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1 THE PRICE-ADJUSTMENT CLAUSE

A price-adjusment clause is generdly incorporated into a purchase and sde agreement in non
am’'s length transactions to provide for an adjusment to the transaction price in the event that a
third party, such as Revenue Canada or a court, determines that the transaction price (i.e, “far
market vaue’r ultimaely determined) of the property is other than that agreed to by the
transacting parties (the fair market value declared).

The price-adjusment clause is generdly used in order to avoid adverse tax consequences, such
as those noted below, should the Department dispute the declared far market vadue of the
asset(s) transferred to the corporation.

To the extent that a non-arm’s length transaction takes place a other than fair market vaue, the
transaction may be subject to the provisions of section 69 of the Income Tax Act®. The effect of
an assessment by Revenue Canada under section 69 may be double-taxation, in that one sde of
the transaction will be adjusted,® without a corresponding adjustment to the other side. If, how-
ever, there has been bona fide attempt to determine the far market vaue of the transacted
property and to transfer it at that price, the one-sided adjustment resulting from the operation of
section 69 will not be applied by Revenue Canada

Where property is transferred by a taxpayer to a corporation pursuant to the provisions of section
85 of the Act, the transferor will usudly receive from the transferee corporation non-share cor-
dderation (“boot”) and share consderation, the aggregate amounting to the far market vaue of
the property transferred. If the aggregate consideration (share and non-share) received by the
transferor has a higher value than the property transferred, the transferor will be deemed to have
received from the corporation a shareholder benefit under subsection 15(1). If the aggregate
condderation has a lower vaue, the provisons of section 69 will not apply (i.e, deem the trans-
feror to have received proceeds equa to the fair market vaue) if an eection has been made un-
der section 85, since the rollover provisons of section 85 override the generd provisions of
section 69. However, paragraph 85(1)(e.2) provides that if it is reasonable to consider any por-
tion of the excess of the far market vaue of the transferred property over the far market vaue
of the condderation received as a benefit which the transferor desired to confer on a related
person, the transferor must include such excess in the proceeds of disposition. The transferor
will be taxed on the capitd gain thus triggered; while there will ke an increase in the cogt of the
property to the corporation, neither the adjusted cost base (*“ACB”) of the shares taken back by
the transferor nor that of the shareholder(s) who benefited will increase.
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Hence, when there are nonam’'s length transactions, induding those subject to the rollover
provisons of the Act (eg., section 85 or 86 holding company or recapitdization freezes, re-
spectively), the adverse tax consequences under section 69, paragraph 85(1)(e.2) or subsection
86(2) of the Act may apply if the Depatment disagrees with the vaue of the consderation
transacted between the parties.

Accordingly, the transferor and the transferee corporation will include a price-adjusment clause
in the purchase and sdle agreement.

1.1 The Guilder News Decision

Prior to the decision in Guilder News Co. (1963) Ltd. et al v. MNR, taxpayers included price-
adjugment dauses in ther purchase and sde agreement o that in the event the Minider of
Nationd Revenue might subsequently meke a find determination that the far market vaue of
the assets purchased and sold was less or greater than the price dipulated in the agreement, the
price dipulated therein would smply be adjused, automdicdly, to the far market vadue findly
determined.

In Guilder News Revenue Canada assessed based on the assumption that the sale of property by
the corporation to the individua at a price less than far market value was a device adopted for
the purpose of conferring a shareholder benefit under the provisions of subsection 15(1)°. The
shareholder was assessed on a taxable benefit equa to the excess of the far market vaue of the
shares acquired over the price the shareholder paid to the company.

The purchase and sde agreement contained the following clause:

“4, It keing the intention of the Vendor and the Purchaser that the prices herein
stipulated should represent the fair market value of the shares being purchased and
sold herein, the parties hereto agree that in the event that the Minister of National
Revenue should at any time hereafter make a final determination that the fair market
value of the said shares as of the date of the Agreement is less than or greater than
the prices herein stipulated, the prices herein stipulated shall be automatically ad-
justed nunc pro tunc to conform with such fair market value as finally determined and
all necessary adjustments shall be made, including adjustment of the above-
mentioned promissory note.”

The Department assessed under subsection 15(1) (formerly subsection 8(1)). Refusing to rec-
ognize the price-adjusment clause, because the parties had not reasonably, and in good faith,
attempted to transact at fair market value, Jackett, C.J. stated (at pp. 5051 and 5052 (DTC)):
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“If, in fact, a company simply sold property to its sole shareholder on expressed terms
that the price payable was an amount equal to fair market value and provided a fair
manner to determine such value, | would agree with the contention on behalf of the
appellants that there could not, as a matter of law, be a benefit arising out of the sale.

“In my view, however, the 1964 sale was not such a sale.

“In the first place, it is common ground that ‘the purchase price in each transaction
was obviously less than the fair market value of the shares being sold ... ’ (the italics
are mine) as appears from the Memorandum of Fact and Law filed in this Court on
behalf of the appellants at paragraph 7. It follows that, at least with regard to the sale
price set out in the contract, the statement in the opening words of clause 4 that it was
‘the intention of the Vendor and Purchaser that the prices herein stipulated should
represent the fair market value ... ' is a departure from the truth and can have no
effect (unless it be as evidence that the clause was in fact a ‘sham’).”

“This agreement is radically different from a sale that is expressly made for a consid-
eration equal to value. This is an agreement for a sale at a price obviously less than
value, which price is to be the only amount payable until such time, f any, as the
Minister of National Revenue determines the value of the shares that happen to be
the subject matter of this sale. While it can be said, as a matter of law, that a simple
sale for value, with no other provisions, cannot result in a benefit, it cannot be said, as
a matter of law that the 1964 sale is such a sale merely because it is an agreement
containing clause 4. That sale is at a substantial undervaluation and, except in a
certain event, it will continue indefinitely to be so. Even if that event should arise at
some subsequent time, the individual will have had the benefit of not having had to
pay the amount in excess of the ‘price’ until that subsequent time and this, in days of
high interest, can be substantial benefit.”

The effect of Guilder News decison is that taxpayers cannot take the chance that, if Revenue
Canada should ultimately chdlenge the price, such atificidly low price (in the eyes of Revenue
Canada) can be automaticdly or otherwise adjusted so that there would be no adverse tax
consequences under subsections 15(1), 86(2) or paragraphs 85(1)(e.2) and 53(1)(c).

12 Revenue Canada’s Policy

The Guilder News judgment of the Federd Court of Apped was received from the court on
January 5, 1973. Revenue Canada issued its Interpretation Bulletin IT-169, “Price Adjustment
Clauses’ (*1T-169"), on August 6, 1974, approximately one and one-hdf years later.

Revenue Canadas policy regarding price-adjusment clauses is set out the Interpretation
Bulletin. It dstates that the Department will recognize the intended effect of a price-adjusment
clause provided that each of the following conditions is met:
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1 The agreement provides a bona fide intention of the parties to transfer the property at
far market value and the value was arrived at by afair and reasonable method;

2. Each of the parties to the agreement notifies the Department in his tax return for the
year indicating that he is prepared to have the price reviewed by the Department, that he
will take the necessary steps to settle any resulting excess or shortfdl and that a copy of
the agreement will be filed with the Department if and when demanded; and

3. The excess or shortfal is actudly refunded or pad or the legd ligbility therefor is
adjusted.

Since issuing IT-169, the Department has commented further in this regard, in order to make its
policy more clear to taxpayers and tax practitioners.

As to its experience as to the willingness of taxpayers to give such natification, the Department’s
policy is

“When a corporation acquires property from a shareholder as part of an estate plan-
ning transaction and the corporation issues shares to the transferor that are subject to
a price adjustment clause, we have no policy concerns regarding the nominal value of
the shares issued should there be a subsequent change in the determined value of
the property transferred. Our concern is to ensure that the price adjustment clause
provides for a change in the redemption amount of such shares equal to any change
in the fair market value of the property as subsequently determined.”

“We are unable to comment on the experience of the willingness of taxpayers to give
notification of the existence of price adjustment clauses. It is the choice of the tax-
payers whether or not they agree to the operation of a price adjustment clause. In or-
der for the price adjustment clause to be operative, the Department must be notified
by a letter attached to a taxpayer's return for the year in which the property was
transferred. This policy is reflected in Interpretation Bulletin IT-169 and, where the
taxpayers have not done so, they should inform the Department immediately if they
wish to have the clause considered.

“In an advanced ruling application, a taxpayer may simply state that the transaction is
subject to a price adjustment clause. For it to be operative, however, all the terms and
conditions of IT-169 must be satisfied.’

With respect to the second condition, which has virtudly been ignored in practice, a the 1990
Conference “Revenue Canada Round Table’, the Department dtated that, “[i]f the parties fal to



Valuations and Price-Adjustment Clauses Page 5

notify the Depatment in ther returns this falure, in and by itsdf, will not preclude the
application of [the Department’s position in I T-169] if the other conditions are met”.”

In Information Circular 1C 76-19R3,2 Revenue Canada's expanded on its position with respect to
price-adjustment clauses:

“IT-169, Price Adjustment Clauses, states the conditions under which the Department
will recognize a price adjustment clause for property transferred in a non-arm’s length
transaction. However, a price adjustment clause does not automatically amend a
section 85 election. In order to give effect to a price adjustment clause, you have to
file an amended election under subsection 85(7.1). An acceptable price adjustment
clause has to adjust the price of the property transferred and the consideration re-
ceived, not the quantity of the property transferred. The terms ‘amount’ and ‘fair mar-
ket value’ in section 85 must be interpreted as fixed and specific dollar figures at the
date of transfer, not formulas that can determine or adjust an amount later. A price
adjustment clause cannot change these figures retroactively.”

Interpretation Bulletin IT-448, “Dispositions — Changes in Terms of Securities’®, states that “a
change in a defined entittement (e.g., a change in par vaue) to share in the assets of a corpora-
tion upon disolution (preferred shares only) ... is normaly consdered to be of sufficient
substance to be regarded as a disposition”.

Furthermore, Rulings Divison had stated, in Advance Income Tax Ruling ATR-36'° that, since
the implementation of a price-adjustment clause is not a “proposed transaction”, but rather a hy-
pothetica event, the Department will not give an advance ruling to the effect that if an adjudt-
ment is made under such a clause, subsection 15(1) would not be applied to consider the trans-
feror as having received a shareholder benefit. The Advance Ruling nonetheless did contan
Revenue Canada's (non-binding) opinion that the price-adjusment clause would be effective if
al of the criteria of 1T-169 were met.*

With respect to V-Day (December 31, 1971) vduations, Information Circular 76-19R2, dated
June 15, 1990, replaced IC 76-19R. Paragraph 14 of former IC 76-19R provided that “ ... where
the taxpayer makes a reasonable effort to determine the \ADay vdue ... the Department will ad-
just the agreed amount ... ”. IC 76-19R2 discontinued this rdief by removing this paragraph,
requiring an amended dection and payment of the gpplicable pendty if there is a V-Day vdue
dissgreement. The only circumstance in which an adjusment to the elected amount can be made
was sat forth in paragraph 14 of IC 76-19R. The agreed amount expressed in dollars would be
adjusted where: (@) the taxpayer had indicated on the eection form tha the amount was the es-
timated ACB; (b) the ACB was based on \ADay vaue;, and (c) a reasonable attempt was made to
determine V-Day vdue correctly. The adjusment to the agreed amount would be to reflect he
change in the V-Day vdue only. (Other errors and omissons would not be considered in cacu
lating the ACB.)
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Should the agreed-upon amount be adjusted downward without a corresponding reduction in the
non-share consideration, paragraph 85(1)(b) would automaticaly adjust the dected amount to an
amount equa to the non-share condderation which would give rise to the capitd gain. In such
circumgtances, it may be necessary to effect a “boot adjustment clause’ in the agreement, in
order to adjust the non-share consderation received by the transferor to an amount which would
not exceed the V-Day vaue of the transferred property.

Also important in gructuring the edtate plan is the effect of a shareholders buy-sdl agreement on
far market value. This matter was eaborated on at the 1984 Annua Conference. (See Richard
M. Wise, “Vduation Aspects of Shareholders Buy-Sdl Agreements’, 1984 Conference Report.)

2. CONTENTIOUSVALUATION ISSUES

With the foregoing genera background, for a price-adjusment clause to be effective, a bona fide
attempt must be shown to have been made to transact at a fair market vaue, arrived a by adopt-
ing a far and reasonable vauation gpproach and employing appropriate vauation techniques.
Presumably, this would require adherence to generally-accepted business vauation principles,
practices and standards'?, in the determination of fair market vaue. Also, the taxpayer should be
awae of the Depatment's own podtion as set out in Information Circular 83-3, “Policy
Statement on Business Equity Vauations’, dated August 25, 1989 (“1C 89-3").

However, as diligent, objective and thorough the vauation process might be, there nonetheess
will continue to be the “dassc’ issues which may be contested by Revenue Canada when a non-
arm'’s length transfer occurs.

These issues rdae to, anong other things (8 specid shares (manly “exclusonary dividend
common shares’ and “specid rights preferred shares’), (b) the vauation process applied in
vauing the enterprise as a whole (“above-the-lineg’ issues) and () the vaudion of specific
shareholdings in family-controlled corporations (“below-the-ling’ issues). It is not unusud, in
fact, for disagreements to occur with respect to both the vauation of the enterprise as a whole
(whether an operating company or a holding company) and the specific shareholdings therein

(minority pogitions).
Asthe United States Supreme Court observed:

“The capital stock of a corporation, its net assets, and its shares of stock are entirely
different things ... . The value of one bears no fixed or necessary relation to the value
of the other. 3
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21 Special Shares

Specid Shares created specificaly for income tax and edtate planning purposes are vaued as a
function of the rights, conditions and other attributes of the shares. These shares must be vaued
having regad to the rdevant provisons of the company lav (eg., Canada Business

Corporations Act'* or its provincia counterpart) aswell asthe case law.

Revenue Canada notes a mgor difference in the approach used by its vauators and that used by
vauators retained by taxpayers in dlocating the overdl enterprise vadue to the corporation’'s
vaious isued shares, in tax and edate planning. This difference arises from the so-cdled
“cusomized” share classes, eg., “exclusonary dividend shares’ and “specid rights preferred
shares’, such Specid Shares not generdly being issued by a corporaion in am's length
Stuations®

211 Exclusionary Dividend Common Shares

There continues to be differences between the Department and the taxpayer with respect to the
vauation of exclusonary dividend common shares. These types of shares are generdly issued
by a closdy-hdd family corporaion having various classes of common shares, each shareholder
owning shares of one specific cdlass. While dl share classes have the right to receive dividends,
there is no absolute dividend right.’® Generdly, only one share dass will have voting rights, or,
if there is more than one class of voting shares, one shareholder may have the voting control and,
hence, control over the declaration and dlocation of dividends. The shares are generdly issued
for income-gplitting purposes, with dividends being sprinkled among family members (often the
goouse and/or children of the controlling shareholder) who are taxed a lower margind rates.
The shareswould be issued for anomina amount.’

Both the Department and taxpayer had vaued exclusonary dividend shares a nomina vaue be-
cause an uncompelled am’'s length purchaser could be excluded from dividend distribution and
other benefits. However, subsequently, when it came to cryddlizing capitd gans taxpayers
began to vaue these shares based on full ratesble vaue, i.e, on a controlling bass (dong with
the voting $ares which carried control), based on either () a “value to owner” concept or (b) an
assumed en bloc sde of dl the corporation’s issued shares in order to maximize vdue. While
Revenue Canada continues to maintain its pogtion that the exclusonary dividend common
shares must be vaued on a stand-done bags, there is some question as to whether such position
is supportable®. As discussed further hereinbelow (see “Below-the-Line Discounts, Minority
Discounts and Family Control”), there may be a difference between consdering, for vauation
purposes, family minority shares or non-vaoting shares (a) in the hands of a family member who
adso owns the contralling shares and (b) in the hands of a family member who, by himsdf or her-
self, does not aso hold he contralling shares.  In the latter scenario, a materid presumption must
be made that the family shareholders will act in concert and smultaneoudy sl dl of the issued
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shares en bloc, with the result that the taxpayer’s minority shares will be vaued pro-ratato al of
the issued shares. In the former scenario, where one individua shareholder holds two classes of
shares, the result may be quite different, in that the individud shareholder has persond control
over his or her commercia transactions. This latter scenario has been addressed in the following
Cases.

These cases address the proposition that both the voting shares and the nontvoting shares would
be sold by a shareholder, together as one block, in order to redlize the best possble price for the
non-voting shares. This view gppears to be supported in particular by the decisons of Estate of
Curry v. U.S*® and Attorney-General of Ceylon v. Mackie.?°

In Estate of Curry, the U.S. Court of Appeds reversed the decison of the Digrict Court, which
had found that the nonvoting shares of the company had a lower per share vaue than the voting
shares. The Apped Court held that the deceased's shares, both voting and non-voting, were to be
vadued as one interest and, because he controlled the corporation, his nortvoting shares were
worth as much as his voting shares. In this case, the estate argued that the deceased’'s share-
holdings should be divided into separate voting and nonvoting blocks for vauation purposes
and that the non-voting shares could have had a lower vaue even if viewed as pat of a sSngle
unit that included the voting shares. The taxation authorities, on the other hand, argued that for
edtate tax purposes, the property transferred must be valued as the deceased held it, not n the
form it could conceivable take in a subsequent trandfer, and that, in the hands of the edtate, the
absence of voting control gppurtenant to some of the shares would not diminish ther vaue
because voting control still resded in the deceased' s power.

The Apped Court held that both the law and common sense compel the conclusion that the fair
market vaue of the nonvoting shares in the hands of an edate, with sufficient voting shares to
ensure the edtate's control of a corporation, cannot be less than the value of the edtate’s voting
shares. In rgecting the government’s indruction, the Court therefore concluded that the Didrict
Court ered as a mater of law to the substantid prgudice of the rights of the government.
Justice Wood stated:

“The sole reason for assigning a lesser value to the non-voting shares in this case is
their lack of voting rights which would, the estate argues, make them less attractive to
a prospective purchaser. But that defect disappears where, as here, the non-voting
stock is an integral part of the larger estate which retains a controlling equity interest.
Here, when viewed in the hands of the estate, the non-voting stock would simply not
be subject to the disadvantages of an isolated non-voting interest.

“Like this Qourt, the Ninth Circuit in Ahmanson®! rejected the argument, made by the
estate here, that non-voting shares could be assigned a lesser value than controlling
voting shares even where both comprised a single bloc, noting, ‘[tlhe record simply
does not contain support for the proposition that non-voting shares are sold at a dis-
count when sold together in a package with sufficient voting shares to give control.” In
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short, when viewed as part of the estate’s integrated stock holdings, as they must be,
the non-voting shares simply do not suffer any strategic disadvantage.’22

In Mackie, an estate duty case, the deceased held two classes of voting shares. The shares of
neither dass afforded him voting control of the company, but in the aggregate, they condituted
control. The Privy Council upheld the vauation of the deceased’'s shares for estate duty purposes
on the badis that it must be presumed that shares of both classes would be sold together in order
for the holder to obtain the highest price for them.

Therefore, to the extent that a controlling shareholder has nonvoting shares in the family cor-
poration, there should be no discount gpplied and they should be valued as if they were voting,
because they would be sold as part of a unit that would consst of tem and the control shares.
However, if these nonvoting shares ae held by a family member who, by himsdf or hersdf,
does not have control, the “family and group control” policy of Revenue Canada may be open to
chdlenge.  While there will be revisons to Revenue Canada's IC 89-3, the Department may
continue to vaue each class of shares on a stand-aone bass. Taxpayers will gill not have heard
the end of these ongoing issues. The Depatment must consder its postion in IC 89-3 in light of
the following two decisons.

In McClurg®, the Supreme Court of Canada confirmed that exclusionary dividend clauses were
legd and that the payment of such dividends did not derogate from corporate or common law
principles.  The discretionary dividend clause was a “vdid exercise of contractua rights between
the company and its shareholders in accordance with the common law and datute. The court
adso noted that the shareholders must be presumed to be “fully aware of ther entittements and
privileges to the extent that the presumption of equdlity is rendered inapplicable’.

In The Queen v. Neuman?®®, the court confirmed that discretionary dividend rights were legaly
vdid, gating that:

“The law as it stands as a result of McClurg (supra) is that discretionary dividend
clauses in Articles of incorporation are valid (presumably unless precluded by statute)
and rebut the common law presumption of equality of treatment among shareholder
classes.”

The impact of McClurg and Neuman on the vauation of exclusorary dividend shares is that a
holder of such shares cannot clam full pro-rata value for a minority interest based on having le-
gitimate expectaions of dividends (notwithstanding the specific exdusonary payment rights in
the company’s articles) because of keing in a postion to gpply to the court under the oppression
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remedy provisons of the Canada Business Corporations Act®® or smilar provisons of a
provincia datute.

The Supreme Court in Neuman had noted that the taxpayer was assessed prior to the enactment
of the GAAR legidation, leaving open the possbility tha GAAR might goply to exdusonary
dividend payments. The Depatment has not stated whether or not it will attempt to gpply to
GAAR to transactions which are smilar to those in McClurg and Neuman.

Mr. Judtice lacobucci stated, with respect to the reationship of a shareholder’s contribution to a
corporation and dividends received from that corporation:

“ ... | assume, of course, that proper consideration was given for the shares when is-
sued. | am not aware of any principle of corporate law that requires in addition that a
so-called ‘legitimate contribution’ be made by a shareholder to entitle him or her to
dividend income and it is well accepted that tax law embraces corporate law principles
unless such principles are specifically set aside by the taxing statute.

“Furthermore, there is no principled basis upon which this distinction can be drawn;
the fact that a company is closely-held or that no contribution is made to the company
by a shareholder benefiting from a dividend in no way changes the underlying nature
of a dividend. Neither the fact that the transaction is non-arm’s length nor the fact that
the shareholder has not contributed to the corporation serves to overcome the con-
clusion that dividend income cannot satisfy the fourth pre-condition to attribution under

s. 56(2)."2°

The Depatment indgts that each class of Specid Shares be vadued having regard to its rights,
conditions and other attributes.

In order to make its position vis-a-vis its policy with respect to vauation and family control very
clear, the Department proposes to revise the wording of paragraph 32 of IC 89-3, specificaly be-
cause tax practitioners often interpret the second paragraph to mean that where family control of
a company is demongtrated, 1C 89-3 will goply to al classes of the company’s shares held by dl
family members regardless of the rights and conditions of the individua classes of shares. More
goecificdly, the Depatment faces dams from tax professonds that “exclusonary dividend
shares’ mug be given full pro-rata vaue pursuant to its policy in IC 89-3. Revenue Canada's
response is that its policy was intended to cover only minority shares which essertidly had equa
rights to the controlling shares, extenson of its policy to dlow pro-raa vdue for dl family-hed
sharesirrespective of thar rights and conditionsis not acceptable.
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212 Retractable Preferred Shares

Retractable preferred shares are issued generdly in the context of a holding company freeze
under section 85 or arecapitalization freeze under section 86.

As noted earlier, the holding company freeze and the recapitdization freeze are potentialy sub-
ject to adverse tax consequences under paragraph 85(1)(e.2) or subsection 86(2) of the Act, re-
ectively.?’  Revenue Canada has stated that for private-company retractable preferred shares,
taken back in ether a holding company freeze or a recapitdization freeze, to hold therr vaue (be
equa to their redemption amount) they should & least have the following attributes:

@ be redeemable®® at the option of the holder (i.e., retractable) for an amount equa to the
retraction amount;

(b) have priority in the event of awind up, liquidation or redemption;

(© the issuer must not be permitted to pay dividends on the other shares in an amount that
would reduce the far maket vaue of the subject preferred shares below ther
redemption amount;

(d) the shares should have voting rights a less on any mater involving a change to the
preference, rights, conditions or limitations attaching to them.

With respect to the future ability of the corporation to redeem the shares at the retraction amount,
the company mug, a leest a the valuaion dae (and viewed prospectively at that time), have
aufficient liquidity (liquidation preference) to pay such amount to the shareholder upon a
retraction demand.

Where retractable preferred shares have been issued by a holding company (Holdco) for pur-
poses of freezing the growth of an operating company (Opco) having substantid goodwill, the
vauation of the preferred shares should take into account, among other factors:.

> The tax liadility to Holdco on the ultimate sde of the Opco shares to fund payment of
the retraction amount;°

> That a redemption by Holdco of the preferred shares may subject the shareholder to
persond income tax; and

> Whether Holdco is a newly-incorporated shell, essentidly having no assets other than

the Opco shares.
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Accordingly, the vduation of retractable preferred shares used in tax and edae planning will
consder the following factors as of the freeze date (for section 85 and 86 purposes) and as of a
subsequent date of trangfer:

> Dividends — whether they should be fixed, based on a percentage of stated value or an
adjustable-rate feature;

> Frequency of dividend payments — whether they should be annud, semi-annud,
quarterly or monthly;

> Whether dividends are cumulative and, if so, the rights, if any, that would accrue to the
holder because of missed dividends;

> Whether the shares are voting under dl circumstances,

> Whether the shares are exchangeable;

> The financia ability of the issuer to redeem the shares upon the shareholder’s retraction
demand;

> The isuer’'s financid viability, capitd dructure and “staying power” under adverse

conditions or in cyclica downturns, and
> The leve of senior ranking charges againg issuer’ s operating cash flow.

As regards the dividend yield on the preferred shares taken back by the trandferor, as a higher
“qudity” preferred share will sdl a a higher price, the dividend yield can be lower (because
there would be less risk of non-payment of dividends than for a preferred share of inferior qua-
ity). Therefore, the higher (@) the anticipated ratio of earnings and cash flow to preferred divi-
dend requirements and (b) the ratio of net current assets (or shareholders equity) to the retraction
vaue of the preferred shares, the better the qudity of the shares and, hence, the lower the
dividend-yield required on the shares.

The appropriate rate of return (yield) for the retractable preferreds will have regard to the indi-
caed yidds of the most agpplicable rating category of “guidding’ preferred shares which might
be used as a benchmark.

While the Department generdly accepts retractable preferred shares as having a far market
vaue equd to ther dtated retraction amount (provided the company has the assets and is in a
aufficiently liquid podtion to pay the retraction amount to the shareholder), its policy does not
establish vaue for subsequent transactions involving the preferred shares. That is, “retraction
amount” will equa far market value a the time of transfer under subsection 85(1) or recapitali-
zation under section 86; the shares must be vadued again at the time of a subsequent transfer
based on ther atributes at that subsequent time. The Depatment’s experience has been tha re-
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tractable preferred shares, deemed to have been disposed of by a taxpayer immediately before
death pursuant to paragraph 70(5)(a), have been valued by the taxpayer's representatives at
sgnificantly lower amounts than the origina retraction amounts.

In reviewing these vaues, the Department examines, on a case-by-case bass, the economic ef-
fect of a notiond retraction of the shares by the individud shareholder, consdering the after-tax
proceeds on redemption at the retraction amount. It aso consders whether tax planning may be
avalable (such as a rollover of the retractable preferred shares into a corporation prior to the
retraction demand, in order to have any deemed dividend afforded section 112 trestment).

To the extent that the shares meet the invetment criteria outlined above, they may retain ther
stated retraction amount. Again, the Department considers each case on its own merits. >

2.2 “ Above-the-Ling’ | ssues

With respect to the far market vaue of an enterprise as a whole, differences of opinion between
the “opposing” vauaors may typicdly relate to the following, anong others:

> The vauation approach adopted;

Y

The va uation techniques gpplied under this approach;

> Adjusments to “normdize’ the reported results (with respect to nonrrecurring items,
nontam’'s length transactions, transfer pricing, discretionary expenses, non-economic
expenses, management/shareholder remuneration, the use of mathematicd weghts
goplied in averaging anumber of years earnings, €tc.);

> The income tax factor used in cdculating the leved of after-tax maintainable earnings to
be capitdized;

> Sdection of the capitdization rate (pricelearnings multiple) to gpply to the maintainable
eanings,

> If, dternatively, a “discounted cash flow approach”®! is adopted, the reasonableness of

the projections used and the underlying assumptions on which they were based, the ca-
culation of resdud (“termind”) value, the discount rate used in present-vauing the
projected cash flows, etc.;

> Where the “guiddine company” (market comparable) method® is used, the appropri-
aeness of the “compardaives’ used, i.e, the degree of smilarity between the market
transactional data to those of the business being valued®?;
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> Identification and valuation of “redundant” assets (excess assets and non-operating
assets);

> Effect of cydicdity andlor seasondity, if any, on the annud eanings levd used in
averaging past results;

> Effect on mantanability of earnings of the busness when there is a high degree of
dependency on akey person;

> Trestment of “off-bdance sheet” items (eg., contingent assets, contingent lidbilities,
litigious claims, vauable intangibles, etc.);

> In the case of an invetment holding company, recognition of the “trgpped-in” income
taxes on accrued capitd gans;

> In the case of red edate investment companies, portfolio discounts in respect of large
pools of properties,;

> In the case of a start-up operation, the quality and reliability of projections;

> Special-purchaser considerations; etc.

2.3 “Below-the-Line” Issues

In addition to the foregoing “above-the-ling’ (i.e, totd-enterprise level) vaudion issues, the
folowing aeas of dispute occur with respect to “below-the-line’ levds of vaue (i.e, with
respect to the specific shareholdings, or business ownership interests, themsdves):

> Vdudion methodology (eg., whether to vdue the minority shares usng a “top down’
approach, “bottom up” approach, or possibly a market-based approach);®*

Discounts for lack of control (minority discounts);
Discounts for lack of marketability or liquidity (marketability discounts);

Discounts for fractionad interests in red edate (for unmarketable, undivided co-
ownership interests);

> In the case of a holding company, whether an asset-based approach can be adopted if
the shareholder cannot cause the liquideation of the corporation under the provisons of
the rlevant company law datute;

Blockage discounts,
Specid- purchaser consderations; etc.
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2.4 Should Discounts Be Discounted?

As vauaion is more of an at than a exact science®, the foregoing areas — and many more —
are open to chdlenge by Revenue Canada (or actudly any others who may possibly have an op-
posng view, such as the respective paties in mergers and acquistions, shareholder disputes,
matrimonid matters, going-private transactions, etc.*®). This paper will focus on the following
discounts, often being the most contentious areas®’

> Above-the-line

Discounts with respect to built-in capitd  gains tax liabilities of invesment
holding companies;

K ey-person discounts with respect to operating companies; and
Portfolio discounts with respect to investment holding companies.

> Below-the-line
Minority discounts on shares of family-controlled corporations;
Marketability discounts on these shares, and

Discounts  for fractiona interests in  nonfamily-controlled red edtate
investments.

This paper will dso outline Revenue Canada's policy regarding “specid shares’ and “retractable
preferred shares’ used in tax and estate planning.

In congdering the factors which will be discussed herein, it is essentiad to keep in mind that “fair
market vaue’ (which is the teem employed in the Act) is the “willing-buyeriwilling-sdller” stan
dard; it necessarily contemplates uncompelled, arm’'s length, reasonably informed parties, acting
in ther regpective sdf-interests and with equity to both. “Vdue to owner” is a totaly and
fundamentally separate valuation standard.3®

Recognizing the potentid disagreements which might arise, consdering that the nonrarm's
length share trandfer in the course of the edtate plan may wel be subject to scrutiny by the
Depatment’s business vduators, a price-adjusment clause should be included in the purchase
and sde agreement. In many @ses, it may be desirable — indeed prudent — for the taxpayer to
commission an independent vauation to support the far market values used in the transaction,
particularly if the foregoing areas involve materia amounts and/or extremely contentious i SSues.
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25 Above-the-Line Discounts
251 Built-In Capital Gains Tax Liability Discounts

Assume that a corporation has only one assst — a parcd of vacant land having a vaue of
$1,000,000 on the vauation date and an ACB of $200,000. There are no liabilities. Much de-
bate has occurred as to whether, for purposes of vauing the corporation’s issued shares, a dis-
count should apply in respect of the taxes on the accrued capitd gain of $800,000 if there is no
intention to sell the asset or liquidate the corporatiion. Would a purchaser pay $1,000,000 for the
shares, even if there is no intention to sdl? What if the ACB of the land was $1,000,000 instead
of $200,000?

The issue of the trapped-in capitd gans tax aises mogt often in the vaduaion of investment
holding companies, paticularly those which do not generate dgnificant income or cash flow.
These types of companies may hold a portfolio of marketable securities which do not generate
subgtantid  dividends, or might own undeveloped red esate which may have dramaticdly in-
creased in vaue. As a consequence, they are vaued in rdation to ther underlying portfolio of
asets (applying an asset-based gpproach) rather than as an operating company (applying an
income- based approach).

When a company is vaued usng an income-based approach, the corporate level of tax on the
income generated by the company is conddered in deriving value. Conversdy, if the company is
vaued usng the net assst or liquidation method, consderation must be given to any corporate
level tax that would be generated upon sde or liquidation, since this method assumes that the
company’ s shares are no more valuable than the underlying net assets.>°

Because the term “far market vaue’ is defined as the highest price a which property would
change hands between a willing buyer and a willing sdler, deding a am’s length, neither being
under any compulson to transact and both having reasonable knowledge of dl reevant facts,
some discount should be appropriate because a built-in capitd gains tax on the accrued, or unre-
dized, gan would reduce the price which a knowledgeable buyer would be willing to pay. An
informed, uncompelled buyer would not consder the unavoidable future taxes on a privae
corporation’ s appreciated assets in determining the fair market value of the issued shares.

For many years, in the U.S,, a discount for the built-in capitd gains tax liability had not normaly
been recognized by the U.S. tax courts, because the gain could often be avoided or minimized in
a liquidation. Smilarly, income taxes and liquidation costs were not generdly permitted for pur-
poses of determining the far market value of a corporation’s shares when the prospect of
liquidation was speculative. Thisis generdly the same position asin Canada.

In its Technical Advice Memorandum (TAM) 9150001, the Interna Revenue Service (“IRS’)
dated that an estate was not entitled to discount the net asset value of a corporation’s shares for
edate tax purposes to reflect the potential cepita gains taxes that would be incurred if the cor-
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poration were liquidated where no liquidation was, in fact, contemplated. The pogtion in this
Letter Ruling contradicts the language in IRS Revenue Ruling 59-60%°, which is the basic policy
of the IRS with respect to the vduation of closdy-held busnesses. The Revenue Ruling dtates
that “if the budness corssts of a closdy-hdd invesment or red edate holding company,
whether or not family owned, the cost of liquidating it, if any, merits consideration”.**

There is dso an goparent contradiction between the Letter Ruling in TAM 9150001 and the
position of the IRSin its Valuation Guide for Income, Estate and Gift Taxes*.

This private Letter Ruling, however, fals to diginguish among the markets or marketplaces in

which a transaction may occur, viz., the leveraged buyout market, the red edtate finance market,
the market for restricted shares, etc.

In one case, however, the U.S. Tax Court permitted a 15% discount for lack of marketability,
dating:

“A discount for lack of marketability was not warranted; yet, we feel it necessary to re-
duce the net asset value of the corporation by the transaction costs that would be in-
curred in obtaining that direct ownership. The corporate form cannot simply be
ignored.’

The cases which were decided prior to the enactment of the U.S. Tax Reform Act of 1986
(“TRA”) and the reped of the General Utilities** doctrine were decided on the basis that an ac-
quiring corporatiion could re-value the acquiree’s assets to current far market vaues without
paying a capital gains tax on the increase in the cost basis of the acquiree's assets (dthough the
acquiree was subject to tax on recapture of depreciation) under the General Utilities doctrine.

The Qgsition of the U.S. Tax Court in the pre-1986 cases is summarized in Estate of William T.
Piper™:

“We consider such a discount unwarranted under the net asset valuation technique
employed herein, where there is no evidence that a liquidation of the investment com-
pany was planned or that it could not have been accomplished without incurring a
capital gains tax at the corporate level. If the purchaser had been an individual, the
use of 8337 would have afforded the opportunity to avoid the capital gains tax at the
corporate level, and any gain at the shareholder level would have reflected only the in-
crease in value of the assets subsequent to the purchase. If the purchaser [was] a
corporation, the same opportunity with similar consequences would have been
afforded under §332 and 8§334(b)(2).”
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Recently, the foregoing long-standing policy of the U.S. Tax Court has changed, as the result of
two important judicid decisons.

In Estate of Artemus D. Davis v. Commissioner®, the issue was the fair market vaue of each of
two 25-share blocks (out of a tota of 97 outstanding shares) of a holding company, ADDI & C
(*Holdco”), the principal assat of which comprised in excess of 1 million shares of Winn-Dixie
Stores, having a value in excess of U.S. $70 million on the vauation date (November 1992). The
cost base of the shares was only U.S. $338,000. The greater portion of a potential capitd gains
tax ligbility of U.S. $2.7 million was attributable to the Winn-Dixie shares held by Holdco. Each
of the two 25-share blocks of Holdco was valued at US. $6.9 million by the taxpayer and U.S.
$135 million by the IRS. The IRS imposed a gift tax deficiency*’ againgt the Estate of Artemus
Davis®® The mgor pat of the difference in vaue relaed to the trestment of built-in cepitd
gains taxes.

Judge Chiechi dtated:

“We reject respondent’s position that, as a matter of law, no discount or adjustment
attributable to [Holdco’s] built-in capital gains tax is allowable in the instant case.”

The IRS rdied on a line of juriorudence which, as noted above, holds that built-in capitd gains
taxes should not be teken into account in determining far market value where liquidation is
speculative. It dso argued that Holdco could have converted to an S-corporatiion and have
avoided capita gains taxes on the sde of Holdco's assets after a tenryear holding period.*® The
Court added:

.. we agree that as of the valuation date it was unlikely that [Holdco] would have
converted to an S-corporation. Based on the record before us, we reject respondent’s
unwarranted assumptions that [Holdco] could have avoided all of [its] built-in capital
gains tax by having it elect S-corporation status and by not permitting it to sell any of
its assets for ten years thereafter, and the record does not establish that there was
any other way as of the valuation date by which [Holdco] could have avoided all of
such tax.

“We are convinced ..., and we find that, even though no liquidation of [Holdco] or sale
of its assets was planned or contemplated on the valuation date, a hypothetical willing
seller and a hypothetical willing buyer would not have agreed on that date on a price
for each of the blocks of stock in question that took no account of [Holdco’s] built-in
capital gains tax. We are also persuaded on that record, and we find, that such a
willing seller and such a willing buyer of each of the two blocks of [Holdco’s] stock at
issue would have agreed on a price on the valuation date at which each such block
would have changed hands that was less than the price that they would have agreed
upon if there had been no ... built-in capital gains taxes of that date.”
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Interestingly, not only did the taxpayer's vauation expert gpply a discount, but even the IRS
vauation expert applied a discount (15%) in respect of built-in capitd gains taxes. These dis-
counts were included in the marketability discounts applied to each block of shares, viz., 50%
and 38%, respectively.

In Judge Chiechi’s view, a deduction with respect to the full amount of taxes in cdculaing
Holdco's net asset value was not appropriate unless a liquidation or assst sde was occurring.
Accordingly, the respective vauation gpproaches of the vauators for each sde, i.e, the incluson
of adiscount for built-in capita gainstax as part of the marketability discount, were appropriate:

“ ... we find that on the valuation date there was less of a ready market for each of
those two blocks because of [Holdco’s] built-in capital gains tax than there would have
been for each such block without such a tax.”

The most recent decison on point is that of the U.S. 2nd Circuit Court of Appedlsin Eisenberg v.
Commissioner of Internal Revenue®, reversing the decision of the U.S. Tax Court®* which had
denied the taxpayer the ahility to reduce the far market vaue of shares gifted®® to her relatives
by the capitd gains ta> which her red estate holding company would have incurred if it liqui-
dated, sold or digtributed its only red estate asset. The lower court had held that well-established
precedent dictated that no reduction in the vadue of private-company shares may be taken into
account to reflect the built-in capitd gans tax liadility where evidence fals to edablish the
likelihood of a liquidation or sde of the corporation or its assets, because the tax ligbility is
purely specuative. In addition, the Tax Court found no indication that a hypothetica purchaser
would acquire the corporation with a view of ather liquidating it or digposing of its red edate,
such thet the built-in tax liability would be consdered a materid o dSgnificant concern. That s,
if, as of the vauation date, there was no contemplation of such liquidation or sde, should the de-
termination of far market vdue of the issued shares take into account the built-in cgpitd gans
tax lihility?

As noted in Piper (supra), the U.S. Tax Court had, in the past, generdly hdd that, in vauing
private-company shares usng the asset-based approach (net asset vaue method), a specia reduc-
tion of the vaue of the shares with respect to built-in capital gains tx ligbilities at the corporate
level was unwarranted where there was no evidence that a tax-triggering event, such as a liqui-
dation or sde of the corporation’s assets, was likey to occur.>® The denid of a reduction for
built-in capitd gans tax liability was based, in part, on the possbility that the taxes could be
avoided by liquidating the corporation.®®

The question before the 2nd Circuit in the Eisenberg appeal was whether it agreed with the rea
soning of the Tax Court that the capitd gains tax lability was too speculative to be vaued as of
the date of the gift where no liquidation, sdle or didtribution of the taxpayer's corporation was
planned.



Valuations and Price-Adjustment Clauses Page 20

The Court referred to Estate of Davis (supra), which “regect[ed] respondent’s position that, as a
metter of law, no discount or adjustment atributable to [the corporation’s] built-in capitd gans
tax is dlowable’. The Tax Court, in Estate of Davis, found that even the respondent acknowl-
edged that irrespective of whether a liquidation of the corporation or a sde of its assets was cort
templated on the vauation date, “some reduction in vaue would be gppropriate if, in fact,
avoidance of acorporate level gainstax was not available’. The Court in Davis stated:

“We are convinced on the record in this case, and we find, that, even though no liqui-
dation of [the corporation] or sale of its assets was planned or contemplated on the
valuation date, a hypothetical willing seller and a hypothetical willing buyer would not
have agreed on that date on a price for each of the blocks of stock in question that
took no account of [the corporation’s] built-in capital gains tax. We are also per-
suaded on that record, and we find, that such a willing seller and such a willing buyer
of each of the two blocks of [the corporation’s] stock at issue would have agreed on a
price on the valuation date at which each such block would have changed hands that
was less than the price that they would have agreed upon if there had been no ...
built-in capital gains tax as of that date ... . We have found nothing in the ... cases on
which respondent relies that requires us, as a matter of law, to alter our view ... ”.

The court adlowed a discount for the built-in capitd gans tax because “that is what a
hypothetica willing sdler and a hypothetica willing buyer would have done’.

In reversing the decison of the Tax Court in Eisenberg, which had held that “the primary reason
for disdlowing a discount for cgoitd gains taxes in this Stuation is that the tax liability itsdf is
deemed to be speculative’,>® the 2nd Circuit Court of Appedls stated:

“ ... We believe that an adjustment for potential capital gains tax liabilities should be
taken into account in valuing the stock at issue in the closely held G-corporation even
though no liquidation or sale of the Corporation or its assets was planned at the time
of the gift of the stock. We therefore remand this matter to the Tax Court to ascertain
the gift tax to be paid by the taxpayer consistent with this opinion.”

It is important to recognize that the built-in capita gains tax is not deducted from what would
otherwise be the far market value of the corporation's red edate (or other appreciated in-
vestments); rather, it impacts the fair market value of the corporation’ s issued shares.

It is ds0 important to kegp in mind that in the vauation of a minority interest in an investment
holding company, the minority shareholder cannot pass a specid resolution to liquidate the com:
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pany. Hence, unless liquidation is contemplated in any event, an asset-based vauation approach
may be totalling inappropriate.

25.2 KeyPerson Discounts

In business vauation, consderation is given to the possihility that the loss of a key executive®’
may have a negative effect on the busness and the vaue of its issued shares, paticularly if there
is a lack of traned personnd capable of succeeding to the management of the enterprise.  In
vauing the shares of such a busness, the effect of the loss of the manager on the future expec-
tancy of the business, and the absence of management successon potentidities, are accordingly
pertinent factors. The extent of organizationd damage may aso be relaed to the suddenness of
the key manager’ s departure.

On the other hand, the nature of the business and of its assets may be such tha they will not be
impaired by the loss of the key person’s services. In certain cases, the loss may be adequately
covered by life insurance, or competent management might be employed on the basis of the cont
dderation paid for the key person’'s services. These, or other offsetting factors, if found to exi,
are carefully weighed againgt the loss of such servicesin valuing the shares of the enterprise®®

The vauation discount to reflect the loss of a key individua depends on severd factors, one of
the mogst important typicdly being the extent of the key person’s actud duties, responshilities
and contributions to the busness. The key person’s primary contribution is often in the form of
long-danding customer and/or supplier relationships and generd industry know-how.  Other
important factors impecting the valuation discount include the ability of the other executives and
employees of the company to assume the duties of the “vacant” postion, the compensation nec-
essary to replace such individud, the reaction of customers, competitors and — depending on the
nature of the busness — suppliers, upon learning of the loss, as wel as the amount of any
insurance proceeds on the life of the key person (if degth is the reason for the l0ss).

In Les Placements A&N Robitaille Inc. v. MNR®, Mr. Justice Archambault of the Tax Court of
Canada recognized that Mr. Robitalle, who played a key role in his company’s busness (a
gndl-scade operation which reconditioned defective boats imported from the United States) was
a key man in the operation of the company’s business and, therefore, had subgtantial persond
goodwill. Justice Archambault commented that the persona goodwill that Mr. Robitalle had did
not mean that no commercia goodwill could coexig in the corporation. In recognizing a key-
man discount, His Lordship stated:

“In order to take account of Mr. Robitaille’s personal goodwill, | believe that it is es-
sential to recognize a key-man discount, as Mr. Wise did in his report. The evidence
clearly established that Mr. Robitaille plays a preponderant role in the operation of this
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business. | am satisfied that if Mr. Robitaille were to leave the business, Marina
Quebec would suffer a substantial reduction in its earnings. In the circumstances, |
believe that it is reasonable to use a discount rate of 35%.”

The court adlowed a 35% key-man discount to be deducted from the company’s after-tax main-
tanable earnings, prior to capitdizing such earnings, to arive a the vaue of the busness as a
going concern.

K ey-person discounts have been recognized in the United States for over a half-century®® when
existing or prospective management could not properly take over the duties of the deceased.

InaU.S. Tax Court decision, Estate of Milton Feldmar v. Commissioner®?, Judge Fay noted:

“We further recognize, however, that where a corporation is substantially dependent
upon the services of one person, and where that person is not longer able to perform
services for the corporation by reason of death or incapacitation, an investor would
expect some form of discount below fair market value when purchasing stock in the
corporation to compensate for the loss of that key employee (key employee discount).

. we find that Milton Feldmar was an innovative diving force upon which UEC was
substantially dependent for the implementation of new marketing strategies and
acquisition policies. Therefore, we find that a key employee discount is appropriate

The judge dso stated:

“

. we find that an investor would be willing to pay a 15% premium for a controlling
block of shares in UEC, but the same investor would expect a 35% discount for the
loss of a key employee. ... a key man discount of 35% is appropriate in this case be-
cause UEC suffered a serious loss when decedent took to his grave his considerable
expertise in finding and exploiting innovative insurance products and services. Such
35% discount should be reduced, however, to account for UEC'’s potential for finding a
new leader, from outside of its existing management, to replace decedent. Although
we find it to be a very remote possibility that UEC might find a new helmsman with
knowledge, experience, innovative skills, and resources comparable to those of the
decedent, we shall reduce the key employee discount to be applied from 35% to 25%
to account for such potentiality”.
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In Estate of Rodriguez et al v. Commissioner®, Judge Williams reduced the company’s future
earnings (instead of agpplying a discount to the share value otherwise determined) in recognizing
the loss of the key man:

“The evidence shows that decedent was the dominant force behind Los Amigos. He
worked long hours supervising every aspect of the business. At the time of his death,
Los Amigos’ customers and suppliers were genuinely and understandably concerned
about the future of the business without decedent. In fact, Los Amigos soon lost one
of its largest accounts due to an inability to maintain quality. The failure was due to
decedent’s absence from operations. Profits fell dramatically without decedent to run
the business. No one was trained to take decedent’s place.

“Capitalizing earnings is a sound valuation method requiring no adjustment only in a
case where the earning power of the business can reasonably be projected to con-
tinue as in the past. Where, as in this case, a traumatic event shakes the business so
that its earning power is demonstrably diminished, earnings should properly be ad-
justed ... . An adjustment to earnings before capitalizing them to determine the com-
pany’s value rather than a discount at the end of the computation is appropriate to
reflect the diminished earnings capacity of the business. We adopt petitioners’
expert’'s adjustments to earnings for the loss of the key man.” (at 1039.)

K ey-person discounts may be given effect in the vauation by:

> A reduction of normdized earnings to arive & a mantainable levd of earnings absent
the key person;

> A reduction of the multiple which would otherwise be gpplied to the unaffected
eanings,

> Reduction of estimated future cash flows or earnings to be discounted®; etc.

> Reduction, as a separate discount, from the fair market value of the busness otherwise
arived at.

253 Portfolio Discounts

In vauing a company owning a large number of individud red edae properties, securities or
other investments, it may be appropriate to apply a “portfolio discount” to the aggregate of the
respective values of each of the items comprised in the portfolio.  This reflects the fact that while
the vaue of each propety may represent, on an individuad bass, the “highest price obtainable’
(s contemplated in the term “fair market vaue’), the mix and quantity of the properties may re-
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allt in the bundle en bloc being less attractive to a notional purchaser than each one viewed in-
dividudly. While the notiond purchaser is presumed to be attracted to the mgority of the
properties (as he or she is acquiring the issued shares in order to obtain control and ownership of
the properties), the purchaser may likey wish to (imminently) dispose of the ones considered to
be the least desrable. As there are risks and cods associated with any dispostion, if the pur-
chaser has paid far market vaue (on the bads of the properties viewed individualy) and subse-
quently redizes such amount on sde, there would be no economic return (ignoring the time
vaue of money), i.e, a purchaser would not pay $1 to receve $1 in exchange. A notiona pur-
chaser acquiring a large portfolio of properties (comprised in the issued shares of the target cor-
poration) should be able to negotiate a better price from the vendor by being granted a “quantity
discount” (because of buying “wholesd€’) as wel as a further discount to recognize the risks
relating to the more undesirable properties in the portfolio.

The discount is applied to the aggregate vaue of the individua properties. This would recognize
that, through a share transaction, the notiona purchaser is acquiring the properties en bloc.

In LoCicero v. B.A.C.M. Industries Ltd.®* a decision of the Manitoba Court of Queen’s Bench,
reversed by the Manitoba Court of Apped®, the Supreme Court of Canada restored the decision
of the trid court®®, which had accepted that appraised vaues of individua parces of land must
be discounted for the following reasons:

> Apprasas of individud properties are unrdiable indicators of far maket vaues of
shares of large red estate companies,

> The specific nature of each property, the assumptions on the economy, loca markets or
financing and, most particuarly, the sze of a holding can vitiate the usefulness of any
vauation technique used by red edtate gppraisers (replacement cost, comparable sdes
or economic vaue);

> Appraisals do not reflect the varying capital structures of different companies; and

> Appraised vaues are in effect very spasmodic and ephemerd, and can be dradticaly
reduced in only afew months.

A discount of 47% was applied to the appraised values of B.A.C.M. Indudiries Ltd.'s red edtate
to represent the “redities of the market” and the finandd world, which discount would have
reflected how the market viewed the gppraised vaue of a substantia land bank during the 1970s.

Portfolio discounts are generdly agpplied in ariving a share vaues because of the necessty to
inherit, through a share purchase, the entire rea edate portfolio of the acquired corporation.
Discounts in excess of 30% had not been unusua in the industry during the recesson of the early
1980s, as market conditions were wesk and in favour of the buyer. The Sze of the discount will
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depend, inter alia, upon market conditions, the economy, the attraction of the particular type of
red edate (eg., resdentid, commercid, indudrid, etc.), the podtion of the cycle in the industry,
the location of the red edtate, etc.

Currently, portfolio discounts are subgtantiadly lower.

2.6 Belowthe-Line Discounts

2.6.1  Minority Discounts And Family Control

“A number of years of experience has demonstrated that it is extremely difficult to find
any market for minority interests ... , despite efforts to do so ... . On the relatively rare
occasions when an offer is made to buy a minority interest, it is almost always for an

amount far less than the fiduciary and the beneficiary expect to get.’

A minority interest is a shareholding that does not carry de jure contral, i.e, the shareholding
represents less than 50% + 1 of the voting shares, stated differently, it represents 50% or less of
the voting shares.

The sze of the discount to be gpplied to a minority shareholding will typicaly depend on the
facts and circumstances in each case, which include, inter alia:

The sze of the shareholding;

The relationship of the shareholder to the other shareholders;
Whether group control exids,

The digperson of the other shareholdings,

Whether or not there are “specia purchasers™® in the marketplace:
Dividend higtory and palicy;

The terms of the shareholders buy/sdll agreement, if any;
Redtrictions as to transferability; and

Degree of influence on management policy®®.

YV V.V V V V V V V
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Certain “degree of control” factors may or may not exist in any specific ownership interest.  For
example, among the factors which typicdly influence the vaue of a minority postion include the
degree to which the shareholder or partner has the ability to:

Appoint management (and directors, in the case of a corporation);
Block corporate or partnership actions;

Change the articles of incorporation, by-laws, or terms of a co-partnership agreement;
Declare and pay dividends or make distributions;

Determine management compensation and perquisites,

Dissolve, liquidate, sell or recapitaize, in the case of a corporation;
Make acquisitions;

Liquidate asts,

Regiger the shares for a public offering, in the case of a corporation;
Sdlect people with whom to do business or award contracts;

Sell or acquire treasury shares, in the case of a corporation;

YV V V V VYV VYV V V V VYV VYV V

Formulate policy and change the course of business.

Revenue Canada has no policy regarding discount ranges for minority discounts, if they should
be applicable. The Department does, however, recognize the gpplicability of minority discounts
— applying them on a specific-fact bass — in Stuaions where family and group control does
not exis.

2.6.1.1 Canadian Tax Cases

The Canadian courts have conddered the applicability and quantum of a minority discount in a
host of vaudionrdated cases, paticularly income tax and corporate. At the outsdt, it is im-
portant to keep in mind that there is a digtinction between a “minority discount” and a
“marketability discount”, aswill be noted below.

Canadian tax courts have considered the minority-discount issue for many years.

In Taylor Estatev. MNR'®, the assets of an estate included minority shareholdings of 33%, 30%
and 33% in three private companies. With respect to the latter two, the remaining shares vere
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held by reatives, being ether the deceased’s three sons or her haf-brother. Despite these
familid rdationships, her invesments were nonetheless considered to represent minority inter-
edts. The Board commented as follows:

“In view of the fact that only one of the shareholders was not related to the deceased,
but was a corporation, | think that 10%, instead of the more usual 20%, would be an
appropriate allowance to make for the minority interest held ... .

“In my view, and having regard to a family situation that could prove awkward for a
stranger purchasing the deceased’s shares, an allowance should be made by the re-
spondent for the fact that the deceased’s interest was definitely a minority one. | can
see no reason why this factor was not taken into account and consider that an allow-

ance of not less than 10% should again be made for the minority interest held. "
(Emphasis added.)

In Mayson v. MNR'? the Tax Court of Canada had to decide whether two different classes of
shares held by the same shareholder should be valued separately or together.”® A secondary issue
dedt with the gpplicability of a minority discount. The appdlant was a 50% shareholder. The
Court stated:

“Where each of two shareholders owns 50% they are, in effect, both minorities and in
their respective positions can do nothing, except in unison, to change the share
structure of the company and thereby prejudice the non-voting shares, which in this
case, apart from the voting privilege, were in all other respects equal.”

Hence, no minority discount was applied. The vaue of the shares was determined by reference
to actual negotiated transactions that took place between the parties involved.

Moynihan v. MNR™* related to the vauation of a holding of 150 shares out of a totd of 600 is-
sued and outstanding shares in a smdl incorporated insurance agency. The Tax Apped Board
vaued the shares a $5 each, implying a 95% discount from pro rata value. The court gtated that
only the whole enterprise could be sold as no one would acquire apartiad interest.

In Lauder v. MNR’® the Tax Review Board dedt with the December 31, 1971 (“vauation day”)
vaue of a 24% interest in a company. The Board held that despite the taxpayer’s unique experi-
ence and background in the industry, his influence on the vaue of his holdings was limited be-
cause he was a minority shareholder. From the taxpayer's perspective, however, because of his
background with the company as well as his postion on the Board of Directors and his industry
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expertise, his shares had a unique vaue (“vaue to owner” concept). In his submisson to the Tax
Review Board, counsd for Revenue Canada raised the following important point:

“Mr. Lauder had a combination of his experience, his history with the company, his
ability, his position on the Board of Directors; he had all of those things. That is not
what a purchaser is buying. A purchaser is only buying the shares. A new purchaser
does not get with the shares what Mr. Lauder had with the shares. Here is the
difference.”

While there is no mention of the specific quantum of discount gpplied by the Board, it deter-
mined the vadue to be 635% lower than that origindly clamed by the taxpayer. A Sgnificant
portion of this reduction can be attributed to the application by the Tax Review Boad of a
minority discount.

In H.P. Connor v. The Queen’® the issue before the Federd Court (Trid Divison) was the fair
market vaue on vauation day of ten shares of a private company, representing 10% of the com
pany’s outdanding shares. Discounts were consdered for both the illiquid and minority aspects
of the investment. Based upon the expert evidence, the court applied discounts of 20% for il-
liquidity and 10% for lack of control, or a composite discount of 30%.

In Carruthers v. MNR"’ the Federd Court (Trid Divison) held that a minority shareholding,
even of 48%, must be discounted from pro rata value. The Tax Review Board had not agreed
with the en bloc vaue submitted, and its findings produced an 82% discount from the appedlant’s
en bloc vdue’™. While the Federd Court increased the vaue of the shareholding, a minority
discount of 67% was ill implied.

In Trynor and Boyd v. MNR"® Madam Justice Kempo of the Tax Court had to decide upon the
far market vdue, on “vauation day”, of certain minority postions. Her Ladyship Stated:

“Further | concur with the position of counsel for the Appellant, Ms. Boyd, that be-
cause of her minority shareholding some discount may be appropriate but that given
her long-term and amicable business relationship with Mr. Trynor and the probability
that a reasonably prudent purchaser would have wanted to acquire all of the issued
shares and that they would have been readily-forthcoming, only a nominal discount
should be employed. In this respect | would assess the discount to be 5% ... .”

In Yager v. The Queen®® Mr. Justice Pinard of the Federa Court (Tria Divison) held that a mi-
nority discount of only 10% was gppropriate for a 48% shareholding, conddering the long-
ganding and good working relationship and the respective sdaries of Mr. Yager and the 52%
shareholder.
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As discussed below, Revenue Canada generaly does not recognize minority discounts where the
shareholders are related to one another.®*

26.1.2 U.S Tax Cases

Until the Internd Revenue Service issued Revenue Ruling 93-12%2 just a few years ago, it did not
recognize a minority discount on private-company shares if the minority shareholder was related
to the control group. However, certan cases litigated in the U.S. Tax Court, the taxpayer
prevailed.

In Propstra v. United States®® the taxpayer and his wife owned, in community of property, an
undivided one-hdf interest in severd parcels of red edate. The Digtrict Court decided that the
estate was entitled to a 15% discount on the undivided oe-hdf interest. The decison was ap-
peded by the government, which argued that since the one-hdf interest held by the estate would
ultimately be sold dong with the other undivided interest, the market vaue of the whole would
be redlized by each ore-hdf interest owner. The trid court decison was affirmed by the Court

of Appedl.

In Estate of Bright v. U.S3* the 5th Circuit Court held that the minority interest had no control
vaue, even though the family unit had control of the corporation. This decison was based on (a)
edablished case law, which did not support any type of “family attribution” where the control of
a corporation was atributed to family members and (b) the concept of the hypothetica willing
buyer/willing sdler. The Court interpreted the expresson “willing sdle” (within the context of
the far market value definition) as a hypotheticd sdler rather than the paticular estate, cont
cluding that the actud identities of the parties recelving the shares should be disregarded (an
“objective standard”).

In Estate of Andrews™, the objective standard (hypothetical willing buyer/sdller) was emphesized
because of its advantage over a subjective inquiry into the fedings, dtitudes and articipated
behaviour of heirs and legatees which might well be boundless®®

As will be noted beow, the U.S. Internd Revenue Service changed its policy as a result of these

decisons and now permits minority discounts on family-held minority shares in gift and edtate
tax transfers (Revenue Ruling 93-12).

2.6.1.3 Revenue Canada’sPolicy

Revenue Canada's IC 89-3, sets out the Department’s position on family and group control as it
relates to the determination of fair market vaue.
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The Depatment dates that its policy is essentidly the same for family control and unreated
group control; however, the criteria for accepting the exisence of an am'’s length control group
is more stringent that the requirements for family control.

As noted above, Revenue Canada will not recognize a minority discount where ether a related
group or an unrelated group of shareholders who control a corporaion owned, among them:
saves, a least 50% plus 1 of the issued and outstanding voting shares of the corporation at the
same time and if they have higorically acted in concert as a group. 1C 89-3 dates that it is “a
rebuttable presumption that a family group has acted in concert to control a corporation.”’

The Depatment's postion vis-a-vis the goplication of minority discounts on  family-hed
minority sharesis asfollows.

“In a situation where the existence of family control is recognized, the Department will
employ a rateable valuation for each family group member's shares.” (Emphasis
added.)

IC 89-3 dates that, in order to determine whether a certain pattern of conduct § indicdive of
collusve action in dl matters reating to control, Revenue Canada may undertake the following
actionsindividudly or in any combination:

> Shareholders and directors minutes may be examined to determine the extent of
consultation among the group.

> A review of remuneration may be made to ensure that al members of the group were
treeted fairly.

> Interviews with members of the group may be held to determine the role played by each
member.

> Details of actua purchases and/or sades made by the claimants may be examined.

Where the Department is satisfied that the documentation provided indicates a consgtent pattern
of group contral, it will goply a rateable vauation for each member's shares, and not dlow a
minority discount.

The Department aso recognizes that de facto, or effective, control can exist in a public corpora
tion where an individua or group has a large block of shares, where through unconditiona
proxies, a mgority of votes & any shareholders meeting cortrols management and where the
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remaining shares are widdy dispersed. In these cases, satisfactory evidence of control must be
provided.

Each case is dedlt with by Revenue Canada on its own merits.

Paragraphs 32 to 37 of IC 89-3 sts out the Department’s policy. Since the formulation in 1989
of the policy, there have been a large number of credtive “custommade’ classes of Specid
Shares devised for income tax planning andlor estate planning purposes®® which had not been
previoudy been envisoned by the Department when it origindly issued IC 89-3.

Revenue Canada's pogtion is that each class of Specia Shares must be vaued having regard to
its specific rights, conditions and other attributes.

Paragraph 32 of 1C 89-3 reads:

“Family and Group Control

“32. The Department recognizes that in certain situations either a related group or
an related group of shareholders may control a corporation if they owned
amongst themselves at 50% plus 1 of the issued and outstanding voting
shares of the corporation at the same time and if they have historically acted
in concert as a group. It is a rebuttable presumption that a family group has
acted in concert to control a corporation.

“An assertion by a minority shareholder that he/she is part of a family control
group must be considered in light of all relevant factors, including the rights
and restrictions attributable to his/her particular shares.

“In a situation where the existence of family control is recognized, the
Department will employ a rateable valuation for each family group member’'s
shares.”

Accordingly, Revenue Canada proposes to insert, between the first and last paragraphs of
Paragraph 32 of IC 89-3, the following paragraph:

“Where there is more than one class of shares, the en bloc value of the corporation
should be apportioned between the various classes of shares. The fair market value
of each class must then be determined on its own merits according to the individual
rights and restrictions of that class.”

In addition, the following sentence will be added to the last paragraph of Paragraph 32:
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“For greater certainty, any reference to rateable value means rateable value within
each class.”

The Depatment does not believe that the revised wording would change its podtion on family
control, in that its policy was never intended to provide an overdl “umbrela’ protection for dl
family-owned shares under dl conceivable share dtructures.  Under the revised wording, each
class of shares must be vadued separatdly before consdering family control. If specific classes
(such as exdusonary dividend shares) are determined to have no vaue, they will not be given an
atificid vdue through the gpplication of the Depatment's family-contral policy.?®  Revenue
Canada's family-control policy was not intended to be an option offered by the Department, as
IC 89-3 does not expresdy or implicitly provide a discretionary application right.  The
Department’s postion is tha the policy applies where families have shown a higory of acting in
concert as agroup in the best interests of the family members®

2.6.1.4 Internal Revenue Service s Palicy

Until the IRS rdeased Revenue Ruling 93-12 concerning minority discounts in family-controlled
companies, the IRS and Revenue Canada shared the same views, i.e, minority discounts were
not recognized. The IRS now takes the postion tha there will be no regard to the family rela-
tionship of the parties in vauing minority interests for gift tax purposes (and that the Service will
follow the Bright, Propstra and Andrews decisions @upra) of the U.S. Tax Quurt): “A minority
discount will not be disdlowed soldy because a transferred interest, when aggregated with
interests held by family members, would be part of a controlling interest”.

For a number of years, the IRS shared the same views as Revenue Careda that no minority dis-
count should be dlowed in vauing minority interests held by family members in private compa
nies  Minority should, for vauaion purposes, aggregated with dl family-held shares of the same
corporation.®*

Revenue Ruling 93-12 revoked Revenue Ruling 81-253% which held that, ordinarily, no minority
shareholder discount was alowed with respect to transfers of shares between family members if,
based upon a composite of the family members interests a time of the trandfer, controlled (either
mgority voting control or de facto control through family rdationships) of the corporation
exiged in the family unit. The Ruling aso dated that the IRS would not follow the decison of
the 5th Circuit in Estate of Bright v. United Sates.*®

After further congderation of its pogtion taken in Revenue Ruling 81-253, and in light of a series
of cases that the IRS lost on this point®, the Service concluded that, in the case of a corporation
with a dngle dass of sock, notwithstanding the family relationship of the donor, the donee, and
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other shareholders, the shares of other family members will not be aggregeted with the trans-
ferred shares to determine whether the trandferred shares should be vaued as pat of a
contralling interest.

The pogtion taken by the IRS in Ruling Revenue 93-12 is that family rdationship will not be the
sole reason to chalenge minority-interest transfers when a family has control of a corporation.
More specificdly, if a donor transfer shares of a corporation to each of his or her children, the
factor of corporate control in the family is not consdered in vauing each trandferred interest for
edate and gift tax vauation purposes. The IRS will not assume that al voting power hed by
family members may be aggregated for purposes of determining whether the transferred shares
should be valued as part of a controlling interest:

“Consequently, a minority discount will not be disallowed solely because a transferred
interest, when aggregated with interests held by fimily members, would be part of a
controlling interest. This would be the case whether the donor held 100 percent or

some lesser percentage of the stock immediately before the gift”.

It would not appear that, considering the proposed revisions to IC 89-3 with respect to family
control, Revenue Canada would a this juncture be leaning toward the policy of its U.S.

counterpart.

2.6.2 Marketability Discounts

Marketability is defined as the ability to convert a property to cash quickly, with minimum trans-
action and adminidrative codts in S0 doing, and with a high degree of cetanty of redizing the
expected amount of net proceeds.

In Cor porate Cashflow Magazine, the author observes that:

“liln the absence of an effective exit vehicle, private placements normally sell at a
significant discount — often 30% — 60% or even more — from freely traded

securities”.

To an invedor, the lack of marketability makes an investment less atractive and therefore the
investor would require a higher raie of return than on an dternaive invesment having dl of the
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same investment and risk characteridtics, except marketability. As ready marketability adds
vaue to a security, the market pays a premium for liquidity. Conversdy, the market applies a
discount when there is lack of marketability or liquidity.

The marketability discount is separate and distinct from the minority discount and is applied to a
different vauation base (see example). The digtinction between these may be outlined as

follows

A minority discount reflects a decrease in vaue due to lack of control (as noted above), and such
decrease (discount) is subtracted from the rateable (proportionate) share of the en bloc vaue of
the totd common equity, or partner’s equity, including control. As a marketability dscount re-
flects the decrease in vadue due to the illiquid nature of the investment, the objective vaue-base
with respect to which the decrease (discount) is referenced is a security having the same
investment attributes except that it can more readily be liquidated.

The concept of minority interest deals with the relationship between the interest being
valued and the total enterprise ... . The primary factor bearing on the value of the mi-
nority interest in relation to the value of the total entity is the degree of control the mi-
nority interest does or does not have over the particular entity. The concept of mar-
ketability deals with the liquidity of the interest, that is, how quickly and certainly it can
be converted to cash at the owner's discretion.’

Because a minority interest discount reflects a vaue decrement due to lack of control, the vaue
base from which the minority interest discount is subtracted is its proportionate share of the
vaue of the totd entity (or a least the common equity) teken as a whole, including dl rights of
control. As a discount for lack of marketability reflects a value decrement due to lack of liquid-
ity, the value base from which the discount is subtracted is the vaue of an entity or interest thet is
otheng/gse comparable but enjoys higher liquidity (i.e, can more readily be sold and converted to
cash).

For example, if a minority interest in a privady-held corporation, or partnership, is vaued by
reference to trading prices of publicly-held shares, or red edae invesment trust units, privately-
held non-marketable minority interests are being compared with liquid, publicly-traded minority
interests.  The private-company shares or partnership interests (as the may be) are accordingly
discounted for the lack of marketability vis-a-vis the publicly-traded securities, but not in respect
of the minority-interest aspect, as the publicly-traded security is dso a minority interest and,
accordingly, aready reflects aminority discount.

An atidein Business Valuation Review, makes the following observation:
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“A minority interest in a privately-held firm should contain an even greater discount for
lack of marketability than a control share. We see from these studies in Pratt that
there is a pure discount for lack of marketability even when there is no question as to
the ability to convert to cash on a specified date (again the amount is uncertain, but
the ability to convert to cash hence time at which it can occur are both certain). When
we compare a minority letter stockholder to a private company minority stockholder,
the latter is obviously much less marketable. It may take 30 years to sell the private
stock, and it may never sell. The majority owner can even cash out, selling his shares
only without the firm as a whole, leaving the minority shareholder still sucking wind,
waiting for a knight in shining armor. In the meantime, private firms rarely ever pay
dividends, while letter stockholders may well be receiving them.”

In another U.S. article, published some 25 years ago, the author noted:

“Obviously the courts in the past have overvalued minority interests in closely-held
companies for federal tax purposes. But most (probably all) of those decisions were
handed down without benefit of the facts of life recently made available for all to see.”

“Some appraisers have, for years, had a strong gut feeling that they should use far
greater discounts for non-marketability than the courts had allowed. From now on
those appraisers need not stop at 35 percent merely because it's perhaps the largest
discount clearly approved in a court decision. Appraisers can now sight a number of
known arm’s length transactions in which the discount ranged up to 90 percent.”1

A. Jod Addgen, former President of The Canadian Inditute of Chartered Business Vauators,
reviewed the various U.S. studies performed between 1970 and 1990 and concluded as follows:

“Based on the various studies relating to the question of marketability only, it would be
hard to dispute as a minimum an average 35 percent discount. | believe greater
discounts could be argued based on the fact that closely-held companies in general
would be smaller in size than the average publicly-traded company and thus justify a
higher discount. This theory seems to be supported by the data in the SEC Institu-
tional Investor Study. Thus, a 35 percent marketability discount applied to a closely
held company could, | believe, only be viewed as conservative.

“Combining the 30 percent adjustment from market to minority with the non-
marketability discount of 35 percent, we arrive at an average total minority discount of
approximately 65 percent, as established in the public marketplace. As suggested
earlier, the average discount may be somewhat conservative, as | believe that the
general circumstances surrounding the shares used to derive the two segments led to
lesser discounts than would be appropriate for ‘true’ minority shares of a typical
closely held corporation.
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“Applying the logic of the public market to the closely held corporation, it would appear
that, on average and absent particular benefits to enhance marketability, a top down
discount of, say 65 percent would not be unrealistic or unwarranted. Based on my
reading, it would appear that the courts have dlowed minority discounts in excess of
50 percent several times, but on the whole the courts still seem to be more com-
fortable with discounts in the 20 to 40 percent range. With the odd exception, it would
appear that U.S. courts have been reluctant to recognize a composite discount. In
some situations, the status of the buyer has been used by the courts to justify a lower
discount (controlling shareholder buying minority shares — value to purchaser or family
group, etc.), rather than fair market value.

EXHIBIT 3
Reconciliation
Percentage
Value of entity 100
Minority market discount, say 30
Hypothetical minority trading price 70
Marketability discount 35
Residual closely held minority interest, maximum 35

“This reconciliation is supported by a number of the authors previously cited who have
suggested total discounts of 75 percent or more. As noted earlier, John S. Harper, Jr.
and Peter Lindquist, in an article in The Appraisal Journal, April 1983, entitled
‘Quantitative Support for Large Minority Discounts for Non-Yielding Interests in
Closely Held Corporations’, demonstrated the applicability of total minority discounts
of up to 75 percent using a top down approach.’

2.6.2.1 Empirical Studies

The following summarizes restricted stock studies conducted during the past number of years:
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Years Covered Average

in Study Discount

SEC, Overall Average® 1966-1969 25.8

SEC, Nonreporting OTC Companiesb 1966-1969 32.6
Gelman® 1968-1970 33.0
Trout® 1968-1972 33.5

Moroneyd n 35.6
Maher® 1969-1973 35.4
Standard Research Consultants' 1978-1982 45.0
Willamette Management Associates, Inc.? 1981-1984 31.2
a. From “Discounts Involved in Purchasers of Common Stock (1966-1969)”, Institutional

In dudies of

obtained:

Investor Study Report of the Securities and Exchange Commission, H.R. Doc. No. 64,
Part5, 92" Cong., 1% Sess. 1971, pp. 2444-2456.

From Milton Gelman, “An Economist-Financial Analyst's Approach to Valuing Stock of a
Closely Held Company”, Journal of Taxation, June 1972, pp. 353-354.

From Robert R. Trout, “Estimation of the Discount Associated with the Transfer of
Restricted Securities”, Taxes, June 1977, pp. 381-385.

From Robert E. Moroney, “Most Courts Overvalue Closely Held Stocks”, Taxes, March
1973, pp. 144-154.

From J. Michael Maher, ‘Discounts for Lack of Marketability for Closely-Held Business
Interests”, Taxes, September 1976, pp. 562-571.

From “Revenue Ruling 770287 Revisited” SCR Quarterly Reports, Spring 1983, pp. 1-3.
From Willamette Management Associates study (unpublished).

Although the years covered in this study are likely to be 1969-1972, no years were given
in the published account.

Median discounts.

the price rdationship between private, closdy-hed share transactions and
subsequent initid  public offerings (“1POs’) of the same shares, the following results were

Page 37
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# of IPO # of Discount
Prospectuses Qualifying
Reviewed Transactions Mean
1992-1993 443 54 45% 44%
1990-1992" 226 35 42% 40%
1989-1990° 157 23 45% 40%
1987-1989° 98 27 45% 45%
1985-1986" 130 21 43% 43%
1980-1981° 97 13 60% 66%
173 47% 46%
1. Emory, “The Value of Marketability as lllustrated in Initial Public Offerings of Common

Stock”, Business Valuation Review, December 1992, pp. 208-212.
December 1990, pp. 114-116

June 1989, pp. 55-57.

December 1986, pp. 12-14.

September 1985, pp. 21-24.

a s LD

The foregoing sx studies were made over a period of thirteen and one-hdf years in eighteen
month segments. They were dl performed on the same bass. The information for these sudies
cane exclusvely from IPO progpectuses. Each prospectus identified securities transactions
between principals and ingders which took place snce the beginning of the registrant’s last fisca
year prior to the offering.

Of the 173 transactions in the 6 studies, 32 were actua sdes, 7 of which were in the 1993 study.
The remaining transactions were mosily options granted at far market vaue. In generd, actud
sdes transactions in the 6 studies were 49% and the nedian was 52.5%. In most cases, the
transactions were dated to have been at far market value. All ultimatedy would have had to been
able to withstand Securities and Exchange Commisson (“SEC”), IRS or judicid review, pa-
ticulaly in light of the subsequent public offering. The transactions primarily took one of two
forms, (a) the granting of stock options at the then fair market value of the shares or (b) the direct

sde of shares!%?

In his aticle, Emory provides an example of the vaue of marketability with respect to a 42%
economic interest in acompany making an 1PO:

“As an example of the value of marketability, on July 21, 1993, Robert W. Baird & Co.
Incorporated, my employer, was the managing underwriter in an initial public offering
of 2,150,000 shares of Starcraft Automotive Corporation at a price of $10.00 per
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share. On March 29, 1993, about four months before the IPO and with full knowledge
of the IPO, in a disclosed and arms’ length negotiated transaction, a principal holding
50% of the voting stock which represented 42% of the economic interest of Starcraft,
negotiated a sale of 738,400 shares of his Starcraft stock to Starcraft for a price of
$5.42 per share, a discount of 46% from the offering price. This same individual also
sold another 486,000 shares less than four months later in the IPO at $10.00 per
share and then he retired.”

Emory concludes:

“In keeping with these guidelines and prior studies, | eliminated from consideration
development stage companies, companies with a history of real operating losses and
companies whose IPO price was less than $5. In all of these situations the compa-
nies were promising in nature, and their securities had good potential for becoming
readily marketable. Why else would investors have bought the unregistered stock and
why would a bona fide investment banker pursue a firm underwriting commitment?

“The final question to be answered is that if these kinds of discounts are appropriate
for promising situations where marketability is probable, but not a certainty, how much
greater should discounts be for the more typical company’s stock that has no
marketability, little if any chance of ever becoming marketable, and is in a neutral to
unpromising situation?

“In summary, size of the discount for lack of marketability depends on the individual
situation. While there is not one discount for lack of marketability applicable at all
times and to all situations, it is apparent that the lack of marketability is one of the
most important components of value, and the public marketplace emphasizes this
point.”

Bolten presents a summary of discounts for minority podtion and non-marketability, noting that
athough the studies took place over a tenyear period, each discovered an average discount of
goproximately the same amount. Bolten dates that “thus, we may safely assume tha the nont
marketability discount not only is appropriately gpplied because of its higoricdly observed
presence but also because of its relative sability”.
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DISCOUNTS FOR MINORITY POSITION AND NON-MARKETABILITY

Minority Position Non-Marketability
Range Average Suggested Range Average
(%) (%) (%) (%) (%)
1 Arneson 15-55 34.0 >55 - -
2 Coolidge >20-78 36.1 — — —
3 Dant 15-55 34.0 42 - -
4 Feld - - - - -
5 Friedlob - - - - -
6 Gelman - - - <15->40 33.0
7 Lyons/Whitman - cited 16.0 - cited 20-30 -
8 Maher (76) - - - 14.75 35.0
9 Maher (79) - 16.1 - - -
10 Moroney (73) - - - 14.90 36.3
11 Moroney (77) - - - 25-100 50.0
12 Revenue Ruling 77-287 - - - - -
13 Business Owner 30-50 40.0 - - -
14 Standard Research Consultants - - - 7.91 45.0
15-78 29.37 48.5 7-100 39.66
Average minority position discount 29.37%
Average non-marketability discount 39.86%
Total discounts £9.23%
Bolten concludes.

“The IRS and other parties to whom minority position and non-marketability discounts
are not totally accepted, however, tend to recognize them only reluctantly and agree
with considerably lower specific levels than those observed. However, as research
into the subject continues to reveal consistent and increasingly frequent evidence in
support of larger discounts, a recognition of the realty that relatively large discounts
exist should be forthcoming”.

After congdering subgtantid empirica data relating to the marketing of common shares, another
U.S. vauators concludes as follows:

“Considering all of the factors which a stock issuance would involve indicates that a
base for a non-marketability discount should be closer to fifty percent. Other factors
could increase this considerably, or in a few instances might cause a reduction. Risk
and timing, to the extent they have not been included in the basic \aluation appraisal
study or are peculiar only to evaluating a particular stock issuance, could result in a
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non-m%léetability discount considerably higher than the suggested fifty percent
base.”

In U.S. Revenue Ruling 77-287'%, rdating to the valuation of securities restricted from immedi-
ate resde for federd tax purposes, reference is made to an andysis by the SEC, pursuant to
Congressond direction, as to the purchases, sdes, and holding of securities by financid indtitu-
tions, in order to determine the effect of ingitutiona activity upon the securities market.'® The
sudy provides an andyss of redricted securities and deds with, inter alia, marketability dis-
counts on different trading markets. It is of interest that the IRS notes that the market in which
publicly-held securities are traded aso reflects variances in the amount of discount that is applied
to redricted securities purchases. According to the inditutional Investor Study of the SEC,
discount rates were greatest on restricted stocks with unrestricted counterparts traded over-the-
counter, followed by those with unredricted counterparts lised on the American Stock
Exchange, while the discount rates for those shares with unredtricted counterparts lised on the
New Y ork Stock Exchange were the smallest.!®

In Black v. Black!®’, an Ontario matrimonid case, Wash J, dthough not addressing the issue
specificaly, Sated:

“ ... | found the following facts to be the most determinative of the value of the hus-
band’s business interest [a 50% interest in a holding company in which the share-
holder’s brother, Conrad Black, owned the other 50%]: the highly-illiquid nature of
those interests and the substantial third party debt to which they were subject; that a
purchaser of them would rot be buying control or a route to control of their underlying

public companies ... 1108 (Emphasis added.)

Revenue Canada does not address the issue of marketability in Information Circular 89-3 or any of
the Interpretation Bulletins. The IRS, on the other hand, addresses marketability in Revenue
Rulings 59-60'%°, 77-287 and 83-120'%°.

The following graph visudly depicts the difference between a minority discount and a market-
ability discount. It diginguishes among control vaue, marketable minority interes vaue and
non marketable minority interest value, being the three possible levels of vaue !
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CONTROL vs. MINORITY POSITIONS IN PRIVATE COMPANIES

Example of Relationships Among Control Premiums,
Minority Discounts and Discounts for Lack of Marketability

$100/share < > ;ﬂﬁiﬁfﬁwﬁ
A
40% minority Control
discount Premium
66 2/3% control Minority
premium Discount Vaue of
\ . .
minori
$60/share « sharestgs it
40% marketability E;iogfm for freely traded
discount
Marketability
$36/share < > Vaueof
nonmarketable

minority shares

2.6.3 Discountson Fractional Interests|In Real Estate

Genadly, pro-rata net asset values of undivided red property are discounted to reflect (a) lack of
control and (b) lack of marketability, For a partia or fractiond interest in red property, the dis-
advantages of lack of control are smilar to those found in a corporaion or a partnership, viz,
impediments to the unfettered ability to control the use of the assets or the cash flows from the
asats.  The marketability discount reflects the time and the cost to convert the interest to cash.
However, unlike a corporate shareholding, the owner of a fractiond interest in red property has
the ability to seek partition, and therefore, control, of his or her proportionate share of ownership.
A discount is often gppropriste in view of the codt, uncertainty and delays atendant upon
partition proceedings.

The U.S. Interna Revenue Srvice had issued a Technical Advice Memorandum 9336002 relat-
ing to the discount on a 50% undivided interest in a property, sating that “the amount of any dis-
count should be limited to the petitioner's share of the estimated cost of a partitiont'? of the
property”.’*® The IRS dso dates, in its Valuation Guide for Income, Estate and Gift Taxes'4,
that “ ... the smdler the [fractiond] interest, the larger the discount ... [and] the fewer owners,
the smdler the discount ... .
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Oveadl discounts from net asset vaue can range from 10% to 20% for even the smplest
partition suit and from 30% to 35% or more on larger, more complex suits and/or larger

properties ... ”.

An atide in Business Valuation Review'®, the officid publication of the Business Vauation
Committee of the American Society of Appraisers, Washington, D.C., comments.

“Historical Tax Court decisions often have allowed some discounts from pro rata
shares of net asset value for undivided real property interests. IRS’s TAM 9336002
[above] suggests that the amount of discount should be the cost to partition. Careful
examination of the partitioning process, and particularly the time required, demands
substantial discounts from net asset value, as the cost to partition is often under-
estimated. The hypothetical willing buyer of an undivided interest must consider the
substantial time and costs that could be required to gain control of the cash flow and
to make the interest marketable”.

Key factors in determining the discount include:

@ The dze of thefractiona interest;
(b) Comparable sales of undivided interests, if available;
(© The number of other co-owners of the property;

(d) The time required to redize an income from the property or to achieve return on the
investmen;

(e The sze of the tract, in the case of land,

® The time and cost to partition;

(9) Lack of management;
(h) Lack of liquidity.

3. VALUATION GUIDANCE FROM THE U.S.

Because of the gSgnificant degree of guidance from the United States experience in vauation
maters, the fact that there is 0 much amilarity from a vauation perspective (as regards princi-
ples, concepts, practices, procedures and jurisprudence), reference was made throughout this
paper to the relevant U.S. case law aswell as pronouncements of the IRS.
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In addition to the extensve body of case law in the U.S, the IRS has issued the following
Revenue Rulings rlaing to the vauation of businesses and business ownership interests:

Revenue
Ruling No. Subject Matter
59-60 Valuing closely-held businesses
65-192 Extension of Revenue Ruling 59-60 to all types of business interests
and to income taxes, gift taxes and estate taxes
65-193 Modifies Revenue Ruling 59-60 by recognizing the possibility of
valuing the tangible and intangible assts of a business separately
68-609 “Formula Method” (Excess Earnings Approach)
77-287 Use of restricted stock studies in quantifying discounts for lack of
marketability
80-213 Further modifies Revenue Ruling 59-60; valuation of subsidiary
corporation’s shares in transactions
83-120 Valuation of preferred shares; recapitalization
93-12 Minority discounts in valuing minority interests of family members in

family-controlled private companies for gift tax purposes

The IRS dso issues other types of opinions in the form of Technicd Advice Memoranda
(TAMy9), private Letter Rulings, Revenue Procedures and Generd Counse Memoranda. These
relate to soecific-fact gtuaions with respect to which a taxpayer has sought advice from the IRS
(much like Advance Rulings from Revenue Canada).

The IRS Revenue Rulings and Valuation Guide (see below) aso address certain other matters not
covered in any of the Revenue Canada pronouncements, such as holding company issues,
intangible assets, management remuneration, excess earnings and preferred share vauation.

The IRS issues a taining guide to its Appedls Officers, IRS Valuation Guide for Income, Estate
and Gift Taxes, published in January 1994. This publication includes the full text of the
Valuation Training for Appeals Officers coursebook, which is an ad provided by the IRS in its
Appeds Officer Training Program.  Written primarily by gppeds officers, the coursebook is
geared towards trainees with little or no experience in resolving vauation issues. The concept of
“far maket vaue’ is discussed as it gpplies the to vauation of dosdy-held corporations, red
estate and objets d’art. Problems of comparability, evauation of expert tesimony and gppraisd
reports are included. Also covered is the determination of intangible vaue of goodwill and
patents. In summary, the Guide provides taxpayers and tax advisors with ingght into the mgor
vauation problem areas and the IRS's views as to the accepted methods and approaches in
consdering vauation matters.
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Perhaps the most Sgnificant difference between the pronouncements of Revenue Canada and
those of the IRS rdate to minority discounts in family-controlled corporations. The postion of
Revenue Canada is as outlined above, namdy, that the Department will not dlow a minority dis-
count where ether a related group or an unrdated group of shareholders controlling a corpora
tion own, among themsdves, at least 50% plus 1 of the issued voting shares of the corporation at
the same time and have higtoricaly acted in concert as group. The IRS, on the other hand, will
permit aminority discount, although the size of the discount is not indicated.

Furthermore, while Revenue Canada does not address the issue of marketability in IC 89-3, or
any of the above-noted Interpretation Bulletins, the IRS addresses the marketability issue in
Revenue Rulings 59-60*6, 77-287 and 83-120'".

As the context in which the respective pronouncements of Revenue Canada and the IRS specifi-
cdly rdae to “far maket vaue’, it is important to bear in mind the definitions of far market
vdue on each of the border. In the U.S, far market vadue is defined as “the price a which
property would change hands between a willing buyer and a willing sdler when the former is not
under any compulson to buy and the later is not under any compulson to sdl, both parties
having reasonable knowledge of rdevant facts as of the applicable vauation date’. Except for
“as of the applicable vduation date’, the definition contaned in IRS Ruling Revenue 59-60
comports with that contained in the IRS Guide.

With increesing cross-border transactions and cross-border vauations, practitioners will be fac-
ing many additiond chdlenges and will be required to keep abreast of the business vauation
dandards and revenue-department pronouncements on both sides of the border, let done the
numerous va uation-related court decisions emanating from south of the border.

Consder the following example. In Canada, the fair market value of a business interest includes
a “premium” over and above its intrindc vaue, or stand-aone notiond far market vaue, to the
extent there is a “specia purchaser™**® who can be negotiated into paying for anticipated syner-
gies or srategic advantages!'® In the U.S, far market vaue as used in the Internal Revenue
Code does not include such additiond vaue. If the price is affected by specid purchasers or
drategic buyers in the marketplace, the vaue for U.S. tax purposes is “transaction value’ rather
then “fair market vaue'.

Will cross-border problems arise in vauing businesses or busness ownership interests, say, for
nonram’s length transfer pricing or the Canadian departure tax, because “far market vaue’ for
purposes of Section 482 of the U.S. Internal Revenue Code differs from “fair market vaue’ for
purposes of Section 69 of the Act? Will it be necessry, in trandfer pricing Stuations, for the
Contracting States to consult together, as contemplated in Artide XXVI of the Canada-U.S
Income Tax Convention (1980), because there may be different far market values (or differences
in the far market vaue sandard) under each country’s respective interpretations (eg., incluson
vs. excluson of specia purchasers)?
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Also, the IRS will not recognize a price-adjustment clause to which the shares of a U.S. taxpayer
may be subject. As noted earlier, Revenue Canada does not generdly permit a minority discount
in vauing shares hed by family members (IC 89-3); the IRS does (Revenue Ruling 93-12).

Say a Canadian moves to the U.S. The fair market vaue of his or her pivate-company shares
must be determined in the notional market for purposes of the Canadian “departure tax”'?°, as
there is no actua, economic redization based on a third-party transaction. At the same time, the
cogt basis of the shares in the U.S. will be based on origind cost. The problem is that the émigré
will pay tax in Canada on a deemed gain (based on the higher, specid-purchaser price in the no-
tiond market) — a price which had not been actudly redized. When there is an ultimate sde,
there will be double taxation on the spread between origind cost and the vaue on departure.

If the origind cost of the shares was $500,000, the intrinsc (stand-alone) value was $1,200,000,
but the far market value (considering a specid purchaser in the marketplace) was $1,800,000,
for Canadian departure-tax purposes, there would be a deemed disposition of the shares at
$1,800,000. Upon entering the U.S. — ignoring foreign exchange condderations — the shares
would be valued for U.S. tax purposes at $500,000. If, shortly theredfter, the specia purchaser
exited the marketplace and the shares were sold at arm’s length for $1,200,000, Canada would
have taxed a $1,300,000 gain ($1,800,000 — $500,000) and the U.S. will tax $700,000
($1,200,000 — $500,000) — as long as the present disconcordances remain in the respective tax
laws (and in the interpretations of “fair market vaue’).

Given that a price-adjustment dlause must reflect a bona fide intention of the parties to transact at
far market vadue and tha the vaue be arrived a by a fair and reasonable method, the taxpayer’'s
vauaion — to the extent it does not specificdly conform to Revenue Canada's policies in IC 89-
3 and the generd pogtion taken by its Busness Equity Vduation group (with respect to built-in
capita gans tax, marketability discounts, key-person discounts, etc.) — the contentious areas
should be fully supported (by relevant authorities, am’'s length transactions in the marketplace,
judicid decisons, generdly-accepted investment theory, empiricad evidence or a combination
thereof).

As an example of empiricd evidence, in August 1997 the U.S. baanced budget was tabled con
taning a bipatisan measure to reduce capitd gains tax dgnificantly. Immediady, the indicated
percentage discount from net asset values of closed-end investment companies liged on U.S.
stock exchanges decreased as the likelihood of the proposd’s enactment increased. This reaction
gppeared to confirm the view of many vauaion practitioners and investors that taxes on accrued
capitd gains are afactor in vauing the shares of a corporation owning gppreciated investments.

Case law may provide are useful guiddines by which to assess the methodologies favoured by
the courts and Revenue Canada and to understand the approach they are likely to take with
respect to the vauation logic, evidence and andyss.

Courts often favour “red world” solutions based on actud Smilar transactions or on vauation
methods commonly applied in pricing a paticular type of business for an actud transaction —
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rather than more theoretica indications of vaue — unless there is drong evidence that those
methods are not gppropriate in the specific case. The Tax Court of Canada may be inclined to
sde completely with the party whose vduation is more complete, redidtic, thorough and better
presented.

Returning to the experience in the U.S, notwithstanding the extensve guidance to be obtained
from the IRSs Revenue Rulings, TAMs, Letter Rulings, Revenue Procedures and Generd
Counsd Memoranda, which represent adminigtrative (rather than legidative) tax authority, there
nonetheless reman dgnificant practicd and adminidrative problems in the gpplication of IRS
vauaion policies.

The American Society of Appraisers, Washington, issued a press release’®! commenting on a
dudy it completed in early 1997. The study concluded that the IRS may be losing billions of
dollars of tax revenues because of deficient appraisa policies. It stated, among other things:

“There is ‘convincing evidence’ that billions of dollars in tax revenues are being lost
each year because IRS policies governing how tax payers estimate the fair market
value of real estate, personal property and ownership interests in businesses ‘lack
clarity and consistency and violate generally accepted appraisal standards.” This is
the central finding of a nine-month study released by the American Society of
Appraisers (ASA), one of the nation’s largest professional appraisal societies. The
study is being sent to the IRS Commissioner, to Congress and to the Treasury
Department’s office of Tax Policy for their consideration.”

“ ... [The president of ASA] ... said, ‘weaknesses in Service valuation requirements
lead to unreliable and uneven taxpayer estimates of fair market value, result in con-
fusion to taxpayers and tax practitioners, and actually foster needless disputes and
litigation between taxpayers and the IRS. Since taxpayers and IRS district office
managers are reading from different pages when determining how property and busi-
ness interest are to be valued and reported ... it is little wonder that appraisal issues
generate major controversies, which IRS appeals officers and the Tax Court are
constantly called upon to resolve.’

“Major weaknesses in IRS appraisal policies cited in ASA’s study include:

“IRS Does Not Require Use of a Uniform Methodology to Estimate Fair Market
Value: IRS does not require that calculations of fair market value be based on
generally accepted valuation methodology, such as the Uniform Standards of
Professional Appraisal Practice (USPAP), promulgated by The Appraisal
Foundation. This means that taxpayers are able to adopt significantly different
approaches to valuing comparable property or business interests, leading to
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unacceptably wde variances in the dollar values assigned to such comparable
items.

“For Most Tax Purposes, IRS Does Not Require the Use of Appraisers, Even to
Value Complex and High-Dollar-Value Properties: [IRS permits taxpayers, for
most tax purposes, to perform their own valuations even of complex and high-
dollar-value property and business interests, sometimes without any require-
ment that they describe the method used to estimate fair market value. This
policy helps produce what appears to be a large number of market value
estimates that are inaccurate and often understate the tax liability of the filer.

“The study recommends a number of major changes in IRS appraisal requirements
and notes that many of its recommendations track federally related valuation reforms
enacted by Congress, including reforms relating to charitable gift contributions and the
Financial Institutions Reform, Recovery, and Enforcement Act of 1989. ASA’s central
proposals are:

“IRS should adopt a single set of valuation requirements, based on generally
accepted principles of professional appraisal practice for all taxpayer-claimed
values above an established dollar threshold.

“IRS should require all taxpayers and IRS District Offices to adhere to a uniform
valuation methodology, such as the Uniform Standards of Professional Practice,
which is recognized by professional appraisers, by most government agencies
and by most private sector users of appraisal services.

“Taxpayer-furnished estimates of fair market value of complex or expensive
properties and business interests should be performed by professional
appraisers with meaningful skills and training.”

The IRS has recently established an Appraisal Policy Working Group in response to the ASA’s
report on deficiencies in IRS vauation practices and a recommendation regarding the proposed
reforms is expected in December, 1998.

Revenue Canada has dso continudly faced the criticiam that its Business Equity Vauation group
practices are not condstent among regiond offices or, indeed, within the same Didrict Taxation
Office.  The Department has received complaints that the uncertainty regarding how a pecific
Digrict Office or vauator will review a transaction places the taxpayer a excessve risk in the
arrangement of the person’s effairs.

Revenue Canada recognizes that the “consstency” problem can be addressed through the estab-
lishment of formd, published vauation policies followed nationdly by dl depatment daff. Pre-
sumably, this would be smilar to the guiddines published by the U.S. Internd Revenue Service.
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Revenue Canada purposaly keeps its nationd vauation policies to a minimum, viz., the policies

contained in |C 89-3.

The Department’ s reasoning is as follows:

Agan, referring to the United States, the Tax Court, in Estate of Thomas A. Fleming v. Commis-
sioner'?®, added a footnote encouraging taxpayers and the IRS to settle, rather than litigate,

. a significant body of policies would compromise the independence of depart-
mental valuators by requiring them to employ valuation methodology dictated by their
employer rather than their own professional judgment. This is not an insignificant is-
sue. Departmental valuators have been criticized in court by lawyers attempting to
undermine their credibility by claiming that their values were based on government
policy rather than their independent opinion.

“National valuation consistency and independent valuation opinions are mutually ex-
clusive goals; any move towards one of these adversely affects the other. Since in-
dependence is necessary for us to provide sustainable opinions the amount of comfort
we can give taxpayers through formal valuation policies is limited. As a result our

national policies are kept to a minimum.

disputes regarding fair market value:

“ ... we take this opportunity, as we did before and after the trial of this case, to remind
the parties that questions of fair market value, like the one that is presented here, are
generally more properly resolved through the give and take of settlement negotiations
by the parties, rather than adjudication by the Court.

“This pressure to settle is becoming increasingly prevalent in many courts. Most
courts are not anxious to hear valuation cases.”

ENDNOTES:

(@] Defined as “the highest price, expressed in terms of money or money’s worth, obtainable in an
open and unrestricted market, between informed parties dealing at arm’s length, neither party
being under any compulsion to transact”.

2 RSC 1985, c.1 (5th Supp.), as amended (the “Act”).

3 For example, under paragraph 69(1)(b), the fair market value will be deemed to have been

received by the transferor, but there is no provison in the Act for a corresponding upward

adjustment to the consideration paid by the purchaser.
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“Revenue Canada Round Table’, 1980 Conference Report, Q. 14, p. 604.

1990 Conference Report, Canadian Tax Foundation, a 53:14 (Q. 58). Some practitioners have
suggested that, provided the parties have made a bona fide attempt to transact at fair market
value, a price-adjustment clause would prevail and not be subject to the type of attack aong the
lines of Guilder News. See, for example, D. Ewens, “Use of Adjustment Clausesin Non-Arm’'s
Length Reorganizations’, 1981 Canadian Tax Journal, 718 (at 723).

Paragraph 26.
June 6, 1998.
November 4, 1988.

Advance Tax Ruling ATR-36 approved the transaction with respect to which the redemption
amount appeared to be defined as the fair market value of a promissory note.

See, for example, Richard M. Wise, Jay E. Fishman and Shannon P. Pratt, Guide to Canadian
Business Valuations (Volume 1), Carswell (loose-leaf service).

Ray Consolidated Copper Co. v. United States, 45 S.Ct. 526 (125), at 528.
RSC 185, c. C-44, as amended.

The Department does not state its position vis-a-vis these types of Specia Shares in IC 89-3
because they do not constitute Revenue Canada policy; they are a consensus a the method of
valuing these shares.

For example, the corporation’s Articles may contain the following Clause: “In the event that the
Directors declare a dividend pursuant to these Articles, the Directors may, in their absolute
discretion, declare a dividend to any class of shares or a combination thereof to the exclusion of
any other class of shares or combination thereof”.

Revenue Canada has considered income splitting through the payment of exclusionary
dividends as tax avoidance. The Department initially attempted to assess these transactions by
atributing value to the shares when they were issued to the family members. However, the
Department’s own business valuators agree that the shares would have nominal value, in that an
informed, uncompelled, arm’s length purchaser would recognize that a non-family member may
be excluded from dividend payments as well as other benefits enjoyed by family members, such
as employment in the company, company-supplied automobile, entertainment expenses, etc.
which could not be assumed to be transferable to a “ stranger”.

See, for example, Marina Quebec Inc. v. MNR, 92 DTC 1392 (TCC). Interestingly, even
though it lost in the Tax Court of Canada, Revenue Canada chose not to appeal the decision,
which had taken into account control by the same person or group of persons in setting a value
for, in this case, non-retractable preferred shares.

83-1 USTC, paragraph 13,518; 51 AFTR 2d 83-1232 (7th Cir. 1983).
[1952] 2 All ER 775 (PC).
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Section 241.

The fourth pre-condition © attribution under subsection 56(2) is that it was not argued by the
Minister of National Revenue that the appellant was involved in a sham or another artificial
transaction.

For a detailed discussion of the types of consideration to be given the various attributes of
preferred shares, see Richard M. Wise, “The Vauation of Preferred Shares Issued on a Section
85 Rallover”, Canadian Tax Journal, March-April 1984, pp. 239 ff.

Paragraph 2(1)(b) of the CBCA defines “redeemable share” as a share issued by a corporation
that the corporation is required, by the articles, to purchase or redeem either at a specified time
or upon the demand of a shareholder.

That the share value of the common shares of Opco likely reflects substantial intangible value
(goodwill) and, therefore, there may be a large amount of contingent taxes on the accrued gain
at the time of the estate freeze.

For a detailed examination of retractable preferred shares issued in connection with a section 85
holding company freeze, see Richard M. Wise, “The Valuation of Preferred Shares Issued on a
Section 85 Rollover”, Canadian Tax Journal, March-April 1984, pp. 239ff.

Note 12, ibid., Chapter 5.

Note 12, ibid., Chapter 6.

See Information Circular 89-3, “Policy Statement on Business Equity Vauations’, Paragraph
5(i).

The three broad approaches to the valuation of minority interests are:

(1) determining the value of the total enterprise on a control basis, and deduct any discounts
appropriate for minority interests and/or lack of marketability; or

(2 vauing the interest by direct comparison with other minority interest transactions. (As
most available data on minority share transactions dea with publicly-traded stocks, this
approach usudly requires the further step of deducting a marketability discount with no
further deduction for the minority interest.); or

(3) valuing the interest with a “bottom-up” approach based on the discounted future returns
the shareholder may expect to redlize through dividends and/or liquidation of the interest
at some future date.

See S.P. Pratt, Valuing a Business, 2nd Edition, Dow Jones-Irwin (Homewood, Illinois. 1989),
pp. 389-390.
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Note 12, supra.
Note 12, supra.
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National Conference on Business Valuation, November 17, 1997, p. 7.

1959-1 CB 237.
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January 1994, pages 9-15 and 9-16.
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General Utilities and Operating Co. v. Helvering, 296 U.S. 200 (1935).

72 TC 1062 (1979), at 1087.

110 TC 35 (June 30, 1998).

Internal Revenue Code, Section 6662.

Mr. Davis died in June 1995.

Section 136(b)(1)(B) and (C) of the U.S. Internal Revenue Code providesthat if aC-corporation
converts to an S-corporation and retains its assets for ten years thereafter, capital gainstax could
be avoided. All decisons which rejected the capital gains factor since enactment of the Tax
Reform Act of 1986 repealed the General Utilities Doctrine had specia circumstances, such as
S-corporation status, which avoided capital gains taxes at the entity level.

August 18, 1998,
October 27, 1997.

Section 2501 of the Internal Revenue Code imposes a gift tax “on the transfer of property by
gift during [the] calendar year by any individua”.

The capital gainstax consisted of the aggregated Federa Income Tax, New Y ork State Franchise
Tax on Business Corporations and New Y ork City General Corporation Tax.

See, for example, Ward v. Commissioner, 87 TC 78, 103-04 (1986); Estate of Piper v.
Commissioner, 72 TC 1062, 1087 (1979); and Estate of Cruikshank v. Commissioner, 9 TC 162,
165 (1947).

The law in this area, embodied in the Internal Revenue Code of 1954, was loosdly-based on the
U.S. Supreme Court decision in General Utilities & Operating Co. v. Helvering, 296 US 200
(1935), which held that a corporation did not recognize gain on a dividend distribution of
appreciated property by employing the General Utilities doctrine, a corporation could liquidate
and distribute appreciated or depreciated property to its shareholders without recognizing built-
in gain or loss, and thus could circumvent double-taxation. Such tax favourable options ended
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(56)
(57)

(39)
(39
(60)

(61)
(62
(63)

(64)
(€5
(66)
(67)

(68)

(69)

(70)
(71)

(72)

with the enactment of the U.S. Tax Reform Act of 1986 (“TRA™), which abrogated the Gener al
Utilities doctrine for liquidations after 1986 and rejected tax principles that were more than half
a century old. The TRA removed a corporation’s ability to avoid recognition of a gain on the
distribution of appreciated property to its shareholders, irrespective of whether the gain
occurred in aliquidating or non-liquidating context.

74 TCM (CCH) at 1048.

Defined as an individual whose contribution to a business is so significant that thereis certainty
that present earning levels will be adversely affected by the loss of the individua.

See IRS Revenue Ruling 59-60, section 4.02(b).
96 DTC 1062 (TCC).

See, for example, Newell v. Commissioner, 66 F. 2d 102 (1933); Fourth National Bank v.U.S,,
15 AFTR 1011 (1934); Patton et al v. Wisconsin Tax Commissioner, 278 NW 866 (1938).

56 TCM 118 (1988).
56 TCM 1033 (1989), at 1039.

If a discounted cash flow method or discounted future earnings method is employed by the
vauator.

31 Man. R. (2d) 208.
[1986], 25 DLR (4th) 269; (1986), 38 Man. R. (2d) 134; [1986] WWR 152,
[1988] SCR 399 (SCC).

H. Cdvin Coolidge, “Survey Shows Trend Toward Larger Minority Discounts’, Estate
Planning, September 1983, p. 282. This comment of H. Calvin Coolidge in his study as a bank
trust officer who was handling trusts and estates holding interests in closely-held corporations
was the first of two. In his second study, in 1983, he noted a trend toward higher discounts
(from book vaue).

Defined as purchasers who are prepared to pay a premium over the price ordinary purchasers
would pay, because of the ability to realize synergies and/or strategic advantage.

See Richard M. Wise, “Some Vduation Concerns in Buy-Sdll Agreements’, CA Magazine,
February 1985, and Richard M. Wise, “Valuation Aspects of Shareholders Buy-Sdl
Agreements’, 1984 Conference Report (Report of the Proceedings of the Thirty-Sixth Tax
Conference), Canadian Tax Foundation, Toronto, p. 1013.

65 DTC 405 (TAB).

The U.S. Federa Didtrict Court in Bertramv. Graham, 157 F.Supp. 757 (D. Conn. 1957) was of
the view that a purchaser of the deceased’ s shares could likely be found among the members of
his family.

85 DTC 341
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(81)
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@3
(84)
(85)
(86)

(87)
(83)

(89)

(90)
(91)

(92)
(93)

This issue has been addressed by the American courtsin Ahmanson Foundation v. U.S,, 674 F.
2d 761 (9th Cir. 1981), Curry Estate v. U.S,, 706 F. 2d 1424 (USCA 7th Cir. 1983) and Citizens
Bank and Trust Co. v. Commissioner, 839 F. 2d 1249 (7th Cir. 1988).

62 DTC 64.
79 DTC 764.

(1978) CTC 669 (FCTC); aff'd (1979) CTC 365 (FCA).
82 DTC 6010 (FCTD).

79 DTC 906.

88 DTC 1294 (TCC).

85 DTC 5494.

See, for example, the obiter dicta of the justices of the Federa Court of Apped in The Queen v.
Littler, 78 DTC 6179, aff’'g 76 DTC 6210 (FCTD).

26 CFR 25.2512-1, Vauation of Property, in Generdl.
680 F. 2d 1248 (1981).

658 F. 2d 999 (1981).

79 TC 938 (1982).

Other decisions and valuation issues are referred to in a paper presented by L. Racette at the
1995 Conference: “Vauation Issues in Owner-Manager Businesses’, Conference Report, pp.
22:1 ff.

Paragraph 32.

For example, “exclusionary dividend shares’ and “specid rights preferred shares’ (“ Specia
Shares”).

The Department notes, as an additional source of conflict in the application of the family and
group control policy, the increasingly common interpretation that the policy can be evoked or
disregarded at the taxpayer’s discretion. The Department’s experience is that taxpayer’'s
representatives have applied the policy in specific transactions when it is to their advantage to
adopt it, and have argued that the policy should not be applied to the same shares in other
transactions. Such submissions have claimed that the Department is required to accept these
conflicting positions if requested by the taxpayer.

As of the time of drafting this paper, there is no case law either supporting or rejecting any of
the various interpretations of the family-control policy.

This position was caled the “family attribution doctring’, stated in Revenue Ruling 81-253,
which was revoked by Revenue Ruling 93-12.

1981-1C.B. 187.
658 F.2d 999 (5th Cir. 1981).
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(94)
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97)
(98)
(99)
(100)
(101)

(102)

(103)
(104)

(105)

(106)
(107)
(108)
(109)
(110)
(111)

Propstra v. U.S,, 680 F.2d 1248 (9th Cir. 1982); Estate of Andrewsv. Commissioner, 79 TC 938
(1982); and Estate of Lee v. Commissioner, 69 TC 860 (1978), nonacqg., 1980-2 C.B. 2.

The Revenue Ruling related the to transfer by a donor, who owned al of the single outstanding
class of shares of a corporation, by making simultaneous gifts of 20% of the shares to each of
the donor’ s five children.

Danid W. Bidinky, “The Comparable-Company Approach, Measuring the True Vaue of
Privately-held Firms’, Cor porate Cashflow Magazine, October 1990, p. 68.

S.P. Pratt, Valuing a Business(Second Edition), Dow Jones-Irwin (Homewood, Illinois. 1988) p.
59.

S.P. Pratt, R.F. Reilly and R.P. Schweihs, Valuing a Business (Third Edition), Irwin Professional
Publishing (Chicago: 1996), p. 46.

Jay B. Abrams, “Discount for Lack of Marketability, A Theoretica Model”, Business Valuation
Review, September 1994, Val. 13, No. 3, American Society of Appraisers, p. 136.

Robert E. Moroney, “Most Courts Overvaue Closdy-Held Stocks’, Taxes, March 1973, p. 154.

A.J. Addstein, “Minority Discounts Revisited”, Journal of Business Valuation, Proceedings of
the Eleventh Business Valuation Conference of The Canadian Indtitute of Chartered Business
Vduators, June 4 and 5, 1992, pp. 425-426.

John D. Emory, “The Vdue of Marketability As Illustrated in Initid Public Offerings of
Common Stock — February 1992 Through July 1993”, Business Valuation Review, March
1994, Vol. 13, No. 1, American Society of Appraisers, p. 3.

George S. Arneson, “Nonmarketability Discount Should Exceed Fifty Percent”, Taxes, January
1981, p. 31.

1977-2, C.B. 319, amplifying Revenue Ruling 59-60 (C.B. 1959-1,237), as modified by Revenue
Ruling 65-193.

The study report was published in eight volumes in March 1971: *“Discounts Involved in
Purchases of Common Stock” in U.S. 92nd Congress, First Session, House Institutional Investor
Study Report of the Securities and Exchange Commission, Washington, D.C.: U.S. Government
Printing Office (March 10, 1971, 5. 2444-2465, Document No. 92-64, part 5).

Revenue Ruling 77-287, Section 4.02(c).
(1988), 18 RFL (3d) 303 (Ontario HC).
At 313.

Section 4.02(g).

Section 4.06.

For a comprehensve and authoritative andysis with respect to developing and supporting
marketability discounts in valuing closdly-held business interests, see Z.C. Mercer, Quantifying
Marketability Discounts, Peabody Publishing, LP (Memphis, Tennessee: 1997).
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(112)

(113)
(114)
(115)

(116)

(117)
(118)

(119)
(120)
(121)
(122)

(123)

The two mgor factors in determining the cost to partition are (8) the time required for each
element of the process (not smply the court time) and (b) the legal and other expenses involved
during that time. Where significant disagreement exist among the parties and where lengthy
negotiations and the use of additiona professionas are required, the costs and time could be
much gresater.

Technica Advice Memorandum 9336002.
CCH, 1994, p. 9-23.

Ronald M. Seaman, “Vauation of Undivided Interest in Real Property”, Business Valuation
Review, March 1997, American Society of Appraisers (Val. 16, No. 1), p. 32.

Section 4.02(g).
Section 4.06.

A purchaser who, for one or more reasons, such as perceived post-acquisition benefits such as
economies of scale, other synergies and/or strategic advantages, would be willing to pay a
higher price for a business and/or its issued shares than other (ordinary) purchasers.

See, for example, Edmund Littler S. v. MNR [1976] CTC 379; aff'd [1978] CTC 235.
Subsection 48(1) of the Act.
April 14, 1997.

Dennis Turnbull, Revenue Canada, “Tax Vauation Update”, paper presented at the 1998 Joint
Business Vauation Conference of The Canadian Ingtitute of Chartered Business Vauators and
the American Society of Appraisers, Montreal, September 24-25, 1998.

U.S. Tax Court, October 27, 1997.



