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lllustrations Relating to Tax Engagements

16. Illustration 6. When does the Statement apply to members
who determine values related to tax reporting and planning
engagements?

17. Conclusion. The Statement applies when the member is
engaged to estimate the value of a business, business ownership
interest, security, or intangible asset (SSVS paragraph 1). The appli-
cation of valuation approaches and methods and the use of profes-
sional judgment (SSVS paragraph 4) are required, unless an
exception applies (SSVS paragraphs 5 through 10).

18. Ilustration 7. If the sole purpose of an engagement is report-
ing a value in a tax return and the Statement applies to this engage-
ment, are any separate reports (specifically, valuation reports)
required to be issued? To whom are those reports required to be
provided? Is a report required to be attached to the tax return? Are
any specific disclosures required?

19. Conclusion. The Statement requires the preparation of a
written or oral valuation report (SSVS paragraphs 47-78) that is com-
municated to the client (SSVS paragraph 47) but does not require
that any report be attached to the tax return or mandate any other
tax-specific disclosures. In limited circumstances, a taxing authority
may require its own report, which would obviate the need for a sepa-
rate valuation report (SSVS paragraph 10 and Illustration 18). There
is also a reporting exemption for certain controversy proceedings
(SSVS paragraph 50 and Illustration 4).

20. Ilustration 8. Are mechanical computations of value, for
example, computations using actuarial tables, excluded from the
Statement?

21. Conclusion. Mechanical computations of value are excluded
from the Statement if they do not rise to the level of an engagement
to estimate value, that is, if the member does not apply valuation
approaches and methods, and does not use professional judgment, as
described in the Statement (SSVS paragraph 9(a)).

22. Examples of services that do not rise to the level of an
engagement to estimate value include: (@) computations of a remain-
der interest under a grantor retained annuity trust (GRAT) using
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actuarial tables; (b) determining the value of relatively small blocks
(relative to the total amount of corporate stock outstanding) of pub-
licly traded stock whose per share price is readily ascertainable; (¢)
preparing a tax return using the valuation of a business that was pro-
vided by a third-party appraiser, or by the client (SSVS paragraph 6);
and (d) calculating cash “hold back” requirements for tax contingen-
cies (SSVS paragraphs 1,4, and 9(a)).

23. Examples of services that rise to the level of an engagement
to estimate value include: (a) valuing a block of publicly traded stock,
if the analysis includes consideration of a discount for blockage, lock-
up, or other contractual or market restrictions such that valuation
approaches and methods are applied, and professional judgment is
used to determine the fair value, fair market value, or other applica-
ble standard of value; (b) valuing stock that is not publicly traded;
and (¢) computing the fair market value of assets in a charitable
remainder trust (CRT), if the engagement requires the application of
valuation approaches and methods, and the use of professional judg-
ment to estimate the fair market value.

24. Illustration 9. Does the “jurisdictional exception” (SSVS
paragraph 10) provide that an engagement to estimate value is not
subject to the Statement if a member determines and reports values
using procedures mandated or allowed by the Internal Revenue
Code (IRC), Internal Revenue Service (IRS) regulations, court
cases, or other published guidance and other sources of federal,
state, and local law solely for purposes of tax return preparation and
other tax services using these methods?

25. Conclusion. No, the “jurisdictional exception” would not
exempt the engagement from this Statement, even if the engage-
ment’s sole purpose was to value a subject interest (SSVS paragraph
1) for tax reporting purposes. Only the portion of the Statement that
differs from the published governmental or judicial authority is
superseded for purposes of the engagement. The remainder of the
Statement applies to the engagement.

26. Illustration 10. Is an interest in a publicly traded partnership
whose shares are frequently traded considered a “security” under the
Statement? Is an interest in a family limited partnership (FLP), or in
another nontraded partnership, considered a “security” under the
Statement?
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27. Conclusion. Whether interest constitutes a “security” is a
legal determination. However, where the value of a security is readily
ascertainable, a valuation analyst does not need to apply valuation
approaches and methods and wuse professional judgment.
Accordingly, the valuation of such an interest would not be subject to
the Statement (SSVS paragraphs 1 and 9(a)). An interest in a non-
publicly traded partnership, such as an FLP, whether considered a
security or not, is a business ownership interest. The valuation of
such nonpublicly traded interest requires the application of valuation
approaches and methods and the use of professional judgment, and,
accordingly, would be subject to the Statement (SSVS paragraphs 1,
4, and Illustration 6), unless the exception under SSVS paragraph
9(b) applies (Illustration 13e). If the engagement requires the valua-
tion analyst to consider and apply adjustments, for example, valua-
tion discounts or premiums, then the engagement would be subject
to the Statement.

28. Illustration 11. A client engages a member to provide advice
for planning purposes (such as estate planning, personal financial
planning, or merger and acquisitions planning). The client holds an
ownership interest in a family business being operated as a limited
liability company, an interest in a private real estate limited partner-
ship, publicly traded stock, a personal residence, and a retirement
account (not an IRA). Is this a valuation engagement subject to the
Statement?

29. Conclusion. It depends. Providing technical advice, without
reference to values for the various assets, is not subject to the
Statement. However, if a member calculates a value to illustrate vari-
ous planning options, he or she may fall under the Statement with
regard to various assets. If one or more of the assets for which value
is to be determined for purposes of the plan illustrations is a busi-
ness, business ownership interest, security, or intangible asset, and
the client or a third party does not provide the values for these assets,
or the member does not use assumed or hypothetical values as part
of the overall engagement, the member performing the valuation(s)
is subject to the Statement with regard to these assets (SSVS para-
graph 1 and Illustration 6). In this example, if the member applies
valuation approaches and methods and uses professional judgment
to determine the value of the ownership interest in the family busi-
ness or the interest in the private real estate limited partnership in
order to provide planning advice, the Statement would apply. In con-
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trast, if the client or a third party provides the values for these assets,
or the member uses assumed or hypothetical values, the Statement
would not apply because the member would not be applying valua-
tion approaches and methods and using professional judgment. In
addition, the exception under SSVS paragraph 9(b), where it is not
practical or reasonable to obtain or use relevant information, could
apply (see Illustration 13e). The computation of the “estimated
estate tax” or other taxes once the values have been determined,
assumed, or provided is not subject to the Statement, as the compu-
tation is a tax computation but would be subject to the Statement on
Standards for Tax Services (Illustration 10 at paragraph 27 of this
Interpretation).

30. Illustration 12. There are many instances where a tax engage-
ment involves the need for a member to estimate value. The estima-
tion of value may not be the primary purpose of the engagement, but
rather a necessary task to perform or item to consider, when making
a tax determination concerning the reporting of a transaction on a tax
return. Consider the following practice situations:

31. Illustration 12a. A member has been engaged to determine
the deductibility of interest on a nonrecourse loan. Under applicable
regulations, interest on a nonrecourse loan cannot be deducted if it is
clear that the company will be unable to service the debt. For pur-
poses of tax reporting, a conclusion must be reached concerning the
ability of the company to service the debt. Is this considered a valua-
tion engagement subject to the Statement?

32. Conclusion. This is not a valuation engagement covered by
the Statement because it is not the valuation of a subject interest
(SSVS paragraph 1). This example is a debt-service analysis.

33. Illustration 12b. There are compliance filings that require an
estimate of the value of a company. For example, the “market value”
of “intangible personal property,” as defined by a state’s taxing
authority may need to be reported annually on an intangible personal
property tax return. A client has a subject interest that is considered
intangible personal property for purposes of the return. The member
has been engaged to prepare the tax return. Is this a valuation
engagement subject to the Statement?

34. Conclusion. It depends. If the state requires an estimation of
the value of a subject interest, and the estimation of value requires
the application of valuation approaches and methods and the use of
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professional judgment (SSVS paragraphs 1 and 4), the Statement
applies. If, however, the client or a third-party appraiser provides the
value of the subject interest to the member, the Statement does not
apply (SSVS paragraphs 1 and 6). In addition, the exception under
SSVS paragraph 9(b), where it is not practical or reasonable to obtain
or use relevant information, could apply (Illustration 13e).
Alternatively, if the state follows more informal rules where the
application of valuation approaches or valuation methods are not
necessary, the Statement does not apply (SSVS paragraph 4).

35. Illustration 12¢. There are times when a member must allo-
cate value among various assets. For example, IRC sections 1060
and 338 require the allocation to assets, based on relative values, of
consideration paid. In partnership taxation, there may be alloca-
tions under IRC sections 754, 743, and 734 and special tax basis
adjustments for partnerships (sales or exchanges and transfers at or
upon death) may require an allocation of value among various part-
nership assets. Are these types of allocations engagements to esti-
mate value subject to the Statement?

36. Conclusion. It depends. If one or more of the assets to which
value is to be allocated is a subject interest (that is, a business, busi-
ness ownership interest, security, or intangible asset), and the client
or a third party did not provide the member with a value for those
assets, then the member performing the allocation would be subject
to the Statement, and the member is required to apply valuation
approaches and methods, and use professional judgment to value
those assets (SSVS paragraphs 1, 4, and Ilustration 6), unless an
exception applies (SSVS paragraphs 5-10). For example, in an IRC
section 1060 allocation, after the allocation of purchase price to cash,
receivables, inventory, and depreciable tangible assets, there is a
residual amount of value allocable to goodwill or going concern. The
mechanical assignment of the residual amount to goodwill or going
concern is not subject to the Statement. However, if the member
allocates this residual amount to specific intangible assets (such as to
various customer-based and supplier-based intangibles), such alloca-
tion is based on the assets’ relative values. Because the member
applies valuation approaches and methods and uses professional
judgment to value those specific intangible assets, the Statement

applies.
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37. IHlustration 12d. If the member does not apply any discount
and simply computes the fair market value of an interest in a family
limited partnership (FLP) for tax purposes, is this a valuation
engagement subject to the Statement?

38. Conclusion. Yes, the Statement applies if the member deter-
mines the value of the FLP or an interest in an FLP. The application
of valuation approaches and methods, and the use of professional
judgment are required, unless an exception applies (SSVS para-
graphs 5-10). The fact that the member does not apply a discount
does not exempt the engagement from the Statement (SSVS para-
graphs 1-4 and 9(a)).

39. Illustration 12e. Would the Statement apply to the computa-
tion of the fair market value of assets in, or the computation of the
required distribution of, a charitable remainder trust (CRT)?

40. Conclusion. It depends on the underlying assets held by the
CRT. The Statement would apply only if the member determines the
value of a business, business ownership interest, security, or intangi-
ble asset (SSVS paragraph 1). To the extent that the CRT holds assets
that, to be valued, require the application of valuation approaches
and methods, and the use of professional judgment, such as an inter-
est in a limited liability corporation (LLC), the Statement would
apply. However, if the CRT only holds publicly traded stock with a
readily ascertainable value, the Statement would not apply because
valuation approaches and methods and professional judgment would
not be needed in the computation (SSVS paragraphs 1 and 4, and
Hlustration 6).

41. Illustration 12f. In circumstances in which the value of assets
contributed by partners to a partnership differ from their cost basis,
each difference must be tracked for tax purposes under IRC section
704(c) so that amounts of gain or loss can be properly assigned to the
contributing partners. Are these types of asset value assignments val-
uation engagements subject to the Statement?

42. Conclusion. It depends. If one or more of the assets for
which value is relevant under IRC section 704(c) is a subject interest
that is, a business, business ownership interest, security, or intangible
asset, and the client or a third party does not provide the valuation,
and the member applies valuation approaches and methods and uses
professional judgment to value these assets for IRC section 704(c)
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tax purposes, then the Statement applies (SSVS paragraphs 1 and 6,
and Ilustration 6).

43. Illustration 12g. A member has been engaged to perform a
cost segregation study. The study involves an analysis of the costs of
building a structure and the allocation of such costs to the real and
personal property components of the structure so that depreciation
of those components may be properly computed. Is this a valuation
engagement subject to the Statement?

44. Conclusion. No, none of the assets constitutes a subject inter-
est (SSVS paragraph 1).

45. Illustration 12h. A member has been engaged to provide
advice to a company regarding the tax planning for income from dis-
charge of indebtedness under IRC section 108. The company has
advised the member that the company will be able to negotiate a set-
tlement in complete satisfaction of an obligation at 30 cents on the
dollar. Is this a valuation engagement subject to the Statement?

46. Conclusion. It depends. Under IRC section 108(a), gross
income of the company excludes income from discharge of indebted-
ness only under certain circumstances. One of those circumstances is
the insolvency of the company. Under IRC section 108(d) (3), insol-
vency results from an excess of liabilities over the fair market value of
assets. If (¢) the company must rely on the insolvency provisions of
IRC section 108; (b) one or more of the assets for which value is rele-
vant under IRC section 108 is a subject interest (that is, a business,
business ownership interest, security, or intangible asset); (¢) the
company or a third party does not provide the valuation; and (d) the
member applies valuation approaches and methods, and uses profes-
sional judgment to value the subject interest(s) for purposes of the
IRC section 108(d)(3) insolvency determination, the Statement

applies.

47. Illustration 13. An executor has engaged a member to pre-
pare an estate tax return, which requires determining values for the
following estate assets: (a) shares in a publicly traded company, “TI
Corporation,” whose shares are infrequently traded; (b) a large block
of stock in “LB Corporation,” a publicly traded company; (¢) a bro-
kerage account consisting of shares in various publicly traded compa-
nies; (d) “CHB Corporation,” a closely held business owned by the
decedent and the decedent’s family; and (e) a 5 percent interest in
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“RP,” a privately held rental real estate partnership. Does the
Statement apply to any of the following assets owned by the estate?
(See Hlustration 10 at paragraph 27 of this Interpretation regarding
the valuation of a security.)

48. Illustration 13a. Does the Statement apply to shares in a
publicly traded company, “TT Corporation,” whose shares are traded
infrequently?

49. Conclusion. It depends; although the price of a share of pub-
licly traded stock is ascertainable from published sources, there are
no definitive criteria that would indicate when the Statement applies
to shares that are infrequently traded. A key consideration is the
average daily trading volume of TI Corporation stock on or around
the valuation date. The concept of fair market value incorporates the
notions that (1) cash could have been received for the stock at the
valuation date, and (2) the share price of an infrequently traded stock
could decrease if a relatively large block of the stock were to be put
on the market on that date. If the subject shares held by the estate
do not represent a significant percentage of the daily trading volume
of TI stock on or around the valuation date, and the price of a share
of the stock is readily ascertainable on the valuation date, then the
resulting value (the quoted share price times the number of shares
owned) represents a cash price that could have been received at the
valuation date for the block, and the Statement does not apply
because the calculation of value is mechanical (SSVS paragraph
9(a)). If, however, the subject shares held by the estate represent a
large percentage of the average daily trading volume of the stock, the
quoted market price for a share may not be adequate for purposes of
determining the fair market value of the block of shares on the valua-
tion date. In that case, the Statement applies because valuation
approaches and methods need to be applied, and professional judg-
ment needs to be used in determining the value of the block (SSVS
paragraphs 1 and 4) (See Illustration 10 at paragraph 27 of this
Interpretation regarding the valuation of a security.)

50. Illustration 13b. Does the Statement apply to a large block of
stock in “LB Corporation,” a publicly traded company?

51. Conclusion. The answer depends on the amount of shares to
be valued in relation to the average daily trading volume in LB
Corporation on or around the valuation date. There are no definitive
criteria that would indicate when the Statement applies to the valua-
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tion of a large block of publicly traded stock. The concept of fair
market value incorporates the notion that cash could have been
received from a sale of the block on the valuation date. A large block
could decrease the share price if sold on the valuation date. The
Statement would typically not apply to the valuation of a large block
(for example, 200,000 shares) of a large and actively-traded public
company. Even though the value of the estate’s stock may be large in
absolute terms, the daily trading volume in such stock on the valua-
tion date may be sufficiently high that a sale of the block on the valu-
ation date would not affect the market price of a company’s shares.
In such a case, the quoted market price of a share times the number
of shares held by the estate may be considered to reflect the fair
market value of the subject block of stock, and because it would not
be the case that valuation approaches and methods would need to be
applied and professional judgment used, the Statement would not
apply. If, however, the large block of publicly traded shares repre-
sents a significant percentage of the daily trading volume, the
Statement would apply because valuation approaches and methods
would need to be applied and professional judgment used to deter-
mine the value (SSVS paragraphs 1 and 4).

52. Ilustration 13c. Does the Statement apply to a brokerage
account consisting of shares in various publicly traded companies?

53. Conclusion. The Statement would not apply to the determi-
nation of the value of a brokerage account consisting of publicly
traded securities, except as discussed in paragraphs 49 and 51 of this
interpretation. Absent certain scenarios involving infrequently
traded securities or large blocks of stock, the application of valuation
approaches and methods and the use of professional judgment are
not necessary in that determination (SSVS paragraphs 1 and 4).

54. Illustration 13d. Does the Statement apply to “CHB
Corporation,” a closely held business owned by the decedent and the
decedent’s family?

55. Conclusion. The Statement would apply to the determination
of value of CHB Corporation because valuation approaches and
methods need to be applied, and professional judgment needs to be
used to determine the fair market value of the ownership interest in
CHB (SSVS paragraphs 1 and 4).

o



SSVS P2.gxp 7/6/2007 2:13 PM Page 67 $

Valuation of a Business, Business Ownership Interest, Security, or Intangible Asset 67

56. Illustration 13e. Does the Statement apply to a 5 percent
interest in a privately held rental real estate partnership (RP)?

57. Conclusion. The Statement would apply to the determination
of value of the 5 percent interest in rental real estate partnership
(RP) because valuation approaches and methods need to be applied
and professional judgment needs to be used to determine the fair
market value of the ownership of a fractional interest in a privately
held partnership (SSVS paragraphs 1 and 4). However, where it is
not practical or not reasonable to obtain or use relevant information
and, therefore, the member is unable to apply valuation approaches
and methods, the Statement would not apply. For example, the
member has requested from RP’s general partner financial informa-
tion the member needs in order to apply valuation approaches and
methods. The general partner is not responsive to the member’s
requests, and the due date for filing the estate tax return is near.
Given the small ownership interest, and given that RP is likely a rela-
tively small percent of the total estate, unless prohibited by statute or
by rule, the member may then use the taxpayer’s estimates if the
member determines that the estimates are reasonable (based on the
facts and circumstances known to the member) (SSVS paragraph

9(b)).

58. Illustration 14. Would the answers to Illustration 13 change
if the values were provided by the client or a client-engaged third
party?

59. Conclusion. The Statement would not apply if the values
were provided by the client or by a client-engaged third party
because the member is not applying valuation approaches and meth-
ods and using professional judgment to determine value (SSVS para-
graphs 1 and 4). However, the member would be subject to
Statement on Standards for Tax Services No. 3, Certain Procedural
Aspects of Preparing Returns, in providing appropriate due diligence
with respect to the values provided to the member (see AICPA,
Professional Standards, vol. 2, TS sec. 300). It is also recommended
that the understanding between member and client in these circum-
stances include documentation of the fact that the member is
not determining but rather is being provided with the value of the
subject interest.
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60. Ilustration 15. Would the answers to Illustration 13 change
if the values were provided by an outside third-party specialist hired
by the member?

61. Conclusion. If the member engages an outside third-party
specialist to assist with the member’s work, and it is the member
expressing a conclusion or calculated value, the member will be
applying valuation approaches and methods and using professional
judgment; thus, the Statement would apply (SSVS paragraphs 1 and
4; SSVS paragraphs 20, “Using the Work of Specialists in the
Valuation Engagement”). If, however, the third-party specialist is
determining the value in his or her own name and providing that
value to the client, and the member will not be applying valuation
approaches and methods or using professional judgment (SSVS para-
graphs 1 and 4, and Illustration 6), the Statement would not apply,
but the member would be subject to Statement on Standards for Tax
Services No. 3, Certain Procedural Aspects of Preparing Returns, in
providing appropriate due diligence with respect to the values pro-
vided (AICPA, Professional Standards, vol. 2, TS sec. 300).

62. Illustration 16. The client and the member agree that the
member will value a partnership interest and then apply an “average”
discount that the member is to determine (based on the results of
various studies and case law). Does the Statement apply? If so, is this
a valuation engagement or a calculation engagement?

63. Conclusion. Yes, the Statement applies because the member
determined the value of the partnership interest by applying valua-
tion approaches and valuation methods and using professional judg-
ment. This would be considered a calculation engagement because
the member and the client have agreed on the specific valuation
approaches or valuation methods the valuation analyst will use and
the extent of valuation procedures the valuation analyst will perform
(SSVS paragraph 21(b) and Illustration 6).

64. Illustration 17. Would the Statement apply if a member has
an informal conversation or communicates in writing with a client
regarding the alternative tax consequences of gifting versus selling a
business using a presumption of a specific value of the business?

65. Conclusion. No, the Statement would not apply. The mem-
ber is providing tax advice using an assumed or hypothetical value of
a business and is not determining value, applying valuation
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approaches and methods, and using professional judgment to value a
business (SSVS paragraphs 1 and 4, and Illustration 6).

66. Illustration 18. Would the Statement apply to a transfer pric-
ing study (IRC section 482) that involves the use of specific method-
ologies, data, terminology, and documentation requirements that are
provided in the IRS regulations and procedures, and whose method-
ologies and documentation requirements differ from those contained
in the Statement?

67. Conclusion. No. To the extent that the transfer pricing
study applies, for example, to the valuation of inventory or services,
the Statement would not apply (see SSVS paragraph 1 and
Illustration 6). To the extent that the transfer pricing study applies
to the valuation of intangible assets, the Statement would normally
apply. However, because the IRS regulations require that the tax-
payer reasonably calculate an arm’s-length price according to the
best method that is determined using third-party comparable data
under explicit IRS rules and documentation procedures, and to the
extent these IRS rules and procedures differ from the Statement,
the jurisdictional exception (SSVS paragraph 10) would exempt the
valuation of the intangible assets from the developmental provisions
of the Statement (SSVS paragraphs 25-48). In addition, to the extent
that the IRS regulations (such as IRS regulation section 1.6662-6(d)
(2) (iii)) and procedures provide specific documentation require-
ments for avoiding potential penalties, and if a transfer pricing report
is provided to a client according to such IRS documentation require-
ments, the jurisdictional exception would apply to the reporting pro-
visions of the Statement (SSVS paragraphs 50-78) and thus a
valuation report would not be necessary.

68. Illustration 19. In a situation where the Statement applies to
members who determine value as part of tax engagements, would
the member also be required to be in compliance with the
Statements on Standards for Tax Services (SSTSs)?

69. Conclusion. Yes, the Statement would apply only to the valu-
ation determination and reporting aspects of the engagement but the
SSTSs would apply to all aspects of the engagement. For example,
even though the Statement would govern the determination of value
of an applicable asset reported on a tax return, the member would
also have to be in compliance with SSTS No. 1, Tax Return Positions,
for that valuation.
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70. Illustration 21. Do settlements or negotiations of value in
offers-in-compromise or tax disputes fall under the Statement?

71. Conclusion. No, settlements or negotiations of value in
offers-in-compromise or tax disputes are part of a tax process.
However, if a member prepares a valuation in preparation for a set-
tlement or negotiation of value, and the valuation involves the appli-
cation of valuation approaches and methods and the use of
professional judgment, the valuation would fall under the develop-
mental aspects of the Statement. The settlement or negotiation
process itself is not a valuation and would not fall under the
Statement. In addition, the Statement’s reporting exemption for
certain controversy proceedings would apply as the valuation
was performed specifically for the administrative matter (SSVS

paragraph 50).
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