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| NTRODUCTI ON
The enactnent of Suprene Court Rule 1.17 on the sale of a | aw
practice renoves an existing inequity in the treatnment of |awers
based upon the legal nature of the entity wthin which they
practice law. The valuation of a law practice has its own unique
aspects which set these valuations apart from the valuation of
ot her professional practices. The purpose of this article is to
analyze the case law relevant to valuation of |aw practices; to
descri be and explain the methodol ogy used to value |aw practices;
to suggest various issues to be covered in cross-examnation of a
val uation expert; and to address certain practical problens
arising in the context of valuing | aw practices.
l. Rule 1.17 (the text of the rule appears in the
Appendi x to these materi al s)

a. Hi story of the Rule

Before Rule 1.17 ethical restrictions existed which, by their
practical effect, mnmde it inpossible for solo or individual
practitioners to "sell"™ their practices. Restrictions on fee-
splitting, on sharing fees wth non-lawers, on transfers of
client papers and property, and regarding client confidentiality
all coalesced to create an environnent wthin which individual
| awyers could not ethically "sell"” an ongoing practice to another
lawyer.' In our state, the COffice of Chief Disciplinary Counsel

had issued various advisory opinions, both formal and informal,



whi ch taken together made it practically inpossible to sell one's

| aw practice to another |awer.

This ethical prohibition was inequitable and discrimnated

agai nst the individual practitioner by prohibiting himor her from

selling an business asset built over tinme, |ike any other
entrepreneur. Attorneys practicing with others had no such
restriction; a buy-sell agreement in a group practice or

pr of essi onal corporation was, and is, allowed.

The Mobdel Rules of Professional Conduct did not affirmatively
provide for the sale of a law practice before the ABA House of
Del egates passed Mdel Rule 1.17. "While the nodel rules of
prof essional conduct [did] not necessarily specifically prohibit
the sale of a law practice, they [had] been interpreted by state
suprenme courts and disciplinary bodies not to allow a | aw practice
to be sold if you are a solo practitioner."" In 1988, the State
of California passed a statute expressly allowing the sale of a
law practice, and in 1990, the ABA followed suit in passing Mdel
Rule 1.17.'"" The General Practice Section of the Mssouri Bar
adopted a variant of the Mdel Rule in April, 1990, and the
resolution sat with the Board of GCovernors of the Mssouri Bar
from April 1990 wuntil its wultimate adoption by the M ssour
Suprene Court in August, 1994 " Qur Mssouri Rule 1.17
substantially follows the nodel rule. The adoption of Rule 1.17

creates the ability for any lawer to sell his or her practice in



its entirety, including goodw II.
The M ssouri Suprene Court did not, at the tinme it enacted
Rul e 1.17, make changes to the other rules of professional conduct
contenpl ated by the nodel rule. For instance, Rule 5.4 prohibits
| awyers or law firns fromsharing |l egal fees with nonlawers. The
Model Rule and the Mssouri rule anticipate that the estate of a
deceased | awer may be the seller of the practice; however, only
the Model Rule anends Rule 5.4 to provide:
...a lawer who undertakes to conplete unfinished |Iegal
busi ness of a deceased lawer nmay pay to the estate of the
deceased |awyer that proportion of the total conpensation
which fairly represents the services rendered by the
deceased | awer; and
a lawyer who purchases a practice from the estate of a
deceased | awyer, or from any person acting in a
representative capacity for a disabled or disappeared | awer,
may, pursuant to the provision of Rule 1.17, pay to the
estate or other representative of that |awer the agreed
upon price..."’
M ssouri Rule 5.6, consistent with the existing Mdel Rule
5.6, bars restrictions upon the right of a |lawer to practice |aw
after termnation of a partnership or enploynment agreenent.
However, ABA Mdel Rule 5.6 was anmended to give Mdel Rule 1.17
wi de berth: "This Rule does not apply to prohibit restrictions
that may be included in the terns of the sale of a law practice
pursuant to Rule 1.17." The Mssouri Rule expresses a simlar
sentinment: "The seller and purchaser may agree to restrictions on
the practice of law by the seller, which shall be set forth in a

witten agreenent.

The effective date of the new Mssouri rule is July 1, 1995.



1. VWHAT ARE WE VALU NG?

Law practices, |like other professional practices and business
entities, are conprised of both tangible and intangible assets.
It is the valuation of the intangibles which |eaves the nost room
for subjectivity on the part of the appraiser The article wll
first address the tangibles and suggest specific considerations
which should be made in the valuation; the appraisal of the
intangi bles will be considered thereafter.

a. Cash or Accrual Accounting.

If the records of the practice are nmaintained on a cash,
rather than accrual basis, the balance sheet wll have to be
adjusted by the evaluator in order to nore accurately reflect the
financial status of the practice at the tinme of the appraisal.

"Cash basis"™ accounting neans inconme collected by the
practice is reported as earned, and expenses are recorded after
they are paid. "Accrual basis" accounting neans incone to the
practice is reflected as earned, whether collected or not, and
expenses are recorded when incurred, whether or not paid. This is
an all-inportant distinction in reviewing the tangible assets of
the practice, because if you are limted to a cash basis review,
your evaluation wll suffer from acute nyopia. In addition to
creating a nore accurate "big picture" for the financial status of
the practice, accrual accounting limts the opportunities which
are otherw se available for m srepresentation.

b. VWhich are the tangi bl es?




The tangible assets are relatively unconplicated, and
general | y appear on the bal ance sheet. They are typically cash
in the bank, furniture, equipnment and investnments. Note that the
accounts receivable will not appear on the balance sheet of a
cash- basis entity. The reason is that cash basis accounting
records incone when it is actually received, rather than when the
| awyer becones entitled to receive it. The sane holds true for
payables. Mst law smaller law firm accounting is done on a cash
basi s. Therefore, the evaluator needs to request separately the
accounts receivabl e records.

1. Cash-In adjusting the balance sheet to the accrual
basis, the cash picture wll becone clearer. The eval uat or
shoul d nmake certain that none of the funds in the firmis trust
account have been earned; to the extent earned nonies remain in
the trust account, adjustnments shoul d be made.

2. Accounts receivable- In reviewing these accounts, the
apprai ser should confirm the accounts sent out for collection are
included in the list. Many times such accounts are witten off
t he books of the firmas bad debts when they are sent out, when in
fact they may be of sone value if pursued. If you are
representing the attorney selling the practice, nake sure he or
she has witten the bad debts off of the books before the
evaluation is performed. W are attorneys and not businesspeopl e;
sonetines bad debts remain on the books for years, even though

there is no prospect for collection. Such accounts should not be



included in a valuation of the practice.

After the wite-offs, accounts receivable should also be
adjusted for their collectability. This can be done in two
different ways. It may be that the practice has experienced a
history of wite-offs capable of being quantified on a percentage
basis. Alternatively, the accounts receivable nmay be aged, and a
di scount factor applied by the evaluator for older receivables in
an effort to estimate their true collectability. Either way, it
woul d be inequitable to assunme that the receivables on the books
of the firm represent 100-cent dollars, and sone nethod nust be
agreed-upon to fairly reflect this.

Finally, but perhaps nost inportantly, receivables should be
considered in conjunction with, and offset by, the accounts
payabl e. The payables will not appear on the bal ance sheet of a
cash-basis entity, but nust be obtained to insure a fair
eval uati on.

3. Work in process- These are also sonetines called
"unbilled accounts receivable" and are unique to professional
practices in which conpensation is based upon tinme, such as in the
legal or the accounting realns. These are reflected in tine
records. Further, many |aw office accounting or billing software
packages have the capability to prepare detailed work-in-process
reports. Wiere matters are handled on a contingent fee
arrangenent, their worth may be estinmated based upon the history

experienced by the firmor |awer, or on a case by case basis.



4. Prepai d expenses- In the adjustnment from cash basis

to accrual basis, prepaid expenses wll becone clear. Thi s nost
frequently appears wth respect to professional liability
i nsur ance. To the extent expenses have been prepaid, a

correspondi ng adjustnent shoul d appear which elimnates the future
liability to the extent of the prepaynent, and accordingly
i ncreases the value of the enterprise.

5. Equi pment - Exam ne depreciation schedules to determ ne
what equi pnent exists; independent wal k-through appraisal may be
necessary. Sone equi pnent may already have been depreciated off
t he books, but still have value. "Book value" does not reflect
the fair market value of the asset- "book value" is only an
accounting construct.

6. Leasehol d i nprovenents- In sonme circunstances, the
| easehol d inprovenents may increase the value of the enterprise
even though they remain with the landlord at the conclusion of the
| ease.

C. VWhat about the liabilities?

Liabilities against the firm should also be fairly reflected
in any appraisal of the value of the practice.

1. Payabl es- As noted above, the payables should
offset the receivables to fairly reflect the expected cash flow

2. Accrued liabilities- Unpaid payroll and payroll taxes,
interest due on notes, and other m scellaneous obligations of the

| awyer related to the practice should be refl ected.



3. Leasehol d obligations and Contingent liabilities- These

ongoing obligations of the practice nust be addressed.

Qut standi ng professional liability suits should also be listed and
factored in some nmanner by the appraiser. Such a consideration
wll nore likely affect the goodw |l value, rather than the

tangi bl e asset value of the firm

d. VWhat are the intanqi bl es?

The nost controversi al area of professional practice
valuation is the subject of appraising the intangible value of the
enterprise. This subject is nost often lunped into the topic of
"goodwi | I "; however, goodwill is nerely a conponent, albeit the
nost readily identifiable and recogni zed conponent, of the value
of a professional practice.

Definitions of "intangible worth" and "goodw | I" vary w dely
and the discrepancy nost frequently has to do with the breadth of
the definition. Accountants have a different perspective from
apprai sers, and both may have a different perspective from people
in the business. In divorce cases, the goodwll of a
professional practice is as defined by the case law of the
jurisdiction.

The seminal Mssouri case is Hanson v. Hanson."' Hanson was a

consolidation of two cases in which the husbands were the sole
partners in an oral surgery partnership. |In Hanson, the M ssouri
Supreme Court granted transfer to determ ne whether Mssouri |aw

recogni zed the existence of goodwi |l in a professional practice as



a narital asset and to determne the extent to which those |aws

permt the division of such goodw Il upon dissolution of the
marri age.
The Hanson court defined goodwill as "...the value of the

practi ce which exceeds its tangible assets and which is the result
of the tendency of clients/patients to return to and recomrend the
practice irrespective of the reputation of the individua

nviii

practitioner. This is an inportant definition, because by its
terms it excludes all definitions of goodw!|l which are
i nconsistent therewth. In defining goodwill, the court
specifically stated "[i]t is property which attaches to and is
dependent upon an existing business entity; the reputation and
skill of an individual entrepreneur-- be he a professional or a
traditional businessman-- is not a conponent of the intangible
asset we identify generally as goodwi ll." Thus, the commonly held
perception that goodwi ||l reflects the reputation and skill of the
prof essional, is inconsistent with Hanson. '

On this subject, one consideration is the effect of a
covenant of non-conpetition. In appraising a professiona
practice, the wvarious available nethodology should seek to
replicate the value of the practice on the open narket. It
stretches credulity to suggest that one professional would buy the
practice of another professional wthout obtaining a covenant of

non-conpetition in the bargain. The absence of such a covenant

would surely deflate the fair narket value of the practice.
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However, under Hanson goodw || should not be representative of the
reputation and skill of the professional but rather it should be
sone intangible value in excess of the worth of the tangi ble hard

assets. In Theilen v. Theilen*, the court held that the value of a

covenant not to conpete should be excluded froma determ nation of
the existence of goodwll. "Perhaps a reason for this rule is
that no professional practitioner is required to give up his
profession in order to be divorced. Therefore, any value
attributable to a theoretical non-conpetition covenant should be

nxi

excluded from the calculation. The author interprets this
| anguage as neaning the value of a covenant of non-conpetition
should not be considered on the precise question of valuation;
however, as a practical matter if value is intended to reflect
fair market value, it is inconceivable that the effect of a
covenant of non-conpetition should not be considered in
determ ni ng val ue.
[11. THE METHODOLOGY OF VALUATI ON

Al'l approaches to value nust in sone nmanner relate to future
cash flow Buyers are interested in paying a seller an anount
based not on what was generated in the past, but rather based upon
what the buyer <considers a |likely future return on his/her
i nvest ment .

The primary approaches to the valuation of a professional

practice are variations of the follow ng:

1. Fair market value based wupon the conparable
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transacti ons;

2. Asset based approaches;

3. Ear ni ngs based appr oaches, i ncl udi ng excess
earnings or the "fornula" approach.

These approaches will be discussed in order bel ow

A Fair mar ket val ue based upon conpar abl e
transacti ons- -

The fair market value approach is the nost w dely enployed
standard of val ue. It represents the present value of the
expected cash flow a willing buyer is willing to purchase and a
willing seller is willing to sell.™ In the Hanson deci sion, the
Suprenme Court of M ssouri denonstrated a clear preference for the
fair market val ue approach

Because of the difficulties inherent in separating the
reputation of the professional fromthat of his

enterprise, evidence that other professionals are willing

to pay for goodw || when acquiring a practice is, in our

view, the only acceptabl e evidence of the existence of

goodwi I I . Thus, as a matter of proof, the existence of

goodwi I | is shown only when there is evidence of a recent
actual sale of a simlarly situated professiona

practice, an offer to purchase such a practice, or expert

testinony and testinony of nenbers of the subject

profession as to the existence of goodw |l in a simlar

practice in the rel evant geographi c and prof essi onal

mar ket. Absent such evi dence, one can only specul ate as

to the existence of goodwill.™"

According the Hanson court, the fair market value nethod is
nost likely to avoid the "disturbing inequity in conmpelling a
professional practitioner to pay a spouse a share of intangible
assets at a judicially determned value that could not be realized

by a sale or another method of |iquidating val ue."*"
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The standard of proof established by the Hanson court is a
heavy one indeed, especially where conparable sales of |aw
practices are concerned. In all likelihood, there are none.

B. Asset - based approaches- -

Val uati on approaches based upon the book value of an asset
are inherently wunreliable in this context, but are approved
nonet hel ess. The standard of val uators everywhere, Revenue Ruling
59- 60, approves the approach. However, the approach may not be
germane where human capital, not fixed assets such as in a
manuf act uri ng busi ness, generate the revenue.

It is inportant to renmenber that book value is an accounting
construct, not an econom c one. It represents the difference
bet ween the accounting neasurenent of the assets and the reported
liabilities. Such calculations may bear no relationship
what soever to actual value, and represent only figures reported on
t he books according to prescribed accounting conventions. Such an
approach is a poor indicator of fair market value, its primary
flaw being that it is not designed to capture or illustrate the
value of a professional practice's expected cash flows.™  Such
approaches nore closely approximate |iquidation, rather than fair
mar ket val ue.

C. Ear ni ngs- Based Approaches, including Excess Earnings

Commonly called the "formula approach” referring to the
formula described in Revenue Ruling 68-609 (see the Appendix,

infra) this approach was originally developed by the Internal
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Revenue Service in 1920 to value the intangible worth of
distilleries forced out of business by the 18th Anendnent. The is
based upon normalizing the earnings of the business, and applying
a capitalization rate to the excess earnings to reach a value
The determnation of the <capitalization rate 1is the nost
subj ective part of the process. Once the value is determ ned by
the capitalization of the excess earnings, the known value of the
tangi bl e assets is subtracted and voila!, you have created a val ue
for both tangible and the intangi ble assets of the practice.

The primary weakness of this approach is that it separates
income derived by or from tangible and intangible assets based
upon purely subjective determnations and is based upon data from

1913.

V. SUGGESTED AREAS FOR CONSI DERATI ON

An outline of suggested areas for consideration:

Careful | y consider the nethodol ogy where possible- especially
where a capitalization of earnings nethod was used. Such a
nmet hod, by the express ternms of RR 68-609, is the approach of
| ast resort.

WAs any consideration given to whether a covenant not to
conpete woul d be included in any hypothesized deal to buy the
practice?

Were the accounts receivable properly discounted for payabl es

ow ng? For taxes, overhead, and collectibility?
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Wre wite-offs and wite-downs considered on the work in
process?
V. CONCLUSI ON

The valuation of a law practice will always carry with it
sone |evel of subjectivity due to the present |ack of conparable
sal es. However, the adoption of Rule 1.17 nmay create an
environment wi thin which nore individual practitioners are selling
practices. Until this begins to occur, other nethods of valuation
will be used; although disapproved by the Hanson court, asset-
based nethods and capitalization of earnings or fornmula based
evaluations will be the rule, rather than the exception. The
i kelihood of attaching an intangible or goodwill value to a |aw

practice using those nethodol ogi es appear to be renvote.

APPENDI X
The text of Suprene Court Rule 1.17 is as follows:

SUPREME COURT OF M SSOURI
en banc
IN RE: ADOPTION OF A NEW SUBDI VISION 1.17, ENTITLED
"SALE OF LAW PRACTICE," OF SUPREME COURT RULE
4, ENTI TLED "RULES OF PROFESSI ONAL CONDUCT™

August 19, 1994
Effective July 1, 1995

ORDER
1. It is ordered that effective July 1, 1995, subdivision

1.17 of Suprenme Court Rule 4 be and the same is hereby adopted to
read as foll ows:

15



RULE 1.17 SALE OF LAW PRACTI CE
A lawer or his or her law firm may sell or purchase a |aw
practice, including good will, if the conditions set forth in this
Rule 1.17 are satisfied. The seller and purchaser may agree to
restrictions on the practice of law by the seller, which shall be
set forth in a witten agreenent. The estate of a deceased | awyer
may be a seller.

(a) The practice shall be sold as an entirety, except in
cases in which a conflict is present or may arise, to another
| awyer or law firm

(b) Witten notice shall be given to each of the seller's
clients stating that the interest in the law practice is being
transferred to the purchaser; that the client has the right to
retain other counsel; that the client may take possession of the
client's file and property; and that if no response to the notice
is received within sixty days of the sending of such notice, o in
the event the client's rights would be prejudiced by failure to
act during that tine, the purchaser may act on behalf of the
client until otherw se notified by the client.

(1) If the seller is the estate of a deceased |awer, the
purchaser shall cause the notice to be given to the client, and
the purchaser shall obtain the witten consent of the client to
act on the client's behalf. Such consent shall be presuned if no
response to the notice is received wthin sixty days of the date
the notice was sent to the client's |ast known address as shown on
the records of the seller or the client's rights wuld be
prejudiced by a failure to act during such sixty day peri od.

(2) In all other circunstances, not |ess than sixty days
prior to the transfer the seller shall cause the notice to be
given to the client and the seller shall obtain the witten
consent of the client to act on the client's behalf prior to the
transfer. Such consent shall be presuned if no response to the
notice is received within sixty days of the date of the sending of
such notice to the client's last known address as shown on the
records of the seller.

(3) The purchaser shall cause an announcenent or notice of
the purchase and transfer of the practice to be published in a
newspaper of general circulation within the county in which the
practice is located at least thirty days in advance of the
effective date of the transfer.

(c) The fees charged to clients shall not be increased

by reason of the sale of the practice. The purchaser nmay,
however, refuse to undertake the representation unless the client
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consents to pay the purchaser fees at a rate not exceeding the
fees charged by the purchaser for rendering substantially simlar
services prior to the initiation of the purchase negoti ati ons.

(d) | f substitution of purchasing lawer or law firmin
a pending matter is required by the tribunal or this Rule 1.17
t he purchasing |lawer or law firmshall provide for sane pronptly.

(e) Adm ssion to or withdrawal from a partnership or
pr of essi onal cor porati on, retirenent pl ans and simlar
arrangenents or a sale limted to the tangible assess of a |aw
practice is not a sale or purchase for purposes of the Rule 1.17.

3. It is ordered that notice of this order be published in
t he Journal of The M ssouri Bar

4. It is ordered that this order be published in the South
Western Reporter.

Day-t o- Day

JOHAN C. HOLSTEI N
Acting Chief Justice

REVENUE RULI NG 59- 60

REVENUE RULI NG 59- 60

In valuing the stock of closely-held corporations, or
the stock of corporations where narket
guotations are not available, all ot her
avai l able financial data, as well as all
relevant factors affecting the fair market
val ue nust be considered for estate tax and
gift tax purposes. No general fornula may be
given that is applicable to the many different
valuation situations arising in the valuation
of such stock. However, the general approach
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met hods and factors which nust be considered
in valuing such securities are outlined.

SECTION 1. PURPCSE.

The purpose of this Revenue Ruling is to outline and review
in general the approach, nmethods and factors to be considered in
val uing shares of the capital stock of closely-held corporations
for estate tax and gift tax purposes. The methods discussed
herein will apply likewise to the valuation of corporate stocks on
whi ch market quotations are either unavailable or are of such
scarcity that they do not reflect the fair market val ue.

SECTI ON 2. BACKGROUND AND DEFI NI TI ONS.

.01 Al valuations nust be made in accordance wth the
applicable provisions of the Internal Revenue Code of 1954 and the
Federal Estate Tax and Gft Tax Regul ations. Sections 2031(a),
2032 and 2512(a) of the 1954 Code (sections 811 and 1005 of the
1939 Code) require that the property to be included in the gross
estate, or made the subject of a gift, shall be taxed on the basis
of the value of the property at the tinme of death of the decedent,
the alternate date if so elected, or the date of gift.

.02 Section 20.2031-1(b) of the Estate Tax Regulations
(section 81.10 of the Estate Tax Regulations 105) and section
25.2512-1 of the Gft Tax Regulations 108) define fair nmarket
value, in effect, as the price at which the property would change
hands between a willing buyer and a willing seller when the fornmer
is not under any conpulsion to buy and the latter is not under any
conpulsion to sell, both parties having reasonable know edge of
rel evant facts. Court decisions frequently state in addition that
t he hypothetical buyer and seller are assuned to be able, as well
as wlling, to trade and to be well inforned about the property
and concerning the market for such property.

.03 dosely-held corporations are those corporations the

shares of which are owned by a relatively limted nunber of
st ockhol ders. Oten the entire stock is issue is held by one
famly. The result of this situation is that little, if any,
trading in the shares takes place. There is, therefore, no

establisher market for the stock and such sales as occur at
irregular intervals seldom reflect all of the elenents of a
representative transaction as defined by the term "fair nmarket
val ue. "

SECTI ON 3. APPRQACH TO VALUATI ON

.01 A determnation of fair market value, being a question
of fact, wll depend upon the circunstances in each case. No
formula can be devised that will be generally applicable to the
mul titude of different valuation issues arising in estate and gift
tax cases. Oten, an appraiser will find wide differences of
opinion as to the fair market value of a particular stock. In
resolving such differences, he should nmaintain a reasonable

18



attitude in recognition of the fact that valuation is not an exact
sci ence. A sound valuation will be based upon all the relevant
facts, but the elenents of common sense, informed judgnent and
reasonabl eness nust enter into the process of weighing those facts
and determ ning their aggregate significance.

.02 The fair market value of specific shares of stock wll
vary as general econom c conditions change from"normal" to "boonf
or "depression,"” that is, according to the degree of optimsm or
pessimsm with which the investing public regards the future at
the required date appraisal. Uncertainty as to the stability or
continuity of the future inconme from a property decreases its
val ue by increasing the risk of |oss of earnings and value in the
future. The value of shares of stock of a conpany with very
uncertain future prospects is highly specul ative. The appr ai ser
nmust exercise his judgnment as to the degree of risk attaching to
the business of the corporation which issued the stock, but that
judgnment nust be related to all of the other factors affecting
val ue.

.03 Valuation of securities is, in essence, a prophesy as to
the future and nust be based on facts available at the required
date of appraisal. As a generalization, the prices of stocks
which are traded in volunme in a free and active market by inforned
persons best reflect the consensus of the investing public as to
what the future holds for the corporations and industries
represent ed. Wen a stock is closely held, s traded
infrequently, or is traded in an erratic market, sonme other
nmeasure of value nust be used. In many instances, the next best
nmeasure may be found in the prices at which the stocks of
conpanies engaged in the same or simlar line of business are
selling in a agree and open narket.

SECTION 4. FACTORS TO CONSI DER
.01 It is advisable to enphasize that in the valuation of

the stock of closely-held corporation where market quotations are
either lacking or too scarce to be recognized, all available
financial data, as well as all relevant factors affecting the fair
mar ket value, should be considered. The following factors,
al though not all-inclusive are fundanmental and require careful
anal ysis in each case:

(a) The nature of the business and the history of the
enterprise fromits inception.

(b) The economc outlook in general and the condition
and outl ook of the specific industry in particular.

(c) The book value of the stock and the financial
condi tion of the business.

(d) The earning capacity of the conpany.

(e) The dividend-paying capacity.

(f) Wether or not the enterprise has goodw || or other
i nt angi bl e val ue.

(g) Sales of the stock and the size of the block of
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stock to be val ued.

(h) The market price of stocks of corporations engaged
in the sane or a simlar line of business having their stocks
actively traded in a free and open market, either on an exchange
or over-the-counter.

.02 The followng is a brief discussion of each of the
foregoing factors:

(a) The history of a corporate enterprise will show its past
stability or instability, it growh or lack of growh, the
diversity or lack of diversity of its operations, and other facts
needed to form an opinion of the degree of risk involved in the
busi ness. For an enterprise which <changed its form of
organi zation but carried on the sanme or closely simlar operations
of its predecessor, the history of the fornmer enterprise should be
consi der ed. The detail to be considered should increase wth
approach to the required date of appraisal, since resent events
are of greatest help in predicting the future; but a study of
gross and net inconme, and of dividends covering a long prior
period, is highly desirable. The history to be studied should
include, but need not be limted to, the nature of the business,
its products or services, its operating and investnent assets,
capital structure, plant facilities, sales records and nmanagenent,
all of which should be considered as of the date of the appraisal,
with due regard for recent significant changes. Events of the
past that are wunlikely to recur in the future should be
di scounted, since value has a close relation to future expectancy.

(b) A sound appraisal of a closely-held stock nust consider
current and prospective economc conditions as of the date of
appraisal, both in the national econony and in the industry or
industries with which the corporation is allied. It is inportant
to know that the conmpany is nore or |ess successful than its
conpetitors in the same industry, or that it is maintaining a
stable position with respect to conpetitors. Equal or even
greater significance may attach to the ability of the industry
with which the conpany is allied to conpete with other industries.

Prospective conpetition which has not been a factor in prior

years should be given careful attention. For exanple, high
profits due to the novelty of its product and the Ilack of
conpetition often lead to increasing conpetition. The public's

apprai sal of the future prospects of conpetitive industries or of
conpetitors within an industry may be indicated by price trends in
the markets for commodities and for securities. The loss of the
manager of a so-called "one-man" business may have a depressing
effect upon the value of the stock of such business, particularly
if there is a lack of trained personnel capable of succeeding to
t he managenent of the enterprise. In valuing the stock of this
type of business, therefore, the effect of the |oss of the manager
on the future expectancy of the business, and the absence of
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managenent - succession potentialities are pertinent factors to be
taken into consideration. On the other hand, there may be factors
which offset, in whole or in part, the loss of the nanager's
servi ces. For instance, the nature of the business and of its
assets may be such that they will not be inpaired by the |oss of
t he manager. Furthernore, the loss may be adequately covered by
life insurance, or conpetent nmanagenent m ght be enployed on the
basis of the consideration paid for the fornmer nmanager's services.
These, or other offsetting factors, if found to exist, should be
carefully weighed against the loss of the manager's services in
val uing the sock of the enterprise.

(c) Balance sheets should be obtained, preferably in the
form of conparative annual statements for two or nore years
i medi ately preceding the date of appraisal, together with a
bal ance sheet at the end of the nonth preceding that date, if
corporate accounting will permt. Any bal ance sheet descriptions
t hat are not sel f - expl anat ory, and bal ance sheet itens
conprehendi ng diverse assets or liabilities, should be clarified
in essential detail by supporting supplenental schedul es. These

statements wusually wll disclose to the appraiser (1) liquid
position (ratio of current assets to current liabilities); (2)
gross and net book value of principal classes of fixed assets; (3)
working capital; (4) | ong-term indebt edness; (5) capi tal

structure; and (6) net worth. Consideration also should be given
to any assets not essential to the operation of the business, such
as investnments in securities, real estate, etc. In general, such
nonoperating assets wll comand a lower rate of return than do
the operating assets, although in exceptional cases the reverse
may be true. In conputing the book value per share of stock
assets of the investnent type should be revalued on the basis of
their market price and the book value adjusted accordingly.
Conpari son of the conmpany's bal ance sheets over several years may
reveal, anong other facts, such devel opnents as the acquisition of

addi ti onal production facilities or subsidiary conpani es,
i mpr ovenent in financi al posi tion, nd details as to
recapitalizations and other changes in the capital structure of
t he corporation. If the corporation has nore than one class of

stock outstanding, the charter or certificate of incorporation
shoul d be exam ned to ascertain the explicit rights and privil eges
of the various stock issue including: (1) voting powers, (2)
preference as to dividends, (3) preference as to assets in the
event of |iquidation.

(d) Detailed profit-and-loss statenments should be obtained
and considered for a representative period imrediately prior to
the required date appraisal, preferably five or mre years. Such
statenments should show (1) gross incone by principal itens; (2)
princi pal deductions from gross incone including major prior itens
of operating expenses, interest and other expense on each item of
| ong-term debt, depreciation ad depletion if such deductions are
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made, officers' salaries, in total if they appear to be reasonable
or in detail if they seemto be excessive, contributions (whether
or not deductible for tax purposes) that the nature of its
business and its comunity position require the corporation to
make, and taxes by principal itens, including inconme and excess
profits taxes; (3) net incone available for dividends; (4) rates
and anmounts of dividends paid on each class of stock; (5)
remai ning anmount carried to surplus; and (6) adjustnents to, and
reconciliation with, surplus as stated on the bal ance sheet. Wth
profit and |oss statenents of this character available, the
apprai ser should be able to separate recurrent from nonrecurrent
itens of income and expense, to distinguish between operating
income and investnent inconme, and to ascertain whether or not any
line of business in which the conpany is engaged is operated
consistently at a loss and mght be abandoned with benefit to the
conpany. The percentage of earnings retained for business
expansion should be noted when dividend-paying capacity is
consi der ed. Potential future incone is a major factor in many
val uations of closely-held stocks, and all information concerning
past income which will be helpful in predicting the future shoul d
be secured. Prior earnings records usually are the nost reliable
guide as to the future expectancy, but resort to arbitrary five-
or-ten-year averages without regard to current trends or future
prospects wll not produce a realistic valuation. If, for
instance, a record of progressively increasing or decreasing net
income is found, then greater weight nmay be accorded that nost
recent years' profits in estimating earning power. It wll be
hel pful, in judging risk and the extent to which a business is a
margi nal operator, to consider deductions from incone and net
income in terns of percentage of sales. Major categories of cost
and expense to be so analyzed include the consunption of raw
materials and supplies in the case of mnmanufacturers, processors
and fabricators; the cost of purchased nerchandise in the case of
nmerchants; utility services; insurance; taxes; depletion or
depreciation; and interest.

(e) Primary consideration should be given to the dividend-
payi ng capacity of the conpany rather than to dividends actually
paid in the past. Recognition nust be given to the necessity of
retaining a reasonable portion of profits in a conpany to neet
conpetition. D vi dend-paying capacity is a factor that nust be
considered in an appraisal, but dividends actually paid in the
past may  not have relation to dividend-paying capacity.
Specifically, the dividends paid by a closely-held famly conpany
may be neasured by the ability of the conpany to pay dividends.
Where an actual or effective controlling interest in a corporation
is to be valued, the dividend factor is not a material elenent,
since the paynent of such dividends, is discretionary with the
controlling interest in a corporation is to be valued, the
dividend factor is not a material elenment, since the paynent of
such dividends is discretionary with the controlling stockhol ders.
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The individual or group in control can substitute salaries and
bonuses for dividends, thus reducing net incone and understandi ng
the dividend-paying capacity of the conpany. It follows,
therefore, that dividends are less reliable criteria for fair
mar ket val ue than other applicable factors.

(f) In the final analysis, goodwill is based upon earning
capacity. The presence of goodwi |l and its value, therefore,
rests upon the excess of net earnings over and above a fair return
on the net tangi ble assets. Wile the elenment of goodw || may be
based primarily on earnings, such factors as the prestige and
renown of the business, the ownership of a trade or brand nane,
and a record of successful operation over a prolonged period in a
particular locality, also may furnish support for the inclusion of
i ntangi bl e val ue. In some instances it may not be possible to
make a separate appraisal of the tangi ble and intangible assets of
t he business. The enterprise has a value as an entity. \Watever
intangi ble value there is, which is supportable by the facts, any
be nmeasured by the anount by which the appraised value of the
tangi bl e assets exceeds the net book val ue of such assets.

(g) Sales of stock of a closely-held corporation should be
carefully investigated to determned whether they represent
transactions at arms |ength. Forced or distress sales do not
ordinarily reflect fair market value. This is especially true in
the valuation of a controlling interest in a corporation. Since,
in the case of closely-held stocks, no prevailing market prices
are available, there is no basis for nmaking an adjustnment for
bl ockage. It follows, therefore, that such stocks should be
val ued upon a consideration of all the evidence affecting the fair
mar ket value. the size of the block of stock itself is a relevant
factor to be considered. Al though it is true that a mnority
interest in an unlisted corporation's stock is nore difficult to
sell than a simlar block of listed stock, it is equally true that
control of a corporation, either actual or in effect, representing
as it does an added elenent of value, any justify a higher value
for a specific block of stock.

(h) Section 2031(b) of the Code states, in effect, that in
valuing unlisted securities the value of stock or securities of
corporations engaged in the sanme or simlar line of business which
are listed on an exchange should be taken into consideration al ong
with all other factors. An inportant consideration is that the
corporations to be used for conparisons have capital stacks which

are actively traded by the public. In accordance with section
2031(b) of the Code, stocks listed in an exchange are to be
consi dered first. However, if sufficient conparable conpanies

whose stocks are listed on an exchange cannot be found, other
conpar abl e conpani es which have stocks actively traded on the
over-the-counter market also may be used. The essential factor is
that whether the stocks are sold on an exchange or over-the-
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counter there is evidence of an active, free public market for the

stock as of the valuation date. In selecting corporations for
conpar ative purposes, care should be taken to use only conparable
conpani es. Although the only restrictive requirenent as to

conparabl e corporations specified in the statute is that their
lines of business be the sane or simlar, yet it is obvious that
consi deration nust be given to other relevant factors in order
that the nost valid conparison possible will be obtained. For
illustration, a corporation having one or nore issue of preferred
stock, bonds or debentures in addition to its common stock shoul d
not be considered to be directly conparable to one having only
comon stock outstanding. In like manner, a conmpany with a
declining business and decreasing markets is not conparable to
one with a record of current progress and mar ket expansi on.

SECTION 5. WEI GHT TO BE ACCORDED VARI QUS FACTORS.

The valuation of closely-held corporate stock entails the
consideration of all relevant factors as stated in section 4.
Dependi ng upon the circunstances in each case, certain factors may
carry nore weight than others because of the nature of the
conpany's business. To Illustrate:

(a) Earnings may be the nost inportant criterion of value in
sone cases whereas asset value will receive primary consideration
in others. In general, the appraiser wll accord primry
consi deration to earnings when valuing stocks of conpanies which
sell products or services to the public; conversely, in the
i nvestnment or holding type of conpany, the appraiser may accord
the greatest weight to the assets underlying the security to be
val ued.

(b) the value of the stock of the closely-held investnent or
real estate holding conpany, whether or not famly owned, is
closely related to the value of the assets underlying the stock.
For conpanies of this type the appraiser should determne the fair
mar ket values of the assets of the conpany and the cost of
liquidating it, if any, nerit consideration when appraising the
relative values of the stock and the underlying assets. The
market values of +the wunderlying assets give due weight to
potential earnings and dividends of the particular itens of
property underlying the stock, capitalized at rates deenmed proper

by the investing public at the date of appraisal. A current
appraisal by the investing public should be superior to the
retrospective opinion of an individual. For these reasons,

adjusted net worth should be accorded greater weight in valuing
the stock of a closely-held investnment or real estate holding
conpany, whether or not famly owned, than any of the other
customary yardsticks of appraisal, such as earnings and divi dend-
payi ng capacity.

SECTION 6. CAPI TALI ZATI ON RATES
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In the application of certain fundanental valuation factors,
such as earnings and dividends, it is necessary to capitalize the
average or current results at some appropriate rate. A
determnation of the proper capitalization rate presents one of
the nost difficult problens in valuation. That there is no ready
or sinmple solution will becone apparent by a cursory check of the
rates of return and dividend yields in terns of the selling prices
of the corporate shares listed on the major exchanges of the
country. Wde variations will be found even for conpanies in the
sane industry. Moreover, the ratio will fluctuate from year to
year dependi ng upon econom c¢ conditions. Thus, no standard tables
of capitalization rates applicable to closely-held corporations
can be formulated. Anong the nore inportant factors to be taken
into consideration in deciding upon a capitalization rate in a
particul ar case are: (1) the nature of the business; (2) the risk
involved; and (3) the stability or irregularity of earnings.

SECTION 7. AVERAGE OF FACTORS.

Because valuations cannot be nade on the basis of a
prescribed formula, there is no nmeans whereby the various
applicable factors in a particular case van b assigned
mat hematical weights in deriving the fair market value. For this
reason, no useful purpose is served by taking an average of
several factors (for exanple, book value, capitalized earnings and
capitalized dividends) and basing the valuation on the result.
Such a process excludes active consideration of other pertinent
factors, and the end result cannot be supported by a realistic
application of the significant facts in the case except by nere
chance.

SECTION 8. RESTRI CTlI VE AGREEMENTS.

Frequently, in the valuation of closely-held stock for estate
and gift tax purposes, it wll be found that the stock is subject
to an agreenent restricting its sale or transfer. Were shares of
stock were acquired by a decedent subject to an option reserved by
the issuing corporation to repurchase at a certain price, the
option price is wusually accepted as the fair market value for
estate tax purposes. See Rev. Rul. 54-76, C B. 1954-1, 194.

However, in such case the option price is not determ native of
fair market value for gift tax purposes. Were the option, or buy
and sell agreenment, is the result of voluntary action by the
st ockhol ders, such agreenment may or may not, depending upon the
circunstances of each case,, fix the wvalue for estate tax
pur poses. However, such agreenment is a factor to be considered
with other relevant factors, in determning fair market value.

Wiere the stockholder is free to dispose of his shares during life
and the option is to becone effective only upon his death, the
fair market value is not limted to the option price. It is
al ways necessary to consider the relationship of the parties, the
rel ati ve nunber of shares held by the decedent, and other materi al
facts, to determ ne whether the agreement represents a bonafide
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busi ness arrangenent or is a device to pass the decedent's shares
to the natural objects of his bounty for less than an adequate and
full consideration in noney's worth. In this connection see Rev.
Rul . 157 C. B. 1953-2,255, and Rev. Rul. 189, C B. 1953-2, 294.

SECTION 9. EFFECT ON OTHER DOCUMENTS.
Revenue Ruling 54-77, C B. 1954-1, 187, is hereby superseded.

REVENUE RULI NG 65-192 (excer pt ed)

The general approach, nethods and factors outlined in Revenue
Ruling 59-60, C B. 1959-1, 237, for wuse in valuing closely-held
corporate stocks for estate and gift tax purposes are equally
applicable to valuations thereof for income and ot her tax purposes
and also in determnations of the fair mnarket values of business
interests of any type and of intangible assets for all tax
pur poses. . .

REVENUE RULI NG 68- 609

REVENUE RULI NG 68- 609

The purpose of this Revenue Ruling is to update and restate,
under the current statute and regulations, the currently
outstanding portions of A RM 34, CB 2, 31 (19200, AR M 68
C.B. 3, 43 (1920), and O D. 937, CB. 4, 43 (1921).

The question presented is whether the "formul a" approach, the
capitalization of earnings in excess of a fair rate of return on
net tangible assets, nmay be used to determine the fair market
val ue of the intangible assets of a business.

The "formul a" approach may be stated as foll ows:

A percentage return on the average annual value of the
tangible assets wused in a business is
det er m ned, usi ng a peri od of years
(preferably not less than five) imediately
prior to the valuation date. The anmount of
t he percentage return on tangible assets, thus
determned, is deducted from the average
earnings of the business for such period and
the remainder, if any, is considered to be the
amount of the average annual earnings fromthe
intangi ble assets of the business for the
peri od. This amount (considered as the
average annual earnings from intangibles),
capitalized at a percentage of, say 15 to 20
percent, is the value of the intangible assets
of the business determ ned under the "formnula"
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appr oach.

The percentage of return on the average annual value of the
tangi bl e assets used should be the percentage prevailing in the
industry involved at the date of valuation, or (when the industry
percentage is not available) a percentage of 8 to 10 percent may
be used.

The 8 percent rate of return and the 15 percent rate of
capitalization are applied to tangible and intangibles,
respectively, of businesses with a small risk factor and stable
and regul ar earnings; the 10 percent rate of return and 20 percent
rate of capitalization are applied to businesses in which the
hazards of business are relatively high

The above rates are used as exanples and are not appropriate
in all cases. In applying the "fornula" approach, the average
earnings period and the capitalization rates are dependent upon
the facts pertinent thereto in each case.

The past earnings to which the formula is applied should

fairly reflect the probable future earnings. Odinarily, the
period should not be less than five years, and abnormal years
whet her above or bel ow the average, should be elimnated. |If the

business is a sole proprietorship or partnership, there should be
deducted from the earnings of the business a reasonable anount for
services performed by the owner or partners engaged in the
busi ness. See Lloyd B. Sanderson Estate v. Comm ssioner, 42 F. 2d
160 (1930). Further, only the tangible assets entering into net

worth, including accounts and bills receivable in excess of
accounts and bills payable, are used for determning earning on
the tangi ble assets. Factors that influence the capitalization

rate include (1) the nature of the business, (2) the risk
i nvol ved, and (3) the stability or irregularity of earnings.

The "formul a" approach should not be used if there is better
evidence available from which the value of intangibles can be
determned. |If the assets of a going business agree sold upon the
basis of a rate of capitalization that can be substantiated as
being realistic, though it is not within the range of figures
i ndicated here as the ones ordinarily to be adopted, the sane rate
of capitalization should be used in determning the value of
i ntangi bl es.

Accordingly, the "formula" approach nmay be used for
determning the fair market value of intangible assets of a
business only if there is no better basis therefor avail abl e.

See al so Revenue Ruling 59-60, C B. 1959-1, 237, as nodified
by Revenue Ruling 65-193, C B. 1965-2, 370, which sets forth the
proper approach to use in the valuation of closely-held corporate
stocks for estate and gifts tax purposes. The general approach,
nmet hods, and factors, outlined in Revenue Ruling 59-60, as
nodi fied, are equally applicable to valuations of corporate stocks
for incone and other tax purposes as well as for estate and gift
tax purposes. They apply also to problens involving the
determnation of the fair narket value of business interests of
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any type, including partnerships and proprietorships, and of
i ntangi bl e assets for all tax purposes.

ARM 34, ARM 68, and O D. 937 are superseded, since the
positions set forth therein are restated to the extent applied
under current law in this Revenue Ruling. Revenue Ruling 65-192,
C.B. 1965-2, 259, which contained restatenents of ARM 34 and
A R M 68, is also superseded.
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