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VAluiNg tHE S COrPOrAtiON fOr DiVOrCE PurPOSES
A review of Bernier v. Bernier

by: William C. Herber

Introduction

The issue of how to value S Corporations has 

beleaguered appraisers for many years, especially 

since Gross v. Commissioner (affirmed by the 

6th Circuit in 2001). The decision in Bernier v. 

Bernier, 2007 Mass. (May, 2007) is of particu-

lar note and interest in that it generally follows 

and references Delaware Open MRI Radiol-

ogy Associates v. Kessler in its methodology of 

valuing S Corporations. In the original divorce 

case, the judge ruled to accept the valuation of 

the husband’s expert in its entirety; the wife’s 

experts appealed. The appeal is framed in this 

manner: Is it proper to discount the value of an S  

 

Corporation by “tax affecting income at the rate 

applicable for a C Corporation?” In this case, 

the court clearly noted that the shareholders  

of an S Corporation enjoy the benefit of avoiding  

the “double taxation” of corporate dividends that 

are the hallmark of the C Corporation. Although 

the biggest issue on the table was how to mea-

sure the benefit to the shareholders of an S Cor-

poration over a C Corporation, the appeal also 

focused on several items of lesser importance: the 

use of fair value or fair market value for the stan-

dard of value; the “key man” discount, the lack 
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In This Issue …
Market trends and indicators

Office Buildings G 2%

Retail Centers D 0%

Industrial Buildings D 0%

Apartments A 3%

New Housing Starts G 25%

Productivity A 2.2%

Composite PE G 18.1

Consumer Confidence Index G 56.9



valuation viewpoint volume 13 ,  number 2 •  fall 20082

Sources: National Real Estate Index (2008), Appraisal Institute; F.W. Dodge Division, Business Week, Value Line, U.S. Chamber of Commerce, Standard & Poors, Investment Dealers 
Digest, U.S. Government Census, Yahoo Finance.
Shenehon Company makes every effort to ensure the accuracy of the information published in Valuation Viewpoint. Shenehon Company uses only those sources it determines are 
accurate and reliable, but no guarantee or warranty with regard to the information is made or implied.

MArkEt trENDS AND iNDiCAtOrS

Investment Current
30 Year Treasury 4.7%
Aaa Bond 5.9%
Bbb Bond 6.7%
Commercial Mortgage 5.75–6.75%
Institutional Real Estate 6.5–7.5%
Non-Institutional Real Estate 8.25–10.25%

Investment Current
Speculative Real Estate 11–16%
S & P Equity (Ibbotson) 11.8%
Land Development 12–17%
Equipment Finance Rates 13%
NYSE/OTC Equity (Ibbotson) 15.5%
NYSE Smallest Cap. Equity (Ibbotson) 21.5%

rAtES Of rEturN AND riSk HiErArCHY

ECONOMiC iNDiCAtOrS
        prelim
Indicator (5 yr. avg.) 1985 1990 1995 2000 2005 2006 2007 2008
Inflation 5.0% 4.0% 3.1% 3.4% 3.4% 2.0% 4.1% 3.3%
Productivity 1.7% 0.6% 1.5% 2.9% 1.8% 1.5% 1.6% 2.2%
GDP 4.0% 1.8% 2.7% 3.8% 3.5% 3.2% 2.2% 1.3%
Consumer Confidence 84.9 104.2 99.2 128.6 107.2 105.6 87.9 56.9

ECONOMiC iNDiCAtOr
       2Q
 2002 2003 2004 2005 2006 2007 2008
New Housing Starts—Yearly Totals 349,600 374,100 355,700 357,400 279,500 210,100 69,200

P/E rAtiOS iN SElECt iNDuStriES

Reporting categories changed in spring of 2006. Data for the current categories is presented for the Year 2006, Year 2007, and monthly for 2008 
to date.
   jan feb mar april may june july
Industry (Year end) 2006 2007 2008 2008 2008 2008 2008 2008 2008
Basic Materials 13.7 14.1 15.6 16.5 16.5 16.7 14.4 14.5 14.3
Conglomerates 20.1 18.4 19.2 18.6 17.4 17.4 17.0 16.7 16.7
Consumer Goods 25.8 24.4 17.9 24.7 17.4 16.8 15.4 14.9 15.0
Financials 14.3 13.7 9.8 10.5 11.4 10.9 12.1 12.3 12.2
Healthcare 38.8 40.0 18.6 36.6 51.2 57.1 21.2 21.6 22.3
Industrial Goods 25.1 19.5 21.0 22.3 18.6 18.0 17.4 19.0 19.0
Services 25.6 28.7 38.7 27.9 25.3 24.6 21.7 22.6 23.0
Technology 26.3 38.4 43.0 38.3 22.5 24.0 18.4 18.6 19.3
Utilities 24.0 20.0 17.1 19.0 18.1 18.0 14.1 13.9 13.8

All Industry 
Composite P/E Ratios 24.4 24.0 22.3 23.8  22.0 22.6 16.8 17.1 17.3
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Appraising residential property is simi-

lar to appraising commercial property; 

the objective is to estimate the market value of 

the fee simple interest of the subject real estate. 

Relying on research of comparable sales, an 

understanding of the market and past experi-

ence with single-family residential properties, 

the appraiser employs three valuation techniques 

to conclude a value range. Before we address the 

challenges of valuing a luxury home, it is help-

ful to first identify the sub-markets of single-

family residential properties and define the three 

approaches to value. 

Single-family residential products fall into 

several categories, each with its own 

characteristics and markets. The 

first group consists of condomini-

ums and town homes. They have 

fairly standard building features, 

are located in a variety of neighbor-

hood types, are available in a large 

price range, and have an extensive 

buyer market. A second type of 

residential unit is the single-family 

home which includes low-cost, no 

frills models as well as homes in the 

average price categories. Despite 

differences in location, cost, style, 

and amenities, they are considered 

similar products with broad appeal 

and a large buyer market. The third 

sub-group is comprised of above-

average single family homes with over-sized lots, 

increased square footage, and custom features. 

The prices for these homes are higher than normal 

and the buyer market more limited. Finally, the 

smallest sub-set of single-family homes is the 

luxury home group: unusually large, customized 

homes in prime locations, constructed of the 

finest materials with a limited buyer market.

An appraisal is composed of several integrated 

and interrelated procedures that have a common 

objective—to arrive at an accurate estimate of 

value. For our purposes, value is defined as the 

amount a willing buyer would pay a willing seller 

for the subject property. The appraiser relies on 

three basic techniques when valu-

ing real property: the cost approach, 

the sales comparison approach, 

and the income approach. The 

cost approach allows the appraiser 

to establish market value based on 

the costs to build a similar struc-

ture in the current market. In the 

sales comparison approach, the 

appraiser gathers data from simi-

lar sales and adjusts them for dif-

ferences in size, location, and time 

on the market to arrive at a range 

of value for the subject. Finally, 

appraisers rely on the income 

approach to determine value based 

on a property’s income-producing 

potential. The income approach is 

APPrAiSiNg luxurY HOMES

By: katherine A. Ostlund

“Finally, the smallest 

sub-set of single-

family homes is the 

luxury home group: 

unusually large, 

customized homes 

in prime locations, 

constructed of the 

finest materials with a 

limited buyer market.

”
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generally not relevant when valuing 

single family homes as they are not 

typically income producing proper-

ties. The three approaches to value 

are seldom completely independent 

and each has its own strengths and 

weaknesses. Depending upon his 

or her analysis of the available data, 

the appraiser may choose to place 

greater emphasis on a particular 

approach when arriving at a value, 

as is often the case when dealing 

with unusual properties, such as 

luxury homes.

Appraising a luxury home is far 

different from appraising a standard 

single-family residential home: the 

buyers and sellers are not typical, 

the properties are unique, and com-

parable sales are more difficult to find. The luxury 

home market is quite small, generally consisting 

of three buyer categories: ultra wealthy indi-

viduals, the institutional 

buyer (a university may 

desire an entertainment 

facility or a residence for 

its president) or the ser-

vice industry buyer (an 

investor may convert an 

old mansion into a ban-

quet or reception hall for 

public rental). The most 

common buyer is the 

wealthy individual who 

wants to build or buy a 

dream home. A luxury 

home is the owner’s personal state-

ment: expressing success, unique-

ness, taste, and style. It is most often 

custom-built, requiring substantial 

financial resources to design and 

construct. At the local level, both 

the buyer market and comparable 

sales are likely to be quite limited—

so much so that the appraiser may 

expand the search for comparable 

properties and potential buyers 

to regional and national as well as 

international markets.

Several criteria identify luxury 

residential properties, distin-

guishing them from large, attrac-

tive, above-average, single-family 

homes. Lots for luxury homes are 

much larger than those for typical 

homes and typically have views of lakes, ponds, 

hills in addition to other highly desirable land-

scape features. In the Twin Cities, luxury homes 

are often constructed 

on sites with Lake Min-

netonka frontage, along 

prestigious streets like 

Summit Avenue or 

Mississippi River Bou-

levard and around the 

Minneapolis lakes. 

They generally exceed 

5,000 square feet in 

size and boast a variety 

of features and ameni-

ties not found in regular 

homes. Among the more 

“The appraiser may 

choose to place 

greater emphasis on 

a particular approach 

when arriving at a 

value, as is often the 

case when dealing 

with unusual 

properties, such as 

luxury homes.

”
uNiquE fEAturES Of SOME luxurY HOMES

Oversized Lot
Premier Location
Imported Stone

Unique Woods & Ornate Woodwork
Volume Ceilings

5,000+ Square Feet
Commercial Entertainment Kitchen

Multiple Bathrooms
Elevator

Numerous Garages
Swimming Pool & Cabana

Theater
Guest House

Caretaker’s Cottage
Tennis Court
Wine Cellar

Library
Helicopter Landing Pad
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common are: a guest house, caretaker’s cottage, 

tennis court, swimming pool and cabana, the-

ater, wine cellar, library, helicopter landing pad, 

multiple garages, and an elevator. Owners often 

specify ornate finishes; large formal staircases; 

volume ceilings; commercially equipped enter-

tainment kitchens; ironwork; and expensive, 

imported wood and stone. Luxury homes are 

generally equipped with state-of-the-art security 

systems which feature cameras, room sensors 

and security gates. One finds attention to detail 

without regard to cost—no expense is spared in 

design, materials, and features when construct-

ing a home of this caliber. Likewise, when the 

ultra-wealthy purchase an existing home, they 

often spend large sums remodeling the home to 

accurately reflect themselves with unique rooms, 

designs, materials, and finishes.

The more unique and luxurious a home is, 

the greater the disparity between its market value 

and the cost to build it. The ultra-wealthy are not 

interested in buying someone else’s dream when 

they can afford to build their own. 

Owners frequently sacrifice resale 

value in favor of personalized and 

expensive design features and mate-

rials. If and when a luxury home 

sells, it is likely that it will be exten-

sively remodeled, if not demol-

ished, by the buyer. Because each 

luxury home is built specifically to 

the owner’s tastes, the market is lim-

ited and there are few, if any, com-

parable sales to use as benchmarks 

for value. 

As mentioned earlier, the appraiser begins 

the valuation process by applying the traditional 

approaches to value: the cost approach, the sales 

comparison approach and the income approach. 

The cost approach is not the most appropriate 

measure of value for luxury homes because the 

cost to build a luxury home does equal its market 

value. There are redundancies as well as over-

improvements in luxury homes that skew the 

actual building costs. For example, during the 

construction phase, the owners may decide that 

they do not like the location of the grand stair-

case—the builders must remove it and rebuild it. 

While the actual cost of constructing the grand 

staircase doubles, market value considers only 

the cost to build it once. Determining reproduc-

tion or replacement costs is also difficult because 

of the custom nature of the finishes. As the cost 

and uniqueness of a luxury home increase, this 

approach becomes less reliable and less effective. 

The sales comparison approach is the primary 

method for estimating market value for single 

family luxury houses, institutional, 

and service industry homes. The 

appraiser evaluates recent sales of 

properties that have equivalent 

types of amenities, finishes, lot sizes, 

locations, etc. The appraiser also 

considers depreciation: physical, 

functional, and location-related. 

One expects very little physical 

depreciation in luxury homes as 

they are generally very well main-

tained. Functional depreciation in 

a luxury home is generally due to 

over-improvements. A home owned 

“The more unique and 

luxurious a home 

is, the greater the 

disparity between its 

market value and the 

cost to build it.

”
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by a singer or producer, for example, may feature 

a recording studio. Although valuable to the cur-

rent owner, it is of little importance to a potential 

buyer. The appraiser 

will discount the over-

all value of the prop-

erty for functional 

depreciation based 

on the over-improve-

ment.  Location-

related depreciation 

addresses the prestige 

of the property’s loca-

tion and accessibility. 

A luxury home con-

structed in a remote, 

wooded location 

may have sentimen-

tal value for its cur-

rent owner, but such emotional ties will not have 

the same value for the next owner. Sentimental 

value does not increase resale price nor does it 

enhance the pool of buyers. On the contrary, a 

luxury home built on Lake Minnetonka is easily 

accessed and within commuting distance of a 

large metropolitan area, giving it increased loca-

tion-related prestige. The luxury home located 

in a remote location requires a substantial down-

ward adjustment compared to a home located on 

Lake Minnetonka. In the final analysis, luxury 

homes, similar to office buildings, are valued on 

a per square foot basis. Since a prudent buyer will 

not pay more for a specific property than for an 

equally desirable substitute property (the princi-

ple of substitution), when adequate data is avail-

able, the sales comparison approach provides the 

strongest indication of value.

The income approach is most useful for valu-

ing investment or income producing properties: a 

service industry home that is rented out for public 

use, for example. As such, it does not apply to 

single family luxury residential properties. 

In contrast to commercial and regular resi-

dential real estate markets, historically, the 

luxury home market has not been bound by 

rational price movements. Our experience with 

this upper-end market shows that sale prices 

escalated in the 1990s, though not on a straight-

line basis. Prior to 1990, a one million dollar 

sale price was a rare, even on Lake Minnetonka. 

In the past decade the number of houses selling 

above this price range 

has skyrocketed. 

Since 1996, there 

have been numerous 

documented single-

family home sales 

over two million dol-

lars in the Twin Cites. 

Additionally, luxury 

home sales well above 

five million dollars are 

not unusual. Based on 

studies of sale data, 

it seems that a price 

plateau, defining the 

upper limit of values 

for luxury homes, is 

established every 12 to 18 months. This price 

plateau remains effective until a distinguish-

ing sale of significantly higher price occurs and 

“In contrast to 

commercial and 

regular residential 

real estate markets, 

historically, the 

luxury home market 

has not been bound 

by rational price 

movements.

”

“The sales comparison 

approach is the 

primary method 

for estimating 

market value for 

single family luxury 

houses, institutional 

and service industry 

homes.

”
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establishes a new marketplace “standard”. Occa-

sionally, a sale will occur at a slightly higher level 

than the current plateau—these sales are essen-

tially outliers and do not establish higher levels 

across the market. A new price plateau is estab-

lished when one sale is followed by a significant 

number of subsequent sales at higher levels than 

previously seen. The sale which raises the price 

standard in the marketplace is not necessarily the 

best house on the market. Each cycle, the bench-

mark sale price is higher than the last. 

The current price plateau is roughly 

$6,000,000–$8,000,000, though it is likely 

that a new ceiling will be established in the near 

future. As the graph indicates, 2006 saw a high 

sale of $9,050,000 and 2007 saw a high sale of 

$14,500,000. To date, 2008 has a high sale of 

$4,500,000. Although there have been several 

sales in excess of $3,000,000 so far in 2008, there 

are dozens of luxury homes currently listed for 

sale. As a result of the overall stale residential 

market, luxury home sales have slowed. Given 

past price activity and assuming that the weak 

economy continues, it is our projection that a 

new price plateau will be established in the first 

half of 2009.

The luxury home market is characterized by 

very large, individualized homes, constructed 

of the finest materials. These same characteris-

tics make appraising luxury homes much more 

complex than appraising standard single-family 

residential properties. Because each property 

is unique, comparable sales are scarce and the 

buyer market limited. Although cost is not a 

factor when buyers pursue their dream homes, 

the luxury residential market is not immune to 

the weak economy. Despite the fact that prices 

have not dropped, sales have slowed in 2008. V V

luxurY HOME SAlES iN 2006–2008
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continued from page 1

of marketability discount and the application of 

an appropriate rate of growth. 

Brief Overview of the Case

In order to understand the significance of this 

case, it is useful to review the general facts, point 

out the areas of agreement and focus on the areas 

of disagreement. Stephen and Judith Bernier 

were married in 1967. During their marriage, 

the couple acquired a fair amount of real estate 

(commercial, residential, and undeveloped prop-

erties). In the process, they moved to the Mar-

tha’s Vineyard area where their S Corporation 

stores (owned jointly 

and equally by the 

two of them) became 

quite lucrative. After 

23 years of marriage 

they filed for divorce. 

The couple agreed to 

the majority of the 

court’s rulings on the 

division of marital 

property. However, 

the wife’s appraiser 

and the husband’s 

appraiser concluded 

widely different values for the supermarket enter-

prises. A summary of the main points of conten-

tion follows. 

Tax Consequences and Value

In Bernier, determining the tax consequences of 

transferring company ownership to the husband 

for divorce purposes is no easy task. All parties 

involved recognized that there are tax conse-

quences, but there is no universally accepted for-

mula for arriving at the value upon which those 

taxes are based. It is generally accepted that the 

income approach to 

value is one of the 

better ways to deter-

mine the value of a 

business enterprise. 

Because the Berni-

ers established the 

two supermarkets 

as S Corporations, 

S Corporation rules 

define the tax conse-

quences for business 

purposes: the burden 

passes through to the 

individual sharehold-

ers at their respective 

rates; there is no corporate tax at the Federal 

level. The Court stated that the S Corporation 

election provides a clear benefit to shareholders 

for business purposes. The relationship of that 

benefit to value presents a dilemma when divid-

ing marital assets.

A brief overview of the differences between C 

and S Corporations is essential to understand-

ing the Bernier case. S Corporations are pass-

through entities which have specific ownership 

criteria and tax consequences. There can be no 

more than 100 shareholders in an S corpora-

tion—consisting only of individuals, estates and 

certain trusts. The entity does not pay taxes at the 

corporate level; rather, the company earnings are 

passed through the corporation to the individual 

owners and are taxed at each individual share-

”

The wife’s appraiser 

and the husband’s 

appraiser concluded 

widely different values 

for the supermarket 

enterprises.

“

“It is generally 

accepted that the 

income approach 

to value is one of 

the better ways 

to determine the 

value of a business 

enterprise.

”
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holder’s rate. The S election is generally useful 

for small entities. However, larger businesses 

(over 100 shareholders or owned by another cor-

poration, etc.) must elect C Corporation status. 

The hallmark of the C Corporation is that the 

earnings are taxed twice. At the Federal level, the 

company pays taxes on its profits. Profits are dis-

tributed to the shareholders who then pay taxes 

on the distributions at their individual tax rates.

For divorce purposes, it appears that valuing 

a company on the basis of its corporate status 

alone gives unfair advantage to one party while 

penalizing the other. Figure 1 shows the dramatic 

difference in value between tax-affecting and not 

tax-affecting. It also indicates how important it is 

to use more than one approach when determin-

ing value. Using a market approach would have 

shown that there is little, if any, premium for S 

corporations. A rigid application of the tax rules 

for an S Corporation (no tax is computed in the 

discounted cash flow model), results in a value 

that inflates the rate of return for the husband 

(retaining owner) and fails to account for the loss 

of those benefits to the involuntary seller (wife). If 

C Corporation tax guidelines are used, the value 

of the business entity is artificially lowered (cor-

porate tax rates are used in the discounted cash 

flow model)—favoring the husband and reduc-

ing the value of the wife’s interest and ultimately 

the amount of compensation she receives.

Why Tax Affect?

The husband’s expert (Horvitz) valued the sub-

ject supermarkets as if they were C Corporations 

and concluded that they were worth $7.85 mil-

lion. The wife’s expert (Leicester) valued them as 

if they were S Corporations arriving at a value 

of $16.4 million. On appeal, the judge found 

fault with both methods, ruling that each value 

was extreme and neither was appropriate. He 

cited the Delaware Chancery Court’s decision 

in Delaware Open MRI v. Kessler as evidence 

that a more reasonable value lies somewhere in 

the middle. Figure 1 summarizes the techniques 

used by the three appraisers: Horvitz, Leicester, 

and Kessler. Clearly, it is necessary to tax affect, 

but not at a rate of 35%.

figurE 1

 Horvitz’s Analysis Leicester’s Analysis Kessler Case
   Delaware Open MRI
 Valued as a C Corp Valued as an S Corp Valued as a combination

Earnings $1,000,000 $1,000,000 $1,000,000

Federal Tax Rate 35% Not Applicable 29% (adjusted)

 $1,000,000 $1,000,000 $1,000,000
 ×             .35 ×                0 ×             .29

 $   350,000 $1,000,000 $   290,000

Earnings Less Tax $1,000,000 $1,000,000 $1,000,000

 –  350,000 –             0 –   290,000

 $   650,000 $1,000,000 $   710,000

Multiple × 4 × 4 × 4

Value $2,600,000 $4,000,000 $2,840,000
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Fair Value or Fair Market Value  
(in the divorce context)

For sale purposes, appraisers rely on the standard 

of fair market value to determine the value of a 

business. All other things being equal, it is the 

price a willing buyer would pay a willing seller 

when each has a basic knowledge of the market 

as well as the expectation of a reasonable return 

on his/her investment. However, in valuations 

for divorce purposes, where the issue is the equi-

table division of marital assets, the standard of 

fair value may be more appropriate because the 

husband and wife are not in the same position as 

willing buyers and sellers. Marriage dissolutions 

are essentially “forced” sale situations. Therefore, 

the parties do not meet the “arm’s length” require-

ment for a fair market 

value transaction.

Stephen Bernier 

had no intention of 

selling the supermar-

kets; retained his posi-

tion as CEO; expected 

the business to remain 

profitable and planned 

to distribute earn-

ings to cover expenses 

and taxes in the same 

manner as he and his 

wife had done in the 

past. The only differ-

ence in the business 

entity on the date of 

valuation and the date of the divorce agreement 

is that the husband would become sole owner 

and shareholder while the wife would receive, as 

compensation for her ownership rights, one half 

of the value of the business. The appraiser and the 

lawyer must verify the standard of value used for 

marriage dissolutions 

within that jurisdic-

tion; the applicable 

standard of value 

varies from jurisdic-

tion to jurisdiction.

Discounts and 
Adjustments

Value is dependent 

upon the continua-

tion of the business 

as a going concern. 

Sales and transfers 

of business assets are 

frequently affected 

by changes in man-

agement, loss or gain 

of a client data base, 

limitations on control 

of decisions, and the 

market itself. The use of discounts or premiums 

in the valuation process allows the appraiser to 

address these factors. In this case, the disagree-

ments regarding discounts revolve around the 

use of a “key man” discount; a marketability dis-

count and the growth rate.

•  Key Man Discount

The “key man” is someone who is deemed cru-

cial to the continued success and profitability of 

the business enterprise. His or her loss would 

likely result in significant losses to the company. 

“In valuations for 

divorce purposes, 

where the issue is the 

equitable division 

of marital assets, 

the standard of fair 

value may be more 

appropriate because 

the husband and wife 

are not in the same 

position as willing 

buyers and sellers.

”
“For divorce purposes, 

it appears that 

valuing a company 

on the basis of its 

corporate status 

alone gives unfair 

advantage to one 

party while penalizing 

the other.

”
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The judge allowed a “key man” discount of 10% 

even though the husband stated not only that he 

intended to maintain his position as CEO and 

run the business in the same manner as before, 

but also that he had recently declined an offer to 

sell his stores to a national chain of supermarkets. 

On appeal, the court notes that applying a “key 

man” discount is not appropriate in this case and 

doing so arbitrarily reduces the apparent value of 

the business. The husband’s role, while critical, is 

not unique nor is he “irreplaceable”.

•  Marketability Discount

Marketability discounts serve to account for the 

fact that control, in partnerships, is based on the 

percentage of ownership. The busi-

ness lacks liquidity—no one owner 

has the right to sell the company as 

a whole, thus the marketability of a 

company is hampered by the will-

ingness of the various shareholders 

to sell. In this case, there was no 

anticipated sale; the wife was willing 

(as well as financially positioned) 

to purchase her husband’s share in 

the business; and there was public 

knowledge of at least one compa-

rable sale in which a smaller super-

market, in the same area, sold for a 

higher price than that determined 

by the opposition’s appraiser for the 

subject business. The application 

of a marketability discount, despite 

the owner’s intent to continue busi-

ness as usual, unfairly deflated the 

value of the asset.

•  Growth Rate Adjustment

These upscale supermarkets were very profit-

able businesses. Although revenues had declined 

somewhat, there was no indication that they 

would fail to keep pace, at the minimum, with 

inflation. In this case, the 2.5% growth rate pre-

mium suggested by the wife’s expert was more 

than justified. If one uses a zero growth rate when 

calculating the value of the subject business, the 

resulting value does not accurately reflect the his-

torical financial status of the company and arti-

ficially reduces the amount of compensation due 

to the wife.

Discount and Adjustment 
Summary

On appeal, the court concluded 

that the business shareholders 

(husband and wife) should not be 

viewed as participants in a theoret-

ical open market transaction, but 

rather as fiduciaries entitled to an 

equitable distribution of the 50% 

interest. Discounts for marketabil-

ity or costs of a sale were not allowed 

because no sale was imminent, or 

even anticipated. Thus, it is inap-

propriate to take any of the above 

discounts in the Bernier case. An 

upward adjustment to value is indi-

cated due to the continued profit-

ability of the two supermarkets. 

At the minimum, a 2.5% growth 

rate based on inflation is warranted 

because historical earnings indi-

cate that the business made money 

“On appeal, the court 

concluded that the 

business shareholders 

(husband and wife) 

should not be viewed 

as participants in 

a theoretical open 

market transaction 

but, rather, as 

fiduciaries entitled 

to an equitable 

distribution of the 

50% interest.

”
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each year—even though the rate of 

growth was variable. 

Trial Judge’s Ruling

The trial judge has the latitude 

to accept one expert’s reasonable 

method over another’s or disallow 

both, relying on an alternate method 

of determining value. As long as the 

facts of the case are supported and 

the requirements of the matter at 

hand are recognized, any reason-

able opinion on the judge’s part is 

allowed. It is interesting to note that 

the appeal judge disagreed with the 

original decision on all counts and remanded the 

case to the lower Court for review.

Conclusion

Valuing S Corporations is complex—not only 

are the methods difficult to understand, they are 

often inappropriately applied. However, we now 

have two cases which conclude 

that the method used in Gross v. 

Commissioner (no tax affecting is 

necessary) is not appropriate. Sec-

ondly, using all three approaches to 

value, rather than just the income 

approach provides a more accurate 

picture of an entity. It helps the 

courts recognize the enhanced or 

non-enhanced S Corp value and 

confirms that the larger income 

stream (the result of not paying 

taxes at the corporate level) should 

not be considered in the same 

light as the bottom line number 

in Figure 1. Finally, fair value standards (if they 

exist) vary from state to state and do not address 

the issue of fairness in the context of divorce. 

Keep in mind that methodologies appropriate 

to other valuation situations may not work in 

the divorce setting. V V

“Using all three 

approaches to value, 

rather than just the 

income approach 

provides a more 

accurate picture of  

an entity.

”
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Food and Beverage Packaging Company
123 Main Street 
Anytown, USA

MArkEt trANSACtiON: BuSiNESS VAluAtiON

The subject company manufactures flat and 

stand-up pouches and provides packaging ser-

vices for the food and beverage industry.

Demand for food and beverage pouches in the 

United States is projected to grow at a reason-

ably strong pace of 5.9% per year through 2011 

to $6.9 billion in revenues. This relatively recent 

addition to food and beverage packaging products 

allows manufacturers to promote new products 

and boost sales for more mature lines. As a result 

of features like excellent visual appeal, product 

differentiation ability, increased portability, re-

closeability and freshness protection capability, 

the market for stand-up pouches has expanded 

rapidly. We have also seen healthy gains in the 

demand for flat pouches in a variety of applica-

tions. Increased production can be attributed to 

faster line speeds, the addition of features such 

as spouts and/or zippers, enhanced retortability, 

and microwaveability of the product.

One factor that may slow demand is the 

unwillingness of food manufacturers to invest in 

the capital-intensive equipment required to pro-

duce the pouch packaging. However, this same 

hesitancy to invest may result in an increased 

demand for the packaging company’s business. 

As demand for pouches rises, manufacturers may 

contract with the subject company to produce 

pouches instead of producing them in-house. It 

appears that the subject company is positioned 

to maintain and grow revenues in the next sev-

eral years despite the fact that a slowing economy 

may limit growth in excess of the industry.

This transaction involved a privately held 

contract packaging company which was acquired 

by a group of investors within the industry. The 

acquisition included existing management. Pre-

sented below are the salient details of the trans-

action. As can be seen, the acquisition target had 

revenues of roughly $9.6 million and earnings 

before interest, taxes, and depreciation of approx-

imately 14% to revenues. The subject company 

has been operating for approximately fifteen 

years. Its customer base included two interna-

tionally known food and beverage companies 

which constituted over half of its business.  

Most of the value paid for the acquired com-

pany was allocated to the tangible assets of the 

company including production equipment, 

working capital and real estate. The deal value 

stated below includes all types of invested capi-

tal. There was some goodwill or intangible com-
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ponent of the deal value implied in the total. 

Potential intangible assets of the subject com-

pany included the existing trained workforce, 

brand equity, existing customer base, propri-

etary knowledge and processes, as well as some 

trademarks. As illustrated at left, the acquired 

company’s performance includes a recent soften-

ing of business over the prior year due in part to 

the cyclical nature of its downstream consumer 

products. V V

 Estimated 
 Annual Figures 
 (in millions)

Revenue $9.6

Adjusted EBITDA $1.4

Adjusted Assets $5.8

Approximate Deal Value $6.8

Price to Revenue 0.7

Price to EBITDA 4.9

Price to Assets 1.2

Shenehon Company is proud to announce that

ClAY SHultz
has been awarded the Accredited Senior Appraiser (ASA) designation  

in business valuation from the American Society of Appraisers.

Candidates for this designation must have five years of professional 
business valuation experience, successfully complete over 100 hours of 
valuation-specific coursework (including several examinations), and submit 
two demonstration valuation reports for review by a board of examiners.

CONgrAtulAtiONS, ClAY!



volume 13 ,  number 2 •  fall 2008 valuation viewpoint 15

MArkEt trANSACtiON: rEAl EStAtE

	 Property:	 Renaissance	Square

	 Buyer:	 Catalyst	RS,	LLC

	 Seller:	 RSX,	LLC

	 Source:	 Seller

	 Sale	Date:	 January	2008	(Purchase	agreement);	April	2008	(Closing)

	 Sale	Price:	 $9,875,000

	 Unit	Price:	 $69.66	per	net	rentable	area

	 Net	Rentable	Area:	 141,750	square	feet

	 Gross	Building	Area:	 167,938	square	feet

	 Zoning:	 B4-2

	 Utilities:	 All	available

	 Topography	and	Soil:	 Level

	 Visibility	and	Access:	 Good

	 Age:	 1898;	renovated	1983	and	2008

	 Land	Size:	 18,766	square	feet

	 Remarks:	 RSX,	LLC	purchased	Renaissance	Square	from	Xcel	Energy	in	2005	for	$12	million.	
Reluctant	to	lease	to	small	space	users,	RSX,	LLC	sought	only	large	tenants.	As	a	
result,	the	building	has	remained	vacant	since	Xcel	Energy	moved	out—14	months	
after	selling	it	to	RSX.	The	new	owners	(Catalyst	RS,	LLC)	are	in	the	process	of	
renovating	the	building	as	a	Class	A	“boutique”	office	building	similar	to	the	
Young	Quinlan	Building.	Renovations	include	underground	parking	for	35	vehicles,	
upgrades	to	the	lobby	and	corridors,	as	well	as	tenant	improvements.	Lease	rates	
are	expected	to	range	from	$15	to	$17	per	square	foot	net	with	projected	operating	
expenses	of	$9.50	per	square	foot.	Tenant	allowance	is	estimated	at	$30	to	$35	per	
square	foot	and	rental	concessions	are	available.	DLR	Group,	which	is	relocating	
from	Eden	Prairie,	signed	a	lease	at	Renaissance	Square	for	25,000	square	feet.
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