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This Insights issue focuses on the thought leader-
ship related to the ad valorem state and local taxa-
tion (“SALT”) of industrial and commercial prop-
erty. This Insights issue considers property valua-
tion topics that may become the genesis of conflicts
between SALT assessment authorities and taxpayer
property owners.

First, this Insights issue presents a thought
leadership discussion of the standard of value dif-
ferences between fair value and fair market value—

and why such differences may make financial
accounting fair value measurements inapplicable
for property tax valuation purposes. This issue also
presents discussions related to the application of
the capital asset pricing model and the inclusion of
a property-specific risk premium to estimate dis-
count rates and direct capitalization rates.

Second, this Insights issue presents several
discussions related to (1) the generally accept-
ed intangible property valuation approaches and

John C. Ramirez

John C. Ramirez is a managing direc-
tor of our firm and the director of
our Portland, Oregon, office. John
also leads our property tax valuation
services practice.

John has nearly 15 years of expe-
rience in providing valuation consult-
ing, economic analysis, and transac-
tion advisory services. These servic-
es include performing valuations and

economic analyses for purposes of forensic analysis
and dispute resolution, income tax and property tax
compliance, estate and gift tax planning, bankruptcy
and reorganizations, shareholder oppression and dis-
senting shareholder appraisal rights claims, transfer
pricing, transaction opinions, commercial damages
measurement, reasonableness of executive compen-
sation analysis, and appraisal review.

John’s practice is focused on assisting taxpayer
property owners, taxing authorities, and their pro-
fessional advisers on issues related to unit principle
property valuation, the identification and valuation
of intangible property, capitalization rate studies, and
obsolescence studies.

Recently, John completed the following types of
analyses: (1) intangible personal property valuations
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methods and (2) the identification and extraction
of intangible property value from unit principle
valuations. These discussions are applicable to tax-
ing jurisdictions that do not tax intangible property.

Third, this Insights issue presents best prac-
tices related to the identification and measurement
of functional and economic obsolescence—which
may become a source of controversy in the cost
approach valuation of industrial or commercial
taxpayer property.

Willamette Management Associates analysts
routinely perform the following types of property
tax valuation services: (1) appraisals of industrial
or commercial property, (2) unit principle valua-
tions of utility-type taxpayer property, (3) capital-
ization rate studies, (4) functional obsolescence
and economic obsolescence measurement analyses,
(5) cost of capital flotation cost studies, and (6)
raluations of various types of intangible personal
property.

for two of the largest U.S. railroad companies and
for a multinational ride-hailing company, (2) unit
principle valuations for property tax dispute purposes
involving two natural gas distribution properties in
Missouri and several electric generation facilities in
New Mexico and Texas, and (3) a commercial dam-
ages measurement involving the U.S. Department of
the Treasury’s denial of cash grants related to the con-
struction of a billion dollar solar photovoltaic electric
generation facility in Nevada.

John has authored numerous articles in profes-
sional journals on topics related to property tax
valuation, intangible asset valuation, and business
valuation. He has published in such professional
journals as the Journal of Property Tax Assessment
& Administration, Journal of Multistate Taxation,
World Trademark Review, Valuation Strategies, and
Insights.

John earned a bachelor of science degree in busi-
ness administration, with a concentration in finance,
from Portland State University School of Business
Administration magna cum laude (with honors).

John is an accredited senior appraiser (ASA) of the
American Society of Appraisers, accredited in busi-
ness valuation, and he is a member of the Portland
chapter of the American Society of Appraisers.
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Property Tax Thought Leadership

The Identification and Extraction of
Intangible Property from Unit Principle

Valuations

Tia Hutton and John C. Ramirez

Many taxing jurisdictions do not tax intangible property for property tax purposes.
However, many taxing jurisdictions assess certain industrial or commercial property based
on the unit principle of property valuation. The application of the unit valuation principle
typically includes the value of all of a taxpayer’s operating property, including intangible

property. The inclusion of intangible property in such a tax assessment can, in some
cases, substantially affect the amount of the assessment. For this reason, property owners
may retain a valuation analyst to value and subtract any intangible property from the
unit principle valuation. First, this discussion summarizes the unit principle valuation of
industrial and commercial property. Second, this discussion describes the identification of
intangible property and the generally accepted intangible property valuation approaches
and methods applicable for property tax purposes. Finally, this discussion presents two
methods that are frequently applied to remove the value of intangible property from a
unit principle valuation prepared for property tax purposes.

INTRODUCTION

The word “assets” is an accounting term and the
word “property” is a legal term. These two terms
do not necessarily mean the same thing (i.e., all
assets are not necessarily property and vice versa).
However, for simplicity, these terms are used inter-
changeably in this discussion.

Intangible property can be very valuable.
Valuation analysts (“analysts”) are often retained
to estimate the value of intangible property for a
variety of reasons. Such reasons may include trans-
action pricing and structuring, financial accounting
and reporting, taxation planning and compliance,
bankruptcy and reorganization, intercompany use

www.willamette.com

and ownership transfer, and so on. The focus of this
discussion is the identification and extraction of
intangible property value from unit principle valua-
tions prepared for property tax compliance, appeal,
or litigation purposes.

First, this discussion summarizes the unit princi-
ple valuation of industrial and commercial property.
Second, this discussion describes the process that
analysts follow in the identification of intangible
property and in the application of generally accept-
ed intangible property valuation approaches and
methods. Finally, this discussion presents the meth-
ods that analysts may apply to subtract the value of
intangible assets from the total unit value in taxing
jurisdictions that do not tax intangible property.
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THE UNIT VALUATION PRINCIPLE
For property tax purposes, many taxing jurisdic-
tions assess certain types of industrial or commer-
cial property based on the unit valuation principle—
and not on the summation valuation principle.

In a summation principle valuation, a separate
appraisal is performed for each asset category (or
component) of the taxpayer property. The total
value of the taxpayer property is the sum of the
individual asset category values.

To perform a summation principle valuation,
each category of taxpayer property is subject to
separate identification and individual valuation. It
can be difficult to separate each asset category for
certain types of industrial and commercial proper-
ties. For this reason, the summation valuation prin-
ciple is typically applied to value relatively simple
properties, such as high-rise apartment buildings or
high-rise office buildings.

The unit valuation principle is typically applied
to value more complex properties. In a unit princi-
ple valuation, all of the taxpayer’s operating assets
are valued collectively, in the aggregate, as a single
unit of property. The total unit value equals the
value of all of the taxpayer operating assets (both
tangible assets and intangible assets) functioning
collectively on a going-concern, or value in contin-
ued use, basis.

The unit valuation principle is often applied
when the taxpayer’s real estate and tangible person-
al property is physically, functionally, and economi-
cally integrated. For example, the unit valuation
principle is often applicable when an industrial or
commercial property operates as a continuous oper-
ating process. Examples include oil and gas refiner-
ies, chemical and other processing plants, mining
and mineral extraction facilities, cable television
properties, electric generation plants, hospitals and
nursing homes, and others.

Additionally, the unit valuation principle is often
applied when the taxpayer property is a utility-type
property that crosses over several counties, states,
or other taxing jurisdictions. Examples of such
properties include railroads, airlines, interstate and
intrastate pipelines, water distribution systems,
wastewater distribution systems, gas distribution
systems, electric distribution systems, and telecom-
munications systems.

The value conclusion of the unit principle valua-
tion includes all of the categories of taxpayer prop-
erty, including working capital accounts, real estate,
tangible personal property, and intangible personal
property. Importantly, not all of these property cat-
egories may be subject to property taxation in the
relevant taxing jurisdiction.
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In taxing jurisdictions that do not tax intangible
property, both the taxpayer and the assessment
authority should ensure that any intangible prop-
erty value is excluded from the assessment based on
the unit valuation principle.

If the assessment includes intangible property
that is not subject to taxation, the value of that
intangible property should be removed from the
assessment (which may be the total unit value).

IDENTIFICATION OF INTANGIBLE
PROPERTY

The initial step in performing an intangible asset
valuation is to identify the subject intangible asset.

There are numerous legal, accounting, and
taxation definitions for the term “intangible asset.”
Most of those definitions typically relate to the
specific purpose and are extracted from a par-
ticular statutory authority, administrative ruling,
or judicial precedent. This discussion focuses on
the general economic attributes that help analysts
determine the existence of an intangible asset. It is
important for the taxpayer and analyst to research
whether a purpose-specific definition of intangible
asset exists.

According to the textbook Valuing Intangible
Assets,! the characteristics or economic attributes
necessary for identification as an intangible asset
include the following:

1. It is subject to a specific identification and
a recognizable description.

2. It is subject to legal existence and legal pro-
tection.

3. It is subject to the rights of private owner-
ship, and that private ownership should be
legally transferrable.

4. Tt is documented by some tangible evidence
or manifestation of its existence (e.g., a
contract, a license, a set of financial state-
ments).

5. It is created or comes into existence at an
identifiable time or as the result of identifi-
able event.

6. It is subject to being destroyed or to a
termination of existence at an identifiable
time or as the result of an identifiable event.

In other words, there should be a specific bundle
of rights associated with the existence of any identi-
fiable intangible asset. These identifiable intangible
assets should be transferable.
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However, this statement does not imply that the
intangible asset has to be readily marketable or that
the taxpayer owner would ever plan to transfer the
intangible asset.

And, this statement does not imply that the
intangible asset has to be sold separately from
all other assets. In fact, just the opposite is true.
Intangible assets are often sold with tangible assets
and/or with other intangible assets.

The above-listed items describes the economic
attributes of an intangible asset. Analyst consider
these economic attributes in order to determine the
existence of an intangible asset.

There is a distinction (sometimes substantial)
between the existence of an intangible asset and
the value of the intangible asset. It is possible for an
intangible asset to have economic existence while
having little or no quantifiable value.

For an intangible asset to have a quantifiable
value from a valuation perspective, it should pos-
sess certain economic attributes. According to the
textbook Best Practices: Thought Leadership in
Valuation, Damages, and Transfer Price Analysis,?
these attributes may include the following:

1. The intangible asset should generate some
measurable amount of economic benefit
to its owner. This economic benefit could
be in the form of an income increment,
a cost decrement, and/or an investment
decrement. This economic benefit may
be measured in any one of the several
ways, including net income, net operating
income, net cash flow, and so on.

2. The intangible asset should be able to
enhance the value of the other assets (tan-
gible or intangible) with which it is associ-
ated. These other assets may encompass
all other assets of the operating business
enterprise of an owner/operator, including
tangible personal property, real estate, or
other intangible assets.

Some inexperienced analysts may confuse the
term intangible asset with intangible factors, ele-
ments, influences, or attributes. Some econom-
ic phenomena attributes may contribute to the
existence of—and value of—identifiable intangible
assets. However, such economic phenomena may
not possess the requisite characteristics to distin-
guish them as identifiable intangible assets.

Some economic phenomena that do not qualify
as an intangible asset—but may be considered intan-
gible factors or influences—include the following:
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High market share
Lack of regulation
Monopoly position (or barriers to entry)

Market potential

Competitive advantage (i.e., technological
superiority, uniqueness, economies of scale,
synergies, efficiencies)

B General positive reputation

TYPES OF INTANGIBLE PROPERTY

For a variety of accounting, legal, taxation, and other
reasons, industrial or commercial property are often
distinguished between tangible assets and intangible
assets. Industrial or commercial intangible assets
can further be grouped into two categories:

1. Intangible real property
2. Intangible personal property

Intangible Real Property

Intangible real property is a familiar category for
many taxpayers. This is because it is not uncommon
for legal interests in real estate to be subdivided and
transferred. Intangible real property is the transfer-
able legal interest in real estate.

The value of intangible real property is not
derived from the ownership of the real estate itself.
The real estate ownership is vested in a separate
party (e.g., landlord, the lessor, or the licensor). The
value of intangible real property is derived from the
legal rights it grants to real estate.

Examples of intangible real property include
leases, occupancy permits, building permits, sur-
face rights, air rights, mining rights, water extrac-
tion rights, drilling rights, and so forth. In contrast,
examples of tangible real property include land
improvements, buildings, and so on.

Intangible real property is often documented in
a license, lease, easement, or other contract. This
written document provides evidence of the exis-
tence of the intangible real property. This written
document has a tangible element (i.e., the paper it
is written on).

All intangible assets should have some form
of physical evidence of their existence. However,
the value of the intangible real property does not
depend on the tangible evidence (e.g., the actual
physical paper). Rather, the value of intangible
real property depends on the legal rights (and eco-
nomic expectations) associated with the written
document.
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Intangible Personal Property

The value of intangible personal property is derived
from the legal rights, the intellectual property
content, and/or the expected economic benefits
that are associated with this category of intangible
assets.

Analysts often group intangible personal prop-
erty into four categories. The categorization process
may be relevant from a property tax valuation per-
spective. This is because the four different catego-
ries of intangible personal property (although fun-
damentally similar) have slightly different economic
attributes.

Sometimes this intangible personal property
categorization process may have accounting, taxa-
tion, regulatory, or legal significance. Often, this
categorization process makes sense because the four
different categories of intangible personal property
(although fundamentally similar) have slightly dif-
ferent economic attributes.

These four categories of intangible personal
property are as follows:

1. Financial (working capital) assets
2. General intangible assets

3. Intellectual property
4

Intangible value in the nature of goodwill

Financial Assets

Most analysts are familiar with financial assets. For
a business, financial assets are recorded as “current
assets” for financial accounting purposes. Common
examples of financial assets include cash, accounts
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receivable, notes receivable, stocks and bonds, and
other negotiable investment securities. However,
inexperienced analysts may not automatically think
of financial assets as intangible assets.

As an example, let’s consider cash—in the form
of a $100 bill. The $100 bill clearly qualifies as an
asset. It is unlikely for anyone to question that the
%100 bill (1) is subject to ownership and (2) has
value.

What may not be immediately clear is the $100
bill’s classification as an intangible asset. The value
of the 8100 bill does not result from the physical
paper note (i.e., the physical attributes). Rather,
the value of the $100 bill results from the fact that
the intangible asset owner has the legal right to
exchange the paper instrument for goods and ser-
vices. The value of this $100 bill comes from the
expected economic benefits it can provide to the
owner.

General Intangible Assets

The second category of intangible assets includes
most other intangible assets that are not elsewhere
categorized.

One categorization of general intangible assets
follows:

B Technology-related (e.g., proprietary tech-
nology)

B Customer-related (e.g., customer lists, cus-
tomer engineering drawings and techni-
cal documentation relationships, customer
contracts)

B Contract-related (e.g., favorable supplier
contracts, technology sharing agreements,
franchise agreements)

B Data-processing-related (e.g.,
computer software, automated
data bases)

B [Human-capital-related (e.g., a
trained and assembled work-
force, noncompete covenants,
employment agreements)

B Marketing-related (e.g., advertis-
ing materials, marketing bro-
chures and materials)

B Location-related (e.g., leasehold
interests, mineral or mining
exploration rights)

B License-related (e.g., operational
or environmental licenses or
permits, pollution control per-
mits)
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It is important to note that the above-listed gen-
eral intangible asset categories are for discussion
purposes only. They do not represent any particular
categorization for financial accounting, taxation,
regulatory, legal, or other authority.

Intellectual Property

Intellectual property is created by human intellec-
tual and/or inspirational activity. Such activity is
typically specific, conscious, and can be attributed
to the activity of specific individuals. In contrast,
other intangible assets are created in the normal
course of business operations.

In the United States, intellectual property is
typically registered under—and is protected by—
specific federal and state statutes. These statutes
give the intellectual property owner specific legal
rights with regard to commercial development and
economic exploitation of the intellectual property.
These statutes also give the intellectual property
owner the right to prevent other parties from com-
mercializing the intellectual property.

There are four types of intellectual property:

1. Trademarks and trade names (e.g., service
marks, service names, and trade dress)

2. Patents (e.g., utility, design, and plant pat-
ents and the associated patent application)

3. Copyrights (e.g., musical and literary com-
positions, other works of art, and copyrights
in computer software and engineering draw-
ings)

4. Trade secrets (e.g., processes, designs, dia-
grams, drawings, schematics, memoranda,
etc.)

Intangible Value in the Nature of Goodwill

There are different definitions (or types) of good-
will for transaction, taxation, financial accounting,
litigation, and other purposes. For property tax pur-
poses, the relevant type of goodwill is often business
or institutional goodwill.

Analysts often refer to business or institutional
goodwill as intangible value in the nature of good-
will. This is because the value of business or insti-
tutional goodwill is related to several components.

The components of business or institutional
goodwill include the following:

B Going-concern value—This goodwill com-
ponent is related to the fact that all of
the elements of a taxpayer’s total unit are
physically and functionally assembled in
place and ready to use.
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B Excess income—This goodwill component
is related to income generated by a taxpay-
er’s total unit that is greater than amount
needed to provide a fair rate of return on all
of the tangible assets and identifiable intan-
gible assets of the total unit.

B Present value of future growth opportuni-
ties—This goodwill component is related to
the expectation of growth in future income
associated with future assets (both tangible
and intangible) that do not yet exist on the
assessment date.

GENERALLY ACCEPTED INTANGIBLE
PROPERTY VALUATION
APPROACHES AND METHODS

There are three generally accepted intangible
property valuation approaches. These valuation
approaches encompass a broad spectrum of applied
microeconomics principles and investment con-
cepts. Within each valuation approach, there are
several valuation methods.

The three generally accepted intangible property
valuation approaches are as follows:

1. The cost approach

2. The market approach (sometimes referred
to as the sales comparison approach)

3. The income approach

The following discussion summarizes the gen-
erally accepted intangible property valuation
approaches and methods. The discussion is present-
ed in the context of applying the unit valuation prin-
ciple to value industrial or commercial property. An
in-depth explanation of each valuation approach
and method is beyond the scope of this discussion.

Cost Approach

The cost approach indicates the value of an intan-
gible asset as the cost (in terms of current dollar
expenditures) required to create a hypothetical
substitute intangible asset with equivalent utility
and functionality as the actual intangible asset. The
cost components in a cost approach analysis typi-
cally include direct costs, indirect costs, developer’s
profit, and entrepreneurial incentive.

If the substitute intangible asset is superior to
the actual intangible asset, then allowances should
be made for all forms of depreciation (including
physical depreciation, functional obsolescence, and
economic obsolescence) in order to estimate the
value of the actual intangible asset.
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The intangible asset cost approach valuation
methods include the following:

B Reproduction cost new less depreciation
method—The total cost, at current prices,
to construct an exact duplicate or replica
of the subject intangible asset, adjusted for
depreciation

B Replacement cost new less depreciation
method—The total cost to create, at cur-
rent prices, an asset having equal func-
tionality or utility of the intangible subject
asset, adjusted for depreciation

B Iistorical cost less depreciation method
(or an alternative method referred to as the
trended historical cost less depreciation
method)—Actual historical asset develop-
ment costs may be identified and quantified
and sometimes “trended” to the valua-
tion date by an appropriate inflation-based
index factor, adjusted for depreciation

The cost approach may have certain application
limitations for intangible assets with unique quali-
ties. Unlike some fungible assets, certain intangible
assets are not fungible.

Market Approach

The market approach indicates the value of an
intangible asset based on valuation pricing mul-
tiples derived from arm’s-length sale or license
transactions regarding either comparable or guide-
line intangible assets. Typically, individual intan-
gible assets are not bought and sold in fee simple
interest.

Accordingly, individual intangible asset sale
transactional data are not often readily available.
However, many intangible assets (such as trade-
marks, copyrights, and patents) are licensed in
arm’s-length transactions. When available, these
transactional data may be used to prepare a market
approach analysis.

The generally accepted intangible asset market
approach valuation methods include the following:

B The sales comparison method

B The relief from royalty method

B The comparable profit margin method

Market approach methods are particularly appli-
cable when there is sufficient quantity of compa-
rable (almost identical) or guideline (similar from
a risk and expected return perspective) intangible
asset transaction data.
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Income Approach

The income approach recognizes the prospective
revenue, expenses, profitability, and investments
associated with the ownership of an intangible asset.
This approach indicates intangible asset value as the
present value of future income.

That metric income may be measured as operat-
ing income, net income, net cash flow, operating
cash flow, or some other measure of income, and it
should be estimated over the asset’s expected use-
ful economic life (“UEL”). This expected income
stream is brought to a present value by the use of
an appropriate market-derived, risk-adjusted rate of
return (or capitalization rate).

The generally accepted intangible asset income
approach valuation methods include the following:

B Differential income (with/without) method
B Incremental income method

B Profit split method (or residual profit split
method)

B Residual (excess) income method
B (Capitalized excess earning method

B Multiperiod excess earnings method

Intangible asset income approach valuation
methods are particularly applicable in situations
where the intangible asset is used to generate a
measurable (and separately identifiable) amount of
income.

INTANGIBLE PROPERTY VALUE
EXTRACTION METHODS

Many taxing jurisdictions do not tax intangible prop-
erty from property taxation. However, property tax
assessments are sometimes based on the unit valu-
ation principle, which typically concludes a value
for all of the taxpayer’s operating property (both
tangible and intangible). For this reason, the value
of intangible property may need to be subtracted
from the total unit value.

There are several methods that may be applied
to subtract intangible asset value from the unit prin-
ciple valuation conclusion. These value subtraction
methods include the following:

1. Direct subtraction method

2. Transfer price (income allocation) method

When selecting an intangible asset value
subtraction method, the analyst should refer to any
legal precedents or statutes in the subject taxing
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jurisdiction. In the event the taxing jurisdiction
does not have a subtraction standard or precedent,
the analyst should select the subtraction method
that makes the most sense for the analysis.

For example, the intangible asset may have
no separately identifiable income stream. In such
a case, it would be difficult to deduct a specific
amount of income from the total unit operating
income in the income approach, as would be the
case with the transfer price (income allocation)
method.

Not having an identifiable income stream does
not necessary imply that the asset is not an exempt
intangible asset. The question of whether an intangi-
ble asset is taxable or not depends on the particular
taxing jurisdiction.

Direct Subtraction Method

The direct subtraction method is the simplest to
understand. There are two factors of the direct sub-
traction method:

1. the synthesized value of the total unit
(based on any/all unit principle valuation
approaches), and

2. the synthesized value of all exempt intangi-
ble assets (based on any/all intangible asset
valuation approaches)

The concluded value
of the intangible assets
is subtracted from the
total unit value to con-
clude the residual value

Exhibit 1

Unit Principle Valuation Approach and Method

property is not subject to property taxation in the
Refinery’s taxing jurisdiction. The Refinery owns
internally developed software that is used in its
operations. For simplicity, let’s assume the Refinery
does not have any other intangible property.

The Refinery retained an analyst to estimate the
value of the internally developed software as of the
valuation date. Based on this valuation analysis,
the Refinery will exclude the value of the intangible
personal property (i.e., the internally developed
software) from the total unit value.

To value the Refinery’s software, the analyst
applied the cost approach, replacement cost new
less deprecation method. The analyst concludes the
value of the Refinery software, as of the valuation
date, is $160 million.

As presented in Exhibit 1, the valuation syn-
thesis indicates a value conclusion of the Refinery
total unit of $1 billion. Subtracting the value of
the software intangible personal property of $160
million, yields a residual value of $840 million for
the Refinery taxable property (i.e., real estate and
tangible personal property).

In this example, the software valuation analy-
sis resulted in reducing the Refinery property tax
assessment by 16 percent.

Assessment Authority’s Valuation of Taxpayer Refinery Total Unit

of the taxable property.

. . Income Approach:
Direct Subtraction

Yield Capitalization Method [a]

Extraction Method Direct Capitalization Method [b]
Ilustrative
Example Sales Comparison Approach:
Let’s assume that the Comparable Sales Method [c]
t fi th . . . .
payer Telmery (the Valuation Synthesis and Concluded Value of Refinery Total Unit
Refinery”) is assessed
in its taxing jurisdiction ) .
based on the unit valu- Concluded Value of Refinery Total Unit
ation principle. Let’s Minus: Concluded Value of Refinery Computer Software [d]
assume that the local Equal: Residual VValue of Refinery Taxable Property

assessment author-

ity values the Refinery
total unit of operating
property at $1 billion
as of the valuation date.

Let’s also assume
that intangible personal

multiples.

[a] Based on present value of Refinery total net cash flow.
[b] Based on direct capitalization of Refinery total net operating income.
[c] Based on comparable sales of operating refineries and market-derived pricing

[d] Based on replacement cost new less depreciation method.
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Value Indication

$1,100,000,000
$900,000,000
$960,000,000
$1,000,000,000

$1,000,000,000
$160,000,000
$840,000,000




Transfer Price (Income Allocation)
Method

The transfer price (income allocation) method
(hereinafter called the “transfer price method”)
assumes that an economic rent is charged to the
taxpayer for the use of the intangible assets.

That rent (or “capital charge”) is subtracted from
the total unit operating income. In other words, the
transfer price method makes the assumption that
if the taxpayer did not in fact own the intangible
assets, it would have to rent those intangible assets
from the marketplace at an arm’s-length price.

The total unit operating income is reduced by this
intangible asset rent. The reduced total unit oper-
ating income is included in any income approach
analysis or any sales comparison approach analysis
applied to estimate the taxable property value. Since
the intangible-asset-related income is excluded from
the total unit operating income, no additional adjust-
ment is necessary to subtract the value of the intan-
gible assets from the total unit value.

Transfer Price (Income Allocation)
Extraction Method Example

In this example, let’s continue using the Refinery
as the illustrative taxpayer. Let’s also use the same
assumptions that were applied in the direct subtrac-
tion extraction method example.

In the transfer price method, the analyst will
estimate a fair rate of return on the value of the
Refinery’s computer software. The fair rate of return
can be the taxpayer’s weighted average cost of
capital (“WACC”) or some other industry/taxpayer
return on investment measure. Let’s assume that
the Refinery WACC is 12.5 percent.

If the concluded cost approach value of the
Refinery computer software is $160 million and the
fair rate of return on investment on the Refinery’s
computer software is 12.5 percent, then the annual
transfer price (or economic rent) for the use of the
software is $20 million (160 million multiplied by
12.5 percent).

The Refinery’s operating income is reduced by
this “rent” associated with the use of the computer
software. The taxpayer may apply the same Refinery
unit principle valuation income approach methods
that the assessment authority applied to conclude the
Refinery unit value. Of course, the operating income
included in this income approach analysis is reduced
by the rent (or arm’s-length transfer price) on the
software intangible asset. The result of this adjusted
application of the income approach is a Refinery unit
value conclusion that has been implicitly reduced by
the value of the software intangible property.
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SUMMARY AND CONCLUSION

Property owners and assessment authorities often
have to consider the value of intangible property.
Some taxing jurisdictions exempt intangible prop-
erty from property taxation. And, some taxing juris-
dictions tax intangible property for tax purposes.

For property tax purposes, the industrial and
commercial property of utilities, transportation,
communication, and other similar utility-type prop-
erties are often assessed by applying the unit valua-
tion principle. The unit valuation principle involves
the collective valuation of all of a taxpayer’s oper-
ating property as a single “unit.” For this reason,
property tax assessments that are derived using the
unit valuation principle implicitly include the value
of the taxpayer’s intangible property.

In jurisdictions that do not tax intangible prop-
erty, property owners and assessment authorities
should ensure that the value of any exempt intan-
gible property is excluded from the unit valuation
principle assessment. If the assessment includes
exempt intangible property, the taxpayer should
identify the intangible assets, value the intangible
assets, and subtract the value of those intangible
assets from the total unit value.

This discussion focused on the economic attri-
butes that are necessary for the identification of
intangible property. Additionally, this discussion
summarized the generally accepted intangible prop-
erty valuation approaches and methods. Finally, this
discussion illustrated two methods for subtracting
the value of the intangible property from the tax-
payer’s total unit value.

Notes:

1. Robert F. Reilly and Robert P. Schweihs, Guide to
Intangible Asset Valuation (New York: American
Institute of Certified Public Accountants, 2014), 2-3.

2. Robert F. Reilly and Robert P.
Schweihs, Best Practices:

Thought Leadership in
Valuation, Damages, and
Transfer  Price  Analysis
(Ventnor, NJ: Valuation

Products and Services, 2019),
288.
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Property Tax Thought Leadership

Generally Accepted Intangible Property
Valuation Approaches, Methods, and

Procedures

Travis C. Royce and John C. Ramirez

Valuation analysts (“analysts”) are often called on to value an industrial or commercial
taxpayer’s intangible property for property tax purposes. The first procedure in any
intangible property valuation is the selection of the appropriate valuation approach

(or approaches) to apply to the intangible property. The generally accepted intangible

property valuation approaches are the cost approach, the market approach, and the
income approach. The analyst then selects one or more of the generally accepted
valuation methods within each selected approach. The selection of valuation approaches
and methods is based on various criteria, such as the quality and quantity of available
data and the analyst’s professional judgment. This discussion describes the generally
accepted intangible property valuation approaches, methods, and procedures that may be
applicable for property tax compliance, appeal, or litigation purposes.

INTRODUCTION

The valuation of intangible property for property tax
purposes is relevant both (1) in jurisdictions where
intangible property is subject to property taxation
and (2) in jurisdictions where intangible property is
not subject to property taxation.

The valuation of intangible property may be
applicable to utility, transportation, communica-
tion, and other similar utility-type taxpayers. That
is because such taxpayers are typically assessed
based on the unit valuation principle. In jurisdic-
tions that do not tax intangible property, the value
of exempt intangible property may be subtracted
from the taxpayer’s total unit value in order to con-
clude the value of the taxable tangible property.

Some jurisdictions tax intangible personal prop-
erty. In such jurisdictions, taxpayers need to know
the value of their taxable intangible property.

www.willamette.com

This discussion summarizes the generally accept-
ed valuation approaches and methods that may be
applied to value intangible property for property tax
purposes.

GENERALLY ACCEPTED INTANGIBLE
ASSET VALUATION APPROACHES

There are three generally accepted intangible prop-
erty valuation approaches:

1. The cost approach
2. The market (or sales comparison) approach

3. The income approach

The cost approach is based on the economic
principle of substitution. This economic principle
concludes that an investor will pay no more for an
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investment than the cost to obtain (i.e., either to
purchase or to construct) an investment of equal
utility. For purposes of this economic principle,
utility can be measured in many ways, including
functionality, desirability, and so on.

The market (or sales comparison) approach is
based on the related economic principles of compe-
tition and equilibrium. These economic principles
conclude that, in a free and unrestricted market,
supply and demand factors will drive the price of an
investment to a point of equilibrium.

The principle of substitution also influences the
market approach. This is because the identification
and analysis of equilibrium prices for substitute
investments will provide important evidence with
regard to the value of the intangible asset.

The income approach is based on the economic
principle of anticipation (sometimes also called the
principle of expectation). In this valuation approach,
the value of the intangible asset is the present value
of the expected income to be earned from the own-
ership or operation of the asset. As the name of the
economic principle implies, the investor “antici-
pates” the “expected” income to be earned from the
ownership or operation of the intangible asset. This
expectation of prospective income is then converted
to a present worth.

There are numerous alternative definitions of
income that may be considered in an income
approach valuation. If properly analyzed, many
different definitions of income can be analyzed to
provide a reasonable indication of value.

This valuation approach requires the analyst
to estimate the investor’s required rate of return
on the investment generating the prospective
income. This required rate of return will be a
function of many economic variables, including
the risk—or the uncertainty—of the expected
future income.

Analysts often attempt to apply all three valu-
ation approaches in order to obtain a multidimen-
sional perspective on the intangible asset.

For each intangible asset valuation, the ana-
lyst typically selects the valuation approach (or
approaches, if applicable):

1. for which there are the greatest quantity
and quality of available data,

2. that best reflects the actual transactional
negotiations of market participants in the
owner/operator industry,

3. that best fits the characteristics (e.g. use,
age, etc.) of the intangible asset, and
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4. that is most consistent with the practical
experience and the professional judgment
of the analyst.

Due to data limitations, many intangible asset
valuations are based primarily on only one valuation
approach.

MARKET APPROACH VALUATION

METHODS

The application of the market approach generally
involves five procedures:

1. Research the appropriate exchange market
to obtain information on sale/license trans-
actions, listing, and offers to buy or sell/
license intangible assets that are similar
to the intangible assets in terms of char-
acteristics such as intangible asset type,
intangible asset use, industry in which the
intangible asset functions, date of sale, and
so on.

2. Verify the information by confirming that
the data obtained are factually accurate and
that the sale or license exchange transac-
tions reflect arm’s-length market consid-
erations. This verification procedure may
also elicit additional information about the
current market conditions for the sale or
license of the intangible asset.

3. Select relevant units of comparison (e.g.,
income multiples or dollars per unit—units
such as “per patent,” “per mask work,” or
for computer software “per line of code”)
and develop a comparative analysis for each
unit of comparison.

4. Compare the “guideline” intangible asset
sale/license transactions with the subject
intangible asset using the relevant units of
comparison and then adjust the sale/license
price of each guideline transaction appro-
priately to the intangible asset. If the guide-
line intangible asset cannot be sufficiently
adjusted to the subject intangible asset, the
guideline sale/license transaction should be
eliminated from future consideration.

Reconcile the various value indications
produced from the analysis of the guideline
sale/license transactions into a value indi-
cation or range of value indications. In an
imprecise market—subject to varying eco-
nomics—a range of values may sometimes
be a better conclusion than a single value
estimate.

u
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The generally accepted market approach valua-
tion methods include the following:

1. The sales comparison method
2. The relief from royalty (“RFR”) method

3. The comparable profit margin method

All market approach valuation methods are also
based on a measure of comparability. The sales
comparison method is based on comparable (or
guideline) sales data. The RFR method is based on
comparable (or guideline) licenses data. And, the
comparable profit margin method is based on com-
parable (or guideline) company data. The first two
methods rely on transactional data. The comparable
profit margin method, on the other hand, is based
on financial performance data.

There are 10 basic elements of comparison that
analysts typically consider when selecting, analyz-
ing, and adjusting guideline intangible asset sales/
license transactional data:

1. The legal rights of intangible asset owner-
ship that were conveyed in the guideline
transaction.

2. The existence of any special financing
terms or arrangements (e.g., between the
buyer/licensee and the seller/licensor).

3. The existence, or absence, of arm’s-length
sale or license conditions.

4. The economic conditions that existed at
the time of the intangible asset sale/ license
transaction.

w

The industry in which the guideline intan-
gible asset was or will be used.

6. The physical characteristics of the guide-
line sale/license assets compared to the
subject intangible asset.

7. The functional characteristics of the guide-
line sale/license assets compared to the
subject intangible asset.

8. The technological characteristics of the
guideline sale/license assets compared to
the subject intangible asset.

9. The economics of the guideline sale/license
assets compared to the subject intangible
asset.

10. The inclusion of other (not intangible)
assets in the guideline sale/license transac-
tions. This may include the sale/license of
a bundle or portfolio of assets, which could
include tangible personal property and/or
real estate, as well as intangible assets.
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One element that often directly affects the selec-
tion and adjustment of guideline sale/license trans-
actions is expected useful economic life (“UEL”).
The estimation of UEL (often called a “lifing analy-
sis”) is considered in each valuation approach as
follows:!

1. In the income approach, a lifing analysis
may be performed to estimate the projec-
tion period for the intangible asset income
subject to either yield capitalization or
direct capitalization.

2. In the cost approach, a lifing analysis may
be performed to estimate the total amount
of obsolescence, if any, from the estimated
measure of “cost”—that is, the reproduc-
tion cost new or the replacement cost new
or the historical cost.

(o8}

In the market approach, a lifing analysis
may be performed to select, reject, and/or
adjust comparable or guideline intangible
asset sale or license transactional data.

In the reconciliation procedure, the analyst
reviews the data and analyses that resulted in each
of the value indications. The analyst considers the
strengths and weaknesses of each value indication
based on (1) the reliability of the market data com-
piled and (2) the appropriateness of the analytical
procedures applied. The analyst then takes these
various indications and reconciles them into either
a range of values or a single value indication.

CosT APPROACH VALUATION
METHODS

Within the cost approach, there are several valua-
tion methods. Each of these valuation methods uses
a different definition of cost. Some of the definitions
of—or types of—cost measurement include the fol-
lowing:

B Reproduction cost new

B Replacement cost new

B Historical cost

Replacement cost is the total cost to create, at
current prices, an intangible asset having equal
functionality or utility as the intangible asset.
However, the replacement intangible asset would
be created with contemporary scientific research,
design, and development methods. Accordingly, the
replacement intangible asset may have greater util-
ity (in terms of commercial potential, technological
capability, etc.) than the intangible asset.
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Functionality is an engineering concept that
means the ability of the intangible asset to perform
the task for which it was designed. Utility is an
economics concept that means the ability of the
intangible asset to provide an equivalent amount of
satisfaction to the owner/operator.

Reproduction cost is the total cost, at current
prices, to create an exact duplicate intangible asset.
This duplicate intangible would be created using the
same scientific research, design, and development
methods used to create the original intangible asset.

“Replacement cost new” typically establishes the
maximum amount that a prudent investor would
pay for a fungible intangible asset. However, some
types of intangible assets are not fungible. To the
extent that an intangible asset is less than an ideal
replacement for itself, the value of the intangible
asset should be adjusted accordingly.

The textbook Valuing Machinery and Equipment
explains the difference between “replacement cost
new” and “reproduction cost new”:2

Replacement cost is the current cost of a
similar new property having the nearest
equivalent utility as the property being
appraised, whereas reproduction cost is the
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current cost of reproducing a new replica
of the property being appraised using the
same, or closely similar, materials.

In using the cost approach, the apprais-
er is comparing to the subject property the
property that could actually replace it. The
replacement property would be the most
economical new property that could replace
the service provided by the subject.

There are several other cost measures that are
sometimes considered in an intangible asset cost
approach analysis. Some analysts consider a mea-
sure of cost avoidance or opportunity cost as a cost
approach measure. This measure quantifies either
historical or prospective costs that are avoided (i.e.,
not incurred) by the intangible owner due to the
ownership of the intangible asset.

Some analysts consider trended historical costs
as a current cost measure. In this measure, histori-
cal intangible asset development costs are identified
and trended to the valuation date by an inflation-
based index factor. This trended historical cost
method is particularly applicable when:

1. the intangible asset is relatively new or

2. the owner/operator has fairly complete
records related to the historical develop-
ment costs and efforts.

All cost approach valuation methods typically
include a comprehensive measurement of cost.
These cost measurements (reproduction, replace-
ment, historical, etec.) typically include the cost of
all materials, labor, overhead, developer’s profit, and
entrepreneurial profit (e.g., return on capital during
the intangible property development period).

The cost approach valuation methods include
the following:

B Reproduction cost new less depreciation
method

B Replacement cost new less depreciation
method

B Trended historical cost less depreciation
method

B Historical cost less depreciation method

Cost alone (regardless of the type or measure-
ment of the cost) typically does not provide a
reasonable indication of value. Various forms of
obsolescence have to be identified, quantified, and
subtracted in order to estimate value.

The intangible asset’s cost metric is typically
adjusted for loss in value due to:
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B physical deterioration
B functional obsolescence, and

B cconomic obsolescence.

Physical deterioration is the reduction in asset
value due to physical wear and tear. It is unlikely
that an intangible asset will experience physi-
cal deterioration. Nonetheless, the analyst should
always consider the existence of any physical dete-
rioration in a cost approach analysis.

Functional obsolescence is the reduction in
intangible asset value due to its inability to per-
form the function (or yield the periodic utility)
for which it was originally designed. Technological
obsolescence is a decrease in intangible asset value
due to improvements in technology that make the
intangible asset less than an ideal replacement for
itself.

Economic obsolescence (a component of exter-
nal obsolescence) is a reduction in value due to
events that are external to—and not controlled by—
the current use or condition of the intangible asset.
The impact of economic obsolescence is typically
beyond the control of the intangible asset owner
and, therefore, is considered incurable.

Not every intangible asset suffers from each form
of obsolescence. However, the consideration, iden-
tification, and quantification of the various forms
of obsolescence (to the extent that they exist) is an
important procedure in the cost approach. The mea-
sure or metric of cost (as defined by the individual
method) less the measure of obsolescence provides
an intangible asset value indication.

INCOME APPROACH VALUATION
METHODS

There are numerous measures of income that may
be applied in the income approach. These income
measures include the following:

1. Earnings before interest, taxes, deprecia-
tion, and amortization (“EBITDA”)

Earnings before interest and taxes (“EBIT”)
Net operating income

Net income (before tax or after tax)

Net cash flow

NI AN

Other measures (such as incremental

income)

Given the different income measures that may
be applied in the income approach, one important
procedure in this approach is to ensure that the dis-
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count rate or capitalization rate used in the analysis
is derived on a basis consistent with the income
measure.

There are at least as many income approach
valuation methods as there are measures of income.
These methods may be grouped into categories
based on methods with similar conceptual under-
pinnings and similar practical applications.

Several categories of income approach valuation
methods are listed below:

1. Methods that quantify incremental levels of
income (i.e., the owner/operator will enjoy
a greater level of income by owning the
intangible asset as compared to not owning
the intangible asset)

2. Methods that quantify decremental levels of
costs—either expenses or investments (i.e.,
the owner/operator will suffer a lower level
of costs—such as otherwise required invest-
ments or operating expenses—by owning
the intangible asset as compared to not
owning the intangible asset)

3. Methods that estimate the relief from a
hypothetical royalty or rental payment (i.e.,
the amount of a royalty or rental payment
that the owner/operator would be willing to
pay to a third party in order to obtain the
use of and the rights to the intangible asset)

4. Methods that quantify the difference in the
value of overall business enterprise or sim-
ilar business unit as the result of owning/
operating the intangible asset (and using it
in the business enterprise), as compared to
not owning/operating the intangible asset
(and not using it in the business enter-
prise)

w

Methods that estimate the value of the
intangible asset as a residual from the value
of an overall business enterprise (or a simi-
lar business unit) or as a residual from the
value of an overall estimation of the total
intangible asset value of a business enter-
prise (or similar business unit)

The generally accepted income approach valua-
tion methods include the following:

Differential income (with/without) method
Incremental income method

Greenfield method

Profit split method (or residual profit split
method)

B Disaggregated method
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gible property, the
value of exempt

value in order to
conclude the value of
the taxable tangible
property.”

B Distributor meth-
“In jurisdictions that od
do not assess intan- B Residual (excess)

income method

B (Capitalized excess
earning method

intangible assets B Multiperiod excess
earnings method
should be subtracted

approach methods may be
categorized as either (1)
methods that rely on direct
capitalization or (2) meth-
ods that rely on yield capi-
talization.

In a direct capitaliza-
tion analysis, the analyst
estimates the appropriate measure of income for
one “normalized” prospective period and divides
that income measure by an appropriate rate of
return. The appropriate rate of return is called
the direct capitalization rate. Depending on the
expected duration of the intangible asset income
measure, the direct capitalization rate may be
appropriate for a specified finite period of time or
for perpetuity.

In a yield capitalization analysis, the analyst
estimates the appropriate measure of income for
several discrete future time periods. This income
measure projection is converted into a present value
by the use of a present value discount rate.

The present value discount rate is the inves-
tor’s required rate of return—or yield capitalization
rate—over the expected term of the intangible asset
income projection. The term of the income projec-
tion period—and whether or not a residual or ter-
minal value should be considered at the conclusion
of the specific projection period—depends on the
expected duration of the intangible asset income
measure.

SUMMARY AND CONCLUSION

The valuation of intangible property for property tax
purposes is relevant both (1) in jurisdictions where
intangible property is subject to property taxation
and (2) in jurisdictions where intangible property is
not subject to property taxation.

The valuation of intangible property may be
applicable to utility, transportation, communica-
tion, and other similar utility-type taxpayers. These
taxpayers are sometimes assessed based on the

18 INSIGHTS ¢ SUMMER 2020

unit valuation principle. In jurisdictions that do
not assess intangible property, the value of exempt
intangible assets should be subtracted from the total
unit value in order to conclude the value of the tax-
able tangible property.

This discussion summarized the general process
that analysts go through in the valuation of intan-
gible property for property tax purposes.

This discussion summarized the three generally
accepted intangible property valuation approaches.
Within each of the three valuation approaches,
this discussion summarized the generally accepted
intangible property valuation methods. Within each
valuation method, this discussion summarized spe-
cific valuation procedures.

First, the analyst considers all intangible proper-
ty valuation approaches and selects the most appro-
priate approach(es) given the quantity and quality
of the available data. Second, the analyst selects the
valuation method(s) within the selected approaches.
Third, the analyst applies specific valuation proce-
dures—both quantitative and qualitative—to the
available data.

The application of these valuation approaches,
methods, and procedures should result in a support-
able intangible property value conclusion.

This article was adapted from “Generally Accepted
Intangible Asset Valuation Approaches and Methods”
(Insights, 2008).

Notes:

1. RobertF. Reilly and Robert P. Schweihs, Best Practices:
Thought Leadership in Valuation, Damages, and
Transfer Price Analysis (Ventnor City, NJ: Valuation
Products and Services, 2019), 313.

2. Valuing Machinery and
Equipment: The Fundamental
of Appraising  Machinery
and Technical Assets, 3rd ed.
(Washington, D.C.: American
Society of Appraisers, 2011), 80.
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Property Tax Thought Leadership

Best Practices for the Measurement of
Functional and Economic Obsolescence
In the Cost Approach Valuation of
Industrial and Commercial Property

Connor J. Thurman and Robert F. Reilly, CPA

The consideration of both functional and external obsolescence is an important procedure
in the application of the cost approach to value industrial or commercial property.
Technological changes may cause industrial or commercial property in many industries
to experience functional obsolescence. Changes in the subject industry economics may
cause industrial or commercial property in many industries to experience the economic
obsolescence component of external obsolescence. Taxpayer property owners should
recognize the effect that such obsolescence may have on the value of their industrial or
commercial property for property taxation purposes. This discussion summarizes best
practices considerations for both the identification and the measurement of obsolescence in
the cost approach valuation of industrial or commercial property.

INTRODUCTION

The identification and measurement of obsoles-
cence is an important procedure in the application
of the cost approach to value industrial and com-
mercial property. This procedure is particularly
important with regard to state and local taxation
(“SALT”) purposes. If the industrial or commercial
property appraisal does not consider the impact of
functional or external obsolescence, the taxpayer
property owner may pay more than its fair amount
of ad valorem property tax.

The existence of the various forms of obso-
lescence (including functional obsolescence and
external obsolescence) may cause a decrease in
the market value of many types of industrial and
commercial property. SALT assessment authorities
should consider these forms of obsolescence in the
taxpayer’s property assessment.

20 INSIGHTS ¢ SUMMER 2020

Taxpayer property owners should also consider
these forms of obsolescence in their property tax
filing and/or assessment negotiations.

In addition, independent valuation analysts
(“analysts”) should consider these forms of obso-
lescence in property appraisals performed for SALT
planning, compliance, appeal, and litigation purpos-
es. In fact, all property appraisers should consider
the impact of current market conditions (and, thus,
the effects of any economic obsolescence) in the
application of the cost approach for the valuation of
industrial or commercial property.

First, this discussion summarizes the various
forms of obsolescence that should be considered in
the application of the cost approach to value indus-
trial or commercial property for SALT purposes.
This discussion focuses on special purpose prop-
erty. However, the valuation principles described
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are generally applicable to any type of industrial or
commercial property.

Second, this discussion summarizes the practi-
cal procedures that the property owner, the analyst,
or the taxing authority can apply to (1) recognize
the existence of any property obsolescence and (2)
measure the amount of any property obsolescence.

Third, this discussion considers various analyst
caveats related to (1) documenting the existence
of any property obsolescence and (2) reporting the
measurement of any property obsolescence.

And, fourth, this discussion suggests potential
analyst responses to assessment authority objec-
tions regarding the recognition of obsolescence in
the application of the cost approach in the industrial
or commercial property valuation.

FORMS OF PROPERTY
DEPRECIATION

The forms of depreciation that should be recognized
in the cost approach valuation of industrial and
commercial property include the following:

B Physical deterioration

B Functional obsolescence (including the
technological obsolescence component of
functional obsolescence)

B External obsolescence (including the eco-
nomic obsolescence component of external
obsolescence)

Physical deterioration is a reduction in the value
of the industrial or commercial property due to
physical wear and tear, the impact of continued use,
and the elements of nature. Typically, the value of
the taxpayer’s property is affected by physical dete-
rioration in two ways:

1. The property’s appearance deteriorates,
and, thus, the depreciation decreases the
property’s value in its secondary market

2. The continued use or the effect of natu-
ral elements reduces the property’s useful
economic life (“UEL”) and its anticipated
remaining utility

Physical deterioration can be either curable or
incurable.

Functional obsolescence is an impairment of the
functional utility of the industrial and commercial
property in comparison to current (i.e., as of the
valuation date) design, construction materials, or
operational standards. Functional obsolescence can
be either curable or incurable.
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The definition of curable depreciation means
that it would cost the taxpayer less to cure the prop-
erty (e.g., to modernize the real estate or tangible
personal property) than the amount of the econom-
ic penalty associated with the deterioration or obso-
lescence. The definition of incurable depreciation
means that it would cost the taxpayer more to cure
the property than the economic penalty associated
with the deterioration or obsolescence.

In many cases of incurable functional obso-
lescence, it may be physically impossible for the
taxpayer to cure the causes of the obsolescence.
Functional obsolescence represents more than the
physical utility of the taxpayer’s industrial or com-
mercial property. Functional obsolescence may
represent an inadequacy or a superadequacy in the
design of the taxpayer’s property.

In many cases, the property owner may experi-
ence the functional obsolescence related to either:

1. excess operating costs (as a result of the
property inadequacy) or

2. excess capital costs (as a result of the prop-
erty superadequacy).

Technological obsolescence is one compo-
nent—or one category—of functional obsolescence.
Technological obsolescence represents a decrease
in the property’s value due to improvements in
technology that make the subject property less
than an ideal replacement for itself. This form of
obsolescence may occur, for example, when due to
improvements in design or engineering technology,
a new replacement property will produce a greater
measure of utility or functionality.

There are two types—or categories—of external
obsolescence:

1. Locational obsolescence

2. Economic obsolescence

Locational obsolescence involves a deteriora-
tion or other change in the neighborhood in which
the taxpayer’s property is located. One example of
locational obsolescence would be the closing of the
access to an interstate highway for an industrial
facility that depends on such inbound or outbound
transportation access.

Economic obsolescence is a reduction in the
value of the property due to the effects, events, or
conditions that are external to—and not controlled
by—the current operation or condition of the tax-
payer property. The effect of economic obsolescence
is typically beyond the control of the taxpayer prop-
erty owner. For that reason, economic obsolescence
is typically considered to be incurable.
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External obsolescence may be illustrated by a
situation where the taxpayer’s industrial or com-
mercial property is not physically deteriorated,
where it is performing exactly to its design specifi-
cations, and where its design specifications are still
considered to be state of the art.

Even in this situation, the value of the prop-
erty may be affected by the following external (i.e.,
external to the physical property) conditions:

B The use of the taxpayer property is affected
by a legislative enactment, administrative
ruling, or judicial precedent.

B An environmental agency or regulatory
authority restricts the operation of the tax-
payer property—or greatly restricts its use
or productive output.

B An import duty, excise, value added, or
other type of tax is imposed on the opera-
tion of—or the production output of—the
industrial or commercial property.

B Changes in its surroundings make the tax-
payer property physically inaccessible; or,
alternatively, changes in local, regional, or
industrial economic conditions make the
operations of the taxpayer property less
commercially attractive (i.e., generate a
lower rate of return investment).

The above examples are more representative of
the impact of economic changes on a special pur-
pose property. However, many types of economic
obsolescence will affect just about any type of indus-
trial or commercial property.

External obsolescence is considered curable if
it is financially feasible for the property owner to
cure the events or conditions that cause the prop-
erty obsolescence. The cure is financially feasible
if it costs less for the property owner to cure the
obsolescence than the economic penalty (i.e., the
decrease in property value) associated with main-
taining the obsolescence.

External obsolescence is considered incurable if
it is not financially feasible for the property owner
to cure the events or conditions that caused the
obsolescence. The cure is not financially feasible
if it costs more for the property owner to cure the
obsolescence than the economic penalty associated
with the obsolescence.

By definition, the causes of external (and eco-
nomic) obsolescence are external to—meaning out-
side of—the taxpayer’s property. Therefore, it is
often physically impossible for the property owner
to cure the external obsolescence.
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Since external obsolescence is external to the
property, external obsolescence is often incurable
no matter how much money the taxpayer is willing
to invest in the property. Because external obsoles-
cence is caused by factors external to the subject
property, most external obsolescence is considered
to be incurable. That is, the property owner cannot
change the events or conditions that caused the
property value to decrease.

Examples of the Indicia of External
Obsolescence

The following discussion presents illustrative exam-
ples of the conditions that may indicate the exis-
tence of external obsolescence.

The first portion of the discussion provides illus-
trative examples of the conditions that may cause
external obsolescence with regard to industrial or
commercial real estate. The second portion of the
discussion provides illustrative examples of the con-
ditions that may cause external obsolescence with
regard to industrial or commercial tangible personal

property.

Real Estate

The following conditions may indicate the existence
of external obsolescence related to industrial or
commercial real estate:

B  Changes in the property zoning or an
increase in zoning requirements

B A significant increase in the number of
comparable properties available for sale on
the market

B Changes in pedestrian, vehicular, or other
traffic flow patterns around the subject
industrial or commercial property

B Increases in local or regional unemploy-
ment rates

B Increases in local or regional gas, electric,
water, wastewater, or other utility rates

B Changes in the local or regional government
policies regarding economic development

Tangible Personal Property

The following conditions may indicate the existence
of external obsolescence related to industrial or
commercial tangible personal property (and par-
ticularly with regard to special use tangible personal
property):
B  Decreased demand for the product output
of the industrial or commercial personal
property
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B Increased production costs related to the
product output of the industrial or commer-
cial personal property

B Increased competition within the taxpayer’s
industry

B Decreased rates of investor returns associ-
ated with the operation of the industrial or
commercial personal property

While not comprehensive, these lists present
illustrative events or conditions that may indicate
the existence of external obsolescence related to
either real estate or tangible personal property.

Components of External
Obsolescence

As mentioned above, external obsolescence relates
to a decrease in the value of industrial and commer-
cial property due to influences that are external to
the property. There are two principal components
(or categories) of external obsolescence:

1. Locational obsolescence

2. Economic obsolescence

Locational obsolescence occurs when the loca-
tional or neighborhood characteristics of the indus-
trial or commercial property have changed, result-
ing in a decrease in the value of the property. An
example of locational obsolescence would be a
high-rise office building that originally has an unob-
structed view of the city’s lakefront.

Let’s assume that another high-rise office build-
ing is constructed in the vacant lot between the
subject property and the lakefront. Without the
lakefront views, the rental rates in the subject prop-
erty decrease significantly. That subject property
has experienced locational obsolescence.

Economic obsolescence occurs when the tax-
payer property owner is no longer able to earn a fair
rate of return on an investment in the industrial or
commercial property.

An example of economic obsolescence would be
a special purpose manufacturing plant that receives
all of its inbound freight and ships all of its outbound
freight on a short-line railroad. When the short-line
railroad discontinues operations, the plant’s cost
of goods sold and product freight expense increase
materially. That special purpose manufacturing
facility may have experienced economic obsoles-
cence.

The following discussion summaries the identifi-
cation and the measurement of obsolescence in the
industrial or commercial property.

www.willamette.com

IDENTIFICATION AND
MEASUREMENT OF
OBSOLESCENCE

Industrial and commercial property may be valued
by applying the three generally accepted property
valuation approaches: the income approach, the
cost approach, and the sales comparison approach.
The measurement of all forms of obsolescence is
considered explicitly in the application of the cost
approach to property valuation. The measurement
of all forms of obsolescence is considered implicitly
in the application of the income approach and the
sales comparison approach to property valuation.

Therefore, the identification and the measure-
ment of the different forms of property obsolescence
vary depending on the property valuation approach
applied to value the taxpayer’s property.

The following discussion summarizes (1) the
implicit measurement of obsolescence in the appli-
cation of the income approach and the sales com-
parison approach and (2) the best practices related
to the explicit measurement of obsolescence in the
application of the cost approach.

Implicit Obsolescence Measurement
in Income Approach and Sales
Comparison Approach

Income Approach

The income approach value indication for the tax-
payer property may be estimated by applying a
direct capitalization rate to a stabilized or normal-
ized income measure related to the property. The
consideration of functional obsolescence may be
implied in either or both:

1. the estimation of a normalized income met-
ric for the property and

2. the selection of the appropriate direct capi-
talization rate.

For example, the taxpayer property’s normal-
ized income measure may consider all of the
excess operating costs associated with the design
deficiencies of the subject property (e.g., the excess
heating and air conditioning expense related to the
excess amount of office space in a warehouse or
manufacturing facility).

Certain components of the direct capitalization
rate are sometimes derived from publicly traded
company data. The selected publicly traded compa-
nies considered in the capitalization rate analysis
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may not suffer the same level of functional or eco-
nomic obsolescence as the taxpayer’s property.

If the selected publicly traded companies do not
experience the same level of functional or economic
obsolescence as the taxpayer’s property, then the
market-derived capitalization rate may need to be
adjusted. This capitalization rate adjustment for
functional or economic obsolescence may be reflect-
ed when the analyst selects the property-specific
risk factor in the cost of equity capital.

Sales Comparison Approach

A sales comparison approach valuation analysis
depends on the level of comparability of the selected
comparable properties relative to the taxpayer’s
property. This statement is true both for sales com-
parison approach property valuation analyses per-
formed as part of a summation principle valuation
or as part of a unit principle valuation.

If the selected comparable properties are not suf-
ficiently comparable to the taxpayer’s property with
respect to functional or economic obsolescence,
then the selected comparable property pricing mul-
tiples may need to be adjusted.

In all cases, the comparable property pricing
metrics should be adjusted to make the selected
comparable properties more comparative to the
taxpayer’s property. In other words, the taxpayer’s
property should not be adjusted to make it more
comparable to the comparable properties.

Instead, the comparable properties should be
adjusted to make them more comparable to the
taxpayer’s property. Such an adjustment should
attempt to make the comparable property pricing
metrics reflect the effect of the taxpayer property’s
level of functional and economic obsolescence.

Best Practices for the Obsolescence
Measurement in the Cost Approach

Functional Obsolescence

For all industrial or commercial property, both real
estate and tangible personal property, functional
obsolescence is usually related to inefficiencies asso-
ciated with the design, construction, or operations
of the taxpayer’s property. These inefficiencies often
relate to either inadequacies or superadequacies.

An inadequacy occurs when there is not enough
of the taxpayer property (e.g., the physical property
is too small) for it to operate efficiently. A super-
adequacy occurs when there is too much of the
taxpayer property (e.g., the physical property is too
large) for it to operate efficiently.
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The following metrics are typically considered in
the measurement of functional obsolescence in an
industrial or commercial property:

1. Excess capital costs

2. Excess operating costs

The amount of excess operating costs is often
considered in the analysis of a property’s inad-
equacy or superadequacy. The amount of excess
capital costs is often considered in the analysis of a
property’s superadequacy.

The analyst considers both excess capital costs
and excess operating costs in the measurement of
functional obsolescence related to the industrial and
commercial property.

This consideration of functional obsolescence is
not only a factor in the cost approach valuation of
real estate and tangible personal property. It is also
a factor in the cost approach valuation of intangible
personal property.

This consideration of excess capital costs and
excess operating costs can also be used to measure
any functional obsolescence related to the superad-
equacy in intangible personal property. Examples
of such intangible personal property include com-
puter software, engineering drawings and prod-
uct designs, a trained and assembled workforce,
laboratory notebooks, training manuals, technical
documentation, and many other “backroom” or
“contributory asset” types of intangible personal
property.

The consideration of excess capital costs and
excess operating costs can also be used to measure
functional obsolescence related to any intangible
personal property inadequacy. In such situations,
the functional obsolescence analysis would consider
the capital costs or operating costs that would be
required to cure the intangible property’s inad-
equacy.

The costs to cure intangible property inadequacy
may be considered by the analyst in the measure-
ment of functional obsolescence. This is because a
hypothetical willing buyer would reduce the price
paid to a hypothetical willing seller for, let’s say,
software if the buyer will immediately have to incur
capital (or operating) costs to cure the inadequacies
in the software.

Another procedure to quantify functional
obsolescence involves the classification and
measurement of excess operating costs. In this
measurement procedure, the analyst estimates
the amount of the annual expense associated
with operating with the deficient (inadequate or
superadequate) property—as compared to the
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amount of annual expense associated with operating
the ideal replacement property.

With regard to the obsolescence measurement
based on excess operating costs, the analyst typical-
ly estimates the time period over which that excess
operating cost is expected to last. Typically, that
time period is measured by the UEL of the property.

Often, the analyst calculates the present value
of the excess operating cost over the property’s
expected UEL. This present value of the expected
future excess operating costs measures the amount
of functional obsolescence associated with the
industrial or commercial property.

External Obsolescence

This discussion focuses on the economic obsoles-
cence component of external obsolescence. That
focus is appropriate because economic obsolescence
more generally affects special purpose industrial
and commercial property.

The economic obsolescence analysis is typically
the last procedure in the application of any cost
approach analysis. This statement is true for a real
estate or tangible personal property valuation. And,
this statement is also true for an intangible personal
property valuation.

A principal objective of the economic obsoles-
cence analysis is to determine if the taxpayer (i.e.,
the property owner/operator) can generate a fair
rate of return on the investment in the industrial or
commercial property.

If the taxpayer can earn a fair rate of return on
the investment in the property, then the unadjusted
cost approach estimate (before an economic obso-
lescence allowance) provides a value indication for
that property. However, if the taxpayer cannot earn
a fair rate of return, then the cost approach estimate
has to be adjusted—by the amount of the economic
obsolescence allowance—in order to provide the
property value indication.

In other words, the cost approach estimate
should be adjusted to the level at which the tax-
payer can earn a fair rate of return on the owner-
ship or operation of the industrial or commercial
property. That cost approach estimate adjusted for
economic obsolescence provides the property value
indication.

Often, it is relatively easy for the analyst to
identify either physical deterioration or functional
obsolescence (if any) in the industrial or commer-
cial property. This is because these forms of depre-
ciation are inherent in the property.

In contrast, economic obsolescence is often
more difficult to identify than either physical dete-
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rioration or functional obsolescence. This is because
the causes of economic obsolescence are external to
the industrial or commercial property.

The economic obsolescence analysis typically
involves a two-step process:

1. Identify the existence of economic obsoles-
cence

2. Quantify the amount of economic obsoles-
cence

Procedures to Identify the Existence of
Economic Obsolescence

It is appropriate for the analyst to consider the
existence of economic obsolescence in every cost
approach property valuation. There are several
conditions affecting the industrial or commercial
property that may indicate the existence of eco-
nomic obsolescence. The analyst should particularly
consider (i.e., look for) the existence of economic
obsolescence if any of these conditions are affecting
the property.

With regard to industrial or commercial prop-
erty, these conditions may include the following:

1. The revenue generated by the property
operations is decreasing in recent years

2. The profitability generated by the property
operations is decreasing in recent years

3. Industry returns on investment are decreas-
ing in recent years

4. Industry competition is increasing in recent
years

These conditions are particularly relevant with
regard to special purpose industrial or commercial
property. In addition, these conditions are particu-
larly relevant with regard to property that is valued
by the application of the unit principle of property
valuation. Nonetheless, the analyst should consider
these conditions with regard to the cost approach
valuation of all industrial or commercial property.

None of these conditions specifically measures
the amount of economic obsolescence. Further, the
above list of conditions is not exhaustive. However,
the existence of one or more of these conditions
may indicate the existence of economic obsoles-
cence related to the industrial or commercial prop-
erty.

In order to actually measure (i.e., quantify) any
economic obsolescence related to the property, the
analyst should consider both of the following fac-
tors:

1. Taxpayer-specific factors

2. Property-specific factors
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Procedures to Measure Economic
Obsolescence

Most of the analyses to quantify economic obsoles-

cence are performed on a comparative basis. One

comparative basis to measure economic obsoles-
cence may be:

1. the property’s actual operating results
“with” the effects of economic obsolescence
in place compared to

2. the property’s operating results “without”
the effects of economic obsolescence in
place.

The “without” operating results often relate to a
historical period before the current economic obso-
lescence conditions developed.

The comparative basis to measure economic
obsolescence may also be:

1. the property’s actual operating results
“with” the effects of the economic obsoles-
cence compared to

2. one or more sets of benchmark operating
results “without” the effects of the eco-
nomic obsolescence.

The analyst may review the property-related
financial documents or operational reports in order
to quantify different measurements of economic
obsolescence. These types of property-related docu-
ments may include the following:

B Financial statements or financial results of
operations

B Financial budgets, plans, projections, or
forecasts

B  Production statements, production cost
analyses, or operating cost variance analyses

B Material, labor, and overhead cost of goods
sold (or services delivered) analyses

B Fixed cost versus variable cost operating
statements

B Raw material or other component costing
analyses

B Cost/volume/profit analyses

B Unit/dollar sales or volume analyses or
product price analyses

The analyst may analyze the property-related
data and documents on several comparative bases,
including the following:

B Actual results versus historical results

B Actual results versus prospective results
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B Actual results versus specific comparative
benchmark results

B Actual results versus specific competitor (or
competitors) results

B Actual results versus industry average or
benchmark average results

B Actual results versus the property’s practi-
cal or normal production capacity

The analyst may analyze the property-related
financial data in order to identify the causes of the
economic obsolescence. The analyst may analyze
property-level or unit-level profit margins, property-
level or unit-level returns on investment, industrial/
commercial production unit average selling price,
industrial/commercial production unit cost of goods
sold, or industrial/commercial production unit sales
volume.

The analyst attempts to identify the external fac-
tors that cause the taxpayer to earn less than a fair
rate of return on an investment in the industrial or
commercial property.

The Industrial or Commercial Property Cost
Approach Value Indication

By this point in the cost approach valuation analy-
sis, the analyst has performed each of the following
procedures:

1. Concluded that the application of the cost
approach is appropriate for the industrial or
commercial property

2. Confirmed that adequate current cost infor-
mation is available to perform a cost mea-
surement (e.g., replacement cost new or
reproduction cost new) analysis

3. Selected the appropriate current cost mea-
sure for the industrial or commercial prop-
erty

4. Included all appropriate cost components in
the current cost measurement

5. Identified and quantified any necessary
allowance for physical deterioration

6. Identified and quantified any necessary
allowance for functional obsolescence

7. Identified and quantified any necessary
allowance for economic obsolescence

The only remaining procedure is to subtract all
of the depreciation and obsolescence from the cost
metric in order to indicate the industrial or com-
mercial property value based on the cost approach.

www.willamette.com




Ideally, the analyst will also have developed
income approach and sales comparison approach
value indications. In that case, the final value con-
clusion for the industrial or commercial property
can be based on a synthesis and reconciliation of all
of the property valuation approaches.

ILLUSTRATIVE EXAMPLE OF AN
INTANGIBLE PERSONAL PROPERTY
CosT APPROACH VALUATION

As an example, let’s consider the application of the
cost approach to value the intangible personal prop-
erty of an industrial taxpayer. The industrial tax-
payer is the Omega Railway Company (“Omega”), a
class I railroad.

Let’s assume that the taxpayer’s property is
assessed based on the unit valuation principle in
this particular taxing jurisdiction. Further, let’s
assume that intangible personal property is exempt
from property taxation in that taxing jurisdiction.
Let’s assume that the statutory definition of value
for SALT purposes in this taxing jurisdiction is fair
market value.

Let’s assume that the analyst is asked to value
certain intangible personal property. That intangible
property is exempt from property taxation. The val-
uation date is January 1, 2020. Omega management
requires the valuation of its internally developed
software in order to extract that intangible personal
property value from its total unit value for SALT
purposes.

Let’s assume that Omega owns and operates
10,000 software applications. These applications
control all of the operations of the railroad. The
analyst is retained to estimate the fair market value
of the Omega internally developed software. The
analyst decides to apply the cost approach and the
replacement cost new less depreciation (“RCNLD”)
method to estimate the fair market value of this
intangible personal property.

The analyst begins the RCNLD analysis by esti-
mating the replacement cost new (“RCN”) for the
Omega internally developed software. The total RCN
measurement will indicate the cost for the taxpayer
company to replace all of its software applications
with new applications of comparable functionality
and utility.

The cost metric (however measured) will typi-
cally include four cost components:

1. Direct costs
2. Indirect costs

3. Developer’s profit
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4. Entrepreneurial incentive

The direct cost component of the RCN may be
estimated based on the total amount of compen-
sation paid to taxpayer’s software engineers who
would replace the subject software.

The RCN would consider all of the other expens-
es that the taxpayer company would incur related to
these software engineers. Those costs are typically
considered to be indirect costs. Those indirect costs
may include the following employer-paid expenses:
Payroll taxes
Employee benefits

Continuing professional education

L

Other company-related perquisites

The total of the direct and indirect costs that
the taxpayer company pays for an employee is often
referred to as the full absorption cost. This full
absorption cost typically includes the following:

1. The compensation paid by the employer to
the employee

2. The expenses paid by the employer to oth-
ers so that the employee can perform his or
her job

The direct costs and indirect costs that the
employer would incur to replace the existing soft-
ware with new software may include the following:

B Expenses related to the use of any third-

party contractors that would be used to
replace the software

B Training, supplies, and travel expenses of
internal software engineers
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B TFacilities and other overhead expenses
related to the development of the replace-
ment software

In addition to the direct cost and indirect cost
components related to replacing the internally
developed software, there are two other cost compo-
nents to be considered in the RCN analysis:

1. Developer’s profit

2. Entrepreneurial incentive

The analyst should consider developer’s profit in
the RCN analysis. In this example, the developer’s
profit may be measured as the profit margin that an
independent software development company would
earn if the railroad retained such a company to
replace the taxpayer’s software.

Such an independent software development
company would incur 81 billion in out-of-pocket
(i.e., direct and indirect) costs. Of course, that
development company would expect the willing
buyer of the software to reimburse it for such out-
of-pocket costs.

In addition, the software development company
would also expect to earn a profit margin on top of
its direct and indirect cost investment. Otherwise,
the software company would never accept the
assignment to replace the taxpayer’s software.

The analyst should also consider entrepreneurial
incentive in the RCN analysis. This cost component
would be required to motivate the taxpayer com-
pany to develop the intangible property—instead of
pursuing some other investment opportunity.

There are alternative analyst procedures for
measuring entrepreneurial incentive. One proce-
dure is for the analyst to estimate the opportunity
cost that the taxpayer would experience during the
intangible property replacement period.

This opportunity cost relates to the profits that
would be lost by the taxpayer because it would not
operate the to-be-developed software. When apply-
ing this procedure, the analyst should be careful to
appropriately allocate the lost profits opportunity
cost to all of the taxpayer’s intangible property.

Another entrepreneurial profit measurement
procedure is to calculate a fair rate of return on the
subtotal of the intangible property cost components
(i.e., direct costs, indirect costs, and developer’s
profit). The principle of this entrepreneurial profit
measurement procedure is that the taxpayer would
not develop the replacement intangible property if
it did not expect to earn a fair rate of return on its
development investment—during the development
period.
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After summing the direct costs, indirect costs,
developer’s profit, and entrepreneurial incentive
cost components, the analyst next estimates the
amount of depreciation (including obsolescence)
related to the software. In other words, as in any
cost approach analysis, the analyst has to consider
if there is any deterioration or obsolescence related
to this intangible property.

In this illustrative example, intangible personal
property is not subject to property taxation in the
taxing jurisdiction. And, Omega is subject to the
unit principle of property valuation in this taxing
jurisdiction. Therefore, Omega management has to
identify and value any intangible personal property
included in the taxpayer’s total unit value.

Related to the application of the cost approach
and the RCNLD method, the analyst may request
taxpayer-specific data related to the software. These
data may include the following:

1. The estimated period of time until the actu-
al software will be retired (i.e., replaced)

2. Any indications of the software’s inability
to perform the functions for which it was

designed

These two RCN adjustments relate to (1) the
software’s age (and its expected retirement date)
and (2) the software’s inability to perform the func-
tion for which it was intended (i.e., the software’s
inutility). These two RCN adjustments are consid-
ered in the analyst’s measurement of depreciation
and obsolescence.

These depreciation and obsolescence adjust-
ments are appropriate because a willing buyer would
not pay the willing seller (i.e., the taxpayer) for
the RCN of (1) software that is nearing the end of
its UEL and is expected to be replaced soon or (2)
software that is unable to perform the function for
which it was developed.

In this illustrative example, the RCNLD indicates
the price that a hypothetical willing buyer would
pay to a hypothetical willing seller for the taxpayer’s
software. That price estimate is based on the cur-
rent cost to replace the functional utility of the
taxpayer’s software.

That current cost is adjusted for physical dete-
rioration (if any) and for functional obsolescence.
In addition, the analyst still has to consider eco-
nomic obsolescence (before reaching a final value
estimate).

To illustrate the functional obsolescence
measurement, let’s assume that Omega operates a
particular software application that was written in
COBOL (a third-generation programming language).
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All of its other customer records software and
administrative systems software are written in
JAVA or C++ (or other fourth- and fifth-generation
programming languages).

Omega management plans to replace the soft-
ware application (let’s say it’s the billing and receiv-
ables application) with a new customized software
application. However, the Omega information tech-
nology department does not have the resources to
complete that new software development project for
the next five years.

In the meantime, Omega has to employ a
COBOL programmer solely to maintain the bill-
ing and receivables application that is written in
an obsolete programming language. When a new
billing and receivables application is installed, this
COBOL programmer position will be eliminated.
The full absorption cost of the COBOL programmer
is $100,000 per year.

Let’s assume that the analyst estimated the RCN
for the billing and receivables application to be $1.2
million. Let’s assume that the analyst has concluded
that there is no physical deterioration associated
with the billing and receivables software. And, let’s
assume that there is no other functional obsoles-
cence related to the current billing and receivables
software.

By capitalizing the excess operating costs associ-
ated with the identified functional obsolescence, the
analyst estimated the RCNLD of the actual (COBOL
language) billing and receivables application as sum-
marized in Exhibit 1.

The 2.99 times present value of an annuity factor
in the example is based on (1) a five-year estimated
UEL for the billing and
receivables software
and (2) an assumed
20 percent (pretax)
present value discount
rate.

Exhibit 1

In theory, if consis-
tent valuation variables
are used, the analyst
should reach the same

Omega Railway Company
Billing and Receivables Software

Cost Approach Valuation

Replacement Cost New less Depreciation Method
Preliminary Analysis
As of January 1, 2020

sure functional obsolescence or excess operating
costs to measure functional obsolescence.

In the above example, the preliminary value
conclusion is presented before the analyst’s con-
sideration of economic obsolescence. However, the
analysis of economic obsolescence is an integral
procedure in every cost approach valuation analy-
sis. The application of the cost approach to property
valuation is not complete until the analyst considers
the existence (if any) of external (typically eco-
nomic) obsolescence.

Let’s continue with the Omega intangible per-
sonal property example. Let’'s assume that the
analyst estimated the RCN less physical depreca-
tion and functional obsolescence indication for the
billing and receivables software. In order to reach
the intangible property final value indication, the
analyst has to consider economic obsolescence.

Since Omega is assessed based on the unit valu-
ation principle, the analyst decided to measure eco-
nomic obsolescence based on financial and opera-
tional data for the Omega total unit.

Let’s assume that the analyst accumulated com-
parative financial and operational data regarding
the Omega total unit as of December 31, 2019. After
considering these comparative data, the analyst
decided to apply the capitalization of income loss
method (“CILM”) to measure any economic obso-
lescence affecting the Omega intangible personal
property value.

Exhibit 2 summarizes the illustrative economic
obsolescence measurement based on the CILM com-
parison of the taxpayer’s financial and operational
data.

X Cost Approach Component $
value conclusion for .
the software regardless Software Application Replacement Cost New 1,200,000
of which functional Less: Functional Obsolescence . $
obsolescence  mea- Annual Excess Operating Cost 100,000
surement method is x Present Value of Annuity Factor 2.99

used. That is, the soft-
ware RCNLD should
be approximately the
same whether the ana-
lyst considers excess
capital costs to mea-

= Capitalized Excess Operating Costs
Equals: Preliminary Replacement Cost New less Depreciation

Preliminary Value of Subject (COBOL) Software Application (rounded) 900,00
(before analysis of economic obsolescence, if any)

o

299,000 299,000

<=}
o
—
o
o
o 1o

www.willamette.com

INSIGHTS ¢ SUMME

R 2020 29




%02 (papunou)
0 uonealpu| abeusslad 99Usdsa|osqO 2IWoU0I]
(6T0Z-7T02) Slestesddy . . . s18ssy 8|q1bue ] ul JuswIsaAU|
Auadold renuuy ebaw %L1 %01 %09 %0'S MB3N 150D 1uswiade|day uo uinay ebawo 9
(6T0Z-1T02) . . . e1e@ Bununodoy [eroueuly
abelany [enoy ebawQ %L1 %07 %07t %001 uo paseg—uibiel 14014 Bunesado ebawo S
(6T02-¥T02) . : . ereq Hununodoy [eroueul
abelany [enoy ebawQ %eC %81 %8'L %09 U0 paseg—s1assy 19N 9|qibue uo uinyey ebawQ ¥
(6102-7102) . . : ele@ bununodoy [eroueul
abeiany [emoy ebawo %le %ST %0, %G's U0 paseg—s1assy SS049) [2101 UO uinay efiswo €
abriany Ansnpuj Jaauibu3 juswdojanaq
peoJjiey | sse|d 6102 %0c 5¢ sel 001 Jad pabeuey suonealjddy a1emyos Jo Jaquiny Z
abelany Ansnpuj 0 . . . Jasuibug
peodjiey | sse|d 6T0Z UE 000'ses 000°001$ 000'5eT$ juswdojanaq atemyos Jad Alefes abelany T
90IN0S 99UBIB)eY ssoqedlRd oo aInses|N 6T/TE/2T J11IBIN 90UBRWI0)Iad wa|
uostiedwo) Mrewyouag yJrewyouag m&_ ME%U:H Mrewyouag papu3z JeuoneiadQ Jo Jeroueulq Ausdoid ajqibueiu]
01 pasedwo) L ! INLT [emoy
INLTT [endY

020Z ‘L A1enue( jo sy

uosedwo) poylay sso awodu| jo uonezijejided aAnesysny||
sisAjeuy 25uUa3s3]0SqQO dIWOUO0I]

uonenjep yoeouddy 350D

31eM1JOS S3|geAladay pue bui
Auedwo) Aemjiey ebaw

Z 1qiyxy

www.willamette.com

30 INSIGHTS ¢ SUMMER 2020




Based on the comparative financial and opera-
tional data, the analyst concluded that the Omega
total unit is experiencing economic obsolescence
of about 20 percent. The analyst’s measurement
of economic obsolescence for the software as of
January 1, 2020, is calculated as (1) the RCNLD
indication (before economic obsolescence) for the
software multiplied by (2) the 20 percent selected
economic obsolescence percentage equals (3) the
economic obsolescence allowance indication for the
software.

Exhibit 3 summarizes the final cost approach
RCNLD analysis related to the illustrative bill-
ing and receivables software. Based on this cost
approach valuation analysis, the analyst concluded
that the fair market value of this Omega software
intangible personal property, as of January 1, 2020,
is 8720,000.

ANALYST CAVEATS FOR
THE IDENTIFICATION
AND MEASUREMENT OF
OBSOLESCENCE

Do Not Apply a Residual Method

An inexperienced analyst may believe that it is
appropriate to measure economic obsolescence by
reference to the property’s income approach value
indication. In other words, an inexperienced analyst
may measure economic obsolescence by applying a
residual procedure—that is, by measuring the differ-
ence between (1) the income approach value indica-
tion and (2) the cost approach value indication.

This residual procedure for
economic obsolescence mea-
surement is often referred to as
the income shortfall method.

The inexperienced ana-
lyst may not understand why
this residual calculation—or
income shortfall method—is
inappropriate and fundamen-

Exhibit 3

cash flow (“DCF”) method analysis to estimate the
total unit value of the special purpose industrial
property.

From this income approach unit value con-
clusion, in order to conclude the value of the
industrial property, the inexperienced analyst
subtracts the value of (1) working capital and (2)
exempt intangible property. If the value of the
industrial property concluded by the DCF method
is lower than the value of the industrial property
concluded by the RCNLD method, the inexperi-
enced analyst concludes that there is economic
obsolescence.

The inexperienced analyst concludes that the
amount of economic obsolescence is equal to the
differences between the industrial property value
indications provided by the two property valuation
methods (i.e., the DCF method and the RCNLD
method).

The explanation that the inexperienced analyst
may provide for such an economic obsolescence
measurement procedure is that a willing buyer
would not buy the industrial property for the value
indicated by the RCNLD method unless the property
generated sufficient income to provide a fair rate
of return on the investment (i.e., RCNLD) in the
property.

At the same time, when the value indicated by
applying the DCF method is higher than the value
indicated by applying the RCNLD method, the
inexperienced analyst will accept the RCNLD value
indication for the industrial property. In that case,
the inexperienced analyst concludes that there is no
economic obsolescence.

The following discussion summarizes some of
the reasons why it is inappropriate to use an income

Omega Railway Company
Billing and Receivables Software

Cost Approach Valuation

Replacement Cost New less Depreciation Method
Fair Market Value

As of January 1, 2020

tally flawed.
, Cost Approach Component $ Reference

As an example, let’s con- -
sider the valuation of a unit Replaceme_nt Cost Ne\{v _ 1,200,000 Exhibit 1
of special purpose industrial Less: Physical Depreciation -- Text
property. Let’s assume the Less: Functional Obsolescence 299,000 Exhibit 1
inexperienced analyst applies Subtotal 901,000
a cost approach RCNLD meth- Less: Economic Obsolescence at 20% 180,000 Exhibit 2
od analysis. Then, the inex- Equals: Fair Market Value of Billing and Receivables Software 721,000
Penenced analyst a_pphes an Fair Market Value of Billing and Receivables Software (rounded) 720,000
income approach discounted

www.willamette.com

INSIGHTS o

SUMMER 2020 31




“[E]ach property
valuation approach
should be analyti-
cally independent
of each other
approach.”

approach value indication as
any benchmark by which to
measure the economic obso-
lescence component in a cost
approach valuation of indus-
trial or commercial property.

Using this residual proce-
dure or income shortfall meth-
od, the cost approach loses its
analytical independence from

32

the income approach. In an
industrial or commercial prop-
erty valuation, all generally
accepted property valuation approaches may con-
sider the same set of market-derived or property-
specific data. However, each property valuation
approach should be analytically independent of
each other approach.

If the cost approach value indication is “adjust-
ed” to equal the income approach value indica-
tion, why should the analyst even apply the time
and effort to perform the cost approach analysis?
Why doesn’t the analyst just consider the income
approach value indication twice in the property
value reconciliation procedure? When there is any
evidence of economic obsolescence related to the
industrial property, why bother to apply the cost
approach at all?

If the cost approach value indication is “adjust-
ed” to equal the income approach value indication,
why not also “adjust” the sales comparison approach
value indication to equal the income approach value
indication? When the unadjusted sales compari-
son approach value indication is greater than the
income approach value indication, why doesn’t the
analyst just “adjust” that sales comparison approach
value indication to equal the income approach value
indication?

In that case, the analyst can simply consider the
income approach value indication three times in the
property value reconciliation procedure.

If the cost approach value indication is “adjust-
ed” to equal the income approach value indication,
then none of the following cost approach compo-
nents will actually affect the property value: prop-
erty original cost, property age, property condition,
property location, property replacement cost new,
property reproduction cost new, property operating
efficiency, property maintenance history, property
type, property description, or even property exis-
tence.

Applying the income shortfall method, an old
property may have the same value as a new proper-
ty. And, that value will be determined by the conclu-
sion of the income approach. Applying the income
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shortfall method, a well-maintained property may
have the same value as a poorly maintained prop-
erty. Further, that value will be determined by the
conclusion of the income approach.

Applying this income shortfall method of eco-
nomic obsolescence measurement, the property’s
RCN is irrelevant to the cost approach value indica-
tion. This is because the amount of economic obso-
lescence automatically adjusts the cost approach
value indication to equal the income approach value
indication.

This income shortfall method is counterintuitive
to the fundamental economic principle of the cost
approach (e.g., the principle of substitution). That
is because, by applying this income shortfall method
to measure economic obsolescence, the property’s
cost metric becomes irrelevant in the cost approach
property valuation.

Do Apply the Unit-Level Economic
Obsolescence Percentage to the
Taxpayer Property

For property tax purposes, some taxpayer industrial
or commercial property is valued based on the unit
valuation principle rather than based on the sum-
mation valuation principle. That is, the industrial
or commercial property is valued as a single “total
unit” for property tax purposes.

Examples of types of taxpayers that are often
assessed based on the unit valuation principle
include railroads, airlines, other transportation
companies, pipelines, cable television providers,
electric generation and distribution companies,
and other utility-type companies—such as local
gas transmission companies, water companies, and
wastewater companies.

In a unit principle valuation, the economic
obsolescence measurement is typically performed
on a total unit (or aggregate) basis, and not on a
summation (or property-by-property) basis. For
this reason, when estimating the value of industrial
or commercial property in the context of the total
unit, the total unit-level economic obsolescence
percentage is typically applied to estimate the
property value.

For example, in our illustrative example of
Omega Railway Company, the economic obsoles-
cence estimate of 20 percent would be applicable
to all of the Omega industrial or commercial prop-
erty—including the taxpayer’s software intangible
personal property.
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ANALYST RESPONSES TO TAXING
AUTHORITY OBJECTIONS
REGARDING OBSOLESCENCE
MEASUREMENTS

The CILM Is Not the Income Shortfall
Method

One generally accepted method for measuring eco-
nomic obsolescence is the CILM. Inexperienced ana-
lysts sometimes confuse the CILM with the income
shortfall method. As discussed previously, the income
shortfall method is not a generally accepted method
for measuring economic obsolescence.

The CILM “is applied in two steps. First, the mar-
ket is analyzed to quantify the income loss. Next,
the income loss is capitalized to obtain the value
loss affecting the property as a whole.”!

To apply this economic obsolescence measure-
ment method in a unit principle valuation, the
analyst may compare the property’s profitability
from operations during a recent period to a bench-
mark measure of profitability from operations. That
benchmark measure of profitability from operations
may be one of the following:

1. The level of profitability/return on invest-
ment earned by the property when there
was no identified economic obsolescence

2. The level of profitability/return on invest-
ment earned by comparable companies or
another industry benchmark measure

3. The level of profitability/return on invest-
ment based on the taxpayer’s financial pro-
jections

The analyst may also consider alternate mea-
sures of profitability/return on investment.

In a unit principle valuation, an analyst typically
measures economic obsolescence for the total unit
of taxpayer property. Then, the analyst applies the
concluded economic obsolescence (typically on a
percentage basis) to all of the taxpayer’s property
valued by the cost approach.

Measuring economic obsolescence at the total
unit level (rather than at the individual property
level within the total unit) is a generally accepted
unit principle valuation procedure.

According to the textbook Valuing Machinery
and Equipment, “Because economic obsolescence
is usually a function of outside influences that affect
an entire business (i.e., all tangible and intangible
assets) rather than individual assets or isolated
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groups of assets, it is sometimes measured using the
income approach or by using the income approach
to help identify the existence of economic influ-
ences on value.”?

One procedure that analysts often perform in
the application of the CILM is to compare the prop-
erty’s actual rate of return measure (e.g., the actual
return on investment earned on the property) with a
required rate of return measure (e.g., the taxpayer’s
weighted average cost of capital, or “WACC”). The
analyst may calculate the difference between the
property’s actual rate of return on investment and
the property’s required rate of return as a measure
of the property’s income loss. This income loss can
then be converted into an economic obsolescence
measurement percentage for the industrial or com-
mercial property.

Returning to our Omega Railway Company illus-
trative example, the analyst could apply this proce-
dure of comparing the actual return on investment
to the required return on investment in order to
measure the Omega economic obsolescence.

For example, the analyst could compare (1) the
Omega actual net operating income (“NOI”) return
on the Omega total unit to (2) the taxpayer’s yield
capitalization rate (or WACQC). In calculating the
actual return on investment, the analyst could rely
on the average NOI over a multiyear period or on
the latest 12 months NOI. NOI is typically calcu-
lated as an after-tax income measure.

Therefore, the taxpayer after-tax NOI return on
investment is typically compared to the taxpayer’s
after-tax WACC (as a measure of the required rate
of return on investment).

The analyst may estimate the property’s NOI
rate of return on investment based on various
investment measures. Then, the analyst may apply
the same vyield capitalization rate—or WACC—as
the required rate of return on investment. That
yield capitalization represents the required rate of
return for all of the property included in the total
unit.

If the property’s actual return on investment
(however measured) indicates a lower rate of return
than the taxpayer’s yield capitalization rate (or
WACC), that comparison would indicate that eco-
nomic obsolescence exists in the taxpayer’s prop-
erty.

For example, if the Omega actual rate of return
on investment is 6 percent and the Omega yield
capitalization rate (the required rate of return on
investment) is 9 percent, that comparison would
indicate economic obsolescence of 33 percent based
on this application of the CILM
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Obsolescence Measurement Typically
Consider Some Type of Taxpayer
Income Data

Some inexperienced analysts suggest that many of
the generally accepted economic obsolescence mea-
surement methods (such as the CILM) are inappro-
priate to apply in the cost approach. That is because
these measurement methods rely on the taxpayer’s
income data. And, that same taxpayer income
data may also be a component in either (or both)
the income approach and/or the sales comparison
approach. For example, the CILM may include con-
sideration of the taxpayer’s WACC to measure eco-
nomic obsolescence. However, this inexperienced
analyst’s concern is misguided.

In the case of valuing industrial or commercial
property, an analyst may apply a cost approach
valuation method such as the RCNLD method. In
the application of the RCNLD method, the analyst
may compare (1) the property’s actual rate of return
on investment to (2) the property’s required rate of
return on investment (often measured as the tax-
payer’s WACC). This comparison is often considered
in the application of the CILM to measure the prop-
erty’s economic obsolescence (if any).

The taxpayer’'s WACC is a valuation variable
that may be considered in the application of the
income approach. Nevertheless, the cost approach
RCNLD method value indication is independent of
the income approach value indication.

All property valuation approaches (and all prop-
erty valuation methods) may rely on the same or
similar underlying data, such as the property’s
financial and operational data. The reliance on
the same or similar underlying data does not pre-
clude an analyst from applying multiple valuation
approaches and multiple valuation methods to value
the industrial or commercial property.

However, each property value indication should
be derived from a complete and independent valua-
tion analysis of the subject property.

Each value indication should be independent
from each other value indication. Each property
valuation method—and each property value indica-
tion—should be able to stand alone. As a fundamen-
tal property appraisal principle, no value indication
should depend on another value indication.

SUMMARY AND CONCLUSION

The identification and measurement of obsoles-
cence in the cost approach valuation of industrial or
commercial property is a fundamental issue in valu-
ations performed for ad valorem property tax pur-
poses. The various forms of obsolescence (including
functional obsolescence and external obsolescence)
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should be considered in the cost approach valuation
of industrial and commercial property.

This consideration is particularly relevant in
cost approach valuations of special purpose indus-
trial or commercial property. Further, this consider-
ation of obsolescence in the application of the cost
approach is generally relevant to both unit principle
valuations and summation principle valuations.

Both taxpayer property owners and valuation
analysts should consider the measurement of obso-
lescence in the cost approach valuation of industrial
or commercial property for tax planning, compli-
ance, and appeal purposes.

Tax assessment authorities should consider
obsolescence in the assessments of taxpayer indus-
trial and commercial property. In particular, assess-
ment authorities should consider the impact of
current market conditions (and, thus, the effect of
economic obsolescence) in the application of the
cost approach in the valuation of any industrial or
commercial property.

First, this discussion summarized the various
forms of obsolescence typically considered in the
application of the cost approach to value industrial
or commercial property for SALT purposes.

Second, this discussion presented the practical
procedures that either the property owner or the
taxing authority can apply to (1) recognize the exis-
tence of property obsolescence and (2) measure the
amount of property obsolescence.

Third, this discussion considered various analyst
caveats with regard to the measurement of obsoles-
cence in the cost approach valuation of industrial or
commercial property.

Finally, this discussion suggested taxpayer or
analyst responses to taxing authority objections
with regard to the measurement of any obsolescence
related to the taxpayer’s industrial or commercial

property.
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Property Tax Thought Leadership

Tangible Personal Property Appraisal
Approaches, Methods, and Procedures

Lerry A. Suarez and John C. Ramirez

Appraisals of industrial or commercial tangible personal property (“TPP”) prepared for
property tax purposes are often subject to contrarian review. In order to withstand such a
contrarian review, the TPP appraisal should rely on generally accepted property appraisal
approaches, methods, and procedures. This discussion summarizes the generally accepted
property appraisal approaches, the generally accepted property appraisal methods applied

within each approach, and the individual procedures that would be applicable to the
appraisal of special purpose industrial or commercial TPP for property tax purposes.

INTRODUCTION

There are many reasons why valuation analysts
(“analysts”) may be asked to value industrial and
commercial tangible personal property (“TPP”).
These valuation purposes include sale/license
transactions, secured financing, taxation, financial
accounting, litigation, and bankruptcy.

For whatever purpose the TPP appraisal is
prepared (including for property tax compliance,
appeal, or litigation purposes), the appraisal may be
subject to contrarian scrutiny and review.

In order to withstand contrarian scrutiny, par-
ticularly within the property tax appeal or litiga-
tion context, the industrial and commercial TPP
appraisal should follow generally accepted property
appraisal approaches, methods, and procedures.

This discussion introduces issues related to
the valuation of industrial or commercial TPP for
property tax purposes. Most of these issues relate
to the valuation of locally assessed industrial or
commercial TPP that is valued based on the sum-
mation principle of property appraisal. Some of the
issues summarized in this discussion also relate to
the valuation of centrally assessed industrial and
commercial TPP that is valued based on the unit
principle of property appraisal.
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This discussion (1) summarizes what TPP is, (2)
explains the generally accepted property appraisal
approaches, and (3) describes the various appraisal
methods and procedures applied to value industrial
or commercial TPP for property tax purposes.

TANGIBLE PERSONAL PROPERTY

For property tax compliance, appeal, or litigation
purposes, it is often necessary to distinguish
between tangible property and intangible property,
as well as between real estate and personal property.
These distinctions are also important for a variety
of financial accounting, income taxation, legal/
regulatory, and financing purposes that are not
related to property taxation.

Taxpayer tangible property can either be real
(i.e., the value is derived from land) or personal
(i.e., the value is not derived from land) in nature.
Likewise, taxpayer intangible property can either be
real (i.e., the value is derived from land) or personal
(i.e., the value is not derived from land) in nature.

The textbook Valuing Machinery and Equipment
defines TPP as “[a]n asset that maintains all rights
that can be transferred to another party and that
can be seen and felt.”!

INSIGHTS ¢ SUMMER 2020 35




More generally, TPP includes movable tangible
assets that are not permanently affixed to or part
of real estate. TPP is not endowed with the rights of
real estate ownership.

It is sometimes difficult to determine whether
a particular asset should be considered as TPP or
as real estate. For example, a fixture is typically an
asset that was once personal property. But, once the
fixture is installed or attached to the land or build-
ing in a permanent manner, it may be considered as
part of the real estate.

To help determine whether a particular asset
should be considered as TPP or as real estate, ana-
lysts often consider questions regarding the asset’s
permanency. These questions, sometimes referred
to as the “Whiteco Factors,” include the following:

1. Can the property be moved and has it been
moved?

2. Is the property designed or constructed to
remain permanently in place?

3. Are there circumstances that show that the
property may or will have to be moved?

4. Is the property readily movable?

5. How much damage will the property sustain
when it is removed?

6. How is the property affixed to land?2

Examples of TPP include furniture and fixtures,
tools and dies, machinery and equipment, office and
data processing equipment, trucks and automobiles,
and (sometimes) merchandise inventory.

The generally accepted TPP appraisal approach-
es include the cost approach, the sales comparison
approach, and the income approach. Each of these
generally accepted property appraisal approaches is
summarized below.

GENERALLY ACCEPTED PROPERTY
APPRAISAL APPROACHES

The cost approach considers the concept of prop-
erty cost as an indicator of value. A prudent investor
will typically pay no more for a fungible property
than its replacement cost new (“RCN”).

One cost approach method is the replacement
cost new less depreciation (“RCNLD”) method. In
this method, first, the RCN of the property is esti-
mated. Second, this RCN estimate is adjusted for
all forms of depreciation in order to provide a value
indication for the property. The depreciation com-
ponents typically considered in any cost approach
analysis include physical deterioration, functional
obsolescence, and external obsolescence.
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Physical deterioration is a loss in the value of the
property brought about by wear and tear, action of
the elements, disintegration, use, and all physical
factors that reduce the life and serviceability of the
property.

Functional obsolescence is a loss in the value
of the property caused by the inability of the prop-
erty to adequately perform the function for which it
was intended. Functional obsolescence is typically
internal to the property. Functional obsolescence
is typically related to such factors as excess capital
costs, excess operating costs, and superadequacies/
inadequacies.

External obsolescence is a loss in the value of the
property caused by external forces such as changes
in the supply/demand relationships, legislation, and
industry and local economic conditions that affect
the value of the property.

Two components of external obsolescence
include (1) locational obsolescence and (2) eco-
nomic obsolescence. TPP is moveable. Therefore,
the economic obsolescence component of external
obsolescence is typically more significant than
the locational obsolescence component in the cost
approach appraisal of TPP.

In the sales comparison approach, recent sales
of comparable property are gathered and analyzed
by the analyst. Adjustments are then applied to
these comparable property sale transaction data to
account for differences in the age and condition of
the subject property, time of sale, and the physical
characteristics between the property and the com-
parable property.

The adjusted sale transaction pricing data are
analyzed in order for the analyst to extract market-
derived pricing multiples or other pricing metrics.
From this array of market-derived pricing data, the
analyst can derive an indication of the property
value.

The income approach measures the present
worth of the anticipated future income (e.g., net
income, net operating income, or net cash flow)
associated with the ownership or operation of the
property. The income measure is projected over an
appropriate time period. The projection period typi-
cally relates to the property’s expected useful eco-
nomic life (“UEL”) . The income stream is brought
to a present value by the use of an appropriate
market-derived, risk-adjusted rate of return (in the
yield capitalization method).

Alternatively, a single period estimate of normal-
ized income may be capitalized by (i.e., divided by)
a direct capitalization rate (in the direct capitaliza-
tion method). This capitalization rate considers the
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time value of money, the effect
of expected price inflation, and
the risk inherent in the property
ownership.

The following discussion sum-
marizes the conceptual founda-
tion related to the three gener-
ally accepted property appraisal
approaches. Unless otherwise
indicated, the following discus-
sion focuses on the application of
the summation principle (rather
than the unit principle) of prop-
erty valuation.

The Cost Approach

The cost approach is often applied
to value industrial or commercial
TPP.

The principle of substitution
governs the application of the
cost approach. This economic principle indicates
that a prudent investor would pay no more for a
fungible TPP than the cost of producing a substitute
TPP with the same utility as the actual property.
This economic principle only applies when a pru-
dent purchaser can either construct or buy a new
substitute TPP with equivalent utility to the TPP.

The cost approach measures value by estimating
a cost metric related to the utility of the TPP and
then applying deductions for all relevant forms of
depreciation. For TPP, these forms of depreciation
typically include (1) physical deterioration, (2)
functional obsolescence, and (3) external obsoles-
cence.

One cost measurement metric is RCN. RCN
represents the dollar amount necessary in terms
of current labor, materials, and overhead to
construct or acquire new TPP of similar utility.
Similar utility means similar economic satisfac-
tion—that is, the substitute property is perceived
by the owner or operator as being equivalent to
the actual property.

RCN is not the same as reproduction cost new
(“RPCN”). The textbook Valuing Machinery and
Equipment explains the terms RCN and RPCN as
follows:

It is essential that the appraiser under-
stand the difference between replace-
ment cost new and reproduction cost new.
Replacement cost new is the current cost
of a similar new property having the near-
est equivalent utility as the property being
appraised, whereas RPCN is the current
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cost of reproducing a new replica of the
property being appraised using the same, or
closely similar, materials.

In using the cost approach, the apprais-
er is comparing the subject property to the
property that could actually replace it. The
replacement property would be the most
economical new property that could replace
the service provided by the subject.3

In its simplest form, the cost approach estimates
a cost measurement of the TPP less all forms of
depreciation. In the cost approach, the analyst iden-
tifies the TPP, develops a current cost new estimate,
and subtracts all depreciation that makes the TPP
less desirable to own than if it were new.

The TPP appraisal report should identify the
cost measure used as the starting point in the cost
approach analysis: (1) RCN, (2) RPCN, or (3) some
other defined measure of cost.

The Sales Comparison Approach

In the sales comparison approach, the fundamental
principle is that a prudent investor can go to the
marketplace and purchase property that can be
assembled to provide similar output as the prop-
erty. The sales comparison approach is applied to
the appropriate secondary market. By researching
secondary market sales transaction data, the analyst
estimates value through an analysis of recent sale
prices of guideline properties.

A basic procedure in the application of the
sales comparison approach is to gather empirical
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transaction data, determine the relevant pricing
metrics to be compared (between the property and
the guideline properties), and apply the market-
derived pricing metrics to the TPP.

Generally, in applying the sales comparison
approach to value of the TPP “in place,” the analyst
(1) estimates the price to purchase the property in
the appropriate secondary market and (2) adds tax,
freight, installation, connection, and testing costs.

This is because the secondary market sale
transaction data typically indicate the value “in
exchange” for the subject property. The analyst has
to add delivery, installation, and other costs in order
to convert this “value in exchange” estimate to a
“value in use” estimate.

In applying the sales comparison approach, it
is sometimes possible to arrive at value indications
based on the sales of identical properties that have
changed hands in the secondary market. However,
while it is possible to identify secondary market
prices for TPP based on like manufacturer model
numbers, unique configurations of specific TPP
often make it difficult to obtain data on multiple
sales of comparable (or nearly identical) TPP.

Therefore, in practice, the investigation and
analyses of the sales of similar, or guideline, TPP in
the secondary marketplace is often the basis of the
sales comparison approach value estimate.

In addition to the physical configuration of the
comparable/guideline TPP, the following factors may
be considered in determining the comparability of
the guideline TPP to the subject TPP:

B Age of the unit sold
B Condition of the unit sold

B Upgrades or other changes from the stan-
dard model specifications

B Location of the sale transaction

Current market conditions and/or changes
in market conditions

Motivation for the sale
Quantity of units sold
Time of the sale

Type and terms of the sale

Price, on a cash equivalency basis

Each of these comparability factors has its own
importance. And, the importance of each of these
factors depends on the type of guideline TPP sales
data available.

In applying the sales comparison approach to
value TPP, elements that add value-in-use may be
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identified and included in the value estimate. For
most TPP, these elements may include sales tax,
insurance, freight, delivery, installation, connec-
tions, test batch loading, debugging, and any other
indirect costs required to commission and deliver
the TPP to the property owner/operator.

The Income Approach

The income approach provides a systematic frame-
work for estimating the TPP value—particularly of
rental property—based on an income capitaliza-
tion or on the present value of future income. This
income is typically derived from the use, forbear-
ance, license, or rental of the TPP.

Applying the income approach, income can be
measured as one of the following:

B Gross rental income
Net rental income
Gross license income
Net license income

Gross operating income

Net operating income

Quantifying the appropriate capitalization rate
or present value discount rate is an important pro-
cedure in the income approach. The appropriate
capitalization rate or discount rate should reflect a
fair return on the investment in the TPP. And, the
capitalization rate or discount rate should consider
the opportunity cost of capital, the time value of
money, and the risk of the investment in the TPP.

In applying the income approach to value TPP,
the expected UEL of the TPP is an important con-
sideration. This is because the income projection
associated with the TPP will typically not extend
beyond the term of the UEL.

CosT APPROACH PROPERTY
APPRAISAL METHODS

The various cost approach property appraisal meth-
ods relate to the following economic principles:

1. Substitution—concludes that no prudent
buyer would pay more for a fungible prop-
erty than 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 property
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3. Externalities—gains or losses from external
factors may accrue to property, and may
cause a newly “constructed” property to be
worth more or less than its cost

One cost approach method is the RPCNLD meth-
od. The fundamental principle behind this method
is that a value indication for the TPP is its cost new
less an allowance for any physical deterioration as
well as for any obsolescence—including functional
and external. This principle can be applied either
to an individual property or to a unit (or bundle)
of TPP.

When estimating RCN, the form or appearance
of the replacement TPP may be different from the
TPP. However, the replacement TPP will be similar
to the actual TPP in such functionality attributes
as capacity (volume of production) and throughput
(speed and efficiency of production). When estimat-
ing reproduction cost new (“RPCN”), the reproduc-
tion TPP will be identical to the actual TPP in such
physical attributes as manufacturer, model or series,
and motor or engine size.

In other words, RCN contemplates the cost to
recreate the functionality or utility of the property.
RPCN contemplates the construction of an exact
replica of the actual property.

The industrial or commercial TPP appraisal
report should identify the following:

1. The measure (or type) of cost estimated
2. The method used to estimate cost

3. The data sources used to estimate cost

The textbook Valuing Machinery and Equipment
describes some of the methods for estimating cost as
follows:

There are several methods of determining
the current cost new of a property. The
major ones are the detail method, trend-
ing, cost to capacity, and other engineering
methods.

The detail method, also known as the
summation method, requires that a current
new cost be assigned to each individual
component of an asset or property. The
property is itemized or “detailed” so that
the sum of the components reflects the cost
new of the whole.

All normal or typical direct and indirect
costs should be included. Direct costs are
those material, labor, and related expendi-
ture normally and directly incurred in the
purchase and installation of an asset, or
group of assets, into functional use . . .
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Indirect costs are those expenditures
that are normally required to purchase and
install a property but which are not usually
included in the vendor invoice.*

Trending is a method of estimating a
property’s RPCN (not RCN) in which an
index or trend factor is applied to the prop-
erty’s historical cost to convert the known
cost into an indication of current cost.
Simply put, trending reflects the movement
of price over time.

Historical cost is the cost of a property
when it was first placed into service by its
first owner. This is to be distinguished from
original cost, which is the actual cost of
a property when acquired by its present
owner, who may not be the first owner and
who may have purchased at a price greater
or less than the historical cost. Original
cost may be the used cost of the property,
whereas historical cost can never be a used
cost. Obviously historical cost and original
cost may be the same.>

A third method of estimating cost new
is commonly referred to as cost to capacity
method. This methodology assumes that
not all costs vary with size in a straight
line.®

Several other engineering methods may
be used to estimate the cost of entire facili-
ties or components of facilities; most of
these methods are best used in chemical or
petrochemical processing industries.’

As mentioned above, there are several proce-
dures that may be applied to estimate the cost of
TPP. These procedures include the detail, trending,
cost to capacity, and other engineering methods.
Of these four procedures, the detail method and
the trending method are sometimes applied in TPP
appraisals performed for property tax purposes.

The detail method allows for a cost to be assigned
to each individual component of a property. The
TPP is itemized or “detailed” so that the sum of the
components reflects the cost of the whole.

The trending method estimates the RPCN of
property. In the trending method, an index or trend
factor is applied to the TPP historical cost in order
to convert (1) the known historical cost into (2) an
estimation of the RPCN.

To convert the property costs (replacement,
reproduction, historical) into a value indicator, the
cost measure is adjusted (typically in decrements) for
any physical deterioration, functional obsolescence,
or external obsolescence related to the property.
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Physical Deterioration

The textbook Valuing Machinery and Equipment
defines physical deterioration as follows:

Physical deterioration is a form of depre-
ciation where loss in value or usefulness
of a property is due to the using up or
expiration of its useful life caused by wear
and tear, deterioration, exposure to various
elements, physical stresses and similar fac-
tors.8

The particular method applied to measure physi-
cal deterioration should be identified and defined.
The specific procedures applied within the identi-
fied method should be explained. In addition, any
significant data sources should be identified.

The methods for measuring physical deteriora-
tion include (1) the physical observation method,
(2) the age/life method, and (3) the direct dollar
measurement method.

The appraisal report should adequately describe
the method that was applied and how it was applied.
All valuation terminology should be identified and
defined. This recommendation is particularly rel-
evant to the age/life method, which may involve
nonintuitive “age” and “life” measures.

The textbook Valuing Machinery and Equipment
summarizes these three methods of estimating TPP
physical deterioration:

Three methods of measuring physical dete-
rioration that were discussed are observa-
tion, formula/ratio and direct dollar mea-
surement.

In the observation method, the apprais-
er makes a comparison based on the experi-
ence gained by looking at similar properties
and comparing them to new properties.

In one variation of the formula/ratio
method, physical deterioration is estimated
based on a property’s use. Use is a good
indicator of physical deterioration when
the requisite production statistics can be
obtained.

The age/life variation of the formula/
ratio method uses the ratio of a property’s
“age” to its “life” to measure physical
deterioration. Although this is straight-
line depreciation, it should not be con-
fused with accounting depreciation because
the appraiser uses valuation rather than
accounting concepts of age and life.?
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Functional Obsolescence

The textbook Valuing Machinery and Equipment
defines functional obsolescence as follows:

Functional obsolescence is a form of depre-
ciation in which the loss in value or useful-
ness of a property is caused by inefficien-
cies or inadequacies of the property itself,
when compared to a more efficient or less
costly replacement property that new tech-
nology has developed. Symptoms suggesting
the presence of functional obsolescence
are excess operating cost, excess construc-
tion (excess capital cost), over capacity,
inadequacy, lack of utility, or similar condi-
tions.10

The TPP appraisal report will typically:

1. describe the concept of functional obsoles-
cence,

2. explain the method(s) used to identify and
quantify functional obsolescence, and

3. describe the data sources considered in the
functional obsolescence analysis.

In quantifying functional obsolescence, some
obsolescence (e.g., excess capital cost, excess capac-
ity cost) may be eliminated by applying a RCN mea-
sure (in contrast to an RPCN measure). Additional
adjustments for functional obsolescence may be
made by quantifying excess operating expenses and
capitalizing these excess expenses over the UEL of
the TPP.

The methods that may be applied to quantify
functional obsolescence include the following:

1. Analysis of excess capital costs

2. Analysis of excess operating costs

Valuing Machinery and Equipment describes
instances of functional obsolescence. If applicable
to the TPP, these instances may be noted in the
appraisal report:

Functional obsolescence, particularly oper-

ating obsolescence, is typically found in the

following situations:

B plants involved in the process indus-
tries;

B plants involved in industries that either
use assets or manufacture products
with a high degree of technology;

B older plants that have increased in size
over time;
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B plants in which there are a number of
identical units;

B plants involved in industries that han-
dle large volumes of material; and

B plants with areas of inactive machin-
ery.l1

Economic Obsolescence
Valuing Machinery and Equipment defines eco-
nomic obsolescence as follows:

Economic obsolescence (sometimes called
“external obsolescence”) is a form of depre-
ciation where the loss in value of a prop-
erty is caused by factors external to the
property. These may include such things as
the economics of the industry; availability
of financing; loss of material and/or labor
sources; passage of new legislation; changes
in ordinances; increased cost of raw materi-
als, labor, or utilities (without an offsetting
increase in product price); reduced demand
for the product; increased competition;
inflation or high interest rates; similar fac-
tors.12

Particularly in a TPP appraisal performed for
property tax purposes, the appraisal report may
describe the following:

1. The factors considered in identifying exter-
nal obsolescence

2. The methods applied in quantifying exter-
nal obsolescence

3. The specific data sources relied on in the
external obsolescence analysis

Many analysts distinguish between two forms of
external obsolescence: (1) economic obsolescence
(when the TPP does not generate adequate income
to provide a fair rate of return to the property) and
(2) locational obsolescence (when the obsolescence
is a result of the location of the TPP).

Locational obsolescence affects real estate more
directly than it affects TPP.

The quantification of external obsolescence is
often made collectively. For example, if an eco-
nomic analysis of the property operations indicates
that the expected return on investment is less than
the owner/operator’s cost of capital, then external
obsolescence may be present.
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SALES COMPARISON PROPERTY
APPRAISAL METHODS

The sales comparison approach encompasses fewer
methods than the cost approach or the income
approach. However, the practical application of the
sales comparison approach is as complex and rigor-
ous a process as the application of the cost approach
or the income approach. The comparability of the
selected TPP sale transactions is an important
aspect of the sales comparison approach.

Transactions selected for the sales comparison
approach analysis may be adjusted, if necessary, to
compensate for the effect of economic forces that
influenced the TPP market during the time interval
elapsed between the date of the guideline sale and
the valuation date. Market prices move upward or
downward with changes in supply and demand,
variations in business cycles, and changes in the
value of money.

Other adjustments to the guideline sales are
made to account for differences between the
guideline properties and the TPP. Any adjustments
related to differences due to variations in age,
features, and quality of the guideline TPP versus
the TPP may be identified and quantified in the
appraisal report.

Market comparisons are based on the overall
percentage value adjustment required in order to
make each selected TPP sale transaction with the
TPP. The overall percentage applied to each prop-
erty in turn is justified by the analyst’s explanation
that the TPP is superior, inferior, or the same in
relation to its type, features, age, and condition. By
adjusting the guideline sale prices upward or down-
ward in accordance with the characteristics of the
TPP, a market value estimate is derived.

The sales comparison approach is applicable to
situations where there are an adequate number of
similar properties that have recently sold. When
using these sales data, the analyst should try to
verify each sale in order to confirm the relationship
of the parties, date of sale, and any financing terms.
In analyzing guideline sales, it may be necessary to
adjust a price if prices have changed between the
time the guideline TPP sold and the subject valua-
tion date. Also, an adjustment is typically required
if a guideline property’s sale price was influenced by
financing terms.

The cash equivalency method is sometimes used
to adjust for this price influence. The purpose of this
adjustment is to reveal the price that a guideline
TPP would have brought without the influence of
atypical financing.
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Normally, sales comparison approach appraisal
methods are only practical when an adequate sec-
ondary market exists from which to extract mean-
ingful pricing evidence.

INCOME APPROACH PROPERTY
APPRAISAL METHODS

The income approach is particularly applicable
to the appraisal of leased TPP. This is because
such TPP generates property-specific rental income.
Examples of such property include commercial air-
craft, railroad locomotives and rolling stock, over-
the-road tractor/trailers, and so forth.

To estimate value by application of the income
approach, the expected rental income or cash
flow is converted to a present value. The income
approach appraisal methods may be categorized as
either direct capitalization methods or yield capital-
ization methods.

Direct capitalization methods sometimes rely
on direct capitalization rates typically extracted
from guideline sales. Additionally, yield capitaliza-
tion methods rely on yield capitalization rates that
are typically derived as the internal rate of return
required by the typical investor.

When either calculating value or extracting mul-
tipliers, the analyst should ensure that the income
metric (however measured) is calculated on a con-
sistent basis.

Property value may be estimated by dividing the
one period net operating income by a capitalization
rate. That capitalization rate may be estimated by:

1. extracting overall rates from guideline TPP
sales,

2. comparing the guideline TPP attributes
(physical, functional, and financial) to the
TPP, and

3. selecting an appropriate capitalization rate.

Values are often estimated by projecting cash
flow over a typical holding period and discounting
the cash flow to a present value using a discount
rate. This valuation method is called yield capital-
ization (or a discounted cash flow analysis).

The discount rate directly addresses the expect-
ed profitability of the TPP operations. The cash flow
components typically projected in a TPP appraisal
are net operating income and the net proceeds from
the property resale. The discount rate is also called
the yield capitalization rate.

The cost of capital components that are consid-
ered in the discount rate and/or the capitalization
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rate measurement include (1) the prevailing risk-
free rate, (2) the amount of risk of the property, and
(3) the expected price inflation rate.

TANGIBLE PERSONAL PROPERTY
APPRAISAL PROCEDURES

The application of each generally accepted property
appraisal approaches and methods typically follows
these procedures:

1. Inventory and inspection
2. Data collection and analysis

3. Valuation analysis and conclusion

TPP Inventory and Description
Procedures

Some of the typical procedures in the property
appraisal include obtaining the property listing,
confirming the presence of the property (if pos-
sible), and inspecting the condition of the property
(if possible).

The analyst may create his or her own listing
of the TPP based on inventory and inspection pro-
cedures. However, if possible, a detailed property
listing should be obtained from the property owner/
operator for comparison.

The following tests of inclusion and exclusion
may be performed on the property listing:

1. Verify that all TPP included on the owner/
operator’s listing is available for inspection
and inventory.

2. Remove from the owner/operator’s listing
any TPP items included on the property list-
ing that are not available for inspection (e.g.,
not physically remaining at the facility).

3. Verify that all property available for inspec-
tion (i.e., physically at the facility) is
included on the property listing.

4. Add any property items observed during the
inventory and inspection that are excluded
from the personal property listing.

The result of these TPP listing verification, inclu-
sion/exclusion, and inventory procedures should
be an accurate, updated, and verifiable inventory
listing.

In a summation principle valuation, the data on
the property listing may be verified through inven-
tory procedures, including the following:

1. Property listing number
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2. Owner/operator property identification
number or bar code

Manufacturer and country of origin
General category of TPP

Type of TPP

Model number

S

Serial number

Date of manufacture

0 ® N

Location, including building address, room
number, or other indication of physical
location

10. Capacity of the TPP compared to model
specifications

11. Internal upgrades or enhancements to the
TPP compared to model standards

12. Appurtenances and other external periph-
erals attached to the TPP, and whether they
have been identified and noted separately
in the property listing

13. Last physical inventory date

14. Date that the TPP item was put into service

TPP Data Collection and Analysis
Procedures

The detailed property listing may contain certain
property information such as the original cost of the
property, the date the property was placed into ser-
vice, and the amount of accumulated depreciation
related to the property.

Certain data on the property listing may be veri-
fied with the property owner’s accounting depart-
ment. This includes the TPP original cost, the
actual purchase order, the paid invoice amount, the
purchase order date, the invoice date, the date the
property was received in the property owner’s ware-
house, the date the property was actually placed
into service, and any sales tax, freight, insurance,
or other delivery expenses recorded on the original
invoice.

TPP Data Collection Procedures for
the Cost Approach Analysis

For each TPP item, the following cost and expenses
may be estimated based on either (1) the analyst’s
personal experience or (2) the analyst’s consultation
with the owner/operator operations or maintenance
departments:

B Installation costs—such as set-up costs
based on the normal amount of time
required for various activities, including
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unpacking and checking, and making nec-
essary power and other internal or external
connections

B Special requirements—expenditures
required specifically for the subject prop-
erty to work efficiently, such as high-power
source and wiring, dust-free air equipment,
and installation

B (Commissioning expenses—such as start-
up expenses based on the normal time
required for. example, loading necessary
systems and applications software, debug-
ging, and delivery to the TPP operator.

TPP Data Collection Procedures for a
Cost Approach Method

For each TPP category on the property listing, the
appropriate price, production, and cost indexes may
be researched. An index is the mathematical rela-
tionship of relative changes in the price or the cost
of specific items or groups of items over time.

TPP Data Collection Procedures for a
Sales Comparison Method

For an individual TPP item on the detailed prop-
erty listing, transactional data of the actual sale of
guideline TPP may be researched. Guideline TPP
generally has the same characteristics as the subject
property with regard to the following:

1. Manufacturer and country of origin
General category of property
Specific type of TPP

Model number

A A

Date of manufacture (any difference in the
year of manufacture may be noted and con-
sidered in the final analysis)

If sufficiently comparable sales transactions are
not found, then the analyst may search for guideline
TPP sales transactions. Guideline TPP performs the
same functions as the subject TPP.

One difference between the guideline property
and the subject property is often the manufacturer.
Guideline properties are often identified using spec-
ifications of comparable models produced by differ-
ent manufacturers.

If possible, the analyst may verify or otherwise
confirm the following information with regard to
each guideline TPP item sale:

1. Actual market price of the comparable/
guideline TPP sale transaction
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2. Time (month and year) of the sale transac-
tion

3. Location of the sale transaction

4. Condition of the comparable/guideline TPP

5. Any upgrade or deviation from the property
model’s standard specification

6. Any appurtenances of the comparable/
guideline TPP included/excluded in the sale

7. Any special terms and conditions of the sale

TPP Data Collection Procedures for
an Income Approach Method

For each TPP item on the property listing, transac-
tional data with regard to the actual rental of guide-
line property may be researched.

For each rental transaction of guideline TPP,
the terms and conditions of the agreement may be
verified, including the term of the agreement, rent
payable for each period of the term, inclusion of any
penalty clause, the amount of the penalty, the inclu-
sion of any purchase clause, and the contractual
purchase price.

For each rental TPP item, the following data
may be considered: rental history, maintenance his-
tory including expenses, general and administrative
expenses, and marketing and advertising expenses.
Also, the following components included in the esti-
mation of the appropriate rental income capitaliza-
tion rate may be considered:

1. The prevailing risk-free rate

2. The amount of risk associated with the sub-
ject TPP

3. The expected price inflation rate

TPP Data Analyses Procedures for a
Cost Approach Method Only

Using a cost of production index for the property
operator’s industry, cost “inflation” trending factors
may be developed for each vintage TPP group. The
cost new of the TPP may be estimated by multiplying
the historical cost by the appropriate age-dependent
cost trending factors.

The average age of the TPP may be estimated.
Based on property-specific statistical studies, or on
published information regarding the effective life
of TPP in the industry, the property UEL may be
estimated.

Using this life estimate as a proxy, the “percent-
good” for the subject property may be estimated.
The percent-good conclusion equals (1 — physical
(i.e., not accounting) depreciation percentage).
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This percent-good factor considers normal physical
depreciation.

From the observations regarding the condition
of the TPP, its maintenance schedule, and other fac-
tors, the costs that would be required to bring the
existing property to state-of-the-art—or the costs
required to operate the property at less than state-
of-the-art—may be estimated. This is one basis for
the identification and estimation of curable func-
tional obsolescence.

To derive an estimate of external obsolescence,
the subject industry may be analyzed, including a
review of any new government regulations being
passed, and the demand of the product and supply
of raw material—as well as competitive products.
The input from these subject industry sources may
lead to the identification and quantification of exter-
nal obsolescence. Other marketplace influences
(not related to the subject industry) may also cause
external obsolescence.

TPP Data Analysis Procedures for a
Sales Comparison Method

Adjustments to the transactional sale price may be
made for any differences between the specifications
and information regarding the TPP, including the
following:

1. Year of manufacture of the guideline TPP

2. Manufacturer and specifications of the
guideline TPP

3. Time between the guideline sale date and
the valuation date

4. Location of the guideline sale and the loca-
tion of the TPP

5. Condition of the guideline TPP relative to
the TPP

6. Any additions/deletions to the specifica-
tions of the guideline TPP and of the TPP

7. Any special terms and conditions of the
guideline sale transaction should be adjust-
ed to reflect the sale of a fee simple interest.

Based on consideration of the above-described
adjustments, an adjusted market price for the TPP
may be estimated.

TPP Data Analyses Procedures for an
Income Approach Method

The market-derived normalized—or stabilized—
annual rental income for the TPP may be estimated.
Maintenance, marketing, and other administrative
expenses may be estimated. The procedure for
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“normalizing” rental income should eliminate (1)
less than a full year of income in the first year of a
lease and (2) “free” months of rental to a lessee in
the first year of a lease.

The net operating income associated with the
rental of the TPP may be calculated. Next, the
expected UEL of the subject TPP may be estimated.
Finally, the TPP capitalization rate (or present value
discount rate) may be developed, based on the
property-specific risk factors.

TPP Valuation Synthesis and Value
Conclusion Procedures

For TPP appraisals performed for many purposes,
it is reasonable to conclude a range of values as the
final value opinion. However, for TPP appraisals per-
formed for property tax purposes, it is more typical
for the analyst to conclude a point estimate as the
final value opinion.

Sometimes it is not possible or practical to
apply more than one appraisal approach when valu-
ing TPP. In such situations, the most appropriate
appraisal approach and method is selected based
on (1) the constraints of the quality and quantity of
data and (2) the existing circumstances. In such an
instance, the analyst may rely on this single apprais-
al approach to conclude the final value estimate.

If more than one TPP appraisal approach is
applied, the analyst may assign an appropriate
weight to the various value indications in order to
calculate a value point estimate. This weight of the
various value indications may be based on:

1. the relative dependability and applicability
of each approach given (a) the TPP type
and (b) the quantity and quality of data
analyzed,

2. the confidence of the analyst in the indi-
vidual valuation variables and projections,
and

3. the analyst’s personal experience with the
subject property and the subject industry.

This value point estimate may be rounded to
conclude the TPP value.

SUMMARY AND CONCLUSION

This discussion summarized the three generally
accepted TPP appraisal approaches. Within each of
the TPP appraisal approaches, there are several gen-
erally accepted appraisal methods. And, within each
of these appraisal methods, there are individual
appraisal procedures.
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This is the sequence that the analyst typically
follows in order to conduct an appraisal of indus-
trial or commercial TPP. First, general apprais-
al approaches are considered. Second, individual
appraisal methods are selected. Third, specific
appraisal procedures—both quantitative and quali-
tative—are applied to the available data in order to
derive value indications. And, fourth, the various
value indications are reconciled in order to arrive at
a value synthesis and conclusion.

There are many reasons why the analyst may
be asked to appraise industrial or commercial TPP,
including secured financing, income taxation or
property taxation, financial accounting, litigation,
and bankruptcey. For whatever purpose the appraisal
is prepared, the appraisal may be subject to contrar-
ian review.

To withstand such a contrarian scrutiny, par-
ticularly within the property tax appeal or litiga-
tion context, the TPP appraisal should follow the
generally accepted property appraisal approaches,
methods, and procedures summarized in this dis-
cussion.

This article was adapted from “Tangible Personal
Property Appraisal Issues for Ad Valorem Tax
Purposes” (Insights, 2008).

Notes:

1. Valuing Machinery and Equipment, 3d ed.
(Washington, D.C.: American Society of Appraisers,
2011), 562.

Ibid., 373.
Ibid., 39.
Ibid., 43.
Ibid., 50.
Ibid., 51.
Ibid., 55.
Ibid., 56.
Ibid., 59.
10. Ibid., 56.
11. Ibid., 72.
12. Ibid., 57.
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Best Practices includes over 1,200 pages of thought
leadership on a wide range of topics, including the
valuation of private company securities and intangi-
ble assets, valuation for property tax purposes, valua-
tion for ESOPs, fair value measurement for financial
accounting purposes, transfer price analysis, and eco-
nomic damages measurement.

Written by Willamette Management Associates
managing directors Robert Reilly and Bob Schweihs,
this book provides an anthology of related discus-
sions that address valuation, damages, or transfer
price principles. These topics generally are not found

in most textbooks. Our focus is on topics that present
themselves in client situations where there is a risk—
and a cost—of being wrong. Such client situations
include complex transactions, tax controversies, and
litigation matters. Each of the 72 Best Practices chap-
ters presents a discussion of the current thought lead-
ership on the indicated topics.

With a detailed index, this book provides prac-
tical guidance to lawyers, valuation practitioners, fo-
rensic analysts, and other professionals involved in
the practice of valuation, damages, or transfer price
analysis.

Published by Valuation Products and Services, the price of this book is $199 (+ shipping
& handling). To order the book, visit: www.willamette.com/best_practices.html

Willamette Management Associates
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Property Tax Valuation Thought Leadership

Standard of Value Differences between
Fair Value and Fair Market Value

John C. Ramirez

There are important standard of value differences between the fair value standard and
the fair market value standard. These differences may or may not cause the fair value of a
property to be different from the fair market value of the same property. Taxpayers, taxing

authorities, and valuation analysts should not assume that a property’s fair value measured
for acquisition accounting purposes is equal to that property’s fair market value estimated
for property tax purposes. This discussion summarizes the valuation differences between (1)
the fair value measurement of industrial and commercial property for acquisition accounting
purposes and (2) the fair market value valuation of industrial and commercial property for
state and local property tax purposes.

INTRODUCTION

Taxing authorities sometimes attempt to rely on
fair value measurement financial accounting data in
developing the fair market value valuation of indus-
trial and commercial property. Such fair value mea-
surements typically relate to the financial account-
ing for the following types of transactions:

1. The subject taxpayer is acquired, and the
taxpayer’s asset accounts are restated to
fair value on the acquisition date.

2. The subject taxpayer acquires a target
company, and the target company’s asset
accounts are restated to fair value on the
acquisition date.

3. An industry competitor to the subject tax-
payer is acquired, and the acquired com-
petitor’s asset accounts are restated to fair
value on its acquisition date.

Such fair value measurements are performed in
order for the acquirer company’s financial state-
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ments to comply with U.S. generally accepted
accounting principles (“GAAP”).

Taxing authorities sometimes attempt to apply
these fair value measurement financial accounting
data as follows:

1. Accept the fair value measurement of the
subject taxpayer’s assets as an indication of
the fair market value valuation of the tax-
payer’s assets.

2. Calculate a “fair value to accounting
book value (of assets)” pricing multiple
implied by industry merger and acquisition
(“M&A”) transactions and apply such an
industry-derived “fair value to accounting
book value” pricing multiple to value the
taxpayer’s assets.

3. Calculate a “fair value to accounting book
value (of equity)” pricing multiple implied
by industry M&A transactions and apply
that fair value to accounting book value
pricing multiples to value the taxpayer’s
equity.
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4. Apply the “fair value to accounting book
value (of equity)” industry-derived M&A
transaction pricing multiple to conclude
that there is no economic obsolescence
applicable to the subject taxpayer’s prop-
erty or to the subject taxpayer’s industry.

This discussion summarizes several of the valua-
tion differences between (1) the fair value measure-
ment standard of value as it relates to M&A transac-
tion financial accounting requirements and (2) the
fair market value standard of value as it relates to
property tax valuations.

This discussion includes a simplified example
of an M&A business combination transaction. This
illustrative example illustrates some of the differ-
ences between fair market value valuation proce-
dures and fair value measurement procedures.

For the reasons discussed herein, it is not
appropriate to assume that a fair value measure-
ment conducted for purchase accounting purposes
would produce the same result as a fair market
value valuation conducted for property tax pur-
poses. In addition, it is not appropriate to assume
that an M&A transaction purchase price necessar-
ily represents the fair market value of that taxpayer
business.

It is possible that the rules-based fair value of
certain taxpayer property may equal the judgment-
based fair market value of that taxpayer property.
But that conclusion should be based on the ana-
lyst’s due diligence—and not on an unsupported
assumption. Likewise, it is possible that an M&A
transaction price may be equal to fair market
value. But, that conclusion should be based on
the analyst’s due diligence—and not on an unsup-
ported assumption.

The word “asset” is an accounting term and the
word “property” is a legal term. These two terms
do not necessarily mean the same thing (i.e., all
assets are not necessarily property and vice versa).
However, for simplicity, these terms are used inter-
changeably in this discussion.

STANDARD OF VALUE DIFFERENCES

There are significant differences between (1) the fair
value measurement standard of value as it is applied
under GAAP acquisition accounting provisions and
(2) the fair market value valuation standard of value
as it relates to property taxation. Procedural differ-
ences in the application of these two standards of
value may result in different value conclusions for
the same bundle of property.
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The standard of value required for GAAP acquisi-
tion accounting purposes is fair value, as described in
the Financial Accounting Standards Board (“FASB”)
Accounting Standard Codification (“ASC”) Topic
820, Fair Value Measurement.l According to ASC
Topic 820, “fair value” is defined as follows:

The price that would be received to sell
an asset or paid to transfer a liability in an
orderly transaction between market partici-
pants at the measurement date.

The transaction . . . is a hypothetical
transaction at the measurement date, con-
sidered from the perspective of a market
participant that holds the asset or owes
the liability. Therefore, the objective of a
fair value measurement is to determine
the price that would be received to sell the
asset or paid to transfer the liability at the
measurement date (an exit price).

Business combinations are accounted for by
applying the “acquisition method of account-
ing,” as described in ASC Topic 805, Business
Combinations.2 ASC 805 requires that the trans-
action purchase price be allocated to the target
company acquired assets based on the fair value of
the acquired assets.

A fair value measurement prepared for GAAP
acquisition accounting purposes “measures” the fair
value of the target company assets acquired (and the
liabilities assumed) as part of a business combina-
tion transaction.

For property tax purposes, most states require
that taxpayer property to be valued at fair market
value or market value (or at some conceptually simi-
lar standard of value, such as actual fair cash value).

One typical definition of fair market value is
presented as follows:

The price, expressed in terms of cash equiv-
alents, at which property would change
hands between a hypothetical willing and
able buyer and a hypothetical willing and
able seller, acting at arm’s length in an open
and unrestricted market, when neither is
under compulsion to buy or sell and when
both have reasonable knowledge of the rel-
evant facts.3

Fair market value valuations are typically
judgement-based. The analyst has substantial
discretion in the application of the generally
accepted property valuation approaches, methods,
and procedures. The objective of fair market
value valuations is to represent the economics
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of a hypothetical property transfer. Fair market
value valuations consider certain hypothetical
assumptions regarding both a willing buyer and a
willing seller in the hypothetical transaction.

In contrast, fair value measurements are rules-
based analyses. The analyst is constrained to apply
the rules and procedures that are promulgated in
GAAP and in the various GAAP implementation
guidance.

While fair market value valuations are judgment-
based, fair value measurements are rules-based.
While fair market value valuations are intended
to reflect hypothetical transaction economics, fair
value measurements are intended to be transparent,
replicable, and auditable.

In particular, fair value measurements are
required to comply with specific rules-based guid-
ance promulgated by the FASB, the Appraisal
Foundation, and the American Institute of Certified
Public Accountants.

The following list indicates some of the differenc-
es between (1) a fair value measurement prepared
for GAAP compliance purposes and (2) a fair market
value valuation prepared for property tax purposes:

1. Differences in the assumed buyer and the
assumed seller

2. Differences in the assumed unit of account
(i.e., the appraisal subject)

3. Differences in the assumed highest and best
use of the unit of account

4. Differences in the valuation approaches and
methods relied on

5. Differences in valuation procedures and
valuation assumptions

DIFFERENCES IN THE ASSUMED
BUYER AND THE ASSUMED SELLER

The assumed buyer and the assumed seller in a fair
value measurement are different than the assumed
buyer and the assumed seller in a fair market value
valuation. One difference is that the buyer in a fair
value measurement may include a strategic buyer.
Another difference is that the fair value is intended
to represent “an exit price”—that is the price that
the current owner could obtain to sell the asset to a
market participant buyer.

In a fair value measurement, the assumed buyer
and the assumed seller are “market participants.”
According to ASC 805, market participants are
defined as “buyers and sellers in the principal (or
most advantageous) market for the [target] asset or
liability.”
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The fair value standard market participants are
any of a multitude of actual industry participants,
each with potentially different strategic and/or
financial motives. That is, the market participants
assumed under the fair value standard include both
strategic buyers (such as competitors that could
benefit from post-merger synergies) and financial
buyers (such as private equity or venture capital
firms that do not have complementary invest-
ments).4

In contrast, the fair market value standard is
based on a hypothetical transaction between a
hypothetical willing seller and a hypothetical will-
ing buyer, neither being under any compulsion to
buy or sell and both having reasonable knowledge
of the relevant facts. In other words, “Fair market
value assumes conditions as they actually exist and
a hypothetical buyer and seller, with no special,
unique motivations or circumstances.”>

One difference between the fair market value
standard and the fair value standard is that the
fair market value buyers/sellers are assumed to be
(1) hypothetical persons and (2) financially moti-
vated—and not strategically motivated.

In contrast, the fair value standard assumes a
hypothetical transaction between a market par-
ticipant buyer and a known seller (i.e., the current
asset owner seeking “an exit price”).

These differences in the assumed buyer and the
assumed seller—and in particular the strategic buy-
ers included in the fair value standard—can lead to
different value conclusions for the same bundle of
assets. The fair value standard is required for GAAP
accounting purposes. For property tax valuation
purposes, fair value is not the appropriate standard
of value.

DIFFERENCES IN THE ASSUMED
UNIT OF ACCOUNT (I.E., THE
APPRAISAL SUBJECT)

The unit of account can be the integrated assem-
blage of the taxpayer’s operating assets (i.e., the
total unit of tangible assets and intangible assets).
Or, the unit of account can be taxpayer’s individual
real estate and personal property assets.

The unit of account is the lowest level at which
(1) the valuation analysis is performed and (2) the
value conclusion is reached.

Under the fair value measurement standard, the
“unit of account” is defined as “the level at which
an asset or a liability is aggregated or disaggregated
. . . for recognition purposes.” In other words, the
unit of account for fair value measurement purposes
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is each individual general ledger account of the
acquirer entity.

This fair value concept of the unit of account as
a general ledger account is analogous to the summa-
tion valuation principle. Under that principle, each
individual asset category is valued separately—and
then summed to estimate the value of the taxpayer’s
total property. This summation valuation principle
is different from the unit valuation principle.

Under the unit valuation principle, the unit of
account is the entire taxpayer business entity, con-
sidered on a total unit basis (i.e., as an integrated
business enterprise without functional or geograph-
ic division of the whole).6

This integrated business enterprise/total
taxpayer unit collectively includes all of the tangible
assets and all of the intangible assets of the overall
taxpayer business enterprise.

The conceptual differences in the assumed unit
of account—summation (for financial accounting
purposes) versus unit (for property tax purposes)—
is a primary difference between (1) fair value mea-
surements for GAAP purposes and (2) fair market
value valuations for property tax purposes.

DIFFERENCES IN THE ASSUMED
HIGHEST AND BEST USE OF THE

UNIT OF ACCOUNT

The highest and best use (“HABU”) analysis and
conclusion in a fair value measurement may be
different than the HABU analysis and conclusion
in fair market value valuations for property tax
purposes.

Under the fair value measurement standard of
value, “the highest and best use of a nonfinancial
asset might provide maximum value to market par-
ticipants through its use in combination with other
assets as a group (as installed or otherwise config-
ured for use) or in combination with other assets
and liabilities (for example, a business).””

For GAAP accounting purposes, the analyst
is required to consider the HABU for each indi-
vidual unit of account—that is, each general ledger
asset account. This means that the various asset
accounts (including the various property, plant,
and equipment accounts) could each have a differ-
ent HABU.

Under the fair market value standard, the HABU
of the total unit is considered at the taxpayer total
business entity level—and not at the individual
asset category (or general ledger account) level.
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The HABU of all of the taxpayer assets is typically
the current use of the total assets within the tax-
payer business entity (e.g., value in use)—and not
the HABU of each individual asset general ledger
account for possible alternative uses (e.g., value in
exchange).

The fair value measurement HABU may be dif-
ferent than the fair market value valuation HABU.
This is because the fair value measurement HABU
conclusion may be developed at the individual
asset category or general ledger account level—and
not at the total taxpayer business entity (or unit)
level.

These differences in the assumed HABU of the
unit of account can lead to different value conclu-
sions for the same taxpayer bundle of assets.

DIFFERENCES BETWEEN THE
VALUATION APPROACHES AND
MEeTHODS RELIED ON

Applying the fair value measurement standard,
the market approach, income approach, and cost
approach may be applied to value property, depend-
ing on the circumstances of the valuation.8

ASC 820, however, prioritizes the valuation
approaches and methods that should be relied on
to conclude a fair value measurement for ASC 805
acquisition accounting purposes.

As promulgated in ASC 820, “The fair value
hierarchy gives the highest priority to quoted prices
(unadjusted) in active markets for identical assets
or liabilities (Level 1 inputs) and the lowest priority
to unobservable inputs (Level 3 inputs).”?

Applying this guidance, the analyst is directed
to rely principally on the market approach in a
fair value measurement performed for acquisition
accounting purposes. Where there is no market
for the subject property, the analyst may use other
methods.

In a fair market value valuation for property tax
purposes, the analyst is not bound by the GAAP
hierarchy to prioritize one valuation approach over
any other valuation approach. Therefore, applying
the fair market value standard, the analyst has more
judgmental discretion to select any appropriate
valuation approach or method.

Of course, the extent to which these differences
are significant depends on the methods and proce-
dures applied in the fair value measurement com-
pared to the methods and procedures applied in the
fair market value valuation.
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Differences in Valuation Procedures
and Assumptions

There are numerous differences in the quantitative
procedures that an analyst will perform in a fair
value measurement compared to a fair market value
valuation. There are also numerous differences in
the quantitative assumptions that an analyst will
make in a fair value measurement compared to a fair
value valuation. These differences relate to the fact
that fair value measurements are primarily rules-
based and fair market value valuations are primarily
judgment-based. In a fair value measurement, ana-
lysts are required to comply with certain procedures
stated in ASC 820, ASC 805, other ASC provisions,
and various GAAP implementation guidance.

A detailed discussion of all of these procedure
and assumption differences is beyond the scope of
this discussion. However, a few examples of such
differences include the following:

1. The acquisition price may be different.
GAAP provisions require the recognition of
the fair value of acquisition-related financ-
ing instruments as part of the total transec-
tion purchase price. This addition of the fair
value of financing vehicles to the transac-
tion purchase price may increase the resid-
ual amount assigned to the measurement of
goodwill in the fair value measurement.

2. The present value discount rate may be
different. A fair market value valuation
would apply a market-derived (or industry
average) present value discount rate to all
income approach property valuations. A
fair value measurement would apply the
internal rate of return (“IRR”) implicit in
the transaction price as the discount rate
applied to all income approach property
valuations.

For example, let’s assume an industry
average weighted average cost of capital
(“WACC?”) of 10 percent. Let’s assume that
the deal IRR was 6 percent. A fair market
value valuation would apply 10 percent as
the present value discount rate. A fair value
measurement would apply 6 percent as the
present value discount rate.

3. The economic obsolescence conclusion
would be different. Acquired tangible prop-
erty and intangible property are often val-
ued by applying the cost approach. This
statement is true for both fair market value
valuations and fair value valuations.

Let’s continue with our assumption

of an M&A transaction with a 10 percent
WACC and a 6 percent IRR. The fair market
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value valuation of the acquired property
would include a substantial value adjust-
ment for economic obsolescence (i.e., 10
percent WACC compared to 6 percent IRR
would imply about 40 percent economic
obsolescence). In contrast, the fair value
measurement of the same property would
likely include no adjustment for economic
obsolescence (i.e., the 6 percent IRR com-
pared to the 6 percent IRR implies no eco-
nomic obsolescence).

4. Certain intangible assets may have a dif-
ferent value. For fair market value valua-
tion purposes, contract intangible assets
are often valued as the present value of
the income earned by performing the con-
tract. In contrast, fair value measurements
only recognize the present value of excess
income (above the market level of income)
in the contract intangible asset value.

Let’s assume a power purchase agree-
ment (“PPA”), where the power offtaker
agrees to buy 100 MW of electricity per
year from an electric generation plant at
810 per MW (the expected market price
of electricity) for the next 10 years. The
full absorption cost (including a fair return
on the property owner’s investment in the
plant) to produce electricity at the plant is
86 per MW. Therefore, the plant will earn
84 per MW times 100 MW or (840,000,000
per year for the next 10 years. Assuming
a 10 percent present value discount rate,
the present value of the $40,000,000 of
annual contract income (after providing a
full return on investment in plant assets) is
approximately $246,000,000. That amount
would be the fair market value of the con-
tract intangible asset.

In contrast, the fair value measurement
of the same contract intangible asset would
be $0. This is because the terms of the
contract are considered to be “at market”
terms. This fair value measurement would
conclude no value for the PPA contract even
though the contract results in hundreds of
millions of dollars in profit for the plant
owner over the next 10 years.

As mentioned above, there are many individual
procedures or assumptions that may be different for
fair market value valuation purposes than for fair
value measurement purposes. This is because the
GAAP guidance provides the rules the analyst has
to apply or the assumptions the analyst has to make
in the performance of the fair value measurement.
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This discussion was intended to
provide illustrative examples of
the impact of a few typical differ-
ences between fair market value
valuation procedures and fair
value measurement procedures.

lustrative Example—
Fair Market Value
versus Fair Value
Differences

A simplified example within the
context of a business combination
illustrates the quantifiable impact
of some differences between fair
market value valuation proce-
dures and fair value measure-
ment procedures. The following
example is deliberately simplified
for illustrative purposes.

Let’s assume the following 10. Under the terms of the contract, Delta
hypothetical transaction variables: Company agrees to pay for all of the
Beta business widget production capacity
(1,000,000 widgets per year) whether or
not Delta Company takes delivery of the
widgets. Under the terms of the fixed price
contract, Delta Company agrees to pay 85
per widget for the next five years.

1. Alpha Company develops a new widget
business called the Beta business.

2. The Beta business just built a widget factory
for $10,000,000; therefore, the replacement
cost new (“RCN”) for the Beta special pur-
pose industrial property is $10,000,000.

3. The Beta factory can produce 1,000,000
widgets per year.

11. Under the contract, the Beta factory is
assured of selling all of its capacity at a fixed

price per unit for the next five years.
4. The cost to manufacture a Beta widget is $4 12

idget . Under the contract, Delta Company is
per widget.

assured of a source of widget supply at a

5. The current market selling price for widgets fixed price per unit for the next five years.

is 86 per widget. 13. Let’s assume that the above-described con-
6. The market selling price for widgets is tract terms are standard for the widget
expected to generally decrease during the industry as of the transaction date. That
next few years as follows: is, the contract is considered to be an “at-
Year 1 widget unit sale price — 86 market” contract.
Year 2 widget unit sale price — 86 14. The market-derived cost of capital for
Year 3 widget unit sale price — 85 Gamma Company is 10 percent. That 10
. . ) percent is also the industry required return
Year 4 widget unit sale price — $4 .
on investment.
Year 5 widget unit sale price — $4 15. In year one, Gamma Company will earn
7. The Beta factory starts producing widgets $5,000,000 in revenue ($5 unit sales price
on the valuation date, January 1, 2019. x 1,000,000 widgets). In year one, Gamma
8. On January 1, 2019, Alpha Company sells Company will incur $4,000,000 in costs ($4
all of the assets of the Beta widget business unit cost x 1,000,000 widgets). Therefore,
to Gamma Company for $12,500,000. in year one, Gamma Company will earn
9. Aspart of the transaction, Gamma Company $1,000,000 in income.

enters into a hedge price agreement (“the
contract”) with Delta Company, a major
consumer of widgets.
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16.

To simplify this example, let’s assume all
revenue, cost, and income variables are
measured on a net cash flow basis. And,

INSIGHTS ¢ SUMMER 2020 53




let’s assume that all financial variables are
recognized once a year—at year-end.

17. The Gamma Company return on the Beta
business acquisition in year one will be 8
percent (81,000,000 income + $12,500,000
purchase price).

Now let’s consider the Beta business combina-
tion transaction illustrative valuation—based on the
fair market value standard of value. In this simpli-
fied transaction, only three assets are acquired by
Gamma Company: industrial property (the widget
factory), the contract, and goodwill. This illustrative
fair market value valuation is summarized below:

1. The analyst decides to apply the cost
approach and the replacement cost new less
depreciation (“RCNLD”) method to value
the industrial property.

2. The RCN for the industrial property is
$10,000,000. Since the factory is new,
there is no physical depreciation. Since
the factory is performing the function for
which it was just designed, there is no
functional obsolescence. At this point in the
cost approach analysis, the factory RCNLD
is $10,000,000. The market demands a
10 percent return on investment (“ROI”).
However, the factory operations only
produce an 8 percent ROI for the owner/
operator. Therefore, there is economic
obsolescence related to the acquired
industrial property.

3. The analyst decides to apply the capital-
ization of income loss method (“CILM”)
to measure the economic obsolescence.
The analyst measures the required income
ROI as 10 percent—the
industry average cost of
capital. The analyst mea- QRGN

sures the actual income FEISERUWIT LIS THLIE

w

Based on the complete application of the
cost approach, the fair market value of the
acquired industrial property follows:

Replacement cost new $10,000,000
Physical depreciation 0

Functional obsolescence 0

— Economic obsolescence 2,000,000
= Fair market value 88,000,000

The analyst decides to use the income
approach and the discounted cash flow
method (“DCF”) to value the contract intan-
gible asset. The contract produces the fol-
lowing annual income: 85,000,000 revenue
— $4,000,000 costs = $1,000,000 income
(cash flow). The contract runs for five
years. The present value of annuity factor
for 10 percent for five years is 3.7908. The
present value of an annuity of $1,000,000
per year for five years is: $1,000,000 x
3.7908 = $3,800,000 (rounded). Based on
the DCF method, the fair market value of
the contract intangible asset is $3,800,000.
The total purchase price is $12,500,000.
Based on the residual method, the residual
fair market value for the acquired goodwill
follows:

Purchase price $12,500,000
— Tangible industrial

property 8,000,0000
— Contract intangible

asset 3.800,0000
= Goodwill 8700,000

The fair-market-value-based allocation of
purchase price for the Beta widget business
acquisition is summarized in Exhibit 1.

O] EEFTIEE I Yoy s .ol Allocation of Transaction Purchase Price
actual return based on the REUEYETXCRZITREITEYil1 BN 12T F1de Moy L1 [1]3]

Beta business purchase FACRGNETETSAMYA0)E)

price. The income loss is
10 percent required return
— 8 percent actual return
= 2 percent income loss; 2
percent income loss + 10
percent required return =

20 percent economic obso- Tangible Industrial Property $8,000,000
lescence. Based on the Contract Intangible Asset 3,800,000
CILM, the economic obso- Goodwill 700,000

lescence is: $2,000,000
(810,000,000 RCNLD x 20
percent).

Total transaction purchase price consideration to allocate:
$12,500,000 cash paid

Total Transaction Purchase Price $12,500,000
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Now let’s consider the GAAP acquisition account-
ing for the Beta business combination. This acqui-
sition accounting will be based on the fair value
measurement standard of value. FASB ASC Topic
805, Business Combinations (and the associated
fair value measurement authoritative literature),
provides the rules-based guidance for the fair value
measurement of business combinations.

ASC 805 requires the application of the acquisi-
tion method of accounting with regard to business
combinations.

1.

First, the analyst has to calculate the fair
value of the total transaction consideration.
For GAAP acquisition accounting purposes,
the total consideration has two compo-
nents: (a) the cash paid and (b) the hedge-
contract-related liability assumed.

We recall that the contract allows
Gamma Company to receive a $5,000,000
fixed payment each year over the five-year
term of the contract. Those fixed payments
are based on a hedge contract price that is
different from the expected market prices
for the widgets.

The contract payments are lower than
the expected market prices in the ear-
lier years and are higher than the expected
market prices in the later years. Due to the
present value impact of these price differ-
ences, the price component of the hedge
contract has a negative value—and would
be recorded as a liability. The mathematics
of option pricing are complicated and are
not presented here.

For purposes of this simplified exam-
ple, let’s assume the fair value of the con-
tract liability is about $500,000 (a reason-
able approximation). Therefore, the total
transaction consideration is $13,000,000
(812,500,000 cash paid plus $500,000 lia-
bility related to the price hedge portion of
the contract).

The analyst decides to use the cost approach
and the RCNLD method to value the indus-
trial property.

The tangible industrial property RCN is
$10,000,000. The tangible industrial prop-
erty (i.e., the special purpose widget fac-
tory) is new. Therefore, there is no physical
depreciation or functional obsolescence.

The analyst assumes that the transaction
internal rate of return (“IRR”) equals the
transaction cost of capital (“WACC”)—and
also equals the transaction weighted aver-
age return on assets (“WARA”).
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This valuation assumption (that IRR =
WACC = WARA) is based on the following
analysis: Gamma Company entered into
the transaction knowing it would earn an
8 percent ROI. Gamma Company agreed to
the purchase price knowing it would only
earn an 8 percent ROI. Therefore, Gamma
Company priced this deal based on an
assumed 8 percent cost of capital (for this
particular transaction). Accordingly, there
is no economic obsolescence from the per-
spective of Gamma Company.

The willing buyer/willing seller would
demand a 10 percent ROI (based on the
industry cost of capital), and that willing
buyer and willing seller would negotiate a
lower deal price (and a lower value for the
industrial property).

However, Gamma Company paid the
deal price and Gamma Company accepts
the below-market ROI. Therefore, the ana-
lyst may conclude that he or she “consid-
ered” economic obsolescence (to Gamma
Company) in the valuation.

Based on the consideration of the
Gamma Company motivations and actions,
there is no economic obsolescence in this
transaction. This is a reasonable assump-
tion in a fair-value-based property valua-
tion prepared in accordance with the GAAP
acquisition accounting rules.

We recall that the contract is considered to
be an at-market contract. Under the ASC
805 rules-based guidance, an at-market
contract is an intangible asset that has
zero fair value. This zero fair value conclu-
sion is consistent with the ASC 805 fair
value measurement rules—even though
the contract generates $1,000,000 per year
in cash flow.

The total fair value purchase price is
$13,000,000. The residual fair value mea-
surement for the acquired goodwill follows:

Purchase price $13,000,000
— Tangible industrial

property 10,000,000
— Contract intangible asset 0
= Goodwill 83,000,000

The fair value measurement allocation of
purchase price for the Beta widget business
purchase is summarized in Exhibit 2 on the
next page.
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quantitative value conclusion for the
same bundle of taxpayer assets.

Exhibit 2
Beta Widget Business

GAAP Business Combination Purchase Accounting Some of these differences related to
Fair Value Measurement Standard of Value the following:
As of January 1, 2019 1. Differences in the assumed

buyer and the assumed seller

2. Differences in the assumed unit
of account (i.e., the appraisal
subject)

Total purchase price consideration to allocate:
$12,500,000 cash paid plus $500,000 hedge contract liability

3. Differences in the assumed
highest and best use of the unit

Tangible Industrial Property $10,000,000 of account

Contrac_t |ntang|b|e Asset 0 4. Differences in the valuation
Goodwill 3,000,000 approaches and methods relied
Total Transaction Purchase Price $13.000,000 on

5. Differences in the valuation
procedures and valuation
assumptions applied

A comparison of Exhibit 1 and Exhibit 2 indicates
that there may be material differences between fair
market value valuations and fair value measure-
ments. Fair market value valuations are judgment-
based and are intended to reflect the economics of
the subject transaction. Fair value measurements
are rules-based and are intended to be transparent,
replicable, and auditable.

Without due diligence analysis, it is not appro-
priate to assume that a fair value measurement
conducted for GAAP compliance purposes would
produce the same results as a fair market value valu-
ation conducted for property tax purposes.

In many business acquisitions, fair market value Notes:

analyses and fair value measurements can be the
same. However, based on the specifics of the individ-
ual transaction, the fair market value analysis and
the fair value measurement can also be materially 2.
different. Fair value measurements are primarily 5
based on the rules related to the acquisition method
of accounting, as described in ASC Topic 805 (and
in other GAAP implementation guidance).

1. Accounting Standards Codification Topic 820:
Fair Value Measurement (Norwalk, CT: Financial
Accounting Standards Board).

ASC 805-10-05-4.

ASA Business Valuation Standards, American Society
of Appraisers (2009).

4. ASC 820-10-55-27.

5. Shannon P. Pratt, The Market Approach to Valuing
Businesses, 2nd ed. (New York: John Wiley & Sons,
2005), 148.

Without analyzing the many differences that
exist between the ASC Topic 820 fair value standard
of value and the fair market value standard of value,
it is not appropriate to rely on a fair value measure-
ment for GAAP acquisition accounting purposes to
estimate the fair market value of industrial or com-
mercial property for property tax purposes.

6. Property Taxation, 3d ed. (Atlanta: Institute for
Professionals in Taxation, 2004), 583.

ASC 820-10-35-10.
ASC 820-10-35-24.
ASC 820-10-35-37.

~

o ®»

SUMMARY AND CONCLUSION

There are significant differences between (1) the
fair value measurement standard of value as it
relates to GAAP financial accounting and (2) the fair

market value valuation standard of value as it relates
to property taxation.

Procedural differences in the application of
these two standards of value may result in different
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John Ramiresz is a managing direc-
tor in our Portland, Oregon, practice
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Property Tax Thought Leadership

Applying the CAPM to Derive Property

Capitalization Rates

Kevin M. Zanni

The capital asset pricing model (“CAPM”) is a generally accepted cost of equity capital
measurement model. The CAPM is often applied to estimate the present value discount
rate (or yield capitalization rate) in an income approach valuation of industrial or
commercial property. The CAPM was developed to estimate the required rate of return on
an investment in perfectly liquid equity securities. Therefore, it may not be appropriate
to rely on the CAPM, without modification, to estimate the discount rate applicable to
the appraisal of industrial or commercial property. This discussion focuses on certain
conceptual limitations and application considerations in using the CAPM to value property
for property tax purposes. This discussion also presents several alternative cost of equity
capital measurement models.

INTRODUCTION

For property tax purposes, public utility, transpor-
tation, communication, energy, and other similar
utility-type properties are sometimes assessed by
applying the unit principle of property valuation. In
such unit principle valuations, the taxing authority
often applies an income approach valuation meth-
od—either the direct capitalization method or the
yield capitalization method—to collectively value
the taxpayer’s operating property.

In any unit principle valuation that relies on an
income approach valuation method, the estimated
cost of equity capital is a significant component of
the yield capitalization rate calculation.

The CAPM is a cost of equity model. The CAPM
was developed for, and is applied by, money manag-
ers, investment managers, and fund managers who
invest in publicly traded securities as part of a well-
diversified portfolio of publicly traded securities.
The CAPM is well suited to estimate the required
return on investment for that valuation purpose.
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For property tax purposes, however, analysts
estimate the cost of equity capital for the valua-
tion of (non-publicly-traded and generally illiquid)
industrial or commercial property—and not the val-
uation of equity securities. Accordingly, the CAPM
has to be modified to achieve this fundamentally
different valuation purpose.

This discussion focuses on certain conceptual
limitations and application considerations related
to the use of CAPM in the valuation of industrial
or commercial property. This discussion also pres-
ents a brief discussion of several alternative cost of
equity capital measurement models.

INTRODUCTION TO THE CAPM

The CAPM is a generally accepted model for estimat-
ing the cost of equity capital. The simplicity of the
model and the relative availability of model inputs
make the CAPM an attractive tool for estimating the
cost of equity capital. Many corporate finance and
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business valuation textbooks extensively discuss
aspects of the CAPM.1

The focus of this discussion is to understand the
fundamental concepts and underlying assumptions
of the CAPM and its application in the valuation of
industrial or commercial property.

The development of the CAPM was a significant
theoretical breakthrough in the 1960s. The CAPM
is considered a very important univariate model to
estimate the cost of equity capital.

The CAPM was introduced by Jack Treynor,
William Sharpe, John Lintner, and Jan Mossin,
independently, building on the earlier work of
Harry Markowitz related to investment diversifica-
tion and modern portfolio theory. In 1990, Sharpe,
Markowitz, and Merton Miller received the Nobel
Memorial Prize in Economics for their contribution
to the field of financial economics related to the
development of the CAPM.

The CAPM was (and still is) considered an
important model to estimate the required rate of
return on a short-term investment in perfectly lig-
uid equity securities as part of a diversified portfolio
of liquid investment securities. The CAPM is one
model (and, certainly, it is a widely accepted model)
for quantifying the cost of equity capital component
of an income capitalization rate.?

The CAPM formula is presented as follows:

ke = Rp + Bj(Rm -Rp)

where:

k, = the cost of equity capital

Ry = the risk-free rate of return

Ry, = the long-term equity risk premium (the
expected rate of return for a broad-based
equity market portfolio)

Bj = the beta coefficient of the subject publicly

K

traded equity security “j

The CAPM formula can be separated into three
main components: (1) the risk-free rate, (2) the
long-term equity or “market-derived equity” risk
premium, and (3) the selected beta coefficient.

The first CAPM formula component, the risk-free
rate, reflects the minimum return that an investor
can expect to receive from his or her investment.
This rate reflects the time value of money. There is
general consensus among analysts as to the appro-
priate risk-free rate of return to apply in the CAPM.
Analysts commonly select the market yield on the
20-year U.S. Treasury bond as the risk-free rate of
return component.
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The second CAPM component, the market-
derived equity risk premium, is the market return
that an investor can expect over the risk-free rate
by investing in the market portfolio. The selected
long-term equity risk premium (“ERP”) is not as
consistently applied—as compared to the risk-free
rate—among analysts.

Certain analysts advocate the use of a more
normalized equity risk premium, of say 5 percent.
Other analysts elect to use historical ERP estimates,
of around 6 percent, as published by Duff & Phelps
on its Cost of Capital Navigator database website.3

The third CAPM component, the beta coef-
ficient, measures the subject security’s sensitivity
to changes in the market portfolio. Beta, in general
terms, is used to incorporate market risk (general
equity risk and industry risk) in an equity cost of
capital estimate.

The analyst should keep in mind that the
selected beta should fairly represent the system-
atic risk and stock price variability of the subject
company as compared to the broad equity market
over a relevant time period. The analyst should
keep in mind that the beta estimate is the mean of
a statistical distribution that results from a regres-
sion analysis.

FUNDAMENTAL ASSUMPTIONS OF
THE CAPM

It is often necessary to make foundational assump-
tions in order for any theoretical model to work.
However, it is also important to understand these
fundamental premises in order to determine if that
model is appropriate for the issue at hand.

Basic CAPM theory indicates that the level of
nonsystematic risk of a subject security is not
relevant to diversified investors in publicly traded
equity securities. That is, because the nonsystem-
atic component of investment risk can be diversi-
fied away in a well-managed diversified portfolio
of liquid investment securities, investors do not
incorporate this risk expectation in their expected
rate of return decisions.

In the theoretical state of market equilibrium, a
liquid equity security will be expected to provide a
rate of return commensurate with its level of sys-
tematic risk. This component of total investment
risk is the risk that cannot be avoided through
efficient portfolio diversification. The greater the
level of unavoidable systematic risk of a particular
investment security, the greater the rate of return
that an investor will expect from that investment
security.
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“If investment-
specific risk can-
not be diversi-
fied away, then
certain concep-
tual and practical
implications of
the CAPM do not
hold up under ana-
lytical scrutiny.”

The relationship between the
expected rate of return and the
level of unavoidable systematic
risk is the conceptual founda-
tion of the CAPM. The CAPM
assumes that, in a perfect market
where there are no restrictions
on investments (i.e., no income
taxes, no transaction costs, etc.),
all investors will have the same
information, at the same time,
and will invest in a similar man-
ner. However, in the real world,
this is far from the truth.

The application of the
CAPM implicitly encompasses
the acceptance of the following

assumptions:
1. Capital markets are highly efficient.

2. Investors operate in a perfect market where
information is freely and instantly available
to all investors.

Investors are well informed and risk averse.

Investors evaluate portfolios based on the
expected return and standard deviation of
the portfolios over a one-period horizon.

5. Transaction costs are zero and there are no
income taxes or transfer taxes.

6. There are negligible restrictions on invest-
ment.

7. No investor is large enough to affect the
market price of the subject stock.

The CAPM is also based on the assumption that
investors are in general agreement about the likely
performance and level of risk of individual equity
securities. In addition, the CAPM is based on the
assumption that investors’ return expectations are
based on the same expected investment holding
period of, say, one year.

Under this set of hypothetical conditions, inves-
tors perceive the opportunity set of risky equity
securities in the same way. And, investors will
devise similar (and similarly diversified) investment
portfolios.

The more the actual property valuation
assignment differs from this set of hypothetical
assumptions, the more important are the individual
property-specific, or nonsystematic, risks of an
investment in the valuation subject.

The analyst should remember that the CAPM
assumes that investment-specific risk can be diver-
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sified away. If investment-specific risk cannot be
diversified away, then certain conceptual and prac-
tical implications of the CAPM do not hold up under
analytical scrutiny.

LIMITATIONS OF APPLYING
THE CAPM IN PROPERTY
VALUATIONS

CAPM was created to estimate returns for publicly
traded securities. However, an investment in public-
ly traded securities is fundamentally different from
an investment in industrial or commercial property.

The CAPM was developed to estimate the fair
rate of return on a relatively short-term investment
in publicly traded equity securities. The CAPM was
not developed to estimate the appropriate capital-
ization rate on a long-term investment in the illiquid
operating property of an individual taxpayer.

These different categories of investment are sub-
ject to different degrees of risk. Therefore, these dif-
ferent investment categories have different expected
rates of investment return.

For example, cash or cash equivalents—such as
marketable securities—change hands regularly in
well-established capital markets. The public capital
markets are generally recognized as being highly
efficient. Thus, this investment category has rates of
return that are closely followed by investors.

On the other hand, both tangible property (such
as real estate and tangible personal property) and
intangible personal property are fundamentally
different investment categories than marketable
securities.

Exhibit 1 illustrates the fundamental structural
differences between:

1. the market for publicly traded securities
exchange transactions and

2. the market for industrial or commercial
property exchange transactions.

These fundamental structural differences in mar-
ketplace mechanics—particularly with regard to
marketplace efficiency—explain why the CAPM is
appropriate for estimating an investor’s required
rate of return on investment in publicly traded secu-
rities—but less suitable for estimating an investor’s
required rate of return on investment in industrial
or commercial property.

Exhibit 1 provides a few of the reasons why
efficient and organized publicly traded securities
markets are fundamentally different from inefficient
and unorganized industrial or commercial property
markets.
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Exhibit 1

Structural Differences between Public Securities Markets and
Industrial or Commercial Property Markets

Industrial or Commercial
Operating Property
Transaction Market

Publicly Traded
Securities

Exchange Market Attributes Transaction Market

1.  Property types that are competing for investment Homogeneous Heterogeneous
funds
Number of buyers and sellers Many Few buyers and sellers
Transaction prices Low Unpredictable and relatively high

Cost of individual transactions (including brokerage, Low
information, title transfer, and other fees)

High

5. Government restrictions on secondary market Few
participants

Supply of and demand for the subject properties

Regulations at all levels

Fairly balanced Volatile demand

Genuinely informed  Potentially uninformed, lacking transaction

experience

Type of buyers and sellers

8.  Type of disclosure of financial and operational Public

information

Restricted disclosure (if any) or limited
financial or operational information

9.  Type of market mechanism to process the Relatively seamless  Small, fragmented, overlapping processing

transaction
10. Liquidity of the subject properties

Liquid liquid

Beta Measurement Issues

Another fundamental application consideration
related to the use of CAPM for unit valuation pur-
poses is due to the measurement of the beta coef-
ficient component of the CAPM. That is, there is no
single recommended method for measuring the beta
coefficient component of the CAPM.

There are several platform databases that can
be used to estimate the beta coefficients of publicly
traded equity securities. For example, the Standard
& Poor’s Capital 1Q database or the Bloomberg
database can be used to estimate beta coefficients.
However, in order to apply a beta coefficient esti-
mate to calculate the cost of equity capital, an ana-
lyst should consider the following issues.

First, the analyst may consider whether to use
guideline companies or guideline indices to estimate
the beta coefficient. Whether a guideline index or a
group of selected guideline companies is relied on
to estimate a beta, the analyst should consider the
following questions.

B  How do the selected guideline companies
compare to the subject taxpayer and its
assets?

B  How frequently do the selected guideline
companies trade in equity markets?
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B [s a selected guideline company a pure play
business, or if it is not a pure play business,
is it reasonably similar to the subject tax-
payer unit?

Second, an analyst may decide which beta esti-
mate lookback period is appropriate. Is a five-year
monthly beta estimate an appropriate lookback
period. Perhaps a two-year daily beta estimate is
a more appropriate lookback period. What types
of trading frequency should be considered—daily,
weekly, or monthly trading frequency? To make
this determination, the analyst may decide to rely
on statistical analysis to aid in decision making.
Perhaps the analyst may decide to calculate the beta
coefficients and then compare the beta estimates of
various groups—that is, groups that are separated
by (1) lookback periods and (2) trading frequency.#

In this case, the analyst may decide that the
selection of the lookback period and the trading
frequency is best indicated by the group with the
lowest coefficient of variation indication.

Third, an analyst may decide the appropri-
ate equity market index to use in the beta-related
regression. For example, some analysts may use the
total return Standard & Poor’s 500 market index
as the benchmark market index to estimate beta.
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And, other analysts may decide to use the New York
Stock Exchange index as the benchmark index.

Finally, the analyst may consider unlevering and
relevering the market-derived guideline publicly
traded company beta estimate to correspond with
the taxpayer’s capital structure. The reason for
unlevering and then relevering beta is to extract out
security-specific financial leverage risk that is an
embedded component of guideline company betas.

The guideline company capital structures may be
dissimilar to the subject taxpayer’s capital structure.
Analysts often use the Hamada formula for unlever-
ing and relevering equity beta estimates. However,
there are several other unlevering and relevering
formulas analysts may consider such as the Harris-
Pringle formula and the Fernandez formula.

Consideration of Property Not Yet in
Place as of the Valuation Date

There is another application issue related to using
the CAPM to estimate the cost of equity capital
for unit principle property valuations. That issue
involves the consideration of property not vet in
place as of the valuation date.

Since the CAPM implicitly incorporates inves-
tor’s expectations of security appreciation—that
is, investment growth—it imparts a value to the
expected return from future investments in both
future tangible assets and future intangible assets.
These future assets represent property not yet in
existence as of the valuation date.

Because the empirical data used in the CAPM is
market-derived, it indicates a consensus of investor
expectations regarding the prospective performance
of either (1) the subject investment or (2) the guide-
line investments. If the subject taxpayer is success-
ful, then these investor expectations will include
the present value of future returns for two types of
taxpayer assets that may not be the subject of the
unit valuation: (1) intangible value in the nature of
goodwill and (2) expected future expansionary capi-
tal expenditures.

Goodwill is often considered to be the present
value of future income from future tangible assets
and intangible assets. Goodwill may represent the
present value of future new customers. Future cus-
tomers are unidentified customers that the taxpayer
may serve at some point in the future (as opposed to
expected recurring income from identifiable repeat
customers).

And, while investor expectations of future income
from new customers is an important component of
a going-concern business enterprise, the associated
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goodwill represents the intangible value of future
customer relationships that do not yet exist (and
are not subject to specific identification) as of the
valuation date.

In their public security pricing decisions, inves-
tors may also impart a value to the positive net pres-
ent value of the future capital expenditures of the
taxpayer. A positive net present value occurs when
the taxpayer expects to earn a rate of return on
its investment greater than its cost of capital. The
investor expectations of future capital expenditures
may, themselves, have two components: (1) future
merger and acquisition activity of the taxpayer and
(2) future investments in plant, property, and equip-
ment at the taxpayer.

It is reasonable for investors to expect that the
competent management of the taxpayer company
will continue to make new net investments (i.e.,
expenditures greater than that required to simply
replace worn out assets) in order to expand the tax-
payer business—for example, in new locations and
with new product lines and services.

Investor expectations regarding future invest-
ments in capital expenditures are perfectly rea-
sonable. However, unit principle valuations that
incorporate these expectations (through the CAPM
or other analytical means) will include the value of
taxpayer property that does not yet exist as of the
valuation date.

Difficulty in Adjusting the CAPM for
Income Measures Other Than Net
Cash Flow

The economic benefit (or income) measurement
associated with the CAPM is net cash flow available
to equity investors (i.e., net cash flow available for
distribution to stockholders). It is difficult for the
analyst to adjust the CAPM in order to estimate the
required rates of return commensurate with mea-
sures of income other than net cash flow available
to equity investors.

For example, the CAPM cannot be easily adjust-
ed to accommodate pretax net income, net oper-
ating income, operating cash flow, or measures
of income—other than net cash flow available to
equity investors.

THE MODIFIED CAPITAL ASSET
PRICING MODEL

Because the CAPM was not developed to estimate
the capitalization rate on a long-term investment in
industrial or commercial property, a useful cost of
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equity measurement model is the modified capital
asset pricing model (“MCAPM”).

The MCAPM is a generally accepted method used
in the valuation profession to estimate the cost of
equity capital.> The MCAPM estimates the cost of
equity capital based on risk and expected return
metrics that are more applicable to operating prop-
erty.

The MCAPM formula is presented as follows:®
E(R;) = Rf + B x (RP,;) + RP¢ = RP,
where:

E(R;) = Expected rate of return on security i

Rf = Rate of return available on a risk-free
security as of the valuation date

B = Beta

RP,, = Market ERP

RPg = Risk premium for small size

RP, = Risk premium attributable to other com-

pany risk factors

C

The MCAPM cost of equity may be estimated
from the CAPM cost of equity by adding or subtract-
ing increments of risk to reflect the risk of an invest-
ment in the taxpayer’s operating property.

OTHER CosT OF EQuITY CAPITAL
MODELS

Several alternatives to the CAPM are available for
estimating the cost of equity capital applicable for
unit principle valuation purposes. These alternative
generally accepted cost of equity capital estimation
models include the following:
B The build-up model—the risk-free rate of
return + a general equity risk premium +
an industry risk premium adjustment + a
size risk premium + a property-specific risk
premium
B The cost of debt plus equity risk premium
model—the cost of debt for the subject
taxpayer + a market-derived equity risk
premium
B The Duff & Phelps LLC Risk Premium
Report Model
B  The DCF model—the sum of the dividend
yield + the capital gain yield for the selected
guideline companies
B The arbitrage pricing theory method

B The Fama-French three factor model
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All of these alternative cost of equity capital
models, however, also have their own analytical
strengths and weaknesses. Furthermore, none of
these alternative cost of equity capital estima-
tion models “corrects” all the analytical problems
related to the use of the CAPM to value industrial or
commercial property.

VALUATION METHODS THAT
MiTIGATE THE CAPM
ANALYTICAL ISSUES

The conceptual and practical issues with the use of
the CAPM may be increased when the yield capital-
ization method is used in the valuation of operating
property. The conceptual and practical issues with
the use of the CAPM are decreased when the follow-
ing valuation methods are used in the unit principle
valuation of operating property:
1. A cost approach valuation method, includ-
ing the aggregate valuation of all of the
industrial or commercial property.

2. A vyield capitalization valuation method
that assumes no future growth in the unit
income. The implicit assumption in the use
of this yield valuation method is either:

a. capital expenditures equal annual
depreciation expense (so that the tax-
payer’s operating property is main-
tained and replaced but not increased
in the valuation model) or

b. the expected rate of return on the
incremental new capital expenditures
equals the taxpayer’s weighted average
cost of capital (and, therefore, these
incremental capital expenditures do
not increase the unit value).

3. Adirect capitalization method that assumes
no future growth in the unit income. The
implicit assumption in the use of this direct
capitalization method is that the annual
depreciation expense exactly equals the
prospective capital expenditures. Based on
this assumption, the valuation model will
have a stable asset base.

The following factors should be consid-
ered in the use of any direct capitalization
method:

a. The naive use of selected guideline
publicly traded company price to earn-
ings (“P/E”) pricing multiples is typi-
cally inappropriate in the estimation
of a direct capitalization rate for unit
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principle valuation analyses. This is
because guideline company P/E pricing
multiples consider both current income
yield and the yield from expected capi-
tal appreciation.

The naive use of selected guide-
line company P/E pricing multiples will
typically include the value of operating
property not yet in existence as of the
valuation date.

b. Public security investors demand a
return of and a return on their equity
investments. Investors sell their equity
investments after a defined investment
holding period, and they expect to
enjoy appreciation in the value of their
equity investments. This appreciation
typically does not occur with regard to
the value of industrial or commercial
property.

c. The expected rates of return on oper-
ating property should be adjusted if
these rates of return are derived from
the expected rates of return on publicly
traded equity securities.

SUMMARY AND CONCLUSION

In a valuation analysis that relies on an income
approach method, the estimated cost of equity
capital is a significant component. This significant
component has a direct relationship to the capital-
ization rate.

The CAPM is a commonly used model for esti-
mating the cost of equity capital. Analysts some-
times apply the CAPM to estimate the capitalization
rate (or present value discount rate) to use in an
income approach valuation of industrial or com-
mercial property.

The CAPM was developed for, and is used by,
money managers, investment managers, and fund
managers who invest in publicly traded securities as
part of a well-diversified portfolio of publicly traded
securities. The CAPM is well-suited to estimate the
required return on investment for this valuation
purpose.

For property tax purposes, however, analysts need
to estimate the cost of equity capital for the purpose
of valuing illiquid industrial or commercial property.

Accordingly, the CAPM has to be modified to
achieve this fundamentally different valuation pur-
pose. Absent this modification, it may not be appro-
priate to rely on the CAPM to estimate the capital-
ization rate applicable to the valuation of industrial
or commercial property.
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Notes:

1. References to the CAPM can be found in the follow-
ing financial treatises: Harry Markowitz, “Portfolio
Selection,” The Journal of Finance 7, no. 1 (March
1952): 77-91; William F. Sharpe, “Capital Asset Prices:
A Theory of Market Equilibrium under Conditions of
Risk,” The Journal of Finance 19, no. 3 (September
1964): 425-442; Jan Mossin, “Equilibrium in a Capital
Asset Market,” Econometrica 34, no. 4 (October
1966): 768-783; John Lintner, “The Valuation of
Risk Assets and the Selection of Risky Investments in
Stock Portfolios and Capital Budgets,” The Review of
Economics and Statistics 47, no. 1 (February 1965):
13-37; and numerous other financial and investment
textbooks.

2. It is important to note that there are other cost of
equity models sometimes used in practice, including
(a) the build-up model, (b) Duff & Phelps LLC Risk
Premium Report Model, (¢) dividend yield plus capital
gain yield model, (d) arbitrage pricing theory model,
and (e) Fama-French three-factor model.

3. The Cost of Capital Navigator website database has
replaced the Valuation Handbook that was published
by Duft & Phelps LLC.

4. The coefficient of variation is a measure of dispersion
or variability of data relative to the mean. Thus, the
lower the coefficient of variation, the better (or, the
relatively less variable) is the estimate of beta. See,
David R. Anderson, Dennis J. Sweeney, and Thomas
A. Williams, The Essentials of Statistics for Business
and Economics, 4th ed. (Mason, OH: South-Western,
2006), 91.

5. Shannon P. Pratt and Roger J. Grabowski, Cost of
Capital: Applications and Examples, Sth edition,
(Hoboken, New Jersey: John Wiley & Sons, 2014),
197.

6. Ibid., 197. For further discussion of the MCAPM, see
for example, the following valuation texts: (1) Valuing
Machinery and Equipment: The Fundamentals
of Appraising Machinery and Technical Assets,
3rd edition (Washington, D.C.: American Society
of Appraisers, 2011), 131; (2) Gary R. Trugman,
Understanding Business Valuation, 5th edition
(New York: American Institute of Certified Public
Accountants, 2017), 551; (3) James R. Hitchner,
Financial Valuation, 4th edition (Hoboken, New
Jersey: John Wiley & Sons, 2017), 194-195; and (4)
Robert F. Reilly, “Quantifying Company-Specific Risk
Premium in the Cost of Equity Capital for Property
Tax Valuations,” Journal of Multistate Taxation and
Incentives (July 2007): 31-34.

Kevin Zanni is a managing direc-
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Property Tax Thought Leadership

Developing the Cost of Capital for Unit
Principle Valuation Purposes

Timothy |. Meinhart

The property-specific risk premium is an important consideration in unit principle valuations
of industrial or commercial property performed for property tax purposes. This risk premium
is a component in the estimation of the cost of equity capital used to develop the unit
principle valuation discount rate or direct capitalization rate. An investment in industrial or
commercial property has different risk and return characteristics (and is generally more risky)
than an investment in a diversified portfolio of marketable securities—the benchmark that
is often used to estimate the taxpayer’s cost of equity capital. This discussion presents (1)
various factors that may be considered and (2) several procedures that may be applied to
estimate the property-specific risk premium in the unit principle valuation.

INTRODUCTION

For property tax assessment purposes, many state
and local taxing jurisdictions value public utility,
transportation, communication, energy, and other
similar utility-type properties by applying the unit
principle of property valuation.

The unit valuation principle involves the col-
lective valuation of the taxpayer’s industrial or
commercial property as a single “unit” of operating
property. The taxpayer’s property is valued in aggre-
gate—as one integrated unit.

In the unit principle valuation, there is a direct
relationship between investment risk and expected
investment return. The relationship between risk
and expected return is an important consideration
in the development of the appropriate cost of equity
capital.

In contrast, the summation valuation principle
involves the separate valuation of each asset cat-
egory or component of the taxpayer’s industrial or
commercial property. The total value of the subject
property is the additive sum (or the “summation”)
of each of the individual asset category values.
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Valuation analysts (“analysts”) apply generally
accepted procedures for measuring expected invest-
ment rates of return. These procedures include the
measurement of net present value, internal rate of
return, payback period, profit margin, return on
assets, and return on invested capital.

Analysts also apply generally accepted proce-
dures for measuring investment risk. These pro-
cedures include the measurement of the general
equity risk premium, the industry risk premium,
and the size risk premium.

However, analysts often do not have readily
available empirical data sources for measuring
property-specific risk. This statement is true in
spite of the fact that the concept of a property-
specific risk adjustment in estimating the cost of
capital is generally accepted. Mostly due to these
empirical data constraints, the analytical mechanics
for quantifying the property-specific risk premium
are different than the analytical mechanics used to
quantify the other cost of capital components.

Accordingly, the topics addressed in this
discussion are twofold: (1) identifying property-
specific investment risk factors and (2) estimating
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the property-specific risk premium (“PSRP”). This
discussion reviews several sets of risk factors that
analysts typically consider when analyzing property-
specific investment risk.

This discussion also summarizes the procedures
that may be used to estimate a particular PSRP
measurement based on an analysis of the relevant
PSRP factors.

PROPERTY-SPECIFIC RISK PREMIUM
TERMINOLOGY

In the current academic literature related to invest-
ment analysis and portfolio management, “proper-
ty-specific risk” is interchangeably referred to as
“investment-specific risk,” “company-specific risk,”
“nonsystematic risk,” “unsystematic risk,” “nondi-
versifiable risk,” and “idiosyncratic risk.”

For purposes of this discussion, we will use the
term property-specific risk. This is because most of
the risk factors that are specific to a subject unit of
property also affect the property owner/operator.

Regardless of the terminology used to name this
type of risk, the PSRP is the component of risk that
makes an investment in the subject unit of property
unique and different from any benchmark invest-
ments that are used to measure capitalization rates,
valuation pricing multiples, and other valuation
pricing metrics.

In many (but not all) types of property transac-
tions, investors expect to be compensated for the
assumption of property-specific risk. In contrast,
investors generally do not expect to be compensated
for property-specific risk in those types of security
sale transactions in which property-specific risk can
be diversified away.

This risk diversification process is a conceptual
cornerstone of modern corporate finance principles.
However, the following discussion explains why this
risk diversification process is typically not appli-
cable in the unit principle property valuation.

How 10 CONSIDER PROPERTY-
SPECIFIC RISK IN THE UNIT
PRINCIPLE VALUATION OF
TAXPAYER PROPERTY

Property-specific risk may be considered in every
valuation where the taxpayer property is:
1. not perfectly liquid,

2. not perfectly diversified, or
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3. not subject to limited liability.

For investments that lack the risk mitigation
influences of liquidity, diversification, and limited
liability, property-specific risk cannot be diversified
away. For investments that benefit from these par-
ticular risk mitigation influences, property-specific
risk can be diversified away (in part or in total).

The PSRP is used directly in the application of
the income approach when estimating the cost of
equity capital for purposes of developing:

1. an income approach valuation analysis of
an equity security,

2. an income approach valuation analysis of
invested capital,

3. avyield capitalization method using the dis-
counted cash flow valuation procedure, or

4. a direct capitalization method using the
“constant growth model” procedure. (The
constant growth model is a direct capital-
ization procedure that determines the value
of property based on an assumption that the
income derived from the property grows at
a constant rate each year.)

An analysis of the PSRP may be considered indi-
rectly in the application of both the sales compari-
son approach and the cost approach when:

1. selecting guideline publicly traded compa-
nies and guideline unit sale transactions,

2. extracting subject-specific pricing multiples
from guideline publicly traded companies/
unit sale transactions,

3. quantifying the entrepreneurial incentive
cost approach component of a replacement
(or reproduction) cost new less deprecia-
tion method, and

4. quantifying the economic obsolescence
component of the total obsolescence adjust-
ment in any cost approach method.

Significantly, the magnitude of the taxpayer’s
property-specific risk may vary based on the nature
of the property valuation assignment. That is, an
individual property-specific risk may vary based on:

1. the unit of industrial or commercial prop-
erty in the valuation assignment,

2. the statutory or other standard of value
selected in the valuation assignment (e.g.,
fair market value versus fair value versus
investment value versus owner value),
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3. the statutory or other standard (or defini-
tion) of value selected in the valuation
assignment, and

4. the statutory or other premise of value
appropriate for the valuation assignment.

CosT ofF Equity CAPITAL
MEASUREMENT MODELS

There are several generally accepted cost of equity
capital measurement models that may be applied
in the valuation of industrial or commercial prop-
erty. The property valuation and corporate finance
literature often employ different names for these
four models.

For purposes of this discussion, these four gen-
erally accepted cost of equity capital measurement
models include the following:

1. The modified capital asset pricing model

2.  The build-up model

3. The dividend yield plus capital gains model
4

The Duff & Phelps Risk Premium Report
Model

Inexperienced analysts sometimes ask: Why not
use the capital asset pricing model (“CAPM”) (or
any other cost of equity model) as it was originally
developed?® These inexperienced analysts effectively
ask: Why do we need to modify the CAPM (or any
other generally accepted cost of equity model) for
consideration of property-specific risk?

The answer is that the CAPM (and each other
cost of equity measurement model) is perfectly suit-
ed for the purpose for which it was developed. The
purpose for which the CAPM was developed, how-
ever, is not the purpose to which analysts generally
apply this cost of equity model in the unit principle
valuation of industrial or commercial property.

The CAPM was developed for, and is used by,
money managers, investment managers, and fund
managers who invest in publicly traded securities as
part of a well-diversified portfolio of publicly traded
securities. The CAPM (and each other cost of equity
model) is well suited to estimate the required return
on investment for this valuation purpose.

For property tax purposes, however, analysts
need to estimate the cost of equity capital for the
purpose of a valuation of industrial or commercial
property—and not a valuation of equity securi-
ties. Accordingly, the CAPM has to be modified to
achieve this valuation purpose.

When modifying the CAPM, the analyst should
not include risk considerations in the PSRP that
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have already been accounted for in other CAPM
components. For example, many of the risk fac-
tors that are often cited as reasons for the addi-
tion of a PSRP are general characteristics of small
companies. As a result, adding a PSRP to the small
company cost of capital may be double counting
risks factors that have already been captured in the
CAPM size risk premium component.l

How THE PSRP MODIFIES THE
CosT ofF EquiTty CAPITAL
MEASUREMENT MODELS

The purpose of the PSRP is to compensate investors
for the type of investment risk that cannot be diver-
sified away. In other words, the PSRP adjusts the
cost of equity in order to derive a required rate of
return commensurate with the total level of invest-
ment risk associated with the subject investment.

Because of the nature of the property invest-
ment, the property-specific investment risk cannot
be eliminated through the process of public com-
pany investment portfolio diversification.

The CAPM (and every other cost of equity
model) assumes that nonsystematic investment
risk (i.e., non-beta risk) can be diversified away.
Property owner/operators, however, are subject to
the investment risks that are assumed away by the
use of the CAPM (and by other cost of equity mod-
els). To property owner/operators (unlike diversified
investment portfolio managers), these nonsystem-
atic risks cannot be diversified away.

These particular types of investment risk are
intrinsic to these types of property investments.
Because of the nature of these property invest-
ments, such risks cannot be diversified away—and
should not be assumed away—by the analyst.

Accordingly, property-specific risk cannot be
diversified away for (1) property investments and
(2) owner/operator investors. Therefore, such inves-
tors require an investment rate of return that is
commensurate with such investment risk. The PSRP
adjusts the CAPM (and the other cost of equity
measurement models) so as to produce such a risk-
adjusted required rate of return on investment.

METHODS TO QUANTIFY THE
PSRP

For the generally accepted cost of equity models,
there are recognized data sources available to mea-
sure (1) the risk-free rate of return, (2) the gen-
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eral equity risk premium, (3) the
industry equity risk premium,
and (4) the size equity risk pre-
mium.

These generally accepted
data sources are applied by the
analyst to create a baseline or
a benchmark required rate of
return that is based on a baseline
or benchmark investment.

The analyst may then com-
pare the risk attributes of this
benchmark investment to the
risk attributes of the subject
property investment. Based on
this comparison, the analyst may
decide how much (if any) addi-
tional risk is associated with the
property investment compared
with the benchmark investment.
Based on this comparison, the analyst may decide if
a PSRP is appropriate.

The “model” available to measure the PSRP is
the analyst’s informed professional judgment, based
on the analyst’s studied consideration of various
generally recognized risk factors. Over the years,
several analysts have suggested various sets of risk
factors that may be considered with regard to the
PSRP selection process.

This discussion considers the following recog-
nized PSRP factors that may be considered in the
development of the unit principle valuation.

1. The Shannon Pratt factors
2. The Black/Green factors

3. The Warren Miller factors
4. The Gary Trugman factors

The Shannon Pratt Factors

In Valuing a Business, Shannon Pratt (retired from
Shannon Pratt Valuations, Inc.) presents a discus-
sion of the risk factors that analysts may consider in
selecting the direction and magnitude of the PSRP.2

According to Pratt, the direction and magnitude
of the PSRP may be based on the following risk fac-
tors:

1. Leverage (to the extent it is not already
considered in cash flow)

Size
Volatility of earnings or cash flow

Industry risk

SN

Other property-specific factors
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Pratt summarizes 29 other risk factors that fall
under the “other property-specific factors” category.
This subcategory of risk factors includes the follow-
ing factors:

1.

W ® Nk LN

—_
N o= O

Management depth
Management expertise

Access to capital

Customer concentration
Customer pricing leverage
Customer loyalty and stability
Level of current competition
Potential new competitors

Supplier concentration

. Supplier pricing advantage

. Product of service diversification

. Life cycle of current products or services
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

Geographical distribution
Demographics

Availability of labor

Employee stability

Internal and external culture
Economic factors

Industry and government regulations
Political factors

Fixed assets’ age and condition
Strength of intangible assets
Distributions system

IT systems

Technology life cycle

Location
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27. Legal/litigation issues
28. Internal controls

29. Currency risk

Pratt notes that the estimation of the PSRP is
often a matter of the analyst’s professional judg-
ment. However, the analyst should be careful to
distinguish between those factors that influence the
magnitude of the financial projections and those fac-
tors that affect the degree of uncertainty of achiev-
ing the financial projections.

In doing so, analysts should be careful to assure
that adjustments to the cost of capital—such as
the PSRP—do not duplicate adjustments that were
made to cash flow or value in other sections of the
valuation analysis.

The Black/Green Factors

Parnell Black and Robert Green (of Black/Green &
Company) have developed a set of risk factors for
analysts to consider when estimating a PSRP. These
PSRP factors are described in various publications
and training materials of the National Association of
Certified Valuators and Analysts.

The various Black/Green PSRP factors are sum-
marized in the following six categories:

1. Competition

2. Financial strength

3. Management ability and depth

4. Profitability and stability of earnings
5. National economic effects

6. Local economic effects

Black and Green suggest individual quantita-
tive and qualitative assessments within each of the
first four categories of PSRP factors. In order to
conclude an appropriate PSRP, the analyst assigns
a specific point value (ranging from 1 point for low
risk to 10 points for high risk) to each individual
risk factor. The assigned point value is based on the
analyst’s analysis and opinion of each particular
risk factor.

For each of the last two economic factor cat-
egories, the analyst assigns a point value of “minus
one” for a strong economy, “plus one” for a weak
economy, and “zero” for a neutral economy. Again,
the assigned point value is based on the analyst’s
analysis and opinion of each economic factor.

The sum of the following values provides an
indication for the PSRP: (1) all of the point values in
the first four risk factor categories (weighted by the
number of individual factors in each category) and
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(2) all of the point values in the last two economic
factor categories.

The Warren Miller Factors

Warren Miller (of Beckmill Valuation Analytics) has
suggested a competitive advantage/strategic analysis
structure for estimating the appropriate PSRP. In a
series of articles published in the American Institute
of Certified Public Accountant quarterly newslet-
ter, CPA Expert, Miller groups into three categories
the PSRP factors to be considered in a strengths,
weaknesses, opportunities, and threats (“SWOT”)
analysis.3

These three categories of SWOT-related risk fac-
tors are based on the groundbreaking strategic plan-
ning and analysis work of Michael Porter.

Miller’s three categories of individual PSRP fac-
tors are as follows:

1. Macroenvironmental
Industry

2.
3. Company

Miller suggests a subgroup of factors to consider
within each of the three general categories of risk
factors. Miller also suggests a rigorous application of
the Porter “five forces” competitive analysis as part
of the analyst’s process of selecting the PSRP.

Miller expands on the topic of unsystematic risk
in Value Maps and explains how unsystematic risk
can be identified in the three-category framework.*

Miller explains that the macroenvironmental
category of risk factors encompasses the following
subcategories:

1. Economy
Politics
Foreign events
Demographics

Lifestyles and values

SIS

Innovation

The industry risk factor category, which Miller
also refers to as the competitive domain, includes
the following subcategories:

1. Customers

2. Complements
3. Competitors
4. Suppliers

5. Substitutes

6. New entrants
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The company risk factor category is designated
by the acronym “SPARGC,” which represents the fol-
lowing subcategories:

1. Strategy

2. People

3. Architecture
4. Routines

5. Culture

Miller’s three-category framework is more than
just a tool for identifying and estimating unsystem-
atic risk. When applied properly, the framework
allows the analyst to explain why the company per-
forms as it does.

The Gary Trugman Factors

In Understanding Business Valuation, Gary
Trugman (of Trugman Valuation) presents a compre-
hensive discussion of the risk factors that analysts
may consider in selecting the PSRP.5

Trugman presents categories of individual PSRP
factors. Analysts may consider each of these quanti-
tative and qualitative factors in judgmentally select-
ing the appropriate PSRP.

One of the Trugman categories of PSRP consider-
ations relates to the following risk factors:

1. Economy risk

Business risk

«

Operating risk
Financial risk
Asset risk
Product risk
Market risk

Technological risk

© @ N Uk

Regulatory risk
10. Legal risk

Trugman presents another category of PSRP con-
siderations that relate to the following nonfinancial
risk factors:

1. Economic conditions
Industry conditions
Location of business
Competition

Depth of management

Quality of management

N YR L

Barriers to entry into market

With each of the above-described PSRP consid-
erations, Trugman cautions that the analyst needs
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to be careful not to double count any specific risk
factor. In other words, in selecting a PSRP, it is
important to consider whether a particular risk fac-
tor has already been accounted for with the selec-
tion of other risk premium data. For example, if a
discrete industry risk premium is used in the cost of
capital analysis, there typically would be no need to
consider industry risk within the PSRP.

A property-specific assessment of all of these risk
factors is relevant to the PSRP selection process.
Further, as with all of the above-listed PSRP factors,
the analyst has to ultimately rely on informed judg-
ment and professional experience to select a specific
PSRP measurement.

PROCEDURES FOR THE ANALYST TO
EXPLAIN THE SELECTED PSRP

There are at least three procedures for (1) selecting
the specific PSRP based on the analysis of the prop-
erty-specific risk factors and (2) explaining the ulti-
mate selection of the PSRP in the valuation report.

These PSRP selection procedures are sometimes
called:

1. the plus/minus procedure,
2. the number procedure, or

3. the listing procedure

All three of these procedures start with a listing
of the relevant PSRP factors selected by the analyst.

The Plus/Minus Procedure

In the plus/minus (or +/-) procedure, the analyst
indicates either a “+” notation or a “-” notation
next to each selected risk factor. The plus notation
indicates that the risk factor increases the appro-
priate PSRP; the minus notation indicates that the
risk factor decreases the appropriate PSRP. A blank
notation indicates that the risk factor has a neutral
impact on the appropriate PSRP. The plus/minus
procedure is also referred to by some analysts as the
component observation method.6

Double or triple notations (e.g., ++ or ---) indi-
cate that the individual risk factor has a particularly
positive or a particularly negative impact on the
ultimate selection of the PSRP. Each plus/minus
notation, however, does not represent one percent-
age point.

Ultimately, the selection of the PSRP is based on
the analyst’s professional judgment. The selection of
the PSRP is not the mathematical sum of “plus” and
“minus” indications.
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The Numeric Procedure

Using the numeric procedure, the analyst assigns
a specific percentage number to each PSRP factor.

If the analyst assigns “2.0” to a particular risk
factor, that indicates that the analyst will add two
percentage points to the ultimate selection of the
PSRP. If the analyst assigned “(1.0)” to a particular
risk factor, that means that the analyst will sub-
tract one percentage point from the ultimate selec-
tion of the PSRP. And, if the analyst assigns “0” to
a particular risk factor, that factor has no impact
on the final PSRP. The numeric procedure is also
referred to by some analysts as the component
detail method.”

In contrast to the previously described “plus/
minus” procedure, in the numeric procedure the
selected PSRP is the actual numeric summation of
all of the individually assigned numeric values for
each selected risk factor.

The Listing Procedure

Using the listing procedure, the analyst lists all of
the negative and all of the positive risk factors. The
analyst does not assign a numeric value to either
the negative factors or the positive factors. And, the
analyst does not indicate the relative importance of
any of the risk factors. The listing procedure is also
referred to by some analysts as the component sum-
mary method.8

A Simplified Illustration

Exhibit 1 presents the three PSRP selection proce-
dures as applied to a hypothetical taxpayer proper-
ty. In this illustrative example, the analyst identified
the strategic, financial, and operational risk factors
that most affect the subject property.

Based on a due diligence analysis, the analyst
assessed each positive and each negative property-
specific risk factor affecting the unit of taxpayer
property. The analyst reported three alternative
presentations of the same property-specific risk
analysis in Exhibit 1.

Exhibit 1 illustrates the three alternative pre-
sentation formats or procedures (i.e., plus/minus,
numeric, and listing) of the analyst-selected PSRP
factors in this hypothetical analysis. Significantly,
regardless of the presentation procedure selected,
the analyst consistently selected 5 percent as the
appropriate PSRP.

Based on this illustrative example, this 5 percent
PSRP is the appropriate cost of equity capital adjust-
ment applicable to the property valuation.
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SUMMARY AND CONCLUSION

In all property valuation analyses, there is a direct
relationship between investment risk and expected
investment return. Furthermore, the measurement
of expected investment return is involved in virtu-
ally every type of valuation assignment that an ana-
lyst performs.

There are generally accepted procedures for
measuring expected investment return and for mea-
suring most components of investment risk.

In addition, there are generally accepted
procedures for adjusting the expected investment
return for most components of risk. In many cases,
property-specific risk may be a material component
of the total investment risk related to the taxpayer’s
industrial or commercial property.

There are generally accepted cost of equity capi-
tal measurement models, and the PSRP is a compo-
nent of each of these models. There are generally
accepted empirical data sources for the quantitative
measurement of most cost of equity capital model
components.

The PSRP analysis should be considered directly
in all income approach property valuation analyses.
Also, the PSRP should be considered indirectly in
all sales comparison approach and all cost approach
property valuation analyses.

Notes:

1. Duff & Phelps, LLC, 2019 Cost of Capital: Annual U.S.
Guidance and Examples, Chapter 6: Basic Building
Blocks of the Cost of Equity Capital — Property-
Specific Risk Premia, Cost of Capital Navigator, 2.

2. Shannon P. Pratt, Alina V. Niculita, Valuing a
Business: The Analysis and Appraisal of Closely Held
Companies, 5th ed. (New York: McGraw-Mill, 2008),
202-203, 213-24.

3. Warren D. Miller, “Assessing Unsystematic Risk” (Parts
I, II, and III), CPA Expert (Summer 1999, Winter
2000, and Summer 2000).

4. Warren D. Miller, Value Maps: Valuation Tools that
Unlock Business Wealth (New York: John Wiley &
Sons, 2010), 12-16.

5. Gary R. Trugman, Understanding Business Valuation,
Sth ed. (New York: American Institute of Certified
Public Accountants, 2017), 534-39.

6. James R. Hitchner, Financial Valuation: Applications
and Models, 4th ed. (New York: John Wiley & Sons,
2017), 223-25.

7. Ibid.
8. Ibid.

Tim Meinhart is a managing director in
the Chicago practice office. Tim can be
reached at (773) 399-4331 or at
timeinhart@willamette.com.
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Exhibit 1

lllustrative Taxpayer Company

Property-Specific Risk Premium Analysis:
Comparison of the Frequently Applied Alternative
PSRP Selection Procedures

Property-Specific Risk Factors
Identified by the Analyst

Plus/Minus ~ Numeric Listing

Procedure  Procedure  Procedure

Subject Taxpayer Property:
Illustrative Negative Risk Factors

1.

10.

11.

12.

Operating history, volatility of revenue
and earnings

Lack of product diversification
Computer systems obsolescence
Key technology dependence

Inability to affect competitive product
pricing

Lack of customer diversification
Lack of competitive marketing resources

Lack of purchasing power and other
economies of scale

Lack of product development and R&D
resources

Key supplier dependence
Distribution system obsolescence

Financial reporting and internal control
systems obsolescence

Subject Taxpayer Property:
Illustrative Positive Risk Factors

Long-term product sale contracts with
well-established customers

Ownership/license of proprietary patents,
copyrights, trademarks, and trade secrets

Selected PSRP Percent for the
Subject Taxpayer Property

+4+ 25 n
++ 1.0 ]
+ 0.5 [ ]
++ 1.0 (]
+ 0.5 ]
0

+ 0.5 (]
0

+ 0.5 [ ]
0
0

+ 0.5 [ ]
0

- - (2.0 u
5% 5% 5%
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Willamette Management Associates

Thought Leadership in Valuation, Damages,
and Transfer Price Analyses

Willamette Management Associates consulting experts and testifying experts have achieved
an impressive track record in a wide range of litisgation matters. As independent analysts,
we work for both plaintiffs and defendants and for both taxpayers and the taxing authori-
ties. Our analysts have provided thought leadership in breach of contract, tort, bankruptcy,
taxation, family law, shareholder rights, antitrust, fraud and misrepresentation, and other
disputes. Our valuation, damages, and transfer price analysts are recogniged for their rigor-
ous expert analyses, comprehensive expert reports, and convincing expert testimony. This
brochure provides descriptions of recent judicial decisions in which our analysts provided
expert testimony on behalf of the prevailing party.

Dissenting Shareholder Testifying Expert Services

In the matter of the Wayne L. Ryan Revocable Trust, Steven Ryan and First Nebraska Trust
v. Constance “Connie” Ryan and Streck, Inc. (Case No. Cl 14-1684), the District Court of
Sarpy County, Nebraska, decided a matter described as one of the largest valuation dis-
putes in Nebraska state court history. After the application of prejudgment interest, the
fair value of the plaintiffs’ ownership interest was estimated to be between $723 million
and $804 million.

Willamette was retained to provide both consulting expert valuation services and
testifying expert valuation services to the plaintiffs. Willamette managing director Kevin
Zanni provided consulting expert services, and firm managing director Robert Reilly pro-
vided testifying expert services regarding the Streck fair value valuation.

In Ryan, Willamette and another well-known valuation advisory services firm applied
the same valuation methodology, but reached significantly different opinions. In a 74-
page published opinion, the court concluded that (1) the Willamette fair value conclu-
sion of the subject equity interest was reasonable, and that value was accepted in full by
the court, and (2) the defendants’ testifying expert applied valuation variables designed
to lower his fair value conclusion, and that value was rejected by the court.

In particular, the Ryan decision is representative of the Willamette thought leader-
ship in fair value valuation matters related to statutory
shareholder rights, dissenting shareholder appraisal rights,
and shareholder oppression claims.

A

Willamette Management Associates
thought leadership
www.willamette.com
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Property Taxation Testifying Expert Services

In the matter of Union Electric Company d/b/a Ameren Missouri v. Christopher Estes,
Assessor, Cole County, Missouri, No. 13-52002, 2019 WL 2369464 (Mo.St.Tax.Com.
May 28, 2019), upon appeal and remand, the State Tax Commission of Missouri (the
“STC"), found in favor of Ameren Missouri, the corporate taxpayer complainant. At
issue in the matter was the need for STC to determine the appropriate amount of
total depreciation to be applied to the Assessor’s cost approach “market value” of the
Ameren Missouri real property and tangible personal property.

The STC concluded that the taxpayer presented substantial and persuasive evi-
dence to establish the correct amount of total property depreciation, including the
identification and quantification of the taxpayer’s economic obsolescence.

John Ramirez, Willamette director of property tax valuation services, provided con-
sulting expert services—which included an economic obsolescence depreciation analy-
sis and economic obsolescence depreciation report—on behalf of taxpayer Ameren
Missouri. Robert Reilly, Willamette firm managing director, provided testifying expert
services related to this public utility property tax valuation dispute.

The Missouri STC accepted the economic obsolescence analysis
and conclusion—and the total depreciation calculation—prepared by
Willamette Management Associates.

]

Estate Taxation Testifying Expert Services

In the matter of Estate of Aaron U. Jones v. Commissioner, T.C. Memo. 2019-101, the
U.S. Tax Court adopted in full the value conclusions put forth by the Estate’s valuation
expert. In 2009, Aaron Jones gifted ownership interests in two companies: (1) Sen-

eca Jones Timber Company (“SJTC”), a limited partnership that owned and harvested
timberland, and (2) Seneca Sawmill Company (“SSC”), an S corporation that operated
sawmills. In 2013, the Service issued a notice of deficiency for gift tax of approximately
$45 million. The Estate brought this matter to the U.S. Tax Court.

Willamette was engaged by the Estate to provide valuation and testifying expert
services. Scott Miller, Willamette vice president, provided valuation consulting services
and Robert Reilly, a managing director of our firm, provided testifying expert services.
Important issues in the dispute included (1) whether it was appropriate to tax affect
the earnings of tax pass-through entities SSC and SJTC and (2) whether the income
approach applied by the Estate’s valuation expert was more appropriate for valuing the
SJTC limited partnership units than the asset-based approach applied by the Service
valuation expert.

In this important decision, the Tax Court adopted without adjust-
ment the positions and value conclusions presented in the Willamette
Management Associates valuation expert reports.

A

Willamette Management Associates
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Transfer Pricing Testifying Expert Services

In the matter of Amazon.com, Inc. & Subsidiaries v. Commissioner, 934 F.3d 976
(9th Cir. 2019), the Ninth Circuit affirmed the U.S. Tax Court 2017 decision in
favor of taxpayer Amazon. The Tax Court case involved a 2005 cost sharing ar-
rangement that Amazon entered into with its Luxembourg subsidiary. Amazon
granted its subsidiary the right to use certain pre-existing intangible property in
Europe, including the intangible property required to operate Amazon’s Euro-
pean website business.

The Tax Court concluded that (1) the Service’s determination with respect
to the buy-in payment was arbitrary, capricious, and unreasonable; (2) Ama-
zon’s CUT transfer price method (with some upward adjustments) was the best
method to determine the requisite buy-in payment; and (3) the Service abused
its discretion in determining that 100% of the technology and content costs
constitute intangible development costs. The Tax Court noted the Service’s buy-
in payment discounted cash flow analysis improperly included all contributions
of value, including workforce in place, going-concern value, and goodwill.

On appeal, the Service argued that “residual business assets” (e.g., work-
force in place, going-concern value, goodwill, and future growth options) satis-
fied the then applicable regulation’s definition of “intangible.” The Ninth Circuit
concluded otherwise, accepting taxpayer Amazon’s position that the then appli-
cable regulation’s definition of “intangible” was understood to exclude goodwill
and going-concern value.

Willamette Management Associates managing director Robert Reilly pro-
vided expert testimony in the Tax Court on behalf of tax-
payer Amazon in this Section 482 intercompany transfer
pricing case.

A

Willamette Management Associates
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Shareholder Litigation Consulting Expert Services

In many instances, an attractive settlement is as good, if not better, than a judicial
victory. This was true in the matter of In Re Legacy Reserves LP Preferred Unitholder
Litigation. In this particular matter, the Delaware Chancery Court approved a settle-
ment between Legacy Reserves LP (“Legacy”) and its preferred unit holders that
resulted in the preferred unit holders realizing a significant increase in the transac-
tion value.

The plaintiff preferred unit holders brought an action against defendant Legacy
to remedy the defendant’s alleged breach of contract and breach of the duty of
good faith and fair dealing in connection with a proposed transaction in which
Legacy would be converted from a partnership to a C corporation. The proposed
transaction would result in Legacy and its general partner becoming subsidiaries
of Legacy Reserves Inc. (“New Legacy”) and Legacy’s common and preferred unit
holders becoming common stockholders of New Legacy. Pursuant to the terms of
the proposed transaction, each outstanding Legacy limited partnership unit would
be converted into the right to receive 1 share of New Legacy common stock, each
outstanding Series A preferred unit would be converted into the right to receive
1.9620 shares of New Legacy common stock, and each outstanding Series B pre-
ferred unit would be converted into the right to receive 1.72236 shares of New
Legacy common stock. Based on the announced terms, the preferred investors
would receive 17.7 percent of the business, while the common holders would re-
ceive 82.3 percent of the business.

Lead counsel for plaintiffs in the litigation retained Willamette to assist and
advise them regarding the fair value of the Legacy Series A preferred units and
Series B preferred units. After extensive analysis and negotiations, Legacy manage-
ment signed a memorandum of understanding. Legacy admitted to none of the
allegations, and the plaintiffs agreed not to further pursue Legacy on any grounds
surrounding the C corporation conversion and the preferred unit conversion. In
exchange, the Series A preferred unit holders received 2.9203318 shares of com-
mon stock for each preferred unit, while the Series B preferred unit holders received
2.90650421 shares of common stock for each preferred unit. This settlement result-
ed in the preferred investors receiving approximately 26 percent of the restructured
entity and the common holders receiving approximately 74 percent of the entity.

Willamette managing director Timothy Meinhart
provided valuation consulting expert services to the
preferred unit holder plaintiffs in this matter.

A%
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Income Tax Thought Leadership

Implementing Closely Held Company
Buy/Sell Agreements for Operational and

Taxation Purposes

Robert F. Reilly, CPA

Valuation analysts (“analysts”) often work with legal counsel and tax advisers to
design and implement buy/sell agreements for closely held companies. These buy/sell
agreements are intended to achieve several operational and taxation objectives—both

for the company owners and for the private company itself. This discussion summarizes
typical buy/sell agreement structures, ownership transfer funding mechanisms,
ownership transferability restrictions, valuation and pricing provisions, and transfer tax
planning and compliance considerations.

INTRODUCTION

Many closely held companies implement buy/sell
agreements with their equity holders. These com-
panies implement buy/sell agreements with the
company owners for both operational purposes and
taxation purposes.

For purposes of this discussion, the typical oper-
ational purposes of a closely held buy/sell agreement
are to ensure that:

1. only qualifying parties become—and
remain—owners in the closely held com-
pany and

2. there are liquidity provisions in place to
redeem the ownership interests of those
parties who do not qualify as (or who cease
to qualify as) company owners.

These operational reasons for implementing
the closely held company’s buy/sell agreement are
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sometimes also referred to as administrative reasons
or as legal reasons.

For purposes of this discussion, the typical taxa-
tion purposes for implementing a buy/sell agreement
include the company owner’s planning and compli-
ance related to gift tax, estate tax, and generation-
skipping transfer (“GST”) tax.

This discussion focuses primarily on buy/sell
agreements related to closely held tax pass-through
entities, including S corporations, partnerships,
and limited liability companies (“LLCs”). However,
many of the taxation, operational, and valuation
issues considered in this discussion also apply to
closely held C corporations.

As explained in this discussion, the design
and implementation of a closely held company
buy/sell agreement involves legal, taxation, and
valuation considerations. Therefore, legal counsel,
taxation advisers, and valuation specialists often
work together in the design and implementation
of the buy/sell agreement. These legal, taxation,
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and valuation professionals may be retained by the
individual company owners and/or by the closely
held company itself.

First, this discussion summarizes the two pri-
mary types of closely held company buy/sell agree-
ments:

1. Cross-purchase agreements

2. Redemption agreements.

This discussion describes the typical ways in
which these two types of buy/sell agreements fund
the redemption of the company owner’s equity
interests.

Second, this discussion explains many of the rea-
sons why a closely held company would implement
a buy/sell agreement. In particular, this discussion
focuses on the taxation planning, compliance, and
controversy considerations with regard to closely
held company buy/sell agreements.

Third, this discussion focuses on the business and
security valuation provisions of the typical closely
held company buy/sell agreement. In particular, this
portion of the discussion considers the rules and the
limitations related to the company owner’s reliance
on buy/sell agreement valuation formulas for estate
tax planning and compliance purposes.

Finally, this discussion uses the term closely
held company instead of private company. This
discussion assumes that companies that implement
buy/sell agreements will not be publicly traded. That
is, these companies will be private companies.

In addition, this discussion assumes that, in
addition to being private companies, most compa-
nies that implement buy/sell agreements are closely
held. That is, they have a limited number of equity
holders.

It is possible that a large private company may
not be closely held. That is, a large private company
may have 100 or more equity holders, and these
equity holders may not be employees or otherwise
directly associated with the private company. Such
a private company may still have a redemption-type
buy/sell agreement.

But most companies with cross-purchase type
buy/sell agreements have 10 or fewer equity holders;
and those equity holders are typically current or
former employees. It is this latter category of private
companies that is the focus of this discussion.

TYPES OF BUY/SELL AGREEMENTS

Closely held company buy/sell agreements are
typically structured as either cross-purchase agree-
ments or redemption agreements.
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The principal objectives of both types of agree-
ment structures are as follows:

1. To restrict the closely held company owner-
ship to intended parties

2. To provide for the liquidity needed for an
intended buyer to purchase the company
securities from the intended seller at the
time of a specified event that triggers such
a sale transaction

Although not considered to be the principal
objectives of a buy/sell agreement, the agreement
will typically specify the following information:

1. Who can be—and who cannot be—a com-
pany owner and what events trigder an
optional or a mandatory securities transfer
transaction

2. A valuation or other pricing formula (or an
appraisal procedure mechanism) to deter-
mine the price at which the company own-
ership transfer will take place

Cross-Purchase Buy/Sell Agreements

A cross-purchase agreement is a buy/sell agree-
ment between the individual owners of the closely
held company. In the typical funded cross-purchase
agreement, each individual company owner pur-
chases a life insurance policy on the life of each
other individual owner.

When one company owner dies, the life insur-
ance proceeds are paid to the owner who purchased
the insurance policy. The policy owner then uses
the insurance proceeds to buy the closely held
securities from the estate of the deceased company
owner.

Obviously, the use of cross-purchase agreements
becomes cumbersome when there are more than a
handful of company owners. In addition, the cost of
the cross-purchase agreements is often shared dis-
proportionately among the company owners. This
cost disparity occurs when (1) some of the company
owners are young and in good health—and the life
insurance premiums are very low and (2) some
other company owners are old and in poor health—
and the life insurance premiums are quite high.

There is at least one taxation advantage of the
cross-purchase agreement structure. Typically, the
buying company owners increase the basis in the
closely held company securities by the amount of
the money (i.e., the insurance proceeds) that they
paid for the transferred equity interest.

However, there are practical problems with the
use of the cross-purchase agreement structure—
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particularly if there is a larger number of company
owners. This agreement structure only works if each
company owner has the personal financial resources
to pay the insurance policy premiums (and to main-
tain any cash value in the policies).

Regarding the policy’s cash surrender value,
such value becomes part of the company owner’s
bankruptey estate in the event the owner files for
bankruptey protection. Such a bankruptey filing
could create a problem when it is time to collect on
the life insurance policy.

REDEMPTION BUY/SELL
AGREEMENTS

A redemption agreement is a buy/sell agreement
between the various company owners and the close-
ly held company itself. Redemption agreements
typically provide that when the company owner
dies, the company will buy (redeem) the securities
from the decedent company owner’s estate.

A redemption agreement may also be structured
so that the company itself redeems the company
owner’s equity interest when the owner becomes
disabled, retires, or otherwise leaves the employ-
ment of the company.

Redemption agreements can be funded by life
insurance policies on the lives of the company
owners. The company owns the policies, and the
company pays the premiums on the policies. The
company uses the insurance policy proceeds to
buy the decedent’s securities. Alternatively, the
closely held company could pay for the stock
redemptions out of the general financial resources
of the company.

The redemption agreement structure is obvi-
ously more practical to administer when the closely
held company has more than a handful of owners.

FUNDING THE SECURITY PURCHASE
TRANSACTION

Particularly with regard to cross-purchase agree-
ments, the life insurance policy proceeds provide
the funding to purchase the decedent’s ownership
interest. The life insurance proceeds provide the
cash needed to complete the security purchase
transaction.

Practically, such insurance policies are a neces-
sary mechanism to ensure that the remaining com-
pany owners have the ready cash available to buy
the decedent’s interest according to the terms of the
buy/sell agreement.
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The company and the company owners should
periodically review the valuation provisions of the
buy/sell agreement. In other words, the current
owners should periodically test what the agreement
buy/sell price is based on the company’s current
financial fundamentals. That way, the company
owners can assess whether they own a sufficient
amount of life insurance on each other in order to
fund a securities purchase based on the current buy/
sell agreement valuation-based price.

If the company owners do not currently own suf-
ficient life insurance policies to fund a current val-
ue-based transaction, they should consider buying
additional insurance. If such additional insurance is
prohibitively expensive, or if some of the company
owners are no longer insurable, the company should
consider amending the buy/sell agreement.

For example, the agreement could be amended
to allow the remaining owners to buy the decedent’s
securities both (1) with the life insurance pro-
ceeds and (2) with notes payable to the decedent’s
estate (to make up for any purchase price payment
shortfall). Of course, the buy/sell agreement has to
include a provision that allows for a securities pur-
chase that is financed over time.

When the life insurance proceeds do not provide
sufficient liquidity to fund the buy/sell agreement
current valuation, the shortfall can be “paid” by
promissory notes payable over an extended period
of time. Typically, such promissory notes are per-
sonally guaranteed by the remaining owners and
are secured by the personal assets of the remaining
owners.

Such a buy/sell agreement amendment may
eliminate the need for the company owners to
purchase additional insurance on the lives of older
(or unhealthy) fellow owners. However, this amend-
ment (to allow long-term notes) increases the risk
of the buy/sell securities transfer transaction both
to the decedent owner’s estate and to the remaining
company owners.

REASONS WHY A CLOSELY HELD
ComMPANY MAY IMPLEMENT A
Buy/SELL AGREEMENT

Of course, the buy/sell agreement valuation pro-
visions can be applied to value the closely held
company securities when the company owner dies,
retires, becomes disabled, gets divorced, or other-
wise triggers a voluntary or a mandatory sale trans-
action event.
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As mentioned above, there are both operational/
administrative reasons and taxation reasons why
the closely held company owners may enter into a
buy/sell agreement.

Some of the reasons why the company (and the
company owners) may implement a buy/sell agree-
ment include the following:

1. The agreement allows for a continuity of the
company business operations at the time of
an owner’s employment termination, dis-
ability, or death.

2. The agreement liquidity provision creates
a market (i.e., a liquidity event) for an
ownership interest that may otherwise be
nonmarketable.

3. The agreement transferability restrictions
prevent the securities from being owned by
unwanted investors (e.g., the new husband
of the founder’s divorced wife).

4. The agreement funding mechanisms (e.g.,
life insurance proceeds, note payable provi-
sions, etc.) plan for the amount of cash or
financing necessary to pay for the owner-
ship interest transfer.

5. The agreement may provide that only fam-
ily members who are active in the pri-
vate company can be equity holders—while
other family members receive wealth from
selling any company securities received
through a gift or bequest.

6. The contractual provisions regarding busi-
ness valuation, ownership restrictions, and
transferability restrictions are intended to
minimize conflicts among family members
(and between family members and the
company)—particularly at a time when the
company founders may no longer be around
to arbitrate such disputes.

TyPiCAL BUY/SELL AGREEMENT
PROVISIONS

The buy/sell agreement is a contract between either
(1) the various company owners or (2) the various
company owners and the private company itself.
The contract calls for a private sale of (or for an
offer to sell) the company securities at certain speci-
fied triggering events. The contract provides for
the sale (or for the offer to sell) to be priced based
on either (1) a valuation formula or (2) another
appraisal mechanism.

The transaction triggering events often include
the company owner’s death, disability, or termina-

www.willamette.com

tion of employment with the company. The trigger-
ing events may include the company owner’s filing
for divorce or filing for bankruptey protection.

TyPicAL BUY/SELL AGREEMENT
PRICING MECHANISMS

The buy/sell agreement typically specifies a pricing
provision for the transfer of the ownership interest.
The pricing provision could be one of the following:
1. An accounting-based formula
2. A valuation-based formula

3. An appraisal process

The reference to an accounting-based formula
means that the agreement provides for a price that
can be calculated based on the company’s financial
statements. Typical examples of an accounting-
based formula include a per-share or per-unit price
based on one of the following:

1. Balance sheet net book value

Balance sheet tangible net book value

« N

A price discount to net book value (e.g., 75
percent of book value)

4. A price premium to net book value (e.g.,
125 percent of book value)

Applying such an accounting-based formula, the
agreement should specify the time period for the
financial statement measurement (e.g., the latest
month-end, the latest fiscal-quarter-end, the lat-
est fiscal year-end). The agreement should specify
whether the financial statement should be adjusted
or normalized in any way.

And, the agreement should specify whether the
financial statement should be audited or prepared in
accordance with U.S. generally accepted accounting
principles or prepared in accordance with any other
accounting standards.

The reference to a valuation-based formula
means that the agreement provides for a price that
can be calculated based on a formula or an equation
that is intended to approximate a current value.

Typical examples of a valuation-based formula or
equation include a per-share or per-unit price based
on one of the following:

1. A stated pricing multiple times the com-
pany’s net income

2. A stated pricing multiple times the compa-
ny’s earnings before interest, taxes, depre-
ciation, and amortization (“EBITDA”)
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3. A stated pricing multiple times the com-
pany’s revenue

Applying such a valuation-based formula, the
agreement should specify the pricing multiple (and
any procedure for updating the pricing multiple
for changes in market conditions). The agreement
should specify what time period over which the
financial fundamental should be calculated (e.g., the
latest 12-month period, the latest fiscal year-end,
the average of the last three fiscal years).

The agreement should specify any provisions
for normalizing the company’s historical financial
results for any extraordinary or nonrecurring item.

And, the agreement should specify whether the
company financial statements need to be audited,
prepared in accordance with U.S. generally accepted
accounting principles, or prepared in accordance
with any other accounting standards.

The reference to an appraisal process means that
the agreement provides instructions for a price to
be determined by an independent valuation profes-
sional. The work product of the valuation profes-
sional should be intended to reflect a current value
for the subject ownership interest. The agreement
should provide instructions as to whether the valua-
tion specialist should:

1. Dbe a specific professional service provider—
for example, a named accounting firm, valu-
ation firm, or investment banking firm;

2. be a particular type of professional ser-
vices provider—for example, an unnamed
“nationally recognized” accounting firm,
valuation firm, or investment banking firm;

3. possess specific professional credentials—
for example, a certified public accountant,
a chartered financial analyst;

4. comply with specific professional stan-
dards—for example, the Uniform Standards
of Professional Appraisal Practice, the
American Institute of Certified Public
Accountants professional standards.

Applying such an appraisal-process-based provi-
sion, the agreement should specify the appropriate
valuation date, the appropriate standard (or defini-
tion) of value, the appropriate premise of value. The
agreement should provide any specific instructions
that the contract counterparties want the valuation
analyst to follow. For example, the agreement may
specify whether or not the analyst should consider
any per-share or per-unit valuation discounts or
valuation premiums.
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In addition, the agreement should specify the
type of work product that the valuation analyst is
expected to deliver. For example, do the contract
counterparties want a value opinion (or letter)
report only? Or, do the contract counterpar-
ties require a comprehensive narrative valuation
report?

In addition to the operational reasons for the
buy/sell agreement, closely held company owners
often consider the taxation reasons for implement-
ing buy/sell agreements. These taxation consider-
ations include estate planning, estate tax compli-
ance, and estate tax controversies. The estate tax
controversies often relate to the valuation consid-
erations related to the buy/sell agreements (i.e.,
the value of the company ownership interest in the
decedent’s estate).

Particularly with regard to per-share or per-unit
valuation issues, the estate tax controversies often
revolve around the valuation impact of the buy/sell
agreement transferability restrictions. Therefore,
the following discussion focusses on buy/sell agree-
ment ownership interest transferability restric-
tions—and particularly how such restrictions affect
estate tax valuations.

BuY/SELL AGREEMENT
TRANSFERABILITY RESTRICTIONS

As mentioned above, one of the typical operational
purposes of the buy/sell agreement is to restrict
the company owner’s ability to transfer the closely
held company ownership interest. In particular,
the agreement is intended to restrict the company
owner’s ability to transfer the company securities to
unwanted owners.

This objective is contractually accomplished by
limiting the circumstances during which the com-
pany owner can dispose of the ownership interest.
In fact, the buy/sell agreement may also limit the
parties to whom the company owner can transfer
the subject securities.

That is, the buy/sell agreement may create a lim-
ited market (under specified circumstances) for the
sale of otherwise nonmarketable securities.

However, that same buy/sell agreement may
dictate (1) under what circumstances the company
owner may transfer the subject securities and (2) to
whom the company owner may transfer the subject
securities.

Depending on the terms of the buy/sell agree-
ment, it may be possible for a mandatory transfer or
a voluntary transfer on the occasion of a triggering
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event. That is, when the triggering
event occurs, the agreement may:

1. require the remaining
owners—or the company
itself—to buy the com-
pany owner’s securities
(such an agreement pro-
vides for a mandatory
purchase of the company
securities) or

2. allow the remaining
owners—or the company
itself—to buy the com-
pany owner’s securities
(such an agreement pro-
vides for a right of first
refusal to purchase the
company securities).

Based on the contractual
requirements or restrictions
related to the agreement owner-
ship interest transfers, such a buy/sell agreement
often influences the valuation of the company
owner’s equity securities for transfer tax purposes.
It should be noted, however, that an agreement
that values the closely held company securities at
a fixed price, set when the agreement was first cre-
ated, will be ignored for transfer price purposes. See,
for example, Bommer Revocable Trust, T.C. Memo.
1997-380.

It should also be noted that the Internal Revenue
Service (“Service”) may determine that the buy/
sell agreement is actually a device to transfer the
company owner’s securities to family members for
less than full and fair consideration. In that case, the
Service may redetermine the value (i.e., ignore the
buy/sell agreement-determined value) for transfer tax
purposes. For purposes of this discussion, the term
transfer tax includes gift tax, estate tax, and GST tax.

The Service may also challenge a buy/sell-
agreement-determined value when it determines
that the company owner decedent was attempting to
transfer the securities for less than full consideration
to a nonfamily member. The Service may consider
such a transfer to be a disguised gift. See, for
example, Gloeckner, 152 F.3rd 208 (2nd Cir. 1998).

INTERNAL REVENUE CODE SECTION
2703 REQUIREMENTS

Internal Revenue Code Section 2703 provides the
general requirements regarding the valuation of
property for transfer tax purposes.
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Section 2703(a) provides that the value of a
closely held company (or security) is to be deter-
mined without regard to:

1. any option, agreement, or other right to
acquire or use the ownership interest at a
price less than fair market value or

2. any restriction on the right to sell or use the
ownership interest.

Exceptions to the Section 2703
General Rule

The general requirements of Section 2703 may not
apply if certain conditions are met. The agreement
counterparties should carefully adhere to these
requirements if the buy/sell agreement is to be used
to value the closely held company or securities for
transfer tax purposes.

According to Section 2703(b), the Section 2703
general rule does not apply to any option, agree-
ment, right, or restriction that meets all of the fol-
lowing requirements:

B [t is a bona fide business arrangement.

B It is not a device to transfer the ownership
interest to members of the decedent’s fam-
ily for less than full and adequate consider-
ation.

B Its terms are comparable to similar busi-
ness arrangements entered into by persons
engaged in arm’s-length transactions.

It is noteworthy that the company owner’s
unilateral ability to modify the buy/sell agreement
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renders it ineffective for purposes of determining the
fair market value of the closely held company. See,
for example, Estate of Blount, T.C. Memo. 2004-116,
aff'd, 428 F3d 1338 (11th Cir. 2005). Therefore, the
agreement counterparties should carefully consider
any proposed modification to the buy/sell agreement
before such a change is formally adopted.

Regulation 25.2703-1(b)(3) provides that all of
these requirements are met if more than 50 percent
of the fair market value of the closely held company
subject to restriction is owned—directly or indi-
rectly—by individuals who are not members of the
transferor’s family.

This regulation only applies if the business
interests owned by the nonfamily member owners
are subject to the same restrictions as the business
interests owned by the decedent company owner.

For purposes of this regulation, members of the
decedent’s family include the decedent’s spouse,
ancestors of the decedent or the decedent’s spouse,
and any other individual who is a natural object of
the decedent’s bounty.

The regulations do not specify who is a natural
object of the decedent’s bounty. For example, it is
unclear whether siblings and cousins automatically
fall within this category.

The determination of “natural object” is based
on the relevant facts and circumstances. In general,
a long-term personal friend will likely be treated as
an unrelated person.

To illustrate this regulation, let’s assume that
CHC, Inc., is an S corporation. The three found-
ers—Alpha, Beta, and Gamma—each own one-third
of the shares of this closely held company.

Let’s assume that the three company own-
ers enter into a buy/sell agreement requiring the
remaining two owners to buy the ownership interest
of a shareholder who retires or dies. The amount
paid for the retiring or deceased shareholder’s
interest is based on a valuation-based capitalized
EBITDA formula.

Let’s assume that Alpha dies and leaves his
shares in the closely held company to his son,
Delta. Because more than 50 percent of the closely
held company is owned by unrelated individuals, all
three requirements under the exception to Section
2703 are considered to be satisfied. Therefore, the
fair market value of the decedent’s shares in CHC,
Inc., can be determined based on the terms of the
buy/sell agreement.

As another illustrative example, let’s consider
Close, LLC. Close, LLC, also has three equal equity
holders. The three LLC members are also the three
company founders. However, let’s assume that Zeta
and Eta, two of the LLC members, are sisters.
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Let’s assume that Zeta passes away and leaves
her Close, LLC, units to her children. Based on
this set of illustrative facts, the buy/sell agreement
will have to meet each of the three Section 2703(b)
tests in order for the valuation-based formula in the
agreement to determine the estate tax value of the
decedent’s ownership interest.

That is, with regard to the Close, LLC fact set,
the company’s buy/sell agreement must:

1. be a bona fide business arrangement,

2. not be a device to transfer the ownership
interest to members of the decedent’s fam-
ily for less than fair market value, and

3. provide terms that are comparable to busi-
ness arrangements entered into by persons
engaged in arm’s-length transactions.

Satisfying the Section 2703(b)
Provisions—the Bona Fide Business

Arrangement Provision

Both the statutory language and the Treasury regu-
lations are silent as to the specifics of this Section
2703(b) requirement. It appears that the Section
2703(b) requirement will be met if the taxpayer can
show that the purpose of the buy/sell agreement was
to maintain a continuity of company management
and of family ownership control. See, for example,
Estate of Lauder, T.C. Memo. 1992-736.

The operational and administrative reasons for
executing the closely held company’s buy/sell agree-
ment should be well documented. For example,
these may be written correspondence between the
company owners (or between the company itself)
and the company owner’s (or the company’s) legal
or tax advisers.

There are instances where the U.S. Tax Court
has held that planning for the future liquidity needs
of the company owner decedent’s estate is consid-
ered to be a bona fide business purpose. See, for
example, Estate of Amlie, T.C. Memo. 2006-76).

However, the Tax Court (affirmed by the Eighth
Circuit) has also held that a closely held company
that simply owned marketable securities was not a
bona fide business arrangement. See, for example,
Holman, 130 T.C. 170 (2008), aff’d, 601 F.3d 763
(8th Cir. 2010).

The Not a Device to Transfer the
Securities for Less than Full

Consideration Provision

This Section 2703(b) requirement is often simply
referred to as the nondevice test. The purpose of
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this statutory provision is to ensure that the buy/
sell agreement is not simply a device to reduce
the estate tax value of the closely held company
securities. However, neither the statute nor the
regulations provide guidance on the specifics of this
Section 2703(b) requirement.

In Estate of Lauder, however, the U.S. Tax Court
provided insight into how this test may be applied.
In the Estate of Lauder decision, the Tax Court con-
cluded that a buy/sell agreement would be merely a
device to reduce estate taxes when:

1. testamentary considerations had influenced
the agreement counterparties and

2. the valuation-based formula in the buy/sell
agreement did not reflect full and adequate
consideration—because it did not set a fair
price for the subject ownership interest.

In the Estate of Lauder decision, the agreement’s
valuation-based formula was an adjusted book value
formula. The Tax Court concluded that such a valu-
ation formula was arbitrary in nature. Because that
buy/sell agreement did not pass the nondevice test,
the terms of that agreement did not control the
estate tax value of the decedent Joseph Lauder’s
ownership interest.

When creating a closely held company buy/sell
agreement, the company owner—or the company
itself—should consider retaining an independent
valuation specialist to verify that the valuation for-
mula selected actually concludes the fair market
value of the subject ownership interest.

A valuation formula developed by a professional
valuation specialist may be more readily accepted
by the Service than a valuation formula based on
accounting book value or some other arbitrarily
determined factor.

The Terms Are Comparable to Third-

Party Arrangement Provisions

According to Regulation 25.2703(1)(b)(4), a buy/sell
agreement is considered to be comparable to similar
arm’s-length business arrangements if the agree-
ment is one that could be obtained in a fair bargain
among unrelated parties, who are dealing with each
other at arm’s length.

A buy/sell agreement is generally considered to
be a fair bargain if it conforms to the general practice
of unrelated parties under negotiated agreements in
the same business. Buy/sell agreement contractual
terms that mirror any state law default provisions
may also help prove that the subject agreement is
comparable or at arm’s length.
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Some of the factors that the company owners
may consider in assessing whether the subject buy/
sell agreement compares to the fair-bargain stan-
dard include the following:

B  The expected term of the buy/sell agree-
ment

B The company’s current fair market value

B Any anticipated changes in the company’s
fair market value during the term of the
buy/sell agreement

B The adequacy of any consideration given in
exchange for the contractual rights granted
in the buy/sell agreement

In determining whether the subject buy/sell
agreement is comparable to third-party business
arrangements, the agreement should follow the gen-
eral business practices of the relevant industry.

The following guidelines may help to assess
whether the agreement follows general business
practices:

B [solated comparable agreements may not
be sufficient to establish general business
practices.

B If more than one valuation formula or meth-
odology is typically applied in the relevant
industry, the buy/sell agreement may not
fail the general business practices require-
ment simply because it only applied one
valuation method.

B [t is not necessary that the terms of the sub-
ject buy/sell agreement parallel the terms
of any one particular comparable buy/sell
agreement.

B If comparable buy/sell agreements are dif-
ficult to find because the subject business is
unique, then comparable agreements from
similar businesses may be used.

As a practical matter, the company owners (or
the company itself) may obtain an expert’s opin-
ion as to whether the subject buy/sell agreement
is considered to be comparable to the relevant
industry standards. The company owner decedent
bears the burden of proving that the subject buy/
sell agreement meets this Section 2703(b) require-
ment.

As an additional consideration, it is possible that
the actual buy/sell agreement may set a formula
purchase price for the company owner decedent’s
ownership interest that results in a price less than
the value ultimately allowed by the Service for
estate tax purposes.
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This situation may occur because the Section
2703 requirements were not met. In that case, the
heirs will receive the lower price for the decedent’s
ownership interest under the by/sell agreement,
even though the estate tax value may be based on
the higher value.

Provisions for Grandfathered Buy/Sell

Agreements

The Section 2703 provisions do not apply to any
buy/sell agreement that was entered into prior to
October 9, 1990. Such a “grandfathered” buy/sell
agreement may not be substantially modified after
that date. This “grandfathering” provision is pro-
vided for in Regulation 25.2703-2.

The Service has ruled that changes to the quali-
ty, value, or timing of the agreement counterparties’
rights for pre-October 9, 1990, agreements were
de minimis and were not considered substantial
modifications. See, for example, IRS Letter Rulings
9652009, 9652010, and 9711017.

The Service has also ruled that clarifying the
provisions to buy/sell agreements may not be con-
sidered substantial modifications. See, for example,
IRS Letter Ruling 200625011.

SUMMARY OF TAX-RELATED
AGREEMENT PROVISIONS

The agreement counterparties (or the company
itself) should consider including the following pro-
visions (either in the buy/sell agreement or in the
company’s shareholder or partnership or operating
agreement) when implementing a buy/sell agree-
ment:

B [Establish a predetermined valuation-based
formula or methodology.

B Identify the method of—and the source of—
the funding for the securities sale, such as
cash, life insurance proceeds, or an install-
ment note.

B Require an interim closing of the company’s
books in order to allocate any items of
income and loss to the company owner who
disposes of his or her entire interest in the
closely held company.

B Require minimum distributions to all com-
pany owners in an amount equivalent to
the income tax payable on each owner’s dis-
tributive share of the pass-through entity’s
income or gain (this provision is particu-
larly beneficial to the pass-through entity’s
minority ownership interest holders).
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B  For an LLC or a partnership, require that
the entity consider a Section 754 election—
however, this election may not be appro-
priate if the value of the tax pass-through
entity’s assets has decreased (or is likely to
decrease in the future).

B  For an LLC or a partnership, address when
or whether a third-party purchaser can
become a partner/member—instead of an
assignee.

SUMMARY AND CONCLUSION

Closely held companies often implement a buy/sell
agreement among the company owners both (1) for
operational (or administrative) reasons and (2) for
taxation reasons. This discussion summarized both
types of reasons for implementing the closely held
company buy/sell agreement. With regard to the
taxation reasons, this discussion focused on closely
held tax pass-through entities.

This discussion considered the two principal
types of buy/sell agreements: (1) cross-purchase
agreements and (2) redemption agreements. This
discussion considered the various events that may
trigger the sale of the company owner’s equity inter-
est under the buy/sell agreement.

This discussion summarized various consider-
ations related to funding the buy/sell agreement
securities sale transaction. And, this discussion
described typical business or security pricing and
valuation provisions within the context of the buy/
sell agreement.

Finally, this discussion considered the influence
of buy/sell agreement valuation provisions with
regard to valuing the company owner’s interests for
transfer tax purposes. This discussion included both
statutory provisions and practical guidelines related
to the reliance on the buy/sell agreements valuation
provision—particularly with regard to estate tax
planning and estate tax compliance.

In the design and implementation of any buy/sell
agreement, the closely held company owners (and
the company itself) should consult with legal counsel,
tax advisers, and valuation specialists. These profes-
sionals typically work together to create a buy/sell
agreement that will achieve administrative objectives
and taxation objectives—both for
the closely held company and for
the company owners.

Robert Reilly is a managing director
of the firm and located in the Chicago
practice office. Robert can be reached
at (773) 399-4318 or at rfreilly@
willamette.com.
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Income Tax Thought Leadership

Valuation Analyst Considerations in the
S Corporation Sale Transaction

Robert F. Reilly, CPA

Valuation analysts (“analysts”) are often asked to assist with the pricing and structuring
of private company sale transactions. Analysts will often perform particular due diligence
procedures with regard to the sale of the S corporation private company. These due
diligence procedures often include the analyst’s review of the private company buy/
sell agreements, stock redemption agreements, and other shareholder agreements. This
due diligence may relate to the concern that the shareholder agreement (particularly
the shareholder agreement share pricing provisions) may have created a second class of
company stock. Such a second class of company stock could possibly invalidate the private
company'’s S election. Such a concern would affect both the corporate acquired and the
individual sellers of the S corporation private company. This discussion focuses on the
analyst’s review of such shareholder agreements, particularly during the structuring of the S
corporation/private company sale transaction.

INTRODUCTION

Valuation analysts and other financial advisors (col-
lectively referred to herein as “analysts”) may be
retained by private company owners (or by the com-
pany’s legal counsel or other transactional advisers)
to assist in the pricing and structuring of a business
sale transaction.

These analysts often provide such transaction
advisory services by working as part of a team of
professionals. That transaction team may include
corporate counsel, tax counsel, financial accoun-
tants, and others. Accordingly, analysts do not
provide legal, accounting, or taxation advice related
to the potential business sale transaction. Instead,
other professionals are retained to provide such
transactional advice.

However, analysts are expected to be knowledge-
able enough about these legal, accounting, or taxa-
tion areas to both:

1. identify the relevant transactional issues
and
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2. work with the appropriate professionals in
order to protect the client’s interests.

Analysts may be asked to provide such transac-
tion pricing and structuring services to private com-
pany owners in all industry sectors.

This discussion uses the term private company
instead of the term closely held company. In this
discussion, the term private company simply means
that the target company securities are not publicly
traded.

In many merger and acquisition (“M&A”) trans-
actions, the target company can be quite large.
Such large target companies may have 100 or more
shareholders, many of whom may not be current
employees (or otherwise involved in the manage-
ment) of the private company. With such a large
number of sharcholders, such target companies are
not closely held. However, such large companies are
still private companies.
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S CORPORATION SALE
TRANSACTIONS

Many private companies have elected S corpora-
tion status for federal income tax purposes. That
is, many of these private companies are tax pass-
through entities.

An S corporation does not recognize taxable
income at the company level—including with regard
to any gain (or loss) on the sale of the company
assets. Rather, the S corporation’s income is “passed
through” to the company shareholders. The indi-
vidual shareholders recognize their share of the S
corporation income (including any gains or losses
on the sale of the company assets) on their personal
income tax returns.

Many private companies are owned by members
of what is often called the Baby Boomer generation.
These private company owners are now reaching
retirement age.

As part of their retirement planning and/or other
personal financial planning, these company own-
ers may have to consider an ownership transition
related to their private company. Such an ownership
transition is often implemented through the sale of
the private company, with the company sale struc-
tured as some type of an M&A transaction.

This trend in Baby-Boomer-owned private com-
pany M&A transactions has been strong in the
last several years. Due to the aging of those Baby
Boomer private company owners, this trend of pri-
vate company M&A transactions (in many industry
sectors) is expected to continue for the next sev-
eral years.

THE SALE OF THE S CORPORATION
AND THE SEcCTION 338(H)(10)
ELECTION

These private companies may be attractive acquisi-
tion candidates for larger corporate acquirers. This
conclusion is true whether the acquirer is a private
company or a publicly traded company. Because
of the target company’s S corporation tax status,
many corporate acquirers will consider making an
Internal Revenue Code Section 338(h)(10) election
with regard to the private company acquisition.

Through this tax election, the corporate acquirer
can treat the purchase of the target company stock
as if it was the purchase of the target company
assets. For S corporation acquisitions, this Section
338(h)(10) election may provide significant income
tax benefits to the corporate acquirer, often at a
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relatively little income tax cost to the target com-
pany sellers.

In an M&A transaction regarding an S corpo-
ration target company, both the buyer and the
seller typically perform due diligence procedures to
ensure that there are no problems with regard to the
target company’s S corporation tax status.

In an M&A transaction, the corporate acquirer
may be particularly concerned about the validity of
the target company’s S election status. This tax sta-
tus concern is particularly relevant for a corporate
acquirer that intends to make the Section 338(h)
(10) election.

This concern is why the corporate acquirer
often requires the private company seller to indem-
nify the buyer with regard to the target company’s
S corporation income tax status. And, this concern
is why the seller also wants to identify any S elec-
tion issues or concerns prior to negotiating the
M&A transaction. Analysts can assist the private
company seller with these due diligence consider-
ations.

S CORPORATION SHAREHOLDER

AGREEMENTS

Analysts should be aware that the typical private
company often has a shareholder agreement with
each of the company owners. There are numerous
operational and legal reasons why a private com-
pany may have such shareholder agreements.

In particular, an S corporation typically has a
shareholder agreement with each of its owners.
One reason for this is to ensure that a party that
is not qualified to be an S corporation shareholder
does not become an owner of the company stock.
In other words, one reason for such a shareholder
agreement is to protect the private company’s S
election tax status.

However, the private company owners—and the
analyst—should be concerned that the shareholder
agreement does not create a second class of com-
pany stock. Such a second class of company stock
could possibly invalidate the company’s S election.
For this reason, corporate acquirers may devote
particular due diligence efforts to the review of any
shareholder agreements associated with S corpora-
tion acquisition.

Accordingly, in preparing for the acquirer’s
acquisition due diligence, the private company
sellers—with the analyst’s assistance—should also
review any shareholder agreements. This seller’s
(and analyst’s) review is intended to ensure that
there are no second class of stock concerns.
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This discussion focuses on
the due diligence considerations
related to the S corporation
shareholder agreement.

STOCK PURCHASE
VERSUS ASSET
PURCHASE
TRANSACTION

STRUCTURE

In the private company M&A
transaction, the corporate acquir-
er typically prefers to structure
the transaction as an asset pur-
chase rather than as a stock pur-
chase. There are both legal rea-
sons and taxation reasons for this
transaction structure preference.

The Asset Purchase Structure

In an asset purchase transaction structure, the
acquirer will allocate the total purchase price con-
sideration paid to the acquired tangible assets and
intangible assets. Following the purchase price allo-
cation rules of Section 1060, the acquirer allocates
the transaction purchase price based on the fair
market value of the acquired tangible assets and
intangible assets.

Any residual purchase price (above the total fair
market value of the tangible assets and the identifi-
able intangible assets acquired) is allocated to the
acquired goodwill.

Accordingly, the acquirer gets to “step up” the
depreciable tax basis in all of the acquired assets—
up to the total amount of the consideration paid.
Even the residual goodwill amount is amortizable
(i.e., the buyer enjoys an amortization expense
income tax deduction) over a statutory 15-year
amortization period. This is because the purchased
goodwill is a Section 197 intangible asset.

THE STOCK PURCHASE STRUCTURE

Alternatively, in the purchase of C corporation
stock, the acquirer typically maintains the carry-
over depreciable tax basis in the target company’s
assets. So, let’s assume a stock purchase transac-
tion where the acquirer pays a $100 million total
consideration for a target company, and the target
company currently has a tax basis in its assets of
%40 million.
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In that case, the acquirer would continue to
depreciate the $40 million carryover tax basis of the
target company assets.

In such a transaction, the C corporation selling
shareholders would recognize capital gain on the
difference between:

1. their tax basis in their shares of the com-
pany stock and

2. their pro rata allocation of the $100 million
purchase price.

In such a C corporation stock purchase transac-
tion, the Section 338(h)(10) election would have
positive income tax consequences to the acquirer
but negative income tax consequences to the sell-
ing shareholder. After making such an election,
the acquirer would be able to step up the depre-
ciable tax basis in the target company’s assets to the
total amount of the purchase price consideration.
However, the selling shareholder would recognize
significantly negative income tax consequences.

As it would with an actual sale of the company’s
assets, the C corporation itself would recognize a
taxable gain on the Section 338 deemed sale of its
assets (resulting in a reduced amount of net after-
tax sale proceeds available to distribute to the sell-
ers). In addition, the selling shareholders would also
recognize gain on the distribution of the remaining
transaction net proceeds.

Effectively, such a transaction structure results
in two levels of taxation to the selling shareholders:
first at the C corporation level and again at the sell-
ing shareholder level.
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The Section 338(h)(10) Election
Deemed Asset Purchase

In contrast, in the purchase of S corporation stock,
the Section 338(h)(10) election has fewer negative
income tax consequences to the target company
sellers The corporate acquirer gets to step up the
depreciable tax basis in the acquired assets to the
total purchase price paid. But, as a tax pass-through
entity, the target company does not recognize tax-
able income on this deemed asset sale. The gain
from the deemed asset sale is passed through to the
selling shareholders.

Typically, only a portion of that gain is recog-
nized as ordinary income by the selling sharehold-
ers (e.g., depreciation recapture income, the sale of
cash basis receivables, the sale of inventory).

Therefore, most of the gain on the sale trans-
action is recognized as capital gain by the selling
shareholders. And, if the target company sharehold-
ers negotiate effectively, the corporate acquirer may
be willing to compensate the selling shareholders for
the tax on the ordinary income recognized on the
deemed asset sale.

Accordingly, the target company’s S corpora-
tion status allows the corporate acquirer to make
the Section 338(h)(10) election—an election that
would typically not make taxation sense (at least to
the selling shareholders) in the case of a C corpo-
ration acquisition. That is, the target company’s S
corporation status allows the acquirer to structure
the M&A transaction as a purchase of stock (and
enjoy the associated legal protections of that deal
structure)—but also get the income tax benefits of a
deemed purchase of assets.

THE TARGET COMPANY’S S
CORPORATION TAX STATUS

For the reasons summarized above, the corporate
acquirer entering into a Section 338(h)(10) transac-
tion will perform due diligence procedures to ensure
that the target company has a valid S election. If the
target company’s S election is not valid, then the
acquirer may have acquired a C corporation that
has to pay income tax on the deemed asset sale at
the corporation level.

In addition, the acquired C corporation (i.e., the
target company with an invalid S election) may have
a substantial income tax liability associated with
prior years.

As part of its acquisition due diligence process,
the corporate acquirer will want to verify the valid-
ity of the target company’s S election. In particular,
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the acquirer’s analyst will typically review all of the
target company’s shareholder agreements.

If there is a shareholder agreement (as is com-
mon in S corporations), the acquired professional
advisers should confirm that the shareholder agree-
ment does not create a second class of target com-
pany stock. This is because having a second class of
stock could invalidate the target company’s S elec-
tion under Section 1361(b)(1)(D).

If the acquirer’s analyst is concerned about this
shareholder agreement issue, then the target com-
pany’s analyst should also be concerned about this
shareholder agreement issue. That is, the analyst
(and the target company’s other transaction advis-
ers) should identify—and resolve—any shareholder-
agreement-related S election issue before the target
company is put up for sale.

The following section summarizes some of the
shareholder agreement issues that the analyst should
look for in the due diligence review process related
to the target company. This due diligence review
process should include the analyst’s consideration
of any stock buy-sell provisions, stock redemption
provisions, and stock valuation provisions in the
shareholder agreement.

REVIEW OF THE PRIVATE COMPANY
SHAREHOLDER BUY-SELL AND
REDEMPTION AGREEMENT

To review the shareholder agreement’s impact on
the S corporation one-class-of-stock requirement,
the acquirer and its advisers—and the target com-
pany and its advisers—should consider Regulation
Section 1.1361-1(1)(2)(iii)(A).

This regulation states that S corporation share-
holder buy-sell and redemption agreements are
disregarded in determining whether the shares of
stock confer identical distribution and liquidations
rights, unless:

1. a principal purpose of the shareholder
agreement is to circumvent the S corpo-
ration one-class-of-stock requirement of
Section 1361(b)(1)(D) and

2. the sharcholder agreement establishes a
purchase price that, at the time that the
agreement is entered into, is significantly
in excess of—or significantly below—the
stock’s fair market value.

Regulation 1.1361-1(1)(2)(iii)(A) also provides
a safe-harbor price range for the S corporation
stock. The regulation provides that a stock price
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set at book value per share or between book value
and fair market value per share does not cause the
shareholder agreement to establish a price that
is significantly above—or significantly below—the
stock’s fair market value.

As part of the target company’s due diligence, the
analyst should review the buy-sell provisions, other
redemption provisions, and share price determina-
tion provisions of any S corporation shareholder
agreement.

Important to the target company (and to the
analyst), Regulation 1.1361-1(1)(2)(v) provides a
special rule related to a transaction involving a
Section 338(h)(10) election. If the S corporation
shareholders sell the company stock in a transac-
tion for which a Section 338(h)(10) election is
made, the receipt by the shareholders of varying
price amounts per share will not cause the S corpo-
ration to have more than one class of stock.

However, this special provision only applies
when the varying price amounts per share are
determined in “arm’s-length negotiations” with the
corporate acquirer.

THE IMPACT OF REGULATIONS AND

LETTER RULINGS

Regulation 1.1361-1(1)(2)(v) provides a special rule
for the payment of a differing purchase price
per share in S corporation acquisitions involving
Section 338(h)(10) elections—under certain condi-
tions.

The Internal Revenue Service has been willing
to issue letter rulings on the impact of shareholder
agreements on the S corporation one-class-of-stock
requirement. The vast majority of these letter rul-
ings are considered to be taxpayer-favorable.

One ruling, Internal Revenue Service Letter
Ruling 9413023, addressed a shareholder agreement
that provided for a stock price including a discount
for lack of control (sometimes referred to as a
minority interest discount).

Using similar logic to that implied in Regulation
1.1361-1(1)(2)(v), the Internal Revenue Service
stated the following in Letter Ruling 9413023:

The facts reveal that the buy-sell agreement
.. . established a purchase price of fair mar-
ket value less a minority discount. When a
purchase price is the result of arm’s-length
business negotiations, the mere presence,
or absence, of a minority discount does
not cause an agreement to establish a pur-
chase price that is significantly in excess of
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or below the fair mar-
ket value of the stock.
Therefore, the agree-
ment will be disregarded
in determining whether
. shares of stock con-
fer identical distribution
and liquidation rights.

Analysts  should be
aware that there are
both taxpayer-friendly

regulations and taxpayer-

“As part of the
target company’s
due diligence, the
analyst should
review the buy-sell
provisions, other
redemption provi-
sions, and share

friendly letter rulings
issued related to this issue.
Therefore, acquirers should
not automatically assume
that shareholder buy-sell or
redemption agreements that
are reasonably entered into

price determination
provisions of any S
corporation share-

holder agreement.”

for valid business purposes

will be disregarded in the

analysis of whether an S corporation has a second
class of stock.

Accordingly, a target company’s shareholder
agreement will not necessarily prohibit the corpo-
rate acquirer of an S corporation from making the
Section 338(h)(10) election.

However, in practice, corporate acquirers often
express concern about the provisions in the S
corporation’s shareholder buy-sell or redemption
agreements. Corporate acquirers may express those
concerns by asking for an increase in the amount of
the deal funds to be held in escrow in order to:

1. cover any potential income tax exposure
should the target company’s S election be
invalidated and/or

2. reprice or restructure the pending M&A
transaction.

Given the importance of the target company’s
S status to the Section 338(h)(10) election, it is
understandable why a corporate acquirer may take
a hard line related to this particular taxation issue—
even though there appears to be relatively little risk
to the acquirer. If the target company’s S election
has been in effect for a long time, it may be diffi-
cult—if not impossible—for the corporate acquirer
to verify that the S election has been valid for all of
the years involved.

This corporate acquirer consideration is particu-
larly important if there have been a large number of
target company shareholders over the years, includ-
ing trusts.
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“The private compa-
ny shareholders

. . . should be pre-
pared to verify the
validity of the com-
pany’s S corporation
tax status once the
owners decide to
offer the company
for sale.”

THE TARGET AND
THE ACQUIRER
DUE DILIGENCE
PROCEDURES

A target company’s inad-
vertent misstep through
the vyears could have
caused its S election to
be invalidated. If the pur-
chase price of the M&A
transaction is substantial,
the corporate acquirer
may not be willing to

accept the risk, under any
circumstances, that the

target company’s S election may be invalid.

Given this concern, the existence of a share-
holder agreement is one reason for a corporate
acquirer to create doubt about the target company’s
S election validity.

One solution that may be proposed by a corpo-
rate acquirer is to have the target company’s seller
enter into a tax-free F reorganization under Section
368(a)(1)(F). This transaction structure is accom-
plished by forming a new corporation (“Newco”).
Newco becomes the parent corporation of the exist-
ing target S corporation.

A qualified subchapter S subsidiary (“QSub”)
election is then filed. That QSub election then ter-
minates the existing S corporation for income tax
purposes. Newco is then not required to file a new
S election under the F reorganization. However,
the corporate acquirer may insist that Newco go
ahead and file a new S election anyway—just as a
precaution.

The corporate acquirer may also look to increase
the amount of funds to be included in the M&A trans-
action escrow account. The purpose of this escrow
amount is to cover any corporate income tax that
would be owed for open tax years in the event that
the target company’s S election is found to be invalid.

ALTERNATIVE TRANSACTION
STRUCTURES

Other procedures are available to safeguard the
corporate acquirer in the S corporation M&A trans-
action. Effectively, these other procedures put sub-
stantially all the risk of an invalid S election on the
target company’s selling shareholders.

One example of such a procedure is to convert
the target S corporation to a limited liability com-
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pany (“LLC”) immediately prior to the transaction
closing. In this structure, the target S corporation is
considered to have liquidated in a taxable transac-
tion as of the formation of the LLC.

The uncertainty of the target company’s S corpo-
ration status should end at that point. The corporate
acquirer purchases the units of the LLC immedi-
ately after the conversion. Any potential corporate
income tax liability will then fall upon the target
company’s selling shareholders—who received the S
corporation’s assets in liquidation.

SUMMARY AND CONCLUSION

The private company shareholders—and the valua-
tion analyst—should be prepared to verify the valid-
ity of the company’s S corporation tax status once
the owners decide to offer the company for sale.

The target company—and the analyst—should
perform adequate due diligence procedures in order
to provide the necessary documentation to a corpo-
rate acquirer in order to substantiate the company’s
S corporation tax status.

As soon as possible in the due diligence process,
the analyst should inform the private company sell-
ing shareholders about this potential transaction
issue. The analyst can assist the selling shareholders
in the review of any private company shareholder
agreement.

In particular, the analyst should review the valu-
ation issues and the pricing issues with regard to
any buy-sell or other redemption provisions in these
shareholder agreements.

Alternatively, all of the parties to the potential
M&A transaction may consider implementing an
alternative transaction structure that does not
involve the corporate acquirer making a Section
338(h)(10) election.

Without the forethought of the analyst—and of
the private company’s other transactional advis-
ers—any consideration of the validity of the target
company’s S election often comes up fairly late in
the M&A transaction due diligence process. At such
a late stage in the pending M&A transaction, any
uncertainty regarding the target company’s S corpo-
ration tax status may cause the corporate acquirer
to reconsider making the other-
wise attractive acquisition.

Robert Reilly is a managing direc-
tor of the firm and is located in our
Chicago practice office. Robert can
be reached at (773) 399-4318 or at
rfreilly@willamette.com.
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We are pleased to announce the Revised Edition of . ..

Guide to

Intangible Asset Valuation
by Robert F. Reilly and Robert P. Schweihs

This 745-page book, originally published in 2013 by the
American Institute of Certified Public Accountants, has been
improved! The book, now in hardback, explores the disciplines
of intangible asset valuation, economic damages, and transfer
price analysis. Guide to Intangible Asset 1V aluation examines the
economic attributes and the economic influences that create,
monetize, and transfer the value of intangible assets.

RobertReillyand Bob Schweihs, Willamette Management

Associates managing directors, discuss such topics as:

Identifying intangible assets and intellectual property
Structuring the intangible asset valuation, damages, or
transfer price assignment

Generally accepted valuation approaches, methods, and
procedures

Economic damages due diligence procedures and
measurement methods

Allowable intercompany transfer price analysis methods
Intangible asset fair value accounting valuation issues
Valuation of specific types of intangible assets (e.g.,
intellectual property, contract-related intangible assets,
and goodwill)

Illustrative examples are provided throughout the book,

and detailed examples are presented for each generally
accepted (cost, market, and income) valuation approach.

Who Would Benefit from This Book

Litigation counsel involved
in tort or breach of contract
matters

Intellectual property counsel
International tax practitioners
Property tax practitioners

Willamette
Management
Associates

Auditors and accountants Commercial bankers and

Valuation analysts
Licensing executives

investment bankers
Merger & acquisition profes-
sionals

executives

Judges and arbitrators

Join the Thought Leaders!

Willamette Management Associates is actively
recruiting analysts for our offices in Chicago,
Atlanta, and Portland. We are seeking qualified
candidates at the managing director, manager,
and associate levels. For more information, please
visit our website at www.willamette.com.
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Recent Articles and
Presentations

Robert Reilly, a managing director of our firm,
authored a three-part article that appeared in
the February/March 2020, April/May 2020, and
June/July 2020 issues of Financial Valuation
and Litigation Expert. The title of Robert’s
article is “Intellectual Property Valuations
within Bankruptey Controversies—Parts 1, 2,
and 3.”

There are many reasons why a valuation analyst
may be asked to value debtor company intellectual
property within a bankruptey environment.

Part 1 of Robert’s article explains and illustrates
the generally accepted intellectual property valu-
ation approaches and methods that analysts typi-
cally consider in a bankruptcy-related controversy.
Robert also describes the intellectual property
valuation synthesis and conclusion process. And,
Robert’s article recommends best practices related
to (1) the attributes of an effective intellectual
property valuation report and (2) the types of pro-
fessionals who should serve as intellectual property
valuation testifying experts.

Part 2 of this article describes the three general
approaches to IP valuation: the cost approach, the
market approach, and the income approach.

In Part 3, Robert examines the income approach
as it is used in IP valuations within the bankruptcy
context. Robert also discusses the synthesis and
conclusion procedures. Finally, Robert presents the
attributes of an effective valuation expert report and
identifies who should perform IP valuations.

Benjamin Duffy authored an article
that appeared in the June 2, 2020, issue
of QuickRead, the National Association of
Certified Valuators and Analyst’s online pub-
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lication located at quickreadbuzz.com. The
title of that article is “ESOP Implementation
Considerations: A Leverage ESOP vs. a Non-
Leverage ESOP.”

An employee stock ownership plan (ESOP) is a
qualified retirement plan that allows employees to
hold equity in the sponsor company that employs
them. There are various strategies that may be
considered when the sponsor company forms and
ESOP. One important structural decision regarding
the ESOP formation is whether the ESOP will be
leveraged or nonleveraged. Ben’s article compares
the leveraged ESOP structure and the nonleveraged
ESOP structure. He explores various characteristics
and advantages associated with leveraged and non-
leveraged ESOP structures.

Justin Nielsen, a senior director with FTI
Consulting, and Charlene Blalock, a senior
research analyst in our Portland office,
authored an article that appeared in the
Winter 2020 issue of the American Journal of
Family Law. The title of Justin and Charlene’s
article is “Considering the Subject Industry
When Applying the Income Approach in a
Family Law Context”

The income approach is often performed in
the valuation of closely held businesses for fam-
ily law purposes. Analysts often obtain projections
from the subject company management. Industry
research may be helpful in performing due diligence
and reviewing the reasonableness of such manage-
ment-prepared projections. This article summarizes
the relationship between the income approach and
the subject industry. In addition, it provides practi-
cal guidance regarding the analyst’s role in properly
addressing the subject industry when applying the
income approach and conducting company manage-
ment interviews in a family-law-related business
valuation.

www.willamette.com

www.willamette.com

INSIGHTS ¢ SUMMER 2020 95




Willamette Management Associates Insights

Communiqué

IN PRINT

Robert Reilly, firm managing director, authored an
article that appeared in the January/February 2020
issue of Construction Accounting and Taxation.
The title of Robert’s article was “Compensating
Key Employees with Stock-Based Compensation
Grants.”

Robert Reilly also authored an article that
appeared in the February 20, 2020, issue of
QuickRead, the National Association of Certified
Valuators and Analyst’s online publication located
at quickreadbuzz.com. The title of that article
was “Private Company Stock-Based Compensation
Arrangements to Attract or Retain Key Employees.”

Robert Reilly also authored an article that
appeared in the March/April 2020 issue of the
Journal of Multistate Taxation and Incentives. The
title of that article was “Due Diligence Considerations
in the Application of Market-Based Evidence.”

Robert Reilly also authored a three-part article
series that appeared in Financial Valuation and
Litigation Expert. The title of that three-part article
series was “Intellectual Property Valuations within
Bankruptey Controversies.” Part 1 appeared in the
February/March 2020 issue, part 2 appeared in the
April/May 2020 issue, and part 3 appeared in the
June/July 2020 issue.

Robert Reilly and Connor Thurman, an associate
in our Portland, Oregon, practice office, authored an
article that appeared in the May/June 2020 issue of
Construction Accounting and Taxation. The title
of their article was “Measuring Obsolescence in
Property Tax Appeals.”

Tim Meinhart, managing director and Chicago
office director, authored an article that appeared in
the May 2020 issue of Trusts & Estates. The title of
Tim’s article was “Are We Overestimating the Value
of Control in Estate-Planning Valuations?”
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Benjamin Duffy, a manager in our Atlanta
office, authored an article that appeared in the
June 2, 2020, issue of QuickRead, the National
Association of Certified Valuators and Analyst’s
online publication located at quickreadbuzz.com.
The title of that article was “ESOP Implementation
Considerations.”

IN PERSON

Kyle Wishing, Atlanta office director of ESOP valu-
ation services, was one of the presenters in a May
5, 2020, webinar sponsored by Business Valuation
Resources. The topic of the Business Valuation
Resources webinar was “Projection issues Raised in
ESOP Litigation.”

Robert Reilly and Kyle Wishing presented a
webinar on April 16, 2020, for Valuation Products
and Services. The topic of the Valuation Products
and Services webinar was “Estimating Long-Term
Growth Rates in Times of Economic Uncertainty.”

ENCcOMIUM

Curt Kimball, managing director in our Atlanta
office, recently earned the accredited senior
appraiser—appraisal review & management—valu-
ation credential awarded by the American Society
of Appraisers.

Dean Driskell, managing director and Atlanta
office director, recently earned the accredited in
business valuation (“ABV”) professional valuation
credential awarded by the American Institute of
Certified Public Accountants.

Weston Kirk, Atlanta office vice president, was
recently recognized with the “40 under 40” recogni-
tion from Georgia State University.
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