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WELCOME

This edition of our newsletter
marks the debut of Quist

Valuation News. We have a

new look that we hope is easier
to navigate and a renewed
commitment to providing you
with thoughtful and insightful
commentary on the valuation
issues that impact your clients

and businesses.

2004 is an exciting year for
Quist. We renamed the
company Quist Valuation to
better reflect what we do and
moved into our new offices

in the Interlocken area of
Broomfield to provide more
convenience for our clients.
Our exclusive focus on business
valuations, commitment to
superior client service and most
importantly our independence

remain the same.

We appreciate your interest in
Quist Valuation and welcome
any feedback on this edition

that you care to share.

Sincerely,
M. Brett Suchor, President

Quist Valuation, Inc.

suchor@quistvaluation.com

Will Expensing Stock Options
Become a Reality?

Like it or not, expensing stock options is a
near term reality. Following in the footsteps
of the International Accounting Standards
Board, the FASB released proposed changes
to Financial Accounting Standard 123. The
proposed changes are open for comment
until June 30, 2004. However, despite
political opposition from corporate interest
groups, the general consensus is that these
changes are here to stay.

The amendments require companies to
recognize the issuance of equity-based
compensation as an expense on the
income statement in 2005, as opposed
to merely estimating the expense in a
footnote to the financial statements.
The amendments provide guidance for
calculating stock option expense, using
a lattice model, such as a binomial
model or the conventional Black Scholes
model. Furthermore, the amendments
require that the assumptions used reflect
on historical evidence, such as time to
expiration, volatility and forfeiture rates.

Analysts have examined the estimated
decrease in corporate earnings based on
what companies have disclosed in prior
annual reports. Already, the doomsayers
have projected no meaningful earnings
in 2005 and future P/E multiples of 50
times earnings for the S&P 500 index.
Others proclaim the markets are efficient
and there will be no effect. The truth is,
no one is certain of the impact on stock
prices. However, we can be confident
that the amount of Stock Option expense,
by comparison to prior disclosures, will
go down. This is for two reasons: 1) the
number of stock options issued is likely
to decline, and 2) the use of the binomial
model, versus the commonly utilized Black
Scholes model, is almost certain to reduce
the indicated value of the options.

The first causeis clear. If management
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is required to expense stock options, the
use of options is likely to be curtailed.
However, this won’'t fool the savvy
investor. In the absence of stock options,
employees (including senior management)
will require higher salaries, or other forms
of compensation. Therefore, as stock option
expense is reduced, we can expect to see
an increase in direct compensation.

The second cause is less discernible.
The amendments to FAS 123 encourage
companies to apply a lattice model, such
as the binomial, versus a Black Scholes
model. Most footnotes use some form
of the Black Scholes model, because
the inputs are readily accessible and the
model is less labor intensive. Holding
several factors constant, the lattice and
Black Scholes models produce similar
(almost identical) results. However, Black
Scholes assumes constant factors over a
defined period of time and therefore is
limited in its application. The lattice model
can be adjusted at various moments in
time to account for factors such as rising
interest rates, rapid stock appreciation
or depreciation and changes in market
sentiment. As a result, FASB elected the
lattice model as the method of choice.

Given the opportunity to make a
significant amount of assumptions
around the inputs for the lattice model, it
is likely the cost of options will decrease.
However, these assumptions must be
defensible upon review of the Company’s
auditors, who will be almost certain to
err on side of conservatism.

This presents further pressures to the
board members of public companies. As if
Sarbanes Oxley wasn’t enough, it appears
the proposed changes to FAS 123 will
require senior levels of management to
make further assumptions about the future
performance of the company and risk even
greater exposure of shareholder litigation.

As of February 2004, approximately 483
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partners. By ignoring the FLP/LLC as a
separate legal entity, the IRS can impose
transfer taxes directly on the FLP/LLC's
underlying assets, in effect, eliminating
the valuation discounts applied.

Over the past few years, the IRS has
focused on 2036(a)(1), which is based
on whether the taxpayer retained
economic benefit in the entity. This led
to success in cases such as the Estate of
Reichardt v. Commissioner, 114, T.C. 144
(2000), Estate of Harper, TCM 2002-121
(2002) and the Estate of Thompson, TCM
2002-246 (2002). 2 In Reichardt, the
decedent transferred nearly all of his
assets (including his home) to an FLP
and then continued to live in the home
rent-free. He also commingled individual
and partnership funds. The Tax Court
brought all of the assets back into his
estate. In Thompson, $3 million was
brought back into Theodore Thompson’s
estate because he contributed virtually
all of his wealth to two FLPs and then
continued to pay his personal expenses
and make annual $10,000 Christmas gifts
to his children from the FLP assets. The
partnerships also made numerous loans
to family members, the repayment of
which was not enforced. In Harper, the
decedent transferred 60% of the limited
partnership interests to his children, 25
days before the partnership was funded.
He then retained a 4.25% quaranteed
annual payment of his account balance
(3 39% limited partnership interest). He
also transferred 94% of his total assets
to the partnership. Once again, the tax
court brought all of the assets back into
the estate based on the IRS’ argument
under 2036 (a)(1).

While planning for 2036(a)(1) issues

has been imperative for advisors in
recent years, the IRS has also recently
found success with 2036(a)(2), which
is based on whether the decedent
retained control.? In the Estate of
Kimbell, 91 AFTR2d 2003-585 (which
also had 2036(a)(1) issues), the
partnership agreement provided
thata 70% LP interest could remove
and replace the GP. The GP had sole
discretion over distributions. The court
found that the 99% LP interest, which
was held in part by the decedent, had
the power to benefit or designate who
would benefit from the partnership. In
the Estate of Strangi, TCM 2003-145
(Strangi I1), the IRS was again successful
on the 2036(a)(1) front, but also
continued to push the retained control
argument. The court found that Strangi
retained the right to designate the
managing director and could determine
the amount of distributions.

In the first quarter of 2004, the 2036
pressure continued in the Estate of Ida
Abraham v. Cir, T.C. Memo. 2004-39.
This case reflected much of the same
sentiments as discussed above and
also focused on whether adequate
consideration was paid in exchange for
certain percentages in the FLPs. The
taxpayer failed to provide any evidence
as to the minority and marketability
discounts taken. The decedent relied
on discounts disclaimed by their
attorney, Mr. Kirchick, who noted, “no
representation is made that these
discounts will hold up.” According to
the Tax Court, “Mr. Kirchick’s letters
provide no basisupon which we
may judge whether the discounts
taken were appropriate. Accordingly,
we agree with the respondent that
the record fails to demonstrate that

these payments constitute adequate
and full consideration as required by
section 2036.” The Tax Court then
concluded that “...the structure that the
decedent employed through her legal
representatives and family was merely
a testamentary vehicle employed to
shift her assets to future generations
while maintaining her continued right to
benefit from the FLP assets transferred.
This is precisely the type of situation for
which Section 2036 was created.”

Beyond 2036, discounts remain a
critical issue and in several recent
cases where the court has rejected the
conclusions of the experts and used
the empirical data to derive its own
conclusions.* The Estate of McCord,
120 TC 358 (2003), Estate of Lappo,
TCM 2003-258, and Estate of Peracchio,
TCM 2003-280, all involve FLPs holding
multiple investments. After losing on
the aforementioned 2036 issues, the
cases became valuation focused. While
there are no benchmarks or automatic
discounts that we can rely on from
any one of these cases, they do reflect
several similarities. The first similarity is
that in all three cases, the court settled in
the mid-point of the discounts put forth
by the taxpayer expert and the IRS. The
second, and most import issue reflected
by these three cases, is that means and
medians from general studies do not
necessarily meet the taxpayer’s burden
and analyzing the data is imperative to
persuade the court.

1The CPA Journal, “Allocating the Sale of Business to
Personal Goodwill”, August 2002.

2"How Family Partnerships Can Navigate the Section 2036
Minefield”, Valuation Strategies, July 2003, pp. 333.

3“Section 2036: Hurdle Raised for Family Limited
Partnerships”, Valuation Strategies, January/February
2004, pp. 4-11.

4"A Trio of FLP Valuation Cases”, Valuation Strategies,
January/February 2004, pp. 12-17.

Did you know that Quist Valuation News is available electronically via email? If you would prefer the

convenience of receiving Quist Valuation News via email, simply visit www.quistvaluation.com and sign up.
Thanks!
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