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A RECENT COMPARISON OF

INDUSTRY CLASSIFICATION

SCHEMES USING PUBLICLY
TRADED FIRMS

By Ryan Casey, PhD, CPA; and
Philipp Schaberl, PhD

An industry classification scheme is used
to identify firms that are sufficiently similar
to justify benchmarking. Allocating firms

into homogenous groups based on readily

available industry classification schemes
is a commonly used approach among
finance and valuation professionals. This
article discusses how selecting firms that
are sufficiently similar can be a challenging

task when conducting a firm valuation.

THE VALUE EXAMINER

ACCOUNTING STANDARDS REDUCE VALUATION
WORK

By James M. Sausmer, CPA, ABV, CVA

In December 2014, the Financial Accounting Standards Board
issued Accounting Standards Update No. 2014-18 titled,
“Accounting for Identifiable Intangible Assets in a Business
Combination” This article will discuss accounting requirements
for business combinations, explain the new alternative
procedures provided in the Update, and discuss the impact it has
on valuation work.

THE FOUR PILLARS OF HEALTHCARE: PART IV
TECHNOLOGICAL ADVANCEMENTS IN THE
HEALTHCARE INDUSTRY

By Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA,
CMEAA; and Todd A. Zigrang, MBA, MHA, FACHE, ASA
There are Four Pillars—reimbursement, regulatory, competition,
and technology—of healthcare. This series was started in Business
Appraisal Practice (BAP) with the first two pillars: reimbursement
and regulatory. In the November/December 2016 issue of The
Value Examiner, we discussed the third pillar: competition. This
issue, we conclude the series with a discussion on how technology
impacts the health care industry.

ACADEMIC REVIEW

CONTEMPORARY RESEARCH

IN VALUATION AND FORENSIC
ACCOUNTING

Guest Editor: Peter L. Lohrey, PhD, CVA, CDBV

Summaries of contemporary research in valuation and forensic
accounting selected from numerous academic research outlets
that illustrate the core of this novel research while increasing
awareness among the community of the subject matter.
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LITIGATION CONSULTING

COURT CORNER
By Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA,
CMEAA; and Todd A. Zigrang, MBA, MHA, FACHE, ASA

Summaries and analysis of the most important cases that involve
valuation and expert testimony issues, in both federal and state courts.
In this issue, The Value Examiner assesses Cecil v. Commissioner of
Internal Revenue.

PRACTICE MANAGEMENT

TIPS FOR PRACTITIONERS:
WAYS TO IMPROVE YOUR PARTNER
COMPENSATION PLAN

By Stephan D. Kirkland, CPA, CMC, CFC, CFF

One key difference between successful and unsuccessful
financial service firms is the way partner compensation
amounts are determined. This article gives a brief overview
of what should—or should not be—considered when
developing partner compensation plans.

E PRACTICING SOLO
By Rod P. Burkert, CPA, ABV, CVA

The series featuring sole practitioners enters its sixth year.
In this first issue of 2017, we feature Margaret McDonnell,
CPA, ABV, CFFE, CVA, from North Fayston, Vermont.
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Coming in 2017

I

The Four Pillars of Healthcare Valuation—
Advanced Distance Education

“Valuation is a branch of financial economics, and it can be short-sighted and
dangerous to develop an appraisal that does not reflect the economic foundations of the
transactional elements to which statutes, regulations, and case law apply.”

David W. Grauer, Esq., Jones Day, nationally-known healthcare attorney

About the Program

The Institute for Healthcare Valuation (IHV)
and Consultants’ Training Institute (CTI) are
pleased to announce premier healthcare
valuation training through a distance
education program: the Certificate

of Educational Achievement (CEA) for
Advanced Education in Healthcare Valuation.
The program will launch in the summer of
2017 and will bridge the interdisciplinary
nature of healthcare valuation to include:
the Four Pillars of Healthcare (regulatory,
reimbursement, competition, and
technology); the market forces shaping the
U.S. healthcare industry; and the valuation of
healthcare enterprises, assets, and services.

The program is developed and is being
presented by industry thought leaders
Robert James Cimasi, MHA, ASA, MCBA,
FRICS, CVA, CM&AA, Chief Executive Officer
of Health Capital Consultants (HCC), and
Todd A. Zigrang, MBA, MHA, FACHE, ASA,

President of HCC, alongside a blockbuster
faculty comprised of healthcare subject
matter experts from the legal, regulatory,
and valuation professions.

Why This Training is Critical

“In the current volatile regulatory environment,
with the consolidation of hospitals, physicians,
and other providers, the determination that the
arrangements do not exceed Fair Market Value
and are commercially reasonable are essential
safeguards for the parties entering into these
vertical integration transactions. It is critical that
experienced, well-trained valuation professionals
consult and collaborate with regulators and

legal professionals before establishing and
promoting so-called accepted methodologies and
approaches,” states nationally-known healthcare
attorney, David W. Grauer, Esq., of Jones Day.

The training consists of ten four-hour course
modules (including eight core courses and two

electives) covering basic valuation tenets,
competitive forces in healthcare, an overview of
the regulatory environment, technological
advancements in the industry, changes in
reimbursement, development of a commercial
reasonableness opinion, inpatient and outpatient
enterprises, valuing intangible assets and
tangible personal property, and the classification
and valuation of healthcare services.

Who Should Attend

Legal professionals and healthcare providers, as
well as those valuation professionals wishing to
expand their scope of activities in healthcare
valuation engagements and those seeking to
enhance their current healthcare valuation
service lines, will gain comprehensive
knowledge through the expansive program.
Attendees who successfully complete the
course requirements, assessment quizzes, and
interactive case study will earn a CEA.
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HCC

HEALTH CAPITAL CONSULTANTS

T

More details forthcoming at
www.theCTl.com, or call Member/Client
Services at (800) 677-2009.
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S-CORPORATION VALUATION DEBATE - THE IMPACT OF CECIL V. COMMISSIONER

By Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA, CM&AA; and
Todd A. Zigrang, MBA, MHA, FACHE, ASA

n 1999, the federal tax case, Gross v. Commissioner

of Internal Revenue, brought the issue of the impact

of taxes on the value of subchapter S corporations

(S corporations) to the forefront of consideration
within the valuation community. In that case, the court
rejected “tax affecting” (i.e., “allowing a deduction for
taxes on corporate earnings”’)! for S corporations. The
decision spawned much debate in the valuation profession,
including the development of four models to utilize in
valuing interests in S corporations.? The court has again
taken up the issue of valuing S corporations in the pending
case, Cecil v. Commissioner of Internal Revenue, which
involves a bequest of shares in the Biltmore Company, the
operator of the historic Biltmore estate in North Carolina.3

This article on the valuation of common stocks for S
corporations will briefly discuss the debate surrounding tax
affecting S corporations, as well as how the Cecil case may
impact the resolution of this issue.

In the Gross case, the petitioners, shareholders of G & ]
Pepsi-Cola Bottlers, Inc. (G & J), gifted minority interest
S corporation shares to their children* One of the
shareholders, Walter Gross, gifted 124.5 shares (0.63 percent
of the outstanding shares of common stock) to each of his
three children. ® On the same day, a separate shareholder,
Patricia Linnemann, gifted 187.5 shares (0.95 percent) of
common stock to each of her two children.® The gifts were
valued at $5,680 per share and reported to the IRS using this
value.” The IRS noted a tax deficiency for each of the gifts,
arguing that the fair market value (FMV) of each share was
not $5,680, but instead, $10,910 per share.8

According to the Tax Court, the “most significant differences
between the parties’ expert witnesses” regarded whether to
adjust G & J's earnings by tax affecting such earnings when

determining the discounted cash flows in performing the
FMV analysis.” During the trial, the petitioners’ expert
witnesses argued it was necessary to tax affect the earnings
of an S corporation in order to reflect how S corporations
are “committed to making distributions to shareholders to
cover individual tax liabilities on allocated S corporation
earnings”10 The petitioners argued that this distribution is
similar to C corporations making tax payments to the IRS,
in that such remittances “represent[] a known payment
which reduces the availability of cash which could otherwise
be used to maintain or expand existing operations’1! In
contrast, the expert witness for the IRS refused to tax affect
the earnings of G & J, noting the company would remain
an S corporation indefinitely and all earnings would be
distributed to shareholders.!? The Tax Court agreed with
the IRS’s position against tax affecting the earnings of G & J,
opining that the “principal benefit that shareholders expect
from an S corporation election is a reduction in the total tax
burden imposed on the enterprise’'3 [Emphasis added|]

Subsequent to the 1999 decision in the Gross case, four
models have been developed to value minority interests in

S corporations:14

(1) The S Corporation Economic Adjustment Model
(SEAM) by Daniel R. Van Vleet, ASA;

(2) The Quantitative Marketability Discount Model
(QMDM) by Z. Christopher Mercer, FASA, CRA,
ABAR;

(3) The model set forth by Roger J. Grabowski, FASA;
and,

(4) The model set forth by Chris D. Treharne, ASA,
MBA, BVAL.15

1 “Taxes and Value: The Ongoing Research and  p. 12.

Analysis Relating to the S Corporation Valuation 2 “Business
Puzzle” By Nancy J. Fannon and Keith F. Sellers,
Portland, OR: Business Valuation Resources, 2015,

January/February 2017

Valuation
Procedure, Law, and Perspective” By David Laro
and Shannon P. Pratt, Hoboken, NJ: John Wiley and

Sons, 2011, p. 99.

3 “S Corp Model Now in Tax Court” By Andy
Dzamba, Business Valuation Resources, June 30,
2016, https://www.bvresources.com/blogs/bvwire-

and Federal Taxes:
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While each model employs the standard of FMV, !¢ Tax Court
Judge David Laro and Dr. Shannon Pratt, in their book entitled,
Business Valuation and Federal Taxes, note that these models
differ as to the following issues:

a) The starting point for the valuation

b) The extent to which current cash distributions
affect value

¢) The impact on value of retained cash flow (basis)

d) The extent that shareholder benefits (i.e., personal
taxes saved) impact the value determination

e) The amount, extent, and manner that discounts are
taken against the value determined by the model

f) The impact of today’s value of the asset sale
amortization benefit resulting from future
transactions.!”

Judge Laro and Pratt note that an appraiser’s selection of

the appropriate model to value a minority interest in an S
corporation “may depend on the extent to which the facts
and circumstances fit with a particular model”’18

For example, Judge Laro and Dr. Pratt note the valuation of
controlling interests in S corporations have distinct issues
that must be addressed by the appraiser. These issues include:

1. Some empirical studies of C and S corporation
transactions in the marketplace do not support the
notion that S corporations are worth more than
C corporations; in fact, they point to the opposite
conclusion. However, given the complexity of the
corporate transaction structuring, not everyone
agrees that this evidence is conclusive. [Emphasis
added] A 100 percent ownership interest in an
S corporation does not necessarily come with a
bundle of rights and obligations attached to it any
more than does a 100 percent ownership interest
in a C corporation. This is distinctly different
than a minority interest in an S corporation
or a C corporation” [Emphasis added] The

controlling shareholder can mimic the favorable
tax characteristics of an S corporation (i.e., avoid
the double-taxation disadvantage of C corporation
dividends by paying additional salary). [Emphasis
added] Buyers will not pay for an election that
they can make themselves for free, unless it has
some value to them. Grabowski points out that in
some instances, buyers will pay a premium for the
possible benefits that come with an old-and-cold S
corporation” [Emphasis added];

2. S corporations logically make distributions of funds
necessary to support taxes on corporate earnings. This
is no different from a C corporation; in either case, the
money is gone and no longer available for corporate
investment and growth? 1° [Emphasis added]

However, Judge Laro and Dr. Pratt note that, in the context
of valuing a controlling interest in an S corporation:

[T]he experts generally agree that there may be no difference
invalue between S corporations and C corporations. Logically,
the experts’ consensus is that C corporation valuation methods
may be used for valuing controlling ownership interests in S
corporations.?® [Emphasis added]

The pending Cecil case may address many of the issues
relating to the valuation of interests in S corporations that
have developed since the Gross case. Cecil related to a dispute
regarding the gifting of shares in the Biltmore Company.?!
The owners of the Biltmore Company valued the gift at
$20.88 million; however, the IRS disputed the figure, arguing
that the FMV of the gift was $95.29 million.?2 Notably, both
experts in the case tax affected the earnings in the Biltmore
Company when performing their valuation analysis, in
contrast to the Gross case, in which the IRS’s expert did not
tax affect the earnings of the S corporation in question.?3
The Tax Court held a hearing in the Cecil case in February
2016, and the case is currently in deliberations.?

Commentators on the case have noted that the case may
provide insight on two issues: 1) whether the valuation of

Court Corner continued on page 35

news/2016/06/30/s-corp-model-now-in-tax-court 12 Ibid.
(Accessed 1/5/17). 13 Ibid.
4 “QGross, et al. v. Commissioner of Internal 14 “Business Valuation

Revenue” 78 T.C.M. (CCH) 201, (U.S. Tax Ct. 1999),

Procedure, Law, and Perspective” By David Laro
and Shannon P. Pratt, Hoboken, NJ: John Wiley and
Sons, 2011, p. 99.

and Federal Taxes:

Procedure, Law, and Perspective” By David Laro 17 Ibid, p. 106.

p. 2. and Shannon P. Pratt, Hoboken, NJ: John Wiley and 18 Ibid.

5 Ibid. Sons, 2011, p. 99.

19 Ibid, p. 108-109.

6 Ibid. 15 “Pass Through Entity Tax Affecting for Business 20 Ibid, p. 110-111.

7 Ibid. Valuations” By Rudolf P. Armbruster, ASA, CVA, 21 Dzamba, June 30, 2016.

8 Ibid, p.3. Cherry Bekaert, March 17, 2014, http://www.cbh. 22 Ibid.

9 Ibid, p. 8. com/guide/pass-through-entity-tax-affecting-for- ~ 23  Frazier, Ross, August 29, 2016.
10 Ibid, p. 10. business-valuations/ (Accessed 1/26/17). 24 Ibid, p. 5.

11 Ibid. 16 “Business Valuation and Federal Taxes:
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