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Transaction Announcement:

Edge Security Technologies Corporation

has been acquired by

Intercon Security Limited

a subsidiary of

Firstservice Corp. (NASDAQ FSRV)

Hempstead & Co. Incorporated initiated this transaction and acted as financial advisor to 

Edge Security Technologies Corp.

Tax Court Blunts Impact of Section 2704(b)

On Valuation of Family Limited Partnership


Estate Planners will often design Family Limited Partnerships with features deliberately designed to make it difficult for limited partners to get their money out. They do this so that appraisers can apply a hefty valuation discount to these limited partnership interests, thus reducing estate and/or gift taxes. Section 2704(b) of the Internal Revenue Code attempts to curtail this practice by saying that such restrictions can't be taken in to account for valuation purposes if they are more restrictive than those found in state law.


In Kerr vs. Commissioner, 113 T.C. No. 30 (12/23/99), the IRS challenged the valuation of an interest in a Texas family limited partnership. The liquidation provision of the partnership agreement essentially provides that the partnership would dissolve and liquidate on the earlier of December 31, 2043 or by agreement of all the partners. The IRS argued that under Code Section 2704(b), it could disregard the restrictions on liquidation contained in the limited partnership agreement because they exceed those found in Texas law. This would, therefore, reduce the valuation discount. 


The taxpayer argued that Section 2704(b) did not apply because (i) the transferred interests were "assignee interests" rather than limited partnership interests and therefore, were not subject to Section 2704(b) and (ii) the restriction on liquidation under the agreement was no more restrictive than that provided under Texas law, and therefore, met the exception in Regulation Section 25.2704-2(b). 


Although the Court agreed with the IRS that the transferred interests were limited partnership units and not assignee interests, it agreed with the taxpayer that under the gift tax regulations the ability to liquidate the entity was no more restrictive than that provided by Texas law in the absence of the restriction. The heart of the disagreement was a provision in Texas law that permitted a partner to withdraw upon six months notice. The IRS pointed to this as a less restrictive provision than contained in the partnership agreement, thus triggering 2704(b).


The Court drew a distinction between the withdrawal provisions and liquidation provisions in Texas law, and said that only the latter need be consulted to apply the 2704(b) test. In this case, the partnership passed muster, since its liquidation provisions were no more restrictive than the liquidation provisions of Texas law. In effect, the Court held that Section 2704(b) contemplates that "applicable restrictions" pertain only to liquidation, not to withdrawal.


It is of collateral interest that the partnership agreement in question was drawn up by F. Stacey Eastland of Baker & Botts, a prominent Houston estate planning attorney who has written much about the use of family limited partnerships as an estate planning tool. One of the Petitioners, Baine P. Kerr, was also a former partner of Baker & Botts.

Stock Option Valuation - Basic Concepts: Part II

Valuation Models


Option valuation models can be placed in two categories, empirical models and theoretical models. Empirical models are based on observation of market prices of options and their relationship to independent variables. Through statistical regression techniques, equations explaining option pricing are developed. Leading empirical valuation models include the Shelton model and the Kassouf model.


Rather than rely on historical data, theoretical models attempt to predict option value based on asset pricing theory. The binomial model, the Black-Scholes model and the Noreen-Wolfson model are some well known theoretical valuation models.

Factors Influencing Option Value


Of all the option valuation models, the Black-Scholes model is perhaps the most well known and widely used. Under the Black-Scholes formula, six factors typically influence option values. Each of these factors and its correlation to the value of a call option are listed below:

Factor - Correlation

1)
Stock price - Positive

As a stock price increases, out of the money call options can approach in the money status.

2)
Exercise price - Negative

The lower the exercise price, the greater the chance that a call option will be in the money prior to expiration.

3)
Volatility - Positive

The downside of an option's value is limited to zero while the upside potential is unlimited. Thus the distribution of dollar returns on an option investment is skewed. Since a volatile stock has greater upside price potential, the value of an option to buy such a stock is positively correlated to volatility.

4)
Time to expiration - Positive

The longer an option has to run, the greater its chances of maximizing value.

5)
Risk free interest rate - Positive

As interest rates rise, the present value of the exercise price which must be paid by the option holder falls, thereby increasing the option's value.

6)
Cash dividend payout - Negative

Since stock price growth is, in theory, negatively correlated to dividend payouts, the value of a call option is also negatively correlated.

Marketability


Because the Black-Scholes model assumes that options are marketable, it is never optimal, in theory, to exercise a call option in a non-dividend paying company prior to maturity. If the option holder needs liquidity, value is maximized by selling the option rather than through early exercise. For holders of non-marketable employee stock options, this outcome is not available. Thus, the marketability of the option itself can be a significant factor influencing option value.


Why? Because without marketability, an investor may be induced, for a number of reasons (diversification, job change), to exercise prior to maturity. Since the value of an option is positively correlated to the time to expiration, lack of marketability may effectively reduce the option's duration, thereby reducing its value. In addition, non-marketability of an option may alter the theoretically positive correlation between stock price volatility and option value. For example, a highly risk averse investor, holding a non-marketable option to purchase a volatile stock may have a substantial propensity to exercise the option early, for diversification reasons. Thus, a high stock price volatility may lead to early exercise, leading to a lower option value.


For options which have a substantial time value component, the issue of illiquidity is significant and requires careful analysis. For options which are far 'in the money', this factor is less important since the time value element is relatively small. 


One way to deal with illiquidity is to adjust the time until expiration factor in the Black-Scholes formula from the stated term to an expected term based on employee characteristics. This method is sometimes used when determining the fair value of options pursuant to Statement of Financial Accounting Standards (SFAS) No. 123. Another approach would be direct application of a lack of marketability discount to the theoretical option value.

Summary

Although option valuation models are often extremely complicated, the basic concepts behind option valuation can be readily understood. When confronted with questions regarding the valuation of employee stock options, it is important to consider the impact of illiquidity on the option value.

Tax Court Sets Guidelines for Valuing "S" Corporations


A recent Tax Court case involving the valuation of a Pepsi Cola bottling company, Gross v. Commissioner, T.C. Memo 1999-254, 78 TCM (CCH) 201 (7/29/99) puts into sharp relief two differing approaches to the valuation of subchapter "S" corporations.


Subchapter "S" corporations do not pay Federal corporate income tax; their pre-tax income is attributed to their shareholders, who are responsible for paying the tax. Business appraisers have for years debated the proper method to take into account this lack of corporate level Federal income tax. Some appraisers "tax effect" the earnings, restating them as if the company were a "C" corporation. Others do not, arguing that the lack of taxation is a benefit which should be reflected in the valuation. 


In the Gross case, involving shares of an Ohio-based Pepsi-Cola bottling company, the Petitioners (taxpayers) reported the value of the stock as $5,680 per share as of July 31, 1992. Respondent (IRS) argued that the fair market value was $10,910 per share. Both the Petitioners' and Respondent's experts used discounted cash flow analysis to determine the value, however the Petitioners' expert applied a 40% corporate income tax rate to tax effect the company's projected earnings, while the IRS' expert did not.


The Petitioners argued that it was appropriate to make the adjustment to the company's earnings for four reasons:


IRS' published valuation guide contemplates making a tax adjustment to earnings.


The shareholder might be responsible for tax payments for which insufficient income would be distributed.


An "S" corporation might lose its favorable "S" status.


"S" corporations have a great disadvantage in raising capital due to the restrictions of ownership necessary to qualify for the "S" corporation election.


The IRS' expert in his report assumed that a company would remain an "S" corporation indefinitely and that virtually all the company's earnings would continue to be distributed to the shareholders. He concluded that a zero percent corporate tax rate was an appropriate assumption to make in determining the earnings available for distribution.


The Court sided with the IRS' appraiser. First, it opined that the IRS valuation guides do not have the force of a regulation or ruling and there was no evidence that the taxpayer relied on them in any way. With respect to some of the other arguments, the Court believed that it was not reasonable to assume that the company would not make sufficient distributions to cover its shareholders' tax liabilities. It also did not believe that it is reasonable to assume that there was a likelihood that the "S" election would be lost. With respect to the argument that "S" corporations have a disadvantage in raising capital, the Court opined that "this concern is more appropriately addressed in determining an appropriate cost of capital." 


Petitioners also lost some arguments having to do with illiquidity discounts and appropriate rates of return, the result of which was the Court concluded that the value of the stock was $10,910 per share. A home run for the IRS.

HAPPENINGS AT HEMPSTEAD & CO.

Daniel A. Lisman, CFA, Vice President of Hempstead & Co., recently completed the arduous and challenging process of becoming a Chartered Financial Analyst (CFA). It involves successfully passing three all-day examinations given on the first Saturday in June of each year. We all congratulate him.

David Routzahn has recently joined our staff as an Appraisal Associate. Dave, who has an MBA from Drexel University joins us after career in commercial banking with First Union Corporation.

John Hempstead, ASA, CFA, Managing Director, recently made presentations to the U.S. Department of Labor staff in Philadelphia and Washington, DC on the subject "Valuing ESOP Shares".

The material presented in the Hempstead Letter should not be construed as definitive legal, financial, or business advice nor should it be acted upon without consultation with legal or other professional counsel.
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Hempstead & Co. is a financial consulting firm providing services in the following areas:


• Valuations of Businesses and Corporate Securities


• Valuations of Intangible Assets


• Loss of Business Damage Analysis


• Mergers & Acquisitions

The members of our professional staff have backgrounds in valuation, finance, accounting, economics, engineering, and investment banking. Professional designations include Accredited Senior Appraiser, American Society of Appraisers (ASA), Chartered Financial Analyst (CFA), and Certified Public Accountant (CPA). We welcome the opportunity to serve you. Please call Mark Penny at (800)541-3323 or contact him via e-mail at johnhemp@bellatlantic.net.
