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Forethoughts

Kevin M. Zanni

Kevin M. Zanni, ASA, CVA, CBA, 
CFE, is a manager of Willamette 
Management Associates, a business 
valuation, forensic analysis, and 
financial advisory firm. He resides 
in our Chicago office.

Kevin’s practice includes pro-
viding valuation and financial advi-
sory opinion services to publicly 
traded businesses, closely held 
businesses, professional sports 

franchises, professional practitioners, and high net 
worth individuals. He often works with legal counsel 
for closely held businesses, publicly traded compa-
nies, and multinational corporations.

Kevin provides valuations of businesses, business 
interests, and securities for transactional, financing, 
taxation, financial accounting, and litigation support 
purposes. His taxation-related work includes the 
valuation of intangible assets for income tax, estate 
and gift tax, and state and local property tax pur-
poses. Kevin’s practice also includes the analysis of 
intangible asset economic damages related to breach 
of contract claims and tort claims.

Kevin holds a bachelor of science in business 
administration, with a major in finance, and a mas-
ter of arts in international business, both from the 
University of Florida. While at the University of 
Florida, Kevin served on the Business Administration 
College Counsel.

Kevin is an accredited senior appraiser (ASA), a 
certified valuation analyst (CVA), a certified busi-
ness appraiser (CBA), and a certified fraud examiner 
(CFE).

He has written for numerous professional publica-
tions, including the National Association of Certified 
Valuators and Analysts (NACVA) publication The 
Value Examiner and the Commerce Clearing House 
publication, Business Valuation Alert.

Kevin has presented to numerous professional 
associations including the Institute of Management 
Accountants and Valparaiso University School of Law. 
He will present at the upcoming 2015 NACVA Annual 
Consultants Conference in June 2015. In 2014, Kevin 
was interviewed twice by the National Public Radio 
Marketplace program regarding the valuation and sale 
of the Los Angeles Clippers.

Kevin is a past president of the Chicago Chapter 
of the American Society of Appraisers. He is a partici-
pating member of the NACVA Ideas and Technology 
Committee and the Practice Development Committee.

This Insights issue focuses on eminent domain, 
expropriation, and condemnation matters. This issue 
includes discussions authored by prominent legal 
experts involved in eminent domain and expropriation 
to help the reader understand the many complexities 
of this topic. The topics discussed range from recent 
judicial decisions involving valuation and damages to 
best practices in eminent domain and expropriation 
litigation.

Willamette Management Associates analysts pro-
vide valuation and financial advisory services to 
closely held business owners as well as valuation, 
damages, and other forensic analyses to both corpo-
rate clients and their legal counsel. In our practice, 
we see eminent domain actions matriculate through 
many different paths.

In some jurisdictions, an eminent domain matter 
may be subject to a quick-take action. A quick-take 
action is generally defined as a formal legal process 
of the exercise of eminent domain rights in which 
the government takes possession before the adju-
dication of compensation. If a quick-take action is 
probable, depending on the advice of legal counsel, 
the best course of action may be to engage in a for-
mal valuation process as soon as practically possible. 

When a going-concern business is the subject 
of the “taking,” a formal valuation process typi-
cally involves the contributions of a (1) real estate 
appraiser, (2) personal property appraiser, and (3) 
business valuation analyst. In general, for an analy-
sis prepared in an eminent domain matter, the work 
products of all three analysts are synthesized in a 
formal valuation expert report. This combination of 
work product is performed through the application 
of an asset-based business valuation approach.

In other jurisdictions, an eminent domain matter 
may not allow for the application of an asset-based 
approach. Certain jurisdictions may prescribe the 
calculation of compensation using a formula-based 
methodology. Under a formula-based mandate, a 
business valuation analyst is typically the sole pro-
fessional  involved in the valuation process.

In our practice, we commonly observe that 
the measurable business loss includes (1) tangible 
assets, (2) intangible assets, and (3) future earning 
potential. In other eminent domain matters, in addi-
tion to lost asset value, the business owner may suf-
fer economic damages from lost profits. In each case, 
it is appropriate  for the business owner to uncover 
and receive reasonable compensation.

About the Editor
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INTRODUCTION
When a location-specific, going-concern business 
is subject to an eminent domain or expropriation 
action, the result is often the end of the subject 
business operations. Location-specific business 
operations may include (1) utilities operations 
(i.e., water, wastewater, electric, natural gas, and 
communications); (2) resort/hotel operations (e.g., 
beachfront, ocean view, ski resort operations, and 
destination-specific); and (3) customer-specific 
(e.g., church operations, restaurants, and enter-
tainment and sports-related).

Business success is often predicated on busi-
ness location. This statement is particularly true for 
location-specific business operations.

For example, a resort’s earnings typically depend 
on the resort’s location. That is, a resort located in 
Maui on the beach may not be able to be replicated. 
This is because, in many communities, new building 
permits are restricted. And, in certain communi-
ties, zoning regulations preclude specific building 
activity.

That preclusion may relate to property designat-
ed as protected land or property zoned for a specific 
type of use—such as residential use versus commer-
cial use. When a business can no longer operate as 
it had prior to the eminent domain taking, then not 
only is there a loss of tangible asset value, there is 
often a loss of intangible asset value as well.

Even in the case of a partial business disruption, 
whereby a business can relocate its operations, the 
subject business may have lost a significant amount 
of profit. This lost profit is easily quantifiable for a 
discrete period; however, the business damage is 
often long term in nature. In order to quantify the 
long-term damage implications, a thorough analysis 
is required.

To illustrate the lost value of going-concern 
business operations due to an eminent domain tak-
ing action, this discussion presents an illustrative 
reasonable compensation example. This illustrative 
example involves a hypothetical water utility busi-
ness that is subject to an eminent domain taking 
action by a not-for-profit public entity acquirer.

Valuing a Going-Concern Location-
Specific Business Operation in an Eminent 
Domain or Expropriation Matter
Kevin M. Zanni

Eminent Domain and Expropriation Insights

Eminent domain and expropriation actions, whether brought about for reasons such as 
for the good of the general public or for project-specific procurement objectives, may 

result in significant damage to a business entity. In certain cases, primarily in businesses 
that are property-specific or location-specific, the damage may be all-encompassing. For 

property-specific or location-specific businesses, the reasonable compensation for the 
“taking” may be greater than the value of the tangible assets. The measurable loss can 
include (1) tangible assets, (2) intangible assets, and (3) future earning potential. This 
discussion provides insight into the types of business operations that are most at risk of 
total loss as a result of an eminent domain action. An illustrative example is presented 
to show what types of factors are typically considered in the valuation of a location-

specific business involved in an expropriation action. 

Best Practices
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What makes this illustrative example interesting, 
more than what would otherwise be the case in the 
typical going-concern business valuation, is the sig-
nificant consideration of the (1) hypothetical buyer, 
(2) regulatory environment, (3) cost of capital, and 
(4) prominent role of the asset-based approach in 
the valuation analysis.

HYPOTHETICAL EXAMPLE: 
ALEX-TOWN WATER SYSTEM 
BACKGROUND

The Alex-town water system (the “system”) is 
located in upstate New York in Lake County (the 
“County”). The system serves the city of Alex-town 
and unincorporated portions of the County.

The Alex-town service area primarily consists of 
residential and institutional users (e.g., the Prestige 
Worldwide College). It also provides water to com-
mercial and industrial users. The system serves 
approximately 15,000 residents and has more than 
4,000 retail water connections.

The system is comprised of five ground water 
wells. The system’s water is collected from the 
ground wells and is then treated at the system’s 
water treatment plant. After treatment to remove 
contaminants, the water is delivered to the service 
area through the water distribution system. The 
water distribution system consists of water mains, 
tanks, and pumps.

PREMISE OF VALUE AND PURPOSE 
OF THE ANALYSIS

For the purpose of this analysis, we relied on legal 
counsel to provide us with the appropriate standard, 
or definition, of value.

In certain cases, the appropriate standard of 
value may be fair market value or a prescribed 
formula price based on a charter or other agree-
ment between a business and a public entity (e.g., 
a township, city, or municipality). In the case of 
a prescribed formula price, the following example 
may not be as relevant as it is in a fair market value 
matter.

However, for the purposes of this illustrative 
example, let’s assume that the standard of value is 
fair market value.

Fair market value is often defined as the price 
at which an asset would change hands between a 
willing buyer and a willing seller, when the former 
is not under any compulsion to buy and the latter is 
not under any compulsion to sell, and both parties 

have reasonable knowledge of the relevant facts. 
Legal counsel concurred with our definition of fair 
market value.

For this example, we analyzed the system oper-
ating assets based on the premise of value in contin-
ued use, as a going-concern business enterprise. The 
system includes both operating assets and a nonop-
erating asset. These assets collectively comprise the 
total system assets.

With respect to the system operating assets, 
these assets are used in the normal course of busi-
ness operations. The operating assets directly con-
tribute to the profit or loss of the system business 
operations. The operating assets typically include 
the real estate, tangible personal property, and con-
tributory intangible assets of the system business 
operations.

The system also owns a nonoperating asset. 
Nonoperating assets may contribute to the profit 
or loss of the subject business operations, but they 
are generally nonessential to the on-going business 
operations.

In this illustrative example, the nonoperating 
asset could be sold independently from the oper-
ating assets, and such a sale would not materially 
affect the system operations. Nonoperating assets 
are sometimes referred to as excess assets or invest-
ment assets.

HYPOTHETICAL WILLING BUYERS
To estimate the value of system total assets for this 
example, we considered the likely population of 
hypothetical willing buyers. Based on the charac-
teristics of (1) the system and (2) the population of 
buyers who are likely to invest in a water distribu-
tion system, in our opinion, the likely population of 
hypothetical willing buyers of the system includes 
not-for-profit public entities.

This willing buyer determination is made on 
a case-by-case basis. In certain cases, the likely 
buyer is an investor-owned utility (IOU) corporate 
acquirer.

For this particular example, the conclusion of 
a not-for-profit willing-buyer acquirer is based, in 
part, on the following facts:

1. The majority (approximately 85 percent) 
of water systems that are members of the 
American Water Works Association in the 
United States are owned by public entities.1

2. According to the U.S. Environmental 
Protection Agency (EPA), among the pri-
vately owned community water systems, 
the vast majority are run as not-for-profit 
entities.2
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3. Based on the New York Utility Regulatory 
Commission (NYURC) report titled Annual 
Report to the Regulatory Flexibility 
Committee of the New York General 
Assembly 2013, National Water System 
(NWS), an IOU, reported the most operat-
ing revenue of any New York water utility 
operation. However, the system is located in 
a geographic territory that is far away from 
the NWS business operations.

   Therefore, a purchase by NWS would be 
unlikely. This is because NWS does not have 
a significant amount of assets employed 
in this geographic area. Therefore, NWS 
would not be able to leverage its large size 
to create economies of scale. These econo-
mies of scale are essential to NWS business 
operations in order to provide a return to its 
shareholders.

4. There are numerous public entities that 
may acquire the system. Potential public 
entity buyers include the County or any 
nearby incorporated municipality (i.e., city, 
village, town, or township). This group of 
potential acquirers includes other counties 
and municipalities that are within/near the 
area, such as Alex-town.

5. Because the system can be sold to and oper-
ated by any municipality in the County, 
there are many other potential public 
entity acquirers. These potential acquirers 
include the city of John-town and the towns 
of Greg, Peter, Tom, and Roger. All of these 
potential acquirers own and operate their 
own water utility operations. None of these 
public entities that own and operate water 
utility operations are subject to the regula-
tory jurisdiction of the NYURC with respect 
to water rates and charges.

   If the system is purchased by any of 
these acquirers, the NYURC withdrawal 
right will also apply to the system. 

6. Other groups of potential public entity 
acquirers include existing and yet-to-be 
formed joint water agencies, districts, or 
commissions. Any of the above-mentioned 
municipal or public entity acquirers could 
join together to acquire the system. Any 
of these jurisdictions represents potential 
public entity buyers of the system.

These considerations suggest that the hypotheti-
cal buyers of the system include a not-for-profit pub-
lic entity or a group of such entities.

In the acquisition of a 
going-concern business, the 
market participants with 
the greatest expected acqui-
sition synergies will typi-
cally set the range of market 
prices. The expected acqui-
sition synergies of a popula-
tion of willing buyers can be 
strategic, operational, and/
or financial.

By considering the 
acquisition synergies of var-
ious populations (or catego-
ries) of business buyers, the 
valuation analyst may iden-
tify the population of likely 
buyers for the subject operating business assets.

In an actual acquisition offering, many types 
of buyers may bid for the target entity. However, 
the market participants with the greatest expected 
synergies will set the price range that all serious 
potential bidders will have to match.

In the case of the system, a public entity buyer 
(1) will not have to pay income tax, (2) will have 
access to municipal financing, and (3) will not be 
subject to the same regulatory environment as an 
IOU buyer.

Therefore, public entity buyers will be able to 
set the range of market prices in which all poten-
tial buyers (i.e., public entities and IOUs) will have 
to bid. This conclusion is appropriate regardless 
of the ownership status or the likely intentions of 
any particular potential buyer (including the actual 
condemnor).

REGIONAL OUTLOOK
The regional outlook is an important factor that we 
typically consider in the valuation of a location-
specific business. Any hypothetical buyer of the 
system would be affected by the economic condition 
of the system geographic area.

The County posted positive job growth in each 
year from 2008 to 2014. The County gained 3,000 
jobs since the beginning of the recession in 2008. 
Total employment trends are indicating improve-
ment in new job creation.

The County utilities sector experienced signifi-
cant employment stability in the 2008 to 2014 time 
period. The utilities sector had no change in both 
employment and total establishments from 2008 to 
2014.

The U.S. Census Bureau reported that New York 
state had a population of 19.7 million in 2013. That 

“In the acquisition 
of a going-concern 
business, the market 
participants with the 
greatest expected 
acquisition syner-
gies will typically set 
the range of market 
prices.”
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figure represents a 1 percent increase from the 
population of 19.5 million in 2012. The population 
of Alex-town, New York, was 30,000 in 2014, a 2 per-
cent increase from the population of 29,400 in 2013.

The population of the County was 90,000 in 
2014. In 2015, the population of the County is pro-
jected to be approximately 91,800.

WATER DISTRIBUTION INDUSTRY 
REGULATION

The water distribution and wastewater treatment 
industry is highly regulated. Businesses operating 
in this industry are subject to both federal and state 
regulation.

Federal Regulation
Numerous federal drinking water regulations have 
been in place in the United States since the passage 
of the Safe Drinking Water Act in 1974.

The Safe Drinking Water Act established crite-
ria and procedures for the EPA to develop national 
drinking water quality standards. Regulations issued 
pursuant to the Safe Drinking Water Act set stan-
dards on the amount of certain microbial and 
chemical contaminants and radionuclides allowable 
in drinking water.

The Safe Drinking Water Act was most recently 
amended in 1996. Additional water quality stan-
dards set by the EPA were implemented over time.

Disinfection by-product limits were lowered in 
1998, and these limits took effect in 2002. More 
stringent surface water treatment performance stan-
dards also became effective in 2002. In 2001, the 
EPA adopted a limit for arsenic in water of 10 parts 
per billion.

The new limit, which was adopted in 2001 and 
became effective in 2006, is one-fifth of the previous 
allowable level. Compliance to the new arsenic limit 
required investment spending from the water sup-
pliers who did not meet the standard.

The Clean Water Act of 1972 regulates the 
discharges from drinking water and wastewater 
treatment facilities into lakes, rivers, streams, and 
groundwater.

State Regulation
In addition to federal regulation, state commissions 
also regulate water utilities. These commissions 
have broad authority to establish rates for service, 
to prescribe service standards, and to review and 
approve rules and regulations.

In most instances, long-term financing programs, 
transactions between water utilities and affiliated 
interests, reorganizations, and mergers and acquisi-
tions also require state commission approval to pro-
ceed. The jurisdiction exercised by each commis-
sion is prescribed by state legislation and, therefore, 
varies from state-to-state.

The regulatory rate-setting process is time con-
suming. After considering the time required to com-
plete the regulatory process, water utilities file for 
rate adjustments that will reflect as closely as pos-
sible the cost of providing service during the time 
new rates are intended to be effective. Attempts 
are also made to offset any adverse financial impact 
arising from regulatory lag.

For example, some states employ some form of 
forward-looking test year, such as a future test year, 
or recognition of known and measurable changes for 
some period beyond a historical test year.

Such mechanisms result in rates that are more 
reflective of costs that are likely to be incurred dur-
ing the period the rates will be in effect. Rate orders 
may also allow for the recovery of interest expense 
and depreciation expense related to the interim 
period from the time a major construction project 
is placed into service until new rates reflecting the 
cost of the project become effective.

In New York state, the NYURC is the economic 
regulator over many of the state’s water provid-
ers. The NYURC regulates 200 of the 1224 water 
utilities and 43 of the 1,000 wastewater utilities 
throughout New York. These NYURC-regulated 
entities serve approximately 45 percent of the New 
York population.

SELECTION AND APPLICATION OF 
VALUATION METHODOLOGY

There are various methods for estimating the value 
of the total operating assets of a going-concern busi-
ness enterprise. All business valuation methods can 
be categorized into three generally accepted busi-
ness valuation approaches.

Valuation analysts use one or more of these 
three approaches to estimate the value of business 
operating assets. The objective of using more than 
one approach is to develop mutually supporting evi-
dence as to the value conclusion.

The three generally accepted business valuation 
approaches are as follows:

1. The income approach

2. The asset-based approach

3. The market approach



www.willamette.com INSIGHTS  •  SUMMER 2015  7

The income, asset-based, and market approach-
es represent general valuation approaches. The 
specific methods and procedures that are associated 
with these approaches may or may not be applicable 
to the valuation of the system operating assets.

Based on the quantity and quality of available 
data, and based on the purpose and objective of 
this analysis, we relied on the following valuation 
approaches and methods to estimate the fair market 
value of the system operating assets:

1. The income approach, using the yield capi-
talization method (often referred to as a 
discounted cash flow method)

2. The asset-based approach, using the asset 
accumulation method

INCOME APPROACH—YIELD 
CAPITALIZATION METHOD

This valuation method is based on the principle that 
the value of a business entity is the present value of 
the future income (as defined) to be derived by the 
entity. In this analysis, we used net cash flow as the 
measure of future income.

The yield capitalization method requires (1) a 
projection of future cash flow and (2) the selection 
of a present value discount rate that appropriately 
reflects the risk inherent in the projected cash 
flow.

There are two components of value that are 
encompassed in this method: (1) the present value 
of the expected net cash flow during the discrete 
projection period and (2) the present value of the 
terminal period net cash flow.

The present value of the discrete projection 
period net cash flow is a function of:

1. the projected net cash flow (for this exam-
ple we use net cash flow to invested capital) 
and

2. the present value discount rate (weighted 
average cost of capital).

The present value of the terminal period net 
cash flow is a function of the projected results in the 
terminal year capitalized by a direct capitalization 
rate that is then discounted to the present.

Weighted Average Cost of Capital
The weighted average cost of capital (WACC) is the 
appropriate present value discount rate to use in 
the yield capitalization analysis of net cash flow to 
invested capital.

Investors have alternative opportunities for their  
investment of current funds that will provide future 
returns to compensate them for:

1. the time that the funds are not available at 
the investor’s disposal,

2. the expected rate of inflation, and

3. the relative uncertainty of future returns.

The required rate of return on investment is a 
function of investment risk. Business risk is gener-
ally reflected in the calculation of the cost of equity 
capital, while financial risk is generally considered 
in the ratio analysis of debt capital to equity capital.

The cost of capital is the rate of return that 
an investment should yield in order to provide an 
adequate rate of return to both sources of capital: 
(1) equity and (2) long-term debt.

Cost of Equity Capital—Using a Build-Up 
Model

To estimate the cost of equity capital using the 
build-up model, we summed (1) the risk-free rate 
of return of 2.5 percent, (2) the general equity risk 
premium of 6.1 percent, (3) the size-related equity 
risk premium of 6.1 percent, (4) the industry-
related equity risk premium of negative 4.8 percent, 
and (5) a company-specific risk factor adjustment 
of 5 percent.

Based on our build-up model calculation, we 
arrived at a 15 percent cost of equity capital as of 
December 31, 2014.

Cost of Debt Capital
In a fair market value analysis, the WACC will typi-
cally reflect the cost of capital of the likely popula-
tion of willing buyers.

To estimate the cost of debt capital component, 
we analyzed municipal bond yields as of December 
2014. Specifically, we reviewed municipal bond 
yield averages as of December 2014, as published in 
Mergent Bond Record.

Based on these data, we selected a cost of debt 
capital of 4.2 percent. This cost of debt capital is 
approximately equal to the average municipal bond 
yield for bonds rated Baa to A by Moody’s bond rat-
ing service as of December 31, 2014.

We selected bonds that were rated Baa to A pri-
marily because these bonds were on the lower end 
of the investment grade bond spectrum. We selected 
the lower level investment grade bond indications 
because the system (1) is relatively small and (2) 
had experienced—to a certain extent—some earn-
ings volatility.
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Weighted Average Cost of Capital 
Conclusion

To calculate the system WACC, based on the appro-
priate capital structure, we weighted (1) the 15 per-
cent cost of equity capital estimate and (2) the 4.2 
percent cost of debt capital estimate.

To estimate the appropriate capital structure, we 
considered the capital structure of the likely popu-
lation of willing buyers (including public entities).

Public entities typically have a capital structure 
that is comprised of nearly 100 percent debt capital. 
This capital structure conclusion is evidenced by 
the following facts:

1. Public entities do not have equity owners.

2. Public entities do not raise equity capital; 
they issue debt securities.

3. Based on our research, in nearly all trans-
actions involving the purchase of a water 
system by a public entity, the acquisitions 
were typically financed using 100 percent 
debt capital.

While most transactions involving the purchase 
of a water utility system by a public entity are 
financed almost entirely with debt capital, public 
entities can and do use cash to pay for a small part 
of the total transaction consideration (e.g., cash 
deposits, payments of professional advisor fees).

Therefore, to calculate the system WACC, we 
used a capital structure of 5 percent equity capital 
and 95 percent debt capital.

This capital structure weighting of (1) 5 percent 
equity capital and (2) 95 percent debt capital results 
in (3) a WACC of 5 percent. This WACC calculation 
is presented in Exhibit 1.

Estimated Value of the Total 
Operating Assets

For this illustrative example, we applied a 5 percent 
present value discount rate based on the selected 
system WACC to the discrete period net cash flow 
projections to conclude a discrete period present 
value of $8 million (rounded).

To estimate a terminal period value, we applied 
the Gordon growth model. The Gordon growth 
model estimates the value of the expected cash flow 
beyond the discrete projection period.

This method of estimating a terminal period 
value is based on the expectations that (1) the sys-
tem will continue to generate cash flow beyond the 
last year of the discrete projection period and (2) 
the net cash flow will increase into perpetuity at a 
constant rate. 

In order to estimate the normalized terminal 
period net cash flow—the economic benefit to 
capitalize in the Gordon growth model—we used the 
projected 2020 net cash flow.

Cost of Equity Capital (Build-Up Model): Source

   Cost of Equity Capital (rounded) 15%

Cost of Debt Capital:

Cost of Debt Capital 4.2%    

Capital Structure:

Common Equity / Invested Capital 5%       
Long-Term Debt / Invested Capital 95%
   Total Invested Capital 100%

Weighted Average Cost of Capital:

System Weighted Average Cost of Capital (rounded) 5%

Analyst estimate based on the typical capital structure of a municipal (not-for-
profit) public utility acquirer

Average bond yield indiciation of A and Baa Municipal Debt from Moody's 
Municipal Bond Yield Average, from Mergent Bond Record, as of December 2014

Exhibit 1
Income Approach—Yield Capitalization Method
Weighted Average Cost of Capital Calculation
As of December 31, 2014
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We projected that capital expenditures and 
depreciation expense would be equal to each other. 
For this example, the normalization adjustment 
implies that maintenance capital expenditures will 
be equal to depreciation expense in perpetuity. We 
projected the terminal net working capital charge 
to normalize at the level needed to support the 
expected long-term growth rate, or $3,000.

Based on these calculations, the terminal period 
cash flow equals $2.5 million. The fiscal year 2020 
net cash flow equals $2.55 million (i.e., $2.5 million 
fiscal 2019 normalized cash flow increased by the 
expected long-term growth rate of 2 percent).

The indicated terminal period value of $84.9 
million is calculated by capitalizing, or dividing, the 
$2.55 million estimated fiscal year 2020 terminal 
cash flow by the 3 percent direct capitalization rate.

We estimated the 3 percent direct capitalization 
rate by subtracting the 2 percent system expected 
long-term growth rate from the selected 5 percent 
present value discount rate.

The terminal period present value is calculated 
by discounting the future terminal value at the 5 
percent present value discount rate. The December 

31, 2020, terminal period value is equal to a present 
value of $68.2 million as of December 31, 2014.

We added the present value of the (1) discrete 
period net cash flow value of $8 million and (2) 
terminal period net cash flow value of $68.2 million.

Yield Capitalization Method Conclusion
Based on the yield capitalization method, the fair 
market value of the system total operating assets 
was $76.2 million (rounded), as of December 31, 
2014. We present this calculation in Exhibit 2.

ASSET-BASED APPROACH
The asset-based business valuation approach often 
involves the application of the cost approach to 
value the tangible personal property owned and 
operated by that business entity.

The various cost approach valuation methods 
are based on these economic principles:

1. Substitution—No prudent buyer would 
pay more for an item of fungible tangible 
property or contributory property than 

Normalized
Years Ending December 31, Terminal Period

2015 2016 2017 2018 2019
Discrete Projection Period Valuation Variables ($000) ($000) ($000) ($000) ($000) ($000)

Earnings before Interest and Taxes (EBIT) 2,400        2,300        2,381        2,452        2,501        2,501
Depreciation and Amortization Expense 308           318           334           353           368           -
Capital Expenditures (1,500)      (1,000)      (800)         (800)         (439)         -
Changes in Net Working Capital (36) (7) (5) (5) (5) (3)

Net Cash Flow 1,172        1,611        1,910        2,000        2,424        2,498

Period 0.50 1.50 2.50 3.50 4.50
Present Value Factor @ 5 Percent 0.9759 0.9294 0.8852 0.8430 0.8029

Present Value of Cash Flow 1,143 1,497 1,690 1,686 1,946

Total Present Value of Discrete Period Cash Flow ($000) 7,963

Terminal Period Value Calculation

Fiscal Year 2020 Net Cash Flow ($000) 2,548
÷ Direct Capitalization Rate 3%
Terminal Period Value ($000) 84,930
Present Value Factor @ 5 Percent 0.8029
Present Value of Terminal Period Value ($000) 68,191

Indicated Fair Market Value of Total 
   Operating Assets (rounded) 76,200

Exhibit 2
Yield Capitalization Method
Fair Market Value of Total Operating Assets Summary
As of December 31, 2014
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the total cost to construct one of equal 
desirability and utility.

2. Supply and Demand—Shifts in supply 
and demand cause costs to increase and 
decrease and cause changes in the need for 
supply of different types of assets.

3. Externalities—Gains or losses from exter-
nal factors may accrue to tangible property 
or contributory property. External condi-
tions may cause a newly constructed asset 
to be worth more or less than its cost.

Types of Cost Approach Methods
There are several cost approach methods to value 
tangible personal property. Each of these methods 
uses a similar definition—or type—of cost. Two 
common cost measurements are:

1. reproduction cost new and

2. replacement cost new.

The reproduction cost new of an asset is the total 
cost, at current prices, to construct an exact dupli-
cate or replica of the subject asset. This duplicate 
asset would be created using the same materials, 
standards, design, layout, and quality of workman-
ship used to create the original asset.

The replacement cost new (RCN) of an asset is 
the total cost to create, at current prices, an asset 
having equal functionality or utility of the subject 
asset.3 However, the replacement asset would be 
created with modern methods and constructed 
according to current standards, state-of-the-art 
design and layout, and the highest available quality 
of workmanship.

Accordingly, the replacement asset may have 
greater utility than the subject asset. If this is the 
case, the analyst should adjust the RCN for depre-
ciation and obsolescence.

We based the cost approach analysis of the sys-
tem tangible personal property on the replacement 
cost new less depreciation (RCNLD) method.

The cost (whether measured as replacement cost 
or reproduction cost) of an asset typically includes 
(1) all direct costs (e.g., materials), (2) all indirect 
costs (e.g., construction interest, engineering and 
design labor), (3) developer’s profit (on direct and 
indirect cost investment), and (4) entrepreneurial 
incentive related to the development of the asset.

Once the replacement cost new or reproduction 
cost new is estimated, the cost measurement should 
be adjusted for losses in value due to all forms of 
depreciation.

Based on our analysis of the system, we deter-
mined that the system owned the following tangible 
assets: (1) working capital, (2) tangible personal prop-

erty (i.e., water distribution sys-
tem including system wells), (3) 
real property easements, and (4) 
real estate sites.

We valued the working 
capital at its accounting book 
value, for this example. We 
relied on third-party appraisal 
professionals to provide the 
value of tangible personal prop-
erty, real property easements, 
and real estate sites.

In addition to the tangible 
assets we determined that the 
system had the following intan-
gible assets (1) trained and 
assembled workforce, (2) sys-
tem records and reports, and 
(3) engineering studies and 
software. Based on manage-
ment input and on our calcu-
lations, we estimated the fair 
market value of the intangible 
assets. 

The fair market value 
of system assets prior to 

Value as of
12/31/2014

System Operating Assets ($000)

Working Capital (rounded) 2,000       

Real Estate and Tangible Personal Property:
Tangible Personal Property 35,000     

Real Property Easements 500          

Real Estate Sites 200

      Total Real Estate and Tangible Personal Property (rounded) 35,700     

Contributory Intangible Personal Property :

Trained and Assembled Workforce 100          

System Records and Reports 700          
Engineering Studies and Software 100

      Total Intangible Personal Property (rounded) 900          

Indicated Value of Total System Operating Assets Not Including Goodwill or Obsolescence 38,600

Exhibit 3
Asset-Based Approach—Asset Accumulation Method
Fair Market Value of the System Operating Assets
As of December 31, 2014
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consideration of goodwill or economic obsolesce is 
presented in Exhibit 3. 

Contributory Value in the Nature of 
Goodwill/ Economic Obsolescence

Any asset-based approach valuation of a company’s 
operating assets should include an analysis to deter-
mine (1) if the company enjoys intangible value 
in the nature of goodwill or (2) if the company’s 
tangible assets experience economic obsolescence. 
To estimate value in the nature of goodwill, or the 
amount (if any) of economic obsolescence, we used 
the capitalized excess earnings method.

The first procedure in the capitalized excess 
earnings method is to estimate a prospective nor-
malized level of income associated with the subject 
system. The second procedure is to estimate the 
fair rate of return on the assets that are used in the 
production of the system’s income. The third pro-
cedure is to estimate an indication of the system’s 
goodwill (or economic obsolescence) by capital-
izing the excess earnings (or earnings shortfall). 

This is the amount of actual income minus the fair 
rate of return on the tangible personal property and 
real estate.

In order to apply the capitalized excess earn-
ings method, we used a 5 percent rate of return to 
estimate the required level of income related to the 
system (1) working capital, (2) real estate, (3) tan-
gible personal property, and (4) contributory intan-
gible personal property (collectively, the “associated 
assets”). This rate of return is equal to the system 
WACC.

We multiplied (1) the required rate of return by 
(2) the fair market values of the associated assets 
in order to estimate (3) the required return on the 
system’s assets. We arrived at the required return on 
the associated assets of $1.9 million.

We based the normalized future period income 
estimate on the 2015 EBITDA indication of $2.7 
million.

From the normalized future period income indi-
cation, we subtracted the $1.9 million required 
return on the system associated assets. This calcu-
lation resulted in an excess earnings of $780,000. 

Value Indicated
as of Required Required Value of

12/31/2014 Rate of Economic Goodwill
System Operating Assets ($000) Return Income ($000)

Working Capital (rounded) 2,000        5% 100      

Real Estate and Tangible Personal Property:

Tangible Personal Property 35,000      

Real Property Easements 500           
Real Estate Sites 200

      Total Real Estate and Tangible Personal Property (rounded) 35,700      5% 1,785   

Contributory Intangible Personal Property :

Trained and Assembled Workforce 100           

System Records and Reports 700           
Engineering Studies and Software 100

      Total Intangible Personal Property (rounded) 900           5% 45

Total Required Return on Real Estate, Tangible Personal Property, and Contributory Intangible Property 38,600 1,930

Normalized 2015 EBITDA 2,710        
Less: Required Return on the Total Operating Assets 1,930

Equals: Excess Earnings/(Income Shortfall) 780           

Divided by: Excess Earnings Direct Capitalization Rate 3%

Contributory Value in the Nature of Goodwill/(Economic Obsolescence) (rounded) 26,000

Exhibit 4
Asset-Based Approach
Contributory Value in the Nature of Goodwill/Economic Obsolescence
Capitalization of Excess Earnings Method
As of December 31, 2014
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The excess earnings of the system assets provides 
an indication that the system assets are generating 
more than the required rate of return and, therefore, 
the system has goodwill value.

To estimate the system’s contributory value in 
the nature of goodwill, first we divided the excess 
earnings indication of $780,000 (determined in our 
capitalized excess earnings analysis) by a direct capi-
talization rate of 3 percent. This direct capitaliza-
tion rate is equal to (1) the 5 percent system WACC 
minus (2) the 2 percent system expected long-term 
growth rate.

Based on the capitalization of excess earnings 
method, the indicated contributory value in the 
nature of goodwill adjustment to the RCNLD of the 
associated assets is $26.0 million (rounded), as of 
December 31, 2014.

We present this value calculation in Exhibit 4.

Asset Accumulation Method 
Conclusion

Based on the asset-based approach and the asset 
accumulation method, the indicated fair market 
value of the system total operating assets was $65.3 
million (rounded), as of December 31, 2014. We 
present this value conclusion in Exhibit 5.

TOTAL SYSTEM ASSETS SUMMARY 
AND CONCLUSION

In our valuation synthesis, we assigned a 50 percent 
weighting to the asset-based approach asset accu-
mulation method value indication and a 50 percent 
weighting to the income approach yield capitaliza-
tion method value indication.

Based on (1) a 50 percent weighting of the 
income approach yield capitalization indicated value 
of $76.2 million and (2) a 50 percent weighting of the 
asset-based approach asset accumulation method 
indicated value of $65.3 million, we arrived at a fair 
market value of the system total operating assets of 
$70.8 million (rounded), as of December 31, 2014. 
This fair market value estimate is before consider-
ation of the value of the system nonoperating asset.

Based on our analysis, the indicated fair market 
value of the system nonoperating asset was $2 mil-
lion (rounded), as of December 31, 2014.

EXAMPLE OF FAIR MARKET VALUE 
CONCLUSION

Based on the weighted value indication using the 
income approach and the asset-based approach, 
and based on our valuation of the system nonoper-
ating asset, the fair market value of the system total 
assets, as of December 31, 2014, is $72.8 million 

(rounded).

We present this value con-
clusion in Exhibit 6.

SUMMARY AND 
CONCLUSION
There are many illustrative and 
hypothetical figures used in the 
Alex-town example. In fact, Alex-
town is a fictional township. 
However, in our experience, the  
eminent domain authority, be it 
a township or city, may offer to 
the subject business owner an 
amount of reasonable compen-
sation that is only sufficient to 
purchase the tangible assets of 
the subject going-concern busi-
ness operation.

Because a water utility is a 
monopoly, if an eminent domain 
action occurs, the owner is typi-
cally forced out of business. In 

Indicated
Value

Operating Asset Category ($000)

Working Capital (current assets minus current liabilities, not including short-term debt) 2,000

Real Estate and Tangible Personal Property:
Tangible Personal Property (rounded) 35,000       
Real Property Easements 500            
Real Estate Sites 200

Total Real Estate and Tangible Personal Property (rounded) 35,700

Contributory Intangible Personal Property: 
Trained and Assembled Workforce 200            
System Records and Reports 1,200         
Engineering Studies and Software 200            

   Contributory Value in the Nature of Goodwill (rounded) 26,000
Total Contributory Intangible Personal Property (rounded) 27,600

Fair Market Value of Total Operating Assets (rounded) 65,300

Exhibit 5
Asset-Based Approach—Asset Accumulation Method
Value Summary
As of December 31, 2014
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this case, the loss to the owner is 
much greater than the tangible 
asset value. The difference in 
this illustrative example is $32.2 
million (calculated from $70.8 
million minus $38.6 million).

The business operations 
subject to the eminent domain 
action do not need to be of a 
monopolistic nature in order to 
incur total loss. As in the previ-
ously mentioned example of the 
Maui beach resort, the inability 
to replicate a business operation 
is essentially a total business 
taking action by the eminent 
domain authority.

In that beachfront resort 
case, as in the water compa-
ny illustrative example, the 
amount of the amount of the 
owner’s reasonable compensa-
tion should be greater than the 
amount of the entity’s tangible 
asset value.

Even in situations where a business owner can 
replicate or replace the subject business operations, 
the business owner may still suffer lost profits. In 
this case, several questions should be asked. Such 
questions may include the following:

1. How long did the business shut its door due 
to the taking action?

2. What did the business’s customers do in the 
entity’s absence?

3. How does the entity’s new location compare 
with the entity’s old location?

4. How does the entity’s current business 
performance compare to the entity’s prior 
business performance?

The ultimate reasonable compensation con-
clusion in an eminent domain taking action may 
not be decided until the courts are involved. One 
issue is that the condemning authority may have 
access to a limited amount of funds in order to 
pay for the taking of the location-specific business 
operation.

In that case, the municipal acquirer may be 
required to obtain the approval of its voters in order 
to increase the initial taking offer price. In other 
matters, the municipal acquirer may agree on a 

price and settle with the owner of the subject busi-
ness operation. However, it is important that, in an 
eminent domain action, the business owner (or the 
business owner’s financial adviser) quantifies the 
appropriate amount of reasonable compensation 
related to the subject business taking.

Notes:
1. Statistic provided by an email from Deirdre 

Mueller, product relations manager of the 
American Water Works Association, dated March 
18, 2013.

2. As stated in the U.S. EPA report, Community 
Water System Survey Report: Volume 1, owner-
ship of community water systems are evenly 
split, although “of the 49 percent of [water] sys-
tems that are privately owned, [only] 22 percent 
are run as for-profit businesses.”

3. Functionality is an engineering concept that 
means the ability of the subject asset 
to perform the task for which it was 
designed. Utility is an economics concept 
that means the ability of the subject asset 
to provide an equivalent amount of satis-
faction.

Kevin Zanni is a manager of the firm and is a resi-
dent of the firm’s Chicago office. Kevin Zanni can be 
reached at (773) 399-4333 or kmzanni@
willamette.com.

Indicated Weight
Value Assigned

Valuation Approach and Method $000 %

Income Approach

Yield Capitalization Method 76,200        50

Asset-Based Approach

Asset Accumulation Method 65,300        50

Fair Market Value of the System Total Operating Assets (rounded) 70,800

Plus: Fair Market Value of System Nonoperating Asset 2,000

Fair Market Value of the System Total Assets
(Operating Assets plus Nonoperating Asset) 72,800

Exhibit 6
Alex-town Water System
Fair Market Value of the System Total Assets
Valuation Synthesis and Conclusion
As of December 31, 2014
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INTRODUCTION
The perspectives of practicing attorneys are often 
influenced by (1) current and historical judicial 
decisions and (2) their personal experiences. In 
order to provide a practitioner’s perspective, we 
discussed the current state of eminent domain and 
expropriation matters with a panel of practicing 
attorneys.

Our panel is comprised of Steven J. Quam, a 
shareholder in the condemnation and eminent 
domain practice of Fredrikson & Byron, P.A., and 
Mark A. Easter, a partner with Best Best & Krieger, 
LLP (BB&K).

Steve Quam is an eminent domain lawyer, focus-
ing on all aspects of the land acquisition process, 
including condemnation, for major transmission 
and pipeline projects. Steve has significant expe-
rience representing both landowners and taking 
authorities on condemnation proceedings.

When working with taking authorities (usually 
utilities or pipeline companies), Steve works with 
the client to efficiently obtain the right-of-way nec-
essary to construct major linear electric transmis-
sion facilities or pipelines.

Steve’s work often begins during the regulatory 
process and extends through the valuation process. 
When working with property owners, Steve works 
with the client to develop and present a claim for 
just compensation. Steve has tried scores of cases 
to court-appointed condemnation commissioners, 
juries, and judges.

Mark Easter’s practice focuses on public agen-
cy acquisitions, including eminent domain and 

inverse condemnation litigation. Mark is a partner 
residing in the Riverside, California, BB&K office. 
He is the leader of BB&K’s eminent domain prac-
tice group.

Mark has represented public agencies through-
out California on a wide variety of public acquisi-
tions, including projects for cities, counties, redevel-
opment agencies, school districts, special districts, 
water districts, transportation agencies, and housing 
authorities.

The Insights editorial team developed some 
questions related to the panel’s expertise that should 
be of interest to our readers. We then presented our 
questions to our panel. We hope that you find their 
insights as informative as we did.

Zanni: Please describe your legal practice and your 
specific subject matter experience.

Easter: I have been a real estate litigator for over 
25 years, and for the last 22 years, my focus has 
been real property acquisition and eminent domain. 
I primarily represent public agencies.

The scope of my representation spans from the 
very beginning to the very end of public agency 
acquisitions, including assisting agencies with site 
selection, determining what property is needed, 
selecting appraisers, reviewing appraisal reports, 
and negotiating with property owners on the front 
end, through the administrative process of the 
agency adopting a resolution of necessity for the use 
of its eminent domain power, and through the entire 
eminent domain litigation process, including just 
compensation jury trials and appeals.

Eminent Domain and Expropriation Insights

Panel Discussion with Condemnation-
Focused Attorneys
Kevin M. Zanni

This column presents a roundtable discussion between our Insights editor Kevin Zanni 
and a panel of distinguished legal counsel who regularly practice in the eminent domain 

discipline.
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I have handled acquisitions of both real estate 
and going-concern businesses for school districts, 
water districts, cities, counties, redevelopment 
agencies, utility districts, and transportation agen-
cies.

Quam: My practice focuses almost exclusively on 
condemnation matters. Over the past 18 years, I 
have served as land rights counsel for major linear 
utility projects in Minnesota, including the Alliance 
natural gas pipeline (252 miles of right-of-way in 
Minnesota), the MinnCan petroleum pipeline (304 
miles of right-of-way) and CapX2020 (fours high 
voltage transmission lines with over 600 miles of 
new right-of-way in Minnesota, North Dakota, South 
Dakota, and Wisconsin).

In addition, I worked with the Minnesota Twins 
as they partnered with Hennepin County to acquire 
the land necessary to construct Target Field in 
downtown Minneapolis.

During that time, I also represented scores of 
property owners in condemnation cases that have 
arisen out of road, sewer, and redevelopment proj-
ects.

My partners Mark Savin and Howard Roston 
have an active owners’ practice as well. They repre-
sent owners of all kinds, ranging from homeowners 
affected by temporary easements to national retail-
ers affected by road projects.

Zanni: In what role do you typically provide rep-
resentation—for the condemning authority or the 
subject of the eminent domain action? In your 
experience, how often do these actions go to court?

Easter: I am currently lead counsel for about 50 to 
60 separate eminent domain matters. A significant 
number of those are for a very large transportation 

project, the widening of the 91 freeway through 
Corona, California.

The matters I am currently overseeing involve a 
wide variety of types of properties and businesses, 
including residential, commercial and industrial 
properties as well as vacant land, and also busi-
nesses such as car dealerships, restaurants, hotels, 
self-storages, warehouses, fast food restaurants, gas 
stations, and even museums. In most of these cases, 
the main dispute is over just compensation—rather 
than over the right to take.

Quam: The three large linear transmission projects 
identified above [Alliance, MinnCan, and CapX2020] 
have taken, or currently take, a large amount of my 
time. During those periods, 90 percent of my time is 
spent working for taking authorities. Between linear 
projects, approximately 70 to 80 percent of my time 
is spent on landowner cases.

Minnesota uses a commissioner process to ini-
tially establish the just compensation that the 
taking authority must pay to acquire the property 
rights at issue. Both sides have the right to appeal 
the commissioners’ award to the district court, and 
a jury trial may be requested.

The percentage of cases that make it through 
to the commissioners hearing varies significantly 
depending on the circumstances of the project and 
the parties involved.

Typically, a small percentage of cases is appealed 
to district court, and those cases that are appealed 
are usually settle before a trial is held.

Zanni: How often are you involved in a condemna-
tion matter in a typical year? What types of eminent 
domain actions are you involved in?

Easter: I am representing the public agency side 
in almost all of the condemnation actions that I am 
currently working on. Only two or three of our cases 
will actually go to trial in a given year. In California, 
the procedure calls for an exchange of appraisals 90 
days before trial.

The majority of our cases settle in that 90-day 
window between the appraisal exchange and the 
trial date, and usually after the appraisers have had 
their depositions taken.

Quam: Each day I come to work, I deal with one or 
more condemnation matters. For the past five years, 
I have dealt primarily with condemnation actions 
related to the CapX2020 transmission line projects.

In connection with those projects, the Fredrikson 
team has filed petitions that have sought to acquire 
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easements over more than 700 parcels of land in 
Minnesota and North Dakota.

In addition, I am involved in condemnation 
actions brought by the Minnesota Department of 
Transportation, and various cities and counties. My 
partner Mark Savin represents a national retailing 
corporation in condemnation proceedings through-
out the United States.

From time-to-time, I consult with Mark regarding 
cases in other jurisdictions.

Zanni: Please identify and briefly describe the case 
law that you find useful in condemnation actions.

Easter: In the acquisitions that I work on, usually 
the largest disputes over just compensation are in 
cases involving “partial acquisitions.”

In these cases, the appraisers often do not 
disagree significantly on the value of the “whole” 
property in the before condition, or even the value 
of the part being acquired, but they do disagree sig-
nificantly on the damage to the remainder.

A lot of times, property owners claim damages 
based on a project impairing access to the property 
in the after condition.

There are a whole series of cases (including 
People v. Ayon (1960) 54 Cal. 2d 217 and Border 
Business Park, Inc. v. City of San Diego (2006) 142 
Cal. App. 4th 1538, 1557) that recognize that the 
government is not required to pay damages for a 
proper exercise of police power, and that in order for 
a property owner to be entitled to compensation, an 
impairment of access must be “substantial.”

Many of our severance damages cases involve 
significant disputes over temporary and permanent 
impairments of access, and whether those impair-
ments are substantial and legally compensable.

Another decision that we find useful is Los 
Angeles County Metropolitan Transportation 
Authority v. Continental Development Corp. (1997) 
16 Cal. 4th 698, which held that in California, in 
assessing the after condition value, the issue of proj-
ect impacts, or severance damages, must be weighed 
evenly with project benefits, in determining the 
after condition value.

The Continental decision also held that damages 
cannot be based on speculative, imaginary, or con-
jectural considerations. We frequently have to file 
pre-trial motions to seek to exclude damage claims 
that violate this principal.

Finally, we have many real estate and business 
owners that seek to claim damages based on the 
actions of the condemning agency in the years 

leading up to the actual filing of eminent domain 
proceedings.

Property and business owners will often claim 
that because the agency’s project was being planned, 
their business suffered, or they could not find suit-
able renters, or they simply could not sell their 
property.

However, City of Whittier v. Klopping (1972) 8 
Cal. 3d 39 clearly limits a public agency’s liability 
to situations in which it has either (1) unreasonably 
delayed filing eminent domain proceedings after for-
mally announcing an intent to do so or (2) directly 
interfered with the owner’s property rights, causing 
a diminution in the value of the property.

In most cases, the actions of the condemning 
agency do not rise to the level of (1) or (2).

Quam: As part of the CapX2020 project, we have 
been working with several statutes that are unique 
to Minnesota. The cases that have interpreted and 
applied what many would consider ambiguous stat-
utes have provided guidance for the parties moving 
forward.

As a very general matter, we find case law that 
recognizes value as it understood by the marketplace 
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to be useful. Where this stan-
dard is employed, it is pos-
sible for both condemning 
authorities and owners to 
understand the real costs of 
property acquisition through 
eminent domain.

In most jurisdictions, 
however, “market value” 
as understood for purposes 
of eminent domain devi-
ates from true transactional 
real estate value because of 
political pressures from gov-
ernment authorities.

So, while eminent 
domain law varies substan-
tially from state to state, it 
is now common to see case 

law that limits compensation for loss of access or 
loss of visibility even though anyone active in com-
mercial real estate knows how critical access and 
visibility are to a property’s value.

A recent useful case discussing these issues is 
Utah Department of Transportation v. Admiral 
Beverage, 2011 UT 62, 275 P.3d 802, in which the 
Utah Supreme Court reversed its own 2007 decision 
and held that loss of visibility must be valued as the 
real market would value it and not according to an 
exclusionary rule.

Zanni: Based on your experience, do you see any 
current trends developing in condemnation actions 
(e.g., more actions now than in prior years, types of 
property subject to condemnation, or other)?

Easter: Ever since the KELO decision, the use 
of eminent domain has been much more closely 
scrutinized by local officials than it was 10 years 
ago. Agencies, including the state Department of 
Transportation, have put procedures in place to 
insure that every step is taken to address property 
owner concerns and exhaust every possibility of a 
voluntary acquisition.

Another trend we are seeing with large trans-
portation projects is the use of the “design-build” 
approach.

This means that rather than waiting until a proj-
ect has been completely designed, and the design 
is approved, before the agency commences with 
acquisition efforts, the agency initially just gets 
approval of a design “envelope” for the acquisition 
of property, so that the acquisition process can 
begin earlier, with the determination of the specific 
final design some time later.

This approach has been met with some resistance 
by attorneys representing property owners who con-
tend, among other things, that if the agency does not 
yet have an approved design, how can it make find-
ings that a certain property, or a certain portion of 
property, is necessary for a public project?

Also, we are finding that the casting of the broad-
er design “envelope” is an imperfect process, and 
that as the design and build process goes forward, 
the agency still needs to occasionally go back to 
property owners and ask for right of way interests 
that did not fall within the original envelope.

The justification for this alternative approach 
is to get the project completed and online several 
years earlier. It remains to be seen if that occurs.

Quam: Fredrikson has tracked some changes in 
eminent domain relating to the frequency with 
which such actions occur, and the issues that arise 
in those cases. Eminent domain cases are occurring 
more frequently.

For example, a search of LexisAdvance shows 
that there are nearly double the published eminent 
domain cases in the 2000s (17,025) then there were 
in the 1990s (10,533), and we are currently on pace 
to nearly double again.

Issues of access and visibility are occurring more 
frequently within those cases. A higher percentage 
of eminent domain cases now contain access issues.

Kevin Zanni is a manager in our 
Chicago office. Kevin can be reached 
at (773) 399-4333 or at kmzanni@
willamette.com.
    Mark A. Easter, Esq., is a partner 
in the Riverside office and leader of 
the Best, Best & Krieger, LLP, eminent 
domain practice group. He has rep-
resented public agencies throughout 
California on a wide variety of public 
acquisitions, including projects for cities, counties, redevel-
opment agencies, school districts, special districts, water 
districts, transportation agencies, and housing authorities. 
He is a graduate of the University of California, Davis, J.D. 
(1989) and University of La Verne, B.A., magna cum laude. 
Mark can be reached at (951) 826-8237 or at Mark.Easter@
bbklaw.com.
    Steven J. Quam, Esq., is a shareholder of the Fredrikson 
& Byron, P.A., firm located in Minneapolis, Minnesota. Steve 
is an eminent domain lawyer, focusing on all aspects of the 
land acquisition process, including condemnation, for major 
transmission and pipeline projects. He is a graduate of the 
University of Minnesota, JD, 1994, cum laude, and Saint 
John’s University, 1989, magna cum laude. Steve can be 
reached at (621) 492-7183 or squam@fredlaw.com.

“. . . ‘market value’ 
as understood for 
purposes of eminent 
domain deviates 
from true transac-
tional real estate 
value because of 
political pressures 
from government 
authorities.”
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Are Municipal Land-Use Commissions 
Paying Attention?
G. Wilson (“Rocky”) Horde III, Esq., and Hans Clausen, Esq.

Eminent Domain and Expropriation Insights

Following the U.S. Supreme Court’s strongly pro-developer holding in Koontz v. St. John’s 
River Management District, a seminal 2013 decision on land use, permitting, and 

inverse condemnation, most real estate developers and their legal counsel anticipated a 
relaxation in the aggressiveness of municipal permitting and regulatory bodies. Some of 
those municipal bodies, however, apparently place little importance on judicial rulings 

and restrictions no matter how “supreme.” In the Koontz decision, Justice Samuel Alito 
wrote, “Extortionate demands for property in the land-use permitting context run afoul of 
the Takings Clause [of the Constitution] not because they take property but because they 
impermissibly burden the right not to have property taken without just compensation.”1 

Notwithstanding the Supreme Court’s recent guidance, it seems to be an increasingly 
common story that a real estate developer reaches a common understanding with a 

municipal land-use authority concerning the permissibility of a particular development—
then, after commencing or completing the development, is met with additional or 
inconsistent demands from the municipal authority, often in apparent bad faith.

IN HAWAII
An example of municipal authority exercised in 
apparent bad faith may be found in the far west-
ward reaches of our nation, where four purchasers 
of small beachfront parcels in Maui County, Hawaii, 
filed suit against local land-use regulators. The par-
cels were zoned “hotel-multifamily,” a designation 
that expressly permitted the construction of single-
family residences.

The parcels, however, were within a “spe-
cial management area” under a state statute that 
imposed permit requirements for “developments.”

The definition of “developments” expressly 
excluded single-family residences from the per-
mit requirements unless regulators actively deter-
mined that the proposed construction would have a 
“cumulative impact or a significant environmental 
or ecological effect on a special management area.”

Although the “burden of proof” under the statute 
was plainly on the regulators to show that the pro-
posed development would harm the environment, 

local regulators lacked the funds to make such a 
determination. Therefore, the owners agreed to pay 
for the assessments, with the reasonable expecta-
tion that their modest plans to construct single-
family residences would be permitted.

However, the regulators, apparently heeding 
strong community support for the creation of a pub-
lic oceanfront park in the area, refused to accept the 
assessments.

An appellate court reviewing the case noted that:

Several commissioners advocated . . . a 
deliberate strategy to preserve the sta-
tus quo—a de facto beach park on the 
privately-owned lots. As one commissioner 
explained:

So if we decide on no action on this 
thing then the whole beach would 
remain as it is now and they [the 
landowners] would not be able to 
build on the land that they own. 
Granted, we can’t buy it [because of 
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insufficient public funds] but if we 
say no you can’t develop it then we 
then have access to it, at least the 
beach.

This strategy would “allow the people of 
Maui to utilize [the] beach area” while pre-
venting property owners from constructing 
homes. Another commissioner acknowl-
edged that moving forward with the process 
would result in a loss of the “de facto park-
ing that people are enjoying now” on the 
private lots. . . . At least one commissioner 
expressly sought to preserve the public’s 
illegal camping, which had resulted in lit-
tering, defecating, and parking on the pri-
vate beach lots, bemoaning the landowners’ 
resort to hiring security guards to remove 
the trespassers.2

IN NEW JERSEY
Regulators in New Jersey apparently refuse to be 
outdone by their western counterparts. Another 
long-running dispute between city authorities and a 
private developer has resulted in a pending petition 
for certiorari to the U.S. Supreme Court3 involving 
similar issues of strong interest to real estate devel-
opers generally.

The petitioner is Medford Village East Associates, 
LLC (MVE), a real estate development company that 
owns 280 acres of land in Medford, New Jersey.

After more than a decade of litigation against 
respondent Medford Township (the “Township”) 
concerning the MVE development plans for the land, 
MVE prevailed in 2004 and was awarded preliminary 
and final approval for the construction of a retail 
factory-outlet mall and multiuse project—plans the 
Township and many members of the public strongly 
opposed.

Rather than live with its loss in the litigation, 
the Township invoked its eminent domain authority 
to take control of the MVE property. The Township 
also sought to replace MVE with a different devel-
oper, Freeco,4 which planned to construct a 60-unit 
affordable-housing development on a portion of the 
land.

Exhausted by its prior (and expensive) legal 
battles with the Township, MVE opted not to com-
mence new litigation to fight the Township’s use of 
its eminent domain authority, but instead negoti-
ated a settlement agreement with it to allow devel-
opment of the land.

The agreement modified MVE’s original con-
struction plan by eliminating the retail factory-
outlet mall, replacing it with significant commercial 

retail space, a new municipal building (including a 
public library), and an affordable housing project 
intended to meet the Township’s obligations under 
New Jersey’s Mount Laurel doctrine.5

Under the settlement agreement, MVE consented 
to sell its property to the Township in stages for $60 
million and additional consideration, including the 
construction of various improvements necessary to 
the project as a whole.

The Township agreed to convey portions of MVE’s 
land to various redevelopers, including Freeco, who 
then would construct the project. The Township’s 
Planning Board approved the settlement agreement 
and the new development plan.

MVE claims that in a separate agreement with 
Freeco, the Township “requested assurances as to 
the Freeco financial ability to perform and assumed 
the risks with respect thereto.”6

Soon thereafter, MVE deeded the portion of its 
land dedicated to the affordable housing project 
to the Township. The Township conveyed it to the 
developer. But MVE claimed that it received no 
compensation whatsoever from the Township for 
this conveyance, which was made pursuant to the 
settlement agreement that included the Township’s 
promise of payment.

Then the real trouble began. Freeco thereafter 
filed for bankruptcy and was ultimately discharged 
of its duties under the new development plan by a 
federal bankruptcy court.

The bankruptcy court issued an order allowing 
the Township to modify the development plans, but 
only in a way consistent with the property rights 
and contractual approval powers of MVE (which still 
retained most of its original land), and only with the 
planning board’s approval of any modifications to 
the plans.

Important for MVE, Freeco also never construct-
ed significant improvements required for the entire 
development, as it was supposed to.

MVE claimed that the Township then, in viola-
tion of the bankruptcy court’s order and its settle-
ment agreement, secretly “administratively modi-
fied” the planning board’s approved development 
plan (and the many conditions it mandated)—with-
out notice, any applications, or even a hearing with 
the public or MVE.

Although 60 affordable housing units were even-
tually constructed by another developer and are 
now occupied by qualified residents, the Township 
allegedly disavowed its agreement with MVE, refused 
to pay MVE for the land it provided for the project, 
and refused to compensate MVE for the loss of other 
valuable consideration resulting from its secret 
“administrative modification” of the approved plans.



22  INSIGHTS  •  SUMMER 2015 www.willamette.com

MVE alleged that Freeco’s failure to finish the 
affordable housing project—and the Township’s con-
sequent recourse to another developer to finish the 
work—resulted in “the cost of the improvements set 
forth in the approved plans [to] exceed the bonded 
amount by millions of dollars” that the Township is 
responsible for and that it, in effect, is pushing on 
to MVE by refusing to comply with the settlement 
agreement and the new development plan.

In its petition to the Supreme Court, MVE 
asserted that “[a]s a result [of the Township’s 
secret “administrative modification” of the devel-
opment plan], MVE received no compensation from 
the Township for the affordable housing tract, and 
the remaining portion of its land and the approvals 
from the Planning Board were substantially deval-
ued. . . .”

MVE estimated the value it lost as a result of the 
Township actions to be between “$4 [million] to $5 
million, in addition to millions of dollars in dimin-
ished value of the proposed building lots. . . .”

MVE further claimed that the Township blatantly 
and intentionally caused this injury “without filing 
any development application, without any planning 
board review, hearing or approval, and without the 
knowledge or approval of MVE.”

MVE attempted to seek legal relief in the New 
Jersey state courts but claims that its arguments 
unjustly “fell on deaf ears.”

The trial court, MVE claimed, overemphasized 
the fact that the litigation between MVE and the 
Township had been ongoing for 16 years and sum-
marily concluded that enough was enough and dis-
missed MVE’s claims, without reaching the merits of 
its legal arguments.

Both the New Jersey intermediate appellate 
court7 and its Supreme Court8 summarily rejected 
the MVE appeals without any substantive analysis or 
comment whatsoever.9

MVE’s legal argument to the U.S. Supreme Court 
is a very basic one that highlights the Township’s 

alleged culpability: that MVE’s right to just compen-
sation under the Fifth Amendment10 was denied by 
the Township, which represented to MVE that it 
would condemn the property and pay it “just com-
pensation” (i.e., the market value of the land in 
question) as required. MVE transferred ownership 
of a portion of its property to the Township but was 
not paid any compensation for it.

MVE stated that “these actions . . . would justify 
a conclusion that the Township must pay compensa-
tion for the taking of the MVE property. . . .”

MVE’s chief legal authority was Lingle v. Chevron 
USA,11 in which the U.S. Supreme Court emphasized 
a fundamental precept of the federal Constitution’s 
Takings Clause:

The paradigmatic taking requiring just com-
pensation is a direct government appro-
priation or physical invasion of private 
property. . . . [P]hysical takings require 
compensation because of the unique bur-
den they impose: A permanent physical 
invasion, however minimal the economic 
cost it entails, eviscerates the owner’s right 
to exclude others from entering and using 
[the] property—perhaps the most funda-
mental of all property interests.12

MVE further argued that:

[T]here is no question that MVE’s Property 
was taken by the Township, and sixty 
affordable housing units were constructed 
upon it, without any compensation being 
paid. After the affordable housing parcel 
had been taken, the Township unilaterally 
approved significant and material changes 
to the approvals, conditions and approved 
plans secured by MVE through many years 
of effort and litigation and caused improve-
ments to be constructed on other portions 
of MVE’s Property, pursuant to the modified 
plans, without MVE’s approval and over 
MVE’s objection. In doing so, the Township 
eliminated millions of dollars in improve-
ments that were to benefit MVE and autho-
rized the installation of other improve-
ments that in part destroyed the value of 
MVE’s proposed building lots that had not 
yet been conveyed and that were to be sold 
for millions of dollars.

MVE also emphasized the importance of its 
appeal based on the “awesome power of the sov-
ereign to take property for public use without 
the owner’s consent” under its eminent domain 
authority.
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MVE’s legal arguments extend beyond the Fifth 
Amendment’s Takings Clause to the Township’s 
allegedly blatant violation of MVE’s due-process 
guarantees, which MVE emphasized were infringed 
“by [the Township’s] effecting a diminution in value 
of MVE’s property without notice, without a hearing, 
and without just compensation.”

MVE also accused the Township of violating 
the bankruptcy court’s order, which required the 
Township:

1. to obtain the necessary planning board 
approvals for any changes in the new devel-
opment plan and

2. not to violate MVE’s property and approval 
rights.

And, as a contractual matter, the Township also 
was not permitted to alter its settlement agreement 
with MVE without MVE’s approval in writing.

MVE also emphasized the U.S. Supreme Court’s 
Koontz13 decision, in which it reaffirmed the 
“unconstitutional conditions” doctrine as applied 
to a property owner’s Fifth Amendment right to just 
compensation in the land use context, and held that 
the government cannot deny a benefit to a devel-
oper on a basis that infringes constitutional rights.

“In this case, MVE refused to consent to the 
modification of its vested property rights, approvals 
secured after years of hearings, permit applications 
and state court litigation, in the face of coercive 
pressure by the Township, followed by a unilateral 
action to modify those permits to the detriment of 
MVE. That action constitutes a taking for which 
MVE is entitled to just compensation, which was 
denied it by the Township. . . .”

The U.S. Supreme Court’s decision on MVE’s 
petition should be issued by June 2015.14

ACROSS THE NATION
From east to west, land use overreach by cash-
strapped governments apparently continues in the 
face of the judicial strictures mandated by the U.S. 
Supreme Court.

When those limitations are applied to a question-
able exercise of municipal authority via increasingly 
costly judicial and administrative proceedings, the 
overall expense to municipal growth and public 
coffers begs for a more reasoned approach by appli-
cable regulatory bodies at the outset of a proposed 
project, rather than a stick-up in the interim or, 
worse, at its conclusion.

Notes:

1. Koontz v. St. John’s River Management District, 133 
S. Ct. 2586, 2596, 186 L. Ed. 2d 697, 710 (2013).

2. Leone v. County of Maui, 128 Haw. 183, 188, 284 
P.3d 956, 961 (Haw. Ct. App. 2012).

3. Docket No. 14-1150. MVE’s petition can be found 
at 2015 U.S. S. Ct. Briefs LEXIS 1129.

4. “Freeco” is a shorthand reference used by the 
parties to the litigation to describe certain com-
panies owned by developers Carl Freedman and 
Mitchell Cohen.

5. The doctrine requires authorities to create land-
use zones that provide a realistic opportunity for 
the development of housing affordable to low- 
and moderate-income households. S. Burlington 
Cty. NAACP v. Townsh. of Mt. Laurel, 92 N.J. 
158, 456 A. 2d 390 (1983).

6. The Township denies this allegation. Its attorney 
stated that the claim is “meritless” and that “the 
town never agreed and was never responsible for 
Freeco’s contractual obligation to purchase the 
property.”

7. 2014 N.J. Super. Unpub. LEXIS 624; 2014 WL 
1125303.

8. 2014 N.J. LEXIS 1395 & 1396; 220 N.J. 207; 104 
A.3d 1076.

9. MVE’s recourse for review by the U.S. Supreme 
Court is mandated by the so-called “Rooker-
Feldman doctrine,” which generally prevents 
lower federal courts, including the Circuit Courts 
of Appeal, from hearing appeals from state 
courts. Rooker v. Fidelity Trust Co., 263 U.S. 413 
(1923); District of Columbia Court of Appeals v. 
Feldman, 460 U.S. 462 (1983).

10. In relevant part, the Fifth Amendment to the 
U.S. Constitution provides that “nor shall private 
property be taken for public use, without just 
compensation.”

11. Lingle v. Chevron USA, 544 U.S. 528, 537,125 S. 
Ct. 2074, 161 L. Ed. 2d 826 (2005).

12. Citations omitted from quotation.

13. Koontz, supra at note 1..

14. The Township’s response to MVE’s petition was 
not yet filed with the Court when this article was 
written.
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    Hans Clausen is an associate in Thompson 
Hine’s business litigation practice group. He can 
be reached at (404) 407-3616 or at hans.clausen@
thompsonhine.com.
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E.L. Thompson Farms, Ltd. v. Aurora 
County, South Dakota: Milk Cows, 
Manure, and Management Problems—
Utilizing Experts to Maneuver through the 
Muck of Inverse Condemnation
Richard P. Tieszen, Esq., and Naomi R. Cromwell, Esq.

Eminent Domain and Expropriation Insights

Legal counsel commonly retain valuation and/or forensic accounting professionals to 
assist in eminent domain and expropriation disputes. Such engagements may include the 
valuation of a going-concern business interest or the quantification of economic damages 
related to the condemnee. This discussion provides insights into an inverse condemnation 
litigation dispute involving a dairy farm operation in South Dakota. More specifically, this 

discussion provides an example of how forensic accounting experts and real estate appraisal 
experts worked together in an inverse condemnation dispute. Many eminent domain 

controversies require both types of forensic experts.

INTRODUCTION
Responding to a study that manure runoff from 
confined animal facilities within the county was 
contaminating the source of drinking water for 
the nearby city of Mitchell, and to increasing 
concern over the odors caused by large con-
fined animal farms, the County Commissioners of 
Aurora County, South Dakota, enacted a zoning 
ordinance.

The ordinance placed a limit of 1,200 animal 
units (AU) that could be at any one confined animal 
feeding operation.

E.L. Thompson Farms, Ltd. (“Thompson 
Farms”), brought an inverse condemnation lawsuit 
against Aurora County, alleging that the AU limit 
in the zoning ordinance constituted a regulatory 
taking.

This lawsuit was filed because the ordinance 
prevented an expansion of the dairy that Thompson 
Farms claimed it had planned and invested in prior 
to the enactment of the ordinance.

The case, which commenced in April 2002, took 
a long and eventful path over the next 10 years, 
culminating in a jury trial in July 2012. A judge 
bifurcated the action in September 2002 to first 
address liability (whether there was a taking) and 
only if necessary to address the issue of damages at 
a second trial.

Whether Aurora County “caused” any damages 
to Thompson Farms under the regulatory takings 
doctrines of Penn Central Transportation Co. v. 
City of New York1 was a primary focus.

Although the dairy operation of Thompson Farms 
did indeed fail during the period after the AU limit 
was enacted, Aurora County argued that numerous 
factors unrelated to the zoning ordinance brought 
about the dairy’s demise.

First, this discussion highlights the facts of this 
unique inverse condemnation action. Second, this 
discussion explains the “measure of damages” meth-
ods the court directed the parties to utilize. Finally, 
this discussion describes the experts in forensic 
accounting and agricultural (dairy farm) appraisal 
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whose work was useful in establishing causation and 
damages in this regulatory taking/inverse condem-
nation saga.

THE FACTS OF THE CASE
In the mid-1990s, Thompson Farms began planning 
to expand an existing 350-head dairy. Years earlier, 
the farm had converted its beef feeding operation to 
a dairy operation, and the farm also included a crop 
production operation on its 1,400 acres. Dirt work and 
work on the dairy lagoon began in September 1996.

Aware that the Aurora County Commission was 
at the time considering proposed zoning ordinances 
that would place limits on the number of AUs 
allowed on any one facility, Thompson Farms wrote 
a letter to the Commission in September 1996.

The letter confirmed a discussion held two days 
earlier with the Commission that the Thompson 
Farms 1,200 head dairy facility would be “grand-
fathered,” but that it must otherwise comply with 
zoning standards. 

Aurora County did not have zoning ordinances 
in place at the time of the letter. But, thereafter, in 
October 1996, Aurora County enacted a temporary 
zoning ordinance that included a requirement that a 
conditional use permit be obtained for animal feed-
ing operations of more than 800 AUs.

Meanwhile, Thompson Farms was altering its 
original plans for the dairy’s milking parlor. Rather 
than installing a smaller parlor that could be 
expanded to accommodate more cows at a later date 
if needed, as originally planned, it instead installed a 
larger Rotary 40 milking parlor.

Work on the new dairy buildings was completed 
and cows were brought in during April 1998.

The people of Aurora County brought an initi-
ated measure calling for a limit of 1,500 AU on 
any one confined animal facility (1,500 AU equals 
approximately 1,050 mature dairy cows), which was 
approved in a special election held in February 1998.

Because the temporary zoning expired after 
two years, Aurora County enacted comprehensive 
permanent zoning ordinances in October 1998, fol-
lowing numerous public hearings and much public 
input.

The permanent zoning ordinances enacted 
included the 1,500 AU limit at any one facility. The 
effect was to prohibit any farming operation, includ-
ing Thompson Farms, from having over 1,500 AUs 
in any one confined feeding operation.

However, Aurora County honored the Thompson 
Farms earlier request to be grandfathered, and 
allowed it to have 1,200 head of mature dairy cows. 

In August 2000, Thompson Farms wrote a letter 
to the Aurora County Commission proposing that 
the dairy wished to expand its 1,200 head operation 
above the 1,500 AU limit to 2,000 head, saying it 
planned to expand as far back as 1996.

During September and October of 2000, the 
Aurora County Commission studied Thompson 
Farms’ proposal to lift the AU limit, and held several 
public meetings to gather input on the issue. Also 
during this same time period, Thompson Farms 
attempted to sell the dairy, advertising for buyers. 
And, Thompson Farms began reducing the cow 
numbers.

The Thompson Farms attorney sent Aurora 
County a draft federal court complaint for a takings 
cause of action on January 22, 2001, based upon 
the 1998 zoning ordinance. The federal action was 
never commenced.

On January 31, 2001, the dairy’s existing holding 
barn collapsed under the weight of a heavy snowfall, 
totally destroying the barn. At the time, there were 
approximately 800 cows in the barn. A significant 
number were killed or badly injured, and all surviv-
ing cows were moved off the farm immediately.

Despite the fact that Thompson Farms was 
no longer milking any cows, on March 22, 2001, 
Thompson Farms applied for a building permit to 
build a “second” barn on the location to accommo-
date “additional” dairy cattle.

During the trial, Aurora County argued this was 
nothing more than an attempt to “create” a cause 
of action.

Aurora County denied the building permit 
application based upon the zoning ordinance. The 
Commission decision was appealed to the circuit 
court, and the court affirmed the Commission.
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Thompson Farms did not appeal this decision, 
and instead commenced separate litigation on the 
basis of a regulatory taking/inverse condemnation.

THE LAW ON INVERSE 
CONDEMNATION AND 
REGULATORY TAKINGS

As a regulatory taking, the legal doctrines under 
Penn Central were applied in this case. In Penn 
Central, the U.S. Supreme Court addressed whether 
the governmental restrictions imposed on the prop-
erty owner’s use of its property effected a taking 
of the property within the meaning of the Fifth 
Amendment of the U.S. Constitution.2

The traditional balancing test under Penn 
Central involves factual inquiry focusing on three 
factors:

1. The character of the governmental action

2. Economic impact of the regulation on the 
claimant

3. The extent to which distinct investment 
backed expectations have been interfered 
with by the regulation3

In determining whether the regulation has 
caused a taking, the court is to look at the nature 
and the extent of interference with the rights in the 
parcel as a whole. 

Under the first factor, character of the govern-
mental action, it should be established that the 
governmental action was the cause in fact of the 
claimant’s harm; the liberty interests of the property 
owner are to be balanced against the government’s 
need to protect the interests of the public.

Under the second factor, economic impact, the 
regulation must interfere drastically with a prop-
erty’s possible uses to be a “taking.”

Finally, under the third factor, extent of inter-
ference with investment backed expectations, the 
claimant must show that the regulation has nearly 
the same effect as complete destruction of the own-
er’s property rights; it is not a taking simply because 
the owner is being denied the ability to exploit some 
property interest. 

Court proceedings were held in May 2008 to 
determine whether the Aurora County AU limit 
had caused a regulatory taking against Thompson 
Farms.

The court issued its decision in February 2009, 
ruling that a regulatory taking had occurred.

The court gave particular weight to the degree of 
“interference with investment based expectations” 
factor, opining that Thompson Farms had invested 
substantial sums of money to modernize and expand 
its dairy prior to the effective date of the zoning ordi-
nance, yet was “prohibited from obtaining the use 
of its investment to its full extent when the County 
denied the request to exceed the 1,500 [AU] limit.”

Therefore, the matter proceeded on to a jury 
trial to determine the amount of damages.

THE MEASURE OF DAMAGES
In advance of a trial to determine the amount of 
damages, the court made a series of rulings as to the 
measure of damages:

1. Temporary or permanent taking.

 Soon after the court ruled on liability, 
motions were filed and hearings were held 
to establish how damages would be deter-
mined. A threshold issue was whether the 
regulatory taking had been a “temporary” 
or a “permanent” taking. The court rea-
soned that it could not characterize it as 
“temporary” because the zoning ordinance 
was still in effect.

  The court continued, explaining that it 
believed Thompson Farms had been perma-
nently prohibited by the zoning ordinance. 
Therefore, the taking was ruled a “perma-
nent” taking. 

2. Date of taking.

 At the same time it was setting a “measure 
of damages,” the court was simultaneously 
hearing motions to determine the date of 
taking, which would be necessary in deter-
mining damages in this inverse condemna-
tion matter.
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  Thompson Farms argued that the date 
of taking was March 22, 2001, the date that 
it applied for and was denied a building 
permit. Aurora County pointed out that 
Thompson Farms had, up to this time, been 
asserting that it was the adoption of the 
1998 zoning ordinance that “took” from, or 
damaged, Thompson Farms.

  Citing Palazzolo v. Rhode Island,4 
Aurora County argued that from the 1998 
enactment of the zoning ordinance forward, 
Thompson Farms had been precluded from 
expansion under the ordinance. Therefore, 
it was the date of the enactment itself that 
was the date of taking.

  The court ruled that the date of taking 
in this matter was March 22, 2001, the date 
the building permit was denied. 

3. Original order on measure of damages: two 
methods—“fair market value of operation” 
and “investment equity.”

 The court noted that the South Dakota 
Supreme Court had not yet addressed the 
measure of damages in a case involving a 
permanent, regulatory taking.

  Thompson Farms argued for a “before 
and after” calculation of damages, based 
either upon their equity in the property, 
or upon the fair market value of the prop-
erty.

  Aurora County argued for a “lost use” 
calculation taking into account the prob-
ability that Thompson Farms’ expansion 
would not have been successful, or alter-
natively for reimbursement of Thompson 
Farms’ actual expenses.

  The court concluded damages should be 
based on a “before and after” test, as was 
done by the South Dakota Supreme Court 
in Hurley v. State,5 a permanent physical 
taking case.

  The court noted that here it would not 
make sense to base damages on the value of 
the real property because the physical prop-
erty itself was not taken; instead, it was the 
opportunity to use that property to support 
the dairy operation.

  The court settled on two separate meth-
ods for measuring damages based on the 
“before and after” principle; both measures 
would be available to the jury as alternative 
measures of damages, and the parties were 
directed to present evidence as to both 
methods.

  First, the court directed that damages 
would be measured by considering the fair 
market value of the dairy operation as a 
going concern immediately before and after 
the date of taking, March 22, 2001.

  The court explained that “fair market 
value” is the price that Thompson Farms 
could have reasonably expected to be paid 
for the operation had it been sold on the 
open market.

  Among the relevant factors is the prob-
ability that Thompson Farms’ expansion 
plans would have been a success, as the 
probability of success would have weighed 
heavily in the mind of any prospective 
buyer in 2001 and affected the price that 
buyer would have been willing to pay.

  Second, the method of damages to be 
presented to the jury was the value of the 
Thompson Farms equity before and after 
the taking.

  The court stated its expectation that the 
parties would present evidence as to the 
value of the Thompson Farms investment 
equity prior to the taking, as well as the 
value, if any, of its equity after the taking. 

4. Revised order: “investment equity” 
removed; new category of “permanent par-
tial regulatory taking” announced.

 June 22, 2012, less than a month before the 
jury trial was set to begin, the court revised 
its prior order on measure of damages.

  Thompson Farms made a pretrial motion 
to eliminate the investment equity measure 
of damages and to eliminate all evidence 
of profits and losses except as necessary to 
determine the fair market value of the real 
property as a going concern.

  The court granted the motion, thereby 
reversing in part its 2009 ruling on mea-
sure of damages, opining that loss of 
investment equity method would provide 
an unreliable and inaccurate result bear-
ing no relationship to the actual loss of 
Thompson Farms.

  In the court’s discussion on this issue 
it deliberated that only part of Thompson 
Farm’s overall property rights had been 
taken; accordingly, the court announced a 
category new to South Dakota law: that of a 
“permanent partial regulatory taking.”

  Aurora County sought clarification 
from the court to ensure that it would be 
allowed to present its “measure of damages” 
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evidence on the “fair market value” method 
since its experts had utilized aspects of loss 
of equity in their determinations under the 
now remaining measure of damages.

  Aurora County also sought clarification 
of another pretrial ruling by the court grant-
ing the Thompson Farms motion introduc-
ing, for the first time in this matter, the 
concept of “as affected by the taking” into 
the methodology for measuring damages.

THE ROLE OF THE EXPERTS
Developing evidence to present to the jury on the 
two measures of damages required the significant 
use of expert testimony by both parties.

Aurora County engaged the services of a forensic 
accountant to analyze (1) the financial situation of 
Thompson Farms, (2) the likelihood of success of 
its claimed expansion plans, and (3) whether the 
Thompson Farms loss was a result of the Aurora 
County zoning ordinance (i.e., causation).

Extrapolating from tax and other financial/
business records, this accounting expert determined 
that Thompson Farms had incurred a significant 
amount of interest-bearing debt in its initial expan-
sion and in operation of the dairy, resulting in the 
loss of its equity value prior to March 22, 2001, pri-
marily due to its large operating losses.

According to its tax records, the dairy had sig-
nificant cattle losses totaling $627,200 from 1998 to 
2000. By the end of 2000, the dairy had liabilities 
of over $7 million, nearly 
$6 million of which was 
funded through long-term 
debt. For fiscal year 2000, 
Thompson Farms incurred 
interest expense of approx-
imately $500,000.

The forensic accoun-
tant determined that 
Thompson Farms could 
not take on more debt. If 
Thompson Farms were to 
borrow money to finance 
the estimated $3.3 million 
expansion cost to reach 
its target size, its long-
term borrowings would be 
approximately $10.5 mil-
lion as of March 22, 2001.

The forensic accoun-
tant concluded that the 
likelihood of successful 
expansion was minimal.

Aurora County also engaged the services of a 
real estate appraiser experienced in appraising 
dairy operations. Considerable attention was given 
to the concept of “going concern” in the context of 
valuing the dairy under the cost approach, the sales 
approach, and the income approach.

The dairy farm appraiser ultimately determined 
that the “cost to cure”—the expense of expanding 
the dairy to 2,000 head—would exceed the addi-
tional value created by such an expansion by nearly 
$200,000. Therefore, the appraiser’s conclusion 
was that there was no damage caused to Thompson 
Farms under the “before and after” fair market 
value measure.

The dairy farm appraiser testified that, for 
example, the expansion would require extensive 
construction to increase the manure storage system, 
additional feed storage would need to be construct-
ed, and additional barns and milk holding tanks 
would be necessary to handle cows isolated due to 
health reasons to keep their milk separate from that 
of the main dairy.

In this appraiser’s opinion, the entire dairy 
operation, other than the oversized Rotary 40 milk-
ing parlor, was sized for a 1,100 head dairy, not for 
a 2,000 head dairy.

The appraiser also explained that, in his view, 
most buyers, would not like the overall set up of the 
dairy with its various scattered and older buildings. 
The high voltage power lines running across the 
property would also be a negative factor to sale.
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In addition, all buyers or investors would have 
looked at the dairy farm’s past earnings, breeding 
and production records, significant death losses, 
milk quality, manure management system, and feed 
handling systems, all of which were problematic at 
Thompson Farms.

Both of the county experts, the forensic accoun-
tant and the dairy farm appraiser, were aware of 
the poor management performance. This poor per-
formance was corroborated through the testimony 
provided by several veterinarians who had wit-
nessed first-hand day-to-day problems on the dairy 
that resulted in, among other things, high rates of 
dairy cattle losses.

The dairy farm appraiser also analyzed the intan-
gible assets that create “goodwill,” such as superior 
management, excellent credit rating, efficiency of 
the operation, sufficiency of capital, and a long-
standing enviable reputation, and concluded that 
the “goodwill” value of the dairy, based on earnings 
capacity and resting upon the excess of net earnings 
over and above a fair return on the tangible assets, 
was zero.

Thompson Farms only used a real estate apprais-
er as its expert. Its appraiser also analyzed the dairy 
and concluded that the Thompson Farms damages 
loss under the before and after method analysis was 
$2.8 million.

Both parties’ appraisers determined that the 
cost of expansion would be slightly more than 
$3 million, and both experts’ numbers as to the 
“after” value—the value without the AU limita-
tion—were similar.

However, the two experts disagreed as to the 
“before” values—the value without the AU limita-
tion, with the Thompson Farms appraiser’s values 
under each property valuation approach (cost 
approach, income approach, and sales approach) 
being approximately $3 million higher than the 
values arrived at by the Aurora County appraiser.

The trial on damages spanned seven days. The 
jury reached a verdict that Thompson Farms had 
been damaged by the ordinance.

While the Thompson Farms expert opined that 
damages amounted to $2.8 million, the jury’s ver-
dict for $600,000 in favor of Thompson Farms was 
a number far less than the Thompson Farms claim 
(and, ironically, approximately the cost of the Rotary 
40 milking system that had been installed).

The jury’s verdict was also far less than the 
amount that Thompson Farms stated it was seeking 
in its 2001 unfiled federal action complaint, of $5.6 
million in damages.

CONCLUSION
Without the experts’ analysis of factors affecting cau-
sation, as well as damages, the impact of important 
variables, such as financial distress resultant from 
dairy cattle loss and too much interest-bearing debt 
owed to creditors, may not have been uncovered.

In this matter, the Aurora County experts used 
their financial skills to uncover critical facts in what 
was a fact-rich lawsuit.

The county experts in this matter simplified and 
conveyed complex inverse condemnation damages 
issues that included a court-directed change involv-
ing how to measure damages.

This matter provides an example of how foren-
sic accounting experts and real estate experts 
worked together in an inverse condemnation matter. 
Typically, condemnation matters often require both 
types of financial experts.

Notes:

1. Penn Central Transportation Co. v. City of New 
York, 438 U.S. 104 (1978).
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without just compensation.” U.S. Constitution, 
Amendment V.

3. Penn Central, 438 U.S. at 124.

4. Palazzolo v. Rhode Island, 533 U.S. 606 (2001).

5. Hurley v. State, 134 N.W.2d 782 (S.D. 1965).
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Public-Private Partnership and the Taking 
by Eminent Domain of a Previously 
Granted Interest in Land: Litigation Pitfalls 
and the Continuing Impact of West River 
Bridge Co. v. Dix
Nicholas W. Myles, Esq., and Scott A. King, Esq.

Eminent Domain and Expropriation Insights

It is common for municipalities and governments to grant easements to individuals and 
business entities. And, it is also common for such authorities to acquire property through 

eminent domain proceedings. It is less common for a municipality or government to engage 
in both actions with respect to the same property: grant an interest in land, and thereafter 

reacquire that same interest through eminent domain. When this situation occurs, the 
government, and any developer working with the government, should be aware of the 

potential legal pitfalls of such an action and the defenses that could be raised.

INTRODUCTION
A landowner may defend against a taking by claim-
ing that the government is breaching the “contract” 
in which the government granted the landowner the 
ownership interest in the land.

A government and a real estate developer may 
enter into a public-private partnership which entails 
the taking by eminent domain of a previously 
granted interest in land in order to facilitate a new 
development.

In such cases, the landowner may defend against 
the eminent domain action by arguing that the tak-
ing is purely for economic development purposes.

And, the landowner may also argue that the real 
estate developer is liable for tortious interference 
with a contract by inducing the government to take 
the property interest.

These arguments were recently litigated in the 
matter of Dayton Office Properties v. City of Dayton, 
et al.1

DAYTON OFFICE PROPERTIES
Dayton Office Properties (DOP) owned land and an 
office building in downtown Dayton, Ohio. The DOP 
parcel was originally bisected by a public roadway. 
In 1996, the City of Dayton executed an easement 
to the DOP predecessors, for a 90-year term, which 
closed the portion of roadway bisecting the DOP 
property.

Under the easement, DOP was permitted to use 
the closed portion of the road for ingress and egress 
to its property, but was required to expend monies 
to landscape and maintain the easement area.

The easement served a purpose for both the City 
and DOP: the City was able to close a road that cre-
ated safety concerns at a nearby school, and DOP 
was able to create a campus-like environment for 
the tenants in its office building.

Following execution of the easement, DOP 
expended in excess of $500,000 on landscaping, 
construction, and infrastructure improvements to 
close the road and create an entrance to its parking 
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lot. DOP claimed that its improvements created 
a park-like setting on its property, and provided 
a competitive advantage in the downtown office 
market.

In 2013, 17 years later, the City and a team of 
developers began discussions to develop vacant land 
owned by the city that was adjacent to the DOP 
property. The development was to include office and 
residential buildings, as well as a new public parking 
garage that was to be operated by the city.

Part of the discussions included whether the 
closed road previously running through the DOP 
property should be reopened and re-connected to a 
main thoroughfare, as there would otherwise be only 
one road available to access the development, and 
traffic would be substantially increased in the area.

The city and the developers then entered into a 
predevelopment agreement and later a development 
agreement under which the City would convey to 
the developers 12 acres of property adjacent to the 
DOP property, and upon which the developers were 
to construct a commercial office building, residen-
tial units, and a parking garage.

The development agreement required the city 
to make a good-faith effort to acquire all necessary 
right-of-ways to complete the infrastructure improve-
ments to the property, which included reopening the 
closed road which previously bisected the DOP prop-
erty in order to alleviate the traffic congestion that 
would be created by the new development.

During the process, the developers approached 
DOP, seeking to purchase DOP’s entire property for 
incorporation into the new development. However, 
those negotiations were unsuccessful, and the city 
eventually notified DOP that it intended to reac-

quire the easement by eminent domain 
to reopen the road. The city then enacted 
zoning ordinances to authorize construc-
tion and funding for the project.

THE LEGAL ACTION
DOP filed a court action against the 
city and the developers alleging that the 
city and the developers engaged in a 
conspiracy to breach the easement and 
take the DOP property solely for the eco-
nomic benefit of the development, that 
the city’s threat to use eminent domain 
was a breach of the easement, and that 
the developers had tortiously interfered 
with the easement by inducing the city 
to breach it.

DOP also claimed that the city had 
acted improperly in approving zoning 
ordinances to permit the development.

After the court action was filed, DOP sought 
a preliminary injunction to prevent the city from 
instituting eminent domain proceedings and to stop 
the development from moving forward. DOP argued 
that, unlike federal law,2 in Ohio the government 
cannot use eminent domain to take property from 
one owner and give it to another for the sole purpose 
of promoting general economic development, and 
that there must be a strong public purpose directly 
benefitting the public.3

DOP asserted that the taking of the easement 
was solely to benefit the project being constructed 
by the developers, that the taking was in breach of 
the easement, that DOP had expended substantial 
monies to improve the area, and that the resulting 
improvements which had created a unique, campus-
like property would be destroyed if the roadway was 
reopened.

DOP also relied on Syracuse University v. 
Project Orange Assoc. Serv. Corp.4 In that case, 
the university had leased land and steam gen-
eration plants to a utility provider, with the lease 
requiring the provider to sell steam power at a 
reduced rate to the university. When the venture 
no longer became profitable for the utility provider, 
the provider attempted to acquire the land and 
steam generation facilities from the university by 
eminent domain.

The court held that the utility provider could not 
use eminent domain to eliminate a contract that it 
had decided was no longer favorable to its economic 
interest.

The court commented: “It logically follows that 
a merely incidental public benefit coupled with a 
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dominant private purpose will invalidate a condem-
nor’s determination. . . [Here, the utility provider] is 
virtually the sole beneficiary of the condemnation, 
and this alone is reason to invalidate the condemna-
tion especially where, as here, the public benefit is 
incrementally incidental to the private benefits of 
the condemnation.”

DOP contended that, like that case, the city was 
simply using eminent domain to eliminate a con-
tract that it no longer found convenient.

THE JUDICIAL DECISION AND WEST 
RIVER BRIDGE CO.

The court rejected the DOP arguments, denied its 
request for a preliminary injunction, and dismissed 
the claims for breach of contract, tortious interfer-
ence with contract, and civil conspiracy.

In its decision, the court relied on a 19th century 
decision from the U.S. Supreme Court, West River 
Bridge Co. v. Dix.5 In that case, the state of Vermont 
had granted the West River Bridge Company a 100-
year contract to operate a toll bridge.

As development in the area increased 40 years 
later, the town of Battleboro decided that the toll 
bridge needed to be replaced with an open highway, 
so Battleboro sought to acquire the 
bridge by eminent domain.

The bridge company sued, claim-
ing that a taking of the bridge would 
impair its contractual rights with 
Vermont to operate a toll bridge, but 
the U.S. Supreme Court permitted 
the taking by Battleboro, finding that 
implied into every contract is a term 
that its performance could be ended 
by the exercise of eminent domain.

The Ohio court relied on West 
River Bridge to find that the city was 
permitted to reacquire the easement 
by eminent domain, and that its doing 
so was not a “breach” of the 90-year 
term of the easement:

The power of eminent domain 
“is, as its name imports, para-
mount to all private rights vested 
under the government, and these 
last are, by necessary implica-
tion, held in subordination to this 
power, and must yield in every 
instance to its proper exercise.” 
West River Bridge Co., 47 U.S. 
at 532. For this reason, “into all 
contracts, whether made between 

states and individuals or between individu-
als only, there enter conditions which arise 
not out of the literal terms of the contract 
itself” but “are superinduced by the preex-
isting and higher authority of the laws of 
nature, of nations, or of the community to 
which the parties belong.” Id. Such condi-
tions “are always presumed, and must be 
presumed, to be known and recognized 
by all,” are “binding upon all,” and “need 
never, therefore, be carried into express 
stipulation, for this court add nothing to 
their force.” Id. Every “contract is made in 
subordination to them, * * *, wherever a 
necessity for their execution shall occur,” 
and among these “inherent and paramount” 
conditions “is the right of eminent domain.” 
Id. at 532-533. The invocation of the power 
of eminent domain “does not impair [any] 
contract effected by it, but recognizes its 
obligation in the fullest extent, claiming 
only the fulfilment of an essential and 
inseparable condition.” Id., at 533.

 Applying the foregoing to the case at 
hand, the court finds that the City has not 
breached the Easement. The City’s execu-
tion of the Easement was implicitly condi-
tioned on its right to exercise the power of 
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eminent domain, and DOP’s predecessors in 
interest are presumed to have known and 
recognized as much. Given that the City’s 
retention of its power of eminent domain as 
an implied term of the Easement, the City’s 
exercise of that power would not constitute 
a breach.

In addition to relying on the decision in West 
River Bridge, the court relied on two other prin-
ciples: first, a party entering into a contract with 
a municipality should determine whether the con-
tract complied with applicable statutes and laws, 
and must include in its negotiations any potential 
risk that the contract could be later invalidated or 
eliminated:

DOP’s predecessors in interest bore the 
burden to account, however practicable, for 
the possibility that the City might exercise 
eminent domain over the Property before 
the term of the Easement expired. In other 
words, even if the City could have surren-
dered its power of eminent domain through 
contract, DOP’s predecessors in interest 
had the responsibility, “at their peril,” to 
negotiate terms in the Easement for that 
purpose. . . . The Easement’s silence regard-
ing eminent domain should concomitantly 
be interpreted in favor of the City’s reserva-
tion of the right to invoke it.

Second, a legislature’s actions can only be 
deemed to bind future legislatures where there is a 
clear intent to do so, and here, there was no intent 
expressed in the easement that the city intended to 
waive its rights to acquire the easement by eminent 
domain:

[A]ssuming hypothetically that the City could 
have waived its right to exercise eminent 
domain over the Property through its execu-
tion of the Easement, any purported waiver 
would be effective only if the Easement 
memorialized the City’s clearly stated intent 
to bind future City governments.

FINAL JUDICIAL CONSIDERATIONS
Finally, the court rejected the DOP argument that 
the city was improperly attempting to use eminent 
domain proceedings because the reacquisition of 
the easement was strictly for economic develop-
ment purposes.

The court noted that the city was not acquiring 
the easement in order to transfer the road directly 
to the developers. Rather, the city intended to retain 

the property in order to open a street to the public—
a valid public purpose justifying a taking through 
eminent domain proceedings. This conclusion was 
true even though the city would have an ownership 
interest in a public garage being constructed as part 
of the project.

SUMMARY AND CONCLUSION
Dayton Office Properties v. City of Dayton offers 
insight for developers and governments on how to 
successfully defend against claims for breach of con-
tract, tortious interference or civil conspiracy when 
the government seeks to reacquire previously grant-
ed interests in land to support a future development.

This case also demonstrates the importance of 
being knowledgeable regarding how the applicable 
state law treats the taking of property for economic 
development purposes.

While each state has a different approach regard-
ing takings, there is an important precept to remem-
ber: where an interest in land is being taken by the 
government and transferred directly to a private 
developer, there will be higher risk that a court will 
find that the taking is prohibited because it lacks a 
valid public purpose and is merely for general eco-
nomic development.

However, where the taking is merely to support 
the development and not being used to transfer 
property to private parties for development, courts, 
such as the one in Dayton Office Properties, are 
much more willing to find the taking to be proper.
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(2006).
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Valuation of Technology-Related 
Intangible Assets
Robert F. Reilly, CPA

Eminent Domain and Expropriation Insights

Going-concern business entities may be the subject of an eminent domain or expropriation 
action. In such an instance, often, both the business entity’s tangible assets and the 

business entity’s intangible assets may be subject to the “taking.” Therefore, the entity 
owner should receive reasonable compensation for both the tangible assets and the 

intangible assets. Many business entities own and operate technology-related intangible 
assets. This discussion explains—and illustrates—the valuation of technology-related 

intangible assets within an eminent domain reasonable compensation context.

INTRODUCTION
For many legitimate public benefit reasons, a going-
concern business entity can become the subject of 
a condemnation, eminent domain, or expropriation 
action.

Sometimes, these business entities are just “in 
the way” of a highway construction, light rail system 
installation, airport expansion, or other public ben-
efit development. Sometimes, the business entity is 
a utility-type business that operates by the author-
ity of a government license or municipal franchise. 
Some common examples of such utility-type busi-
nesses include water and wastewater companies. 
In such instances, the government or municipal 
authority that issued the franchise has the legal 
right to “take” (or take over) the subject business 
entity.

In all of these cases, the government or munici-
pal authority that is exercising its eminent domain 
rights must pay the business entity owner/operator 
reasonable compensation for the subject business 
entity.

In many cases, the agency with eminent domain 
authority will offer the business entity owner an 
amount of compensation equal to the value of the 
entity’s real estate and tangible personal prop-
erty. However, often, the government or municipal 
authority is “taking” more than the entity’s real 
estate and equipment. Often, the government or 

municipal agency is taking (or, at least, disrupting) 
the entity’s going-concern business operations.

When a going-concern business enterprise is 
the subject of an eminent domain or expropriation 
action, a valuation analyst (“analyst”) is often called 
on to value the entity’s technology-related intan-
gible assets.

In such eminent-domain-related reasonable 
compensation analyses, the analyst can use any of 
the generally accepted property valuation approach-
es—that is, the cost approach, market approach, 
and income approach—to value such technology-
related intangible assets.

Analysts may be retained by either the busi-
ness owner/operator or its legal counsel to perform 
the technology intangible asset valuation. This is 
because the business entity subject to the eminent 
domain action also includes intangible personal 
property—also called intangible assets.

The subject entity’s intangible assets often 
include technology-related intangible assets.

And, the value of the entity’s intangible personal 
property may be part of the reasonable compensa-
tion due to the entity owner as a result of the “tak-
ing.”

This discussion considers the following topics: 
(1) the definition of technology-related intangible 
assets; (2) the distinguishing attributes of technol-
ogy intangible assets; (3) the typical factors that 
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affect the technology intangible asset value; and (4) 
the factors that analysts consider in assessing tech-
nology intangible asset value and remaining useful 
life (RUL).

In addition, this discussion presents an illustra-
tive example of a technology intangible asset valua-
tion related to an eminent domain taking.

DEFINITION OF TECHNOLOGY-
RELATED INTANGIBLE ASSETS

For purposes of this discussion, technology-related  
intangible assets are broadly defined as intangible 
assets that create proprietary knowledge and pro-
cesses. This proprietary knowledge or process may 
be either developed by, or purchased by, the busi-
ness owner/operator.

In order for a technology intangible asset to have 
measurable value, it should provide, or have the 
potential to provide, a competitive advantage or a 
product differentiation. Any proprietary technology 
that confers a competitive advantage or product dif-
ferentiation to the business owner/operator may be a 
technology intangible asset.

The following intangible assets are typically 
included in this category:

 Patents

 Patent applications

 Patentable inventions

 Trade secrets

 Know-how

 Proprietary processes

 Proprietary product recipes or formulae

 Confidential information

 Copyrights on technical materials such as 
computer software, technical manuals, and 
automated databases

Copyright-related intangible assets, software-
related intangible assets, and patents and related 
intellectual property are included in the technology 
intangible asset category. However, this discussion 
focuses principally on know-how, trade secrets, pro-
prietary processes, product recipes and formulas, 
and confidential information.

TECHNOLOGY-RELATED INTANGIBLE 
ASSETS DUE DILIGENCE

Whether or not the valuation analysis relates to an 
eminent domain or expropriation action, the analyst 

should understand the attributes of the technology-
related intangible asset.

The analyst may consider the technology intan-
gible asset attributes through the following due dili-
gence questions:

1. What are the property rights related to 
the technology intangible asset? What are 
the functional attributes of the intangible 
asset?

2. What are the operational or economic ben-
efits of the technology intangible asset to its 
current owner/operator? Will those opera-
tional or economic benefits be any different 
if the intangible asset is in the hands of a 
third-party owner/operator?

3. What is the current utility of the technology 
intangible asset? How will this utility change 
in response to changes in the relevant mar-
ket conditions? How will this utility change 
over time? What industry, competitive, eco-
nomic, or technological factors will cause 
the intangible asset utility to change over 
time?

4. Is the technology intangible asset typically 
owned or operated as a stand-alone asset? 
Or is the intangible asset typically owned or 
operated as (a) part of a bundle with other 
tangible assets or intangible assets or (b) 
part of a going concern business entity?

5. Does the technology intangible asset utility 
(however measured) depend on the opera-
tion of tangible assets or other intangible 
assets or the operation of a business entity?

6. What is the technology intangible asset high-
est and best use (HABU)?

7. How does the technology intangible asset 
affect the income of the owner/operator? 
This inquiry may include consideration of 
all aspects of the owner/operator’s revenue, 
expense, and investments.

8. How does the technology intangible asset 
affect the risk (both operational risk and 
financial risk) of the owner/operator?

9. How does the technology intangible asset 
affect the competitive strengths, weakness-
es, opportunities, and threats of the owner/
operator?

10. Where does the technology intangible asset 
fall within its own technology life cycle, the 
overall technology life cycle of the owner/
operator, the life cycle of the owner/opera-
tor industry, and the technology life cycle of 
both competing technologies and substitute 
technologies?
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These inquiries do not present an exhaustive list 
of due diligence considerations. However, this due 
diligence gives the analyst a starting point for under-
standing the use and function of the technology 
intangible asset and the attributes that create value 
in the technology intangible asset.

TECHNOLOGY-RELATED INTANGIBLE 
ASSET VALUE ATTRIBUTES

Numerous factors may affect the technology intan-
gible asset value. Industry, product, and service 
considerations provide a wide range of positive and 
negative influences on intangible asset value. To the 
extent possible, the analyst qualitatively and quanti-
tatively considers each of these factors.

Table 1 on the following page presents some 
of the attributes that the analyst considers in the 
technology intangible asset valuation. Table 1 also 
provides an indication of how these attributes may 
influence the technology intangible asset value.

Not all of the Table 1 factors apply to every tech-
nology intangible asset involved in every eminent 
domain action, and each attribute does not have an 
equal influence on the technology intangible asset. 
However, the analyst typically considers each of 
these factors.

These considerations can be either quantitative 
or qualitative. They may be either separately docu-
mented in the analysis work papers or performed 
as one component of the overall engagement 
analysis. These considerations allow the analyst 
to assess the influence of these factors, either 
positive or negative, on the technology intangible 
asset value.

Some of the other factors that the analyst may 
consider include the following:

1. The legal rights associated with the technol-
ogy intangible asset

2. The industry in which the technology intan-
gible asset is used

3. The economic characteristics of the technol-
ogy intangible asset

4. The reliance of the owner/operator on tan-
gible assets or other intangible assets

5. The expected impact of regulatory policies 
or other external factors on the commercial 
viability or marketability of the technology 
intangible asset

SPECIFIC FACTORS TO CONSIDER 
IN THE TECHNOLOGY-RELATED 
INTANGIBLE ASSET ANALYSIS

The purpose for the analysis may influence the con-
sideration of other individual factors. Factors that 
may be particularly relevant for one purpose—such 
as a business entity that is subject to an eminent 
domain action—may be more or less relevant for 
another purpose.

Assessing the Technology-Related  
Intangible Asset

An eminent-domain-related technology-related  
intangible asset analysis may involve the application 
of valuation principles and procedures. In the typical 
intangible asset analysis, the analyst may consider 
expected future income or estimate a reasonable 
royalty rate. In addition, the analyst could measure 
the cost to recreate the expected technology-related 
intangible asset.

There are a number of factors that the analyst 
may consider when measuring technology intangible 
asset value for eminent domain or other controversy 
purposes. Some of the factors that an analyst may 
consider in assessing the amount of reasonable com-
pensation related to the technology intangible asset 
taking include the following:

 The calculation of the amount of income 
(however defined) that the intangible asset 
would have earned or contributed but for 
the eminent domain (or other damages) 
event (as compared to the amount of income 
that the intangible asset actually did earn or 
contribute after the influence of the eminent 
domain event).

 An analysis of the amount of income (howev-
er defined) that the intangible asset owner/
operator will earn with the influence of the 
eminent domain event (as compared to a 
benchmark or yardstick level of income that 
the owner/operator would expect to earn 
without the influence of the eminent domain 
event).

 A quantification of the amount of income 
(however defined) decrease that the owner/
operator experienced since the eminent 
domain event, where that decremental 
income is related to lost market share, 
lost market penetration, lost unit volume 
revenue, lost unit selling price revenue, 
increased production costs, increased sell-
ing costs, increased research and develop-
ment costs, increased capital investment, 
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increased working capital investment, 
increasing cost of capital, or some other 
measure of lost profits.

 An analysis of the loss of the owner/operator’s 
ability to be first-to-market, influence market 
prices, obtain patent or other legal protection, 
obtain regulatory approval, fulfill a contract 
or other commercial commitment, develop 
a replacement intangible asset, create or 
develop a replacement or improvement, 
or commercialize a replacement or 
improvement technology intangible asset. 
These analyses may be used to quantify the 
owner/operator’s loss with respect to the 
eminent domain event.

 A projection of the amount of actual or 
hypothetical royalty income that the owner/
operator will forgo as a result of the eminent 
domain event. That royalty income relates to 
the actual or hypothetical outbound license 
of the intangible asset (but before the intan-
gible asset experiences any of the effects of 
the eminent domain event).

 The calculation of the amount of damages 
suffered by the owner/operator to date (for 
example, from the time the damages event 
first occurred through the date that the 
reasonable compensation analysis is per-
formed).

 The calculation of the amount of the expect-
ed future damages suffered by the owner/
operator (for example, from the eminent 
domain event date through the expected 
cessation of the effects of the eminent 
domain event).

 The estimation of the expected time period 
(for example, a specified limited period or 
an unspecified perpetuity period) duration 
of the damages.

 A consideration of the mitigation efforts of 
the owner/operator related to the eminent 
domain event.

 The estimation of the effect of the emi-
nent domain event on the intangible asset’s 
expected RUL.

If sufficient data are available, the analyst typi-
cally considers more than one valuation approach 
or method when eminent-domain-related reasonable 
compensation is measured as an intangible asset 
value decrease or a cost to cure.

In a reasonable compensation analysis, the ana-
lyst does not limit the examination to the valuation 

variables data that are avail-
able prior to the reason-
able compensation analysis 
date. The analyst should be 
aware that the estimation of 
damages may be governed 
by the legal rules of the 
jurisdiction in which the 
eminent domain dispute is 
pending.

The business entity 
owner/operator reason-
able compensation is typi-
cally experienced during a distinct period of time. 
Therefore, the quantification of the intangible asset 
reasonable compensation may or may not be based 
on a perpetuity RUL projection.

Estimating the Technology-Related 
Intangible Asset RUL

RUL is a factor that the analyst typically considers 
in every intangible asset valuation. RUL consider-
ations influence the analyses that are performed 
for valuation, reasonable compensation, and other 
purposes.

The analyst considers either a qualitative or 
a quantitative RUL analysis whether the analysis 
involves the income approach, cost approach, or 
market approach. RUL is a consideration in a tech-
nology-related intangible asset valuation performed 
for any purpose.

In an intangible asset reasonable compensation 
analysis, the owner/operator damages typically occur 
for a determinable period of time. The determin-
able time period affected by the eminent domain 
event may be different than the intangible asset 
RUL. When estimating the reasonable compensation 
amount, the analyst typically considers the damaged 
intangible asset’s RUL.

One common component of the damages claim 
often relates to the technology intangible asset’s 
RUL. That is, the owner/operator may claim reason-
able compensation related to the shortening of the 
technology intangible asset RUL if that shortening 
is caused by the eminent domain event. This claim 
typically alleges that the intangible asset RUL is 
reduced due to the eminent domain action.

In the technology intangible asset valuation, RUL 
can influence the value conclusion. This statement is 
true regardless of which valuation approach is used 
in the analysis.

In the income approach, for example, the income 
producing potential of the intangible asset is directly 
influenced by the technology’s RUL.

“[Remaining useful 
life] is a factor that 
the analyst typically 
considers in every 
intangible asset
valuation.”



42  INSIGHTS  •  SUMMER 2015 www.willamette.com

In the cost approach, the technology RUL typi-
cally influences the amount of obsolescence associ-
ated with the intangible asset.

In the market approach, both the intangible asset 
age and the technology RUL may be compared to the 
selected guideline intangible assets. This compari-
son is performed so the analyst can determine if (1) 
any adjustments are required to the guideline sale 
or license transaction pricing data or (2) a sale or 
license transaction should be rejected from further 
consideration (due to lack of age/life comparability) 
in the market approach analysis.

The analysis purpose (such as eminent domain 
reasonable compensation) may cause the analyst to 
consider different factors of intangible asset RUL. 
The intangible asset RUL is a factor to consider 
regardless of whether the analysis concludes to a 
value or reasonable compensation and regardless of 
the analysis approaches or methods used.

ILLUSTRATIVE EXAMPLE
Exhibits 1 through 3 present an illustrative valuation 
of a trade secret intangible asset that is part of an 
eminent domain action.

The Flintstone Quarry Corporation (FQC) oper-
ates a stone quarry and a limestone manufactur-
ing plan in the Town of Bedrock. The quarry and 
plant are located adjacent to the Bedrock Municipal 
Airport. The airport is expanding, and it needs the 
FQC property to construct additional (and longer) 
runways. The Town of Bedrock used its eminent 
domain authority to “take” the FQC property.

The Town of Bedrock and the business owner 
have agreed to the value of the FQC real estate and 
equipment. However, due to the taking, the FQC 
will have to close down its business operations. 
Therefore, the taking also includes the FQC business 

intangible assets. The town and the business owner 
cannot agree on the value of the FQC intangible 
assets—including the FQC technology-related trade 
secret intangible asset.

Accordingly, the FQC management retained a 
valuation analyst to measure the value of the compa-
ny’s trade secret—and, if needed, to provide expert 
testimony with regard to the appropriate  amount of 
intangible-asset-related reasonable compensation.

The FQC trade secret intangible asset relates to 
the manufacture of a proprietary limestone product. 
The intangible asset includes the proprietary manu-
facturing process by which the limestone product is 
formed.

This example illustrates both a cost approach 
analysis and an income approach analysis regarding 
the technology-related intangible asset.

The intangible asset is the manufacturing process 
(referred to as “the process”) of a particular lime-
stone product manufacturing process. This process 
is documented in a set of engineering drawings and 
in a process flow chart notebook.

FQC management has elected not to patent this 
proprietary process for competitive reasons. Both 
the FQC engineers and legal counsel believe that the 
process would be patentable. However, if the process 
became public knowledge through the patent proce-
dure, management is concerned that the company’s 
competitors could reverse engineer an equally effec-
tive manufacturing process that does not violate the 
patent.

FQC management considers this proprietary tech-
nology to be a trade secret. All of the engineering and 
other documentation related to this manufacturing 
process is protected in a locked cabinet in the pro-
cess engineering department. Only a select number 
of engineering and production managers have access 
to that information, and all of those employees have 
signed nondisclosure agreements.

FQC management also believes that the process 
gives the company’s limestone product a distinct 
competitive advantage. This particular limestone 
product formulation is particularly attractive to cus-
tomers in the oil and gas refinery industry. FQC mar-
keting personnel stress this product differentiation 
feature in all of the company’s marketing materials 
and presentations.

The intangible asset subject to the eminent 
domain action is the trade secret related to the par-
ticular product manufacturing process.

Fact Set and Analysis Assumptions
The analysis objective is to estimate the fair value of 
the trade secret intangible asset as of December 31, 



www.willamette.com INSIGHTS  •  SUMMER 2015  43

2014. The analysis purpose is to assist a finder of fact 
in determining the appropriate amount of reasonable 
compensation due to the FQC owners due to the 
eminent domain action.

The alternative methods available for manufac-
turing such a limestone product include various 
equipment configurations that use different pressure 
temperatures, and consumable materials compo-
nents that are used at the FQC plant in the Town of 
Bedrock. In fact, FQC uses these other processes at 
its other quarries.

However, the stone at the Town of Bedrock quar-
ry has a unique chemical composition that allows the 
subject trade secret to be economically feasible. The 
combination of the FQC Bedrock quarry stone and 
the trade secret allow the Town of Bedrock plant to 
produce a unique—and extremely profitable—com-
position of limestone product.

To exploit the unique composition of rock at the 
Town of Bedrock quarry, the FQC process engineers 
developed a unique modification to the standard 
limestone manufacturing process.

Selection of Valuation Approaches 
and Methods

In this analysis, the analyst is instructed by the FQC 
legal counsel that the appropriate standard of value 
is fair market value. The premise of value is value 
in continued use. This premise of value is consis-
tent with the valuation assignment and the analyst’s 
assessment of the subject intangible asset’s HABU.

There are several approaches and methods that 
the analyst considered in this valuation. Based on 
the quality and quantity of available data and the 
purpose and objective of the analysis, the analyst 
decided to use two valuation approaches:

1. The cost approach—specifically the replace-
ment cost new less depreciation (RCNLD) 
method

2. The income approach—specifically the dif-
ferential income method

Cost Approach
The cost approach typically involves estimating 
either a reproduction cost new or a replacement 
cost new. The reproduction cost new equals the 
cost to construct an exact replica of the technology-
related intangible asset. The replacement cost new 
is the cost to recreate a new intangible asset with an 
equivalent utility of the subject intangible asset.

The analyst decided to use the RCNLD method of 
the cost approach to value the process trade secret. 
The analyst had access to the actual historical 

development costs related to the process. This type 
of historical cost information is not always available.

Because this limestone product manufacturing 
process trade secret was so important to the com-
pany, FQC management tracked the original efforts 
related to its proprietary process development.

Valuation Variables
The analyst considered the historical efforts (in 
terms of person-months) of each process engineer, 
product engineer, scientist, researcher, and manager 
involved in the development of the trade secret.

After consultation with management, the analyst 
eliminated any duplicate or unproductive efforts 
from this person-month estimate. Therefore, the 
analyst eliminated much of the intangible asset func-
tional obsolescence.

The analyst multiplied the current person-month 
by the current full-absorption cost related to that 
personnel position. The product of such a multiplica-
tion is the estimate of a replacement cost new (RCN).

Management provided the analyst with informa-
tion regarding the actual number of hours spent by 
FQC engineers and scientists on the various aspects 
of the manufacturing process development.

In applying the RCNLD method, the analyst esti-
mated a full absorption cost related to the employees 
who developed the process. This full absorption cost 
included all employee salaries, employee benefits, 
employment-related taxes, and related company 
overhead. This full absorption cost also included a 
component for development period interest related 
to the intangible asset direct costs.

The analyst calculated each of these full absorp-
tion cost components as of the valuation date. Based 
on this full absorption cost analysis, the analyst 
concluded the current cost per person-hour for all of 
the FQC company employee hours actually spent on 
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the development, testing, and implementation of the 
process trade secret.

The product of (1) the total number of person-
hours actually spent to develop the process and (2) 
the full absorption cost per person-hour results in (3) 
an estimate of the RCN for the process trade secret.

To the extent that the intangible asset is less than 
an ideal replacement for itself, the RCN should be 
adjusted accordingly. The analyst considered adjust-
ments to the RCN for losses in value due to incurable 
functional obsolescence and economic obsolescence.

In particular, the analyst considered (1) the 
intangible asset age and RUL, (2) the intangible asset 
position within its technology life cycle, and (3) the 
owner/operator’s return on investment related to the 
intangible asset use.

Exhibit 1 summarizes the RCNLD analysis. The 
RCN includes direct costs, indirect costs, developer’s 
profit, and entrepreneurial incentive.

The direct costs include the direct salary costs 
and the related employee benefit cost and employ-
ment taxes of the process development team.

The indirect costs include overhead allocation 
costs paid to outside consultants and development 
period interest expense.

The developer’s profit includes the analyst’s 
estimate of the profit margin that an independent 
engineering firm would charge to FQC  if that engi-
neering firm was retained to develop the proprietary 
process.

The entrepreneurial incentive is the opportunity 
cost related to the intangible asset development pro-
cess.

In this analysis, the analyst quantified this oppor-
tunity cost as the difference in the amount of cash 
flow that FQC would earn with versus without the 
process. The analyst estimated that incremental 
cash flow during the period of elapsed time required 
to replace the process de novo. FQC engineers 
estimated that the development period required to 
reproduce the process de novo would be 24 months.

As indicated in Exhibit 1, the RCN for the process 
was $10,784,000. The analyst concluded that a 10 
percent functional obsolescence allowance is appro-
priate. That 10 percent functional obsolescence 
allowance results in $1,078,000 of depreciation.

Accordingly, the indicated RCNLD estimate is 
$9,706,000. This RCNLD estimate is rounded to a 
fair market value indication of $9,700,000.

Valuation Analysis
As presented in Exhibit 1, the fair market value of 
the technology intangible asset based on the cost 
approach, as of December 31, 2014, is $9,700,000.

Income Approach
Using the differential income method, first, the ana-
lyst projected the prospective cash flow generated by 
FQC associated with the use of the process.

Second, the analyst projected the prospective 
cash flow that would be generated by FQC without 
the use of the process.

The income approach value indication is based on 
the difference between the present value indications 
from the two different operating scenarios (that is, 
with and without the process in current operation).

Valuation Variables
FQC management provided the analyst with projec-
tions of the limestone product unit selling price, unit 
volume, and market share for the five years after 
the valuation date. Management also projected the 
cost of goods sold and the capital expenditure data 
related to the production of the limestone product. 
Management prepared a five-year projection of the 
selling, general, and administrative expenses related 
to the limestone product line.

After a due diligence review of the financial pro-
jections, including interviews with company man-
agement, the analyst concluded that these financial 
projections were reasonable.

Based on the quality and quantity of these pro-
spective financial data, the analyst concluded that 
the income approach, using a differential income 
method, provides a supportable value estimate.

This valuation method measures the difference 
in the income potential of FQC both with and with-
out the operation of the process trade secret. The 
income potential represents the amount of income 
that is available to the FQC business owners after 
consideration of a required level of reinvestment for 
continued operations and for expected growth.

Based on the prospective financial data available, 
the analyst selected net cash flow as the appropriate 
income measure.

For purposes of this valuation, the analyst defined 
net cash flow as follows.

 Net Sales

Less: Cost of sales

Less: Operating expenses

Equals: Net income before taxes

Less: Income taxes

Plus: Depreciation and amortization expense

Less: Capital expenditures

Less: Additions to net working capital

Less:  Contributory asset charge

Equals: Net cash flow
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In this analysis, FQC management projected 
the product line net cash flow over the intangible 
asset’s RUL. The analyst discounted the net cash 
flow projection at an appropriate discount rate to 
conclude a present value. The difference between 
the present value of the product line net cash flow 
with the process in operation and without the pro-
cess in operation equals the indicated value of the 
intangible asset.

Based on the its industry experience, FQC man-
agement expects that it will develop a replacement 
manufacturing process in about five years. Both FQC 
and its competitors continuously develop improved 
products that are produced by improved manufac-
turing processes.

The FQC process engineering staff is already 
working on the development of a new and improved 
process. FQC management expects that the new 
and improved process will be developed, tested, and 
implemented within five years. At that time, the cur-
rent proprietary process will be obsolete and com-
pletely replaced by the new and improved process.

This five-year RUL is consistent with the com-
pany’s historical experience regarding its process 
technology life cycle and with the competitor indus-
try’s historical experience regarding a limestone 
manufacturing process technology life cycle.

Accordingly, FQC management believes that it 
will enjoy another five years of competitive advan-
tage in this product category due to its current pro-
prietary process. The analyst selected five years as 
the process RUL.

The analyst selected the following valuation vari-
ables for this analysis:

Scenario I: With the process trade secret in current 
operation

 Net sales growth rate: 10 percent per year

 Gross margin percentage: 26 percent of net 
sales

 Other operating expenses: 11 percent of net 
sales

 Effective income tax rate: 36 percent of pre-
tax income

 Depreciation expense: 1 percent of net sales

 Net capital expenditures: equal to deprecia-
tion expense

 Contributory asset charge: $2.2 million per 
year

 Incremental net working capital: 5 percent 
of net sales

 Present value discount rate: 15 percent 

 RUL estimate: 5 years

Scenario II: Without the process trade secret in 
current operation

 Expected sales decrement: –10 percent per 
year

 Other operating expenses: 11.5 percent of 
net sales

 Incremental net working capital: 7 percent 
of net sales

 All other valuation variables remain 
unchanged from scenario I

The contributory asset charge is included to 
account for the fair rate of return of and on the 
investment of all the contributory assets that are 
used or used up in the production of the income 
associated with the process. The contributory assets 
include net working capital, tangible operating assets, 
and the trade name.

The projected decrease in product line sales with-
out the process in operation is based on discussions 
with management. This projected sales decrease 
indicates the FQC management estimate of the cus-
tomer response to the decrease in functional attri-
butes of the company’s limestone product without 
the process trade secret. The negative sales growth 
rate reflects the FQC management projection of the 
combined effects of decreased unit selling price and 
decreased unit volume sales.

Without the product differentiation provided 
by the process, FQC management estimates that 
it would have to increase its marketing expense. 
This marketing expense increase accounts for the 
one-half of one percent projected increase in other 
operating expenses.

In addition, FQC management projects that it 
would have to liberalize its customer credit policy in 
order to stimulate sales of the less desirable product. 
Management estimates that it would have to give 
60-day credit terms instead of 30-day credit terms.

This expected change in credit policy would 
affect the company’s accounts receivable balances. 
This change in credit policy would result in an 
expected change in the company’s net working capi-
tal investment.

The 15 percent present value discount rate is 
based on the analyst’s estimate of the FQC weighted 
average cost of capital (WACC). The analyst con-
cluded that this discount rate is appropriate for this 
analysis based on the selected net cash flow measure 
of income projected in the analysis and the stated 
standard of value and premise of value.

Valuation Analysis
As presented in Exhibit 2, the sum of the product line 
discounted cash flow with the process in operation is 
$49,500,000.
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Exhibit
Sum of the Limestone Product Line Discounted Net Cash Flow: Reference $ in (000s)

Scenario I: With the Process Trade Secret 2 49,500$
Scenario II: Without the Process Trade Secret 3 40,900

Proprietary Process Discounted Net Cash Flow Differential 8,600
Times: Tax Amortization Benefit Value Adjustment Factor (rounded) [a] 1.2
Indicated Fair Market Value of the Technology Related Intangible Asset (rounded) 10,100$

Footnote:
[a] Tax Amortization Benefit Value Adjustment Factor =

Exhibit 4
Flintstone Quarry Corporation
Limestone Product Proprietary Process
Technology-Related Intangible Asset
Income Approach
Differential Income Method
As of December 31, 2014

As presented in Exhibit 3, the sum of the prod-
uct line discounted cash flow without the process in 
operation is $40,900,000.

The difference between these two income pro-
jections indicates a discounted cash flow differential 
related to the process of $8,600,000.

As presented in Exhibit 4, the unadjusted dis-
counted net cash flow differential is $8,600,000. 
However, this unadjusted cash flow differential does 
not consider the fact that this intangible asset would 
qualify as on Internal Revenue Code Section 197 
intangible asset to the typical willing buyer of this 
intangible asset.

Since this valuation is intended to conclude 
a market value, the economic benefit related to 
Section 197 intangible asset tax amortization ben-
efit (TAB) may be considered in the valuation.

An intangible asset that is amortizable for federal 
income tax purposes provides an income tax expense 
reduction (that is, a cash flow benefit) to the intan-
gible asset buyer. That cash flow benefit is typically 
calculated as the present value of the expected reduc-
tion in future income tax expense due to the intan-
gible asset amortization tax deductions.

The TAB value adjustment factor calculation 
follows:

The analyst applied the TAB value adjustment 
factor to the present value of the net cash flow dif-
ferential associated with the intangible asset. The 
TAB factor was calculated based on:

1. the income tax amortization period for the 
intangible asset (15 years under Section 
197),

2. the market-derived effective income tax 
rate of 36 percent, and

3. the present value discount rate of 15 per-
cent.

Based on the TAB formula, the TAB value adjust-
ment factor for this analysis is 1.2 (rounded). The 
discounted net cash flow differential of $8,600,000 
times the income TAB value adjustment factor of 1.2 
indicates the income approach value of the process.

As presented in Exhibit 4, the fair market value 
of the technology intangible asset based on the 
income approach, as of December 31, 2014, is 
$10,100,000.
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Value Indications and Conclusion
The analyst decided to assign equal weight to the 
value indications provided by the two valuation 
approaches.

In synthesizing the results of the cost approach 
and the income approach, the analyst considered 
both (1) the quantitative and qualitative assessment 
of the data underlying each valuation approach and 
(2) the relevance of each valuation approach based 
on factors specific to the subject trade secret.

Based on the analyses presented in Exhibits 1 
through 4, the fair market value of the FQC tech-
nology-related trade secret intangible asset, as of 
December 31, 2014, is $9.9 million (rounded).

Based on the quantity and quality of the infor-
mation available for each valuation approach, the 
analyst applied a weight of 50 percent to each value 
indication to arrive at a final value conclusion for the 
trade secret intangible asset.

Accordingly, $9.9 million is the indicated amount 
of reasonable compensation to the FQC owners for 
the “taking” of its technology-related intangible asset.

Exhibit 5 presents the final valuation synthesis— 
and reasonable compensation conclusion—for this 
illustrative intangible asset valuation.

SUMMARY
Going-concern business entities may be the subject 
of eminent domain and expropriation actions. In such 
a case, the business owner/operator should receive 
reasonable compensation from the governmental or 
municipal authority with eminent domain powers.

When the entire going-concern business is the 
subject of the taking, the amount of reasonable 
compensation may include the value of the entity’s 
tangible assets and the value of the entity’s intangible 
assets. These intangible assets often include the 
entity’s technology-related intangible assets.

When analyzing a technology-related intangible 
asset, the analyst should consider the purpose and 
objective of the assignment as well as the relevant 
factors specific to the technology.

This discussion summarized the typical attri-
butes of a technology intangible asset and the specif-
ic factors for an analyst to consider when assessing 
the technology intangible asset value or reasonable 
compensation.

Finally, this discussion presented an example of 
a technology-related intangible asset valuation. The 
example illustrated a cost approach method and an 
income approach method used to estimate the fair 
market value of a technology intangible asset—and 
the amount of reasonable compensation related to 
the taking of that intangible asset.

Notes:

1. Treasury Regulation Section 1.482-4(b).

2. Ibid., Section 1.482-4(a).

Robert Reilly is a managing director of 
the firm and is resident in our Chicago 
office. Robert can be reached at (773) 
399-4318 or at rfreilly@willamette.
com.

Value Value Value
Indication Indication Conclusion

Valuation Approach: Valuation Method ($ in 000s) Emphasis ($ in 000s)

Cost Approach Replacement Cost New Less Depreciation Method 9,700 50% 4,850

Income Approach Income Differential Method 10,100 50% 5,050

Fair Market Value of the Technology Related Intangible Asset (rounded) 9,900
Amount of Reasonable Compensation to FQC for the Intangible Asset Taking 9,900

Exhibit 5
Flintstone Quarry Corporation
Limestone Product Proprietary Process
Technology-Related Intangible Asset
Valuation Synthesis and Conclusion
As of December 31, 2014
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ruptcy context.
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A Practical Guide to Bankruptcy Valuation provides practical guidance on the 
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Issues Related to the Treatment of an 
NOL Carryforward in Income Approach 
Valuation Methods
Aaron M. Rotkowski and Robert F. Reilly, CPA

Business Valuation Insights

Property tax assessors often value centrally assessed taxpayers using income approach 
unit valuation methods. Such income approach valuation methods include the direct 
capitalization method and the yield capitalization method. For taxpayers that have 

accumulated a net operating loss (NOL) carryforward, some property tax assessors (1) 
estimate taxpayer normalized net operating income (NOI) based on a 0 percent income 

tax rate but (2) apply an after-tax (i.e., tax-affected direct capitalization rate in the income 
approach valuation analysis. This discussion considers if such a 0 percent income tax rate 

assumption is appropriate in the income approach valuation of a taxpayer unit for property 
tax valuation purposes. And, this discussion considers if and how the use of such a 0 

percent income tax rate assumption may overstate both the value of the taxpayer unit and 
the value of the NOL tax attribute component of the taxpayer unit.

INTRODUCTION
For ad valorem property tax purposes, the total 
operating assets of centrally assessed industrial and 
commercial taxpayers is often valued using unit 
valuation methods. The taxpayer unit value conclu-
sion from the application of unit valuation methods 
“represents the sum of all of the taxpayer corpora-
tion real estate personal property operating assets—
both tangible and intangible.”1

Centrally assessed taxpayers subject to unit 
valuation methods often include telecommuni-
cation companies, railroads, airlines, pipelines, 
electric power companies, cable TV companies, 
water and wastewater companies, and other similar 
utility-type companies. These types of taxpayers 
are often centrally assessed for property tax pur-
poses. However, similar types of taxpayers may also 
be locally assessed using unit valuation approaches 
and methods. These taxpayer companies often own 
and operate both tangible assets and intangible 
assets.

Not all taxing jurisdictions tax all categories 
of taxpayer assets. Some jurisdictions tax real 

estate only. Some jurisdictions tax tangible personal 
property only. Many jurisdictions tax tangible 
assets only (i.e., real estate and tangible personal 
property)—but not intangible assets (e.g., intangible 
personal property).

If the centrally assessed taxpayer total value 
concluded from a unit valuation method includes 
any value attributed to assets that are not subject to 
property taxation in the subject jurisdiction, then 
those nontaxable assets should be separately valued 
and extracted from the total taxpayer unit value.

This discussion considers the valuation and 
extraction of a taxpayer NOL tax attribute—
and similar income tax attributes—in an income 
approach valuation analysis performed for prop-
erty tax purposes. More specifically, this discus-
sion considers the appropriateness of applying a 0 
percent income tax rate assumption in the income 
projection of any income approach valuation.

This discussion focuses on the tax rate assump-
tion applied in a direct capitalization method analy-
sis—that is, where the taxpayer NOI is divided by a 
direct capitalization rate. However, this discussion 

Thought Leadership
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also applies to the tax rate assumption applied in a 
yield capitalization method analysis—that is, where 
the taxpayer net cash flow (NCF) is present valued at 
a yield capitalization rate. This discussion refers to 
this particular income tax rate valuation variable as 
the “0 percent tax rate assumption.”

For purposes of this discussion, the unit valu-
ation income approach methods include both (1) 
the direct capitalization method and (2) the yield 
capitalization method. The valuation formula that 
is often used in the direct capitalization method is: 
(1) expected NOI divided by (2) direct capitalization 
rate equals (3) the taxpayer total unit value.

The valuation formula that is often used in the 
yield capitalization method is the sum of (1) the 
present value of the taxpayer expected NCF esti-
mated over a discrete projection period plus (2) 
a residual value (often estimated using the NCF 
divided by direct capitalization rate formula) equals 
(3) the taxpayer total unit value.

The taxpayer NOI in the direct capitalization 
formula represents the amount of income projected 
for a single future period. This projected taxpayer 
NOI should be normalized—or stabilized—in order 
to represent a typical level of expected income on a 
forward-looking basis.2 

This tax rate assumption issue is relevant 
because some taxing jurisdictions estimate taxpay-
er NOI assuming a 0 percent tax rate for taxpayers 
with certain income tax attributes. The taxing juris-
dictions that use the 0 percent tax rate assumption 
often support this procedure by noting the exis-
tence of a taxpayer’s NOL carryforward (or similar 
federal income tax attribute). Often, the subject 
taxpayer has accumulated the federal income tax 
NOL carryforward due to negative operating income 
earned during the economic downturn of the last 
several years.

The taxing jurisdictions that use the 0 percent 
tax rate assumption often follow one of the following 
two procedures to estimate the normalized NOI in 
the income approach valuation:

1. The taxing authority calculates the taxpayer 
normalized NOI based on some historical 
average NOI such as a three-year average or 
a five-year average; and that historical aver-
age NOI includes years where the taxpayer 
used its NOL (or NOL carryback) to elimi-
nate federal income tax expense.

2. The taxing authority calculates the taxpayer 
NOI based on the near-term projected NOI 
(such as the next fiscal year projected NOI), 
which may include the assumed use of the 
taxpayer NOL carryforward.

Either of these procedures may result in the tax-
ing authority estimating the taxpayer normalized 
NOI based on a 0 percent (or a similarly low) tax 
rate.

In an income approach unit valuation, the tax-
payer unit value is estimated based on the expected 
future income that is associated with the total tax-
payer unit. Since any income approach valuation 
methodology is forward-looking, the use of the 0 
percent tax rate assumption to estimate normalized 
NOI indicates that the NOL carryforward (which is 
also forward looking), and not the NOL carryback 
(which is backward looking), is included in the tax-
payer unit value.

Therefore, the current discussion relates to a 
taxpayer’s NOL carryforward and not an NOL car-
ryback. This is because taxing jurisdictions that use 
the 0 percent tax rate assumption do not value—or 
assess property tax on—the taxpayer’s NOL carry-
back.

NOL carryforwards and NOL carrybacks are dis-
cussed in the next section.

First, this discussion defines an NOL carryfor-
ward and an NOL carryback. Second, this discussion 
considers if an NOL carryforward (or, for that matter, 
any income tax attribute) should be categorized as 
tangible property (and would, therefore, be subject 
to ad valorem taxation in many taxing jurisdictions). 
Third, this discussion analyzes the appropriateness 
of the 0 percent tax rate assumption in a unit valua-
tion analysis intended to reach a market value con-
clusion. Fourth, this discussion explores the appro-
priateness of applying an after-tax capitalization rate 
(whether a direct capitalization rate or a yield capi-
talization rate) to a pretax income stream. Fifth, this 
discussion describes the federal income tax statutory 
limitations on the use of an NOL carryforward and 
considers the implications of incorporating a tax-
payer’s NOL carryforward in a direct capitalization 
unit valuation. Finally, this discussion summarizes 
the factors that actually affect the market value of an 
NOL carryforward as an individual taxpayer asset. As 
will be discussed, an NOL is only one component of 
a taxpayer’s deferred federal income tax (DFIT) asset 
or liability account.

For illustrative purposes only, this discussion 
considers the NOL carryforward position of a hypo-
thetical centrally assessed taxpayer (“LossCo”). 
For purposes of an illustrative analysis, LossCo is a 
hypothetical taxpayer company with a recent history 
of operating losses.

In our illustrative example, LossCo:

1. reported a $10 million NOL carryforward as 
of December 31, 2014, in its audited finan-
cial statements;
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2. reported $4 million as the NOL component 
of its deferred federal income tax asset 
account;

3. reported a net deferred income tax asset 
(liability) account as a liability (or credit 
balance) of $1 million; and

4. projected that its taxable income will equal 
$1 million in 2015.

Even though the NOL carryforward tax attribute 
component of the deferred income tax asset was 
positive, the LossCo reported net DFIT asset (liabil-
ity) account was negative (i.e., a credit balance) as of 
December 31, 2014.

DEFINITION OF AN NOL
An NOL:

occurs for tax purposes in a year when tax-
deductible expenses exceed taxable rev-
enues. An inequitable tax burden would 
result if companies were taxed during prof-
itable periods, without receiving any tax 
relief during periods of net operating losses. 
Under certain circumstances, therefore, the 
federal tax laws permit taxpayers to use the 
losses of one year to offset the profits of 
other years.

 Companies accomplish this income-
averaging provision through the carryback 
and carryforward of net operating losses. 
Under this provision, a company pays no 
income taxes for a year in which it incurs a 
net operating loss.3

Accordingly, if a taxpayer company reports a tax-
able loss in a given year, it will not pay income taxes 
in the year that it generated the taxable loss (i.e., the 
net operating loss). The taxpayer company may (1) 
carry that NOL back two years and receive a refund 
for the amount of income taxes paid in those prior 
years and, if any NOL remains after the two-year 
carryback period (2) carry any remaining unused 
net operating loss forward for up to 20 years to offset 
future taxable income.

The ability of the taxpayer to apply the NOL to 
prior years is known as the NOL carryback, and the 
ability of the taxpayer to use the NOL to offset future 
taxable income is known as the NOL carryforward.

Like most income tax attributes, an NOL 
carryforward is not recorded as a separate asset 
on a taxpayer’s financial statements prepared in 
accordance with U.S. generally accepted accounting 
principles (GAAP). Rather, an NOL carryforward is 

a tax attribute that is included as one component 
in the overall calculation of the deferred income tax 
asset (or liability) account on a taxpayer’s GAAP-
based balance sheet.

In addition to an NOL carryforward, differences 
between the taxpayer company’s pretax income 
(reported in accordance with GAAP) and the tax-
payer company’s taxable income (reported in accor-
dance with the Internal Revenue Code) also give rise 
to a deferred income tax asset or a deferred income 
tax liability. The deferred income tax account is 
often recorded on the taxpayer’s balance sheet as 
DFIT.

According to the Financial Accounting Standards 
Board (FASB) Accounting Standards Codification 
(ASC) topic 740-10-10-3, “Conceptually, a deferred 
tax liability or asset represents the increase or 
decrease in taxes payable or refundable in future 
years as a result of temporary differences and car-
ryforwards at the end of the current year.”

These temporary (or timing) differences will 
result in either taxable amounts (i.e., increases 
in taxable income) or deductible amounts (i.e., 
decreases in taxable income) in future years. 
Examples of temporary differences that are recog-
nized in the typical company’s DFIT account are 
included in Table 1.

We note that the taxing jurisdictions that use 
the 0 percent tax rate assumption do not attempt 
to estimate the value of, and assess property tax on, 
all of the taxpayer tax attributes that comprise the 
DFIT account. Rather, the use of the 0 percent tax 
assumption typically estimates only the value of, and 
assesses property tax on, the taxpayer NOL carryfor-
ward tax attribute.

AN NOL CARRYFORWARD INCOME 
TAX ATTRIBUTE IS NOT TANGIBLE 
PROPERTY

Based on individual state statutes, ad valorem prop-
erty tax may be assessed on a taxpayer’s real prop-
erty (i.e., real estate), personal property, or both 
categories of property. And, depending on the taxing 
jurisdiction, the tax may be levied on the value of the 
taxpayer’s (1) tangible property only (with intangible 
property being exempt from taxation), (2) tangible 
property and certain intangible property, or (3) all 
tangible property and all intangible property. In addi-
tion, a taxing jurisdiction may specifically designate 
a particular asset as being exempt from ad valorem 
property tax.

For purposes of this discussion, let’s first assume 
that the subject taxpayer operates in a taxing 
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Table 1
Examples of Temporary (or Timing) Differences That Are Recognized in a 
Typical Taxpayer’s DFIT Asset or Liability Account

As noted in this discussion, the DFIT account reported on a taxpayer company’s GAAP balance sheet may include 
(1) the impact of an NOL carryforward and (2) the impact of various temporary income or expense recognition dif-
ferences.

The following examples of temporary income or expense recognition differences are included in ASC topic 740-
10-25-20:

a.  Revenue or gains that are taxable after they are recognized in financial income. An asset (for example, a 
receivable from an installment sale) may be recognized for revenues or gains that will result in future tax-
able amounts when the asset is recovered.

b.  Expenses or losses that are deductible after they are recognized in financial income. A liability (for example, 
a product warranty liability) may be recognized for expenses or losses that will result in future tax deduct-
ible amounts when the liability is settled.

c.  Revenue or gains that are taxable before they are recognized in financial income. A liability (for example, 
subscriptions received in advance) may be recognized for an advance payment for goods or services to be 
provided in future years. For income tax purposes, the advance payment is included in taxable income upon 
the receipt of cash. Future sacrifices to provide goods or services (or future refunds to those who cancel 
their orders) will result in future tax deductible amounts when the liability is settled.

d.  Expenses or losses that are deductible before they are recognized in financial income. The cost of an asset 
(for example, depreciable personal property) may have been deducted for income tax purposes faster than 
it was depreciated for financial reporting purposes. Amounts received upon future recovery of the amount 
of the asset for financial reporting will exceed the remaining tax basis of the asset, and the excess will be 
taxable when the asset is recovered.

e.  A reduction in the tax basis of depreciable assets because of tax credits. Amounts received upon future 
recovery of the amount of the asset for financial reporting will exceed the remaining tax basis of the asset, 
and the excess will be taxable when the asset is recovered. For example, the tax law may provide taxpayers 
with the choice of either taking the full amount of depreciation deductions and a reduced tax credit (that 
is, investment tax credit and certain other tax credits) or taking the full tax credit and a reduced amount of 
depreciation deductions.

f.  Investment tax credits accounted for by the deferral method. Under the deferral method as established in 
ASC topic 740-10-25-46, investment tax credits are viewed and accounted for as a reduction of the cost of 
the related asset (even though, for financial statement presentation, deferred investment tax credits may be 
reported as deferred income). Amounts received upon future recovery of the reduced cost of the asset for 
financial reporting will be less than the tax basis of the asset, and the difference will be tax deductible when 
the asset is recovered.

g.  An increase in the tax basis of assets because of indexing whenever the local currency is the functional cur-
rency. The tax law for a particular tax jurisdiction may require adjustment of the tax basis of a depreciable 
(or other) asset for the effects of inflation. The inflation-adjusted tax basis of the asset would be used to 
compute future tax deductions for depreciation or to compute gain or loss on sale of the asset. Amounts 
received upon future recovery of the local currency historical cost of the asset will be less than the remain-
ing tax basis of the asset, and the difference will be tax deductible when the asset is recovered.

h.  Business combinations and combinations accounted for by not-for-profit (NFPs) entities. There may be 
differences between the tax basis and the recognized value of assets acquired and liabilities assumed in a 
business combination. There also may be differences between the tax bases and the recognized values of 
assets acquired and liabilities assumed in an acquisition by a not-for-profit entity or between the tax bases 
and the recognized values of the assets and liabilities carried over to the records of a new entity formed by 
a merger of not-for-profit entities. Those differences will result in taxable or deductible amounts when the 
reported amounts of the assets or liabilities are recovered or settled, respectively.
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jurisdiction that taxes real estate and tangible 
personal property (but not intangible personal 
property). Since this hypothetical jurisdiction only 
assesses ad valorem property tax on real estate 
and tangible personal property, we will analyze a 
taxpayer’s NOL tax attribute to determine if it is 
appropriately categorized as either of these two 
property types. Next, we define the relevant types of 
property in our hypothetical taxing jurisdiction.

The following property type definitions are 
presented from the Dictionary of Real Estate 
Appraisal:

 Real estate is “an identified parcel or tract of 
land, including improvements, if any.”4

 Personal property includes “identifiable tan-
gible objects that are considered by the gen-
eral public as being ‘personal’—for example, 
furnishings, artwork, antiques, gems and 
jewelry, collectibles, machinery and equip-
ment; all tangible property that is not classi-
fied as real estate.”5

 Tangible property is “property that can be 
perceived by the senses; includes land, fixed 
improvements, furnishings, merchandise, 
cash, and other items of working capital 
used in an enterprise.”6

The Dictionary of Real Estate Appraisal does 
not specifically define tangible personal property. 
And, the Dictionary of Real Estate Appraisal defi-
nition of tangible property includes both real estate 
and personal property. Together, the above three 
definitions provide a helpful understanding of what 
is—and what is not—real estate and tangible per-
sonal property.

Let’s also consider the common legal definitions 
of various categories of property. The following 
legal definitions are presented from Black’s Law 
Dictionary:

 Real property is “[l]and and anything grow-
ing on, attached to, or erected on it, exclud-
ing anything that may be severed without 
injury to the land.”7

The textbook Intermediate Accounting provides the following additional examples of temporary differences 
that result in either deferred federal income tax asset or deferred federal income tax liability accounts:

Revenue or gains are taxable after they are recognized in financial income.

 Sales accounted for on the accrual basis for financial reporting purposes and on the installment (cash) basis 
for income tax purposes.

Contracts accounted for under the percentage-of-completion method for financial reporting purposes and a 
portion of related grow profit deferred for income tax purposes.

 Investments accounted for under the equity method for financial reporting purposes and under the cost 
method for income tax purposes.

Expenses or losses are deductible after they are recognized in financial accounting income.

 Product warranty liabilities.

 Estimated liabilities related to discontinued operations or restructurings.

 Litigation accruals.

Revenue or gains are taxable before they are recognized in financial accounting income.

 Subscriptions received in advance.

 Advance rental receipts.

 Sales and leasebacks for financial reporting purposes (income deferral) but reported as sales for income tax 
purposes. 

Expenses or losses are deductible after they are recognized in financial accounting income.

 Depreciable property, depletable resources, and intangible assets.

 Deductible pension funding exceeding expense.

 Prepaid expenses that are not deducted on the income tax return in the period paid.

Source: Kieso, Weygandt, and Warfield, Intermediate Accounting, 15th ed., 1127.
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 Personal property is “[a]ny movable or 
intangible thing that is subject to ownership 
and not classified as real property.”8

 Tangible property is “[p]roperty that has 
physical form and characteristics.”9

These property definitions are consistent with 
the property definitions included in the Dictionary 
of Real Estate Appraisal.

Based on the above definitions, an NOL carryfor-
ward (defined in the prior section of this discussion) 
is clearly not real estate. This is because an NOL car-
ryforward is not land or a land improvement.

Likewise, an NOL carryforward is not tangible 
personal property. The Dictionary of Real Estate 
Appraisal definition of tangible property broadly 
includes cash and “other items of working capital.” 
However, financial assets such as these are not 
typically regarded as tangible personal property. For 
example, the valuation textbook Guide to Intangible 
Asset Valuation (GIAV) considers cash and other 
financial assets to be components of intangible per-
sonal property.10

Even considering the broad definition of tangible 
property presented in the Dictionary of Real Estate 
Appraisal, an NOL carryforward would not be cat-
egorized as tangible property. This is because the 
above definition of tangible property is limited to 
property that can be perceived by the senses. There 
is no physical attribute associated with a taxpayer’s 
NOL tax attribute. That is, an NOL carryforward 
cannot be seen or touched, unlike a dollar bill (for 
example), which can be seen and touched.

Based on the above considerations, a taxpayer’s 
NOL carryforward tax attribute should not be classi-
fied as either tangible real property (i.e., real estate) 
or tangible personal property.

An understanding of how an NOL carryforward is 
categorized for financial accounting purposes may be 
useful to determine if the NOL tax attribute should 
be subject to property tax in our hypothetical taxing 
jurisdiction.

For example, if real estate and tangible personal 
property are the only categories of property that 
are subject to property taxation in a subject tax-
ing jurisdiction, then the assessment should not 
include the value of the taxpayer NOL carryforward 
tax attributes (or any other individual income tax 
attributes).

Also, if all categories of property are subject to 
property taxation in a subject taxing jurisdiction, 
then it is noteworthy that an NOL carryforward 
as an individual tax attribute is not a property (or 

asset) of the taxpayer. Rather, an NOL carryforward 
is just one tax attribute that is a component of the 
calculation for the taxpayer’s DFIT asset or liability 
account.

And, while the DFIT account may be classified as 
property, it may have a positive value or a negative 
value. That is, depending on the interplay of all of the 
taxpayer’s income tax attributes, the taxpayer’s DFIT 
account may be an asset (i.e., have a debit balance) 
or a liability (i.e., have a credit balance).

To our knowledge, an NOL carryforward bal-
ance is not taxable in a jurisdiction that taxes only 
real estate and tangible personal property. Also, to 
our knowledge, an individual income tax attribute 
(without consideration of the taxpayer’s overall DFIT 
account balance) is not taxable property for property 
tax purposes in any taxing jurisdiction.

We note that the determination of which assets 
are subject to property taxation and which assets are 
not subject to property taxation is typically found 
in state statutes. This discussion is not intended to 
provide a legal interpretation of any particular state 
statutes.

Rather, this discussion of which assets are sub-
ject to property taxation and which assets are not 
subject to property taxation is presented from a valu-
ation perspective and not from a legal perspective. 
Taxpayers should consult with legal counsel for legal 
instructions regarding which taxpayer assets are 
subject to property taxation in any particular taxing 
jurisdiction.

THE 0 PERCENT TAX RATE 
ASSUMPTION RESULTS IN 
INVESTMENT VALUE—NOT 
MARKET VALUE

Many states assess ad valorem tax based on the 
taxable asset’s fair cash value, market value, true 
value, or some other similar market-derived stan-
dard of value. “All of these definitions have come 
to mean the price at which a property will sell 
from a willing seller to a willing buyer, both cogni-
zant of all pertinent facts and neither being under 
duress.”11

This value definition is similar to the typical fair 
market value definition that is used for many other 
valuation purposes, such as valuations prepared for 
federal income tax, federal gift or estate tax, bank-
ruptcy, or commercial financing purposes.

The standard of value called investment value, 
on the other hand, can be defined as “The value of 
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a property interest to a particular investor or class 
of investors based on the investor’s specific require-
ments. Investment value may be different from 
market value because it depends on a set of invest-
ment criteria that are not necessarily typical of the 
market.”12

When a taxpayer unit valuation is performed 
using the market value standard of value (or some 
other similar standard of value), the subject valua-
tion variables (e.g., income and expense, discount 
rate, and capitalization rate) should represent the 
requirements of the typical market participants. 
That is, the market-derived valuation variables 
should not be the actual financial variables associ-
ated either with the subject taxpayer or with the 
subject property.

It follows that if a particular jurisdiction seeks 
to estimate the market value of a subject taxpayer 
unit, then the NOI subject to capitalization should 
incorporate a market-derived income tax rate. The 
appropriate market-derived income tax rate is often 
measured as the typical market participant’s mar-
ginal income tax rate (e.g., 35 to 40 percent)—or the 
industry-average income tax rate (again, e.g., 35 to 
40 percent).

However, the income tax rate should not be the 
specific taxpayer’s actual tax rate, particularly if that 
actual tax rate is an extreme tax rate such as 0 per-
cent or 50 percent.

A market-derived income tax rate is the appro-
priate tax rate to use to estimate NOI in a unit 
valuation intended to estimate market value. This is 
because such a market-derived rate represents the 
income tax rate that market participants would use 
to estimate the NOI of the subject unit of operating 
assets.

According to the textbook Appraisal of Real 
Estate, “If an opinion of market value is sought, the 
income forecast should reflect the expectation of 
market participants. In an assignment to develop an 
opinion of investment value, the appraiser may base 
the income forecasts on the specific ownership or 
management requirements of the investor.”13

In addition, and as further explained below, a 
market-derived income tax rate should be used to 
estimate the after-tax discount rate or capitalization 
rate. The selection of both a market-derived NOI 
estimate and capitalization rate (both calculated 
from a market-derived income tax rate) are neces-
sary if the unit valuation objective is a market value 
estimate.

A second concern related to using either a tem-
porary or company-specific income tax rate for prop-
erty tax valuation purposes is that it does not treat 
similar taxpayers equally.

According to Property 
Taxation, “Taxes are said 
to be ‘equal and uniform’ 
when no person or class 
of persons in the taxing 
district, whether it be a 
state, county, city, town 
or village is taxed at a rate 
different from other per-
sons in the same district 
upon the same value or 
the same thing, and where 
the objects of taxation are 
the same, by whomsoever 
owned or whatsoever they 
may be.”14

The process of applying different income tax 
rates for different taxpayers (to calculate either NOI 
or a capitalization rate) results in (1) unit values 
that are not uniformly or consistently estimated 
and (2) property tax assessments that are not per-
formed in an equal and uniform manner among 
taxpayers. The desire for consistency and unifor-
mity is why the generally accepted procedure used 
to estimate the taxpayer normalized NOI (and the 
capitalization rate) is to apply a consistent market-
derived income tax rate for all similarly situated 
taxpayers in the jurisdiction.

The use of a 0 percent tax rate assumption (to 
calculate either the normalized NOI or the capital-
ization rate) results in an investment value for the 
subject taxpayer unit. That is, that taxpayer-specific 
income tax rate assumption results in the value of 
that taxpayer to that taxpayer.

The use of a taxpayer-specific income tax rate 
assumption does not result in the value of that tax-
payer to a typical market participant. That is, the use 
of a taxpayer-specific (instead of a market-derived) 
income tax rate assumption does not result in the 
market value of the taxpayer unit.

MISMATCHING THE INCOME 
STREAM AND THE CAPITALIZATION 
RATE

When applying the direct capitalization methodol-
ogy of normalized NOI divided by an after-tax direct 
capitalization rate, the direct capitalization rate and 
the NOI should be stated on the same income tax 
basis. That is, both valuation variables in this income 
approach valuation analysis should be stated on 
either a pretax basis or an after-tax basis.

Based on the 0 percent tax rate assumption, the 
income that is capitalized (i.e., the normalized NOI) 

“A market-derived 
income tax rate is 
the appropriate tax 
rate to use to esti-
mate NOI in a unit 
valuation intended 
to estimate market 
value.”
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is effectively a pretax measure of income. However, 
the direct capitalization rate is calculated as an after-
tax rate of return. Therefore, by using a 0 percent tax 
rate for the calculation of NOI but not for the calcu-
lation of the capitalization rate, the pretax NOI that 
is capitalized is mismatched to the selected after-tax 
capitalization rate.

It is not appropriate to capitalize a pretax income 
stream using an after-tax capitalization rate.15 The 
resulting mathematical conclusion is not a meaning-
ful value indication.

According to the textbook Cost of Capital, 
Applications and Examples, “A very common type 
of error in applying the income approach to valuation 
is to use a discount or capitalization rate that is not 
appropriate for the definition of economic income 
being discounted or capitalized. . . . If the entity being 
valued is subject to entity-level income taxes, then it 
is inappropriate to apply the cost of capital estimated 
by those methods to pretax return flows.”16

This valuation error—mismatching the tax level 
of the NOI and the direct capitalization rate—over-
states the indicated value of the taxpayer NOI and, 
consequently, overstates the taxpayer unit value 
estimated from the income approach. The amount 
of the value overstatement approximately equals the 
market-derived tax rate that is appropriate to esti-
mate the taxpayer NOI. That is, if the appropriate 
taxpayer tax rate is 35 percent, then (1) the taxpayer 
NOI will be overstated by 35 percent and (2) the con-
cluded income approach taxpayer unit value will also 
be overstated by 35 percent.

NOL CARRYFORWARD RISK 
FACTORS

An NOL carryforward (or any similar income tax 
attribute) may not be subject to property taxation 
in a taxing jurisdiction that assesses real estate and 
tangible personal property. However, if a taxing juris-
diction did assess property tax on a taxpayer’s NOL 
carryforward (or similar tax attribute), that jurisdic-
tion should consider all of the risk factors that influ-
ence the market value of the NOL.

This discussion only considers the value of a tax-
payer’s NOL carryforward. This discussion does not 
consider a taxing authority’s statutory right to assess 
a property tax on a NOL carryforward.

Estimating the value of a taxpayer’s NOL car-
ryforward based on the above market value defini-
tion requires the analyst to consider the expected 
sale price of the NOL in a hypothetical transaction. 
Therefore, the first step in such an analysis is to 
consider the feasibility of a sale of a taxpayer NOL 
carryforward.

Although an NOL carryforward is not transferable 
by itself, an NOL may be a valuable component of a 
sale of a target company’s stock. According to “Don’t 
Ignore a Target’s NOLs: The Price and Structure of 
Your Deal Can Depend on Them,” “NOL carryfor-
wards may be of significant value to certain buy-
ers.”17 This journal article suggests, however, that “if 
the issue [of NOLs] does arise in price negotiations, 
buyers often argue that the market price for NOLs is 
‘pennies on the dollar.’”18

Three risk factors that may cause the buyer of 
the taxpayer company to discount the value of an 
NOL in price negotiations are: (1) regulatory restric-
tions such as the Internal Revenue Code Section 382 
(“Section 382”) limitation, (2) the amount and tim-
ing of the NOL carryforward economic benefit, and 
(3) the accuracy of the amount of the reported NOL 
carryforward.19 Each of these factors increases the 
risk that the buyer of the taxpayer company will not 
be able to entirely benefit from the target company’s 
NOL carryforward.

Factor 1—Regulatory Restrictions
There are several circumstances where a taxpayer 
company may not be able to fully use its NOL car-
ryforward. The following list includes four restric-
tions on the use of the NOL carryforward that are 
described in the article, “Net Operating Losses: How 
Much Are These ‘Assets’ Really Worth?”:20

 Section 269. This section disallows the 
corporate acquirer’s use of an NOL car-
ryforward when an acquisition’s principal 
purpose is income tax avoidance.

 Separate Return Limitation Year (SRLY) 
Limitations. The SRLY limitations restrict 
which entity can use the company’s NOL 
carryforward. Generally, the SRLY limita-
tions prevent profitable corporate acquirers 
from using the NOL carryforward of a loss 
target company acquiree.

 Section 382. This section imposes an annual 
limitation amount on the corporate acquir-
er’s use of the target NOL carryforward. The 
Section 382 NOL use limitation is triggered 
by ownership changes in the loss target cor-
poration.

 Section 384. This section limits a corporate 
acquirer from offsetting its NOL against any 
taxable gain of a target company acquiree.

The above-listed four restrictions relate to the 
uncertainty surrounding the eventual economic ben-
efit associated with the use of an NOL carryfor-
ward based on statutory provisions included in the 
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Internal Revenue Code and associated Treasury 
Regulations. As a result of these restrictions, a tax-
payer’s NOL carryforwards “represent the potential 
future tax savings as the result of past operations 
and, thus, may provide future cash flow benefits in 
the form of lower future tax costs. However, realiza-
tion of deferred tax assets is subject to considerable 
uncertainty [emphases added].”21

Two of these statutory provisions are particularly 
relevant in a market value valuation analysis of a 
taxpayer’s NOL carryforward for property tax pur-
poses: (1) the SRLY rules and (2) the Section 382 
limitation. 

The SRLY Rules
The SRLY rules apply if a corporation with an NOL 
carryforward is acquired by, and becomes a member 
of, a consolidated group. In general, “the SRLY rules 
limit the consolidated group’s use of separate return 
limitation year losses to the amount of income gener-
ated by the acquired corporation after it becomes a 
member of the group (the SRLY limitation).”22

This SRLY limitation controls how the corporate 
acquirer can use the target company NOL carryfor-
ward with respect to the acquirer’s other subsidiar-
ies. This SRLY restriction decreases the value that 
the corporate acquirer of the loss company would 
place on the target company NOL carryforward.

However, Treasury Regulation 1.502-21 states 
that the SRLY limitation does not apply if the con-
solidated group is subject to the Section 382 limita-
tion (discussed below). Therefore, in an acquisition 
of 100 percent of a taxpayer company stock (which 
would trigger the Section 382 limitation), a corpo-
rate acquirer would be more concerned with the 
application of the Section 382 limitation than with 
the SRLY rules. 

Section 382 Limitation
The Section 382 limitation reduces the value a cor-
porate acquirer would place on a target company 
NOL carryforward. “In general, the Section 382 limi-
tation limits the extent to which a target corporation 
that experiences an ‘ownership change’ may offset 
taxable income in any post-change taxable year by 
pre-ownership change NOLs.”23

The Section 382 NOL use limitation applies 
after an “ownership change.” There are two types 
of ownership change that can trigger the Section 
382 NOL income offset limitation: (1) an ownership 
change involving one or more 5 percent loss company 
shareholders and (2) any tax-free reorganization of 
the loss company (with a few exceptions).

In either case, a 5 percent loss company share-
holder must have increased his or her ownership 
percentage in the loss company by more than 50 
percent (over his or her lowest pre-change owner-
ship percentage) within three years of the ownership 
change event.

When an ownership change occurs, the Section 
382 limitation equals (1) the fair market value of the 
old loss corporation multiplied by (2) the long-term 
federal tax exempt rate. This limitation on the use of 
an NOL carryforward applies to any post-change year. 

Let’s return to our illustrative taxpayer. Let’s fur-
ther assume that 100 percent of the LossCo common 
stock was sold on the January 1, 2015, assessment 
date. Let’s also assume that (1) the LossCo common 
stock equity value equals $12 million on the date of 
the ownership change and (2) the long-term federal 
tax exempt rate equals 2.3 percent.24

Based on these assumptions and the Section 382 
limitation, the maximum amount of acquirer com-
pany annual income that could be offset in any post-
change year is approximately $280,000 ($12 million 
multiplied by 2.3 percent, rounded).

Since an NOL carryforward has a maximum 
20-year carryforward period, no more than $5.6 mil-
lion (calculated as $280,000 multiplied by 20 years) 
of the LossCo NOL carryforward would be available 
for use after an ownership change. This $5.6 million 
figure represents a $4.4 million permanent reduction 
compared to the total reported amount of the LossCo 
NOL carryforward.

However, the amount of the NOL carryforward 
that is not ultimately used in this example could 
exceed $4.4 million due to the time value of money. 
This is because the annual limitations could force 
the corporate acquirer to delay the use of the LossCo 
NOL carryforward. The following example illustrates 
this point.

Let’s modify the above scenario and assume that 
(1) 100 percent of the LossCo common stock was 
sold for $22 million (instead of $12 million); (2) the 
Section 382 limitation equals $500,000 (based on 
the modified sales price); and (3) all other facts are 
unchanged.

As noted above, the LossCo projected 2015 tax-
able income is $1 million. Assuming an ownership 
change did not occur and the Section 382 limitation 
did not apply, LossCo could use its existing NOL car-
ryforward to reduce all of the projected 2015 taxable 
income.25

If an ownership change took place and the 
Section 382 limitation did apply (a hypothetical unit 
sale is an assumption in the market value standard 
of value), then LossCo could only reduce $500,000 
($22 million multiplied by 2.3 percent, rounded) of 
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the projected taxable income instead of $1 million 
without the Section 382 limitation.

Based on these assumptions, (1) without being 
subject to a Section 382 limitation, LossCo could use 
$1 million of its NOL carryforward each year for 10 
years or (2) if an ownership change occurred and trig-
gered the Section 382 limitation, LossCo could use 
$500,000 of its NOL limitation each year for 20 years.

Given these two alternative income shelter 
scenarios, it is obvious that the $1 million/10-
year income shelter use is more valuable than the 
$500,000/20-year income shelter use. The difference 
between these two income shelter scenarios is that 
the loss company is moving $500,000 of NOL use 
from year 1 to year 11, $500,000 of NOL use from 
year 2 to year 12, and so on until $500,000 of the 
NOL use is moved from year 10 to year 20.

The $1 million/10-year income shelter is more 
valuable because an investor/corporate acquirer 
would always prefer to receive a dollar in year 1 over 
a dollar received in year 11.

The risk that a loss company will benefit from its 
existing NOL carryforward is not limited to the exist-
ing Treasury Regulations. That is, the company also 
faces the risk related to future statutory, judicial, or 
administrative changes in the Internal Revenue Code 
or related Treasury Regulations. Such changes could 
alter how a current NOL carryforward balance may 
be used in the future.

Factor 2—Amount and Timing of 
Projected Economic Benefit of the 
NOL

“Perhaps the most significant factor impacting the 
value of NOL carryforwards is the probable amount 
and timing of future taxable income.”26 When ana-
lyzing this factor, the corporate acquirer will con-
sider the target company (i.e., the loss company) 
projected taxable income. This amount of taxable 
income projection will inform the corporate acquirer 
as to if and when the NOL carryforward may be used.

This taxable income analysis performed by the 
corporate acquirer will also consider the target com-
pany projected taxable income subsequent to the 
acquisition transaction. This analysis may include 
consideration of buyer-specific post-acquisition syn-
ergies (which may not be relevant in a fair market 
value analysis) or other buyer-specific projections 
related to the target company.

For example, the corporate acquirer may con-
sider if the target company will sell certain operating 
assets after the transaction, or if the target company 
is expected to be more profitable as a result of the 
transaction. These factors will affect the corporate 

acquirer’s ability to realize a benefit from the target 
company NOL carryforward after a transaction.

Because of the time value of money, an NOL car-
ryforward is more valuable the sooner that it can be 
used. If the target company is not expected to earn 
a meaningful amount of taxable income for several 
years after the transaction date, or if the amount of 
future income is highly uncertain, then the corporate 
acquirer may not place much value on its ability to 
benefit from the target company NOL carryforward. 

The corporate acquirer will also consider if it 
can use the target company NOL carryforward to 
reduce the income of its other subsidiaries or lines 
of business. In certain situations, “tax law permits 
the NOLs of the target corporation . . . to be used to 
offset the future taxable income of not only the target 
corporation, but also the future taxable income of 
other members of its consolidated group of corpora-
tions (even if they were not consolidated at the time 
that the loss was originally incurred).”27

The SRLY rules discussed above limit how the 
acquirer corporation consolidated group subsidiaries 
can use the NOL carryforward of an acquired loss 
company.

Factor 3—Accuracy of the Reported 
NOL Balance

The third factor that a hypothetical corporate 
acquirer of a loss company would be concerned with 
is the amount and accuracy of the reported NOL 
carryforward balance. The amount of confidence 
that the corporate acquirer places in the accuracy of 
the reported NOL carryforward balance varies with 
the amount of (1) corporate acquirer due diligence 
and (2) loss company seller representations, both 
of which will necessarily include some risk of being 
inaccurate.

This risk of reported NOL carryforward balance 
accuracy is due to the fact that the corporate acquir-
er will have limited time and resources to conduct 
its due diligence. Also, the loss company seller will 
not be willing to absorb all of the risk related to the 
accuracy of the reported NOL balance. An NOL car-
ryforward has up to a 20-year carryforward period, 
and the loss company seller will not want to be 
exposed to transaction-related liability for that long 
of a time period.

The corporate acquirer confidence in the 
accuracy of the reported NOL will be related to the 
value it places on the NOL carryforward. That is, 
the more confident the corporate acquirer is in the 
quality of the reported NOL balance, the more the 
acquirer will be willing to pay to acquire the loss 
company. This risk of uncertainty of the amount of 
the NOL carryforward balance is mitigated (but not 
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eliminated) when the target loss company provides 
audited financial statements.

This uncertainty risk is not eliminated with 
audited financial statements. This is because the 
loss company is still subject to an Internal Revenue 
Service audit. That is, upon audit, the Service may 
propose adjustments to the amount of the loss com-
pany NOL carryforward.

PERPETUITY ASSUMPTION FOR THE 
NOL CARRYFORWARD

All three previously discussed factors affect the mar-
ket value of the taxpayer’s NOL carryforward and all 
three factors should be considered in any valuation 
of the taxpayer NOL-related expected economic 
benefit.

None of those three factors are specific to the 
valuation method used to assess the taxpayer’s 
total unit (which may include any value attributed 
to the taxpayer NOL carryforward). If the taxpayer 
unit value is estimated using an income approach 
valuation method that incorporates the 0 percent 
tax rate assumption, the analyst should also con-
sider if and how the income tax rate selected to 
estimate the taxpayer NOI accounts for the NOL 
balance.

In the direct capitalization method, (1) the 
taxpayer NOI represents normalized income in 
the period following the valuation date and (2) the 
direct capitalization rate is typically measured as 
the discount rate minus the NOI expected long-term 
growth rate. This valuation method assumes that the 
taxpayer NOI will increase or decrease in perpetuity 
at a constant rate of change.28

If an income stream based on a 0 percent tax rate 
is capitalized, the analyst is assuming (either implic-
itly or explicitly) that the economic benefit of the 
taxpayer NOL carryforward will be available to the 
taxpayer in perpetuity.

The actual maximum carryforward period for an 
NOL is 20 years. Therefore, an NOL carryforward 
(and the associated economic benefit) has a finite 
life, and not an infinite life.

The direct capitalization valuation method is 
a perpetual life formula—it treats any economic 
benefit as a perpetuity economic benefit. And, the 
economic benefit of a taxpayer NOL carryforward 
does not have a perpetual life. Therefore, it is inap-
propriate to capitalize the economic benefit associ-
ated with the NOL carryforward when performing 
the direct capitalization procedure in an income 
approach unit valuation analysis.

It is a procedural error to incorporate a limited 
life economic benefit stream (of any nature) into a 
direct capitalization method analysis.

This error of including a limited life economic 
benefit in a perpetuity valuation model is dem-
onstrated in Cost of Capital: Application and 
Examples:

When using a constant growth (i.e., Gordon 
Growth) model to estimate terminal value at 
the end of the discrete forecast period, the 
formula calls for the normalized net cash 
flow in the terminal year to be grown at the 
expected long-term growth rate and divided 
by the capitalization rate. . . . Because the 
constant growth model assumes growth in 
perpetuity, any elements of the net cash flow 
that will not be growing over time or have a 
finite life need to be removed from the net 
cash flow and valued separately. Examples 
of such finite life items include . . . [t]ax-loss 
carryforwards [emphases added].29

The valuation guidance provided in the above-
mentioned textbook is based on the fact that income 
or expense items that will not continue into perpe-
tuity (such as an NOL carryforward economic ben-
efit) should not be capitalized as a perpetuity in an 
income approach analysis. Rather, such a limited life 
economic benefit should be valued separately from 
the taxpayer’s unlimited life economic benefits.

Furthermore, according to the textbook 
Investment Valuation, “It is good practice to assume 
that the tax rate used in perpetuity to compute the 
terminal value will be the marginal tax rate. . . . 
To the extent that tax planning or deferral caused 
this payment [of income taxes] to be very low (low 
effective tax rates) or very high (high effective tax 
rates), we run the risk of assuming that the firm can 
continue to do this in the future if we do not adjust 
the net income for changes in the tax rates in future 
years.”30

The economic benefit that a taxpayer will enjoy 
from its NOL carryforward is temporary. It is simply 
inappropriate for an analyst to assume that any loss 
company will benefit from its NOL carryforward into 
perpetuity.

To the extent there is any limited life economic 
benefit, this economic benefit should be valued 
separately (based on a yield capitalization analysis) 
and then added to (or subtracted from) the direct 
capitalization analysis (that was calculated without 
the specific economic benefit).

Alternatively, the analyst could simply use the 
yield capitalization method to value the subject 
taxpayer. In that yield capitalization analysis, the 
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analyst could consider the specific finite life of each 
of the taxpayer economic benefits.

An income approach method that capitalizes the 
entire economic benefit related to the taxpayer NOL 
carryforward (i.e., a method that assumes a 0 per-
cent tax rate) is not reasonable based on the limited 
life of any NOL carryforward. This valuation error 
overstates the taxpayer NOI. And, therefore, such a 
fundamental valuation error overstates both the con-
cluded taxpayer value and the value of any taxpayer 
tax attributes (such as an NOL carryforward).

VALUATION OF A TAXPAYER NOL 
CARRYFORWARD

In the valuation of loss companies (i.e., and not just 
of the loss company’s real estate or tangible personal 
property), the value of an NOL carryforward tax 
attribute is often estimated using one of two valua-
tion methods.

Using the first NOL tax attribute valuation method:

1. The subject loss company is valued without 
any consideration of the NOL carryforward

2. The value of the NOL tax attribute is sepa-
rately estimated.

3. The loss company concluded value equals 
the sum of the step one value and the step 
two value.31

Using the second NOL valuation method, the loss 
company is valued using an income approach yield 
capitalization method. In this analysis, the estimated 
income tax rate changes over the income projection 
period until the NOL carryforward is no longer avail-
able.32

A detailed explanation of these two NOL eco-
nomic benefit valuation methods is beyond the scope 
of this discussion. However, we are unaware of any 
valuation textbook, journal article, judicial decision, 
or conference presentation that supports the valua-
tion of an NOL carryforward economic benefit using 
the 0 percent tax rate assumption.

THE LOSSCO NOL CARRYFORWARD 
ECONOMIC BENEFIT

Let’s consider the impact (if any) of the NOL carry-
forward economic benefit on the value of our illustra-
tive loss company taxpayer, LossCo. As previously 
discussed, the market value of a loss company NOL 
carryforward is limited by at least three factors: (1) 
the expected timing and amount of future taxable 

income, (2) statutory NOL use restrictions, and (3) 
the risk related to the amount and accuracy of the 
reported NOL carryforward balance.

A hypothetical corporate acquirer of the LossCo 
common stock equity would consider each of these 
three NOL use limitations when determining the 
value attributable to the subject loss company NOL 
carryforward.

If the LossCo unit value is estimated (1) using an 
income approach direct capitalization method; (2) 
based on after-tax NOI calculated assuming a 0 per-
cent tax rate (due to the LossCo NOL carryforward); 
and (3) using an after-tax direct capitalization rate, 
then the concluded value will represent the value of 
all of the LossCo operating assets, both tangible and 
intangible.

In addition, the unit value conclusion will include 
a perpetuity value attributed to the LossCo NOL car-
ryforward. In fact, this concluded LossCo unit value 
will also overstate the value attributed to the LossCo 
NOL carryforward tax attribute. This is because 
the unit value increment does not consider the risk 
factors or the erroneous perpetuity assumption dis-
cussed herein.

Let’s assume that (1) the LossCo after-tax NOI 
is estimated at $1 million, (2) the NOI is calcu-
lated assuming a 0 percent income tax rate (i.e., 
pretax NOL and after-tax NOL are the same in this 
example), and (3) the direct capitalization rate is 
estimated at 12 percent. Using these assumed valu-
ation variables, the indicated LossCo unit value is 
$8.3 million, calculated as $1 million divided by 12 
percent.

Let’s further assume that the same hypotheti-
cal valuation variables as presented in the prior 
paragraph, except that the LossCo after-tax NOI is 
estimated using a 35 percent tax rate. Using these 
revised valuation variables, the indicated LossCo 
unit value is now $5.4 million, calculated as $1 mil-
lion multiplied by (one minus the 35 percent tax 
rate) divided by 12 percent.

The indicated value difference between using the 
0 percent tax rate assumption and the 35 percent 
tax rate assumption is $2.9 million (or a 35 percent 
value difference). This $2.9 million value component 
represents the implied LossCo value attributed to the 
NOL carryforward. Based on this value increment, 
over one-third of the LossCo total value is created by 
the LossCo NOL carryforward tax attribute.

That is, using the direct capitalization valuation 
method the amount of the value attributed to the 
NOL carryforward tax attribute will equal the differ-
ence between (1) the normalized tax rate without 
the NOL and (2) the normalized tax rate with the 
impact of the NOL.
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The 0 percent tax rate assumption also ignores 
the other LossCo deferred income tax assets and 
liabilities that may affect the future LossCo income 
tax expense. As noted above, an NOL carryforward 
is just one component of the LossCo net deferred 
income tax asset (or liability) account.

When all other components of this balance sheet 
account are considered in the aggregate—including 
the LossCo NOL carryforward—LossCo actually 
reported a net deferred income tax liability of $1 
million as of December 31, 2014. A deferred income 
tax liability “represents the increase in taxes pay-
able in future years as a result of taxable tempo-
rary differences existing at the end of the current 
year.”33

Based on the December 31, 2014, LossCo net 
deferred income tax liability position, the company 
may actually receive little or no economic benefit 
from its NOL carryforward. And, the future LossCo 
income tax expense may be greater than what would 
be calculated based on its marginal income tax rate. 
This risk factor, which is caused by the interaction of 
all of the LossCo tax attributes (in addition to NOL 
carryforward tax attribute), is not considered by 
using the 0 percent tax rate assumption.

Using a 0 percent tax rate assumption to estimate 
the LossCo unit value results in a substantial value 
increment being created by the LossCo NOL car-
ryforward tax attribute. This value increment repre-
sents over one-third of the total value in the above 
direct capitalization method example.

This LossCo unit value indication is overstated 
because (1) it does not consider the tax attribute 
risk factors described above and (2) it incorrectly 
assumes that the NOL carryforward has a perpetual 
life.

CONCLUSIONS AND 
RECOMMENDATIONS

Based on the analyses summarized above:

 A taxpayer’s NOL carryforward tax attri-
bute (and any other individual income tax 
attribute) should not be subject to property 
tax in a jurisdiction that only assesses real 
estate and tangible personal property.

 A taxpayer’s NOL carryforward tax attribute 
is one of many individual income tax compo-
nents that comprise the taxpayers deferred 
income tax asset or liability account; only 
this deferred income tax account in its 
entirety should be considered in the tax-
payer unit valuation in a jurisdiction where 
the taxpayer NOL is subject to property tax.

 The use of the 0 per-
cent tax rate assump-
tion results in the 
investment value of the 
taxpayer unit, and not 
the market value of the 
taxpayer unit. Such a 
taxpayer-specific tax 
rate assumption is not 
a market-derived valu-
ation variable.

 The use of the 0 per-
cent tax rate assump-
tion inappropriately 
capitalizes a pretax 
income stream by reference to an after-tax 
direct capitalization rate.

 The use of the 0 percent tax rate assump-
tion inappropriately concludes that the tax-
payer NOL carryforward has an independent 
market value that is equal to the expected 
future reduction in the taxpayer income tax 
expense.

 The use of the 0 percent tax rate assumption 
inappropriately assumes that the taxpayer 
company will never pay any income taxes at 
any time in the future.

The effect of these procedural and conceptual 
errors, taken individually or cumulatively, is to (1) 
overstate the taxpayer total unit value and (2) over-
state the value of the taxpayer NOL carryforward tax 
attribute.

Based on these observations, analysts (and taxing 
authorities) should exclude the NOL carryforward 
tax attribute from the taxpayer unit value conclu-
sion. This exclusion is particularly appropriate in a 
jurisdiction that only assesses real estate and tan-
gible personal property.

In order to exclude the value of a taxpayer’s NOL 
carryforward from an income approach unit valu-
ation method, the analyst (and the taxing author-
ity) should calculate the taxpayer’s NOI based on a 
market-derived income tax rate rather than using 
the 0 percent tax rate assumption. Often, a mar-
ket-derived income tax rate is the typical market 
participant’s marginal tax rate or an industry aver-
age effective income tax rate. However, it is not a 
taxpayer-specific income tax rate (particularly if the 
taxpayer-specific income tax rate is aberrational—
such as 0 percent).

Alternatively, if the taxpayer NOL carryforward is 
subject to property tax in the taxing jurisdiction and 
the taxpayer unit value is estimated using an income 
approach valuation method, then:

“. . . analysts (and 
taxing authorities) 
should exclude the 
NOL carryforward 
tax attribute from 
the taxpayer unit 
value conclusion.”
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1. the taxpayer NOI should be calculated using 
a market-derived income tax rate (e.g., 35 
percent) in order to estimate the market 
value of the unit excluding the value of the 
NOL carryforward and

2. the NOL carryforward should be separately 
valued based on a generally accepted NOL 
valuation method with consideration of the 
tax attribute risk factors and finite carryfor-
ward life discussed above.

Even in a jurisdiction that assesses all taxpayer 
assets, no one individual tax attribute should dispro-
portionately influence the taxpayer total unit value. 
Rather, the analyst (and the taxing authority) should 
consider the entirety of the taxpayer’s tax attributes. 
The interaction of all taxpayer tax attributes deter-
mines the balance in the taxpayer’s deferred income 
tax asset (or liability) account. And, such a taxpayer 
deferred income tax asset (or liability) account bal-
ance is already presented on the taxpayer’s GAAP-
based balance sheet.
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Adjusting for Underfunded Pension and 
Postretirement Liabilities
Christopher W. Peifer

Business Valuation Insights

Fewer and fewer companies have pension liabilities recorded on their balance sheets. 
This is because most employer companies continue to shift retirement programs to 

defined contribution plans such as 401(k) plans instead of traditional defined benefit 
pension plans. However, a significant number of companies still provide pension plans for 

their employees. Since many employer pension plans and other postretirement benefits 
plans are underfunded, to some degree, the funding status of a company’s pension and 
postretirement benefits should be considered as part of the business valuation process.

BACKGROUND
The number of companies with active pension plans 
has steadily decreased over the last several decades. 
In order to reduce or eliminate pension liabilities, 
companies will either freeze existing postretirement 
benefit plans or terminate such plans in favor of 
defined contribution plans.

The reason for this benefit plan change is to shift 
the primary responsibility for funding retirement 
from the employer corporation to the employees.

This change in employee postretirement benefit 
plans is documented in statistics provided by the 
Employee Benefit Research Institute (EBRI).

According to the EBRI, between 1979 and 2011, 
among all workers with access to employer-based 
retirement plans, the percentage of workers solely 
participating in defined benefit pension plans declined 
from 62 percent in 1979, to 7 percent in 2011.

Over the same period, the percentage of workers 
solely participating in defined contribution plans 
such as 401(k) plans increased from 16 percent in 
1979, to 69 percent in 2011.

And, as a result of companies changing benefit 
plans, the percentage of workers participating in 
both defined benefit plans and defined contribution 
plans increased from 22 percent in 1979 to 24 per-
cent in 2011.1

In a Towers Watson study of retirement benefits 
for Fortune 500 companies, only 34 Fortune 500 
companies (7 percent of all Fortune 500 companies) 
offered a traditional defined benefit pension plan to 
newly hired salaried employees as of year-end 2013.

This is a substantial decrease from 251 Fortune 
500 companies (just over 50 percent) in 1998, which 
offered traditional defined benefit pension plans.

Over the same period, the number of Fortune 
500 companies offering only defined contribution 
plans to new hires increased from 195 (39 percent) 
in 1998 to 382 companies (over 76 percent) in 2013.

Between January and September 2014, three 
of the 34 Fortune 500 companies that had offered 
traditional defined benefit pension plans closed 
their plans to new hires and now offer only defined 
contribution plans.2

As the data from EBRI and Towers Watson 
reflect, defined benefit retirement plans are being 
supplanted by defined contribution plans.

Although the number of workers participating in 
corporate pension plans has continued to decrease 
over the last several decades, a significant number 
of public and private corporations still have defined 
benefit pension plans for employees.

These plans include active defined benefit pen-
sion plans, and frozen defined benefit pension plans 
for existing workers that are not available to newly 
hired employees.
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Many of these plans 
are underfunded, to some 
degree, resulting in the 
need to address under-
funded pension liabilities 
in the valuation process. 
Many companies also have 
underfunded (or completely 
unfunded) postretirement 
health care obligations to 
former employees, which 
also should be considered 
in the business valuation 
process.

THE FUNDED STATUS OF A 
PENSION PLAN

For many pension plans, the fair value of pension 
plan assets is less than the projected benefit obliga-
tion, resulting in an underfunded pension plan.

According to New York University professor 
Aswath Damodaran, the underfunded amount is an 
unfunded liability of the company, and should be 
deducted from a company’s market value of invested 
capital in the determination of the market value of a 
company’s equity.3

The deduction of unfunded pension liabilities 
from a company’s market value of invested capital 
should be made on an after-tax basis.4

In order to determine pension funding levels, 
deferred pension and other postretirement benefit 
amounts are typically estimated by management. 
These estimates depend on management assump-
tions that may vary widely between companies.

Employer corporations or pension plan adminis-
trators often make general assumptions which  may 
include the following:

1. The length of time employees will work for 
the company

2. The wages employees will earn while work-
ing for the company

3. The life spans of employees in retirement

4. The investment gains and earnings on plan 
assets set aside to pay pension benefits

Based on these assumptions, corporations esti-
mate the present value of expected future benefits 
payable to employees. Pension obligations, or pro-
jected benefit obligations, are offset by pension plan 
assets. Pension expense in any given year accounts 
for the amount of benefits earned by employees in 
excess of the earnings from pension plan assets.5

Many of the assumptions and calculations made 
to determine the present value of expected future 
benefits are done by actuaries working with compa-
ny management. Based on the actuarial assumptions 
regarding life spans of pension plan participants 
and the growth of pension plan assets, a company’s 
financial statements reflect the projected benefit 
obligation, and also the fair value of plan assets.

The difference between the fair value (current 
market value) of a pension plan’s assets available 
to pay future benefits and the present value of its 
future obligations indicates the funded status of the 
pension plan.

Although actuarial assumptions should be 
reviewed, the valuation analyst typically relies on 
the subject company and its actuarial consultants 
to determine the funded status of a pension plan.

With regard to postretirement health care benefit 
obligations, a company’s financial statements are 
required to reflect the fair value of assets, if any, 
set aside to cover such obligations. The financial 
statements also reflect the present value of expected 
future postretirement health care benefit obligations.

Postretirement health care obligations are often 
entirely unfunded, with no assets set aside to fund 
the anticipated health care liabilities of covered 
retirees, in which case the unfunded amount is 
equal to the entire present value of expected ben-
efit obligations to cover postretirement health care 
benefits.

The unfunded amount of the liability should be 
deducted, net of tax, from a company’s market value 
of invested capital as part of the valuation process. 
An illustrative example of a defined benefit pension 
plan funding status and a postretirement benefit 
liabilities status is discussed below.

FUNDED STATUS OF PENSION 
OBLIGATIONS AND 
POSTRETIREMENT BENEFIT 
LIABILITIES: DEAN FOODS 
COMPANY

The Dean Foods Company (“Dean Foods”) provides 
an example of an underfunded pension liability and 
a completely unfunded postretirement health care 
benefit liability. Dean Foods retirement plan is a 
defined benefit pension plan.

In its SEC Form 10-K filing for the fiscal year 
ended December 31, 2014, the actuarial assumptions 
used for determining the 2014 net periodic benefit 
cost of the Dean Foods pension plan included the 
following:

“For many pension 
plans, the fair value 
of pension plan 
assets is less than 
the projected benefit 
obligation, resulting 
in an underfunded 
pension plan.”
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1. A weighted average 
discount rate of 4.9 
percent to discount 
future benefit costs 
to present value

2. Expected return 
on plan assets of 7 
percent

3. A 4 percent rate 
of increase for 
employee compen-
sation for the year6

In its SEC Form 10-K filing for the fiscal year 
ended December 31, 2014, Dean Foods reported 
the funded status of its pension plans and other 
postretirement benefit plans. The postretirement 
benefits are primarily health care benefits provided 
for former employees.

As has happened with many large U.S. corpora-
tions, nearly 90 percent of the Dean Foods U.S. 
defined benefit pension plan obligations were frozen 
with regard to future participation or increases in 
projected benefit obligations.

On the effective date of the freeze, employees 
were transitioned to a retirement benefit based on 
the frozen pension benefit and a 401(k) defined 
contribution plan.7

Dean Foods reported its funded status on the 
2014 SEC Form 10-K statement, as summarized in 
Table 1.8

As shown in Table 1, the Dean Foods U.S. pen-
sion plans were underfunded, and the amount of 
underfunding was $56.2 million at December 31, 
2014. Its postretirement benefit liabilities were 
completely unfunded in the amount of $39.1 mil-
lion.9

The combined level of underfunding of pension 
and postretirement benefit liabilities was approxi-
mately $95.3 million at December 31, 2014.

Dean Foods faces additional pension liabilities 
from various multiemployer pension plans in which 
it participates. As of year-end 2014, three of the four 
largest multiemployer plans in which Dean Foods 
participates were at least 80 percent funded, while 
one plan was less than 65 percent funded.

Dean Foods would face a withdrawal liability if 
it attempted to withdraw from any of these plans, 
but since it considered withdrawal to be very 
unlikely, Dean Foods did not indicate a potential 
withdrawal liability for any of the multiemployer 
pension plans.

Dean Foods makes the required annual contri-
butions to the multiemployer pension plans, and 

did not indicate its withdrawal liabilities from these 
plans.10

Although Dean Foods clearly has some under-
funding liability associated with these plans, the 
2014 SEC Form 10-K statement did not provide suf-
ficient information to determine a valuation adjust-
ment related to the multiemployer plans.

VALUATION ADJUSTMENTS FOR 
UNDERFUNDED PENSION AND 
POSTRETIREMENT LIABILITIES

Once the funded status of pension and postretire-
ment liabilities is known, the valuation analyst 
can determine the pension liability for valuation 
purposes.

Employer contributions to defined benefit pen-
sion plans are tax deductible, and investment earn-
ings accumulated in pension plans are tax exempt.11

Due to the tax benefits to employers of contri-
butions to pension plans for the benefit of their 
employees, the actual amount subtracted from 
a company’s market value of invested capital in 
determining its equity value for valuation purposes 
is the underfunded pension liability net of tax, 
reflecting the tax savings to the company on lower 
pretax income after deducting pension contribu-
tions expense.

The tax rate utilized in the calculation should 
be the company’s marginal income tax rate. 
Contributions to postretirement health care plans 
are also tax deductible for employers, and the post-
retirement benefit liability subtracted from a com-
pany’s market value of invested capital should also 
be net of tax.

Multiplication of the amount of underfunding for 
pension plan and postretirement benefit obligations 
by one minus the marginal income tax rate results 
in the liability amount to be subtracted from a com-
pany’s market value of invested capital.

 U.S. Pension Plans Postretirement Benefit Liabilities  

Fair Value of Plan Assets $289,526 $0 

Projected Benefit Obligations $345,766 $39,126 

(Under)funded Status ($56,240) ($39,126) 

Table 1
Dean Foods Company
Funded Status of Pension Plans and Other Postretirement Benefit Liabilities
As of December 31, 2014 (thousands)
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Based on the Dean Foods underfunded pension 
and postretirement liability of $95.3 million, and 
assuming a marginal income tax rate of 35 percent, 
this would result in a $61.9 million pension and 
postretirement benefit liability, net of tax [$95.3 
million × (1 – 0.35)].

The historical income statement of the subject 
company may be adjusted by removing the reported 
pension expense from the income statement, and 
substituting in its place the service cost and amor-
tization of prior service cost, which are reported in 
the notes to the financial statements of the subject 
company.

The service cost and amortization of prior ser-
vice cost represent the current value of future pay-
ments to retirees. The service cost represents the 
present value of retirement promises in a particular 
year, and prior service cost represents additional 
retroactive benefits to retirees due to amendments 
to a company’s pension plan.

Other items of pension expense (interest cost, 
expected return on plan assets, and amortization 
of losses) concern the performance of plan assets 
as opposed to business operations, and may be 
adjusted out of a company’s expenses.12

ADJUSTMENTS TO GUIDELINE 
PUBLIC COMPANIES

In situations where a market approach is applied to 
a subject company with underfunded pension and 
postretirement liabilities, specifically the guide-
line publicly traded company method, appropriate 
adjustments for underfunded pension and postre-
tirement liabilities of the guideline public compa-
nies should be made for earnings consistency across 
companies.

In this situation, the amount of underfunding, 
net of income tax at the marginal tax rate, should 
be treated like debt and added to the market value 
of equity, preferred stock, and interest-bearing debt 
in the development of each guideline company’s 
market value of invested capital.

In this way, the invested capital multiples of the 
guideline companies are adjusted to account for 
underfunded pension liabilities in order to provide a 
consistent analysis.

Income statement adjustments, as described 
above, may also be made to the guideline public 
companies. These adjustments will affect a com-
pany’s earnings-based pricing multiples, such as, 
earnings before interest, taxes, depreciation and 
amortization (EBITDA), EBIT, and other earnings 
measures.

WHAT ABOUT OVERFUNDED 
PENSION PLANS?

Thus far we have discussed underfunded pension 
plans and their associated liabilities. What about 
overfunded pension plans? In spite of all the talk 
about pension deficits, there are some overfunded 
plans out there.

If we are subtracting the underfunded amount of 
pension plans as a liability, net of tax, in determin-
ing the market value of equity of a company, should 
we add back the amount of overfunding of pension 
plans, net of tax, to determine the market value 
of equity of a company with excess pension plan 
assets?

Although not often a factor in valuation engage-
ments, valuation analysts may encounter situations 
where the value of pension plan assets exceeds the 
company’s projected benefit obligation. In such 
cases, the value of excess pension plan assets may 
be added, net of tax, to determine a company’s mar-
ket value of equity.

Although excess pension plan assets generally 
belong to a company’s shareholders, and not its 
pension plan beneficiaries, the potential to reclaim 
excess pension plan assets poses various issues for 
corporations.

Most importantly, (1) U.S. companies are subject 
to a 50 percent tax on excess assets withdrawn from 
pension funds, so the amount of overfunding which 
could potentially be added to equity value could be 
immediately reduced by 50 percent, and (2) com-
panies would likely consider the negative repercus-
sions of withdrawing funds from its pension plan as 
a strong disincentive to employees.

Since the 50 percent tax rate is really a penalty 
rate for reclaiming pension assets, it would gener-
ally only be applied in determining the value of an 
excess pension asset when valuing a company in 
liquidation or a company in the process of terminat-
ing its pension plan.

For going concerns, the tax rate applied to 
excess pension assets should be the subject com-
pany’s marginal tax rate, since excess pension 
assets allow companies to lower the level of pen-
sion contributions in future years. Therefore, the 
dollar amount of excess pension assets added to a 
company’s market value of equity for going concern 
businesses would be calculated as: [excess pension 
assets × (1 – marginal tax rate)].14

Although adverse tax consequences and poten-
tial reputational damage for reclaiming overfunded 
pension plan assets are likely to dissuade companies 
from reclaiming such assets, excess pension plan 
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assets should be considered in the business valua-
tion process.

CONCLUSION
Some may point out that a company’s underfunded 
pension liability can, without further pension con-
tributions by the company, be significantly reduced 
or even eliminated solely due to financial market 
gains over time and the resulting increase in value 
of the company’s pension assets.

The next step in this line of thinking is to 
ignore pension liabilities in the business valuation 
process. This position is based on the assumption 
that a pension plan is quasi-perpetual and over time 
market gains may reduce or eliminate the amount of 
underfunding in a pension plan.

However, business valuation is a date-specific 
process. And, the magnitude of a company’s under-
funded (or overfunded) pension status can be 
directly considered as of the valuation date.

Additionally, a prolonged period of decline in the 
stock and bond markets could substantially increase 
the underfunded status of a pension plan. Due to 
the uncertainty regarding the future performance 
of stock and bond markets, it may be best not to 
assume as part of a valuation that the underfunded 
status of a company’s pension obligations will some-
how self-correct over time and can therefore be 
ignored.

Adjusting a company’s market value of equi-
ty for underfunded pension and postretirement 
liabilities is typically done by determining the 
amount of underfunding, adjusting for tax benefits 
on pension contributions available to the corpo-
ration, and subtracting the underfunded pension 
liability, net of tax, in determining the market 
value of equity.

When applying a market approach to a subject 
company with underfunded pension and postretire-
ment liabilities, guideline public company multiples 
should be adjusted to account for underfunded pen-
sion and postretirement liabilities.

Although pension plans are slowly fading away as 
companies continue to freeze pension plan obliga-
tions or terminate pension plans each year, the need 
to consider pension assets and liabilities as part of 
the business valuation process will continue for the 
foreseeable future.
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HISTORY OF THE “BIG” TAX 
LIABILITY ISSUE

Prior to the Tax Reform Act of 1986, taxpayers were 
allowed an election to treat the acquisition of the 
equity of a C corporation as if it was an acquisition 
of the assets of the C corporation. The asset-
acquisition tax treatment allowed the C corporation 
buyer to depreciate the acquisition date fair market 
value (i.e., the “stepped-up basis”) of the acquired 
assets.

In addition, the asset-acquisition tax treatment 
allowed the seller to recognize the gain on the sale 
of the C corporation assets at the amount of the 
purchase price for the transaction.

This federal income tax treatment was referred 
to as the General Utilities1 doctrine, named after a 
landmark tax case. The so-called General Utilities 
doctrine allowed the selling shareholders to avoid 
the payment of double taxation on the “deemed” 
liquidation of the C corporation assets.

The General Utilities doctrine became obsolete 
as a result of the Tax Reform Act of 1986.

As a result of the discontinuation of the General 
Utilities doctrine, when all of the stock of a C corpo-
ration is acquired, normally2 the income tax basis of 
the acquired assets is carried forward and no step-
up in the basis of the acquired corporate assets is 
recognized by the stock buyer.

When an asset with unrecognized appreciation 
is held by a C corporation, then a built-in gains 
(BIG) tax obligation exists. The BIG tax is not paid 
by the C corporation until that asset is sold. A BIG 
tax obligation is common whether the subject C 
corporation3 is either an operating company or an 
investment or holding company.

When valuing C corporations after 1986, the 
issue of how to treat the BIG tax obligation is fre-
quently encountered by the valuation analyst. The 
issue presents itself when the valuation analyst con-
ducts an assignment for various purposes, including 
estate tax purposes.

In federal estate tax matters, the BIG tax issue 
has been the subject of litigation. Recently, fed-
eral courts have increasingly allowed a valuation 
adjustment to reflect the BIG tax obligation when 

Valuation Treatment of Built-In Gains in a 
C Corporation
Frank “Chip” Brown, CPA

Tax Controversy Insights

A built-in capital gains adjustment, if appropriate, is a discount or adjustment in the value 
of an ownership interest in an entity, typically a C corporation, that has a built-in capital 

gains tax liability. Corporate income taxes that will be due on the appreciation in the value 
of assets owned by a business can affect the value of an ownership interest in that business. 
The valuation analyst can develop an appropriate adjustment to value to offset the impact 
of capital gains taxes paid on the appreciated assets at some future liquidation event. This 
discussion demonstrates that, under most circumstances, built-in capital gains taxes in a 

C corporation (even though payment of those taxes is not due until the asset is sold in the 
future) reduces the value of the C corporation. Illustrative examples are provided in this 
discussion. In addition, this discussion summarizes the factors that the analyst typically 

considers in determining the amount of any value adjustment related to the built-in capital 
gains in a C corporation.
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determining the business value of a C corporation. 
However, not all courts have allowed a valuation 
adjustment equal to 100 percent of the estimated 
current built-in gains tax liability.

JUDICIAL PRECEDENT
In 1998, the Tax Court recognized the valuation 
implications of the liability represented by the 
built-in capital gains tax associated with appreciated 
capital assets held in a C corporation. The Estate of 
Davis5 was the first judicial decision to recognize 
the BIG tax valuation impact following the repeal of 
the General Utilities doctrine.

In Estate of Davis, the gift tax value of two 
25-share blocks of stock in a company with a total 
of 97 shares of common stock outstanding and orga-
nized as a C corporation was at issue.

The taxpayer’s two valuation experts and the 
Internal Revenue Service (“Service”) valuation 
expert (but not a Service employee) testified that 
a valuation adjustment was warranted—that is, a 
willing buyer and a willing seller would have taken 
the built-in tax liability into account in arriving at a 
purchase price for the stock.

The dispute in the Estate of Davis was over the 
appropriate amount of the valuation adjustment.

The Tax Court found that the full amount of 
built-in tax liability ($26.7 million) should not be 
taken as a valuation discount when there was no 
evidence that the subject C corporation planned to 
liquidate or sell any of its appreciated assets.

The Tax Court concluded that it was appropriate 
to include a BIG tax valuation discount (of $9 mil-
lion) as a part of the discount for lack of marketabil-
ity (or DLOM) to be applied in the gift tax valuation 
of the two blocks of stock.

Shortly after the Davis decision, in Eisenberg 
v. Commissioner,6 the Second Circuit reversed 
a memorandum decision of the Tax Court. The 
Appeals Court found that the Tax Court erred in 
not considering the BIG tax liability as a valuation 
adjustment, and the Second Circuit remanded the 
case back to the Tax Court to decide on the amount 
of the liability-related valuation adjustment.

The Service has acquiesced to the Eisenberg 
decision “to the extent that it holds that there is no 
legal prohibition against such a discount.”7

In 1999, the Tax Court again allowed a valua-
tion discount related to the BIG tax liability. In the 
Estate of Jameson,8 the decedent owned an interest 
in a closely held corporation that held timberland as 
its primary asset.

In its memorandum decision, the Tax Court 
stated the following:

We may allow the application of a built-in 
capital gains discount if we believe that a 
hypothetical buyer would have taken into 
account the tax consequences of built-in 
capital gains when arriving at the amount 
he would be willing to pay for decedent’s 
Johnco stock. Because Johnco’s timber 
assets are the principal source of the built-
in capital gains and, as discussed infra, 
are subject to special tax rules that make 
certain the recognition of the built-in 
capital gains over time, we think it is clear 
that a hypothetical buyer would take into 
account some measure of Johnco’s built-in 
capital gains in valuing decedent’s Johnco 
stock.9

As the timber was cut and sold, recognition of 
the built-in gain was certain to occur. According 
to the Tax Court decision, a hypothetical willing 
buyer of the subject equity “would take into account 
Johnco’s built-in capital gains, even if his plans were 
to hold the assets and cut the timber on a sustain-
able yield basis.”

The Tax Court, however, limited the amount 
of the valuation discount to “an amount reflect-
ing the rate at which they [the BIG taxes] will be 
recognized, measured as the net present value of 
the built-in capital gains tax liability that will be 
incurred over time as timber is cut.”

The Fifth Circuit Court of Appeals reversed 
the Tax Court’s Estate of Jameson10 decision. The 
Appeals Court noted that the Tax Court denied “a 
full discount for the accrued capital gains liability” 
based upon internally inconsistent long range tim-
ber production assumptions.11
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The Fifth Circuit Court 
remanded the case back to 
the Tax Court for a valua-
tion analysis consistent with 
its opinion that the buyer 
would either lower the pur-
chase price or sell the inter-
est quickly and redeploy the 
proceeds elsewhere.

In 2002, the Fifth 
Circuit applied a dollar-for-
dollar valuation discount 
related to a BIG tax liabil-
ity. In the Estate of Dunn,12 
the Appeals Court decided 
that, as a matter of law, 
the BIG tax liability should 
be considered as a dollar-
for-dollar reduction when 

calculating the asset-based value.13

The Appeals Court concluded that the asset-
based valuation approach contemplates the con-
summation of the sale of the subject asset, thereby 
triggering the BIG tax. In the Estate of Jelke,14 the 
Eleventh Circuit has adopted the Fifth Circuit’s 
dollar-for-dollar valuation discount procedure.

In 2009, the Tax Court allowed a BIG-tax-related 
valuation discount based on the assumption that 
the assets would be sold over time. In the Estate of 
Litchfield,15 the Tax Court adopted the taxpayer’s 
methodology of:

1. projecting holding periods and estimated 
sales dates for the corporation’s assets,

2. projecting asset appreciation to the esti-
mated sales dates, and

3. discounting the expected future BIG tax 
back to the valuation date.

In 2010, the Tax Court determined that the BIG 
tax valuation discount was to be applied in a case 
where the principal assets of the C corporation were 
real estate and real property improvements.

In the Estate of Jensen,16 the Tax Court made its 
own calculation of the size of the BIG tax discount 
by applying a present value methodology. The Tax 
Court assumed that the assets would be sold in the 
future and calculated the appreciated future value of 
the land and improvements.

The resulting estimated future tax payments 
were then discounted to a present value using a dis-
count rate equal to the assumed appreciation rate. 
Ultimately, the Tax Court accepted the taxpayer’s 
BIG discount because the Tax Court’s analysis 

resulted in a BIG tax liability slightly greater than 
the taxpayer’s.

In 2014, the Tax Court decided in Estate of 
Richmond17 that a BIG tax valuation discount was 
appropriate for an interest in a corporation that 
held publicly traded securities. The Tax Court held 
that the built-in gains discount should be calculated 
as the present value of paying the tax over a 20- to 
30-year turnover period.

STOCK PURCHASE VERSUS DIRECT 
ASSET INVESTMENT

There can be economic disadvantages of acquiring 
the C corporation stock (with the built-in gain liabil-
ity) relative to a direct investment in the underlying 
appreciated assets.

The following section presents an illustrative 
example of the BIG tax liability economic disad-
vantages in a stock purchase versus a direct asset 
investment. 

An Illustrative Example of the 
Economic Disadvantage of BIG in 
a Stock Purchase versus a Direct 
Asset Investment18

ABC Company (“ABC”), a C corporation, owns 
one asset: a single marketable security. Based on 
the public trading price on the valuation date, that 
marketable security is worth $52 million. There 
are no ABC liabilities other than the obligation to 
pay the BIG tax whenever the marketable security 
is sold.

For simplicity, let’s assume that:

1. the ABC tax basis in the underlying security 
is $0 and

2. the BIG tax rate for a C corporation is 40 
percent.

Suzy, the ABC current owner (and the hypotheti-
cal willing seller), expects the underlying security to 
increase in value over time.

As an alternative to buying ABC, Ben (a hypo-
thetical willing buyer) could acquire the identical 
underlying marketable security at that same market 
price—that is, $52 million.

If Ben paid $52 million for a 100 percent owner-
ship interest in the ABC stock and then liquidated 
the corporation, the marketable proceeds after pay-
ing the BIG tax would be $31.2 million (i.e., $52 
million times (1 – 40 percent)).

“. . . the Appeals 
Court decided that, 
as a matter of law, 
the BIG tax liability 
should be consid-
ered as a dollar-
for-dollar reduction 
when calculating 
the asset-based 
value.”
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Of course, Ben can buy the ABC stock and defer 
the payment of the $20.8 million BIG tax liability 
indefinitely. If Ben acquires ABC, from that point 
forward, Ben will earn investment returns on the 
total asset value of ABC (i.e., $52 million).

Suzy tells Ben that this scenario has the same 
effect as an interest-free loan from the government 
of $20.8 million.

Suzy wants Ben to share with her the economic 
benefit of the deferral attribute of the C corporation 
that Ben will be enjoying. That is, Suzy expects Ben 
to pay some amount greater than $31.2 million for 
the stock of ABC.

Let’s assume that Ben negotiates an even split 
of the amount of the deferred BIG tax with Suzy by 
paying Suzy $41.6 million (i.e., $31.2 million plus the 
BIG tax split of $10.4 million each). In that case, Ben 
can still defer the payment of the full $20.8 million 
BIG tax liability indefinitely while earning a return 
on the full $52 million marketable security value.

Ben pays Suzy $41.6 million cash for the ABC 
stock. Ben holds on to the ABC stock for many years 
while enjoying:

1. investment returns on the $52.0 million 
security value and

2. an interest-free loan on the $20.8 million 
BIG tax liability.

Who Made the Better Deal?
Should Ben have acquired the value of the underly-
ing marketable security by buying the ABC stock 
or by making a direct investment in the underlying 
security?

Let’s examine that investment decision by ana-
lyzing Ben’s investment and Suzy’s investment.

For purposes of this analysis, let’s assume that 
Suzy:

1. takes all of the cash received from Ben (i.e., 
this example will not adjust for the personal 
income taxes that Suzy would have to pay 
on the capital gains above her outside basis 
in the ABC stock) and

2. enters into an interest-bearing loan.

If the after-tax gain on investment is greater for 
Ben than for Suzy, then acquiring the ABC stock 
after splitting the amount of the built-in gain with 
Suzy (and enjoying the “interest-free loan” on the 
unpaid BIG tax) is a better investment than buying 
the security directly.

In order to analyze which is the better deal, let’s 
assume that Suzy:

1. takes the $41.6 million in cash that Ben 
paid,

2. borrows $10.4 million from a lender,

3. buys $52.0 million of that identical secu-
rity, and

4. holds that security for the same period of 
time that Ben holds the ABC stock.

Let’s assume that Suzy (1) can borrow at the 
same interest rate that the underlying security is 
expected to appreciate and (2) can accumulate and 
defer the principal and interest payments on the 
debt for the entire holding period.

Let’s assume an expected holding period of 10 
years and an annual rate of return on the underlying 
security of 10 percent. Also, let’s assume:

1. an income tax rate of 40 percent for cor-
porate income and for ordinary (personal) 
income and 

2. a personal capital gains tax rate of 20 per-
cent.

Finally, let’s assume that the underlying security 
pays no dividends during the entire holding period. 

These assumptions are listed in Exhibit 1.

Later, we’ll relax these assumptions.

After buying the security for $52 million and 
holding it for 10 years, let’s assume that Suzy sells 
her interest for $134.87 million. Let’s assume that 
Suzy pays off the loan, recognizes a tax benefit for 
the interest expense on the loan, and pays all of the 
personal income taxes on the investment. Suzy’s 
interest is a direct investment and, therefore, Suzy 
has no BIG tax to pay.

Ben also sells the security for $134.87 million 
after 10 years. Ben pays $53.95 million in BIG tax 
($20.8 million of which existed on the date of acqui-
sition and was deferred: the “tax-free loan”). And, 
then Ben liquidates the ABC corporation.

Let’s assume that Ben pays his personal income 
tax on the gain from the proceeds related to the 
liquidation of ABC.

Exhibit 2 presents a comparison of the after-tax 
proceeds from Ben’s investment and from Suzy’s 
investment.

In this situation, Suzy clearly made the better 
deal. Making the direct investment generated a bet-
ter after-tax benefit than buying the ABC stock and 
enjoying the interest-free loan. The conclusion of 
this analysis is that Ben paid too much for the stock 
of ABC.
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 Income Tax Basis in the Underlying Security $ 0  
 C Corporation Income Tax Rate on Built-In Capital Gains = Personal Ordinary Income Tax Rate 40%  
 Personal Capital Gains Tax Rate 20%  
 Expected Holding Period (years) 10  
 Expected Annual Rate of Return on Underlying Single Security (cost of equity) 10%  
 Future Value Factor for Equity [a] 2.59374  
 Expected Cost of Debt 10%  
 Future Value Factor for Debt [b] 2.59374  

 [a] $1 held for expected holding period of 10 years at expected rate of increase of 10% (i.e., the cost of equity). 
[b]  $1 held for expected holding period at the expected cost of debt the 10%. The interest is accumulated and 

unpaid.

Exhibit 1
Table of the Illustrative Example Assumptions

Ben Suzy 
 Estimated Asset Value at the End of the Expected Holding Period [a] $134.87  $134.87
 Less: C Corporation Income Tax on the Built-In Gain (“inside”) [b]  53.95 
 Equals: Sale Proceeds Available to the Owner 80.92   134.87

 Less: Total Investment Basis [c] 41.60   52.00 
 Equals: Taxable Gain on Investment (i.e., personal taxable gain) 39.32  82.87

 Less: Personal Capital Gains Tax (“outside”) [d] 7.86   16.57
 Equals: Pre-Debt After-Tax Sales Proceeds Available to the Owner [e] 73.06   118.30 

 Less: Original Amount of the Debt [f]  10.40 
 Less: Accrued and Unpaid Interest Expense during Expected Holding Period  16.57
 Plus: Income Tax Benefit from Interest Expense at Personal Ordinary Income Tax Rate [g]   6.63
 Equals: After-Tax (and after-debt expense) Proceeds  $73.06   $97.95 

[a] $52 million times 2.59374, the future value factor for equity (held for 10 years at 10 percent per year). 
[b] For Ben, $134.87 million minus $0 basis times 40 percent, the BIG income tax rate on the “inside” basis. 
[c] Purchase price for the underlying security. 
[d] Gain on the investment times the BIG income tax rate on the “outside” basis. 
[e] Sale proceeds to the owner less the personal capital gains tax. 
[f] Original amount borrowed. 
[g] Accrued and unpaid interest expense times 40 percent, the ordinary income tax rate. 

Exhibit 2
Ben and Suzy Evenly Split the BIG Tax
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How Much Should Ben Have Paid for the 
ABC Stock?

Ben decides that it would be fair to pay Suzy no 
more than the amount that would put them both in 
the same after-tax economic position.

Ben makes the same analysis based upon his 
decision to pay no more than $31.2 million for the 
ABC stock.

The amount of $31.2 million is the amount of 
proceeds that Ben would receive if he bought the 
ABC stock and immediately sold the security and 
liquidated the C corporation. In other words, Ben 
assigns a 100 percent, dollar-for-dollar price dis-
count for the BIG tax liability.

There is no reason for Suzy to agree to a price 
less than that amount. This is because Suzy could 
sell the security and liquidate the C corporation 
herself.

As before, let’s assume that Suzy takes the $31.2 
million in cash that Ben paid, borrows $20.8 million 
from a lender under the same terms as previously 
described, buys $52.0 million of that identical secu-
rity, and holds that security for 10 years.

Exhibit 3 presents a comparison of the Ben 
and Suzy after-tax proceeds after liquidating their 
investments after ten years.

The conclusion of this analysis is as follows: the 
difference narrowed, but making the direct invest-
ment generated a better after-tax benefit than buy-
ing the ABC stock and enjoying the interest-free 
loan.

Even at a 100 per-
cent BIG tax discount, 
buying the ABC stock 
and holding it is a bad 
deal for Ben.

Comparing these 
two scenarios, Ben 
earned a $2.08 mil-
lion greater after-tax 
return ($73.06 million 
– $70.98 million) by 
paying Suzy $10.4 mil-
lion more for the ABC 
stock in the first sce-
nario.

Obviously, Ben 
would have generated 
a greater return by 
investing that $10.4 
million directly in the 
underlying security.

Typically, the will-
ing buyer would not 

pay a price greater than the amount after subtract-
ing a 100 percent valuation discount for the BIG tax. 
And, typically, the willing seller would never accept 
a price lower than the amount after subtracting a 
100 percent valuation discount for the BIG tax.

Let’s Relax the Illustrative Example 
Assumptions

How would this basic analysis conclusion change if a 
different analysis assumption is applied?

If the underlying security pays dividends during 
the holding period, the owner of the C corporation 
will be subject to double taxation on those divi-
dends, if those dividends are distributed, compared 
to the direct investment scenario.

Therefore, if the underlying security generates 
cash flow during the holding period, making the 
direct investment would generate a better after-tax 
benefit than buying the ABC stock after (1) applying 
a 100 percent BIG tax discount and (2) enjoying the 
interest-free loan.

Let’s return to the Exhibit 1 analysis assump-
tions. Let’s apply other reasonable assumptions or 
even a combination of reasonable assumptions.

The analysis conclusion that making the direct 
investment generated a better after-tax benefit than 
buying the ABC stock after applying a 100 percent 
BIG tax discount and enjoying the interest-free loan 
does not change whenever there is a BIG in the 
security held by ABC.

Ben Suzy 

Estimated Asset Value at the End of the Expected Holding Period $134.87 $134.87  
Less: C Corporation Income Tax on the Built-In Gain (“inside”) 53.95 

Equals: Sales Proceeds Available to the Owner 80.92  134.87  

Less: Total Investment Basis 31.20  52.00  

Equals: Taxable Gain on Investment (i.e., personal taxable income) 49.72  82.87  

Less: Personal Income Tax (“outside”) 9.94  16.57  

Equals: Pre-Debt After-Tax Sales Proceeds Available to the Owner 70.98  118.30  

Less: Original Amount of Debt  20.80  
Less: Accrued and Unpaid Interest Expense during Expected Holding Period 33.15  
Plus: Income Tax Benefit from Interest Expense at Personal Tax Rate 13.26  

Equals: After-Tax (and after-debt expense) Proceeds $70.98 $77.61 

Exhibit 3
Ben Subtracts All of the BIG Tax
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In other words, the analysis conclusion doesn’t 
change whenever:

1. the holding period is greater than zero,

2. the cost of equity is greater than the cost of 
debt, or

3. the corporate tax rate is greater than the 
personal capital gains tax rate.

When those factors are set equal to each other, 
making the direct investment generates an eco-
nomic benefit that is equal to buying the ABC stock 
after applying a 100 percent BIG tax discount and 
enjoying the interest-free loan.

If the underlying asset of ABC was something 
other than a single marketable security, the analysis 
would be slightly more complicated. This is because, 
during the holding period, (1) most other types 
of assets produce taxable income (similar to divi-
dends) and (2) the original amount invested in most 
other types of assets is eligible for depreciation or 
amortization tax deductions.

The taxable income generated during the hold-
ing period is taxed twice inside of a C corporation 
(when compared to a direct investment).

When those other assets are liquidated inside 
the C corporation, the amount of the depreciation 
deductions may be subject to depreciation recap-
ture.

A Noncontrolling Ownership Interest in 
ABC

As demonstrated in this illustrative example, buying 
a controlling ownership interest in a C corporation 
after applying a 100 percent BIG tax discount is 
not an attractive investment compared to a direct 
investment in the underlying assets. This statement 
is true regardless of the period of time that the 
assets are held prior to liquidation.

The controlling ownership interest holder in a 
C corporation is in a position to exercise the pre-
rogatives of control. One of those prerogatives is the 
right to decide if and when to liquidate any or all of 
the assets of the C corporation.

Based on the foregoing, on any valuation date 
before the date the underlying security is liquidated, 
the fair market value of a noncontrolling interest in 
ABC is less than a pro rata percentage of the net 
asset value of ABC. That is, the value of the underly-
ing security is less the application of a 100 percent 
BIG tax discount.

From the perspective of a hypothetical willing 
seller of a noncontrolling ownership interest in ABC, 
the “tax-free loan” argument is not justifiable.

The tax attributes of a noncontrolling owner-
ship interest in ABC are not particularly attractive 
to a hypothetical willing buyer. Any cash flow from 
ABC during the holding period will be subject to 
double taxation compared to the direct investment 
alternative.

Upon the sale of the ABC equity (at a point 
other than after liquidation of the underlying 
assets), the “outside” basis is taxed at the same 
personal capital gains rate to which the direct 
investment is subject.

However, the amount of the 100 percent BIG 
tax liability will have increased during the holding 
period at a higher rate than the direct investment 
rate. Therefore, the noncontrolling ownership inter-
est in ABC becomes less valuable (than the direct 
investment alternative) as time goes on.

Besides deciding the length of the holding period 
prior to liquidation of the assets, there are many 
other prerogatives of control that the owner of the 
noncontrolling ownership interest in ABC may not 
enjoy.

For instance, the owner (i.e., from the perspec-
tive of either the hypothetical willing seller or the 
hypothetical willing buyer) will not be in a position 
to unilaterally:

1. influence the investment philosophy of 
ABC,

2. decide with whom ABC will conduct busi-
ness, or

3. challenge the compensation paid to the 
management of ABC.

During the holding period of the investment 
in a noncontrolling ownership interest in ABC, 
the owner (i.e., from the perspective of either 
the hypothetical willing seller or the hypotheti-
cal willing buyer) will not be able to redeploy the 
funds used to buy the noncontrolling ownership 
interest.

In contrast to an investment in a noncontrolling 
ownership interest in ABC, an investor who made a 
direct investment in the single marketable security 
owns and controls the investment. That investor 
can freely change the investment decision as a 
result of changing market conditions.

In addition, that investor can sell all or a por-
tion of the security at any time. That investor can 
change the investment philosophy.

In sum, the investor who makes a direct invest-
ment in a single marketable security has full control 
over a readily marketable security.
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FACTORS TO CONSIDER
There is not a definitive answer for how to treat BIG 
in an analysis. It depends on the analyst’s judgment 
based on the specific facts and circumstances.

However, there are certain factors that should be 
considered, some of which are as follows:

 Carrying value of the BIG tax liability—The 
BIG tax liability carrying value is equal to 
the difference between the tax basis and the 
market value of the assets (the “unrealized 
gain”), multiplied by the marginal corporate 
tax rate. See Exhibit 4 below for an illustra-
tive example.

 Historical turnover of the portfolio(s)— 
The historical turnover of the portfolio or 
assets may be a good indicator or proxy of 
the portfolio turnover expectations going 
forward. All else held equal, the higher the 
turnover, the faster the BIG tax would be 
realized. Exhibit 5 presents an illustrative 
turnover analysis.

 Third-party portfolio manager—A third-
party portfolio manager may indicate an 
actively managed portfolio. All else held 
equal, an actively managed portfolio typi-
cally will realize the BIG tax sooner.

 Noncontrolling interest or a controlling 
interest—An owner of a noncontrolling 

interest typically could not control when 
the capital gains are realized.

 Expected appreciation in underlying 
assets—It may be necessary to project the 
expected appreciation in the underlying 
assets. All else held equal, appreciation in 
the underlying assets would increase the 
projected BIG tax liability over time.

 Holding period expectations—An analyst 
should discuss holding period expectations 
related to the underlying assets with the 
subject company management and/or the 
portfolio manager(s).

 The subject company industry—The nature 
of the industry can impact the realization 
of the BIG tax liability. For example, in 
the timber industry there are certain cir-
cumstances where a timber company must 
recognize built-in capital gains each time it 
cuts and sells timber.

 The type of entity—Typically, adjustments 
to value for a BIG tax liability pertain to C 
corporations or recently converted S corpo-
rations. Unlike corporate tax law, partner-
ship tax law provides for adjustments to 
the tax bases of partnership assets if the 
partnership has made an Internal Revenue 
Code Section 754 election (754 election).

  In general, a 754 election allows adjust-
ments to be made to a partner’s share of the 

Carrying Value 
6/30/2012 6/30/2012 Unrealized Built-In 
Tax Basis Market Value Gains Capital Gains Tax 

40% 
Portfolio 1 
Managed By: Columbia  22,289,191   25,652,769   3,363,577  40%  1,345,431  

Portfolio 2 
Managed by: JP Morgan  17,983,256   24,069,086   6,085,830  40%  2,434,332  

Portfolio 3 
Managed by: Goldman Sachs  7,865,577   9,393,987   1,528,410  40%  611,364  

Portfolio 4 

Managed by: UBS  24,060,496   28,159,264   4,098,768  40%  1,639,507  

Total Investments  72,198,521   87,275,106   15,076,585   6,030,634  

Exhibit 4
Carrying Value of Built-In Capital Gains Tax
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tax basis of the partnership assets, referred 
to as the “inside basis,” so that it is equal 
to the tax basis of his partnership interest, 
referred to as the “outside basis.”

  If no 754 election has been made, no 
adjustments can be made to the inside 
bases of partnership assets unless mandato-
ry adjustments are required under Sections 
743(a) and 734(b).19

  BIG tax in partnerships could be avoided 
by a 754 election at the time of sale of 
partnership assets. If such a 754 election is 
in effect and the property is sold, then the 
basis of the partnership’s assets (the inside 
basis) is raised to match the cost basis of 
the transferred.

  For S corporations it is possible to 
minimize or eliminate the BIG tax when the 
stock of the S corporation is liquidated in 
the same tax year as the liquidation of the 
underlying asset. For these instances, the 
investor would not seek a discount from the 
net asset value for the BIG tax.

 The valuation approach/method—Typically, 
the BIG tax liability adjustment is made to 
the adjusted net asset value (ANAV) method 
indicated value as part of an asset-based 
valuation approach.

  The ANAV valuation method subtracts 
the fair market value of the total liabilities 
from the fair market value of the total assets 
to arrive at a total equity value before con-
sideration of the BIG tax. The total equity 
value derived from ANAV method is then 
reduced for the fair market value of the BIG 
tax liability, if any.

TREATMENT OF BIG TAX IN A 
VALUATION

The review of the recent judicial precedent indi-
cates that federal courts have consistently allowed 
a valuation adjustment for the built-in capital gains 
tax contingent liability.

The issue for judicial determination does not 
appear to be whether a BIG tax valuation adjust-
ment should be allowed. Rather, the issue for 
judicial determination is how much of a valuation 
adjustment should be allowed with regard to the 
built-in gains tax.

There are three generally accepted methods that 
are used to estimate the BIG tax liability:

1. Carrying value model

2. Present value with appreciation model

Average Equity Security Balance 2011 Average 2010 Average 
Market Value Market Value 

Portfolio 1  35,132,581   39,138,375  
Portfolio 2  21,678,406   16,453,317  
Portfolio 3  9,017,743   7,583,275  
Portfolio 4  26,544,255   22,056,997  

Proceeds 2011 2010 

Portfolio 1  35,009,382   39,551,402  
Portfolio 2  7,995,656   5,327,655  
Portfolio 3  2,169,213   1,929,368  
Portfolio 4  9,038,109   5,303,426  

Portfolio Turnover Calculation [a] 2011 2010 Average 
   

Portfolio 1 99.6% 101.1% 100.4% 
Portfolio 2 36.9% 32.4% 34.6% 
Portfolio 3 24.1% 25.4% 24.7% 
Portfolio 4   34.0% 24.0% 29.0% 

           
 [a] Portfolio turnover equals proceeds divided by average investment balance. 

Exhibit 5
Equity Turnover Analysis
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3. Present value without appreciation model

The BIG tax liability is a reduction to the net 
asset value (i.e., the total equity) of the subject 
company.

Carrying Value Model
The carrying value model is a simple calculation 
equal to the following formula: (market value of 
assets – the tax basis of assets) × the corporate 
capital gains tax rate. See Exhibit 4 for an illustra-
tive example of the carrying value built-in gains tax 
model.

Present Value with Appreciation 
Model

The present value with appreciation model is based 
on the present value of the projected annual real-
ized gains over an expected holding period. The 
expected holding period relies on a normalized 
portfolio turnover. The projected annual realized 
gains is based the unrealized built-in capital gains 
as of the valuation date increased by an expected 
growth rate.

The expected growth rate is based on the expect-
ed annual increase in the built-in capital gains as 
the assets appreciate over time. See Exhibit 6 for an 
illustrative example.

The present value with appreciation model 
results in the same indicated value as the carrying 
value model because the expected appreciation in 
the BIG offsets the present value discount rate. This 
is the case when the appreciation rate is equal to the 
present value discount rate. In instances where the 
appreciation rate is lower than the discount rate, 
the indicated value will be lower than the carrying 
value.

Present Value without Appreciation 
Model

The present value without appreciation model is 
based on the present value of the projected annual 
realized gains over an expected holding period. The 
expected holding period relies on a normalized port-
folio turnover.

The projected annual realized gains are based 
on the unrealized built-in capital gains as of the 
valuation date without any increases by an expected 
growth rate.

Effectively, this model assumes that the assets 
are not expected to appreciate. And, therefore, 

the built-in capital gains 
will not increase over the 
holding period (i.e., an 
expected growth rate of 
0 percent). See Exhibit 7 
for an illustrative exam-
ple.

The present value 
without appreciation 
model results in a lower 
value (approximately 9 
percent lower) than the 
other two models. This 
model should only be used if the underlying assets 
are not expected to appreciate over time.

Given that most investments and real estate are 
expected to appreciate over time, this model may 
result in a fundamentally flawed result that errone-
ously understates the fair market value of the corpo-
rate BIG tax liability.

SUMMARY AND CONCLUSION
The issue of how to treat the BIG tax obligation is 
frequently encountered by the valuation analyst. 
This issue presents itself when the valuation ana-
lyst conducts an assignment for various purposes, 
including estate tax purposes.

In federal estate tax matters, the BIG tax issue 
has been the subject of litigation. Recently, fed-
eral courts have increasingly allowed a valuation 
adjustment to reflect the BIG tax obligation when 
determining the business value of a C corporation. 
However, not all courts have allowed a valuation 
adjustment equal to 100 percent of the estimated 
current built-in gains tax liability.

There are many factors a valuation analyst may 
consider in an analysis of a BIG tax liability, includ-
ing the following:

1. The carrying value

2. Historical turnover

3. Third-party manager

4. Controlling or noncontrolling

5. Expected appreciation

6. holding period

7. The subject industry

8. The type of entity

9. The valuation approach/method

The most appropriate model to use in estimating 
the BIG tax liability may be the present value with 

“The most appropri-
ate model to use in 
estimating the BIG 
tax liability may be 
the present value 
with appreciation. . . .”



82  INSIGHTS  •  SUMMER 2015 www.willamette.com

6/30/2012 Normalized 
 Built-in  Portfolio Years to Realize Annual Realized 

 Capital Gains  Turnover [a] Gains (Rounded) Gains 
Portfolio 1  3,363,577  100% 1  3,363,577  
Portfolio 2  6,085,830  35% 3  2,028,610  
Portfolio 3  1,528,410  25% 4  382,102  
Portfolio 4  4,098,768  30% 3  1,366,256  
Total Built-In Capital Gains   15,076,585  

Multiplied by Estimated Corporate Tax Rate 
Annual Realized 

Gains With Present Value Present 
Year Growth of 5.5% [b] Factors @5.5% [b] Values 

Portfolio 1 1   3,548,574  0.9479  3,363,577  
 3,548,574   3,363,577  

Portfolio 2 1   2,140,183  0.9479  2,028,610  
2   2,257,894  0.8985  2,028,610  
3   2,382,078  0.8516  2,028,610  

 6,780,155   6,085,830  

Portfolio 3 1   403,118  0.9479  382,102  
2   425,290  0.8985  382,102  
3   448,681  0.8516  382,102  
4   473,358  0.8072  382,102  

 1,750,446   1,528,410  

Portfolio 4 1   1,441,400  0.9479  1,366,256  
2   1,520,677  0.8985  1,366,256  
3   1,604,314  0.8516  1,366,256  

 4,566,392   4,098,768  

Present Value of Total Built-In Capital Gains   15,076,585  

Multiplied by Estimated Corporate Tax Rate 40% 

Present Value of Built-In Capital Gains Tax Liability (growth in unrealized gains)    6,030,634  

[a] Based on the equity turnover analysis summarized on Exhibit 5. 
[b] Based on the geometric mean of the capital appreciation of large company stocks from 1926 to 2011. 
Source: Ibbotson SBBI 2012. 

Exhibit 6
Present Value of Built-In Capital Gains Tax Liability—With Asset Appreciation
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appreciation, which can be the same as the carrying 
value (as illustrated in this discussion). The failure 
to consider appreciation in a present value model 
could be a fundamental flaw.

Notes:
1. General Utilities & Operating Co. v. Helvering, 

296 U.S. 200 (1935).

2. Under certain circumstances, it makes eco-
nomic sense for the buyer and seller to agree to 
a Section 338(h)(10) election, which allows for 
the basis of the acquired assets to be stepped up. 
For example, it makes sense if the C corporation 
has sufficient net operating losses to shield the 
tax on the gain of the sale of the assets (if those 
NOLs would not be available in the future to the 
buyer).

3. Other legal entities treat the BIG tax liability dif-
ferently than C corporations. For example, when 
a noncontrolling (i.e., LP) interest in a partner-
ship is acquired, the GP will often allow for a 
Section 754 election to be made. This allows the 
partnership to account for the acquisition of that 
interest at its purchase price, thus allowing that 
partner to avoid the double taxation up to the 
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Chip Brown is a managing director in our Atlanta 
practice office. He can be reached at (404) 475-2306 
or at cbrown@willamette.com.
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Built-In  Normalized 

Years to 
Realize 

Present Value 
of Gains @ 

 Capital Gains 
[a]    

Portfolio Turnover 
[b]   

Gains
(Rounded) 

Annual
Realized Gains   

5.5% 
[c] 

Portfolio 1  3,363,577  100% 1  3,363,577   3,188,225  
Portfolio 2  6,085,830  35% 3  2,028,610   5,473,054  
Portfolio 3  1,528,410  25% 4  382,102   1,339,326  
Portfolio 4  4,098,768  30% 3  1,366,256   3,686,068  
Total Built-In Capital Gains   15,076,585   13,686,674  

Multiplied by Estimated Corporate Tax Rate 40% 

Present Value of Built-In Capital Gains Tax Liability (no growth in unrealized gain)    5,474,670  

 [a] See Exhibit 4 
 [b] Based on the equity turnover analysis summarized on Exhibit 5 
 [c] Based on the geometric mean of the capital appreciation of large company stocks from 1926 to 2011. Source: Ibbotson SBBI 2012. 

Exhibit 7
Present Value of Built-In Capital Gains Tax Liability—Without Asset Appreciation
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Estate of Giustina v. Commissioner
Christopher M. Silvetti

Tax Controversy Insights

In matters argued before the U.S. Tax Court, valuation professionals are frequently asked to 
provide opinions related to the value of closely held businesses and of fractional ownership 
interests in closely held businesses. This discussion relates to a recent appeal of a U.S. Tax 

Court decision involving such valuation issues. The case in question is Natale B. Giustina v. 
Commissioner. In this case, the Tax Court’s selection of the method for valuing a fractional 

ownership interest in a closely held business was appealed to the United States Court of 
Appeals for the Ninth Circuit. The Appeals Court reversed the decision and remanded it 

back to the Tax Court for further consideration.

INTRODUCTION
The Giustina family was involved in timberland har-
vesting and growing business operations dating back 
to the early 1900s, when family ancestors emigrated 
from Italy to the United States.

At inception, the family business was operated 
as a construction company. The construction com-
pany was created to aid in the rebuilding effort after 
the 1906 San Francisco earthquake. In 1910, the 
company operations moved from San Francisco, 
California, to Portland, Oregon.

In 1917, the company purchased a lumber mill 
in Molalla, Oregon. In the 1920s, the company 
moved to Lane County, Oregon, where it operated 
an additional lumber mill near Dexter, Oregon. In 
an effort to expand its land base ownership, over the 
following years, the company acquired timberland 
and mills in the Eugene, Oregon, vicinity.

These timberland acquisitions built the founda-
tion for future company operations. The Giustina 
family had a longstanding history of acquiring 
and harvesting large tracts of land in the Eugene, 
Oregon, area.

On January 1, 1990, the Giustina Land and 
Timber Company Limited Partnership (“the 
Partnership”) was formed. The partnership agree-
ment provided the general partners with complete 
control over the Partnership, including the rights to 
sell the Partnership’s land and harvested products.

The partnership agreement stipulated that a 
general partner could only be approved or removed 
by limited partners owning at least two-thirds of the 
limited partnership.

The stated purpose of the Partnership, as pro-
vided by the partnership agreement, was to operate 
a sustained yield timber harvesting company, with 
the goal of passing Partnership ownership to future 
family generations. The partnership agreement also 
stated that the Partnership would continue doing 
business until December 31, 2040.

CASE BACKGROUND
Natale B. Giustina passed away on August 13, 2005, 
with a 41.128 percent limited partnership interest, 
(“Subject Interest”), in the Partnership.

At that time, the Partnership employed 15 full-
time employees and was primarily engaged in the 
growing, harvesting, and selling of forestry products. 
The Partnership’s primary holdings consisted of 
47,939 acres of timberland in the Eugene, Oregon, 
area. 

The United States Tax Court (“Tax Court”), 
as cited in the Estate of Natale B. Giustina v. 
Commissioner, determined the value of the Subject 
Interest. In order to make its determination, the Tax 
Court considered the following evidence as provided 
by the estate’s expert and the Internal Revenue 
Service (the “Service”) expert.
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THE ESTATE EXPERT’S POSITION
The estate expert and the Service expert agreed 
that the total value of the timberland was worth 
$142,974,438 on a marketable, controlling owner-
ship interest basis. This value included a 40 percent 
discount that was intended to address the time 
needed to sell the land.

The estate expert used three generally accepted 
valuation approaches and presented four generally 
accepted valuation methods to value the Partnership.

Based on an asset-based approach, and using an 
asset accumulation method, the estate expert con-
cluded a value of $51,100,000 for the Partnership 
on a marketable, noncontrolling ownership interest 
basis. The estate expert selected a 10 percent weight-
ing to apply to the asset-based approach indication 
to arrive at the fair market value conclusion for the 
Partnership on a marketable, noncontrolling value.

The estate expert presented two income approach 
methods:

1. The direct capitalization method

2. The capitalization of distributions method

The application of the direct capitalization meth-
od resulted in a marketable, noncontrolling value of 
$33,800,000 for the Partnership. The estate expert 
selected a 30 percent weighting to apply to the direct 
capitalization method indication in order to arrive at 
the fair market value conclusion for the Partnership 
on a marketable, noncontrolling value basis.

In Tax Court, the estate expert testified, “The 
optimal strategy to maximize the value of the 
Partnership would be to sell the timberland and get 
$143 million today, whereas continuing operations 
would only generate $52,100,000,” using the capi-
talization of distributions method, the third gener-
ally accepted valuation method used in the estate 
expert’s analysis.

The estate expert selected a 30 percent weight-
ing for the capitalization of distributions method 
indication in order to arrive at the fair market value 
conclusion for the Partnership on a marketable, 
noncontrolling value basis.

For the fourth and final method, the estate expert 
presented a valuation using the guideline publicly 
traded company method to arrive at $59,100,000 
on a marketable, noncontrolling basis. The estate 
expert selected a 30 percent weighting for the guide-
line publicly traded company method indication in 
order to arrive at the fair market value conclusion 
for the Partnership on a marketable, noncontrolling 
value basis.

Based on the selected weightings, the estate’s 
expert concluded that the total value of the 

Partnership was $48,610,000, on a marketable, 
noncontrolling value basis.

In order to arrive at a nonmarketable, noncon-
trolling value, the estate expert selected a 35 per-
cent discount for lack of marketability. Therefore, 
the concluded value of the 41.128 percent interest 
in the Partnership was $12,995,000.

THE SERVICE EXPERT’S POSITION
The Service expert used three generally accepted 
valuation approaches and presented three gen-
erally accepted valuation methods to value the 
Partnership.

Based on an income approach, discounted cash 
flow method, the Service expert concluded that the 
Partnership was worth $65,760,000 on a marketable, 
controlling basis. The Service expert selected a 20 per-
cent weighting for the discounted cash flow method.

Based on a market approach, guideline publicly 
traded company method, the Service expert con-
cluded that the Partnership was worth $99,550,000 
on a marketable, controlling basis. The Service 
expert selected a 20 percent weighting for the guide-
line publicly traded company method.

Based on an asset-based approach, using the net 
asset value method, the Service expert concluded 
that the Partnership was worth $150,680,000 on a 
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marketable, controlling basis. The Service expert 
selected a 60 percent weighting for the net asset 
value method.

Based on the selected weightings, the Service’s 
expert concluded that the total value of the 
Partnership was $123,470,000 on a marketable, 
controlling value basis.

The Service expert concluded that the total 
value of the Partnership after discounts (34 percent 
combined discount for lack of marketability and 
lack of control) was $81,490,200.

The Service expert concluded that the value 
of a 41.128 percent partnership interest in the 
Partnership was $33,515,000.

THE TAX COURT DECISION
Ultimately, the Tax Court used two generally accept-
ed valuation approaches and presented two gener-
ally accepted methods to value the Partnership.

Based on the income approach and the dis-
counted cash flow method, the Tax Court valued 
the Partnership at $51,702,857 on a marketable, 
noncontrolling basis. In order to conclude on this 
value indication, the Tax Court developed its own 
present value discount rate including the selection 
of a partnership-specific risk premium.

The Tax Court then selected a 75 percent weight-
ing to apply to the discounted cash flow method 
indication in order to arrive at the fair market value 
conclusion for the Partnership on a marketable, 
noncontrolling value basis.

Based on an asset-based approach and the 
net asset value method, the Tax Court valued the 
Partnership at $150,680,000. In this case, the Tax 
Court essentially accepted the Service expert’s 
asset-based approach conclusion.

The Tax Court then selected a 25 percent 
weighting to apply to the net asset value method 
indication in order to arrive at the fair market value 
conclusion for the Partnership on a marketable, 
controlling value basis.

The Tax Court reasoned that an owner of a 41.128 
percent interest in the Partnership could effectuate 
a sale by various means. In this case, the Tax Court 
estimated the probability of a sale to be 25 percent.

The Tax Court selected a 25 percent marketabil-
ity discount, but it only applied the discount to the 
income approach estimate.

After the application of the 25 percent market-
ability discount, as applied to the income approach 
estimate, the concluded value of the Partnership 
was $66,752,857 on a purported nonmarketable, 
minority basis.

The Tax Court concluded that the value of 
a 41.128 percent partnership interest in the 
Partnership was $27,454,115.

THE NINTH CIRCUIT COURT OF 
APPEALS DECISION

The appellate decision related to the Estate of 
Natale B. Giustina v. Commissioner of Internal 
Revenue,2 was filed December 5, 2014, as an unpub-
lished opinion. In its unpublished opinion, the 
United States Court of Appeals for the Ninth Circuit 
(“Ninth Circuit”) reversed and remanded to the Tax 
Court for recalculation of its valuation of a 41.128 
percent interest in the Partnership.

In its opinion, the Ninth Circuit addressed the 
Tax Court’s use of valuation methods, the selected 
weightings, the selected valuation discounts, and 
the selected company-specific risk premium as part 
of an equity cost of capital calculation.

VALUATION METHODS AND 
SELECTED WEIGHTINGS

As previously mentioned, to arrive at the value of the 
Subject Interest the Tax Court selected a 75 percent 
weighting to apply to the income approach value 
indication. This value was intended to conclude on a 
value of the Partnership as a going-concern business 
operation.

The Tax Court selected and applied a 25 percent 
weighting for the asset-based approach value indica-
tion. This value was intended to present a value that 
accounted for the likelihood of liquidation.

The Tax Court acknowledged that the owner 
of the limited interest could not unilaterally force 
liquidation, but concluded that the owner of the 
limited interest could assemble a two-thirds voting 
block with other limited partners, and assigned a 25 
percent chance of occurrence.

According to the Ninth Circuit, the Tax Court 
conclusion that the Subject Interest could liquidate 
the Partnership is contrary to the evidence in the 
record.

The Ninth Circuit reasoned that the Tax Court 
was in error based on the following statement:

In order for liquidation to occur, we must 
assume that (1) a hypothetical buyer would 
somehow obtain admission as a limited 
partner from the general partners, who have 
repeatedly emphasized the importance that 
they place upon continued operation of the 
Partnership; (2) the buyer would then turn 
around and seek dissolution of the partner-
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ship or removal of the general partners who 
just approved his admission to the partner-
ship; and (3) the buyer would manage to 
convince at least two (or possibly more) 
other limited partners to go along, despite 
the fact that no limited partner ever asked 
or ever discussed the sale of an interest.

The Ninth Circuit considered the Tax Court’s 
error in selecting a 25 percent likelihood of hypo-
thetical events. Other Tax Court judges have made 
similar errors.

The Ninth Circuit discussed this error in the fol-
low quote:

Alternatively, we must assume that the 
existing limited partners, or their heirs or 
assigns, owning two-thirds of the partner-
ship, would seek dissolution. We conclude 
that it was clear error to assign a 25 percent 
likelihood to these hypothetical events. As 
in Estate of Simplot v. Commissioner, 249 
F.3d 1191, 1195 (9th Cir. 2001), the Tax 
Court engaged in “imaginary scenarios as 
to who a purchaser might be, how long 
the purchaser would be willing to wait 
without any return on his investment, and 
what combinations the purchaser might be 
able to effect” with the existing partners 
[emphasis added]. See also Olson v. United 
States, 292 U.S. 246, 257 (1934) (explain-
ing in a condemnation case that, when a 
court estimates “market value,” “[e]lements 
affecting value that depend upon events or 
combinations of occurrences which, while 
within the realm of possibility, are not 
fairly shown to be reasonably probable[,] 
should be excluded from consideration”). 
We therefore remand to the Tax Court to 
recalculate the value of the Estate based on 
the partnership’s value as a going concern.

TAX-AFFECTING PASS-THROUGH 
ENTITIES

The valuation consideration of selecting and using 
an income tax rate for valuation of pass-through 
entities remains a controversial topic in valuations 
performed for tax purposes. Because the Partnership 
is a pass-through entity, for income tax purposes, 
partnership earnings are taxed at the partner level 
of ownership and not at the corporate level.

Because the estate expert applied public-
company-derived rates of return that were based 
on public company after-tax returns, the estate 
expert applied an income tax rate to the Partnership 

earnings prior to calculating the cash flow used in 
the income approach.

In this case, the estate expert applied a 25 percent 
income tax rate (approximately equal to the mar-
ginal Partnership unitholder federal and Oregon state 
income tax rate) resulting in a normalized net income 
used in calculation of the normalized cash flow.

The decision to subtract income tax related to the 
valuation of a pass-through entity will continue to be 
a controversial issue. According to the Ninth Circuit, 
as presented in their unpublished opinion, in regard 
to tax-affecting pass-through entity cash flows:

The Estate claims that the Tax Court clearly 
erred by using pretax cash flows for the 
going-concern portion of its valuation. The 
Estate admits in its brief that “tax-affecting 
is . . . an unsettled matter of law.”

However, in this case, apparently because the 
estate suggested that tax-affecting is an unsettled 
matter, the Ninth Circuit found that tax-affecting 
the net income was not appropriate.

DISCOUNTS FOR LACK OF 
MARKETABILITY

It is generally accepted that an investment is worth 
more if it is readily marketable and, conversely, 
worth less if it is not readily marketable. The differ-
ence in price an investor will pay for a liquid asset 
compared to an otherwise comparable illiquid asset 
is often substantial.

This difference in price is commonly referred to 
as the discount for lack of marketability.

The discount for lack of marketability measures 
the difference in the expected price of (1) a liquid asset 
(the benchmark price measure) and (2) an otherwise 
comparable illiquid asset (the valuation subject).

It is true that there are varying degrees of invest-
ment marketability. An ownership interest in an 
actively traded security can typically be converted 
into cash within three business days of the sell deci-
sion. This is the typical investment benchmark for 
a fully marketable security.

At the other end of the investment marketability 
spectrum is an ownership interest in a privately 
owned company. In this case, the company (1) pays 
no dividends or other distributions, (2) requires 
capital contributions, and (3) limits ownership of 
the company to certain individuals.

While both the Tax Court and the Estate agreed 
that the Subject Interest suffered from lack of mar-
ketability, the appropriate level of discount was an 
item of debate.



88  INSIGHTS  •  SUMMER 2015 www.willamette.com

The Ninth Circuit agreed with the Tax Court’s 
selected discount for lack of marketability as noted 
in the following statement:

Further, the Tax Court did not clearly 
err by using the Commissioner’s proposed 
25% marketability discount rather than the 
Estate’s proffered 35% discount, see, e.g., 
Estate of O’Connell v. Comm’r, 640 F.2d 
249, 253 (9th Cir. 1981), especially consid-
ering that the Estate’s expert acknowledged 
that such discounts typically range between 
25% and 35%.

COMPANY-SPECIFIC RISK PREMIUM
In general, there may be various company-specific 
risk factors that surround an investment in a part-
nership interest. According to the estate expert, the 
following factors relate specifically to an ownership 
interest in the Partnership:

1. The Partnership is significantly smaller 
than the average size of the companies used 
to estimate the small stock equity risk pre-
mium adjustment.

2. The Partnership timberland assets are all 
located in Oregon and, therefore, not geo-
graphically dispersed.

3. The Partnership had nondiversified opera-
tions with one source of revenue (timber 
harvesting).

4. The Partnership timberland assets are man-
aged on a sustained yield basis to optimize 
forest growth and long-term asset value.

Based on these company-specific, or in this case 
partnership-specific, risk factors, the estate expert 
added a 3.5 percent risk premium to the equity cost of 
capital calculation. The Tax Court decreased the com-
pany-specific risk premium to 1.75 percent, however 
it did not adequately explain its reasoning for doing so.

Because the Tax Court did not explain why it 
decreased the company-specific risk premium, as a 
component of the equity cost of capital calculation, 
the Ninth Circuit found that the Tax Court erred as 
referencing the following paragraph:

We do, however, hold that the Tax Court 
clearly erred by failing to adequately explain 
its basis for cutting in half the Estate’s 
expert’s proffered company-specific risk 
premium. Even under the deferential clear 
error standard, “[i]n drawing its conclu-
sions . . . the Tax Court is obligated to detail 
its reasoning.” Estate of Trompeter, 279 F.3d 
at 770. We recognize that diversification of 
assets is commonly used to reduce company-

specific risk. However the Tax Court stated 
only that “investors can eliminate such risks 
by holding a portfolio of diversified assets,” 
without considering the wealth a potential 
buyer would need in order to adequately miti-
gate risk through diversification.

SUMMARY AND CONCLUSION
The significance of this judicial decision is that it 
involved a company that had a much greater value 
in liquidation than as a going concern. It is also 
significant that the Tax Court was not allowed to 
impart a so-called imaginary scenario in order to 
arrive at a value calculation.

In general, the Ninth Circuit found that the Tax 
Court erred in several aspects of its valuation calcu-
lation. One way to look at this matter is to consider 
that the Tax Court attempted to move away from the 
fair market value standard to arrive at the Subject 
Interest value.

As commonly defined in valuation literature, fair 
market value is the price at which a property would 
change hands between a willing buyer and a willing 
seller when the former is not under any compulsion 
to buy, and the latter is not under any compulsion to 
sell, with both parties having reasonable knowledge 
of relevant facts.

In this matter, the Tax Court made assumptions 
regarding the likelihood of an ability to force liqui-
dation and the ability to diversify the Partnership’s 
asset holdings.

None of these assumptions were in the control of 
the noncontrolling Subject Interest. Therefore, by 
applying specific assumptions the Tax Court essen-
tially concluded on an investor-specific value and 
not a fair market value.

The Ninth Circuit reversed and remanded the 
Estate of Giustina, et al. v. Commissioner back to 
the Tax Court for recalculation. One clear take-away 
from this Tax Court matter is that, as the valua-
tion profession and legal environment continue to 
evolve, certain historical issues remain unsettled.

Notes:

1. Estate of Natale B. Giustina v. Commissioner, 
T.C. Memo 2011-141.

2. Estate of Natale B. Giustina v. Commissioner of 
Internal Revenue, United 
States Court of Appeals 
for the Ninth Circuit, case 
number 12-71747.

Christopher Silvetti is an associate in 
the Chicago practice office. Christopher 
can be reached at (773) 399-4322 or at 
cmsilvetti@willamette.com.
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INTRODUCTION
A basic principle of the federal tax law is that a 
taxpayer is entitled to structure its business transac-
tions in a manner that produces the least amount of 
tax. However, taxpayer business transactions must 
have “economic substance.” The so-called econom-
ic substance doctrine is codified in Internal Revenue 
Code Section 7701(o) and the related Section 6662 
tax penalty provisions.

Simply stated, a taxpayer transaction is consid-
ered to have economic substance if it has (1) a rea-
sonable possibility of the taxpayer earning a profit 
and (2) an independent business purpose other than 
the taxpayer’s saving of income taxes. The Internal 
Revenue Service (“the Service”) continues to be 
diligent in examining—and disallowing—taxpayer 
transactions that it considers to lack economic sub-
stance or to be a sham.

Accordingly, in federal income tax disputes, val-
uation analysts, economists, forensic accountants, 
and other financial advisers (collectively, “ana-

lysts”), are often called on to analyze—and opine 
on—whether taxpayer transactions either have or 
lack economic substance.

These economic substance analyses typically 
focus on two economic questions:

1. Does the taxpayer have a reasonable expec-
tation of earning a positive economic ben-
efit from the subject transaction?

2. Is there a reasonable business purpose 
for the taxpayer entering into the subject 
transaction—other than the reduction of 
federal income taxes?

The Service has generally prevailed in many of 
its judicial decisions regarding economic substance 
challenges to taxpayer transactions. In these chal-
lenges, the Service typically alleges that the tax-
payer entered into the suspect transaction solely for 
the purpose of generating tax deductions or capital 
losses.

The Service Continues to Challenge 
Taxpayer Transactions Based on the 
Economic Substance Doctrine
Robert F. Reilly, CPA

Tax Controversy Insights

Valuation analysts and other financial advisers are often called on to perform economic 
substance analyses in federal income tax challenges. In these cases, the Internal Revenue 

Service challenges a tax deduction or loss related to a taxpayer transaction by applying the 
so-called economic substance doctrine. Codified in Internal Revenue Code Section 7701 and 

repeatedly accepted by the courts, this doctrine allows the Service to disallow a taxpayer 
transaction if the taxpayer (or the taxpayer’s expert witness) cannot prove that (1) the 

taxpayer expected to earn a profit (absent any income tax consideration on the transaction 
and (2) the taxpayer had a reasonable business purpose for entering the transaction 

(other than the reduction of income tax expense). Recently, the Service issued expanded 
administrative and procedural guidance regarding its application of the economic substance 

doctrine. This discussion summarizes the guidance provided in Notice 2014-58.
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In other words, the Service claims that the 
only expected economic benefit from the suspect 
transaction is the reduction of taxable income—and 
income taxes. When litigated, these economic sub-
stance cases often become a battle of the account-
ing, economics, or valuation experts.

And, in 2010, the Service obtained an addi-
tional tool in its challenge of taxpayer transactions 
when the U.S. Congress codified the so-called eco-
nomic substance doctrine in the Health Care and 
Education Reconciliation Act of 2010 (P.L. 111-152) 
(hereinafter “the 2010 Act”).

Late last year, the Service issued a notice that 
provides taxpayers and their legal and other tax 
advisers with updated guidance with regard to its 
interpretation of the economic substance doctrine.

Notice 2014-58 expands on the prior administra-
tive and procedural guidance available from Notice 
2010-62. The 2014 notice provides guidance on the 
definition of the term “transaction” in the applica-
tion of the Section 7701(o) economic substance 
doctrine. Notice 2014-58 also provides updated 
guidance on the meaning of the term “similar rule of 
law” under the Section 6662(b)(6) accuracy-related 
penalty.

The 2014 notice is effective retroactively—for 
taxpayer transactions entered into after March 30, 
2010.

Economists, forensic accountants, and valuation 
analysts who perform economic substance trans-
actional analyses for federal income tax purposes 
should be familiar with this updated administrative 
and procedural guidance. In addition, taxpayers 
that are involved in economic substance disputes 
with the Service—and their legal and other tax 
advisers—should also be familiar with this updated 
guidance.

THE ECONOMIC SUBSTANCE 
DOCTRINE

As mentioned above, Congress codified the eco-
nomic substance doctrine as part of the 2010 Act. 
The 2010 Act added Section 7701(o) to the Internal 
Revenue Code.

Section 7701(o) states that a taxpayer transac-
tion is considered to have economic substance if it 
meets a two-part test:

1. The transaction must change in a meaning-
ful way, apart from any federal income tax 
effects, a taxpayer’s economic position.

2. The taxpayer must have a substantial pur-
pose, apart from any federal income tax 
effects, for entering into the transaction.

The term “economic substance” is defined in 
Section 7701(o)(5)(A) as the common law doctrine 
that disallows income tax benefits under Internal 
Revenue Code subtitle A, if the transaction that pro-
duces those income tax benefits lacks either:

1. economic substance or

2. a business purpose.

DEFINITION OF THE TERM 
“TRANSACTION”

Notice 2014-58 applies an aggregation definition 
to the term “transaction.” That is, according to 
the 2014 notice, a transaction “generally includes 
all the factual elements relevant to the expected 
tax treatment of any investment, entity, plan, or 
arrangement; and any or all of those steps that are 
carried out as part of a plan.”

Therefore, when a taxpayer transaction that 
generates an income tax benefit involves a series 
of interconnected steps with a common objective, 
then the transaction is considered to include all of 
the steps in the aggregate. Under this 2014 notice 
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interpretation, each interconnected step should be 
considered when analyzing whether the taxpayer 
transaction as a whole lacks economic substance.

However, when a taxpayer transaction includes a 
series of steps, including a tax-motivated step that is 
not necessary to achieve a nontax objective, Notice 
2014-58 indicates that the Service may apply a dis-
aggregation approach.

This disaggregation approach determines wheth-
er any of the individual tax-motivated steps is con-
sidered a separate transaction that is subject to the 
economic substance doctrine. Accordingly, under 
the 2014 notice provisions, the Service is free to 
either aggregate or disaggregate the interconnected 
steps of an overall taxpayer transaction.

And, the Service may aggregate or disaggregate 
a transaction’s interconnected steps when assessing 
the application of the economic substance doctrine 
on a case-by-case basis.

This Notice 2014-58 definition of transaction is 
consistent with the legislative history of the term 
“transaction” in Section 7701(o)(b)(6). That legisla-
tive history was provided in the House report on the 
2010 Act. The 2014 notice specifically refers to that 
House report.

That House report explains that the legislative 
provision “does not alter the court’s ability to aggre-
gate, disaggregate, or otherwise recharacterize a 
transaction” when applying the economic substance 
doctrine.1

DEFINITION OF THE TERM 
“SIMILAR RULE OF LAW”

Sections 6662(b)(6) and 6662(i) together impose a 
per se 40 percent penalty for taxpayer transactions 
that fail the economic substance doctrine or a “simi-
lar rule of law.”

Notice 2014-58 provides an explanation that “a 
similar rule of law” is a rule or doctrine that applies 
the same factors or analysis as required under 
Section 7701(o). The 2014 notice explanation 
indicates that the “similar rule of law” provision 
applies even if the doctrine is called something 
different.

Notice 2014-58 provides the example of the 
“sham transaction doctrine.” Specifically, the 2014 
notice defines “similar rule of law” to mean a rule 
or doctrine that disallows the income tax benefits 
under Internal Revenue Code subtitle A related to a 
taxpayer transaction because:

1. the transaction does not change a taxpay-
er’s economic position in a meaningful way 
(apart from federal income tax effects) or

2. the taxpayer did not have a substantial pur-
pose (apart from federal income tax effects) 
for entering into the transaction.

Notice 2014-58 also explained that the Service 
will not apply a Section 6662(b)(6) penalty unless 
the Service also raises Section 7701(o) to support 
its underlying income adjustments.

Even with this updated administrative guid-
ance, it remains to be seen exactly how or when 
the Service will assert the codified economic sub-
stance doctrine. The guidance in LB&I-4-0711-015 
provides for a specific set of factors for the Service 
examiners and their managers in the Large Business 
& International (LB&I) division to consider and pro-
cedures for the LB&I division to follow when seeking 
approval through the Service’s chain of command to 
apply the Section 6662(o)(6) penalty.

Taxpayers and their advisers should hope that 
the Service’s decision to apply the Section 6662 tax 
penalty will not be taken lightly.

SUMMARY OF RECENT JUDICIAL 
DECISIONS

As mentioned in the introduction, the Service has 
historically experienced a fair amount of success 
when it applies the economic substance doctrine 
to challenge suspect taxpayer transactions in the 
courts. The last year or two continued this trend of 
judicial success related to the Service’s use of the 
economic substance challenge.

The following discussion summarizes several 
recent judicial decisions (all pre-2014 notice) in 
which the Service challenged taxpayer transactions 
under the economic substance doctrine.

Kenna Trading, LLC
In 2014, in Kenna Trading, LLC,2 certain Brazilian 
retailers contributed distressed consumer accounts 
receivable to a limited liability company (LLC). The 
LLC claimed a carryover tax basis in the receivables 
under Section 723.

Later, the LLC contributed some of the accounts 
receivable to trading companies and then contrib-
uted the LLC’s interest in each trading company to 
a holding company.

The LLC claimed a cost of goods sold deduction 
for each holding company equal to the tax basis of 
the contributed accounts receivable. The LLC then 
sold an interest in each holding company to an 
investor. The trading companies claimed bad debt 
deductions related to the accounts receivable.
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The next year, the LLC contributed more of the 
Brazilian accounts receivable to main trusts. Each 
main trust then assigned the accounts receivable to a 
newly created subtrust. Other investors contributed 
cash to the main trust, in exchange for a beneficial 
interest in the subtrust. The subtrusts then claimed 
bad debt deductions for the accounts receivable.

Claiming that the subtrusts were grantor trusts, 
for federal income tax purposes, the investors 
claimed deductions on their income tax returns. The 
Service disallowed these bad debt deductions under 
the economic substance doctrine.

In addition, the Service levied (1) the Section 
6662(h) gross valuation misstatement penalties, 
(2) the Section 6662(a) accuracy-related penalties 
related to the amount of the LLC’s underpayments 
of tax, and (3) a Section 6662A listed transaction 
understatement penalty.

The Tax Court received expert testimony from 
both sides in the case. In its decision in Kenna 
Trading, LLC, the Tax Court held that the Brazilian 
retailers did not intend to enter into a partnership 
for federal income tax purposes. In addition, the Tax 
Court concluded that the LLC had a cost basis in the 
accounts receivable, not a carryover tax basis.

Also, the Tax Court found that the entire taxpay-
er transaction lacked economic substance. Lastly, 
because the LLC had understated its income as the 
Service proved, the Tax Court concluded that the 
LLC was subject to all three tax penalties.

Humboldt Shelby Holding Corp.
Humboldt Shelby Holding Corp.3 provides another 
recent economic substance judicial decision. In 
Humboldt Shelby Holding Corp., the taxpayer, a 
holding company, bought two corporations that had 
recently realized large capital gains.

To avoid paying taxes on the gains it inherited, the 
taxpayer executed a common tax-avoidance scheme 
to generate capital losses. Under the scheme, the 
taxpayer contributed offsetting short-term options to 
two LLCs that it had formed. The taxpayer increased 
its tax basis in the recently formed LLCs by the cost 
of the purchased options. However, the taxpayer 
did not reduce tax its basis by the cost of the sold 
options.

This accounting treatment allowed Humboldt 
Shelby Holding Corp. to increase its tax basis in the 
partnerships by approximately $75 million—while 
spending only $320,000.

After the options expired, the taxpayer resigned 
from the LLCs and received stock with a very low 
fair market value—and a very high tax basis. The 
taxpayer then sold the stock and recognized capital 

losses of almost $75 million. These capital losses 
completely offset the gains that the Humboldt Shelby 
Holding Corp. had inherited from the two corpora-
tions.

The Service issued a deficiency notice disallow-
ing the taxpayer’s claimed deductions from the stock 
sales under the economic substance doctrine. In 
addition, the Service assessed the accuracy-related 
penalty under Section 6662.

Again, the Tax Court received expert testimony 
from both sides in the case. In Humboldt Shelby 
Holding Corp., the Tax Court concluded that the 
taxpayer improperly deducted capital losses on 
stock with a basis that was artificially inflated in 
a transaction that lacked economic substance. In 
addition, the Tax Court concluded that Humboldt 
Shelby Holding Corp. was liable for the Section 6662 
accuracy-related penalty.

SUMMARY AND CONCLUSION
Both at the  examination level and in the courts, 
the Service continues to challenge suspect tax-
payer transactions based on the so-called eco-
nomic substance doctrine. And, at least at the 
judicial level, the Service continues to win many of 
these taxpayer transaction challenges. The Service 
seems to be successful in these challenges when 
the taxpayer’s expert witness cannot convince the 
court regarding both questions to the economic 
substance test.

Notice 2014-58 provides Service-friendly admin-
istrative and procedural guidance with respect to 
the application of the economic substance doctrine. 
However, at least this 2014 notice provides expanded 
guidance that taxpayers (and their legal and other 
tax advisers) can consider in their tax planning 
related to proposed transactions. Valuation analysts, 
forensic accountants, and economists who provide 
so-called economic substance analyses should be 
familiar with this most recent guidance provided by 
the Service.

Notes:

1. See House Report No. 111-443, 111th Cong., 2d 
Session 296.

2. Kenna Trading, LLC v. C.I.R., 143 T.C. No. 18 (2014).

3. Humboldt Shelby Holding Corp. v. C.I.R., 
T.C. Memo. 2014-47 (March 18, 2014).

Robert Reilly is a managing director of the firm and 
is resident in the Chicago practice office. Robert can 
be reached at (773) 399-4318 or at rfreilly@
willamette.com.
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Recent Articles and
Presentations
Robert Reilly, a managing director of our 
firm, delivered a presentation at the 2015 
Healthcare Seminar held on May 1, 2015, 
in Nashville. The program was sponsored by 
the Institute for Professionals in Taxation. 
Robert’s topic was “Valuation and Allocation 
of Intangible Assets in Healthcare Industry 
Properties.”

Robert’s presentation explored the common 
reasons to value health care intangible assets. He 
discussed the generally accepted intangible asset 
valuation approaches and methods. Robert also dis-
cussed the methods for extracting intangible asset 
value from the overall property value. Illustrative 
examples are included in the presentation

John Ramirez, a senior associate in our 
Portland office, published an article in the 
May/June 2015 issue of Valuation Strategies, 
a bimonthly journal published by Warren 
Gorham & Lamont. The title of John’s article 
is “Establishing Defensible Trademark Royalty 
Rates for Transfer Pricing Analysis.”

In recent years, the Internal Revenue Service 
has increased its scrutiny of intangible proper-
ty transfer price arrangements. John discusses 
Internal Revenue Code Section 482 and the arm’s-
length pricing standard. He examines the methods 
and procedures used to estimate trademark royalty 
rates for intercompany transfer pricing purposes.

Charles Wilhoite, a managing director in 
our Portland office, delivered a joint presenta-
tion (with attorney Gary Zimmer) at a confer-
ence on Representing Family and Closely Held 
Businesses on April 17, 2015. The program 
was sponsored by Oregon Law Institute.  The 
title of Charles and Gary’s presentation was 
“Business Valuation in a Divorce Setting.”

Charles and Gary’s presentation explored the 
various standards of value used in divorce cases. 
They went on to discuss the generally accepted 
valuation approaches. Various intangible asset 
issues common in divorce engagements were dis-
cussed. These include the issue of enterprise 
versus personal goodwill and the topic of “double 
dipping.”

Robert Reilly presented a webinar on 
April 7, 2015. The webinar was sponsored 
by Business Valuation Resources. The topic 
of Robert’s webinar was “Valuation and 
Allocation of Intangible Assets for Property 
Tax Compliance and Appeal Purposes.”

Robert’s webinar explored the various types 
of intangible assets and common reasons why 
analysts are asked to value intangible assets. He 
then described and illustrated generally accepted 
approaches and methods for valuing intangible 
assets. The webinar also focused on the valuation 
and extraction of intangible assets for property tax 
purposes. Illustrative examples are included in this 
webinar.

Robert Reilly participated in a panel dis-
cussion at the 39th Annual Alexander L. 
Paskay Memorial Bankruptcy Seminar, spon-
sored by the American Bankruptcy Institute. 
The Paskay Seminar was held March 5–6, 
2015, in Tampa, Florida. Robert’s topic was 
“Intellectual Property and Insolvency Issues: 
Valuation of Intellectual Property within a 
Bankruptcy Context.”

Robert’s presentation explored the various types 
of intellectual property assets and common reasons 
why analysts are asked to value intellectual prop-
erty. He then described and illustrated generally 
accepted approaches and methods for valuing intel-
lectual property. Robert also provided common data 
sources and described due diligence procedures 
related to an intellectual property valuation..
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IN PRINT
Robert Reilly, firm managing director, authored 
two chapters in the Institute for Professionals in 
Taxation textbook Property Taxation, 4th ed. The 
title of Robert’s two Property Taxation chapters are 
“Identification and Valuation of Intangible Assets” 
(Chapter 10) and “Issues Related to the Unit 
Valuation Principle” (Chapter 14).

Robert Reilly authored an article that appeared 
in the May 2015 issue of the American Bankruptcy 
Institute publication ABI Journal. The title of 
Robert’s article was “A Debtor Company’s IP 
Valuations.”

Robert Reilly also authored an article that 
appeared in the January/February 2015 issue of the 
journal Construction Accounting and Taxation. The 
title of Robert’s article was “Valuation of Professional, 
Operator, or Trade Licenses and Permits.”

Robert Reilly also authored an article that 
appeared in the February 2015 issue of the legal 
journal The Practical Lawyer. The title of Robert’s 
article was “Goodwill Valuation Approaches, 
Methods, and Procedures.”

Robert Reilly also authored an article that 
appeared in the February 2015 issue of the Journal 
of MultiState Taxation and Incentives. The title 
of Robert’s article was “Property Tax Valuation of 
Technology Intangible Assets.”

Robert Reilly also authored an article that 
appeared in the February 2015 issue of Practical 
Tax Strategies. The title of Robert’s article was 
“Goodwill Valuation Approaches and Methods.”

Robert Reilly also authored an article that 
appeared in the first quarter 2015 online publica-
tion Transaction Advisors. The title of Robert’s 
article was “Goodwill Valuation for Transaction 
Pricing and Structuring Purposes.”

Robert Reilly also authored an article that 
appeared in the March-April 2015 issue of Valuation 
Strategies. The title of Robert’s article was “Special 
Privileges: Valuation of Licenses and Business 
Permits.”

Robert Reilly also authored an article that 
appeared in the December 2014 issue of The 
Practical Lawyer. The title of Robert’s article was 
“What Counsel Need to Know about the Valuation of 
License or Permit Intangible Assets.”

Robert Reilly also authored an article that 
appeared in the Spring 2015 issue of the American 
Journal of Family Law. The title of Robert’s article 
was “Family Law Valuation of Technology Intangible 
Assets.”

Robert Reilly also authored an article that 
appeared in the April 2015 issue of The Practical 
Lawyer. The title of Robert’s article was “Engineering 
Intangible Asset Valuation, Damages, and Transfer 
Price Analyses.”

Robert Reilly also authored a two-part arti-
cle that appeared in the National Association of 
Certified Valuators and Analysts (NACVA) online 
publication QuickRead. The title of Robert’s article 
was “Intellectual Property Valuation for Bankruptcy 
Purposes.” Part I appeared on March 18, 2015, and 
Part II appeared on March 25, 2014.

Robert Reilly also authored an article that 
appeared in the March/April 2015 issue of the jour-
nal Construction Accounting and Taxation. The 
title of Robert’s article was “Valuation of Engineering 
Intangible Assets.”

Chip Brown, Atlanta office managing director, 
co-authored an American Institute of Certified 
Public Accountants Practice Aid on Forensic & 
Valuation Services issued in 2015. The title of the 
Practice Aid is “Business Valuations for Estate and 
Gift Tax Purposes.”

Curtis Kimball, Atlanta office managing direc-
tor, co-authored a white paper for the ACTEC – 
Arkansas State Chapter Conference on February 
5, 2015, with Tom D. Womack, JD. The topic of 
this white paper was “Analysis of Recent Valuation 
Developments and Trends: Making the Best of the 
Relationship with Your Valuation Expert.”

Kevin Zanni, Chicago office manager, authored 
an article that appeared in the January 2015 
issue of the Commerce Clearing House journal, 



96  INSIGHTS  •  SUMMER 2015 www.willamette.com

Business Valuation Alert. The title of Kevin’s article 
was “Quantifying the Private Company Discount: 
Multiples Approach and Acquisition Approach.”

John Ramirez, Portland office senior associate, 
authored an article in the May/June 2015 issue of 
Valuation Strategies. The title of John’s article was 
“Establishing Defensible Trademark Royalty Rates 
for Transfer Pricing Analysis.”

Weston Kirk, Atlanta office associate, authored an 
article that appeared in the April 2015 issue of the 
tax journal Trusts & Estates. The title of Weston’s 
article was “Valuation Discount Considerations with 
Multi-Level Entities.”

Several Willamette Management Associates 
analysts contributed to the Valuing Professional 
Practices and Licenses 2015 Supplement, edited 
by Ronald L. Brown. The Valuing Professional 
Practices and Licenses chapter authors and chapter 
titles are listed below.

 Robert P. Schweihs, firm managing direc-
tor, authored Chapter 3, Adjusting the 
Professional Practice Balance Sheet; and 
Chapter 39, Sample Medical Practice 
Valuation Report.

 Robert Reilly authored Chapter 7A, Goodwill 
Valuation Background Considerations 
Involving Professional Practices in Family 
Law Cases; Chapter 12, Reasonableness 
of Practitioner/Executive Compensation 
Analyses for Family Purposes; Chapter 14, 
Differences in the Valuation of Large and 
Small Professional Practices; Chapter 17, 
Valuing Individual Intangible Assets in a 
Marital Estate Involving a Professional; 
Chapter 21, Professional Guidance from 
Internal Revenue Service Publications in 
Family Law Valuation os Professionals; and 
Chapter 41, Accounting Practice Valuation 
Approaches, Methods, and Procedures.

IN PERSON
Tim Meinhart, Chicago office managing director, 
delivered a presentation to the J.P. Morgan Closely 
Held Asset Management Group in April 2014 in 
Columbus, Ohio. The topic of Tim’s presentation 
was “Business Valuation Methods and Other Special 
Topics.”

Shawn Fox, Chicago office managing director, 
delivered a presentation at a webinar sponsored 
by the Knowledge Group, LLC, on June 22, 2015. 
The topic of the webinar panel discussion was “Best 
Practices in Dealing with Disputes and Litigation in 
a Limited Liability Company.”

Shawn Fox will also deliver a presentation to 
the Accounting Basics for Attorneys Practising Law 
Institute seminar in Chicago, Illinois, on July 24, 
2015. The topic of Shawn’s seminar presentation 
is “An Introduction to, and Comparison between, 
Accounting Frameworks.”

Curtis Kimball delivered a presentation to the 
International Association of Consultants, Valuators, 
and Analysts International Valuation Forum held on  
May 7 and 8, 2015, in Atlanta. The topic of Curt’s 
presentation was “Valuation for Tax Issues.”

Curtis Kimball also delivered a presentation to 
the Tax and Estate Planning Council on May 14, 
2015, in Shreveport, Louisiana. The topic of Curt’s 
presentation was “Latest Valuation Topics in Tax and 
Estate Planning 2015.”

Curtis Kimball also delivered a presentation to 
the Duke Estate Planning Conference at the Duke 
University Law School in Durham, North Carolina, 
on October 15, 2014. The title of Curt’s presentation 
was “Analysis of Recent Valuation Developments and 
Trends: Making the Best of the Relationships with 
Your Valuation Expert.”

John Ramirez delivered a presentation at the 
Institute of Professionals in  Taxation 2015 annual 
conference held in San Diego, California, in June 
2015. The topic of John’s presentation was “The 
Relevance of Fair Value Measurements for Property 
Tax Purposes.”

Weston Kirk, Atlanta office associate, delivered 
a presentation to the honors finance students at 
Georgia State University on February 20, 2015, in 
Atlanta, Georgia. The title of Weston’s presentation 
was “Business Valuation Approaches, Methods, and 
Analyses.”

IN ENCOMIUM
The biography of managing director Robert Reilly 
was recently published in the following biographical 
publications: Marquis Who’s Who in the Midwest, 
2015 (41st) edition; Marquis Who’s Who in America, 
2015 (69th) edition; and Marquis Who’s Who in the 
World, 2015 (32nd) edition. We congratulate Robert 
on this recognition.

Charles Wilhoite, Portland office managing direc-
tor, was appointed to the Portland branch board 
of directors of the Federal Reserve Bank of San 
Francisco. We congratulate Charles on this Federal 
Reserve Bank appointment.



INSIGHTS ARCHIVES

Please send me the items checked above.

Name:

Company name:

Address:

City/State/Zip:

Telephone/E-mail:

Fax this form to Charlene Blalock at (503) 222-7392 or e-mail to cmblalock@willamette.com. Please allow at least 
a week for  delivery.

 Spring 2015
Focus on 
Corporate 
Transaction 
Advisory Services

 Winter 2015
Focus on 
Intercompany 
Transfer Price and 
Other Income Tax 
Insights

 Autumn 2014
Focus on Gift, 
Estate, and 
Generation-
Skipping Tax 
Issues

 Summer 2014
Focus on Forensic 
Analysis and 
Litigation Services

 Spring 2014
Focus on Property 
Tax Intangible 
Asset Valuation 
Analyses

 Winter 2014
Focus on 
Bankruptcy and 
Reorganization 
Financial Advisory 
Services

 Autumn 2013
Focus on Gift and 
Estate Taxation

 Summer 2013
Focus on 
Transaction 
Advisory Services

 Spring 2013
Focus on Forensic 
Analysis and 
Litigation Services

 Winter 2013
Focus on Health 
Care Valuation 
Insights

 Autumn 2012
Focus on 
Intangible Asset 
Valuation

 Summer 2012
Focus on Estate 
and Gift Tax 
Issues



Willamette Management Associates provides thought leadership in business valuation, forensic analysis, and 
financial opinion services. Our professional services include: business and intangible asset valuation, intellec-

tual property valuation and royalty rate analysis, intercompany transfer price analysis, forensic analysis and expert 
testimony, transaction fairness opinions and solvency opinions, reasonableness of compensation analysis, lost profits 
and economic damages analysis, economic event analysis, M&A financial adviser and due diligence services, and ESOP 
financial adviser and adequate consideration opinions.

We provide thought leadership in valuation, forensic, and opinion services for purposes of merger/acquisition 
transaction pricing and structuring, taxation planning and compliance, transaction financing, forensic analysis and 
expert testimony, bankruptcy and reorganization, management information and strategic planning, corporate gover-
nance and regulatory compliance, and ESOP transactions and ERISA compliance.

Our industrial and commercial clients range from family-owned companies to Fortune 500 multinational cor-
porations. We also serve financial institutions and financial intermediaries, governmental and regulatory agencies, 
fiduciaries and financial advisers, accountants and auditors, and the legal profession.

Willamette Management Associates analysts apply their experience, creativity, and responsiveness to each client 
engagement. And, our analysts are committed to providing thought leadership—delivering the highest level of client 
service in every engagement.

Willamette Management Associates
the thought leaders

Portland Office
111 S.W. Fifth Avenue
Suite 2150
Portland, OR 97204
(503) 222-0577
(503) 222-7392 (FAX)

Chicago Office
8600 West Bryn Mawr Avenue
Suite 950-N
Chicago, IL 60631
(773) 399-4300
(773) 399-4310 (FAX)

Atlanta Office
1355 Peachtree Street, N.E.
Suite 1470
Atlanta, GA 30309
(404) 475-2300
(404) 475-2310 (FAX)

Willamette Management Associates
111 S.W. Fifth Avenue, Suite 2150
Portland, Oregon 97204-3624

CHANGE SERVICE REQUESTED

PLEASE LET US KNOW . . .

if you wish to be deleted from our 
mailing list for this publication . . .

. . . OR . . .

if you have colleagues who you 
think should be added to our 

mailing list . . .

BY FAX (503) 222-7392
OR BY E-MAIL

sespiegel@willamette.com

PRESORTED STANDARD
U.S. POSTAGE PAID

PORTLAND OR
PERMIT NO. 431


