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Tax Court Guidance Regarding 
Petitioner and IRS Valuation Analysts—
Understanding What to Do and What 
Not to Do When Valuing a Closely Held 
Business within the Gift, Estate, and 
Generation-Skipping Tax Context
Stephen P. Halligan and Michael A. Harter

Judicial Guidance Insights

The U.S. Tax Court regularly provides guidance as to appropriate petitioner valuation 
analyst and Internal Revenue Service (the “Service”) valuation analyst analysis, specifically 
as it relates to valuing closely held businesses within the federal gift tax and federal estate 

tax context. Understanding why the Tax Court views certain analyses and reports more 
favorably than others is crucial when conducting a closely held business valuation for gift, 

estate, and generation-skipping tax purposes. This discussion (1) summarizes the valuation 
analyst’s role within the gift and estate tax context, (2) highlights several recent court 
decisions related to the valuation analyst’s role within the gift, estate, and generation-

skipping tax context, and (3) provides insights into the court’s expectations as they relate to 
petitioner valuation analyst and Service valuation analyst opinions.

introduction
Federal gift and estate taxes are taxes that are 
applied to property, including an ownership interest 
in a closely held businesses (the “subject interest”) 
that is either (1) transferred at death (i.e., estate 
taxes) or (2) gifted during an individual’s lifetime 
(i.e., gift taxes).

In many instances, a valuation analyst will be 
asked by the taxpayer to perform a valuation of the 
eligible gift, estate, or generation-skipping tax prop-
erty in order to assist in quantifying the gift, estate, 
or generation-skipping tax liability. Formal valua-
tion assignments that are performed for gift, estate, 
or generation-skipping tax purposes are subject to 
the Internal Revenue Code, Treasury Regulations, 
and Internal Revenue Service revenue rulings.

A valuation performed at or near the time of the 
taxable event can (1) reduce the likelihood of a sub-
sequent Service dispute and (2) provide quantitative 
and qualitative support to the values included in the 
tax return should a dispute arise.

As presented in PPC’s Guide to Business 
Valuations,1 valuations for closely held businesses 
included in a gift, estate, and generation-skipping tax 
return have become more important for the following 
reasons:

1. Increased scrutiny of valuation discounts. 
The gift tax return (Internal Revenue Service 
Form 709) has a box to check if a valuation 
discount is claimed. In addition, details of 
the valuation discount should be provided. 
(The authors recommend attaching the valu-
ation report to Form 709 to provide details 
of the discount.)
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2. Taxpayer Relief Act of 1997. Before the 
Taxpayer Relief Act of 1997 (TRA ’97), 
the Service, for estate tax purposes, could 
revalue any taxable gifts made during a 
decedent’s lifetime, even if the gift tax stat-
ute of limitations had expired and the gift 
had been adequately disclosed. However, 
for adequately disclosed taxable gifts made 
after August 5, 1997, the Service may not 
revalue gifts for estate tax purposes after 
the statute of limitations has run. As a 
result, the Service has more closely scruti-
nized the value of gifts made after August 5, 
1997.

3. Treasury Regulations for adequate disclo-
sure of gifts. On December 3, 1999, the 
Treasury issued final regulations defining 
“adequately disclosed” with respect to a gift 
tax return (see item 2 above).

  Overall, the regulations reinforce the 
principle that gift tax returns involving 
business interests should be accompanied 
by well-documented valuation reports for 
the statute of limitations to begin.

4. Service Restructuring and Reform Act of 
1998. This act addresses shifting the burden 
of proof from the taxpayer to the Service in 
cases of disputed valuations. It is important 
to understand that this shift is not auto-
matic. For the shift to occur, the taxpayer 
must provide credible evidence of the value 
claimed.

5. Pension Protection Act of 2006. This act 
changed the substantial and gross valuation 
penalty tests for returns filed after August 
17, 2006. A substantial gift and tax valua-
tion understatement exists when the value 
of any property claimed on a gift and estate 
tax return is 65 percent (previously 50 per-
cent) or less of the amount determined to 
be correct.

  A gross valuation misstatement exists 
when the value of any property claimed 
on a gift and estate tax return is 40 per-
cent (previously 25 percent) or less of the 
amount determined to be correct.

The Tax Court, which often decides on matters 
concerning the valuation of closely held businesses 
within the gift and estate tax context, is generally 
viewed as the primary forum for ruling on tax dis-
putes through either litigation or negotiations at the 
Service field level or appellate court level.

Unavoidably, in estimating the value of a closely 
held business within the gift and estate tax context, 

the valuation analyst report will occasionally be chal-
lenged by the Service. In this dispute situation, the 
taxing authority often will engage a valuation analyst 
(i.e., the “respondent analyst”) to challenge the tax-
payer valuation analyst (the “petitioner analyst”).

The goal of this discussion is to describe several 
recent Tax Court decisions and provide guidance 
for the valuation analyst in regards to the Tax Court 
expectations as they relate to petitioner analyst and 
Service analyst valuation opinions. Included in this 
discussion are several valuation-related issues that 
have been recently addressed by the Tax Court.

GuidancE From thE court—
thE suBjEct company lonG-
tErm Growth ratE

It has been said that, “In the simplest sense, the 
theory surrounding the value of an interest in a 
business depends on the future benefits that will 
accrue to its owner. The value of the business inter-
est, then, depends upon an estimate of the future 
benefits and the required rate of return at which 
those future benefits are discounted back to present 
value as of the valuation date.”2

As such, in valuing any business, the income 
approach—discounted cash flow method (DCF)—is 
fundamentally based on the calculation of a current 
(i.e., present) value of the business’ anticipated 
future economic benefits, or earnings.

The two integral components of the DCF meth-
od, as mentioned, are (1) the estimation of future 
economic earnings, and (2) the estimation of an 
appropriate risk-adjusted required rate of return 
used to discount the estimated future earnings back 
to present value.

While many independent factors influence the 
estimation of both a subject company’s future earn-
ings and appropriate risk-adjusted required rate of 
return (i.e., discount rate), an often under-analyzed 
component in applying the DCF method is the sub-
ject company estimated long-term revenue (or earn-
ings) growth rate.

In applying the DCF method, the valuation 
analyst may assume that the estimated future 
earnings will eventually stabilize. These long-term, 
stabilized earnings can then be capitalized into 
perpetuity and discounted back to the selected 
valuation date.

Generally, the value of the long-term stabilized 
benefits stream is labeled the terminal value (or 
residual value), and is based on the valuation ana-
lyst’s estimated long-term, normalized earnings 
growth rate.
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In Estate of Louise Paxton 
Gallagher v. Commissioner of 
Internal Revenue, one of the 
issues addressed by the Tax 
Court was the estimation of an 
appropriate long-term growth 
rate to be applied to the future 
earnings of the subject company 
when applying the DCF method.

Specifically, the Tax Court 
explained:

We find Mr. Thomson’s 
[respondent analyst] rev-
enue growth projections to 
be more persuasive. Mr. May 
[petitioner analyst] chose 
a growth rate that he him-
self acknowledged was “sig-
nificantly” higher than the 
company’s actual 2002 and 

2003 newspaper growth (0.6 percent and 
1.1 percent, respectively).

 In contrast, Mr. Thomson’s baseline 
projection derives from PMG’s historical 
growth absent acquisitions, a reasonable 
benchmark given that PMG did not specifi-
cally identify to either party’s expert [the 
expected] future acquisitions [of PMG] as of 
the valuation date.3

Generally, the valuation analyst will extensively 
review and critique prospective data (i.e., con-
temporary management-prepared projections, esti-
mated future growth rates for the company subject 
industry and comparable publicly traded compa-
nies, estimated future global economic factors, etc.) 
in estimating appropriate future earnings growth 
rates to be used in the DCF method.

While it is important to consider these data, the 
Tax Court makes it clear that the petitioner analyst 
and the respondent analyst should also consider 
the historical performance of the company when 
estimating an appropriate long-term, normalized  
earnings growth rate.

The Tax Court further explained:

Finally, Mr. Thomson based adjustments 
to the baseline projection on actual past 
performance and resulting effects to the 
company. We shall rely on Mr. Thomson’s 
revenue projections in valuing decedent’s 
units of PMG.

As opined by the Tax Court, any long-term 
earnings growth rate estimation presented by the 
petitioner analyst, or the respondent analyst, must 

include a consideration of the historical past perfor-
mance of the subject company.

GuidancE From thE court—
considEration oF thE suBjEct 
company industry

A company subject industry analysis can provide 
a useful portrait of how a business fits within an 
industry by providing a road map of where the 
industry has been, and where the industry is likely 
going.

As presented in Financial Valuation: 
Applications and Models, some questions that can 
assist the valuation analyst in developing a subject 
industry road map. Such a road map can be used 
in considering the subject industry when estimat-
ing the value of a business, include the following:

1. What are the prospects for growth?

2. What are the industry’s dominant economic 
traits?

3. What competitive forces are at work in the 
industry and how strong are they?

4. What are the drivers of change in the indus-
try and what effect will they have?

5. Which companies are in the strongest/
weakest competitive positions?

6. What key factors will determine competi-
tive success or failure?

7. How attractive is the industry in terms of its 
prospects for above-average profitability?

8. How large is the industry?

9. Is the industry dominated by a few large 
companies?

10. Are there many public companies in this 
industry?

11. How much merger and acquisition activity 
is occurring?

12. What are the barriers to entry?

13. Is it a regulated industry?

14. Who are the customers? Is that base grow-
ing?4

Therefore, it is the responsibility of the valuation 
analyst to align each valuation variable, regardless 
of what standard valuation approach or method 
is applied to valuing the subject interest, with the 
subject industry historical, current, and projected 
economic performance.

“. . . it is the 
responsibility of 
the valuation ana-
lyst to align each 
valuation assump-
tion . . . with the 
subject industry 
historical, current, 
and projected 
economic perfor-
mance.”
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The following sections address two Tax Court 
opinions that involve the appropriate consideration 
of the subject industry within the gift and estate tax 
context.

The Subject Industry—DCF Method
As mentioned, within the income approach there 
are a number of generally accepted valuation meth-
ods. Each valuation method is based on the premise 
that the value of an investment is a function of the 
economic income that will be generated by that 
investment over its expected life.

The Tax Court opinion in Estate of Louise 
Paxton Gallagher v. Commissioner of Internal 
Revenue provides additional guidance in regards 
to the proper consideration of the subject industry 
when applying the DCF method.

Specifically, the Tax Court explained:

Respondent next disputes Mr. May’s (peti-
tioner analyst) adjustment to his eco-
nomic projections to account for high-
er industry (emphasis added) newsprint 
costs. Because of the “industry-expected 
(emphasis added) rise of newsprint costs 
for 2004 and 2005,” Mr. May estimated a 
0.7 percent cost increase in 2004 and an 
annual 1.3 percent cost increase in years 
2005 through 2010. He fails, however, to 
explain how he arrived at those projected 
costs. Petitioner provides no further sup-
port for the annual adjustment, other than 
referring to Mr. Paxton’s testimony that 
such an adjustment may be necessary if 
future cash flows will differ from past cash 
flows. Because neither petitioner nor his 
expert, Mr. May, has convinced us as to 
the propriety of the adjustment, we shall 
disregard it.

The petitioner analyst, while attempting to con-
sider the subject industry and incorporate an indus-
try-based adjustment to the company management-
prepared projections, failed to provide adequate 
support for his adjustments.

Therefore, it is simply not sufficient to blindly 
address the subject industry. Rather, the petitioner 
analyst and respondent analyst should  compre-
hensively support any consideration of the subject 
industry when applying the DCF method in valuing 
a closely held business within the gift and estate tax 
context.

The Subject Industry—Subsequent 
Events

Generally, in completing a formal valuation of 
the subject interest for gift, estate, or generation-
skipping tax purposes the valuation analyst will 
disregard any data or event occurring after the 
valuation date.

However, as proffered by the Tax Court, events 
subsequent to the valuation date may affect the 
fair market value of the subject property being 
analyzed if (1) the event was reasonably foresee-
able as of the valuation date or (2) if the event 
was relevant to establishing the amount that a 
hypothetical willing buyer would have paid a 
hypothetical willing seller for the subject inter-
est, even if the event was unforeseeable as of the 
valuation date.

As presented in Understanding Business 
Valuation, it may be appropriate to consider subse-
quent events when analyzing the value of the sub-
ject interest within the gift and estate tax context. 
Trugman opines that:

Although valuation, for the most part, is 
performed based on the events that were 
known or would have been knowable by the 
willing buyer and willing seller, there are 
many times that subsequent events can act 
as either your friend or your foe. The Tax 
Court (emphasis added) has been known to 
look at transactions after the valuation date 
to test the reasonableness of what the valu-
ation analyst has done.5

Further, the U.S. Treasury Department and the 
Service provide direction as to the appropriate 
consideration of subsequent events within the gift 
and state tax context. As presented in Treasury 
Regulation 20.2031-1(b):

When a subsequent event is used to set 
the fair market value of property as of an 
earlier date, for estate tax purposes, adjust-
ments should be made to the sale price to 
account for happenings between the two 
dates which would affect the later sale 
price; these happenings include (1) infla-
tion, (2) changes in the relevant industry 
(emphasis added) and the expectations 
for that industry (emphasis added), (3) 
changes in business component results, (4) 
changes in technology, macroeconomics, or 
tax law, and (5) the occurrence or nonoc-
currence of any event which a hypothetical 
reasonable buyer or a hypothetical reason-
able seller would conclude would affect the 
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selling price of the property subject to valu-
ation (e.g., the death of a key employee).6

In re Estate of Helen M. Noble v. Commissioner, 
the Tax Court provides contemporary guidance 
regarding the importance of considering subsequent 
events, and also addressing the effect of the sub-
ject industry when considering subsequent events, 
within the gift and estate tax context.

The Tax Court determined that a subsequent 
third-party sale of an ownership interest in the iden-
tical closely held business as owned by the petition-
ers was appropriate to be used to set the fair market 
value of the business on the previous valuation date 
(i.e., the petitioner’s date of death).

The Tax Court explained:

The record before us does not establish the 
presence of any material change in circum-
stances between the date of the third sale 
[third-party sale in the identical closely 
held business subsequent to the valuation 
date] and the applicable valuation date. On 
the basis of the record before us, we believe 
that the sole adjustment that must be made 
to the $1.1 million sale price in order to 
arrive at the fair market value of the subject 
shares as of the applicable valuation date is 
for inflation.7

There was no industry adjustment suggested by 
the Court in the above decision. However, it is clear 
that both the petitioner analyst and the respondent 
analyst should consider the subject industry when 
addressing subsequent events when valuing an own-
ership interest in a closely held business within the 
gift and estate tax context.

Corroborative Guidance from the 
Delaware Chancery Court—The 
Subject Industry

The Delaware Court of Chancery (the “Chancery 
Court”), which decides on matters concerning 
shareholder equity claims, is generally viewed as 
the primary forum for ruling on shareholder dispute 
litigation, including matters related to shareholder 
dissent. With its significant influence on valuation-
related matters, attorneys and valuation analysts 
alike, as well as the Service, frequently look to the 
Chancery Court for guidance regarding the valua-
tion of business interests.

Based on historical and recent opinions, and 
similar to recent rulings by the Tax Court as men-

tioned, the Chancery Court expects the valuation 
analyst to perform appropriate due diligence in 
regards to the subject industry.

In explaining the decision to disallow the appli-
cation of the income approach—DCF method in 
Doft & Co. v. Travelocity.com, Inc., the Chancery 
Court relied on, in part, the state of the subject 
industry as testified to by Anwar Zakkour, Solomon 
Smith Barney’s managing director:

Q. Did Salomon Smith Barney prepare a 
discounted cash flow analysis of Travelocity 
in connection with this transaction?

A. Absolutely not.

Q. Why was no discounted cash flow analy-
sis prepared in connection with this trans-
action?

A. Because this was an industry (emphasis 
added) that was in flux. And the manage-
ment team itself, which should have been 
the team that was most able to put together 
a set of projections, would have told you 
it was virtually impossible to predict the 
performance of this company into any sort 
of reasonable future term. And they in fact 
had very little confidence with even their 
2002 forecast numbers because of that.

 September 11th didn’t help the pace of 
migration from off-line to online. It didn’t 
help. The airlines being very focused on 
cutting their distribution costs didn’t help. 
These were all things that were happening 
real time. Travelocity going from being the 
number one player to being very unfavor-
ably compared to Expedia and certainly 
losing its number one position to them in 
a very short time didn’t help. These are all 
things that support that. And other than 
maybe God himself, I suspect nobody could 
really predict what this business is going to 
do in the next five years.8

The Chancery Court further explains in Doft & 
Co. v. Travelocity.com, Inc.:

For these reasons, the court reluctantly 
concludes that it cannot properly rely on 
either party’s DCF valuation. The goal of 
the DCF method of valuation is to value 
the future cash flows. Here, the record 
clearly shows that, in the absence of rea-
sonably reliable contemporaneous projec-
tions, the degree of speculation and uncer-
tainty characterizing the future prospects 
of Travelocity and the industry in which 
it operates (emphasis added) make a DCF 
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analysis of marginal utility as a valuation 
technique in this case.9

summary and conclusion
Formal valuation assignments performed for gift and 
estate tax purposes have become more important 
for the following reasons:

1. The general increased scrutiny of valuation 
discounts on gift and estate tax returns

2. The effect of the Taxpayer Relief Act of 
1997, which increased Service scrutiny of 
the value of gifts made after August 5, 1997

3. Treasury Regulations for adequate disclo-
sure of gifts

4. The Service Restructuring and Reform Act 
of 1998, which addressed shifting the bur-
den of proof from the taxpayer to the 
Service in cases of disputed valuations

5. The Pension Protection Act of 2006, which 
amended the substantial and gross valu-
ation penalty tests for returns filed after 
August 17, 2006

The Tax Court is generally viewed as the primary 
forum for ruling on tax disputes, either through liti-
gation or negotiations at the Service field level.

In applying the DCF method to value a closely 
held business within the gift and estate tax context, 
many times the valuation analyst will assume that 
the estimate of future earnings will eventually sta-
bilize.

These long-term, stabilized earnings can then be 
capitalized into perpetuity and discounted back to 
the valuation date. Generally, the value of the long-
term stabilized benefits stream is labeled the termi-
nal value, and is based on the valuation analyst esti-
mated long-term, normalized earnings growth rate.

Typically, the valuation analyst will review and 
critique prospective data in estimating appropriate 
future earnings growth rates to be used in the appli-
cation of the DCF method.

While it is important to consider these data, the 
Tax Court makes it clear that the petitioner analyst 
and the respondent analyst should also consider 
the historical performance of the company when 
estimating an appropriate long-term, normalized 
earnings growth rate.

In completing a formal valuation of a closely held 
business for federal gift and estate tax purposes, the 
valuation analyst will generally disregard any data 
or event occurring subsequent to the valuation date.

However, the Tax Court has opined that:

1. events subsequent 
to the valuation date 
may affect the fair 
market value of the 
property being ana-
lyzed and

2. the petitioner ana-
lyst and the respon-
dent analyst should 
consider the subject 
industry to properly 
address subsequent 
events when valuing 
an ownership inter-
est in a closely held 
business within the 
gift, estate, and gen-
eration-skipping tax 
context.
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“. . . the Tax Court 
makes it clear that 
the petitioner 
analyst and the 
respondent ana-
lyst should also 
consider the his-
torical performance 
of the company 
when estimating an 
appropriate long-
term, normalized 
earnings growth 
rate.”


