
In what is being called one of the biggest valuation decisions of 
2014, the Tax Court had to determine which of four substan-
tially different valuations of an estate interest in an investment 

holding company was the closest to the true value.
▲  The court also had to determine if a 20-percent tax penalty 

imposed by the IRS was valid.
▲  The case involved the estate of Helen Richmond, who died in 

December 2005 owning 23.44 percent of her family-owned 
investment holding company, PHC, whose assets consisted 
primarily of publicly traded stock. (Estate of Helen P.  
Richmond, deceased, Amanda Zerbey, Executrix, Petitioner 
v. Commissioner, T.C. Memo 2014-26, Feb. 11, 2014.)

The total assets were found to be worth $52.16 million, of which 
about $45 million was unrealized appreciation with a built-in  
capital gains (BICG) tax of $18.1 million.

Her estate’s tax return was  
prepared by a CPA who had done a 
number of valuation reports, but 
was not a certified appraiser.  
Using a capitalization-of-dividends 
method to determine the value of 
her holdings, he arrived at a fair 
market value of $3.15 million.

The IRS auditor, on the other 
hand, found the value of the estate 
for tax purposes to be nearly three 
times that much, $9.2 million. 

Both sides hired experts for the 
Tax Court case. Using a net asset 
value (NAV) method, the IRS  
expert came up with a $7.3 million 

valuation. The estate’s 
expert this time was  
a certified appraiser 
who used the capital-
ization-of-dividends 
method and arrived at 
a value of $5 million.

The Tax Court 
found that the estate’s 
contention that PHC’s 
value should be dis-
counted by a full  
100 percent of the 
$18,113,083 BICG lia-
bility “plainly wrong 
in a case like this 
one.” 

The Tax Court  
decided a $7,817,106 
BICG discount was 
reasonable. 

The court deter-
mined the discount for lack of control to be 7.75 percent and  
decided on a marketability discount of 32.1 percent, an average  
of the discounts of the experts that ranged from 26.4 to 35.6  
percent. 

In the end, the Tax Court found the value of the decedent’s  
interest to be $6.5 million, less than the IRS expert’s but  
substantially more than the estate’s.

The court determined the value of the estate’s interest as  
follows:
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The total assets were found to be 
worth $52.16 million, of which 
about $45 million was unrealized 
appreciation with a built-in capital 
gains (BICG) tax of $18.1 million.
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How much 
is your key  
employee worth?

Try to imagine your organization without its key  
employee. That person might be the owner, the  
managing partner or the top rainmaker.

What would be the cost to your firm if that key person 
died today?

To protect yourself against a loss like this, you must at a 
minimum cover the economic loss caused by the death of 
the key person – and the cost of replacing that person.

There are standard ways to insulate against the risk of 
loss of a key person: 

▲ Insurance against the death of the key person 
▲ A succession plan 
▲  A buy-sell agreement for an orderly disposition in case 

of the key person’s retirement or departure for other 
reasons

But to take these measures, it’s necessary to know the key 
person’s value to the organization. 

Here are three of the methods appraisers use to arrive at 
a number.

1. The simplest and most straightforward method is the 
salary approach. Determine the portion of the key person’s 
salary that represents routine duties someone else in the  
organization could do right now.

For example, if the key person is paid $400,000 per year 
and someone could perform that person’s routine duties for 
$100,000, the key person’s unique value is $300,000.

Multiply that number by the time it would take to train a 
replacement. The resulting number is the amount of key  
person insurance the company needs. Thus, if it would take 
two years to train a replacement, the key person’s value is 
$600,000. This method works best when salary adequately 

reflects the key person’s contribution.
2. Next simplest is what we might call the “lifetime  

contribution” method. Multiply the key person’s expected 
remaining years of service by the annual economic loss the 
company expects it would incur if that person were to  
depart.

Then, discount that figure to present value on some  
reasonable interest rate. The result is the amount of  
insurance the company needs to buy now to protect itself 
against loss of the key person during expected years of  
service. This method works best when there is a reasonable 
basis for projecting the key person’s continued value during 
uncertain future years.

3. A third method tries to measure the key person’s  
contribution to company earnings more directly. Take the 
average book value of the company over some period, say 
five years. Multiply that number by a factor that represents a 
fair return if the money had been invested elsewhere (for  
instance, in a mutual fund.)

Subtract the result from the company’s average net  
income over the chosen period. The difference is the key  
person’s contribution to earnings. Multiply it by the time  
required to replace the key person (for instance, two if it will 
take two years) to arrive at the amount of insurance needed.

This method works best when the company’s added value 
over an index fund is wholly attributable to the key person – 
such as when the key person is a visionary who is almost 
wholly responsible for the company’s success. (Think Steve 
Jobs.)

Mitigating the risk of loss of a key person is an essential part 
of business planning. Don’t overlook this important step. ■

Big valuation case continued from front

Assets of PHC     $52,159,430
Less: Liabilities           - 45,389
Less: BICG discount       - 7,817,106
NAV of PHC       44,296,935
23.44 % Interest in NAV     10,383,202
Less: LOC discount
(7.75% of $10,383,202)           - 804,698
              9,578,504
Less: LOM discount
(32.1% of $9,578,504)      - 3,074,700
Value of decedent’s
interest in PHC      $6,503,804

The Tax Court agreed with the estate that it was not an easy 
estate to value. But because of this, the court said, the estate 
should have hired a qualified appraiser. 

Because the estate used a valuation by someone who was 
not certified to value the decedent’s interest in the company – 
and the valuation was less than 65 percent of even the  
$5 million value defended by the estate’s own expert – the Tax 
Court found that the estate did not act with reasonable cause 
and in good faith in reporting on the estate tax return. 

According to the court, the estate did not show why it should 
be excused from the penalty imposed by the IRS and therefore 
was liable for the 20 percent accuracy-related penalty. ■
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Retirement savings have such a huge impact on our  
future lives, yet most people spend more time planning 
a vacation than they spend planning for retirement.

They also know more about what the taxes would be for 
the unlikely chance of hitting the lottery than they know 
about what the taxes will be on their own IRAs, 401(k)s and 
Social Security.

According to the results of a new study by Bankers Life 
Center for a Secure Retirement of 1,000 Americans age 50 or 
older with annual household incomes between $25,000 and 
$75,000, fewer than half understand what taxes will be on: 

▲ Social Security benefits (39 percent of those surveyed) 
▲ Traditional IRA withdrawals (35 percent) 
▲  Roth IRA withdrawal (31  

percent) 
▲ 401(k) withdrawals (29 percent)
By not understanding the tax 

rules affecting their retirement  
accounts, many Americans may be 
seriously underestimating how much 
they will need when they retire.

Many pre-retirees are not aware 
that if they made pretax contribu-
tions to 401(k)s or IRAs, they will be 
taxed on those contributions and 
their earnings when they make  
withdrawals. Of course, in most  
cases, the income tax rate is likely  
to be lower after retirement than it 
was when they were working.

After-tax contributions to IRAs 
are taxed only on the earnings when 
withdrawn and not on the with-
drawn contributions themselves. 
Withdrawals from a Roth IRA are 
100 percent tax free as long as the 
taxpayer is at least 59 1/2 years old 
and has had a Roth for at least five years.

Nearly 60 percent of older Americans surveyed also are 
not aware that at age 70 1/2 they must begin taking required 
minimum distributions from their traditional IRAs and 
401(k)s or they will incur significant penalties.

And these penalties can be steep. The penalty can equal 50 
percent of the difference between the amount that should 
have been withdrawn and the amount that was withdrawn. 
The penalty may be waived if the shortfall in the distribution 
was due to reasonable cause and reasonable steps are being 
taken to remedy it.

While it’s important to be knowledgeable about penalties 
that could be imposed, it’s also helpful to know that there are 
exceptions to penalties.

Up to 90 percent of survey respondents did not know they 
could take early withdrawals from a traditional IRA without 
penalty if certain exceptions apply. It’s a good idea to consult 
a tax adviser for the specifics, but if a taxpayer meets the 

requirements, early distributions can be penalty-free if they are: 
✓ Paying for health insurance while unemployed 
✓ Using the money to pay college expenses 
✓ Buying a home for the first time 
✓ Paying for medical expenses
Only 2 percent were aware of all four exceptions.
In addition to the exceptions listed above, the penalty does 

not apply if the taxpayer dies or is disabled or if the  
distributions are made equally over the taxpayer’s life  
expectancy.

As to Social Security, benefits were not subject to tax  
before 1984. But since then, Social Security payments can  
be taxed based on the amount of the taxpayer’s non-Social 

Security income. 
The higher the non-Social Secu-

rity income, the greater the portion 
of Social Security benefits that can 
be taxed.

Social Security benefits are totally 
nontaxable if the sum of one-half of 
a person’s Social Security benefits 
plus all other gross income plus all 
tax-exempt interest income is below 
the following threshold amount: 

▲  $32,000 for married couples  
filing jointly 

▲  $25,000 for unmarried indi-
viduals and married couples 
filing separately, who did not 
live together at any time dur-
ing the year 

▲  $0 for married couples filing 
separately, who lived together 
at any time during the year

Above those thresholds, a por-
tion of their Social Security benefits 
is included in their taxable income.

At the highest income levels, if taxpayers are in the 39.6 
percent marginal tax bracket, the tax effect of including 85 
percent of Social Security benefits in taxable income  
effectively causes them to repay about one-third of their  
benefits to the federal government.

The survey also found that few Americans approaching 
retirement are aware of tax deductions that potentially might 
help them during retirement: 

▲  In some cases, taxpayers may claim their parents living 
outside the home as dependents for tax purposes. 

▲ A higher standard deduction begins at age 65. 
▲ Blindness is a cause for a higher standard deduction.
Many of the middle-income Americans surveyed were  

unaware of the tax issues involved in retirement because they 
don’t seek tax or retirement guidance.

More than half (54 percent) have never received any  
professional retirement guidance, and the same percentage 
do their own taxes without any external advice or guidance. ■

The impact of taxes on your retirement

By not understanding the tax rules 
affecting their retirement accounts, 
many Americans may be seriously 
underestimating how much they 
will need when they retire. 
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Nearly one in three sales of a business enterprise fell 
through during the past year, most because of a  

valuation gap in pricing, according to a new study.
And the price gap for those transactions that didn’t 

close was most often between 21-30 percent, the 2014  
Capital Markets Report of Pepperdine University found in 
surveys with 141 investment bankers.

The primary reasons deals terminated were: 
▲ Valuation gap in pricing (26 percent) 
▲  Unreasonable seller or buyer demand (20 percent) 
▲  Economic uncertainty (12 percent) 
▲  Insufficient cash flow (11 percent) 
▲  Lack of capital to finance (11 percent) 
▲  No market for business (10 percent) 
▲  Seller misrepresentations (4 percent)
Surveys with 40 brokers found similar results, though 

more brokers saw deals end because of buyers or sellers 
who made unreasonable demands.

Of transactions that were closed by investment bankers 
during the past 12 months, most were in manufacturing 
and business services. The least number was in media and 
entertainment as well as construction and engineering.

Most sales took between eight months and a year to 
close, but about one sale in four was able to close in six 
months or less, the study found.

Investment bankers said there is an imbalance between 
companies worthy of financing and capital available. There 
is a shortage of capital for companies with less than $10 
million in EBITDA (earnings before interest, taxes, depre-
ciation and amortization), they said. For companies with 
more than $10 million in EBITDA, there is a surplus. 

The most popular valuation method used by investment 
bankers for valuing privately held businesses was dis-
counted future earnings. Valuation methods included: 

▲  Discounted future earnings (32 percent) 
▲  Guideline company transactions method (20 percent) 
▲  Capitalization of earnings method (15 percent) 
▲  Guideline public company method (11 percent) 
▲  “Gut feel” (6 percent) 
▲  Adjusted net asset method (6 percent)
When using multiples to determine the value of a  

business, more than half used recast (adjusted) EBITDA 
multiple, followed by revenue multiple and EBITDA  
(unadjusted) multiple approaches. ■

Price gap ends one in three business sales
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