1,016) (1,047)

Shareholder/Partner Loan Movement:

  ABC (662) (3,959) (3,669) 7,605 4,012 
  Unconsolidated Entities 1,141 360 1,518 1,897 6,225 

Total Distributions $ 3,916 $ 8,559 $11,001 $23,015 $16,304 

Adjusted Pretax Profits $ 8,776 $12,219 $19,090 $19,308 $15,375 

% Distributions to Pretax Profits 44.63% 70.05% 57.63% 119.20% 106.04%
Figures may not add due to rounding.

 

Dividends were included based on the amounts reflected on the financial statements for
the consolidated entities.  Excess officers’ compensation was also considered to be a form
of dividend for this analysis.  In addition, we included the year-to year movement in the
shareholder/partner loan accounts for ABC and the unconsolidated entities.  These monies
flow to the owners.  In reality, they are a form of distribution.

Comparing the total distributions to the adjusted pretax profits reflects the fact that
distributions in any given year have ranged from 44.63 percent to 119.20 percent of the
adjusted profit.  The average for this five year period was about 80 percent.  This is the
amount of distributions that we will now use to recalculate the effective tax rate as an S
corporation.  The result is as follows:

C Corporation S Corporation

Annual Earnings $ 100 $ 100

Corporate Income Tax 40% 40 0% 0

Net Income Available to Shareholders $ 60 $ 100

Earnings Retained in Company $ 12 $ 20

Dividends 80% $ 48 80% $ 80

Personal Income Tax 40% 19 40% 40

Net cash flow to Shareholders $ 29 $ 40

Benefit of being an S Corporation $ 11
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ESOP, how much ABC and the ESOP should consummate transactions for with Mr. Morris

and for newly issued shares.  T&A states: 

The purpose of this study was to arrive at a value to be used by the ESOP
trustees for the establishment of the ABC Jail Company, Inc. Employee
Stock Ownership Plan, whereby immediately following the acquisition of the
stock, the ESOP would own more than a fifty percent interest of all
outstanding corporate stock.

Since the ESOP did not exist at November 30, 1993, it would have been more accurate

to state that the purpose of the valuation was to assist the ESOP trustees, once the ESOP

was formed, in establishing the adequate consideration that must be paid by the ABC

ESOP for the shares in ABC as of the transaction date.  It should also have stated that this

report may have to be updated to get closer to the actual transaction date.

At the bottom of this page, T&A references Revenue Ruling 59-60 and indicates that this

Revenue Ruling “sets forth in some detail the following factors (not all inclusive), which

generally are believed to be fundamental enough to the valuation of a closely held

corporate stock that analysis of each is required.”  The report then proceeds to list ten

factors.  However, these ten factors do not all come from Revenue Ruling 59-60.  In Mr.

Jones’ deposition, he was asked the following (January 24, 2004, beginning at page 82,

line 14):  

Q. And you’ve got ten items attributed to Revenue Ruling 59-60, correct?

A. There’s ten items listed there, yes.

Q. And my question is, where do you get this ninth and tenth item if it's
not in Revenue Ruling 59-60?

A. Well, from -- probably from other materials that we consider when we
evaluate a company because I think those are -- these are relevant
facts.  59-60 is -- Revenue Ruling 59-60 is a guideline stipulated by
the IRS.



C Corp. S. Corp. S Corp. Valuation

Income Before Tax $ 100  $ 100  $ 100  

Corporate Tax Rate 40% 0% 33.33%

Available Earnings For Distributions $ 60  $ 100  $ 80  

Distributions $ 48  $ 80  $ 80  

Personal Income Tax Rate 40% 40% 40%

Net Available After Dividends $ 29  $ 40 $ 40  

Since only about 80 percent of the pretax earnings have been distributed historically, we
used this amount in our model.  Recalculating the net amount available to the shareholders
after taxes considers the benefits of the S election.   For the purpose of this valuation, the41

shareholders should be placed in the same position that they would be in after paying tax
as an S corporation shareholder.  In the above example, they would end up with 40 cents
on the dollar.  The mathematical calculation to determine the implied S corporation tax rate
is as follows:

(1 - X) x (1 - 40%)] = 40%
X = 33.33%

In order for the shareholders of The Smith Entities to be placed in a neutral tax position,
a 33.33 percent corporate tax rate is appropriate.  This is the rate that we have used in the
normalization process. 

Conclusion

As you can tell, the landscape that we work under has changed dramatically.  The old
conventional wisdom of tax-affecting all pass-through entities is gone.  Each valuation must
consider the facts and circumstances and be performed accordingly.

This model does not take into consideration the added benefit that the shareholders will41

receive as a result of the undistributed income of the companies.  Since income taxes are
paid, and in this model calculated, on the available earnings, regardless of whether they are
actually distributed or not, the shareholders of the S corporation can remove the undistributed
profits without taxation in subsequent periods.  If they do not remove the distributions, they
receive a step-up in the basis of their investment and will pay less capital gains, if and when
they sell their interest in The Company.
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Q. I agree.  I'm just asking you where you got these other two points,
item 9 and 10, since it's not in Revenue Ruling 59-60.  Can you tell
me what authoritative source you used for those two items?

A. Off the top of my head, I'm not -- I don't recall an authoritative source
such as an IRS Revenue Ruling.

Q. Well, give me any authoritative source --.

A. Well, the --.

Q. Doesn’t have to be IRS.

A. -- the judgment of the -- the valuator when performing a valuation
analysis.  

Once again, despite Mr. Jones’ claim of having substantial experience, he was unfamiliar

with Revenue Ruling 59-60, which is a cornerstone ruling in the profession.  It is the most

widely cited revenue ruling by business appraisers, and possibly the most widely cited

document in business valuation.  What makes these responses even worse is that Mr.

Jones did not know where he took the ninth and tenth factors from.  To give the response

that it was the judgement of the valuator, further supports the lack of professional

competence applied in this assignment.  The deposition was approximately 11 years later,

and he still did not know, without additional prompting in subsequent questions, that these

two additional factors came from the Department of Labor Regulations relating to ESOPs.

T&A held itself out as having substantial experience in ESOP valuations.  Throughout Mr.

Jones’ deposition, he kept referring to the subjective judgment of the appraiser to

compensate for his lack of documentation or knowledge of the appraisal literature.  This

was one more instance where this took place.  

TA 163

At the top of this page, the T&A report states:

C Corp. S. Corp. S Corp. Valuation

Income Before Tax $ 100  $ 100  $ 100  

Corporate Tax Rate 40% 0% 33.33%

Available Earnings For Distributions $ 60  $ 100  $ 80  

Distributions $ 48  $ 80  $ 80  

Personal Income Tax Rate 40% 40% 40%

Net Available After Dividends $ 29  $ 40 $ 40  

Since only about 80 percent of the pretax earnings have been distributed historically, we
used this amount in our model.  Recalculating the net amount available to the shareholders
after taxes considers the benefits of the S election.   For the purpose of this valuation, the41

shareholders should be placed in the same position that they would be in after paying tax
as an S corporation shareholder.  In the above example, they would end up with 40 cents
on the dollar.  The mathematical calculation to determine the implied S corporation tax rate
is as follows:

(1 - X) x (1 - 40%)] = 40%
X = 33.33%

In order for the shareholders of The Smith Entities to be placed in a neutral tax position,
a 33.33 percent corporate tax rate is appropriate.  This is the rate that we have used in the
normalization process. 

Conclusion

As you can tell, the landscape that we work under has changed dramatically.  The old
conventional wisdom of tax-affecting all pass-through entities is gone.  Each valuation must
consider the facts and circumstances and be performed accordingly.

This model does not take into consideration the added benefit that the shareholders will41

receive as a result of the undistributed income of the companies.  Since income taxes are
paid, and in this model calculated, on the available earnings, regardless of whether they are
actually distributed or not, the shareholders of the S corporation can remove the undistributed
profits without taxation in subsequent periods.  If they do not remove the distributions, they
receive a step-up in the basis of their investment and will pay less capital gains, if and when
they sell their interest in The Company.
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federal income taxation at Centenary College, financial statement analysis in the masters degree
program at Lindenwood College, and several topics at the AICPA. National Tax School in
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We have relied heavily in our valuation upon known operating results and the
financial condition of ABC for the prior five fiscal years.  Additionally, we have
analyzed projections as prepared by management for future years.  We
believe that this is the most satisfactory method of valuing the stock of a
closely held corporation such as ABC.

However, T&A ultimately used valuation methods in its final analysis that are inconsistent

with this statement.  This will be pointed out as we review the schedules at the back of its

report.

Beginning on this page, the T&A report begins to address the 10 items from Revenue

Ruling 59-60 and the Department of Labor Regulations.  Each of these sections is woefully

inadequate to accomplish its intended purpose.  In the History and Nature of the Business

section there is very little information to allow a reader to truly understand the history and

nature of ABC.  In fact, this entire narrative section only takes up one half of one page.

The valuation report omits important items such as the legal form of the entity, the state

of incorporation, information about company management, competition, information about

key employees, sensitivity to seasonal or cyclical factors, and strengths and weaknesses.

The small amount of information that is included in the report includes the ownership of the

corporation including the proposed transaction, which as of November 30, 1993 should not

be considered in the valuation of ABC.  The process of valuing ABC was to determine what

the value should be for a transaction.  Including information about the transaction  makes

this valuation hypothetical.  Hypothetical valuations are defined as those that are contrary

to fact.  There is nothing in the Department of Labor Regulations that permits hypothetical

appraisals to be performed for an actual ESOP transaction.  This is one more instance

where T&A mixes up its assignments.  Either this report is for planning purposes to

demonstrate what would happen after the ESOP transaction takes place, or it is a valuation

of ABC stock for the purpose of meeting the adequate consideration requirements in an

actual transaction.  The same report cannot be used for both purposes.


