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By Martin Greene

Are minority interest discounts
appropriate in valuing noncontrol-
ling interests in real estate holding

companies? Because trust and estate pro-
fessionals might find themselves answer-
ing this question differently from the IRS,
the issue requires close examination. 

Noncontrolling interests in real estate
holding companies are those for which the
holder cannot exercise prerogatives of con-
trol, such as determining policy. It is
assumed for this discussion that there is no
immediate expectation that the underlying
property will be sold. 

Valuation Approaches
The following three approaches in valuing

businesses, real estate, and other invest-
ments are generally recognized by appraisal
organizations and the professional literature:
n Asset approach 
n Income approach 
n Market approach. 

The asset approach focuses primarily on
the net assets of the business. The income
approach principally involves the use of
earnings or cash flows to estimate value.
The market approach relies on direct com-
parisons with other transactions in a same
or similar industry. IRS Revenue Ruling
59-60 states that the value of a real estate
holding company is closely related to the
value of the assets underlying the stock;
however, such an approach can be less rel-
evant when valuing a real estate holding
company in which management is actively
involved, because such involvement reflects
the attributes of an operating company,
rather than a holding company. Nonetheless,
business appraisers have continued to use
a type of asset approach—the “net asset
value” (NAV) method—to value real estate
holding companies, regardless of the level
of control.

NAV method. This approach adds
together the total value of a holding com-
pany’s assets—including the appraised
value of its real estate, cash, and other
assets—and subtracts its liabilities. The
NAV is generally considered to be the
net value that could be realized by a con-
trolling interest, excluding liquidation cost
(Bruce A. Johnson, Spencer Jeffries, and
James R. Park, Comprehensive Guide for
the Valuation of Family Limited
Partnerships, 3rd ed., Partnership Profiles
Inc.). When valuing these noncontrolling
interests, business appraisers have simply
applied discounts to the NAV in order to
account for the interest’s lack of control
and marketability. 

Real estate limited partnerships (RELP)
trade in the secondary market at discount-
ed prices compared to their NAVs.
Business appraisers often consider these
discounts a proxy for lack-of-control dis-
counts for closely held real estate holding
companies. In performing valuations, busi-
ness appraisers have selected discounts
from averages of surveys of these pub-
licly traded RELPs, or they have used
precedent from court decisions of similar
real estate holdings.

Although these average discounts might
appear appropriate, the individual discount
for each RELP can vary widely. Partnerships
Profiles Inc., widely recognized as an author-
ity in compiling RELP data, publishes an
annual survey of price-to-NAV discounts
based on current RELP and certain real estate
investment trust (REIT) transactions. In a
recent publication, it reported discounts for
the category “partnerships with moderate to
high debt,” ranging from a low of 19% to a
high of 50% (“2012 Executive Summary
Report on Partnership Re-Sale Discounts,”
2013). Factors affecting price-to-NAV dis-
counts can be complex, and averages can
be misleading. The specific discount factors
include the time from the transaction date to

the expected partnership liquidation date, size
and debt structure, distribution policies, and
management—all of which might not be evi-
dent from survey averages. 

Relevant Court Cases
Court decisions can be even less precise,

depending upon the specific expert testi-
mony and evidence presented at trial. In
Mooneyham v. Comm’r (TC Memo
1991-178), the inability of the taxpayer’s
expert to support a particular discount for
a fractional interest in real estate resulted
in the Tax Court rejecting the expert’s
opinion and choosing a lower discount. The
Tax Court opined:

Although claiming to be a real estate
appraiser, [he] did not give an opinion
of the value of the whole property.
His report set out various reasons why
a 15 to 30% discount for a fractional
interest of property would be appro-
priate. Neither his report nor his testi-
mony at trial gave any reason for
choosing 25% as applied to the prop-
erty in issue. 
In Pierre v. Comm’r (TC Memo 2010-

106), the Tax Court allowed a 30% mar-
ketability discount for a holding compa-
ny whose portfolio was limited to mar-
ketable securities after the IRS challenged
the taxpayer’s second expert, who advo-
cated for a 35% marketability discount.
The IRS failed to argue against the orig-
inal expert’s 30% discount when this dis-
count was actually used in the original
report. 

Business appraisers should remember
that the magnitude of previously allowed
discounts is based upon the specific facts
and circumstance of each case; thus,
they should not assume that discounts
opined by the Tax Court in one case will
be provable in all situations. The follow-
ing was elucidated in Estate of Berg v.
Comm’r (TC Memo 1991-279):
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The fact that the petitioner found sever-
al cases which approve discounts
approximately equal to those claimed in
the instant case is irrelevant. Therefore,
in deciding the appropriate discounts in
the instant case we will take into account
all relevant facts and circumstances of
the petitioner's interest … and do not
consider the amount of discount[s]
applied in other cases cited by petition-
er as persuasive.

Cash Flow Approach
The NAV method has little bearing on

how rational investors make investment
decisions. Investors purchasing a noncon-
trolling interest make decisions based pri-
marily upon the risks and the future
rewards of ownership. Investors consider
expected cash flows and risks relating to
liquidation of their interest in the future.
They do not typically engage real estate
appraisers to value the property and then
select an appropriate discount. 

Any investor buying a noncontrolling
interest in a company holding real
estate is not entirely unlike an investor
in any other operating business, such as
an attorney joining a law firm or a CPA
buying into an accounting practice. The
investment decision is based upon
expected cash flows and risks affecting
ownership of the interest. In the same
way, the investment decisions affecting
a noncontrolling interest are not gener-
ally based solely on the underlying
asset (i.e., whether it is real estate or a
client relationship). Using real estate as
the underlying asset is generally less
risky than goodwill, and the lowered
risks should be reflected in the discount
rate, not in the selection of the valua-
tion approach.

The NAV method for valuing noncon-
trolling interests in real estate holding com-
panies is assumed to be appropriate by
many CPAs and attorneys who engage
business appraisers, and they will fre-
quently ask about the size of the noncon-
trolling discount in advance of engaging
the appraiser. Even the IRS might expect
this approach, because it asks about the size
of the minority discount in estate and gift
tax returns. But it is surprising that many
business appraisers still simply apply the
NAV method without any consideration of
a cash flow approach.

A study from the mid-1990s supports
the notion that cash flow provides a more
robust measure than using a price-to-NAV
approach (Bruce A. Johnson and James
R. Park, “Limited Partnerships
Discounts—Observations from the
Secondary Market,” Business Valuation,
vol. 16, no. 2, 1997, p. 62). The study
summarizes data of 20 income-producing
RELPs, all with histories of paying dis-
tributions and with no announced plans to
liquidate. The discount from the NAV
method at which the interests traded var-
ied between 22.0% and 59.3%, much like
the annual price-to-NAV discount studies
cited previously, with significant devia-
tions in price; however, the yield-to-
price of each RELP was relatively simi-
lar, with little deviation between the
individual partnerships. 

Some would question the necessity of
the income approach by business apprais-
ers, given that real estate appraisers fre-
quently apply this same method; howev-
er, inputs usually vary, yielding different
valuation conclusions. Real estate
appraisers consider the revenues and
expenses from the vantage point of the
underlying property itself, whereas busi-
ness appraisers consider these amounts
from company operations. To a real
estate appraiser, stabilized revenues and
expenses are those that a buyer of the prop-
erty would expect, assuming full control,
without synergies. The revenues and
expenses applied by business appraisers
assume continued operations because the
willing purchaser of a noncontrolling inter-
est does not have the authority to change
policies or the capital structure of the hold-
ing company entity, a very dissimilar pur-
chaser with very dissimilar rights. 

Real estate appraisers might estimate
expenses, such as insurance and repairs,
based upon statistical averages or stud-
ies relative to geographic area; however,
the actual expenses might differ because
they reflect management’s individual
preferences. Real estate appraisers gen-
erally assume an optimum capital struc-
ture with debt financing of 60%–80% of
value. Many controlling owners of hold-
ing companies choose not to use debt
financing, which raises the cost of capi-
tal and lowers the entity’s value. A non-
controlling interest holder could not
alter this policy. 

Market Approach
Another approach that business apprais-

ers should consider is the market approach,
which is based upon the theory of substi-
tution. It postulates that rational investors
will pay no more for an investment in the
subject business than they would have to
pay for a similar investment, if available.
Therefore, as in valuing a business, the
market prices of publicly traded guideline
companies’ transactions involving com-
parable real estate–related companies or
REITs are utilized to determine the value
of an interest in a real estate entity. In
applying the market approach, several mul-
tiples are developed to apply to the subject
entity’s financial information. 

Rather than considering the average of
price-to-NAV studies, the market approach
involves selecting individual guideline part-
nerships that should contain attributes sim-
ilar to the subject holding company.
Guideline partnership multiples can be
applied to the subject holding company’s
fundamentals. The criteria used to select
guideline partnerships can include those
with similar distribution policies, capital
structure, and type of real estate held; how-
ever, aside from the obvious difference that
guideline partnerships are publicly traded
and the subject company is closely held,
some characteristics are unique to private-
ly held entities. 

Frequently, privately held entities have
assets with a lower inside cost basis
and the real estate held is more fully
depreciated, whereas the guideline part-
nerships can have significant deprecia-
tion deductions. In New York City, val-
uations can include S corporations, which
are subject to local corporation taxes and
not generally applicable to the guideline
partnerships. Merely applying discounts
to NAV based on publicly traded RELPs
would not measure the dynamics of these
and other specific company factors on
value that would be considered by a
potential investor. By applying the mar-
ket approach, however, business apprais-
ers can quantitatively normalize or adjust
the guideline companies’ multiples for
these factors. The market approach
allows for valuation adjustments to be
applied to these multiples; when apply-
ing the NAV method, on the other
hand, adjustments might be somewhat
subjective or might develop what is
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effectively an application of the market
approach. 

Comparing Approaches
Under the asset or cost approach, gen-

erally only a single multiple is consid-
ered: price to NAV. The multiple used is
from surveyed partnerships, which might
have little relationship to the subject enti-
ty. In addition, there can be a significant
variation in the minority discount, depend-
ing upon the selected RELPs in the survey
category. Under the market approach, on
the other hand, the selection of guideline
partnerships is made under very selective
criteria. There are more multiples to con-
sider, and cash flow—considered the most
significant factor—can be evaluated. 

Partnership Profiles Inc. advises apply-
ing the same approaches described in this
article. Although it published the afore-
mentioned study, it does not necessarily
claim that the NAV method will provide
the best method for estimating noncon-
trolling interest discounts. In addition, the
income approach often mirrors investors’
thinking with respect to the cash flows and
potential risks of the investment.

Real estate appraisals are an important
component of the valuation process; thus,
it would be unwise to advocate eliminat-
ing or minimizing these appraisals. They
are necessary for the NAV method, and
the courts have mandated their considera-
tion. Real estate appraisals can provide
insight in estimating ongoing revenues and
expenses, as well as economic risks.
Furthermore, because the lives of these
entities are not indefinite, liquidation issues
that arise in the business valuation of these
holding companies and in real estate
appraisals can be used to estimate value
when the NAV method is appropriate.
Under the income approach, distributions
to stakeholders from the refinancing of debt
may be considered a cash inflow. Real
estate appraisals can be used to help mea-
sure the potential borrowing availability of
the subject company. Underlying real estate
appraisals can be used to estimate certain
multiples and provide a terminal value
under the income approach.

This article presumes that the holder of
a noncontrolling interest cannot force the
sale of the underlying real estate property,
and little expectation exists that the prop-
erty will be immediately sold. As the

prospects of the underlying property’s sale
and liquidation of the interest increase,
however, the NAV method can become
more appropriate. If the sale of the under-
lying property and liquidation of the com-
pany are imminent, the NAV method is
generally apposite, regardless of the level
of control, without applying any minority
discounts. 

Examples from the Courts
In Estate of Andrews v. Comm’r (79 TC

938), the decedent owed interests of
approximately 20% each in four separate
companies that were primarily involved
in the ownership and active management
of commercial real estate properties. In this
case, the court was critical of the experts
for not giving appropriate weight to net
assets, as well as earnings and dividend
capacity methods; the court made its own
best judgment of value:  

The degree to which the corporation is
actively engaged in producing income
rather than merely holding property for
investment should influence the weight
to be given to the values arrived at under
the different approaches. 
In Estate of Weinberg v. Comm’r (TC

Memo 2000-51), which addressed the
value of a limited partnership interest in a
residential apartment building, the peti-
tioner’s expert applied both the capitaliza-
tion of income approach (as cited in the
court opinion) and the NAV method,
weighing their concluded values (75% and
25%, respectively) to determine the value
of the limited partnership interest. The
IRS’s expert only used the capitalization
of income approach; he stated that the
NAV method was inappropriate for valu-
ing the subject interest because the under-
lying property was income-producing real
estate. The court, however, held that the
NAV method should still be considered
because the value of the underlying real
estate would retain most of its inherent
value if the limited partnership interest
were not efficient in securing a stream of
rental income. In its conclusion, the court
agreed with the petitioner’s expert, weight-
ing the value between the two methods of
75% and 25%, respectively.

In Estate of Guistina (TC Memo 2011-
41), which involved a limited partnership
interest of a company primarily consisting
of operating timberlands, the court resolved

that two methods are appropriate: the cash
flow method and the asset method (NAV
method). The court opined as follows: 

The cash flow method is appropriate to
reflect the value of the partnership if it
is operated as a timber company and the
asset method is appropriate to reflect the
value of the partnership if its assets are
sold. Accordingly, the percentage weight
to be accorded the cash flow method
should be equal to the probability that
the partnership would continue to be
operated as a timber company.
It accorded a 75% probability to its con-

tinued operation, applying a cash flow
method rather than a liquidation of assets
using an NAV method. Furthermore, the
court did not accord a lack of control dis-
count to either method; it indicated that the
discount was subsumed in the weighting.
It is helpful to consider that the court was
critical of the guideline companies select-
ed by the petitioner’s expert and applied
no weight to the market approach.

Implications
The question asked at the beginning of

this article was, “Are minority interest
discounts appropriate in valuing noncon-
trolling interests in real estate holding com-
panies?” Applying the income and mar-
ket approaches to noncontrolling cash
flows and guideline company multiples or
to transactions that are noncontrolling can
provide a minority-level value and elimi-
nate the need for separately calculating a
minority-level discount. 

A minority interest discount can still be
determined by comparing the entity value
determined by the business appraiser before
other discounts, including a marketability dis-
count to the NAV. A large variation, whether
between individual approaches in the busi-
ness valuation or between the valuation and
the real estate appraisal, requires further anal-
ysis. Regardless of the ultimate disposition,
a reconciliation of the different approaches
in a business valuation will result in a more
thorough and comprehensive analysis than
merely deducting a fixed percentage from the
appraised value.                                q
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