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COMPARED TO MORE TRADITIONAL
BUSINESS APPRAISAL ENGAGEMENTS,

valuing carried interests (also known
as performance allocations) for gift
and estate tax planning purposes? pos-
es several unique challenges. Carried
interests are defined as the right of a
private investment fund’s general part-
ner to receive an economic benefit as
compensation, independent of their
contributed capital and above a limit-
ed partner return threshold. A com-
mon example is a right to 20% of the
profits (above the return of limited
partner capital).

In receiving value only if a thresh-
old is met, carried interests have an
asymmetric payoff similar to a stock
option. By asymmetric, we mean the
value of the carried interest as a per-
cent of the total underlying fund val-
ue is not constant. For example, the
value of the carried interest will be 0%
of the underlying fund value if the
return threshold is not met, while the
percent will increase as the value over
the return threshold increases. The car-
ried interest shares in the upside of
value in excess of the threshold, but
does not suffer from any of the down-
side below the threshold.

Standard of Value

For tax purposes the standard of val-
ue is fair market value (FMV) as
defined under Rev. Rul. 59-60 and Reg.
25.2512-1, as follows:

The price at which the property
would change hands between a
willing buyer and a willing seller
when the former is not under any
compulsion to buy and the latter is

not under any compulsion to sell,
both parties having reasonable
knowledge of relevant facts. Court
decisions frequently state in addi-
tion that the hypothetical buyer
and seller are assumed to be able,
as well as willing, to trade and to be
well informed about the property
and concerning the market for
such property.

In other words, in applying the stan-
dard of fair market value, appraisers
are expected to assume that:

+ The equivalent of cash is being paid
for the subject being appraised as of
the valuation date.

+ The company (interest) being val-
ued has been placed on the open
market for a reasonable amount of
time, enough for all potential pur-
chasers to be aware of its avail-
ability.

+ The hypothetical buyer is prudent
but without synergistic benefit.

« A seller is not forced to sell (i.e.,
accept an offer that represents a “dis-
tress sale”) and a buyer is not com-
pelled to buy (i.e., necessary to earn
a living).

+ The business will continue as a
going concern and not be liqui-
dated.

Key aspects of these assumptions
that are particularly relevant to car-
ried interests include the concept that
a seller is not forced to sell, and one
would presume would not sell, the
interest at a value that does not include
the benefit that can be reasonably
expected to be received over the hold-
ing period, and that the holding peri-
od is reasonable and appropriate given
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the expected life of the fund. This is
consistent with the expectation noted
above that the “business will continue
as a going concern.”

A well-grounded valuation analy-
sis must also give consideration to the
factors noted below in this discussion.
As importantly, the valuation report
must sufficiently document the back-
ground of the fund, the rights/eco-
nomic benefit of the carried interest,
how the valuation analysis considered
the Rev. Rul. 59-60 factors, and most
significantly, what the hypothetical
buyer and seller could reasonably agree
to be the expected benefit from own-
ing the carried interest under consid-
eration.

Appraisal Process

To meet these requirements, the
appraisal of carried interests typically
involves the following steps:

+ Information gathering. The apprais-
er will require information and legal
documents that define the economic
rights and obligations of the car-
ried interest that enable the apprais-
er to develop a reasonable and
supportable expectation of the ben-
efit to be received by the owner.

+ Selection of valuation methodolo-
gy. An appropriate valuation
methodology should be selected
that captures the potential carried
interest benefit and relies upon sup-
portable data.

+ Development of valuation assump-
tions. Forecasting the expected car-
ried interest benefit involves a
variety of assumptions including
the distribution of future underly-
ing investment values and the hold-
ing period of investments. The
expected future benefits are then
discounted back to the present at a
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discount rate appropriate for the
valuation model applied and the
risk characteristics of the carried
interest. These assumptions can be
difficult to support due to a gener-
al lack of directly comparable data
and the difficulty in defining the
risk of the carried interest.

+ Development of a discount for lack
of marketability. In general, the sup-
portable discount for lack of mar-
ketability related to carried interests
can be high, although the proper
support for discounts can be chal-
lenging.

+ Disclosure and documentation.
Documentation in a valuation report
that sufficiently reflects the disclosure
requirements of the IRS and clearly
presents the assumptions relied upon
to arrive at the concluded fair mar-
ket value. Proper documentation will
allow a third party such as the IRS or
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relevant state department of revenue
to replicate the report and under-
stand the thought process behind
the numbers.

Information Gathering

and Documentation

The information gathering process is
critical to understanding the nature of
the carried interest being valued and
determining the appropriate valuation
method(s) to apply. It is important for
the client, the client’s legal representa-
tive, and the appraiser to be on the
same page regarding the scope of the
valuation. For example, for funds in
the middle stages of their life cycles, it
is important to understand if the scope
of the valuation includes the accrued
carried interest from liquidated invest-
ments as opposed to a valuation that
would only include the future expect-

ed carried interest from non-liquidat-
ed investments.

A typical information request will
include legal documents such as the
limited partner and general partner
agreements, audited financial state-
ments, fund information memoran-
dums, past performance of the funds,
and expectations regarding commit-
ted capital and capital draw downs.
This information is critical to under-
standing the nature of the carried
interest, the transfer restrictions, the
expected timing of distributions, and
the expected capital for investments.
Each carried interest has unique char-
acteristics and the proper documen-
tation will assist in the replication of
the analysis by a third party such as
the IRS. A report supported by docu-
mentation and meaningful discussions
with the client will provide a more
defendable valuation conclusion.
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Valuation Method Selection
The selection of a valuation method
is based on a combination of the nature
of the carried interest and the infor-
mation available. Appraisers should
select a method that properly captures
the features providing value to the car-
ried interest while appreciating the
information available to apply each
method in a reasonable manner.
Current vs. Forward-Looking. A key
consideration is the selection between
a current value method and a forward-
looking method. A current value
method will determine the value of the
carried interest as if all investments
were liquidated as of the valuation date,
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while a forward-looking method will
consider the future expected value to
the carried interest based on assump-
tions regarding the future path of
underlying asset prices. A forward-
looking method will most often be the
appropriate approach due to the asym-
metric nature of carried interests. The
asymmetry of the carried interest will
also make it appropriate to consider a
range of scenarios in a forward-look-
ing model in order to capture the val-
ue of the carried interest across
different asset values.

As an example of the difference of
a current value method compared to a
forward-looking method, consider a

new fund that recently invested $100
million and a carried interest receiving
20% of profits over the $100 million
threshold. Under a current value
method, we would assume all invest-
ments are liquidated at the current val-
ue of $100 million and there would be
no allocation to the carried interest.
Under a forward-looking method, the
expected appreciation of fund assets
is modeled and the future carried inter-
est value after appreciation is deter-
mined. The current value method
would only be appropriate if there is a
reasonable expectation of liquidation
close to the valuation date. After all,
the limited partners invest in the fund
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“SHORTCUTS MAY EXPOSE THE CLIENT TO
A REPORT THAT IS DIFFICULT TO DEFEND.”

for the purpose of future expected
appreciation and the carried interest
receives a portion of the appreciation.

The Income Approach

Of the three basic approaches to busi-
ness valuation (income, market, and
asset), the income approach should be
relied on in the majority of carried
interest valuations. The unique nature
of each carried interest will usually
make it difficult to find directly com-
parable market data to apply a pure
market multiple approach, although
market data is necessary to apply the
income approach. The asset approach
can be taken into consideration, espe-
cially if investments are marked to fair
value in audited financial statements;
but the asset approach will typically
not appreciate the asymmetric nature
of the carried interest.

Within the income approach the
methods often relied on include dis-
counted cash flow analysis, option pric-
ing methods, and Monte Carlo
simulation. A discounted cash flow
analysis forecasts the expected cash
flow to the carried interest and dis-
counts these expected cash flows at a
risk-adjusted discount rate. A dis-
counted cash flow analysis can be
applicable to a variety of situations,
especially for funds such as real estate
funds with expectations of significant
interim cash flows. A multiple scenario
discounted cash analysis is necessary to
capture the asymmetric nature of the
carried interest.

Option Pricing Approaches. An
option pricing method such as the
Black-Scholes option pricing model is
often a relevant approach to consider.
The advantages of an option pricing
method include limited inputs that are
easy to audit and the consideration of
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a wide range of possible scenarios in a
closed form model. For example, a car-
ried interest with a claim on 20% of
the profits (gains in excess of investors’
contributed capital) can be modeled
as 20% of the value of a call option
with an exercise price equal to the con-
tributed capital.

Monte Carlo Simulation. A Monte
Carlo simulation method relies on the
simulation of thousands of iterations of
a wide range of future scenarios. This
method can be useful for very com-
plex situations that are difficult to
model with a discounted cash flow or
option pricing method, but appraisers
should use caution in using Monte
Carlo simulation if a more simple
method will reasonably capture the
carried interest value.

Assumptions

A forward-looking model requires
assumptions regarding the expected
range of the future benefit to the car-
ried interest, the timing of the benefit,
and the appropriate discount rate to
calculate the present value of the
expected benefit.

The carried interest benefit is
directly correlated with the amount of
funds invested and the returns on fund
investments. The forecast of the
expected carried interest benefit there-
fore begins with a forecast of expect-
ed liquidation values of the
investments held by a fund. The valu-
ation should consider capital that has
already been drawn down as well as
expected future capital drawdowns.
Although future capital drawdowns
are uncertain, the carried interest does
benefit from these drawdowns and
they would likely be considered by the
hypothetical buyer and seller, with an
appropriate risk factor added for the

additional uncertainty relative to cap-
ital already drawn down.

Expected Returns on Investments.
Considerations in the process of devel-
oping expected returns on investments
will include past returns on those
investments, general industry returns
for similar investments, and the expect-
ed volatility of the investments. For
example, for a carried interest in a ven-
ture capital fund, it may be appropri-
ate to consider the past performance of
funds under the same management
team, long-term returns on venture
capital investments in general, and the
dispersion of future returns given the
risk and volatility characteristics of
venture capital investments. As stated
earlier, the asymmetric nature of car-
ried interests requires the consideration
of a range of scenarios. Therefore, both
the average expected investment return
and dispersion from the average are
important variables to consider. For
example, a fund may expect the aver-
age investment to generate a return of
two times the purchase price. Howev-
er, the value of the carried interest may
not be correctly estimated based on
this average expectation, as investments
returning greater than two times may
have a disproportionate impact on the
value of the carried interest relative to
investments providing returns less than
two times. A reasonable analysis, there-
fore, needs to consider the realization
of scenarios above and below the
expected average.

There are a large number of vari-
ables to consider in concluding upon
a reasonable estimate of future invest-
ment returns; and reasonable assump-
tions will take into account the views
of the hypothetical buyer and seller
given the data available. After the future
expected fund investment returns are
determined, the resulting expected
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future carried interest benefit is typi-
cally a straightforward calculation in
line with the distribution waterfall
defined in legal agreements.

Expected Timing. The determination
of the expected time to receive the car-
ried interest benefit is based on a
review of the legal documents, discus-
sions with management, and an under-
standing of the fund investments. The
legal documents will usually provide
some guidance regarding when the car-
ried interest can expect to receive dis-
tributions and the legal life of the fund.
Discussions with management and an
understanding of fund investments
(i.e., stage in fund life cycle) can often
provide valuable insights into expect-
ed timing that are not clear in the legal
documents.

High Discount Rates. The nature of
carried interests can justify relative-
ly high discount rates.2 The selection
of a carried interest discount rate
begins with an understanding of the
expected return of underlying fund
investments from available market
information that is consistent with
the information relied upon to devel-
op expected investment returns. For
example, the benchmark for a fund
investing in large capitalization stocks
may be expected returns for the S&P
500 index, while the benchmark for a
venture capital fund will be higher
due to the higher risk and higher his-
torical returns of venture capital
investments.

Rate of Return. After selecting an
appropriate underlying investment
rate of return, the appraiser can then
begin the process of selecting a rea-
sonable rate of return of the carried
interest. This is often difficult due to
the lack of direct market rates of
required returns for carried interests.
An appraiser must ultimately deter-
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mine the risk of the carried interest
relative to the underlying fund invest-
ments based on a variety of quanti-
tative and qualitative factors. The
uncertainty/volatility of returns and
the required rate of return are close-
ly related, with investors demanding
high rates of return for investments
with greater uncertainty of future
returns. The asymmetric claims of
carried interests can significantly
increase the uncertainty of future
expected returns, with the value of
the carried interest being highly sen-
sitive to changes in fund investment
returns. Therefore, there is often a
reasonable qualitative argument to
rely on a high discount rate for the
carried interest; while quantitative
models that compare the expected
volatility of the carried interest to the
underlying fund investments can
assist in substantiating a higher dis-
count rate.

Discount for Lack

of Marketability

For tax valuations, appraisers should
consider the IRS Job Aid relating to
the discount for lack of marketability
(DLOM).3 The Job Aid considers a
variety of factors to support a DLOM
including restricted stock studies, inter-
est-specific qualitative factors, and
securities-based approaches (quanti-
tative models) such as put-option pric-
ing models. Specific factors that will
have a large influence on the DLOM of
a carried interest include the expected
timing of distributions, expected
volatility of the carried interest, and
transfer restrictions.

The timing of expected distribu-
tions can vary widely between differ-
ent types of investments and different
funds. For example, hedge funds

investing in liquid public investments
can be expected to distribute the car-
ried interest on an annual basis while
it may take venture capital funds sev-
eral years to realize a cash benefit from
investments. Additionally, distribution
policies vary widely between funds,
with some funds distributing shortly
after each investment liquidation while
other funds have clawbacks that
increase the time to distribution. When
using quantitative models, appraisers
should consider the same factors relied
upon in the selection of the discount
rate. The carried interest can often be
expected to have high relative volatil-
ity and this factor will lead to higher
implied DLOMs when using quantita-
tive methods.

Report Documentation

A defensible valuation report will pro-

vide the information necessary to meet

IRS adequate disclosure requirements,4

and provide the reader with a clear

understanding of the methods and

assumptions relied upon. Rev. Rul. 59-

60 states that all relevant factors should

be considered, including the following:

1. The nature of the business and the
history of the enterprise from its
inception.

2. The economic outlook in general
and the condition and outlook of
the investment management indus-
try in particular.

1 The relevant statutory provisions fall under
transfer or excise taxes in some states.

2 Note an option pricing methodology will typi-
cally not rely on a risk-adjusted discount rate,
but will alternatively rely on the risk-free rate
due to the “risk-neutral” assumption of the
Black-Scholes option pricing model.

3 Job Aid for IRS Valuation Professionals,
Discount for Lack of Marketability, 9/25/2009.

4 |n compliance with the requirements of Reg.
301.6501(c)-1()(3),(4).
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. The book value of the stock and the
financial condition of the business.

. The earning capacity of the business.

. The dividend-paying capacity.

. Whether or not the business has
goodwill or other intangible value.

. Prior sales of the stock and the size
of the block to be valued.

. The market price of stocks of cor-
porations engaged in the same or a
similar line of business as the sub-
ject company and whose stocks are
actively traded in a free and open
market, either on an exchange or
over-the-counter.

At a minimum, a report should
have an industry overview, a back-
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ground description of the fund and
carried interest, and an explanation
of the valuation analysis and the key
assumptions relied upon to arrive at
the concluded value. If the valua-
tion report meets the adequate dis-
closure requirements, a safe harbor
is created such that gifts are
auditable by the IRS for only up to
three years following the date of
transfer.

Conclusion

The transfer of carried interests can
be appealing as a result of low sup-
portable current values relative to

potential future appreciation. Short-
cuts such as relying on the current val-
ue method however may expose the
client to a report that is difficult to
defend from the perspective of the
hypothetical buyer and seller. A defen-
sible report will include adequate doc-
umentation of the information and
factors considered, an appreciation of
the unique nature of each carried
interest, selection of a valuation
methodology consistent with the
nature of the carried interest, and sup-
portable assumptions for key factors
such as expected future returns, dis-
count rates, and discounts for lack of
marketability. W
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