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Tax Court Says* OK” to 50% Valuation Discount

Inarecent Tax Court case, asuccessful showing of
“arm’ s-length” transactionshel pedbuttresstaxpayers
useof anappraisal featuringa50% | ack-of-marketabil -
ity discount.

Background

Membersof the Huber family madegiftsof stock of
J.M. Huber Corp. duringtheperiod 1997 t0 2000. The
IRS believed that the value of the stock was under
reported onthegift tax returns. Theresult wasaTax
Court case called Huber, et al. v. Commissioner
(T.C. Memo. 2006-960), decided May 9, 2006.

J. M. Huber Corp. (Huber) isaprivately-held diver-
sified company based in Edison, New Jersey. The
company at thetimein question had annual salesof in

Sub-SCorpValuationIssuesAddressed
In Delaware Chancery Decision

Subchapter-S corporations present aspecial
valuation challengeto businessappraisers. The
appraisal profession has in recent years been
wrestlingwiththethorny question of how totreat
theincometax status of Subchapter-Scorpora-
tionswhen performingabusinessvaluation. The
issue is whether or not, or to what extent, one
shouldincludeinavaluationanamount toreflect
thefact that Sub-Scorporationsdo not pay Fed-
eral corporateincometaxes.

A Recent Case
ViceChancellor Strine, of theDelaware Chan-
cery Court, wasfacedwiththisissuerecentlyinan
appraisal/entirefairnessactioncalled Delaware
Open MRI Radiology Associates, P.A. (Con-
solidated C.A. No. 275-N, April 26, 2006).
Thecaseinvolvedagroup of eight radiol ogists
that owned a company called Delaware Open
MRI Radiology Associates, P.A. (DelawareRa-
continued on page 2

excessof $500 millionand approximately 250 share-
holders. Itisoneof thelargest family-owned compa-
niesinAmerica

Appraisal

Thedonorsof theHuber stock val ued thestock for
gift tax purposes based on areport prepared by an
independent appraiser. Thecompany had engagedthis
appraiser since1993to prepareannual valuationsof its
stock. These valuations were used for a variety of
purposes, including; (1) valuing giftsof Huber shares
made to non-profit organizations, (2) valuing stock
optionsgrantedtothecompany’ sCEO, (3) fixingthe
compensation of Huber’ sboard members, (4) eval uat-
ingthe performanceof Huber asawhole, (5) valuing
sharesthat are bought back by Huber fromitsshare-
holders, and (6) val uing sharesintransactionsbetween
Huber sharehol ders.

“...salesof Huber stock...demonstratethe bestrefer-
enceforthevaluation of Huber shares...”

The appraiser had used a consistent method for
preparingitsvaluation. It compared Huber to compa-
rablepublicly-traded companies. It thenapplied a50%
lack-of -marketability discount fromthefreely-traded
valueof thesharestoarriveat itsvaluation.

IRS Position

The IRS agreed with the freely-traded values of
Huber sharesestablished by theappraiser. They took
issue, however, with the 50% |l ack-of -marketability
discount. They proposed discountsranging from 25%
to45% during theyearsin question.

ThelRSalsorejected theappraiser’ svaluesonthe
groundsthat sal esat thesevalueswerenot arm’ s-length
transactions.

Court Analysis
The Court beganitsanalysisbased onthefollowing
premise: “In determining the value of unlisted stocks,
actua arm’ s-length sal esof thestock inthenormal course
continued on page 2
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of businesswithinareasonabletimebeforeor after the
valuationdatearethebest criteriaof marketvalue.”

The Court then proceeded to examine someof the
morethan 90 transactionsthat had taken placein Huber
stock from 1994 to0 2000, all based onthe appraiser’s
value. It examined therel ationshi ps between the par-
ties, thepresenceor lack of compulsion onthepart of
the seller, the reasonableness of the shareholders’
relianceontheappraiser’ svalue, andtheintent of the
partieswith respect tothesales.

The Court concluded that while there were close
family relationships between partiesin some of the
sales, thisisneutralized by the fact that many of the
transactions took place between parties that were
hardly related or unrelated and who had fiduciary
obligationsto obtainthebest price.

TheCourt alsosatisfieditself astothel ack of compul -
siononthepart of thesellers, theirintent, andthedegree
towhichthey wereinformed of theapprai ser’ sopinion.

Conclusion

Having satisfied itself on these matters, the Court
expresseditself asfollows; “Weconcludethat thesal esof
Huber stock establishedintherecord arearm’ s-length
salesthat demonstratethebest referencefor theva uation
of Huber sharesonpetitioners gifttaxreturns.” B

Mark Penny Elected
Regional Governor of the
American Society of Appraisers

Hempstead & Co. ManagingDirector Mark Penny,
A SA hasbeen el ected Regional Governor of theMid-
Atlanticand New England Region of TheAmerican
Society of Appraisers. AsRegiona Governor, hewill
represent hisregioninthegovernanceof theASA.

TheASA, foundedin 1936, istheleading profes-
sional association of appraisersinthefield of business
valuationandother appraisal disciplines. Itawardsthe
ASA designationto apprai serswhomeetitsrigorous
educational, testingand experiencerequirements.

Mark hasbeenanactivebusinessappraiser for more
than 20 years. Heisagraduate of the University of
Pennsylvania, andholdsanMBA degreefrom Temple
University. Hetestifiesfrequently instateand Federal
courtasanexpertinbusinessvaluation.
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diology). Thecompany performsMRI scans. A radiol -
ogy practice owned by the eight radiol ogists, called
Fox Chase Medical Center Radiology Associates,
P.C. (Fox Chase) performed thediagnostic“reads’ of
thescansmadeby Delaware Radiology.

All eight doctors were originally together in one
practice. In1999, however, threeof theeight partners
left Fox Chaseto start anew practice. Thiscreated a
number of problemswhichultimately ledthefivere-
mai ning Fox Chase doctors, who col lectively owned
62.5% of the Del aware Radiol ogy shares, todecideto
effect asgueeze-out merger of thethreeminority share-
holdersof thecompany.

“Theopposing valuation experts took utterly differing
positions on the issue of the proper treatment of
Sub-Staxation.”

The terms of the merger, which took effect on
January 20, 2004, provided for a payment to the
minority sharehol dersof $16,229 per share (equivaent
to avaluation of $6.5 million for the company inits
entirety). Theminority shareholders, unhappy withthis
valuation, submitted ademandfor anappraisal. Their
appraisal expert valued the company at $66,074 per
share(equivalentto $26.4 millionfor thewholecom-
pany).

Subchapter-S Tax I ssue

There were a number of issues involved in this
litigation. For purposesof thisdiscussion, however, we
will confineoursel vestoaconsideration of theCourt’s
treatment of the Subchapter-Stax issue.

Theopposing valuationexpertstook utterly differing
positionsontheissueof the proper treatment of Sub-
Staxation (or lack of taxation). Theappraiser for the
maj ority sharehol derstreated thecompany asif it were
anormal or C corporationfor valuation purposes. He
applied a40% corporatetax rateto theearningsof the
company. Theargument that supportsthisapproachis
that if the most likely buyer of the company isaC
corporation, the buyer will, after the acquisition, be
facedwith paying corporateincometaxesontheearn-
ingsof theacquired company. If thebuyer will receive
no benefit fromtheacquired company’ sS-Corp. sta-

continued on next page
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tus, it will analyze the company’searningsasif the
company did pay corporate income taxes. In other
words, thebuyer will “tax affect” thetarget company’s
earningsby anamount which correspondstonormal C
corporationtaxes.

Theappraiser for theminority shareholders, onthe
other hand, asserted the propositionthat because Dela
wareRadiology isan Scorporation, it faced no corpo-
rate-level incometaxes. Any taxes, hereasoned, would
be paid at the stockholder level and should not be
consideredinvaluing Delaware Radiol ogy asan entity.
Accordingly, hedidnot tax affectitsearningsat all in
performinghisvaluation.

The Court’s Analysis

TheCourt had problemswith both approaches. The
Judge described his problem with the majority ap-
proachthisway; “ Delaware Radiology isavery small
entity. Therecordrevealsno set of circumstancesin
whichitislikely that DelawareRadiology will convert
toCcorporationstatus....The Scorporationtax status
isahighly valuable attribute to the sharehol ders of
DelawareRadiology...an appraisal petitioner isen-
titled to be paid for that which has been taken from
him... Asamatter of fairness, themerger pricehadto
takeintoaccount these(S-Corp.) benefitsand provide
fair compensationfor the(minority group’s) loss. (The
majority group’ s) approach deniedthe(minority group)
membersthevaluethey would havereceived ascon-
tinuing Scorporationstockholdersin DelawareRadiol -
ogy and, therefore, ensured that themerger pricewas
lower thanfairvalue.”

“[tlhe Judge developed an approach that hefelt prop-
erly captured thevalue of thecompany’s Sstatus.”

TheCourtfoundtheminority approachtobe® equally
flawed,” inthatit“ overstatesthevaluefairly belonging
to the (minority group).” He pointed out that if the
universe of buyersis principally composed of C
corporations, it would behighly misleadingtodoa
market-based comparableacquisitionval uationof an
S corporation using sales of C corporations to C
corporationsandthento assumethat an Scorporation
would be sold at a higher price because of its tax
status.

Hesummarizedthedilemmaasfollows; “1 amnot
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tryingtoquantify thevalueat which DelawareRadiol-
ogy would sell to a C corporation; | am trying to
guantify thevalueof Delaware Radiology asagoing
concernwithan Scorporation structureand awardthe
(minority group) their proratashareof that value.”

The Court’s Conclusion

After due consideration, the Judge developed an
approachthat hefelt properly capturedthevalueof the
company’s Sstatuswithout overstating it, ashefelt
wouldbethecaseif theminority group approachwere
adopted. For purposes of analysis, he assumed a
hypothetical corporationthat had $100 of pretax earn-
ings, and paid out all of its after-tax earningsto its
shareholders. He then calculated how much of this
$100wouldremainwiththesharehol der after all taxes
had been paid. He made the cal cul ation twice, once
assuming that the company wasaC corporation, and
once assuming that it wasan S corporation. Hethen
compared theamount retai ned by thesharehol der after
all taxes. Using acorporateand personal incometax
rate of 40%, and adividendtax rate of 15%, hefound
that the C corporation shareholder would retain $51
out of the $100, and the S corporation shareholder
would retain $60 out of the $100.

Hethen cal culated ahypothetical corporatetax rate
which, if applied, wouldleaveaC corporation share-
holder withthe sameafter-tax earningsthat hewould
haveif thecompany werean Scorporation. That rate
1$29.4%, asisshown inthelast column of thetable
below:

S Corp
C Corp S Corp Valuation

Income Before Tax $100 $100 $100
Corporate Tax Rate 40% — 29.4%
Available Earnings $60 $100 $70.60
Dividend or Personal

Income Tax Rate 15% 40% 15%
Available After

Dividends $51 $60 $60

TheCourt then appliedthistax rate of 29.4%tothe
pretax earningsof thecompany for purposesof cal cu-
latingitsvalueinorder “to measurewith thegreatest
practicable precision the fair value of the (minority
group’ s) interestinthegoing concernvalueof Dela-
wareRadiology.” B
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