
Opinion

NAV is the correct method. The value is
$6,503,804 and a 20% accuracy-related
penalty is applicable.

Background

PHC was incorporated in Delaware in
January 1928. It originated as, and contin-
ues to be, a family-owned investment hold-
ing company. PHC is a “C” corporation.

Because the subject company is a “C” 
corporation and built-in capital gains tax
(“BICG”) is a significant issue, the court
pointed out that if the subject case was
appealed, it would be in the third circuit
not the 5th or 11th circuits2.

As of December 2005, PHC had 2,238
shares of common stock outstanding.
Those shares were held by 25 shareholders
whose interests ranged from 0.17% to
23.61%, the three longest and largest
shareholders (including the decedent)
owned a total of 59.20% of the shares. The
turnover of PHC’s securities had been slow
for the 10-year period ending December
31, 2005, it was 1.4% per year. At that rate,
a complete turnover of the securities would
take 70 years. However, in 2005 a potential
investor would have observed that the
mindset of the Shareholders, owning a
family Company, would more and more
give way to an attitude that regards the
PHC shares simply as an investment. The
Court found, as the Commissioner’s expert

witness testified, a potential investor who
considered purchasing PHC and would
likely expect that approximately 20-30
years would pass before a complete
turnover of the portfolio or a liquidation of
the Company would occur.(1) As of
December 2005, 87.5% of the value of the
PHC’s portfolio consisted of appreciation
on which capital gain tax would eventually
become due upon sale of the appreciated
securities.

The parties stipulated that, as of December
10, 2005, PHC held a portfolio with a value
of $52,159.430(3) The parties also agreed
that the capital gain tax liability “built-in”
to that appreciation (but not yet due) was
$18,113.083. The NAV after deducting out-
standing liabilities of $45,389 (4) was
$52,114,041.

(1) Mostly common stocks in 10 major
industries.

(2) Excluding BICG,

The estate retained a local CPA with
limited valuation experience and no
appraisal certification for the estate
return valuation. Using a capitaliza-
tion of dividends method, the CPA
concluded $3,149,767, which was
reported with the Federal estate tax
return. The IRS issued a statutory
notice of deficiency on June 12,
2009 claiming that the value was

KTS, INC. VALUATION ISSUES • 2014-1 www.ktsvaluation.com— 1 —

KLARIS, THOMSON & SCHROEDER, INC.                                    2014-2

Subject

A 23.44% interest in a Family-Owned 
personal holding company (“Pearson
Holding Company” or “PHC”), whose
assets consisted primarily of publicly
traded stock. The subject interest was
PHC’s second largest shareholder (The
largest was 23.61%.). There were 25 share-
holders and it was a “C” corporation.

Issues:

1. Method of Value

Capitalization of dividends or Net Asset
Value (NAV).

2. Accuracy-related penalty 
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been sold on the date of death would
have triggered a capital gain tax liability
of $18,113,083, assuming a 39.74%
combined Federal and State Tax rate. The
parties further agreed that the value of
PHC should be discounted to some
extent to account for the BICG Tax
attributable to the unrealized apprecia-
tion. They disagreed on the amount of
the discount. 

The taxpayer’s expert believed that the
discount should be 100% of the BICG tax
liability based on cases tried in the 5th
and 11th circuit, (1)This would equate to
34.8% of the NAV. The IRS’s expert
believed the discount should be less than
100%. Mr. Thomson concluded the BICG
tax to be 15% of NAV or $7.8 million.

The court noted a 100% discount, illogi-
cally treats a potential liability that is sus-
ceptible of indefinite postponement as if
it were the same as an accrued liability
due immediately. As a result, despite
contrary holding by some courts, we find
that a 100% discount would be unreason-
able because it would not reflect eco-
nomic realities.

The court accepted Mr. Thomson’s 15%
discount ($7.8 million dollars) but was
not convinced of his methodology.

They looked at a reasonable holding
period for the Portfolio of 20 to 30 years
(as testified by Mr. Thomson) and 
discounted the tax liability at discount
rates between 7% to 10.27% (based on
the data in the expert reports). The
Court’s range of discounts was $5.5 to
$9.6 million. This, they stated, supports
Mr. Thomson’s $7.8 million, so we 
conclude $7.8 million.

Discount for Lack of Control

The Commissioner’s expert (Mr.
Thomson) used a data set consisting of
the Net Asset Values and trading prices
of 59 closed-end funds for the week of
December 9, 2005. He then analyzed the
percentage difference between the net
asset value and trading price (if negative,
a discount; if positive, a premium).
Overall, this methodology is sound and
appears to be a reasonable way to calcu-
late an appropriate discount associated
with Lack of Control. The mean dis-
count of all 59 data points was a 6.7%
discount. Mr. Thomson concluded 6%
based partially on the size of the interest
and what he believed was outside man-
agement. The court adjusted the mean of

a discount of 6.7% to a discount of
7.75% based on removing three outliers
and pointed out that PHC did not 
necessarily follow their outside advisors
advice and therefore the court concluded
7.75%.

Discount for Lack of Marketability

Mr. Thomson used seven restricted
stock studies for his basis for the 
marketability discount of 21%, the
range of discounts being 26.4% to
35.6% with an overall mean of 32.14%.
The estate unsuccessfully argued the
higher IPO studies should be used.
Although, the court accepted the
restricted stock studies, the court was
unconvinced the discount should be
other than the average or 32.1%.

(1)Jelke, Dunn and Jameson.

Summary

The values in the case were as follows:

1. CPA’s value filed with tax return
$3,149,767.

2. Taxpayer’s revised opinion for trial  
$5,046,500 (based on expert report 
of Schweihs).

3. IRS original opinion of $9,223,658.

4. IRS revised opinion (based on expert
report of Thomson) of $7,330,000.

5. Court’s Opinion of $6,503,804.

On top of this, the court concluded that
there was an additional 20% underval-
uation penalty. The court noted that 
we cannot say the estate acted with 
reasonable cause and in good faith in
using an unsigned draft report 
prepared by its accountant as its basis
for reporting the value of the decedent’
interest in PHC on the estate Tax
return. The CPA (Mr. Winnington) was
not a certified appraiser.

We find a substantial valuation under 
statement for which there was no 
reasonable cause. ❒

1As of December 2005, 87.5% of the value of
the PHC’s portfolio consisted of appreciation on
which capital gain tax would eventually become
due upon sale of the appreciated securities.

2Both of these circuits held 100% of the built-in
capital gain taxes should be deductible.

$9,223,658 but the IRS did not
explain their methodology.

The Trial

At trial the commissioner offered
John A. Thomson as an expert in
business valuation. The court
accepted Mr. Thomson as a busi-
ness valuation expert and received
his written report into evidence as
his direct testimony. Mr. Thomson
valued the decedent’s interest in
PHC by the cost approach, using a
discounted Net Asset Method.
Using PHC’s stipulated NAV.

Mr. Thomson calculated the decedent’s
23.44% interest of PHC to be $12,214,925.
He then applied a discount of 6% for lack
of control and a 36% discount for lack of
marketability (which included 21% for
lack of marketability of private shares and
15% for BICG tax). Overall, Mr. Thomson
applied a 40% discount resulting in a value
of $7,330,000 for the decedent’s 23.44%
interest in PHC.

The estate offered Robert Schweihs as an
expert in valuation. Additionally, the estate
call Mr. Winnington (The CPA who prepared
the valuation used for the Estate Tax return)
as a fact witness but not a valuation expert.

Mr. Schweihs valued the decedent’s inter-
est in PHC by relying primarily on the
capitalization of dividends method, an
income approach. Mr. Schweihs con-
cluded $5,046,500 for the decedent’s
23.44% interest in PHC.

Opinion

I Choice of Valuation Method

To value the decedent’s interest in PHC,
the Commissioner used the net-asset-
value approach and the estate used 
the capitalization of dividends
approach. The court stated, “we believe
that the NAV approach better deter-
mines PHC’s value.”

The court believed the capitalization of
dividends approach was entirely based
on future estimates (economy, divi-
dends, and performance) and a small
change in growth could result in a large
change in value.

II Discount for BICG Liability

The parties agreed that PHC’s unrealized
appreciation on its assets was
$45,576,677, which if the assets had



KTS, INC. VALUATION ISSUES • 2014-2 www.ktsvaluation.com— 3 —

The Los Angeles office of Klaris, Thomson & Schroeder, Inc. is proud to announce Mr. Charles DeVinney, ASA, (Picture 1, on left,
above), formerly with Grant Thornton, LLP, as the newest member of our team in Los Angeles, California.

Mr. DeVinney has experience in valuations for business combinations and purchase price allocations, stock based compensation, good-
will impairment, estate & gift tax planning, debt restructuring, and intangible assets. Litigation support engagements include economic 
damages analysis and shareholder disputes. In addition, he has experience in various industries including technology, medical devices,
healthcare, financial services, manufacturing, and wholesale distribution.

Specialties include valuation of closely held and thinly traded securities, and intellectual property. In addition, Mr. Devinney, ASA, also
has strong skills in corporate finance, cash flow forecasting and financial modeling and has served as an expert witness on valuation
and economic damages matters.

The Los Angeles office of Klaris, Thomson & Schroeder, Inc. is also proud to announce Mr. Douglas E. Braunstein (Picture 2, on right,
above), JD, ASA, has been assisting and supporting many Los Angeles Business Valuation assignments. Mr. Braunstein has prepared
controlling and minority interest valuations for numerous types of closely held businesses for purposes of estate planning, estate taxes,
gift taxes, employee stock ownership plans (ESOPs), marital dissolution, business dissolution and corporate planning. Mr. Braunstein
also has experience valuing intangible assets such as patents, royalties and website & domain names. ❒

Spotlight

on the Los Angeles Office of

Klaris, Thomson & Schroeder, Inc.
Published by: Anita Thomson

It is with great sadness that Klaris, Thomson & Schroeder, Inc. announces the passing of
Mr. Tony Abel.  Tony was a valued member of our team since 2003, and he will be missed.

Before joining Klaris, Thomson & Schroeder, Inc., Mr. Abel had been a Principal with the
Valuation Services Group of Arthur Andersen LLP in their Los Angeles office. This associa-
tion began in 1983. Prior to Arthur Andersen, Mr. Abel was a Valuation Consultant with
Marshall & Stevens, Inc. He joined Marshall & Stevens in 1973. From 1965 to 1973, Mr.
Abel was an Assistant Vice President in the Commercial Banking Division of Security
Pacific Bank, which was subsequently merged into the Bank of America.

Mr. Abel was formerly certified by the American Society of Appraisers as an Accredited
Senior Appraiser (ASA) specializing in business valuation. He is past President of the Los
Angeles Chapter of the American Society of Appraisers (1989-1990).

Please keep Tony and his family in your thoughts as they go through this difficult time.

RIP Tony you will be missed but not forgotten. ❒

In Memory
Published by: Anita Thomson
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is a national full service valuation and consulting company specializing in business 
valuations, intangible asset valuations, financial consulting, expert testimony and litigation
support. In addition, we also perform real estate valuations, machinery and equipment 
valuations, and international transfer pricing analyses.

For more information or a free valuation seminar for your firm or professional group, please call Anita Thomson at (877) 587-7008, or
e-mail your request to ktsinc@verizon.net.

Recent Seminars and Speaking Engagements:

8/28/14 Presentation-“Three Approaches to Valuing 
Closely Held Orthodontic Practices: Asset, Income,
and Market,” Gary Schroeder, St. Louis University,
St. Louis, MO

9/6/14 Valuation of Automotive Service Providers at the 
Alliance of Automotive Service Providers (AASP) 
Convention, Gary Schroeder, St. Charles, MO

9/10/14 Joint Meeting-St. Louis Business Valuation 
Roundtable/St. Louis Chapter of ASA-“Family 
Law Cases Every Appraiser and Accountant 
Needs to Know.”

10/15/2014 Presentation -Inside View of U.S. Tax Court with 
discussion on two Current Tax Court Cases 
(Estate of Diane Tanenblatt and the Estate of 
Helen P. Richmond.), John A. Thomson, ASA, 
MAI, Marriott Hotel, Long Beach, California for 
the LA ASA Chapter.

11/19/14 Joint Meeting-St. Louis Business Valuation 
Roundtable/St. Louis Chapter of ASA-“Partial 
Interest Valuation: Common and Not Common.”

KTS Recent Engagements

Valuation of the common stock of a turf farm for estate 
planning purposes.

Valuation of intangible assets of a large coffee company for
SFAS No. 141 purposes.

Valuation of a partial interest in a billiard association for trust
and estate purposes.

Valuation of a minority interest in a beach resort for estate 
tax purposes.

Valuation of Class A voting and Class B non-voting common
stock of a pipeline construction and maintenance company.

Valuation of a fast food delivery franchise for SBA financing.

Valuation of a candle company for SBA financing.

Valuation of restricted stock and warrants for a medical device
company.

Valuation of an insurance agency and tax preparation agency
for divorce purposes.

Valuation of an excavating/landscaping company for divorce
purposes.



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


