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Recent Tax Court Decisions May Result in Higher

Tax Bills for Some S Corporation Shareholders

Two recent Tax Court decisions have shed more light on how the IRS and the Tax Court are addressing the issue of whether or not to tax-affect the earnings of S Corporations in arriving at the fair market value of S Corporation stock for estate and gift tax planning purposes. Tax-affecting is the process of applying a C Corporation tax rate to the earnings stream of an S Corporation in order to arrive at an after-tax income stream that is equivalent to that of a C Corporation.

"the choice can have very real consequences for S Corporation shareholders, producing swings in value of almost 70%."

While the choice of whether or not to tax-affect earnings may seem like an esoteric valuation issue, it can have very real consequences for S Corporation shareholders, producing swings in value of almost 70%. Since estate and gift taxes are based on the value of shares transferred, it is critical for S Corporation shareholders and their legal and financial advisors to have a full understanding of this valuation issue.

The first tax court case that specifically dealt with this controversy was Walter L. Gross, Jr. et al. v. Commissioner of Internal Revenue, T.C. Memo. 1999-254 (July 29, 1999). In Gross, the Tax Court agreed with the IRS that no tax should be imputed on S Corporation earnings under the discounted cash flow method, resulting in a 92% increase in the taxpayer’s anticipated tax liability. Gross was upheld by the U.S. Court of Appeals for the Sixth Circuit on November 19, 2001. A detailed analysis of the Gross case, was included in The Hempstead Letter, Vol. XVIII, No. 1, available on our website.

Since Gross, the issue of whether or not to tax-affect S Corporation earnings has arisen in two other cases. The first of these was Estate of Richie C. Heck v. Commissioner, T.C. Memo, 2002-34 (Feb. 5, 2002). At the time of his death, Mr. Heck owned 630 shares, representing 39.62% of the outstanding common stock of F. Korbel & Sons, Inc., an S Corporation.

One of the issues before the Tax Court in Heck was the appropriate procedure to use in the application of a discounted cash flow method, particularly with regard to tax-affecting the income of an S Corporation. In this case, neither the taxpayer’s nor the IRS’s valuation experts tax-affected the company’s earnings. In its decision, the Tax Court, citing Gross, chose not to address the issue of tax-affecting Korbel’s earnings, effectively adopting the Gross opinion.

The most recent Tax Court case involving this issue was Estate of William G. Adams, Jr. v. Commissioner, T.C. Memo 2002-80 (March 28, 2002). This case involved the valuation of a controlling block of stock in Waddell Sluder Adams & Co. Inc. (WSA), an insurance agency that operated as an S Corporation. One of the key issues in this case was the application of an after-tax capitalization rate to a pre-tax level of income.

In Adams, both experts used an income approach to value the company’s stock. In addition, both experts calculated direct earnings capitalization rates of approximately 20.5%. The dispute arose, however, because the petitioner’s expert proposed that, rather than tax-affecting earnings, the 20.5% capitalization rate should be converted to a before tax capitalization rate of 31.88%.

The Tax Court ruled as follows, “We disagree that (the taxpayer’s) estimates of WSA’s prospective net cash flows are before corporate tax because it is appropriate to use a zero corporate tax rate to estimate net cash flow when the stock being valued is stock of an S Corporation. Thus (the taxpayer’s) estimates of WSA’s prospective net cash flows are after corporate tax and not before corporate tax as the estate contends”. Regarding the issue of tax-affecting S Corporation income, the Tax Court stated, “The net cash flow and the capitalization rate used to compute the fair market value of the WSA stock should have the same character; i.e., before corporate tax or after corporate tax. Thus, as in Gross, the tax character of the taxpayer’s estimate of WSA’s prospective net cash flows matches that of the unconverted capitalization rate because both are after corporate tax”.

"The major risk for S Corporation shareholders is that the IRS will seek to apply Gross in all S Corporation tax matters . . ."

In interpreting these decisions, it appears that the Gross decision will continue to impact the Tax Court’s thinking on S Corporation valuations for the foreseeable future. In choosing to litigate Gross, the IRS was fortunate to select a case with a very favorable fact pattern, in particular a company which historically distributed almost all of its net income. The major risk for S Corporation shareholders is that the IRS will seek to apply Gross in all S Corporation tax matters, regardless of the unique circumstances of each situation.

This is because the S Corporation “premium” assigned by the Tax Court in Gross, is directly related to the S Corporation’s anticipated level of pay-out. At one extreme, shares of an S Corporation that is expected to continue to pay out all of its earnings may be afforded a premium. On the other hand, shares of an S Corporation that is not expected to make any distributions (such as tax distributions) may require a discount in value relative to otherwise identical C Corporation shares. Typically, most S Corporations fall between these extremes.

We have recently authored a white paper entitled “The S Corporation Valuation Controversy: A Rational Solution” to address these issues. If you would like a copy, please contact J. Mark Penny. n
Valuation Issues Play a Critical Role
In S Corporation Conversions

Due to recent changes in tax law, more and more companies are considering Subchapter S status. While an S Corporation election can provide many benefits to shareholders of closely-held companies, it should be noted that S Corporation conversions typically give rise to several valuation issues that may be frequently overlooked by companies and their advisors. The first of these issues are the potential tax consequences arising from the sale of all or any part of the company within 10 years of the S Corporation election.

This potential tax liability stems from Section 1374 of the Internal Revenue Code. IRC Section 1374 imposes a 10-year waiting period before gains on sales of assets previously held in a C Corporation can pass through to shareholders of an S Corporation. This regulation was intended to close a loophole created by the repeal of the General Utilities Doctrine that would have allowed C Corporations with built-in gains to convert to S Corporation status immediately before selling assets, thereby avoiding tax at the corporate level. This tax is based on the difference between the tax basis of the asset and the fair market value of the asset at the time of the S Corporation election. Tax practitioners sometimes refer to this tax as the BIG (built-in gain) tax and, in reality, this tax can often live up to its name!

In our experience, many taxpayers choose to ignore this potential tax liability because, at the time of the S Corporation election, the taxpayers:

1.
have no immediate plans to sell their business and therefore feel they will never be subject to the BIG tax;

2.
feel that they can easily postpone dealing with this issue until such time as they are ready to sell the asset;

3. elect to proceed with a simple valuation of the company’s common stock at the time of the S Corporation election, ignoring the possibility of a sale of just part of the company, such as a division, product line or branch office, within ten years.

All three approaches are penny-wise and pound-foolish. The IRS has demonstrated a willingness to examine BIG issues and the taxpayer has the burden of proof in establishing the value of the asset at the time of the S Corporation election. Taxpayers who defer a decision to determine the fair market value of an asset as of the date of the S Corporation election until the occurrence of a taxable event such as the sale of an asset (such as a division, product line or branch office), often find it extremely difficult, time consuming and costly to undertake the valuation of these assets at such a future date. The benefit of a more comprehensive valuation being done at the time of the S Corporation election is that it provides certainty in the event of a future transaction that could give rise to a potential BIG tax. The ability to provide the IRS with a documented valuation report prepared at or near the date of the S Corporation election lends more credence in the event of an IRS query as opposed to a “forensic” valuation report prepared at the time of an IRS query.

"The existence of a well-documented . . . can avoid unnecessary delays in closing these transactions."

In addition to providing certainty in the event of an IRS query, a well documented valuation can also go a long way to satisfying a buyer’s tax due diligence in the event of a sale of the S Corporation’s stock within the ten year period. In our M&A advisory practice, we are finding many buyers willing to structure acquisitions of S Corporations as stock purchases, absent liability concerns, in order to take advantage of IRC Section 338(h)(10) elections. The existence of a well-documented valuation prepared at the time of the S Corporation election can avoid unnecessary delays in closing these transactions caused by the buyer’s concerns over the magnitude of the BIG tax, which the buyer will be assuming.

If you or a client are considering a conversion to S Corporation status, or if you or a client have made an S election in recent years without performing a valuation of all of the company’s major assets, please give us a call. It’s not to late to start thinking about the BIG tax. n
Appraisal Issues Task Force Broadens Mandate to Include
Stock Option Valuation Issues

The Appraisal Issues Task Force (AITF) held its second meeting in Philadelphia on October 3rd to continue grappling with the valuation issues raised by the accounting profession’s recent moves toward “fair value” accounting. While the AITF was originally formed to address the valuation issues raised by the issuance of Statements of Financial Accounting Standards No. 141 and No. 142, the members of the AITF have agreed to expand the task force’s charter beyond simply providing the SEC with guidance on purchase accounting and goodwill impairment issues.

To this end, Hempstead Managing Director J. Mark Penny was selected to chair an AITF subcommittee to address the selection of appropriate methods to be used in determining the fair value of stock based compensation for financial reporting purposes. In recent months, many SEC registrants have announced their intent to begin expensing incentive stock options issued to employees, despite concerns that the existing methodologies specified in Statement of Financial Accounting Standards No. 123 may overstate the fair value of these options. n

Visit Hempstead & Co. Online

In order to better serve our clients, we have recently made several enhancements to our website including the addition of a list of frequently asked questions (FAQ) and the addition of several recent publications to our online business valuation library. Check us out at http://www.hempsteadco.com.

Happenings at Hempstead

J. Mark Penny, ASA, Managing Director, recently gave a presentation entitled: “The S Corporation Valuation Controversy: A Rational Solution” to the law firm of Obermayer Rebmann Maxwell & Hippel LLP If you would like a copy, please call Mark at (856) 795-6026.

Andrew Wiest, ASA, Vice President, recently provided expert assistance to the law firm of Kirkpatrick and Lockhart LLP (K&L) in connection with the calculation of economic damages suffered by a K&L client as a result of a breach of fiduciary duty. Andy calculated the K&L client’s economic damages at $6.9 million and testified in United States District Court (District of Massachusetts). The jury agreed with Andy’s testimony and awarded K&L’s client $6.9 million.

David Routzahn, Associate, and his wife Kim, are the proud parents of Elizabeth Ann, born September 25, 2002. Dave, Kim and Ellie are doing fine.

