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S-Corporation Valuation Debate — The Impact of Cecil v. Commissioner

In 1999, the federal tax case, Gross v. Commissioner of
Internal Revenue, brought the issue of the impact of taxes
on the value of a subchapter S corporations (S-
corporations) to the forefront of consideration within the
valuation community, with the Federal Tax Court’s
rejection of “tax affecting” (i.e., “allowing a deduction
for taxes on corporate earnings”)* for S-corporations.
The case spawned much debate in the valuation
profession, including the development of four (4) models
to utilize in valuing interests in S-corporations (by Roger
J. Grabowski, FASA; Z. Christopher Mercer, FASA,
CRA, ABAR; Chris D. Treharne, ASA, MBA, BVAL,;
and, Daniel R. Van Vleet, ASA).? 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, the Tax Court has once again taken up the issue
of valuing S-corporations.® This case provides another
opportunity for the court to provide clarity to the
valuation community regarding tax affecting S-
corporations, and may serve to address the validity of the
various models utilized in valuing interests in these
entities.* This Health Capital Topics 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.

Although S-corporations and subchapter C-corporations
(C-corporations) share many similar organizational
characteristics, the rules regarding taxation differ
between these types of entities. S-corporations, like C-
corporations, have limited liability protection, which
shields their members, officers, and shareholders from
personal responsibility for business debts and liabilities.®
However, the value of each entity when using income-
based approach methods may differ based on taxation
rules for each entity type. A C-corporation’s earnings are
subject to taxation at both the corporate level (corporate
earnings), and at the shareholder level (e.g., on dividends
and proceeds from stock sales); some refer to this practice
as double taxation.® In contrast, S-corporations enjoy the
benefit of single taxation only at the shareholder level;
consequently, these entities are often referred to as “pass-
through” entities for tax purposes.’

When valuing a pass-through entity, such as a partnership
or an S-corporation, using an income approach-based
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method, valuation experts have asserted, and recent
academic research has supported, that any variance in the
tax benefit between C-corporations and pass-through
entities is reduced or eliminated in the sale of the S-
corporation.® Accordingly, under these circumstances,
the income stream of the subject entity should be tax
affected using the corporate federal and state tax rates.
However, in some tax court opinions, courts have ruled
that under certain facts and circumstances S-corporation
earnings should not be tax affected.

In the Gross case, the petitioners, shareholders of G & J
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 was $10,910 per share.*?

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 that 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.”®
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.”*¢ In
contrast, the expert witness for the IRS refused to tax
affect the earnings of G & J, noting that the company
would remain an S-corporation indefinitely and that 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
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is a reduction in the total tax burden imposed on the
enterprise.”'® [Emphasis added]

Subsequent to the 1999 decision in the Gross case, four
(4) models have been developed to value minority
interests in S-corporations:*®

(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.%°

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:

(1) “The starting point for the valuation;

(2) “The extent to which current cash distributions
affect value;

(3) “The impact on value of retained cash flow
(basis);

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

(5) “The amount, extent, and manner that discounts
are taken against the value determined by the
model”; and,

(6) “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.”*

For example, Judge Laro and Dr. Pratt note that 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];

(2) “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];
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(3) “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];

(4) “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]; and,

(5) 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.” [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 in value 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.?” 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.?® 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 pass-through entities using the income approach
should involve tax affecting; and, (2) the potential
validity of utilizing the SEAM model under the facts and
circumstances of the case.*® Of note, both experts in the
Cecil case utilized the SEAM model during their FMV
analysis; the Tax Court’s opinion may address the
validity of adjustments utilized in this model to reflect tax
affecting issues under the facts and circumstances of the
case.®! Valuation professionals would be well-served to
monitor developments in the Cecil case in order to
determine the potential effect of the outcome of the
litigation on the valuation of S-corporations.
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Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA, CM&AA, serves as Chief Executive
Officer of HEALTH CAPITAL CONSULTANTS (HCC), a nationally recognized healthcare financial and
economic consulting firm headquartered in St. Louis, MO, serving clients in 49 states since 1993.
Mr. Cimasi has over thirty years of experience in serving clients, with a professional focus on the
financial and economic aspects of healthcare service sector entities including: valuation consulting
and capital formation services; healthcare industry transactions including joint ventures, mergers,
acquisitions, and divestitures; litigation support & expert testimony; and, certificate-of-need and other
regulatory and policy planning consulting.
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Mr. Cimasi holds a Master in Health Administration from the University of Maryland, as well as several professional
designations: Accredited Senior Appraiser (ASA — American Society of Appraisers); Fellow Royal Institution of
Chartered Surveyors (FRICS — Royal Institution of Chartered Surveyors); Master Certified Business Appraiser (MCBA
— Institute of Business Appraisers); Certified Valuation Analyst (CVA — National Association of Certified Valuators
and Analysts); and, Certified Merger & Acquisition Advisor (CM&AA — Alliance of Merger & Acquisition Advisors).
He has served as an expert witness on cases in numerous courts, and has provided testimony before federal and state
legislative committees. He is a nationally known speaker on healthcare industry topics, and is the author of several
books, the latest of which include: “The Adviser’s Guide to Healthcare — 2nd Edition” [2015 — AICPA]; “Healthcare
Valuation: The Financial Appraisal of Enterprises, Assets, and Services” [2014 — John Wiley & Sons]; “Accountable
Care Organizations: Value Metrics and Capital Formation” [2013 - Taylor & Francis, a division of CRC Press]; and,
“The U.S. Healthcare Certificate of Need Sourcebook™ [2005 - Beard Books].
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Mr. Cimasi is the author of numerous additional chapters in anthologies; books, and legal treatises; published articles
in peer reviewed and industry trade journals; research papers and case studies; and, is often quoted by healthcare industry
press. In 2006, Mr. Cimasi was honored with the prestigious “Shannon Pratt Award in Business Valuation” conferred
by the Institute of Business Appraisers. Mr. Cimasi serves on the Editorial Board of the Business Appraisals Practice
of the Institute of Business Appraisers, of which he is a member of the College of Fellows. In 2011, he was named a
Fellow of the Royal Institution of Chartered Surveyors (RICS). In 2016, Mr. Cimasi was named a “Pioneer of the
Profession” as part of the recognition of the National Association of Certified Valuators and Analysts (NACVA)
“Industry Titans” awards, which distinguishes those whom have had the greatest impact on the valuation profession.

Todd A. Zigrang, MBA, MHA, ASA, FACHE, is the President of HEALTH CAPITAL
CONSULTANTS (HCC), where he focuses on the areas of valuation and financial analysis for
hospitals, physician practices, and other healthcare enterprises. Mr. Zigrang has over 20 years of
experience providing valuation, financial, transaction and strategic advisory services nationwide in
over 1,000 transactions and joint ventures. Mr. Zigrang is also considered an expert in the field of
healthcare compensation for physicians, executives and other professionals.

Mr. Zigrang is the co-author of “The Adviser’s Guide to Healthcare —2nd Edition” [2015 — AICPA],
numerous chapters in legal treatises and anthologies, and peer-reviewed and industry articles such as: The Accountant’s
Business Manual (AICPA); Valuing Professional Practices and Licenses (Aspen Publishers); Valuation Strategies;
Business Appraisal Practice; and, NACVA QuickRead. In addition to his contributions as an author, Mr. Zigrang has
served as faculty before professional and trade associations such as the American Society of Appraisers (ASA); the
National Association of Certified Valuators and Analysts (NACVA); Physician Hospitals of America (PHA); the
Institute of Business Appraisers (IBA); the Healthcare Financial Management Association (HFMA); and, the CPA
Leadership Institute.

Mr. Zigrang holds a Master of Science in Health Administration (MHA) and a Master of Business Administration
(MBA) from the University of Missouri at Columbia. He is a Fellow of the American College of Healthcare Executives
(FACHE) and holds the Accredited Senior Appraiser (ASA) designation from the American Society of Appraisers,
where he has served as President of the St. Louis Chapter, and is current Chair of the ASA Healthcare Special Interest
Group (HSIG).

John R. Chwarzinski, MSF, MAE, is Senior Vice President of HEALTH CAPITAL CONSULTANTS
(HCC). Mr. Chwarzinski’s areas of expertise include advanced statistical analysis, econometric
modeling, as well as, economic and financial analysis. Mr. Chwarzinski is the co-author of peer-
reviewed and industry articles published in Business Valuation Review and NACVA QuickRead, and
he has spoken before the Virginia Medical Group Management Association (VMGMA) and the
Midwest Accountable Care Organization Expo.

Mr. Chwarzinski holds a Master’s Degree in Economics from the University of Missouri — St. Louis,
as well as, a Master’s Degree in Finance from the John M. Olin School of Business at Washington University in St.
Louis. He is a member of the St. Louis Chapter of the American Society of Appraisers, as well as a candidate for the
Accredited Senior Appraiser designation from the American Society of Appraisers.

Jessica L. Bailey-Wheaton, Esq., is Vice President and General Counsel of HEALTH CAPITAL
CONSULTANTS (HCC), where she conducts project management and consulting services related to
the impact of both federal and state regulations on healthcare exempt organization transactions and
provides research services necessary to support certified opinions of value related to the Fair Market
Value and Commercial Reasonableness of transactions related to healthcare enterprises, assets, and
services. Ms. Bailey is a member of the Missouri and Illinois Bars and holds a J.D., with a
concentration in Health Law, from Saint Louis University School of Law, where she served as Fall
Managing Editor for the Journal of Health Law & Policy.

Kenneth J. Farris, Esq., is an Associate at HEALTH CAPITAL CONSULTANTS (HCC), where he
provides research services necessary to support certified opinions of value related to the Fair Market
Value and Commercial Reasonableness of transactions related to healthcare enterprises, assets, and
services, and tracks impact of federal and state regulations on healthcare exempt organization
transactions. Mr. Farris is a member of the Missouri Bar and holds a J.D. from Saint Louis University
School of Law, where he served as the 2014-2015 Footnotes Managing Editor for the Journal of
Health Law & Policy.
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