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I. OVERVIEW.
A. Valuations Increasingly Make the Corporate Tax World Go Round
.  Historically a creature most commonly seen in the estate, gift, and charitable world, valuation increasingly injects itself into the realm of corporate tax planning as the living statutory standard preferred by Congress – a standard that theoretically captures "fairness" and changing economics.  Thirteen years ago, the Tax Court chronicled how far the tentacles of valuation reached even then:
We approximate that 243 Sections of the Code require fair market value estimates in order to assess tax liability, and that 15 million tax returns are filed each year on which taxpayers report an event involving a valuation-related issue.  Estate of Auker v. Commissioner, T.C. Memo. 1998-185.  (Emphasis added).
From Section 332 liquidations through 368 reorganizations to 362(e) loss importation and 382 NOL limitations, C corporations must now frequently deal with an explicit fair market value standard and the "experts" who determine it.  Other common corporate contexts like Section 482 pricing, Section 1060 purchase price allocation, and every reasonable compensation inquiry all invoke arm's length valuation concepts – and criticisms.  

B. Criticisms of Experts and Valuations by the Court
.  When a court (or the IRS Appeals Office) faces competing valuation reports, it must pick one, the other, or patch together its own valuation.  Courts have been quick to criticize appraisers and other experts, generally focusing on these seven areas:  
(i) Daubert methodology attacks (Caracci), 
(ii) Failure to consider restrictive agreements or other critical facts impacting the property interest, 
(iii) Use of hindsight and other valuation date violations,

(iv) Conflicts of interest arising from structuring the transaction (Canal) or relationships with the promoter/organizer,

(v) Violations of Uniform Standards and Principles of Appraisal Practice (USPAP),

(vi) Manipulation of comparables (Caracci), and

(vii) Bias/overt advocacy (Laureys).
C. Most Common Myths About Appraisals and Appraisers
.  Management, clients, planners, and the transactional world subscribe to certain myths about valuation – myths that lead to frustration, anger, and disappointment.
Myth #1 – Correct valuations exist and foreclose future debate.

Myth #2 – A fixed fee on an appraisal is a good idea, and negotiating it down is an even better idea.
Myth #3 –
 The appraiser is an expert better left to his or her own expertise and devices – after all, she's the expert.
Myth #4 – Let's get that final report to the IRS ASAP.  No one needs to see and comment on a draft before the expert reaches her final conclusion – why that would be inappropriate.
Myth #5 – Let's make sure we document all our communications with the expert through emails – better yet, unprivileged emails.
II. FAIR MARKET VALUE.

A. Defining "Fair Market Value"
.  Fair market value can differ from the standard of fair value sometimes used in securities or financial accounting standards.  Broken into its slightly expanded elements, fair market value means:  

· The price in cash or its current equivalent,

· That an arm's length buyer would pay,

· An arm's length seller,

· On the valuation date (based on what was known, knowable, or anticipated on that date),

· For the subject property interest with all its attributes, restrictions, etc.(the most common point of error and dispute),

· With both the buyer and seller being reasonably knowledgeable of all relevant facts, and 

· Neither the buyer or the seller acting under any form of compulsion (or other non-market force).  See, e.g., United States v. Cartwright, 411 U.S. 546, 551 (1973); Treas. Reg. § 20.2031-1.
State law defines the property interest, while federal law defines the tax consequences of those property interests.  Morgan v. Commissioner, 309 U.S. 78, 82 (1940).  The standard is an objective test using hypothetical buyers and sellers in the marketplace, not a personalized test that envisions a particular buyer and seller.  Estate of Newhouse v. Commissioner, 94 T.C. 193, 218 (1990), citing Estate of Bright v. United States, 658 F.2d 999, 1006 (5th Cir.1981); Estate of Andrews v. Commissioner, 79 T.C. 938, 956 (1982); Kolom v. Commissioner, 71 T.C. 235, 244 (1978), affd, 644 F.2d 1282 (9th Cir.1981).  
B. Determining Fair Market Value
.  In determining fair market value of an entity or asset, it is important to consider (a) all relevant methodologies, (b) the individual characteristics of the subject entity or asset, and (c) all relevant data.
1. Methodologies
.  The three basic methods for determining fair market value are:  (a) the market approach, (b) the asset/cost approach, and (c) the income approach.  The Supreme Court in CSX Transp. Inc. v. Ga. State Bd. of Equalization, 550 U.S. 968, 127 S.Ct. 2879 (2007), elaborated on the nature of property valuation issues as follows:  

Valuation is not a matter of mathematics.  Rather, the calculation of true market value is an applied science, even a craft.  Most appraisers estimate market value by employing not one methodology but a combination.  These various methods generate a range of possible market values which the appraiser uses to derive what he considers to be an accurate estimate of market value, based on careful scrutiny of all the data available.  Appraisers typically employ a combination of methods because no one approach is entirely accurate, at least in the absence of an established market for the type of property at issue.  The individual methods yield sometimes more, sometimes less reliable results depending on the peculiar features of the property evaluated.
a. Market Approach
.  The market approach looks to the sales of comparable assets/entities, with adjustments for any differences between the characteristics of the subject property and the comparable property.
b. Asset/Cost Approach
.  The asset/cost approach looks to the net value of the assets held by the entity or the replacement cost of the property.
c. Income Approach
.  The income approach calculates the present value of the anticipated future earnings, cash flow, and dividend paying capacity available to investors or other owners.  The three commonly used analyses are Discounted Cash Flow (DCF), Capitalized Cash Flow (CCF), and Excess Cash Flow (ECF).  All proceed on a series of variables (e.g., forecasted revenues and costs, cap rate, appreciation rate, life of income stream, etc.) and therefore, lend themselves to manipulation and attack.
d. Hybrid
.  In the valuation of business interests, appraisers generally couple DCF with guideline company analysis for a hybrid Income/Comparable method.
2. Individual Characteristics
.  It is critical for the appraiser to determine exactly what he is valuing.  "One of the key considerations to valuing an FLP interest is a thorough understanding of the provisions of the partnership agreement to accurately reflect them in the value estimate."  Hitchner, James R., Financial Valuation Application and Models (2nd ed. 2006), p. 698.  
3. Relevant Data
.  The appraiser should consult all available data that relates to the subject property, industry, locale, etc.  Typically, the appraiser must make adjustments to the value to account for differences in the subject property and comparables.
III. ten point checklist for picking your expert:  "i searched the world over and thought I'd found true love …"

1. Google the Issue and Then Google the Expert
.  If you are still nervous, conduct a public record search for lawsuits, tax liens, and criminal record – the same search you will do on your adversary's expert.

2. Credentials
.  Credentials constitute the essential ticket to the game but, beyond admission, carry very little weight.  St. Martin v. Mobil Exploration & Producing U.S., Inc., 224 F.3d 402 (5th Cir. 2000).
3. Special Expertise in That Industry or Market
.  The ability to cast your expert as the "go to" guy or gal in that specific area presents your first chance to pass your adversary.  Jacks-of-All-Trades can be drawn into the specific area and forced to admit they lack the depth of your superhero.

4. Health, Age, and Personal Problems
.  Will the candidate be available if the issue gets pressed to trial – generally ten years after the fact for large cases?  Any divorce, alcohol, or similar distractions?
5. Likeable?
  Counter-intuitive as it may seem, the antithesis of credibility is not lack of credibility:  it is arrogance.  Also, is the candidate obsequious on the one hand or combative on the other?  
6. Quality, Depth, and Fact Specific Reports
.  Ask for client sanitized versions of the last three reports addressing your type of problem – valuation of a parathinic refinery, mixed pine/hardwood timberlands in middle Georgia, etc.  Keep in mind that, if you do not settle the case, the contemporaneous report will not be admissible in Tax Court unless it meets Tax Court Rule 143(f).  Also consider trial/Appeals graphics.
7. Is the Candidate a Professional Witness or a Professional Expert?
  Like political and Supreme Court candidates, sometimes the lack of a record can be an asset.  In all events, you need to plumb the track record for exposure as to reliability or conclusions or methodologies that contradict the conclusion you seek.

8. Do Real People Rely on the Expert's Opinions to Make Real Decisions?
  Because reality adds credibility to opinions, you want to be able to stress that the opinion the expert offers here follows the same methodology, analysis, and conclusion she follows in advising real business people, governments, etc., to make huge decisions.

9. Too Flexible or Inflexible?
  Witnesses who are too malleable get lignified on cross-examination.  So too, witnesses who are too inflexible are dangerous at every level.  Due either to a lack of intelligence or hypersensitivity to adjusting opinions, an inflexible witness will not consider any new thoughts or facts you offer and will lose credibility when he refuses to adjust his opinion in light of new thoughts or facts your adversary presents.

10. "If You Were Cross-Examining You, What Are The Most Damaging Questions You Could Pursue?"
  A competent candidate knows his tender underbelly.  This question will either reveal his exposure or the more important point – can you trust him to be honest with you?

All of these points need to be covered before you get to how quickly, how much, and how do we work with her on getting her the facts.
IV. VALUATION OF SELECTED ENTITITES AND ASSETS.
A. Operating Subsidiaries and Other Closely Held Companies
.
1. Purpose for Valuation
.

a. Sale or Purchase of a Business Entity
.
(i) Define the Asset – The Most Common Problem
.

(ii) Determination of Sale or Purchase Price
.  Valuations are used in determining the price to be paid for the assets of a going concern, or interest in a business.  The valuation affects the bargaining power of each party in negotiations.
(iii) Determinations of Tax Liabilities When Price is Paid in Property
.  In addition to gauging the built-in tax on purchased assets, the parties must value any property conveyed as part of the sales price.  The gain or loss on the property is equal to the "amount realized" less the basis the taxpayer has in the property exchanged.  Code § 1001(a).  The amount realized from the sale is the amount of money received (sale price) plus the fair market value of property, other than money, that was received.  Code § 1001(b).  
(iv) Taxable Asset Sales
.  Within various categories, the law allocates consideration in a taxable asset sale among the assets based on their relative values.  Williams v. McGowan, 152 F.2d 570 (2nd Cir. 1945).  Cf. Treas. Reg. § 1.338-6.  In order to properly make this determination, a valuation of each asset must be made in order to determine its value in relation to the value of the other assets.  When the transferee and transferor agree to the allocation of consideration or the fair market value of the assets in an applicable asset acquisition, the agreement is generally binding on both parties under Section 1060(a).  That follows the traditional Danielson rule that the courts defer to a contractual agreement between arm's length parties with adverse tax interests.  See, e.g., Commissioner v. Danielson, 378 F. 2d 771 (3d Cir. 1967), Liquid Air Corp. v. Commissioner, T.C. Memo. 1995-606; Seas Shipping Co. v. Commissioner, 371 F.2d 528 (2nd Cir. 1967); Ullman v. Commissioner, 264 F.2d 305 (2nd Cir. 1959).
b. Gift of Interest in Business Entity
.  If an owner of a business entity, i.e., a shareholder, member, or partner, makes a gift of all or a part of his or her interest in the business entity, that gift must be valued in order to determine the gift tax liability for such transfer.  
c. Incorporation/Organization
.  The determination of the fair market value of property contributed to a business entity affects the ownership interest of each shareholder or member who makes the capital contribution.

d. Liquidation
.  If non-monetary assets of a company are not going to be sold upon liquidation, they must be valued in order to determine the proper allocation of liquidation distributions among shareholders and tax liability of each respective shareholder.  
e. Tax-Free Reorganizations
.  The valuations in these reorganizations may prevent the transaction from qualifying as a reorganization, or the distributions in connection with the transaction may alter tax consequences of the reorganization.  The Service has required under certain types of reorganization that 70 percent of the gross assets and 90 percent of the net assets must be transferred.  Rev. Proc. 77-37, 1977-2 C.B. 586.  As a result, valuing the assets and determining that these percentages are being met is key.  There are also a number of rules under the Treasury Regulations to Section 358 regarding the allocation of basis among the stock, securities, and other property received in a reorganization.  Treas. Reg. § 1.358-2(a)(2)(i).
f. Partnership Formation and Capital Account Maintenance
.  A partner's capital account is used to determine the allocations of the partnership income, gain, loss, deduction, or credit under Section 704.  The partner's capital account will be increased by the fair market value of all property contributed by that partner to the partnership and decreased by the fair market value of all property distributed to that partner.  Treas. Reg. § 1.704-1(b)(2)(iv)(b).  The determination of the fair market value of this property has a direct effect on the tax liabilities of the individual partner, as well as general liabilities and distributions received, in relation to the other partners in the partnership.
g. Restrictive Covenants
.  A restrictive covenant, such as a Shareholder's Agreement, can operate to set the price of stock in a closely held corporation.  However, the restrictive covenant must meet certain criteria for the Service to accept the price set in the agreement.  When valuing stock of a closely held corporation with a restrictive covenant in place, it is necessary to evaluate whether that restrictive covenant operates to set the price of the stock under applicable law or whether the business entity should be valued without regard to the restrictive covenant.

2. Business Enterprise Value
.  The Internal Revenue Service issued Rev. Rul. 59-60 to set forth a general approach for valuing stock of a closely held corporation.  The Ruling provides an in depth discussion of the following eight fundamental factors that should be considered by the appraiser:
a. History of Enterprise
.  The history of the operations of the company from inception can be very helpful in determining value.  Specifically, some factors to consider are growth of the company, income and dividend history, diversification history, management history, and sales records.
b. Economic Outlook
.  The appraiser should consider the current economic outlook, as the value of an interest in property shifts with changes in the economy.
c. Financial Condition
.  The appraiser should examine the company's assets, liabilities, liquidity, capital structure and net worth.
d. Earning Capacity
.  The appraiser should consider the company's historical earnings, as well as the future prospect of earnings.
e. Dividend Paying Capacity
.  When considering dividends, the dividend paying capacity tends to be more important than dividend payment history, as value is dependent on future returns.
f. Intangibles
.  The appraiser should evaluate the goodwill, or reputation, and other intangible assets in determining value.
g. Past Sales
.  If there are any previous arms length sales of the subject company interests, the appraiser should contemplate the sale price utilized.
h. Publicly Traded Companies
.  The appraiser should consider the market price of similar publicly traded companies.  The Ruling cautions that only comparable companies should be taken into consideration.  In determining whether or not the publicly traded company is comparable, the appraiser should consider the following characteristics of the company:
(i) Industry – Companies in the same industry tend to have the same economic and industry influences.
(ii) Size – This can be evaluated in terms of market capitalization, sales, or assets.
(iii) Growth – Expected growth of a company correlates with its value.
(iv) Financial Ratios – Profit margins, asset ratios, and inventory turnover are among the financials that should be examined.  The four most common measures of profitability are:  (a) Earnings before interest, taxes, depreciation and amortization ("EBITDA"), (b) Earnings before interest and taxes ("EBIT"), (c) Net income, and (d) Cash flow.  EBIT and EBITDA tend to portray the economics of the business best.  Financial Valuation Applications and Models, supra at 288.
(v) Holding Company Versus Operating Company – When valuing a holding company, the appraiser affords greater weight to the assets of the company, whereas the appraiser affords greater weight to earnings when valuing an operating company.
3. Adjustments
.  The value of an interest in a privately held company is not directly comparable to the value of similar publicly traded interest because privately held companies and minority interests in those companies are not actively traded on the stock exchange as are shares of publicly traded companies.  Therefore, the fair market value of an interest in a private company is adjusted to reflect its lack of liquidity and lack of a ready market.  Estate of Newhouse v. Comm'r, supra.  Additional adjustments may be warranted for built-in capital gains, large blocks of property, multiple tier companies, and key persons.
a. Lack of Control
.  The lack of control discount reflects the fact that the owner of an interest that is less than a majority does not have control over the decisions regarding management, investments, distributions, etc.  Two major bodies of empirical evidence are often used to determine lack of control discounts:  (1) prices at which controlling interests are acquired in the public market compared with the preannouncement minority stock trading prices (Mergerstat/Shannon Pratt Control Premium Study), and (2) prices at which holding company interests sell compared with their underlying net asset values (Real estate investment trusts, SEC-registered limited partnership interests, and closed-end mutual funds).  Pratt, Shannon P., Business Valuation Discounts and Premiums (2nd ed. 2009) p. 66.
b. Lack of Marketability
.  The lack of marketability discount reflects the fact that there is not a ready market available for the sale of a closely held entity.  The empirical evidence used to determine discounts for lack of marketability include restricted stock studies and pre-IPO studies.  In using the restricted stock and pre-IPO databases, it is important to select companies having characteristics similar to the subject company, and to make adjustments for differences in characteristics.  

c. Built in Capital Gains Discounts
.  In Eisenberg v. Comm'r, 155 F.3d 50 (2d Cir. 1998), the Appeals Court reversed the Tax Court for failing to consider the built-in capital gains taxes in determining value.  In Estate of Litchfield v. Commissioner, T.C. Memo 2009-21 (2009) the Court accepted the expert's built-in capital gains taxes discounts.
d. Blockage Discount
.  Considering the basic economic law of supply and demand, it tells us that if a large quantity of something is added to the existing supply, the price will tend to go down.  Thus, large quantities may have a value lower than the sum of the prices of individual assets that make up the block.  Bogdanski, John A., Federal Tax Valuation, 1998 WL 1038939 (W.G.&.L.).
e. Multiple Tier Valuation Discounts
.  Where a taxpayer holds an interest in an entity that holds an interest in another entity, two layers (or tiered) discounts may be permitted.  The courts have accepted the tiered discount where a taxpayer holds a minority interest in an entity that holds a minority interest in another entity.  Astleford v. Commissioner, T.C. Memo. 2008-128.  The courts have rejected the tiered discount where the lower level interest constituted a significant portion of the parent entity's assets, Martin v. Commissioner, T.C. Memo. 1985-424.
f. Key Person Discount
.  In Furman v. Commissioner, T.C. Memo. 1998-157, one person played a key role in the management and operation of the subject company, and the Court found that a key person discount was applicable to the interests in the stock.
B. Real Estate
. 

1. Define the Asset – The Most Common Problem in All Valuations
.  

a. What type of interest is held – fee simple, contingency, leasehold, undivided partial interest?
  In determining the value of an undivided interest in real estate in Ludwick v. Commissioner, T.C. Memo. 2010-104, the Court considered the likelihood of partition, the potential length of the partition process, the costs of partition, the buyer's expected rate of return, and the proportional value of an undivided 50% interest in the property.  See also, Estate of Ellie Williams v. Commissioner, T.C. Memo 1998-59 (44% discount for fractional interest).
b. What land is included?
  The appraiser must determine the defined boundaries of the land, and the acreage to be valued.

c. What are the physical attributes of the land?
  The following characteristics should be considered:

(i) Topography (flood plain, soil) 

(ii) Natural resources (minerals, timber)

(iii) Improvements (structures, utilities, paved roads)

(iv) Pollution (Air or Noise) and other environmental concerns

(v) Zoning (current, ease and likelihood of change)

In Hayutin v. Commissioner, 508 F.2d 462 (10th Cir. 1974) the Court accepted the appraisal report of the expert who made necessary adjustments to value based on, among other things, size, topography, location, whether it had water for residential development, soil condition, and improvements.

d. Are there any encumbrances or restrictions?
  The appraiser should contemplate any existing mortgages, liens, easements, and covenants, in determining value.

e. Is there an existing lease?
  The appraiser should consider the terms of any existing leases on the property, such as the duration and market rent.

f. What is the current or anticipated zoning of the property?
  A property's use may be restricted based on its zoning classification, which can affect its value.

2. Methodology
.  It is important for the appraiser to consider all three valuation approaches discussed above (market, income, and cost), but the method most appropriate to the situation should be afforded the most weight.  In determining what the most appropriate method is, the appraiser must consider the highest and best use of the subject property.

3. "Highest and Best Use" (HBU)
.  The HBU is defined as the use that is legally permissible, physically possible, financial feasible, and produces maximum profits.  Financial Valuation Application and Models, supra at 350.  The highest and best use may well differ from the current use.  In that event, the valuation must ignore the current use and gauge the value of what is the actual highest and best use (but sometimes carries the label "hypothetical highest and best use").  The factors discussed above that define the asset must be analyzed to determine the HBU.  The fair market value of property reflects the highest and best use of the property on the relevant valuation date.  Stanley Works v. Commissioner, 87 T.C. 389, 400 (1986).  The appraiser should consider any realistically available special use of property due to its adaptability to a particular business.  Mitchell v. United States, 267 U.S. 341, 344-345 (1925); Stanley Works v. Commissioner, supra.  The fair market value of property is not affected by whether the owner actually has put the property to its highest and best use.  The realistic, objective potential uses for property control the valuation thereof.  Stanley Works v. Commissioner, supra.
4. Selection of Comparables/Adjustments
.  The appraiser will search for comparables with characteristics most similar to the subject property.  Think proximity in location, time, size, and use.  The more differences there are, the more adjustments he will have to make.  The courts in recognizing block discounts in cases involving real estate have compared specific property characteristics such as square footage and prices to determine if they competed with one another, and thus should have the discount applied.  Estate of Auker v. Commissioner, supra at 1013, 75 TCM 2336; Estate of Rodgers v. Commissioner, T.C. Memo. 1999-129, at 800, 77 TCM 1843; Estate of Brocato v. Commissioner, T.C. Memo. 1999-424, at 2906, 78 TCM 1248.

V. CRITICISMS OF VALUATIONS BY THE COURTs
.  
Courts can accept the opinion of one expert over another or patch together their own valuation.  Bergquist v. Commissioner, 131 T.C. 8 (2008).  Some of the criticisms the courts have expressed regarding valuations over the past five years are:
A. The Fifth Circuit Caracci Litany
.  In Caracci v. Commissioner, 456 F.3d 444 (2006), the Fifth Circuit Court of Appeals reversed the Tax Court holding that the Tax Court erred in the valuation method utilized and in failing to place the burden of proof on the Commissioner, and that it is clear from the record that the Commissioner cannot meet the burden of proof.
Facts.  The Caraccis sought to convert their home healthcare businesses from tax-exempt organizations to non-exempt S corporations.  The exempt companies transferred their assets to the newly formed non-exempt S corporations, and in exchange the non-exempt S corporations assumed all debts and liabilities of the exempt companies.  The appraisals obtained by the Caraccis in connection with the conversion showed that the value of the liabilities assumed exceeded the value of the assets obtained.  The Commissioner issued notices of deficiency stating that the assets were undervalued by the Caraccis, and that the asset value exceeded the liabilities, thus creating an "excess benefit" subject to excise taxes.  The Tax Court determined its own value rejecting the value asserted by the Commissioner in the deficiency notices, and the value and methods utilized by both sides' experts.
Law.  The burden of proof shifts to the Commissioner where the taxpayer shows that the assessment is arbitrary and erroneous.  Portillo v. Commissioner, 932 F.2d 1128 (5th Cir. 1991).  The valuation method employed must correspond to the characteristics of the entity being valued.  Dunn. v. Commissioner, 301 F.3d 339 (5th Cir. 2002).  The mathematical determination of value is a question of fact however the determination of the method used is a question of law.  Dunn v. Commisioner, supra.  Unprofitable intangible assets must be assigned a value of zero.  Rev Rul 59-60, supra.
Criticisms.  The Court of Appeals opinion in Caricci contains several criticisms.  First, the Court criticizes the Commissioner's expert because he failed to consider details pertinent to the healthcare industry, and instead relied on general valuation principles.  The Court criticizes the Commissioner by stating:

Even more disturbing, the record reveals that despite recognizing the tentative and incomplete nature of the analysis used as the basis for the deficiency notices, the Commissioner defended the correctness of those notices for several years into this litigation and only conceded that the notices overstated the Commissioner's tax claim when the trial began in the Tax Court.  Caracci v. Commissioner, supra at p. 13.
In light of the Commissioner's concession regarding the errors in the notices of deficiency, the Court of Appeals goes on to criticize the Tax Court for not placing the burden of proof on the Commissioner, and instead ignoring it all together.  The Court of Appeals further criticizes the Tax Court for employing an incorrect valuation method.  The Tax Court employed a valuation method that both sides' experts determined was inferior, then used "comparables" that were not similar to the entity being valued.  Finally, the Court of Appeals criticizes the Tax Court's determination of value by stating:  
The Tax Court's mistaken belief that Sta-Home's intangible assets had substantial fair market value led it to ignore its own long-recognized position that unprofitable intangible assets do not contribute to fair market value unless those assets produce net income or earnings.  Caracci v. Commissioner, supra at p. 16.
B.
Knowledge of Market
.  In Kiva Dunes Conservation, LLC v. Commissioner, T.C. Memo. 2009-145 (June 22, 2009) the IRS challenged the value of an easement donated by a limited liability company located on a golf course.  The Court found the appraiser with more experience in the local area to be more credible and primarily relied on the fair market value determined by that appraiser.

C. Cheerleader
.  Experts anger courts when they become mere advocates for the position argued by a party.  Laureys v. Commissioner, 92 T.C. 101 (1989) (citing Buffalo Tool & Die Mfg. Co. v. Commissioner, 74 T.C. 441, 452 (1980)).  
D. Methodology
.  In Daubert v. Merrell Dow Pharm., Inc., 509 U.S. 579 (1993), the Supreme Court attacked "junk science" by requiring that experts consider all relevant facts, use a reliable methodology, and apply that methodology to those facts in a reliable way.  The reliability of the methodology generally turns on whether the method (i) has been subjected to peer review, (ii) carries a known error rate, (iii) has been accepted within that field of knowledge, and (iv) has been tested.
1.
Valuing the Business As a Going Concern
 – Bergquist, supra.

Facts.  Various separate medical professional service corporations were consolidating into a single medical practice group.  The medical doctors donated their stock in their separate medical professional service corporations to a charity and claimed charitable donations for income tax purposes.  The stock donated was appraised to determine the value donated to the charities.  The taxpayer's appraisers valued the stock of one of the separate medical professional service corporations as a going concern, because they viewed the consolidation as uncertain.

Law.  A going concern approach lists the business net balance sheet value of its assets and subtracts the value of its liabilities, whereas a liquidation asset-based approach determines the net cash that would be received if all assets were sold and liabilities paid off.
Criticisms.  The court held that the stock should not be valued as a going concern, because the stock would not be donated if the consolidation did not occur.  Therefore, if the valuation was being used for determining the charitable donation for income tax purposes, the consolidation must have occurred.  Rather, the court agreed with the Service's expert that the stock should be valued as an assemblage of assets.
1. Basing the Report on "Comparable" Business Entities That Are Not Actually Comparable
 – Astleford, supra.
Facts.  The appraiser was asked to value a real estate limited partnership interest that was being transferred to a family limited partnership.  The taxpayer's expert used real estate limited partnerships (RELPs) as comparables, while the Service's expert used real estate investment trusts (REITs).  
Law.  In deciding between real estate limited partnerships and real estate investment trusts, the court has declined to declare either data as generally superior to the other.  The low trading volume on RELPs is not so low that RELP data is unreliable.  However, the large number of REIT sales transactions tends to produce more reliable data compared to the small number of RELP sales transactions.
Criticisms.  The court recognized that the size, marketability, management, distribution requirements, and taxation of the company at issue more closely resembled a RELP; however, the RELPs the taxpayer's expert used were "significantly more leveraged" than the company at issue.  The court stated that "where the comparables are relatively few in number, we look for a greater similarity between comparables and the subject property."  In other words, as similarity to the company to be valued decreases, the number of required comparables increases.  Due to the dissimilarity between the comparables and the subject company, the court held that the taxpayer's expert had placed too much reliance on the comparables.  The court instead used the REIT data provided by the Service to value the business.
E. Types of Discounts – No Additional Discount Warranted for Lack of Voting Power
 – Dallas v. Commissioner, T.C. Memo. 2006-212 (2006).

Facts.  The stock at issue was non-voting stock in an S corporation.  The taxpayer's appraiser applied a five percent lack of voting power discount because the stock was non-voting.  He opined that non-voting stock is worth less than a minority interest because minority shareholders' with voting rights could pool their votes. 

Law.  Non-voting stock is not worth less than a minority interest solely by virtue of it being non-voting stock, because any anticipation of minority shareholders' pooling their votes is speculative.

Criticisms.  Discounts used should not be speculative.
F. Amount of Discounts
 – Dallas, supra.

Facts.  The taxpayer's expert applied a forty percent lack of marketability discount based on data collected from comparable private placements.  He used the percentages from prior to 1990, but the private placement had occurred in 1999 and 2000.  

Law.  The expert should use discount studies from the pertinent period.
Criticisms.  The discount rate from the period that included the transaction at issue was thirteen percent.  The court adjusted this amount because the stock had no prospect of being public in more than two years and decided on a discount rate of twenty percent for lack of marketability.
G. Restrictive Covenants
 – Amlie v. Commissioner, T.C. Memo. 2006-76 (2006).
Facts.  The restrictive covenant ensured that the decedent would receive at least $118 per share for her minority interest in the corporation.
Law.  For a restrictive covenant price term to be binding, (1) the offering price must be fixed and determinable under the agreement, (2) the agreement must be binding on the parties during life and after death, and (3) the agreement must have been entered into a for a bona fide business reason, not as a substitute for a testamentary disposition.  Estate of Lauder v. Commissioner, T.C. Memo. 1992-736.
Criticisms.  The Service's appraiser disregarded the restrictive covenant and valued the stock at issue as if the agreement did not exist.  The court held that this was improper, because the agreement at issue met all of the legal requirements.  
H. Date At Which Valuation Made
.
1.
Valuation Should Not Take Into Account Price Stock Sold At One Month After Decedent's Death – Amlie, supra.
Facts.  According to the restrictive agreement, the stock at issue was valued at $993,757.  Within a month after the decedent's death, the estate sold the stock for $1,489,725.  The Service argued that the restrictive agreement should be disregarded, and the post-death price paid should be the value of the stock used for estate tax purposes.
Law.  The value of the gross estate is the fair market value of the included property as of either the date of death, or the alternate valuation date under Section 2032 if elected by executor.  Treas. Reg. § 20.2031-1(b).  Courts may consider relevant subsequent events that were reasonably foreseeable, because they would be foreseeable to a willing buyer and seller and would affect the valuation of the property.  Estate of Gimbel v. Commissioner, T.C. Memo. 2006-270 (2006).  
Criticisms.  The Service's appraiser valued the stock as the amount that was paid for the stock one month after the decedent's death, but the foreseeable price would have been the amount contained in the restrictive agreement, which was held valid by the court.
2.
Valuation Should Have Taken Into Account Price Stock Was Sold At Six Months After Valuation Date – Ringgold Telephone Co. v. Commissioner, T.C. Memo. 2010-103 (2010). 
Facts.  The taxpayer requested a valuation of his 25 percent interest in a corporation in order to market that interest for sale.  Six months after the valuation date, the taxpayer sold his interest to the majority shareholder for $5,220,043.  
Law.  A reasonably contemporaneous arm's-length sale is the best evidence of value.  The sale date must be within a reasonable time after the valuation date, and there must not be any intervening circumstances that would affect the value.
Criticisms.  The taxpayer did not establish that there were intervening circumstances that would have affected the value between the valuation date and the sale date.  Neither party asserts that the sale date was not within a reasonable time after the valuation date.
I. Section 482 – Arm's Length Transactions
.
1.
IRS Deficiency Notice Is Arbitrary, Capricious and Unreasonable – Veritas Software Corp v. Commissioner, 133 T.C. 14 (2009).
Facts.  In the notice determination, the Service determined that the buy-in payment should be $2.5 billion.  At trial, the Service did not call this expert as a witness, place the report in evidence, or present any evidence to support his findings.  Rather, the Service presented a report by a different expert that asserted that the buy-in payment should be $1.675 billion.  

Law.  In order to determine the true taxable income under Section 482, "the standard to be applied in every case is that of a taxpayer dealing at arm's length with an uncontrolled taxpayer."  Treas. Reg. § 1.482-1(b)(1).  The arm's length amount charged must be determined under one of the following four methods applied in accordance with the best method rule (Treas. Reg. § 1.482-1(c), the comparability analysis (Treas. Reg. § 1.482-1(d), and the arm's length range (Treas. Reg. § 1.482-1(c)):  (1) comparable uncontrolled transaction method; (2) comparable profits method (Treas. Reg. § 1.482-5); (3) profit split method (Treas. Reg. § 1.482-6); and (4) unspecified methods.  If the recipient of the controlled intangibles fails to make an arm's-length buy-in payment, the Commissioner is authorized to make appropriate allocations to reflect an arm's-length payment of the transferred intangibles.  This power is limited to situations in which it is necessary to make each participant's share of the costs equal to the share of reasonably anticipated benefits or situations where is necessary to ensure an arm's-length buy-in payment for transferred preexisting intangibles.  Treas. Reg. § 1.482-7(a)(2).  The Commissioner's 482 allocation will be sustained unless the taxpayer can show that the allocation is arbitrary, capricious, or unreasonable.  If the taxpayer meets this burden, but he or she cannot prove that the allocation meets the arm's-length standard, the court will determine the proper allocation.  

Criticisms.  The IRS expert's valuation was arbitrary, capricious, and unreasonable.  The court criticized the difference in valuation between the Service's two experts.  Also, the court noted that the second expert admitted at trial that the beta (a key component in the formula used to calculate the discount rate) used "could not, to a reasonable degree of economic certainty, be the correct beta."  Furthermore, the second expert treated the transaction as a sale, took into account items that were not transferred or of insignificant value, used subsequently developed intangibles (only preexisting intangibles should be considered), and utilized the wrong useful lie, discount rate, and growth rate.  Furthermore, when uncontrolled comparables are used, they must be selected based upon the comparability criteria relevant to the method applied and must be sufficiently similar to the controlled transaction that they provide a reliable method of an arm's length result.  If there are material differences between the controlled and uncontrolled transactions, adjustments must be made to the results of the uncontrolled transaction if the effect of the difference on price or profits can be ascertained with sufficient accuracy to improve the reliability of the results.

2. Determination of Economic Substance
 – Claymont Investments, Inc. v. Commissioner, T.C. Memo. 2005-254 (2005).

Facts.  Two controlled transaction of intangible property occurred eight years apart.  The Commissioner restructured the deal claiming that the two transactions were actually a single transaction and should be treated that way.

Law.  Section 482 allows the Commissioner to make adjustments to reflect an arm's-length rate of interest "where one member of a group of controlled entities makes a loan or advance * * * or otherwise becomes a creditor of, another member of such group and * * * charges interest at a rate that is not equal to an arm's length rate of interest."  Treas. Reg. § 1.482-2(a)(1)(i).  A transaction is defined as "any sale, assignment, lease, license, loan, advance, contribution, or any other transfer of any interest in or a right to use any property * * * or money."  Treas. Reg. § 1.482-1(i)(7).  "The contractual terms, * * * agreed to in writing * * * will be respected if such terms are consistent with the economic substance of the underlying transactions.  In evaluating economic substance, greatest weight will be given to the actual conduct of the parties, and the respective legal rights of the parties * * *.  If the contractual terms are inconsistent with the economic substance of the underlying transaction, the district director may disregard such terms and impute terms that are consistent with the economic substance of the transaction."  Treas. Reg. § 1.482-1(d)(3)(ii)(B).  If the transaction does have economic substance, the Commissioner may adjust the terms of the transaction (e.g., reduced the interest rate).  
Criticisms.  The Service did not contend that transaction lacked economic substance; however, the Service restructured the deal rather than adjusting the terms of the transaction.  The Service attempted to collapse two separate transactions into one and create a contractual relationship that never existed.  This restructuring was arbitrary and capricious.  
J. Talismanic Precision
.
1.
Litigation Should Help the Parties Settle and Compromise – Wall v. Commissioner, T.C. Memo. 2001-75 (2001).
Facts.  The taxpayer's expert revised the report included with the gift tax return of the company to lower the overall value of the stock after litigation had begun.  The Service's expert revised the report included in the statutory notices to increase the value per share after litigation had begun.

Law.  Valuations issues are capable of resolution by the parties through agreement that will reflect a "compromise Solomon-like adjustment," saving the expenditure of time, effort, and money by the parties and Court.  Litigation is not likely to produce a better result.  

Criticisms.  The issue is more properly suited for the give and take of settlement than adjudication.  The record "reeks of stubbornness rather than flexibility" by both parties, based upon "an overzealous effort to infuse a talismanic precision" into their respective valuation views.  The court stated that the parties should keep in mind that the court's determination could result in a significant financial defeat for their party rather than a middle of the road compromise that settlement would most likely reach.
2.
Overconfidence In the Accuracy and Precision of the Appraisal – Brewer Quality Homes, Inc. v. Commissioner, T.C. Memo. 2003-200 (2003). 
Facts.  The Service's expert submitted a report and later acknowledged that there was a set of inconsistencies that changed his results 7 to 10 percent.

Law.  Valuation involves judgment calls, generalizations, and very rough approximations.  In valuation disputes there is often "an overzealous effort, during the course of the ensuing litigation, to infuse a talismanic precision into an issue which should frankly be recognized as inherently imprecise."  

Criticisms.  Despite the inconsistencies in his report, the Service's expert maintained confidence in the "combination of accuracy and precision in his numbers and analysis."  Neither the expert's nor the Service's continued presentation of conclusions caused the court to have confidence that the precision of the conclusions is an indication that those conclusions are accurate.  The experts continued efforts to persuade the court to trust in his report serves only to cause the court to doubt his judgment.  The court pointed out that this doubt caused it to doubt the entire expert report.

K. Expert Advocacy by Expert
 – Laureys v. Commissioner, 92 T.C. 101 (1989).

Facts.  The expert proposed to use a "deceptively scientific analysis to reach a conclusion as to petitioner's subjective intent" (which is an area beyond his expertise).  The expert also offered opinions on the legitimacy of the transactions and expressed his belief on how the case should be decided.  

Law.  Experts may lose their usefulness and credibility when they "merely become advocates for the position argued by the party."  

Criticisms.  The expert's report was an "overzealous effort to infuse a talismanic precision" into stock option speculation and he had merely become an advocate for one of the parties.  The opinions given by the expert were beyond the scope of expert testimony and were merely advocacy.  

L. Expert Involved in Transaction
 – Canal Corp v. Commissioner, 135 T.C. 1359 (2010).

Facts.  The taxpayer requested a "should" opinion from its lawyer.  The taxpayer paid the law firm an $800,000 flat fee, rather than basing the price on the time devoted to preparing the opinion.  The opinion produced did not rely on any case law or Code authority.  The only authority relied on was an irrelevant revenue procedure.  The expert not only researched, drafted and issued the tax opinion but he also "audited" the taxpayer's assets to make the assumptions in the tax opinion.  He also made legal assumptions.  He reviewed state law to verify that the assumptions were valid regarding whether a partnership was formed.  He was intricately involved in drafting the joint venture agreement, the operating agreement, and the indemnity agreement the tax opinion was opining on. 

Law.  A taxpayer can be liable for an accuracy-related penalty under Section 6662(a) if the taxpayer makes a substantial understatement of income taxes (exceeding greater of 10 percent of the tax required or $10,000).  The penalty does not apply if there was reasonable cause for, and the taxpayer acted in good faith with respect to, that portion.  A taxpayer's reliance on a professional in determining the tax liability is a factor that lends itself towards reasonable cause and good faith.  Reasonable cause has been found when the taxpayer selects a competent tax adviser, supplies the adviser with the relevant information, and reasonably relied on the adviser's professional judgment as to the tax obligation.  The advice cannot be based on unreasonable factual or legal assumptions and must not unreasonably rely on statements of the taxpayer or other persons.  It is unreasonable for a taxpayer to rely on a tax adviser actively involved in planning the transaction and tainted by an inherent conflict of interest.  A taxpayer with a stake in the outcome has a conflict of interest.  "Independence of advisers is sacrosanct to good faith reliance."
Criticisms.  It is unreasonable that anyone, let alone an attorney, would issue the highest level opinion a firm offers on "such dubious legal reasoning."  Any advice the taxpayer received was tainted by an inherent conflict of interest.  The law firm issued an opinion on a transaction he helped plan without normal negotiation with an outside party.  The taxpayer, thus, acted unreasonably in relying on the advice of the law firm given these conflicts of interest.  Furthermore, the exorbitant price tag associated with the opinion suggests that the taxpayer "bought" the opinion.  

M. Substance of Valuation Report
.
1.
Internal Inconsistency Within the Report – Koblick v. Commissioner, T.C. Memo. 2006-63 (2006). 
Facts.  The taxpayer transferred his 45 percent interest in a closely held corporation to a charity.  He attached his appraisal to his income tax returns and had a separate witness who testified to the appraised value at trial.

Law.  The courts are not bound by the opinion of any expert, and the court may accept or reject, in whole or in part, expert testimony.

Criticisms.  The taxpayer's appraisal and witness testimony included an internal inconsistency in the estimate of the replacement cost of a vessel owned by the corporation.  This inconsistency weakened the position of the taxpayer.  
3. Appraisal Must Meet Technical Requirements to Receive a Charitable Contribution Deduction
 – Smith v. Commissioner, T.C. Memo. 2007-368 (2007).
Facts.  The taxpayers claimed noncash charitable contributions of family limited partnership interests.  The taxpayers produced two appraisals in support of their charitable contribution deduction.
Law.  Qualified appraisal for a charitable contribution deduction must: (1) be made not more than 60 days before the date of the contribution and not later than the due date of the return; (2) be prepared, signed, and dated by a qualified appraiser; (3) contain the name, address, identifying number, and qualifications of the qualified appraiser; (4) contain a statement that it was prepared for income tax purposes; (5) contain a description of the property in sufficient details for a person who is not generally familiar with the type of property to ascertain that the property that was appraised is the property that was contributed; (6) include the terms of any agreement of understanding entered into or expected to be entered into by or on behalf of the donor or donee that relates to the use, sale, or other disposition of the property, including an agreement that restricts temporarily or permanently a donee's right to dispose of the property; (7) show the date on which the property was contributed; (8) show the fair market value of the property on the date of contribution; (9) show the method of valuation and the specific bases for the valuation; and (10) show the date on which the appraisal was made.  Treas. Reg. § 1.170A-13(c)(3)(i)-(ii).
Criticisms.  The first appraiser's report was "terse and provide[d] only limited details of the analysis and underpinnings for his value conclusion."  The second appraisal was not included with the tax return.  The return only included a one page letter from the appraiser that "fell far short of meeting the statutory and regulatory requirements for an appraisal summary."  Both of the taxpayer's appraisals were rejected. 

VI. ALTERNATIVES TO VALUATION IN DETERMINING FAIR MARKET VALUE
.
A. Agreement Among the Parties
.
1. Section 704. 

a. Contributed Property
.  A contribution to a partnership falls under Section 704(c) if the book value of the property contributed varies from the contributor's adjusted tax basis in the property.  The book value is the fair market value of the property at the time of contribution adjusted for cost recovery and other variables that affect basis.  Treas. Reg. § 1.704-1(a)(3)(i).  
b. Partnership Capital Accounts and Partnership Distributions
.  The fair market value of both partnership capital accounts and partnership distributions is determined using the general standard described above.  Under the Treasury Regulations to Section 704, the determination of the fair market value of a capital account will be deemed correct if the value is reasonably agreed to by the partners in an arm's length transaction and the partners have interests that are sufficiently adverse.  Treas. Reg. § 1.704-1(b)(2)(iv)(h); Treas. Reg. § 1.704-4(a)(3). 
2. Open Transaction
.  Under the Open Transaction Doctrine, if the taxpayer sells property under a contract that provides for contingent future payments, and the initial cash payment does not equal the taxpayer's tax basis in the property, the taxpayer will not be required to recognize a gain until he or she has recovered his or her tax basis in the property under the contingent future payments.  Burnett v. Logan, 283 U.S. 404 (1931).  However, under an installment sale, the fair market value of any contingent payment obligation may be ascertained from the fair market value of the property sold less the amount of other consideration received from the sale.  Treas. Reg. § 15a.453-1(d)(2)(iii).  The taxpayer will only be entitled to assert the Open Transaction Doctrine if the fair market value of the obligation cannot be reasonably ascertained, but this is a rare and extraordinary circumstance and will be carefully scrutinized.  Id.  
B. Agreement With the Service
.  The Commissioner may enter into a written closing agreement with a taxpayer related to his or her tax liability for any taxable period ending in the past or future.  Treas. Reg. § 301.7121-1(a).  Closing agreements may also set the value of property on a certain date.  Treas. Reg. § 301.7121-1(b)(2).  These agreements are conclusive and binding unless it can be shown that there was fraud, malfeasance or a misrepresentation of a material fact in the making of the agreement.  Treas. Reg. § 301.7121-1(c).  The Service may also choose to enter into a written pre-filing agreement as to a specific issue with a taxpayer before he or she files the applicable tax return.  These agreements are a binding contract between the taxpayer and the Service.  Rev. Proc. 2005-12, 2005-3 I.R.B. 311.
VII. THREE TACTICS IN WINNING VALUATION DISPUTES

A. Excessive and Erroneous IRS Valuation.  Nurture an Excessive IRS Valuation (or other Determination) as if it were a precious bake.
B. "Stuck in the Middle With You."  The temptation to "Split-the-Baby" coupled with the ability to debate any valuation leads to this conclusion:  put your favored expert in the middle.

C. Stronger Fortress.  Lay low and build your expert report on far greater case specific data, foundations, and trial graphics.

D. Murder the Other Guy.
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APPENDIX I

DOS AND DON'TS
1. Do's and Don'ts for a Good Report
.

	
	DO'S
	
	DONT'S



	a.
	Tailor the report to the audience (jury vs. District Court judge vs. Tax Court judge).


	a.
	Don't make it easy on yourself – canned gets you canned.



	b.
	Whenever possible, tie to practical reality:

i. Due diligence inquiry by prospective buyer;

ii. Business risk analysis;

iii. If it does not make common sense to someone halfway through Econ. 101 in terms an 8th grader can understand, rewrite it.


	b.
	Don't confuse hypothetical buyer and seller with imaginary/hypothetical sale that defies reality.

i. Hypothetical buyer and  seller are not from Mars or Venus;

ii. Nor are they strategic buyers and sellers;

iii. They are, however, subject to contractual, legal, commercial constraints and clouds on title.



	c.
	Include trial charts in report.


	c.
	Don't write or email anything you don't want disclosed.  Avoid the draft.



	d.
	Exercise judgment, making decisions based on what you think is right.


	d.
	Don't abdicate judgment in favor of opposing party just "to be conservative."

	e.
	Consult all available sources (e.g., realtors, bankers, and the like, ala Williams fractional interest discount:  no market transactions just might indicate a marketability problem).


	e.
	Don't cite cases, rulings, or legal treatises; you are an expert as to a factual matter.  Cite valuation treatises for valuation principles.  Don't delegate all responsibility:  quadruple check numbers AND text.



	f.
	Remember the devil is in the details:  spend more time defining the property interest.  The appraisal most closely tied to the peculiar facts of the company generally wins.
	f.
	Don't disregard Daubert:  how would you attack your report?




2. Do's and Don't for Bolstering Credibility
.

	
	DO'S
	
	DON'TS



	a.
	My opinion is the same regardless – "I go both ways" (plaintiffs and defendants, buyers and sellers, government and citizens).  I have refused engagements and been refused.


	a.
	Don't be a cheerleader/advocate AND don't sound like a lawyer:  don't dress like a lawyer:  look like the guy or gal you would trust to sell your family's business.



	b.
	Stress that it is very important to you that you be as accurate as possible – whatever way it cuts.


	b.
	Avoid superlatives, adjectives, and adverbs that ooze.

	c.
	Want to consider all available information – including factoring in any new information.


	c.
	Don't resist the obvious or resolve all doubts in one direction – co-op the adverse.  Weave into direct examination the choices you made that drove the number in favor of the opposing party.



	d.
	Ask for all pleadings, documents, discovery, past and current appraisals – FROM BOTH SIDES.


	d.
	Avoid hindsight:  peaking behind the current at subsequent events unknown to the hypothetical buyer and seller on the actual valuation date is at most permitted where foreseeable AND where circumstances have not changed in the interim.



	e.
	Be a little humble and maybe a little self-effacing ("I worked really hard to be the best appraiser I can be" vs. a joiner) – arrogance is the antithesis of credibility.
	e.
	Don't get angry or excited with opposing counsel:  if he is rude, kill him with kindness.




3. Do's and Don'ts for Cross-Examination
.

	
	DO'S
	
	DON'TS



	a.
	"My job is to help the Court understand what I believe to be true."


	a.
	Don't argue, fight, or make smart remarks toward anyone in the case.



	b.
	The 2-by-4 between the eyes:  3-5 themes.


	b.
	Even in rebuttal, find something nice to say about the opposing witness.



	c.
	Turn to the judge or the jury:  make eye contact.


	c.
	Stand by your guns on an advocacy-rebuttal, perhaps with a tone of disappointment.



	d.
	Brutal mock – it hurts so good.


	d.
	Don't be thinking about your answer until you hear the end of the question.  Beware of the trailer.


� I am particularly grateful for all the work Courtney Moore and Erica Hickey of our Atlanta office contributed to this outline.  They contributed the pristine and I the contorted.
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