
FAIR MARKET VALUE: A PRIMER FOR
TEXAS LEGAL PRACTICE

I. INTRODUCTION

The concept of fair market value permeates so wide a spectrum
of Texas and federal legal practice that it is a rare practitioner who
does not use the term with some regularity and, on occasion, find it
necessary to advise, present, or contest a valuation. Fair market
value appeared early in Texas case law in connection with the gov-
ernmental powers of eminent domain. In 1885 the Texas Supreme
Court explained that the legislative taking of land required compen-
sation of "the fair, reasonable salable value of plaintiff's said prop-
erty ... ,,1 Valuations to determine fair market value in
condemnation proceedings continue today, but such proceedings
comprise only one of the many areas where fair market value arises.
Equally venerable in Texas case law is the use of market value to
measure damages for failure to fulfill a contract. 3 Damages in-
curred from conversion of personal property,4 fraudulent induce-
ment to sel 5 or purchase 6 property, wrongful sale of repossessed
collateral7 antitrust violations,8 insider's profits,9 and casualty loss' °

are all measured in terms of fair market value. Many areas of taxa-

1. Gulf, C. & S.F. Ry. v. Fuller, 63 Tex. 467, 471-72 (1885).
2. See, e.g., Zinsmeyer v. State, 646 S.W.2d 626, 628 (Tex. App.-San Antonio 1983,

no writ).
3. See Ullman, Lewis & Co. v. Babcock, 63 Tex. 68, 69 (1885). See also Hill v.

Childers, 268 S.W.2d 203, 204 (Tex. Civ. App.-Waco 1954, writ ref'd n.r.e.) (damages for
the breach of an executory contract also measured in terms of "reasonable market value").

4. See, e.g., Graves v. Trevino, 386 S.W.2d 831 (Tex. Civ. App.-Houston 1965, writ
refd n.r.e.). "Ordinarily, compensatory damages for conversion of personal property are
represented by the market value .... ." Id at 834; Rosenfield v. White, 267 S.W.2d 596
(Tex. Civ. App.-Dallas 1954, writ ref d n.r.e.). "[T]he market value of the property is the
proper measure of damage; the theory being that the injured party is made whole if he is
given money with which he can buy equivalent property in the market place." Id at 599.

5. See, e.g., Parker v. Soils, 277 S.W. 714, 717 (Tex. Civ. App.--San Antonio 1925,
writ dism'd).

6. Eg., Sobel v. Jenkins, 477 S.W.2d 863, 868 (Tex. 1972). See also Hughes v.
Belman, 239 S.W.2d 717, 719 (Tex. Civ. App.-Austin 1951, writ ref'd n.r.e.) (farm
purchased had fewer acres than represented); Meadowlake Foods v. Estes, 218 S.W.2d 862,
871 (Tex. Civ. App.-El Paso 1948, writ refd n.r.e.) (purchase of diseased cows).

7. See, e.g., Ward v. First State Bank, 605 S.W.2d 404, 406-07 (Tex. Civ. App.-
Amarillo 1980, writ refd n.r.e.).
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tion practice involve the concept of fair market value. The assess-
ment of ad valorem taxes pursuant to Texas property tax laws" has
traditionally given rise to voluminous valuation litigation. Federal
tax laws for estate,' 2 gift,' 3 and income' 4 taxes also require determi-
nation of fair market values.'5

The valuation necessary for a given property varies with the
degree of exactness required and can range from a rough estimate in
round figures used to obtain insurance coverage to closely calcu-
lated determinations used in a contested tax case.' 6 The complete-
ness of a valuation may also vary according to the worth of the asset
and the likelihood of litigation.' 7 As the value and complexity of
the property interest increases, it generally becomes necessary for
the attorney to seek assistance from the accountant and professional
appraiser.'" The necessity of expert appraisers in such situations is

8. See, e.g., Pollock & Riley, Inc. v. Pearl Brewing Co., 498 F.2d 1240, 1244-45 (5th
Cir. 1974).

9. See, e.g., Allis-Chalmers Mfg. v. Gulf & W. Indus., 527 F.2d 335, 352-53 (7th Cir.
1975) (determining damages for insider's profit under Securities Exchange Act of 1934, 15
U.S.C. § 78p(b) (1982)), cert. denied, 424 U.S. 928 (1976).

10. See, e.g., Atlas Chemical Indus. v. Anderson, 524 S.W.2d 681, 687 (Tex. 1975)
(diminution in fair market value of land caused by upstream pollution); Crisp v. Security
Nat'l Ins. Co., 369 S.W.2d 326, 328 (Tex. 1963) (insurance claim contrasting actual value
where no market existed with the more common market value).

11. TEX. TAX CODE ANN. §§ 1-43 (Vernon 1982).
12. Treas. Reg. § 20.2031-1(b), FEDERAL TAX REGULATIONS (West 1983). "The value

of every item of property includible in a decedent's gross estate . . . is its fair market value
.... Id

13. Treas. Reg. § 25.2512-1, FEDERAL TAX REGULATIONS (West 1983). "The value is
generally to be determined by ascertaining as a basis the fair market value. . . of each unit
of property." Id

14. Eg., I.R.C. § 83 (1982) (fair market value of property transferred in connection
with performance of services is includible in gross income); I.R.C. § 170(e) (1982) (fair mar-
ket value used to determine deduction for charitable contribution of certain properties);

I.R.C. § 1001(b) (1982) (fair market value used to calculate amount realized from disposi-
tion of certain property).

15. Although the vast majority of fair market value considerations is in a civil context,
it is not exclusively a civil domain. For example, the federal criminal statutes on the sale or
receipt of stolen goods in interstate commerce are triggered when the value of the goods

reaches $5000. 18 U.S.C. §§ 2314-2315 (1982). Value of the stolen property is defined as the
"face, par, or market value," id § 2311, and the courts have generally looked to the same
definitions and evidentiary requirements as are used in civil litigation. Compare Abbott v.
United States, 239 F.2d 310, 313 (5th Cir. 1956) (definition of market value) with infra notes
22-31 and accompanying text.

16. See, e.g., L. AVERILL, ESTATE VALUATION HANDBOOK 38-43 (1983).
17. Id at 39-40.
18. See, e.g., G. DESMOND & R. KELLEY, BUSINESS VALUATION HANDBOOK 16 (1980)

(demonstrating the need for an independent appraiser in some valuation disputes).
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demonstrated by the powers given state 19 and federal2" tax authori-
ties to retain appraisers and court appointments of appraisers as
necessary.2

The purpose of this comment is to give the Texas practitioner
who lacks extensive accounting or appraisal background a better
understanding of the definition and methods of valuation recog-
nized by Texas courts. The overview is not intended to eliminate
the need for expert valuations, but should benefit the attorney in
making valuations when expert testimony is not needed, in selecting
and communicating with expert appraisers when such testimony is
appropriate, in presenting valuations to the court, and in contesting
adverse valuations.

II. DEFINING FAIR MARKET VALUE

The definition of fair market value22 in early Texas case law

19. See Pritchard & Abbott v. McKenna, 350 S.W.2d 333, 334 (Tex. 1961).
20. E.g., Treas. Reg. § 20.2031-6(b) (1958). For estates including personal effects with

intrinsic value in excess of $3000, "the appraisal of an expert or experts, under oath, shall be
filed with the return." Id

21. See, e.g., Mann v. Mann, 607 S.W.2d 243, 246 (Tex. 1980) (finding no abuse of
discretion for the trial court to appoint a master where the partition of community property
"involved numerous complex issues which involved the valuation of many types of dissimi-
lar inventory having no regular market value").

22. Fair market value is a descriptive, widely used term, but is one of many used in
valuation. This is not surprising considering the long history and variety of contexts in
which valuation is necessary. Some treatises introduce modern valuation concepts by look-
ing at the historical development of valuation and valuation terminology in economic theo-
ries. See, e.g., AMERICAN INSTITUTE OF REAL ESTATE APPRAISERS, THE APPRAISAL OF

REAL ESTATE 14-23 (6th ed. 1973); A. RING, THE VALUATION OF REAL ESTATE 13-26 (2d
ed. 1970). Legislatures, agencies, and courts have developed other terms. One author lists
14 different terms in addition to fair market value which have .been used to describe value.

W. SHENKEL, MODERN REAL ESTATE APPRAISAL 23 (1978). Some, such as "reasonable
value," are considered synonymous to fair market value, while others, such as "warranted
value" or "insured value," may be most commonly used within a particular agency or juris-
diction and thus have a specialized meaning. 1d

For a listing of some jurisdictional differences in terminology, see Comment, The Road
to Uniformity in Real Estate Taxation. Valuation andAppeal, 124 U. PA. L. REV. 1418, 1430
(1976).

Even within the framework of fair market value, care must be exercised as to terminol-
ogy. Compare Goldberg, Fair Market Value in the Tax Law: Replacement Value or Liquida-
tion Value, 60 TEX. L. REV. 833, 836 (1982) ("liquidation value" as the proper measure of
fair market value when the taxpayer does not retain his property) with Pachulski, The Cram
Down and Valuation Under Chapter 11 of the Bankruptcy Code, 58 N.C. L. REV. 925, 951
(1980) ("liquidation value" as the proceeds of a hypothetical forced sale which may be less
than fair market value).

For a discussion of the "fair" and "market" elements of the term "fair market value"
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ranged from blunt, common sense definitions such as "what it can
be sold for" 23 to more sophisticated lists of factors to be considered
such as "the supply and demand, the use and benefit, the quantity
and quality, and what buyers are willing to give and sellers to
take."'24 The definition which has become standard in Texas first
appeared in a 1936 case noting market value to be "the price the
property will bring when offered for sale by one who desires to sell,
but is not obliged to sell, and is bought by one who desires to buy
but is under no necessity of buying. 25

Textbook and treatise definitions generally reflect the same ele-
ments as those found in the Texas Supreme Court definition. 26 Pro-
fessional appraisers define fair market value as "the highest price in
terms of money which a property will bring in a competitive and
open market under all conditions requisite to a fair sale, the buyer
and seller, each acting prudently, knowledgeably and assuming the
price is not affected by undue stimulus. '27  The definition of fair
market value used most often in connection with federal taxation is
"the price at which the property would change hands between a

see generally Alfred, General Considerations-The Fair Market Value Concept, 14 W. RES.
L. REV. 73 (1963); Gordon, What is Fair Market Value?, 8 TAX L, REV. 35 (1952).

23. Lively v. Missouri, K. & T. Ry., 102 Tex. 545, 558, 120 S.W. 852, 856 (1909) (citing
New York State v. Barker, 179 U.S. 279 (1900)).

24. Fort Worth & D.C. Ry. v. Hapgood, 210 S.W. 969, 971 (Tex. Civ. App.-Amarillo
1919, no writ). In West Texas Hotel Co. v. City of El Paso, 83 S.W.2d 772, 775 (Tex. Civ.
App.-El Paso 1935, writ dism'd), the court approved a trial court charge which defined fair
market value as:

the amount of money that a person desiring to sell, but not bound to do so, could,
within a reasonable time procure for such property from a person who desires and
is able to buy, but is not bound to purchase the property. It is the amount that can
be obtained at private sale and not at a forced or auction sale.

25. State v. Carpenter, 126 Tex. 604, 618-19, 89 S.W.2d 979, 980 (1936). Accord City of
Pearland v. Alexander, 483 S.W.2d 244, 247 (Tex. 1972); City of Austin v. Cannizzo, 153
Tex. 324, 329, 267 S.W.2d 808, 812 (1954); Wendlandt v. Wendlandt, 596 S.W.2d 323, 325
(Tex. Civ. App.-Houston [1st Dist.] 1980, no writ). The definition used by Texas courts is
essentially the same as definitions developed by other courts. See, e.g., United States v.
Miller, 317 U.S. 369, 374 (1942) ("what a willing buyer would pay in cash to a willing
seller"); Commissioner v. Worcester County Trust Co., 305 Mass. 460, 462, 26 N.E.2d 305,
307 (1940) ("the highest price which a hypothetical willing buyer would pay to a hypotheti-
cal willing seller in an assumed free and open market"); Utah Assets Corp. v. Dooley Bros.
Ass'n, 92 Utah 577, -, 70 P.2d 738, 741 (1937) ("the highest price a normal purchaser will
pay").

26. For a critical discussion of several definitions, see S. KAHN & F. CASE, REAL Es-
TATE APPRAISAL AND INVESTMENT 28-32 (2d ed. 1977).

27. REAL ESTATE APPRAISAL TERMINOLOGY 137 (B. Boyce ed. 1975). This definition
has the approval of the American Institute of Real Estate Appraisers and the Society of Real
Estate Appraisers; W. SHENKEL, supra note 22, at 31.
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willing buyer and a willing seller, neither being under any compul-
sion to buy or sell and both having reasonable knowledge of rele-
vant facts."28 Market value as used in Texas ad valorem taxation
expands on the elements involved but essentially comports with the
federal definition.29 Federal and state eminent domain proceedings
often use the terms "just" or "adequate" compensation, 30 but these
have been construed by the United States Supreme Court as requir-
ing the same general willing buyer-seller elements.3'

Although there is a remarkable similarity in the many defini-
tions of fair market value, the definitions leave several questions un-
answered. For example, the exact market to be considered to find
the proper fair market value may vary depending on the nature of
the property interest, the status of the owner, the volume of assets
ordinarily sold, and the availability of wholesale or retail markets.32

The market to be considered should generally be that which the
owner of a given property would ordinarily use,33 but in some in-
stances, statutes or regulations may dictate that a particular market
be considered. 4 The timing of valuation is another question left
unmentioned by the definitions, but is usually apparent, such as the

28. Treas. Reg. §§ 20.2031-1(b), FEDERAL TAX REGULATIONS (West 1983).

29. The Texas Tax Code provides:

"Market value" means the price at which a property would transfer for cash or its
equivalent under prevailing market conditions if:

(A) exposed for sale in the open market with a reasonable time for the seller to
find a purchaser;

(B) both the seller and the purchaser know of all the uses and purposes to which
the property is adapted and for which it is capable of being used and of the en-
forceable restrictions on its use; and

(C) both the seller and purchaser seek to maximize thei*r gains and neither is in a
position to take advantage of the exigencies of the other.

TEX. TAX CODE ANN. § 1.04(7) (Vernon 1982).

30. U.S. CONST. amend. V ("nor shall private property be taken for public use, without
just compensation"); TEX. CONST. art. 1, § 17 (property cannot be "taken, damaged or de-
stroyed for or applied to public use without adequate compensation being made").

31. United States v. Miller, 317 U.S. 369, 374 (1942). For a discussion of fair market
value as just compensation in eminent domain cases, see J. GELIN & D. MILLER, THE FED-
ERAL LAW OF EMINENT DOMAIN 101-84 (1982); Searles, The Legal and Appraisal Aspects of
Special Purpose Properties, in REAL ESTATE VALUATION IN CONDEMNATION 131, 133-34 (L.
Ratner ed. 1970).

32. Goldberg, supra note 22, at 834.

33. L. AVERELL, supra note 16, at 42.

34. Treas. Reg. § 20.2031-1(b), FEDERAL TAX REGULATIONS (West 1983) (specifying a
retail market valuation for gift tax purposes).

1984]
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date of the conversion, 35 date of the gift,36 or date of the taking in an
eminent domain proceeding. 7 If no obvious date exists, statutes
may establish an arbitrary timing for valuations.38

Some definitions indicate that the use of the property is to be
considered in arriving at a fair market value, 39 but fail to define
"use." The United States Supreme Court held over a century ago
that uses to which a property can be adapted rather than its current
use are applicable to valuation. 40 This potential adapted use is often
referred to as the "highest and best use."'" It must be reasonable42

rather than merely speculative 43 and be capable of implementation
within the "reasonably near future." 44 The existing use is rebuttably
presumed to be the highest and best use. 5

While there is little real discrepancy among the several defini-
tions used by various courts, legislatures, and appraisers, the same
cannot be said for the values that may be determined for a given
property interest. Sometimes differences in determined values may
be deliberate. The property owner may want to present a maximum
value when trying to obtain the best purchase price, but the same

35. Graves v. Trevino, 386 S.W.2d 831, 834 (Tex. Civ. App.-Houston 1965, writ refd
n.r.e.).

36. I.R.C. § 2412(a) (1982).
37. Trinity River Auth. v. Barrett, 497 S.W.2d 91, 93 (Tex. Civ. App.-Houston [ist

Dist.] 1973, no writ).
38. I.R.C. § 2032 (1982) (elective valuation date established for estate tax purposes);

TEX. TAX CODE ANN. § 23.01 (a) (Vernon 1982) (January 1 set as the date of valuation for ad
valorem tax purposes).

39. See, e.g., TEX. TAX CODE ANN. § 1.04(7)(B) (Vernon 1982).
40. Boom Co. v. Patterson, 98 U.S. 403, 408 (1879). The Court stated that valuation in

eminent domain proceedings was to consider the same potential uses that a private buyer on
the open market would consider:

The inquiry in such cases must be what is the property worth in the market, viewed
not merely with references to the uses to which it is at the time applied, but with
reference to the uses to which it is plainly adapted; that is to say, what is it worth
from its availability for valuable uses. Property is not to be deemed worthless be-
cause the owner allows it to go to waste, or to be regarded as valueless because he
is unable to put it to any use. Others may be able to use it, and make it subserve
the necessities or conveniences of life. Its capability of being made thus available
gives it a market value which can be readily estimated.

1d
41. See, e.g., United States v. 158.24 Acres of Land, 515 F.2d 230, 232 (5th Cir. 1975)

("the value . . . is determined by the highest and best use of the property").
42. Boom Co. v. Patterson, 98 U.S. 403, 408 (1879).
43. See, e.g., Georgia Kaolin Co. v. United States, 214 F.2d 284, 285 (5th Cir. 1954)

(describing a valuation as involving "too many conjectures, and too vague and contingent").
44. Olsen v. United States, 292 U.S. 246, 255-56 (1934).
45. United States v. 158.24 Acres of Land, 515 F.2d 230, 233 (5th Cir. 1975).
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owner will want to present a minimum valuation to tax authorities.
However, differences in determined values also vary because "the
process of valuation is one of art and not science. "46 Justice Frank-
furter described value in eminent domain proceedings as "a guess,
as well informed as possible. '47 Justice Douglas stated that value
"gathers its meaning in a particular situation from the purpose for
which a valuation is being made. 48 The Internal Revenue Service
(IRS) has recognized that fair market value is a question of fact and
will often result in wide differences of opinion.49 To make these
"educated guesses"50 as scientific as possible, it is helpful to look at
the methods used for valuation.

III. METHODS FOR DETERMINING FAIR MARKET VALUE

Texas courts have recognized three approved methods of ap-
praising the market value of property." These are the market data
approach, the income approach, and the cost approach.5 2 Although
one method may be best in some fact situations, 53 and all three
methods inapplicable in rare circumstances, 54 the same methods are
recognized in Texas as the basic starting point in eminent domain
proceedings," ad valorem taxation,56 partition of community prop-
erty upon divorce, and other valuation settings.5 The United States
Supreme Court5 8 and numerous lower federal courts 59 have utilized
the market data, income, and cost methods of valuation. The three

46. L. AVERILL, supra note 16, at 4.
47. Kimball Laundry Co. v. United States, 338 U.S. 1, 6 (1949).
48. Group of Institutional Investors v. Chicago, Milwaukee, St. Paul & Pac. R.R., 318

U.S. 523, 540 (1943).
49. Rev. Rul. 60 § 3, 1959-1 C.B. 237.
50. See, e.g., Featherston, Parsons & Vaughn, Valuation of Closely-Held Securities

Owned as Community Property, 44 TEX. B.J. 161, 161 (1981) [hereinafter cited as
Featherston].

51. See, e.g., Morgan v. Morgan, 657 S.W.2d 484, 489 (Tex. App.-Houston [lst Dist.]
1983, no writ).

52. Polk County v. Tenneco, Inc., 554 S.W.2d 918, 921 (Tex. 1977); City of Houston v.
West, 514 S.W.2d 299, 304 (Tex. Civ. App.-Houston [1st Dist.] 1974), rev'd on other
grounds, 520 S.W.2d 752 (Tex. 1975).

53. See infra notes 104-09 and accompanying text.
54. See infra text accompanying notes 152-55.
55. City of Houston v. West, 514 S.W.2d 299, 300 (Tex. Civ. App.-Houston [1st Dist.]

1974), rev'd on other grounds, 520 S.W.2d 752 (Tex. 1975).
56. Polk County v. Tenneco, Inc., 554 S.W.2d 918, 918 (Tex. 1977).
57. Morgan v. Morgan, 657 S.W.2d 484, 484 (Tex. App.-Houston [ist Dist.] 1983, no

writ).
58. United States v. Toronto, Hamilton & Buffalo Navigation Co., 338 U.S. 396, 402-03

1984]
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approaches are so widely accepted that one author calls them "the
voice of the real estate profession in general and the Appraisal Insti-
tute in particular.' 6°

In the following discussion of the three methods approved by
Texas courts and the correlation procedures necessary to reconcile
differences between them, the valuation of real estate will be used to
illustrate the concepts involved because realty valuations are com-
mon and the applications are easily understood. Although termi-
nology may vary61 and the methodology seems less clear,62 the same
three methods provide the starting point for more complex valua-
tions. Often an analogy can be made between the more easily un-
derstood real estate situations and more complex valuations. For
example, blockage discounts on the sale of a closely held stock can
be compared to bulk sales of real estate;63 restrictions on the sale of
business interests can be compared to deed restrictions such as ease-
ments; and the difficult valuation problem of business goodwill can
be compared to "amenities" such as proximity to shopping or recre-
ation in the sale of a residence. 64

A. Market Data Approach

The market data approach, often referred to as the comparable-
sales approach,65 involves "searching the marketplace for properties

(1949). The Court recognized the validity of the cost and income methods, but found no
application to the particular facts of the case.

59. See, e.g., United States v. Certain Property, 403 F.2d 800, 802 (2d Cir. 1968); Sill
Corp. v. United States, 343 F.2d 411, 416 (10th Cir. 1965); United States v. 121.20 Acres of
Land, 333 F. Supp. 21, 27-34 (E.D.N.C. 1971).

60. Dix, Fixture Damage Compensation in Eminent Domain, in REAL ESTATE VALUA-

TION IN CONDEMNATION 61, 69 (L. Ratner ed. 1970).
61. As one moves from the valuation of a tangible piece of real estate to the valuation

of an operating business, the considerations become more complex and include more in-
tangibles such as goodwill. The terminology becomes "balance sheets," "cash flow," "ra-
tios," "earnings forecast," and other tools of the accountant and the professional appraiser,
see, e.g., G. DESMOND & R. KELLEY, supra note 18, at vi (referring to "24 major appraisal
methods"), but these can be viewed as more sophisticated techniques for generating data for
the traditional market data, income, or cost approaches.

62. Even the presentation of comparable sales used in the market data approach can
range from the simple chart showing per acre or per square foot values, see, e.g., Trinity
River Auth. v. Harris, 439 S.W.2d 670, 672-73 (Tex. Civ. App.-Beaumont 1969, no writ), to
highly sophisticated, computer-generated regression analysis. See, e.g., W. SHENKEL, supra
note 22, at 318-47.

63. See Estate of T. Folks, 51 T.C.M. (P-H), 82,043 (1982).
64. See L. AVERILL, supra note 16, at 218.
65. S. KAHN & F. CASE, supra note 26, at 100.
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comparable to the one being appraised and making comparisons on
the basis of terms of sale, conditions in the marketplace . . . , and
the degree of comparability to the subject property. '6 6 Because of
its widespread use and relative ease of understanding, the market
data method67 has traditionally been viewed by the courts as the
best method of valuation.6  The market data method attempts to
meet the willing buyer-seller test objectively, avoiding the subjective
projections of future income or the subjective estimates of deprecia-
tion necessary to the other two methods. 69 In addition to this objec-
tivity, the market data approach is more readily presentable to a
jury because of their inherent familiarity with the concept. Compar-
ison shopping for groceries, automobiles, or residential property is
within the experience of every member of the jury. If homes in a
particular subdivision are similar in age, construction, size, and ap-
pearance, it follows that the fair market value of a given home can
be found by comparing recent sales of nearby homes on the open
market. In theory, this approach "represents the considered judg-
ment of many buyers .. .and does not rest on the estimates of a
single appraiser."7 0

If the comparable property interests are sufficiently homogene-
ous, numerous, and recent, the market data method results in a
highly objective valuation. However, as any of these three factors
become attenuated, subjective determinations by the appraiser are
necessary. As the period of elapsed time since the previous sales
increases, the appraiser must adjust the value for such factors as in-

66. Id. at 94.
67. Id. at 95.
68. See United States v. Trout, 386 F.2d 216, 222-23 (5th Cir. 1967) ("comparable sales

.. . in the vicinity at or about the same time-constitute the best evidence of market
value"). The court in Trout cited numerous federal cases as so holding, id at 223, and the
Fifth Circuit has recently affirmed the Trout holding in a case involving condemnation of
land in Bexar County. United States v. 33.90 Acres of Land, 709 F.2d 1012, 1013-14 (5th
Cir. 1983). A few early Texas cases, e.g., Humble Oil & Ref. Co. v. Kishi, 299 S.W. 687, 691
(Tex. Civ. App.-Beaumont 1927, writ refd); Denison & P.S. Ry. v. Scholz, 44 S.W. 560,
562 (Tex. Civ. App. 1898, no writ), held that comparable sales were not directly admissible
as evidence of fair market value. Although never expressly overruled, those cases have been
ignored or criticized, see, e.g., Cole v. City of Dallas, 229 S.W.2d 192, 196 n.1 (Tex. Civ.
App.-Dallas 1950, writ refd n.r.e.) (Young, J., concurring). Texas courts consistently view
the market data approach as the best method of valuation whenever applicable. See, e.g.,
United States v. 33.90 Acres, 709 F.2d 1012, 1013-14 (5th Cir. 1983); United States v. 8.41
Acres, 680 F.2d 388, 395 (5th Cir. 1982). See also M. RAYBURN, TEXAS LAW OF CONDEM-
NATION § 117 (1960) (indicating that Texas cases follow the same rule).

69. W. SHENKEL, supra note 22, at 134.
70. S. KAHN & F. CASE, supra note 26, at 95.
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flation, appreciation, and market changes. As the number of sales
decreases, each sale in the data base must be scrutinized more care-
fully for bias or distortion of sales price." As homogeneity de-
creases, the appraiser may find it necessary to adjust for many
factors such as location, physical characteristics, and terms of sale. 2

Texas trial courts are allowed extremely broad discretion in deter-
mining if the sales data presented as comparable is sufficiently com-
parable to be admitted into evidence.73 A brief review of two cases
will illustrate how the market data method and the issue of compa-
rable sales data have been handled in Texas.

In Trinity River Authority v. Harris,7" the Trinity River Author-
ity (TRA) condemned acreage in San Jacinto County to be used as
part of a reservoir site.75 The TRA appealed the award as unsup-
ported by the evidence and cited as error the admission of evidence
of certain comparable sales by Harris' expert witnesses.76 Both par-
ties used the market data method for valuing the property but dis-
agreed as to the best use for the land. The TRA contended the land
was best suited for pasture and timber, while Harris argued it was
best suited for rural subdivision.77 Each party presented evidence of
comparable sales on a per acre basis reflecting its respective view of
the best use. The court noted the proximity of the property to the
rapidly growing Houston area and the resulting increase in demand
and price paid to convert such land from traditional pasture and
timber to residential or second home sites. 78 The court noted that
"seldom [are] two tracts of land exactly alike"79 and, on reviewing
the evidence of comparable sales as presented, held that the sales
relied on by Harris were sufficiently comparable and admissible
within the trial court's discretionary power.8 °

71. W. SHENKEL, supra note 22, at 135.
72. Id. at 137-39.
73. Stalcup & Williams, Property, Annual Survey of Texas Property Law, 24 Sw. L.J.

30, 45 (1970).
74. 439 S.W.2d 670 (Tex. Civ. App.-Beaumont 1969, writ refd n.r.e.).
75. Id. at 670.
76. Id.
77. Id. at 671.
78. Id
79. Id. at 673.
80. Id. at 673-74. In Simpkins v. City of Dallas, 542 S.W.2d 701, 703 (Tex. Civ. App.-

Dallas 1976, no writ), the court stated: "The question of the degree of similarity, the size, the
distance and use factors in comparable sales in condemnation cases cannot be determined
by inflexible, hard and fast general rules, and must rest in the discretion of the trial judge."
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City of Garland v. Joyce8 demonstrates the outer limit of the
trial court's discretion in market data method cases. The city con-
demned acreage and presented a valuation opinion of 81 to 10€ per
square foot. 82 Joyce's expert witness used the market data method
and presented evidence of fourteen "comparable" sales ranging
from 20C to $2.10 per square foot.83 The trial court awarded dam-
ages based on a jury finding of 244 per square foot and the city
appealed.84 Joyce's expert considered the land as part of a larger
tract fronting on a major street zoned for commercial and industrial
improvements. In fact, the land condemned was not frontage, but a
severed portion with residential zoning lying along a creek bed and
a railroad at the rear of the larger tract. The sales presented as com-
parable by the witness were based on a proportionate part of a re-
zoned apartment or commercial property.85 On appeal the court
viewed the data and concluded that the sales "were simply not sales
of comparable property" and that the trial court should not have
permitted the witness to relate "sales of tracts obviously not similar,
and then 'adjust' these sales and the prices paid . . . so as to call
them 'comparable' ....- 6 Adjustments because of dissimilarity to
comparable sales are a necessary part of the market data method,
but the sales chosen and the adjustments made are to be
reasonable.87

One court characterized ideal comparable sales as those involv-
ing "property of the same size and shape and. . . in the same gen-
eral location. ' 88 An example of expert opinion of comparable sales
upheld as ample evidence to support a jury finding is found in Sil-
berstein v. State.8 9 The property to be valued was adjacent to the

81. 462 S.W.2d 86 (Tex. Civ. App.-Waco 1970, writ refd n.r.e.).
82. Id. at 87. The case on appeal does not indicate the particular method or methods

relied on by the city's appraisers.
83. Id
84. Id. at 87-88.
85. Id at 87.
86. Id at 88. The court went on to say "almost any conceivable sale could be 'ad-

justed' so as to be made available in support of opinion as to value." Id
87. Cf State v. Cloud Constr. Co., 476 S.W.2d 395 (Tex. Civ. App.-Austin 1972, writ

refd n.r.e.). The court held that "the value witnesses... indulged in 'adjustments' of pur-
ported comparable sales to such an extent as to render these sales unreliable and therefore

inadmissible." However, the jury did not adopt the value figures, and the court held that
the admission of the evidence was not harmful error. Id. at 398-99.

88. Missouri Pac. P.R. Co. v. Midland Indep. School Dist., 647 S.w.2d 62, 63 (Tex.
App.-El Paso 1983, writ ref'd n.r.e.).

89. 522 S.W.2d 562 (Tex. Civ. App.-Austin 1975, no writ).
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east side of an interstate highway in Travis County. 90 The appraisal
witness presented evidence of nearby properties located on the same
side of the highway which had sold for $2.53, $3.16, $3.89, and $3.51
per square foot.9' The witness evaluated each sale for comparability
to arrive at a fair market value of $3.50 per square foot for the sub-
ject property which the court found supportive of the value deter-
mined by the jury.92 Although the valuation in Silberstein was
further complicated by a diminution of remainder issue, 93 the com-
parable sales evidence illustrates the ease of presentation to a jury
which has made the market data approach popular with the
courts.

94

B. Income Method

The income method of valuation is also referred to as the net-
income-capitalization, 95 production, 96 or capitalization-of-income
method.97 The Texas Supreme Court described the income ap-
proach as proceeding "on the premise that a buyer of income-pro-
ducing property is primarily interested in the income which his
property will generate." 98 In a later case, the court described in-

90. Id. at 563.
91. Id. at 564.
92. Id
93. Id. When a portion of a tract of land is taken by condemnation proceedings, the

effect on the value of the remainder must be taken into consideration. Application of the
willing buyer-seller test confirms the need for such consideration. An unforced prospective
seller on the open market of a portion of a tract would certainly consider damage to the
remaining portion, such as cutting off access to a highway or leaving the remainder unsuita-
ble in size and shape, in setting the selling price. The measure of the diminution of value is
generally the fair market value of the remainder before the taking minus the fair market
value afterwards. See, e.g., White v. Southwestern Pub. Serv. Co., 626 S.W.2d 580, 580
(Tex. App.-Amarillo 1981, no writ). A wide variety of factors relating to the loss in value
of a remainder can be taken into consideration. See, e.g., Southwestern Pub. Serv. Co. v.
Vanderburg, 581 S.W.2d 239 (Tex. Civ. App.-Amarillo 1979, writ ref d n.r.e.). In Vander-
burg a strip of a farming tract was taken for a power line. Concerning the value of the
remainder, the court allowed testimony relating to unsightliness, hinderance to cultivation,
interference with aerial spraying, and creation of a weed hazard. Id at 245.

94. See supra notes 65-70 and accompanying text.
95. S. KAHN & F. CASE, supra note 26, at 95. See also TEX. TAX CODE ANN.

§ 23.51(5) (Vernon 1982) (defining "income capitalization" for agricultural lands).
96. See, e.g., Jones v. Hutchinson County, 615 S.W.2d 927, 932 (Tex. Civ. App.-

Amarillo 1981, no writ).
97. J. GELIN & D. MILLER, supra note 31, at 205.
98. Polk County v. Tenneco, Inc., 554 S.W.2d 918, 921 (Tex. 1977). The court contin-

ued: "In simple terms, the approach involves estimating the future income of the property
and applying a capitalization rate to that income to determine market value." Id
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come valuation as a valid method which uses "past income to indi-
cate future income on the theory that a prospective buyer would be
interested in the reasonably expected future income of properties
purchased." 99 The income method attempts to ascertain fair market
value as "the present worth of future, anticipated income."",

The income method is favored by some professional appraisers
as the strongest in theory, while others see it as an artificial calcula-
tion of what a buyer should pay rather than would pay.' 0' The
method is based on the assumption that the property will produce
net income in the future, that future income is not as valuable as the
same dollar for dollar present income, and that an investor would
want a given return on investment to justify the risk involved.10 2

This hypothetical investor (and thus the appraiser) must therefore
consider many factors which may have a bearing on the value of the
investment such as taxes, future interest rates, security, management
requirements, and alternate investments. 0 3

The income method becomes especially important in those situ-
ations in which the use of the market data method is inadequate or
impossible. The market data approach is obviously suited to resi-
dential sales or lot sales where comparable data is readily available.
However, sufficient data is often unavailable for the sale of income-
producing property such as apartment buildings'0° or special use
property such as cemeteries. 05 In addition, the Texas Supreme
Court has recognized the inadequacy of the market data method for
such valuations as pipelines' ° and railroad right-of-way' 0 7 in which

99. Missouri-K.-T. R.R. v. City of Dallas, 623 S.W.2d 296, 297 (Tex. 1981).
100. W. SHENKEL, supra note 22, at 204. L. AVERILL, supra note 16, at 58, describes the

process as "converting an asset's known or projected income flow to its present value."
101. See W. SHENKEL, supra note 22, at 204-06.
102. S. KAHN & F. CASE, supra note 26, at 95-96.
103. See J. GELIN & D. MILLER, supra note 3 1, at 205-07. The authors conclude that the

income approach "rests on shifting sands" because of many estimates and extrapolations
that must go into predicting what the hypothetical investor thinks the future holds. Id at
207.

104. W. SHENKEL, supra note 22, at 205.
105. Even if another method is used to valuate income-producing property, many courts

have held it essential that the income method also be used. In Montrose Cemetery Co. v.
Commissioner, 105 F.2d 238, 243-44 (7th Cir. 1939), a#'d, 309 U.S. 622 (1940), the court
held that the market data method, "ordinarily the best evidence of value," was not justified
when a limited market existed for the bulk sale of land to be used for burial sites and that
the Board of Tax Appeals had properly considered income capitalization.

106. Polk County v. Tenneco, Inc., 554 S.W.2d 918, 921 (Tex. 1977). "Thus, the 'compa-
rable sales' method of appraising property is of little use in valuing pipelines, and two other
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comparable sales are rare. Conversely, the income method is not
easily applied to non-income properties such as church buildings, °8

but works well for business and investment properties.' 9

The income method is calculated by dividing the net income by
a capitalization rate. Using real estate for illustrative purposes, as-
sume that the property to be valued is an apartment building. The
history of past rental earnings would be a good source to begin pro-
jecting future net income."' A careful study of the apartment's
financial statements for the past several years I ' must be undertaken
to determine the gross income, allowance for vacancies, and operat-
ing expenses. ' 2 Transforming this raw data into a reasonable pro-
jected income can be highly subjective. The raw data can be
adjusted for differences in accounting and depreciation methods." 3

Adjustments may be necessary for past or projected changes in the
condition of the apartment building or the neighborhood." 1

4 The
annual statements must be investigated, and the calculations of net
income may require weighting to compensate for an abnormally
profitable or unprofitable year or to reflect an apparent trend in the
annual income. It is obvious that projected net income will very
rarely be calculated by a numerical average of past income. It is
equally obvious that the high degree of subjectivity can generate
wide differences of opinion and allow manipulation of factors to re-
flect different points of view.

The capitalization rate, often equally as difficult to ascertain," 5

methods. . . must be used. . . .These two methods are the cost approach to value and the
income approach to value." Id

107. Missouri-K.-T. R.R. v. City of Dallas, 623 S.W.2d 296, 300-01 (Tex. 1981).
108. See S. KAHN & F. CASE, supra note 26, at 96.
109. Id. In City of Houston v. West, 514 S.W.2d 299, 304 (Tex. Civ. App.-Houston

lIst Dist.] 1974), rev'don other grounds, 520 S.W.2d 752 (Tex. 1977), the court upheld the
income method when applied to vacant, unimproved land. The land was located inside the
security fence of Hobby Airport where there was little evidence of comparable sales, but
good evidence of rental income value. Id at 304-05.

110. See J. GELIN & D. MILLER, supra note 31, at 207.
111. G. DESMOND & R. KELLEY, supra note 18, at 65, call for five years of income

statements while L. AVERILL, supra note 16, at 226, states "[p]referably, three to five years of
the financial statements and records of the property should be obtained and analyzed."

112. L. AVERILL, supra note 16, at 226.
113. See G. DESMOND & R. KELLEY, supra note 18, at 23-26. The authors discuss sev-

eral other adjustments of the raw financial data that will usually become necessary as the
complexity of the property interest increases.

114. J. GELIN & D. MILLER, supra note 31, at 207.
115. Id at 206.
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is defined as "the rate of interest investors would require as a return
on their money before they would invest in the income-producing
property, taking into account all the risks involved in that particular
enterprise."" 6 Several methods exist for computing the capitaliza-
tion rate," I 7 but "the actual determination of the rate remains only
an educated guess."" 8 The rate can be thought of as approximately
the rate of return on some low risk investment (such as government
bonds) adjusted for the degree of risk in the investment. It should
be kept in mind that small changes in the investment rate will result
in large differences in the determined values" 9 and that the higher
the capitalization rate, the lower the determined fair market
value. 

20

In Polk County v. Tenneco, Inc. , 2 drastic differences resulting
from the selection of a different capitalization rate were apparent.
The case involved the value of pipelines within Polk County for tax
assessment purposes. 22 Witnesses for both parties used the income
method. The projections of net income flow from Tenneco's entire
system determined by each party's expert witness were remarkably
consistent: $116,105,000 by Tenneco 23 versus $119,626,522 by Polk
County. 24 However, the capitalization rates selected by the parties
were eleven percent and seven and six-tenths percent respectively.
Tenneco's calculated fair market value 25 by the income method for
the pipeline system was $1,055,500,000, while the county's calcula-
tion resulted in a value of $1,574,033,184. 126 This variance of over

116. Polk County v. Tenneco, Inc., 554 S.W.2d 918, 921 (Tex. 1977).
117. W. SHENKEL, supra note 22, at 218-21, lists the following methods: band-of-invest-

ment, weighting by the mortgage interest, weighting by the mortgage constant, market com-
parison, and other yield comparison. L. AVERILL, supra note 16, at 228-34, lists several of
the same methods and adds the specialized Ellwood and Gettel methods.

118. L. AVERILL, supra note 16, at 228.

119. Id. at 60.
120. Assume that an appraiser determines from a careful examination and adjustment

of past financial statements that the net income flow can be projected at $150,000 per year
for the apartment building. If a capitalization rate of 12% is selected, the present fair market
value is calculated at $150,000 divided by 12% or $1,250,000. Now assume that an investor
would want a higher rate of return (12.5%) because of risks involved. The present fair mar-
ket value of the apartment building is less: $150,000 divided by 12.5% or $1,200,000. The
calculated value was reduced by $50,000 with only a 0.5% increase in the capitalization rate.

121. 554 S.W.2d 918 (Tex. 1977).
122. Id at 918.
123. Id at 921.
124. Id. at 922.
125. See supra note 120 for additional examples of the calculations.
126. 554 S.W.2d at 921-22. Both parties also used the cost method, id at 921, but the
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fifty percent illustrates that fair market value based on the income
method necessitates careful consideration of the capitalization rate
as well as the projected net income flow. 2 7

C. Cost Method

The cost method of valuation is referred to by a variety of
names including summation method, 128 cost-to-reproduce
method, 29 cost depreciation method, 3 ' and RCNLD which repre-
sents reproduction-cost-new-less-depreciation.' 3' The Texas
Supreme Court in Polk County v. Tenneco, Inc. 132 stated that the
cost method is based on the assumption "that an informed pur-
chaser. . . would pay no more than the cost of constructing a like
property with the same usefulness as the property to be valued."'' 33

Two primary uses are made of the cost method. Most appraisers
will use all three of the methods for valuing a given property when
possible 34 and consider the cost method as setting the upper limit of
market value. 35 In this way the cost method serves as a convenient
comparison for the other methods. Secondly, certain special use
properties such as church buildings or synagogues generally have no
data base of comparable sales and are not income-producing prop-
erty. Consequently, the cost method is regarded as the recom-
mended approach for valuation of such properties. 136

Utilizing the cost method, "the appraiser first estimates the cost
of reproducing or replacing the subject property; he then subtracts
accumulated depreciation and adds estimated land value . . .,1
The latter figure is usually obtained by the market data method us-

supreme court reversed and remanded because the court of civil appeals had equated market
value with the net book value to vacate the county's assessment. Id at 918.

127. In Morgan v. Morgan, 657 S.W.2d 484, 489 (Tex. App.-Houston [1st Dist.] 1983,
no writ), the court illustrates variations in value resulting from changes in the capitalization
rates of 10%, 15%, and 20%.

128. W. SHENKEL, supra note 22, at 157.
129. S. KAHN & F. CASE, supra note 26, at 92.
130. Urban Renewal Agency v. Abdo, 562 S.W.2d 872, 875-76 (Tex. Civ. App.-San

Antonio 1978, writ ref'd n.r.e.).
131. Comment, supra note 22, at 1430.
132. 554 S.W.2d 918 (Tex. 1977).
133. Id at 921.
134. See, e.g., Urban Renewal Agency v. Abdo, 562 S.W.2d 872, 875 (Tex. Civ. App.-

San Antonio 1978, writ refd n.r.e.).
135. 554 S.W.2d at 921.
136. W. SHENKEL, supra note 22, at 161.
137. 554 S.W.2d at 921.
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ing comparable sales of vacant land. 38  The reproduction or re-
placement cost 139 can be calculated by a variety of techniques'4

ranging from generally accepted construction costs14' to detailed
segment-by-segment cost of the entire structure.

Once a reproduction or replacement cost has been ascertained,
the appraiser must estimate the depreciation of the existing struc-
ture. This part of the cost method is often highly subjective. It is an
attempt to quantify a deduction for physical deterioration, economic
factors relating to the use of the site, and even aesthetic factors such
as outdated style of structure. Professional appraisers have devel-
oped several sophisticated techniques for deriving a reasonable de-
preciation allowance, 42 "but none have proved adequate for the
problem of quantifying the depreciation estimate."'' 43

Few real estate valuations in Texas cases have relied solely on
the cost method; nevertheless, it has been allowed. For example, in
Martin v. City of Mesquite,' 4 the taxpayer challenged the city tax
assessor's valuation because it was based "entirely on replacement
cost."' 45 The subject property included land and a building contain-
ing sales, auto service, and storage areas leased to a retail
merchant. ' 46 The lack of comparable sales precluded the use of the
market data method for the building, and the tax assessor testified

138. The appraisal of the land value may require consideration of the value of other
improvements on the land. Site preparation for the building can be included in the replace-
ment cost of the building, but improvements to the remainder of the land, such as paved
streets, parking lots, and landscaping are generally not included in building replacement
cost. See generally S. KAHN & F. CASE, supra note 26, at 186 (separate calculations and
allowances need to be considered for items of outside construction).

139. The two terms are not used synonymously. "Reproduction" is the cost necessary to
create a duplicate of the existing structure using current construction prices. "Replacement"
envisions the cost of creating a structure with similar utility using current construction
prices. J. GELIN & D. MILLER, supra note 31, at 215. Some appraisers prefer to view the
distinction as two different cost methods, see, e.g., S. KAHN & F. CASE, supra note 26, at 92-
93, although the valuations using reproduction or replacement cost should coincide. See id
at 91.

140. For a brief discussion of four techniques relied on by appraisers, see L. AVERILL,

supra note 16, at 240-41.
141. Building trade associations or local builders may be a readily available source of

information for some situations. For example, a knowledgeable builder may state that the
average construction costs for new single family residences in a restricted subdivision is $X
per square foot.

142. See, e.g., W. SHENKEL, supra note 22, at 181-99.
143. S. KAHN & F. CASE, supra note 26, at 94.
144. 590 S.W.2d 793 (Tex. Civ. App.-Dallas 1979, writ ref'd n.r.e.).
145. Id at 796.
146. Id at 795-96.
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that he rejected the income method because of inadequate informa-
tion from the landowner and about the difficulty of obtaining uni-
form valuations throughout the city by the income method. 47 He
used comparable sales to establish the fair market value of the land
at $300,000 and valued each area of the building on a per square
foot basis by the cost method for an appraisal of $782,000. 148 The
tax assessor did not make a depreciation deduction because he as-
sumed that any depreciation had been offset by inflation.' 49 The
court rejected the taxpayer's argument that the tax assessor had
erred by using only the cost method and not discounting the valua-
tion because of the long-term lease. 50 The total valuation of
$1,082,000 was upheld as supported by the evidence.' 5 1

D. Specialized Methods of Valuation

In addition to the three general methods recognized by Texas
courts, there are several specialized methods. These do not fit easily
into market data, income, or cost methodology, but have become
important for the valuation of certain properties when the general
methods have proven inadequate. For example, tax assessment val-
uation of public utility holdings necessitated a hybrid method. In
Railroad Commission v. Houston Natural Gas Corp. ,152 the Texas
Supreme Court stated "[flor lack of any other criteria we bracket the
problem of fixing a value for the gas main as a reasonable balance
between original cost less depreciation and replacement cost new
less an adjustment for present age and condition."'' 53 In announcing
this "new method,"' 54 the court discussed and rejected the three
general methods for valuation of the gas main. 155

Taxing authorities have subsequently challenged portions of
the hybrid method, but have not been successful. In Banquete In-
dependent School District v. Tenneco, Inc. ,156 the property to be val-

147. Id at 796-97.
148. Id at 796.
149. Id.
150. Id. at 798.
151. Id at 796.
152. 155 Tex. 502, 289 S.W.2d 559 (Tex. 1956).
153. Id. at 522, 289 S.W.2d at 572.
154. See Southwestern Bell Tel. Co. v. Public Util. Comm'n, 560 S.W.2d 157, 162 (Tex.

Civ. App.-Austin 1977), rev'd on other grounds, 571 S.W.2d 503 (1978).
155. 155 Tex. at 522-23, 289 S.W.2d at 571-72.
156. 618 S.W.2d 824 (Tex. Civ. App.-Houston fist Dist.] 1981, no writ).
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ued was Tenneco's pipeline and compressor in Nueces County. 57

The jury found a fair market value equal to the valuation given by
Tenneco's expert witness but less than the school district's tax as-
sessment valuation. 58 Tenneco's expert testified that he used the
cost method but used original cost less depreciation rather than re-
placement or reproduction cost. 159 The school district asserted that
the use of original cost was "contrary to principles accepted in the
appraisal profession, to public policy, and to case law."' 16° The court
held that the jury was entitled to consider the value evidence based
on original cost in the context of public utility holdings.' 6 1

The valuation of railroad right-of-way holdings also led to the
development of a specialized method. In such valuations the Texas
Supreme Court regards "the market approach, the cost approach,
and the stock and debt approach" as "valid and helpful."' 6 2 A spe-
cial method is necessary because the "value . . . of a railroad track
can only be determined by looking at the elements on which the
financial condition of the company depends . . .. , The court
stated that "[n]o one criteria is usually solely determinative" for val-
uing railroad property because of the difficulty of that assessment. I6I

Specialized methods have also arisen in the valuation of some
agricultural properties. One method values pasture lands based on
the livestock carrying capacity. 65 This requires subjective judg-
ments such as injury to vegetation and should be used in conjunc-
tion with one or more of the traditional methods. 6 6 Agricultural
lands located near growing urban areas require special valuation
treatment for tax purposes. If the land is valued at its highest and
best use 167 for suburban development, the tax assessed would be sig-
nificantly higher than usual for farm and ranch land. Traditional
valuation methods are adjusted so that the "fair market value" is

157. Id. at 824-25.
158. Id. at 825.
159. Id. at 827.
160. Id.
161. Id at 828. For a discussion of significant cases in this area, see generally Hopper, A

Legislative History of the Texas Public Utility Regulatory Act of 1975, 28 BAYLOR L. REV.
861 (1976).

162. Missouri-K.-T. R.R. v. City of Dallas, 623 S.W.2d 296, 300 (Tex. 1981).
163. Columbus S. Ry. v. Wright, 151 U.S. 470, 481 (1894).
164. Missouri-K.-T. R.R. v. City of Dallas, 623 S.W.2d 296, 300 (Tex. 1981).
165. See L. AVERILL, supra note 16, at 218-19.
166. Id. at 219.
167. See supra notes 39-45 and accompanying text.
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artificially low because the legislature has provided that this land is
to be valued on the assumption that the land can only be used for
agricultural purposes,168 and the possibility of a higher and better
use must be ignored. 169

E. Reconciling Dierences

Once a valuation has been made using more than one of the
methods recognized by Texas courts, the task is not complete. Al-
though there is only one fair market value, 70 it is rare that two
methods of valuation will result in exactly the same figure. 171 Not
only is a single appraiser likely to derive a different value from each
method used, but there is also the "well-known tendency of apprais-
ers to differ."' 7 2 Candid appraisers realize that appraising involves
sufficient subjectivity to allow forcing one or more methods to make
the determinations approximately equal, 73 but reconciling the dif-
ferences obtained when using multiple methods should be an impor-
tant part of the valuation process.

Reconciling the differences, also referred to as correlation, 74

requires an understanding of each method. The strengths and
weaknesses of each method as applied to the subject property and
the relevance of each method within the willing buyer-seller defini-
tion of fair market value 75 are important factors. A third factor to
be considered for correlation of methods is the reliability of the data
base used to calculate each method. 76 Averaging of the three ob-
tained values gives a single figure but is generally considered an im-

168. TEX. TAX CODE ANN. §§ 23.41-.46 (Vernon 1982).
169. See, e.g., King v. Real, 466 S.W.2d 1, 7 (Tex. Civ. App-San Antonio 1971, writ

refd n.r.e.). For a discussion of the agricultural use provisions, see Note, Property Tax-Ad
Valorem Taxation--The Texas Supreme Court Interprets Use- Value Assessment Provisions of

Article V11, § 1-d ofthe Texas Constitution, 8 TEX. TECH L. REV. 734 (1977).
170. See 21 J. HOWELL, PROPERTY TAXES § 413, at 271 (1982).
171. See, e.g., Trinity River Auth. v. Harris, 439 S.W.2d 670, 672-73 (Tex. Civ. App.-

Beaumont 1969, no writ) (illustrating differing valuations of a single property made by four
experts).

172. Martin v. City of Mesquite, 590 S.W.2d 793, 798 (Tex. Civ. App.-Dallas 1979, writ
ref'd n.r.e.). L. AVERILL, supra note 16, at 43, explains the "well-known tendency of ap-
praisers to differ" as the result of the need for judgment and opinion rather than venality on
the part of appraisers.

173. S. KAH'N & F. CASE, supra note 26, at 98.
174. Id at 211. Accord L. AVERILL, supra note 16, at 243; G. DESMOND & R. KELLEY,

supra note 18, at 131.
175. See supra note 25 and accompanying text.
176. See W. SHENKEL, supra note 22, at 114.
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proper correlation.177 When the property to be valued is a residence
with several timely comparable sales available, the market data ap-
proach is obviously a more reliable indicator of fair market value
than income or cost methods or even a mathematical average of the
three values.'18  Similarly, when the property is a synagogue, the
cost method is more relevant,17 9 and the reliability of data to calcu-
late the market data or income methods would likely be suspect.
The most common way of reflecting these factors in the final corre-
lated value is to simply ignore the results of methods which are irrel-
evant or unreliable for the valuation. 180 Some appraisers, instead of
disregarding a value, use a weighted average to give added consider-
ation to a favored method,' 8 ' but this practice is disapproved by
some authors who prefer the rejection of unreliable methods.'82

Once a party has reconciled or correlated the differing values
obtained by applying each method, that result usually will not
match the correlated result obtained by the opposing party who may
have applied the same three methods to the same data but who
made different subjective judgments. The resulting litigation many
times will consist of opposing expert witnesses trying to convince the
trier of fact that one set of figures is superior to another. Although
some courts expressly try to avoid "splitting the difference,"'' 83 the

177. Id See also McCarter v. Greenley, Business Valuations, 16 TULSA L. REV. 41
(1980). "One sure truth is that the final decision is not determined by tabulating the final
results. . . and averaging them." Id at 62. But see Texas E. Transmission Corp. v. Sealy
Indep. School Dist., 580 S.W.2d 596, 599 (Tex. Civ. App.-Houston [1st Dist.] 1979, writ
refd n.r.e.) (appraiser used simple average to give equal weight to the income and cost
methods).

178. See supra notes 65-70 and accompanying text.
179. See supra text accompanying notes 128-36.

180. L. AVERILL, supra note 16, at 243, defines correlation in terms of identifying the
particular method supported by the preponderance of the evidence and then using the val-
ues obtained by the other methods as secondary support. But cf. S. KAHN & F. CASE, supra
note 26, at 214-15 which views the only "true" correlated estimate as one for which sufficient
data exists to "unify" the methods. For appraisers disregarding two values in favor of the
remaining value, see Urban Renewal Agency v. Abdo, 562 S.W.2d 872, 875-76 (Tex. Civ.
App.-San Antonio 1978, writ ref'd n.r.e.).

181. See, e.g., Urban Renewal Agency v. Abdo, 562 S.W.2d 872, 876 (Tex. Civ. App.-
San Antonio 1978, writ ref'd n.r.e.) (one witness "testified that he considered three ap-
proaches in his value estimates but that he gave more weight to the replacement value and
the market value than to the income value").

182. See, e.g., L. AVERILL, supra note 16, at 243 ("[Correlation] rejects the mere weight-
ing or averaging of the values determined by the three approaches used.").

183. Buffalo Tool & Die Mfg. v. Commissioner, 74 T.C. 441 (1980). The court warned
opposing parties that it would make valuations on the evidence before them rather than split
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jury verdict and the judgment will often fall somewhere between the
contended values. 84

IV. PROOF OF FAIR MARKET VALUE

If it appears likely that a value issue will become a source of
litigation, the Texas practitioner needs to be aware of some of the
evidentiary aspects of valuation. Although the court in City of Gar-
land v. Joyce85 found the evidence of comparable sales too attenu-
ated, the general rule in Texas courts has been to admit into
evidence all factors reasonably tending to establish or affect fair
market value. 8 6 The Texas Supreme Court expressed the rule in
terms of the willing buyer-seller test, stating "those factors which
would reasonably be given weight in negotiations between a seller
and a buyer are to be considered."' 87 The same court disallowed a
valuation based on the construction cost of a new and dissimilar
building at a different location as being outside the factors which
would be considered by willing buyers and sellers. 88

Within that broad test, Texas courts have permitted testimony
from owners, neighbors, bankers, accountants, professional apprais-
ers, and anyone else who claims to have knowledge of the fair mar-
ket value of the property in question. The qualifications of a
valuation witness are within the discretion of the trial court. 189 In
Southwest Public Service Co. v. Vanderburg, 90 the court summa-
rized the legal test for a valuation witness which includes knowledge
of the value standards for similar property, personal knowledge of

the difference. The purpose of the warning was to encourage negotiation and settlement.
Id. at 452.

184. See, e.g., Simpkins v. City of Dallas, 542 S.W.2d 701, 704 (Tex. Civ. App.-Waco
1976, no writ) (upholding the jury verdict as not against the great weight and preponderance
of the evidence at least in part because it was between appellee's and appellant's valuations).
See also TC Urges Settlement of Valuation Disputes, 53 J. TAX'N 90 (1980). "Although a
great number of the decisions in valuation cases have resulted in amounts that were within
10% of the average taxpayer's and the Government's figures, there have been many excep-
tions." Id at 90.

185. 462 S.W.2d 86 (Tex. Civ. App.-Waco 1970, writ ref'd n.r.e.), discussed at supra
notes 81-87 and accompanying text.

186. Southwestern Pub. Serv. Co. v. Vanderburg, 581 S.W.2d 239, 244-45 (Tex. Civ.
App.-Amarillo 1979, writ refd n.r.e.).

187. Gleghorn v. City of Wichita Falls, 545 S.W.2d 446, 447 (Tex. 1976).
188. State v. Schaefer, 530 S.W.2d 813, 816-17 (Tex. 1975).
189. Urban Renewal Agency v. Abdo, 562 S.W.2d 872, 875 (Tex. Civ. App.-San

Antonio 1978, writ refd n.r.e.).
190. 581 S.W.2d 239 (Tex. Civ. App.-Amarillo 1979, writ ref d n.r.e.).
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the subject property, and knowledge of market value in the vicinity,
based at least in part on personal observation and not solely on
hearsay.' 91 The challenged witness in Vanderburg was a neighbor-
ing farmer who testified he thought he was familiar with market
value and attempted to keep up with values in the vicinity. 192 The
court held that these "minor defects in [the witness'] qualification
. .. affect the weight to be given his testimony rather than its
admissibility."' 93

Despite the broad admissibility allowed in valuation cases, a
few specific situations should be noted. In taxation litigation, the
valuation made by the taxing authority is prima facie correct, 194 cre-
ating a heavy burden for a taxpayer to set aside. 95 Perhaps incon-
gruously, the valuation for property tax purposes is generally not
admissible to prove value for other purposes 196 because "it is a mat-
ter of common knowledge that property is very often assessed at an
amount which is quite different from its actual value."' 97 However,
the amount for which an owner rendered the property' 98 or tax
records showing the amount of property tax paid by the owner' 99 is
admissible as an admission of value by the owner or as a factor
tending to show fair market value.200

The price paid by the owner of property to be valued is evi-

191. Id. at 244.
192. Id.

193. Id

194. See, e.g., Welch v. Helvermg, 290 U.S. 111, 115 (1933) (presumption made in favor
of IRS valuations of deductions); Coffee v. City of Alvin, 641 S.W.2d 597 (Tex. App.-
Houston [14th Dist.] 1982), writrefdn.re. percuriam, 644 S.W.2d 709 (Tex. 1983). Once the
taxing authority shows that taxes are unpaid, it has made a prima facie case and the burden
of going forward is on the taxpayer. Id. at 600-01.

195. See, e.g., Martin v. City of Mesquite, 590 S.W.2d 793, 797-98 (Tex. Civ. App.-
Dallas 1979, writ refd n.r.e.) (a taxpayer claiming excessive assessment of ad valorem taxes
must show the valuation so high as to "shock the correct mind" and raise a presumption of
illegality or fraud).

196. See City of Houston v. Priester, 302 S.W.2d 948, 952 (Tex. Civ. App.-Galveston
1957, no writ).

197. Emerson v. United States, 76 Ct. Cl. 613, 616 (1933).
198. See, e.g., McFaddin v. State, 373 S.W.2d 259, 263-64 (Tex. Civ. App.-Beaumont

1963, writ refd n.r.e.). The son of one of the owners had signed the tax assessment rendition
acting in the capacity of an agent, and the court held that the manner of the rendition went
to weight rather than admissibility of the evidence. Id

199. See, e.g., Silberstein v. State, 522 S.W.2d 562 (Tex. Civ. App.-Austin 1975, no
writ). "A rendition of taxes made by a landowner may be introduced at trial to show a
variance in market value from that claimed by the landowner." Id. at 565.

200. Id.
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dence of the fair market value only if the sale was a voluntary,
arms-length transaction and sufficiently recent to be relevant. 20 1 Al-
though the general rule has been stated that offers to sell property
are admissible in Texas courts,2 °2 this rule is also limited by require-
ments that the offer be bona fide and made in an open and volun-
tary manner.2 3 Admissibility of both actual purchase price and
offers to sell or purchase is largely within the discretion of the trial
court.2°

When the income method of valuation is being utilized, a ques-
tion may arise as to the admissibility of rental evidence. Texas
courts have held that such evidence is admissible to find value by
the "income or economic rent approach"; 20 5 however, the rental in-
come must be in some way measurable and not merely prospec-
tive.2' Similarly, the owner's "subjective intent concerning future
use. is inadmissible, because it opens a field too speculative and
uncertain. '

"207

Another area of troublesome value evidence involves the situa-
tion in which the value of the property interest is altered by the very
process which has made the valuation necessary. This arises most
often when a major federal or state project has been announced and
property values rise or fall before the exact property to be taken by
eminent domain proceedings has been ascertained. In Thurow v.
City of Dallas,2 °8 the court of civil appeals held that the fair market
value must be derived from a hypothetical price which ignores any
market enhancement or depression resulting from the project.20 9 A
year later, however, the Texas Supreme Court held that enhance-
ment of fair market value is compensable up to the time that a defi-

201. See Maxey v. Texas Commerce Bank, 571 S.W.2d 39, 46 (Tex. Civ. App.-
Amarillo 1978), writ ref'd n.r.e. per curiam, 580 S.W.2d 340 (Tex. 1979).

202. 2 R. RAY, TEXAS EVIDENCE § 1524 (1980).
203. Maxey v. Texas Commerce Bank, 571 S.W.2d 39, 46 (Tex. Civ. App.-Amarillo

1978), writ re/'d n.r.e. per curiam, 580 S.W.2d 340 (Tex. 1979).
204. See, e.g., City of Dallas v. Fridge, 410 S.W.2d 40, 43-44 (Tex. Civ. App.-Austin

1966, no writ) (recognizing the trial court's discretion to subject a general rule of valuation to
a "better known rule of common, everyday horse-sense").

205. King v. Real, 466 S.W.2d 1, 5-6 (Tex. Civ. App-San Antonio 1971, writ ref'd
n.r.e.).

206. Johnson v. State, 474 S.W.2d 327, 329 (Tex. Civ. App.-Austin 1971, writ ref'd
n.r.e.) (trial court properly excluded evidence of a lease because rental had not started).

207. Kaufman Northwest, Inc. v. Bi-Stone Fuel Co., 529 S.W.2d 281, 288 (Tex. Civ.
App.-Tyler 1975, writ ref'd n.r.e.).

208. 499 S.W.2d 347 (Tex. Civ. App.-Dallas 1973, writ ref'd n.r.e.).
209. Id at 349.
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nite purpose to take the particular land is manifested with sufficient
notoriety to give notice to prospective purchasers.210 In so holding,
the court distinguished the federal test which allows enhancement
compensation only until the property is "probably within the scope
of the project." 21 1

V. THE FAIR MARKET VALUE OF PERSONALTY
2 12

A. Tangible Personalty

The definition of fair market value21 3 and the three methods of
valuation recognized by Texas courts2 4 are not limited to real estate
valuations, but apply as well to personalty. 2I5 The market data ap-
proach is frequently used to value tangible personal property, and
the criteria for admissibility of comparable sales evidence are the
same.216 Nevertheless, the lack of an ascertainable market for cer-
tain items of tangible personal property has resulted in the creation
of a special value, called "actual" or "intrinsic" value. 2 7 Texas law
allows evidence of intrinsic value only if no market exists. 21 8 Al-
though the principle of intrinsic value in theory applies to realty as
well as personalty, there has been little application to realty since

210. City of Fort Worth v. Corbin, 504 S.W.2d 828, 831 (Tex. 1974).
211. Id. (citing United States v. Miller, 317 U.S. 369 (1943)). In Joiner v. City of Dallas,

380 F. Supp. 754, 777 (N.D. Tex. 1974), the federal court held that although state courts had
not yet ruled on the point, the same principle would apply to cut off consideration of loss of
value after definite notice of taking.

212. This comment has dealt thus far with the definitions and methods of valuation
primarily as applied to real property for illustrative purposes. Other real property interests,
such as leaseholds, must also be valued, but a detailed discussion of the specialized
techniques involved is beyond the scope of this comment. Essentially, the process is an
adaptation of the income method to find present values for the tenant's interest and the
owner's reversionary interest which, added together, should be equal to the fair market
value of the fee simple interest. For additional reading on the valuation of leases, see L.
AVERILL, supra note 16, at 288-93; W. SHENKEL, supra note 22, at 376-97.

213. See supra text accompanying note 25.
214. See supra text accompanying notes 51-52.
215. The methods used to value intangible personalty, see infra notes 234-87 and accom-

panying text, while more interrelated, are "conceptually analogous" to market data, income,
and cost methods. Schreier & Joy, Judicial Valuation of "Close" Corporation Stock: 'Alice in
Wonderland" Revisited, 31 OKLA. L. REV. 853, 858 (1978).

216. See R. RAY, supra note 202, § 1524.
217. Bridges v. Trinity River Auth., 570 S.W.2d 50,56 (Tex. Civ. App.-Tyler 1978, writ

refd n.r.e.).
218. Harlingen Indep. School Dist. v. Dunlap, 146 S.W.2d 235, 237 (Tex. Civ. App.-

San Antonio 1940, writ ref'd). "If property has a market value, that value is controlling and
exclusive for taxation purposes, and precludes a resort to the 'intrinsic value' theory." Id
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the 1930-1938 depression years when testimony concerning the lack
of a market was not uncommon.21 9

The conversion or casualty loss of used personal items such as
clothing and household goods generally requires intrinsic rather
than fair market value,220 except for federal tax purposes, when the
appraisal of used personal items can be a casual, aggregated compa-
rable sales approach because such items are considered to have little
substantial value.22' Intrinsic value becomes especially important
when a converted or lost item is an heirloom. In Brown v. Frontier
Theatres, Inc. ,222 the Texas Supreme Court first allowed considera-
tion of sentimental value in calculating damages for destroyed fam-
ily heirlooms.223 Appraisers can consider "the feelings of the owner
of such property" 224 to find intrinsic value.

Certain items of tangible property such as art, furs, and jewelry
will generally require valuation by recognized experts in the field.
The IRS maintains an Art Advisory Panel made up of such special-
ists to aid in the review of valuations of major art objects for tax
purposes. 225 The valuation of jewelry deviates from usual tax prac-
tices. Whereas the fair market value is used for insurance and in-
come tax value, the IRS has allowed a "used" value, substantially
less than fair market value, for precious gems and metals for estate
and gift tax purposes.226

B. Publicly Traded Stock

Where stock has been sufficiently traded, either on a stock ex-
change or over-the-counter, the fair market value is determined by
reference to those transactions.227 This is a classic application of the
market data approach where data from numerous, contemporane-

219. See, e.g., id at 238.
220. See, e.g., Crisp v. Security Nat'l Ins. Co., 369 S.W.2d 326, 328-29 (Tex. 1963).
221. See L. AVERILL, supra note 16, at 320.
222. 369 S.W.2d 299 (Tex. 1963).
223. 1d. at 304-05.
224. Id. at 305. See, e.g., Bond v. A.H. Belo Corp., 602 S.W.2d 105, 108-09 (Tex. Civ.

App.-Dallas 1980, writ refd n.r.e.). But see Annot., 9 A.L.R.4th 1245, 1252 (1981) (discuss-
ing states which do not allow consideration of sentimental value).

225. L. AVERILL, supra note 16, at 316; M. PHELAN, MUSEUMS AND THE LAW 107

(1982).
226. L. AVERILL, supra note 16, at 321.
227. Treas. Reg. § 20.2031-2, FEDERAL TAX REGULATIONS (West 1983). Cf Campbell

v. Rushing, 141 S.W. 133, 134 (Tex. Civ. App.-Fort Worth 1911, no writ) (disallowing
intrinsic evidence to prove the value of publicly traded stock when a market value existed).
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ous, arms-length transactions are available as comparable sales. If
the stock is listed on a stock exchange, the fair market value is the
mean between the high and low quotations for the date of valua-
tion.228 If no shares of the stock in question were traded on that
date, value is calculated by a weighted average between the high-
low mean for the nearest sales data before and after the valuation
date.229 If the stock is traded over-the-counter, the same kind of
value calculation is made, substituting bona fide bid and asked
prices for the high and low prices.23°

Although publicly traded stock is generally one of the simplest
examples of using comparable sales for valuation, adjustments are
necessary in certain fact situations. A discount from the averages
determined from the selling price may be necessary if there is a
large quantity of the stock, called a blockage discount, or if the im-
mediate public sale of the stock would be restricted by a Securities
and Exchange Commission regulation. 3 When a shareholder dis-
sents from a corporate action and elects the statutory right to have
the corporation purchase his shares, 23 2 fair market value is deter-
mined as of the day prior to the corporate decision on the action,
excluding any appreciation or depreciation caused by anticipation
of the action.233

C. Business Interests

Although substantial subjectivity is present in the valuation of
realty and tangible personalty, 3 it reaches new heights when the
subject property is an interest in an operating business.235 The facts
which determine the success of an ongoing business are difficult to
ascertain and the factors which influence the fair market value of an
interest in that business require even more judgment on the part of
the appraiser.236 The problem of finding a comparable sale of a

228. Treas. Reg. § 20.2031-2, FEDERAL TAX REGULATIONS (West 1983).
229. Id
230. Id
231. See L. AVERILL, supra note 16, at 85-100.
232. TEX. Bus. CORP. ACT ANN. arts. 5.11-.13 (Vernon 1980 & Supp. 1984).
233. Id art. 5.12(A)(1). If an agreement is not reached as to the value of the stock, the

court, on petition of either the shareholder or the corporation, will appoint appraisers to
determine the fair market value. Id art. 5.12(C); Parkview Gen. Hosp., Inc. v. Waco Con-
str., Inc., 531 S.W.2d 224, 225-26 (Tex. Civ. App.-Corpus Christi 1975, no writ).

234. See, e.g., supra notes 110-20 and accompanying text.
235. See, e.g., G. DESMOND & R. KELLEY, supra note 18, at 91.
236. Id

19841
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business interest is almost impossible because each business differs
significantly from all others.237 Businesses within the same general
field, such as manufacturing or investing, may merit the use of simi-
lar valuation techniques, 238 but will differ as to financial stability,
management and production skills, intangible assets, "and an end-
less list of other concerns. ' 239 Despite this high degree of subjectiv-
ity, appraisers employ techniques and methods analogous to those
previously discussed and applied to realty and tangible personalty.

Several forms of business interests, including sole proprietor-
ships, general and limited partnerships, closely held corporations,
and public corporations without actively traded stock, are treated
similarly for many valuation purposes. For example, the IRS in
1965 ruled that procedures previously announced for the valuation
of closely held corporations would be used to value partnership in-
terests.2 ° In some of the procedures, analogies are easily made,
such as the sale of shares of stock in a closely held corporation and
the sale of a percentage interest in a partnership, but analogies are
more difficult when the income or cost methods are being used.24" '
For illustrative purposes, the following discussion will focus on the
general methods used to value a closely held corporation.

One beginning point for the valuation of a business interest is
the list of "Factors to Consider" set forth as guidelines by the IRS in
Revenue Ruling 59-60.242 A study of the factors listed by the IRS

237. One observer, describing the difficulty of valuing business interests, stated
While there are probably hundreds of valuation cases, for the most part they only
point up the fact that there are many relevant factors to take into account, that
these factors will be of widely varying importance in different cases, and that each
case must be decided on the basis of its own facts.

Problems in Valuing Stock of a Close Corporation: A Panel Discussion, 23 N.Y.U. INST. FED.
TAX'N 1261 (1965).

238. See L. AVERILL, supra note 16, at 115.
239. G. DESMOND & R. KELLEY, supra note 18, at 91.
240. Rev. Rul. 192, 1965-2 C.B. 259 (applying provisions of Rev. Rul. 60, 1959-1 C.B.

237, relating closely held corporations to partnerships).
241. See, e.g., Kbrner, Issues and Problems in Valuing Closely Held Business Interests for

Estate Tax Purposes, Especially Partnership Interests, 30 N.Y.U. INST. FED. TAX'N 185, 202-
05 (1972) (asserting that the IRS and the courts have overlooked important differences be-
tween partnerships and closely held corporations).

242. Rev. Rul. 60, 1959-1 C.B. 237. The IRS prefaced the list with the following
comment:

It is advisable to emphasize that in the valuation of the stock of closely held corpo-
rations or the stock of corporations where market quotations are either lacking or
too scarce to be recognized, all available financial data, as well as all relevant fac-
tors affecting the fair market value, should be considered.

664 [Vol. 15:637
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reveals elements of the general methods of valuation recognized by
Texas courts. Actual sales of the stock and the market price of com-
parable stocks point toward a market data methodology. Earning
capacity and dividend paying capacity coupled with an economic
outlook present elements of net income flow and capitalization rate
necessary for the income method. The nature, history, and book
value condition of the business suggests elements of the cost
method. Of course these interrelate and overlap to the point that
several hybrid methods containing elements of all three traditional
methods have developed.243 Different authors enumerate three,24

24-1 216247five,2 45 twenty-four,2' 6 or more methods of valuing business inter-
ests, but this discrepancy reflects broadness of categories and refine-
ment of techniques rather than substantive differences.248

The traditional market data method applied to business inter-
ests uses two sources of data. The first source is additional sales of
the same business interest. The Tax Court stated the general rule
for determining the value of unlisted stock as "actual sales made in
reasonable amounts at arm's length within a reasonable time before

Id § 4.01. The list of "fundamental" factors is:
(a) The nature of the business and the history of the enterprise from its incep-

tion.
(b) The economic outlook in general and the condition and outlook of the

specific industry in particular.
(c) The book value of the stock and the financial condition of the business.
(d) The earning capacity of the company.
(e) The dividend-paying capacity.
(f) Whether or not the company has goodwill or other intangible value.
(g) Sales of the stock and the size of the block of stock to be valued.
(h) The market price of stocks of corporations engaged in the same or a simi-

lar line of business having their stocks actively traded in a free and open market,
either on an exchange or over-the-counter.

Id.

243. See, e.g., Schreier & Joy, supra note 215, at 858.
244. Id. (the discounted income, asset appraisal, and comparative appraisal

approaches).
245. Korner, supra note 241, at 190-94 (book value, capitalization of earnings, dividend

paying capacity, other sales (of the same stock), and comparative sales).
246. G. DESMOND & R. KELLEY, supra note 18, at vi ("24 major appraisal methods").
247. McCarter & Greenley, Business Valuations, 16 TULSA. L.J. 41, 53 (1980) (pointing

out that it was impossible for Desmond and Kelley to set out all methods, necessitating a
choice of 24).

248. See, e.g., id at 53-54 (recategorizing Desmond and Kelley's methods "into three
classes: balance sheet methods, earnings and cash flow methods, and the comparable sales
methods").
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or after the valuation date." '249 The greater the sales activity, the
more weight the prices will be given.25° In addition to the number
of sales, the appraiser must consider the conditions under which the
sales were made, any changes in the entity or management resulting
from the sales, and the degree to which the sales were the result of
arms-length negotiations by willing buyers and sellers.21

5  In
Bendalin v. Delgado,252 the Texas Supreme Court held that evidence
of two prior sales, one of 100 shares at $35 per share out of sympa-
thy for the seller and the other of 100 shares at 10¢ per share to
provide the seller with a tax loss, were insufficient to sustain the
jury's award.253 A later Texas court upheld a valuation of stock
based on four prior "arms-length" transactions as the measure of
damages in a breach of contract suit.2 54 Sales between family mem-
bers are also evidence of the fair market value,255 and the degree of
arms-length negotiations between the family members determines
the weight to be given such evidence. As in the valuation of realty,
the use of other sales of the same interest is a fact question often
requiring subjective judgment by the appraiser.

The second source of information for the market data method
is sales of stock of similar businesses for which an active exchange
or over-the-counter market exists. Maximum similarity is the goal,
but, in addition to the unique character of each business, there is an
inherent weakness to the comparison because publicly traded stock
is often valued more highly because of its reputation. Although this
version of the market data method is to be considered,256 one author
states that it should be used as secondary support for other methods
rather than serving as a primary valuation tool.25 7

A more sophisticated version of the market data method re-
quires treatment of the balance sheet showing as accurately as possi-
ble the financial condition of the business. The information is

249. Sirloin Stockade, Inc., 1980 T.C. Memo (P-H) 80,303 (1980).
250. Krahmer & Henderer, Valuation of Shares of Closely Held Corporations, 221 Tax

Man. A-25 (1969).
251. See K6rner, supra note 241, at 192.
252. 406 S.W.2d 897 (Tex. 1966).
253. Id. at 901.
254. Bowers Steel, Inc. v. DeBrooke, 557 S.W.2d 369, 373 (Tex. Civ. App-San Antonio

1977, no writ).
255. Cotton v. Commissioner, 165 F.2d 987, 990 (9th Cir. 1948).
256. See, e.g., Treas. Reg. § 20.2031-2(f), FEDERAL TAX REGULATIONS (West 1983).
257. Krner, supra note 241, at 194.
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typically converted into a ratio, such as a "price earnings ratio, 258

which is compared with known ratios for similar publicly traded
businesses. An alternate technique is to obtain a known ratio, such
as a "market price to book equity ratio," from comparable publicly
traded businesses and apply it to the adjusted balance sheets to ob-
tain a market price for the subject business interest.259 While select-
ing the best suited comparable companies and obtaining accurate
ratios can be difficult with this adapted market data approach, it is
highly regarded as a logical and consistent valuation method for
business interests.26 °

Although the income method of valuing business interests has
traditionally been popular with the courtS, 26' it is often difficult to
ascertain a valid net income flow. 262 If the balance sheets for past
years reflect consistent earnings or a consistent pattern of increase or
decrease of earnings, net income can be calculated. However, the
result may not be an accurate reflection of actual net income be-
cause other factors may artificially alter the financial outlook of the
business. For example, the tax assessed on corporate income causes
many holders of closely held corporations to take the income in the
form of higher salaries (generally deductible to the corporation) to
avoid double taxation.263

As a consequence of the inaccuracies often inherent in the use
of balance sheet earnings for net income, some courts have allowed
the use of dividend-paying capacity for valuation by the income
method. 2

6 However, dividend-paying capacity is also subject to
many of the same factors as earnings, such as salaries paid, tax
brackets, or retention for growth.265 One commentator has stated
"[d]ividends of a closely held corporation are particularly unimpor-

258. See G. DESMOND & R. KELLEY, supra note 18, at 111-19.
259. Id. at 123-26.
260. Righter v. United States, 439 F.2d 1204, 1207 (Ct. Cl. 1971). See also Schreier &

Joy, supra note 215, at 862-64, 876-85 (arguing that the method is perhaps the most practical
and theoretically justifiable method of valuing closely held corporations).

261. Komer, supra note 241, at 191.
262. Schreier & Joy, supra note 215, at 860.
263. There would be no similar need to reduce the net income shown on the balance

sheet for sole proprietorships or partnerships when the income is not subject to double
taxation.

264. See, e.g., Central Trust Co. v. United States, 305 F.2d 393, 409-11 (Ct. Cl. 1962)
(giving dividend-paying capacity valuation 25% weight in a weighted average).

265. Longnecker, A Practical Guide to Valuation of Closely Held Stock, TRUSTS & Es-
TATES, January 1983, at 32-34.

19841
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tant as an indicator of value . ",266 If the history of earning or
dividend-paying capacity allows the calculation of a valid net in-
come, the capitalization rate is selected according to the stability
and risk of the venture.

The same kind of sophisticated balance sheet study and adjust-
ment is generally required to apply the cost method to a business
interest. Book value, which represents the value of business assets
reduced by liabilities, is sometimes considered in applying the cost
method.267 However, book values reflecting depreciation for tax
purposes and market value are often so different that Texas courts
have given little weight to any valuation using book value as a fac-
tor,268 unless the valuation was made under a prior agreement to use
book value.269

An alternate way to value a business interest is by an adapted
cost method which requires totaling the fair market values for each
business asset. Assets such as realty or machinery are valued by the
three traditional methods as applicable, but certain assets such as
patents, copyrights, trademarks, and trade names require special at-
tention.270 The total from a segmented valuation will usually not
represent the fair market value of the business interest because of
the additional value attributable to the intangible assets referred to
as "going concern" or "goodwill.271 The value of goodwill,272 un-

266. Id at 34.
267. See supra note 242.
268. See, e.g., Bendalin v. Delgado, 406 S.W.2d 897, 900-01 (Tex. 1966).
269. See, e.g., May v. Wilcox Furniture Downtown, Inc., 450 S.W.2d 734, 739-40 (Tex.

Civ. App.-Corpus Christi 1969, writ refd n.r.e.) (recognizing former employee's duty to
resell stock to closely held corporation at 80% of book value as required by employment
contract).

270. See L. AVERILL, supra note 16, at 309-15. An income method is generally used for
intellectual properties, requiring estimates of net income flow generated by the property and
some capitalization rate based on the useful life.

271. See id at 13 1. The two terms are often used to refer to the same intangible asset
(reflected by the fair market value of the business less the total fair market values of other
assets), but are sometimes viewed as representing different assets. See G. DESMOND & R.
KELLEY, supra note 18, at 161-76. Going concern represents the advantage that an in-place,
operating business would have over an anticipated business as to established supply sources,
financial system, methods, and procedures. Goodwill represents those elements of reputa-
tion for service, efficiency, and customer relations in excess of the industry norm. Valuation
of goodwill or going concern uses the same approach, but the distinction becomes important
for tax purposes when the sale of an operating business is under consideration. See, e.g., id ;
Comment, Depreciability of Going Concern Value, 122 U. PA. L. REV. 484 (1973). It should
be noted that compensation for loss of goodwill has traditionally not been allowed in emi-
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less specified in the business agreement,2 3 can be determined by the
income method. Once a value can be ascertained for each tangible
and intangible asset, the sum should represent the fair market value
of the business interest. However, "it is now well-accepted by the
courts that, at least in the case of an operating company with consis-
tent earnings, asset value has markedly less importance in valuation
than does earnings. "274

Whatever the nature of the business interest, the value obtained
by any of the methods (or a correlated value based on several meth-
ods) must be adjusted to accurately reflect the fair market value.
Blockage discounts and restriction discounts applied to publicly
traded stocks275 also apply to the valuation of shares in a closely
held corporation.276 Two similar but distinguishable adjustments
may also apply to shares in a closely held corporation in the form of
minority control and marketability discounts. 277 An important ad-
justment for many sole proprietorships, small partnerships, and
closely held corporations is the loss of a key person.278 The success
of a small business may be so closely tied to the personality and skill
of one individual that value of the business will vary sharply de-

nent domain proceedings, but some jurisdictions are beginning to move in that direction.
See G. DESMOND & R. KELLEY, supra note 18, at 209-29.

272. Goodwill may be present, but unascertainable for valuation purposes. In Nail v.
Nail, 486 S.W.2d 761 (Tex. 1972), the court stated that other courts generally have held that
goodwill "has no existence as property in and of itself, as a separate and distinct entity, but
only as an incident to a continuing business having locality or name." Id at 763. The court
went on to hold that any goodwill that may have accrued in the husband's medical practice
was a mere expectancy and not vested property subject to division on divorce. Id at 764.

273. Goodwill value can be specified in a partnership agreement or in articles of incor-
poration. Sometimes the question arises in service oriented businesses whether the goodwill
is an element of the business entity or the individual performing the services. In Nail, id at
764, the court stated that goodwill attaches to a professional as a result of his individual
skills. A recent Texas case set out a two-pronged test for determining if "goodwill attached
to a professional practice is subject to division upon divorce." Finn v. Finn, 658 S.W.2d
735, 740-41 (Tex. App.-Dallas 1983, no writ). "First, goodwill must be determined to exist
independently of the personal ability of the professional spouse. Secondly . . .it must be
determined whether that goodwill has a commercial value in which the community estate is
entitled to share." Id

274. Longnecker, supra note 265, at 32 (cited with approval in Morgan v. Morgan, 657
S.w.2d 484, 490 (Tex. App.-Houston [1st Dist.] 1983, no writ)).

275. See supra text accompanying notes 231-33.
276. See Longnecker, supra note 265, at 37.
277. See Featherston, supra note 50, at 162; Krahmer & Henderer, supra note 250, at A-

43-62. It is also possible to adjust the value for the opposite of minority control discount-a
majority control premium. Longnecker, supra note 265, at 39.

278. Longnecker, supra note 265, at 35.
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pending on whether he is to continue in the same capacity. 9

Courts have allowed valuation discounts of as much as twenty per-
cent for the loss of a key person. 8 °

Additional adjustments to the fair market value of a business
interest may depend on the applicability of family attribution
rules.2 8' The ownership of many family businesses is spread among
family members for tax purposes. The courts have traditionally al-
lowed minority control discounts for valuation rather than applying
the rules of family attribution to deem "effective" control,282 but the
application of the rules in some community property situations re-
mains unclear. For example, in Estate of Bright v. United States,283
the Fifth Circuit reversed its earlier decision 284 and held that the
willing buyer-seller test required that a community property one-
half interest in a fifty-five percent controlling block of shares in a
closely held corporation be valued with a minority control discount
rather than a majority control premium.2 85 The IRS responded with
a Revenue Ruling indicating it would not follow Bright,286 and fam-
ily attribution rules would apply unless there is evidence of discord.
The continuing uncertainty further demonstrates that the determi-
nation of the fair market value of business interests is not an exact
science.287

VI. CONCLUSION

At the appellate level, fair market value has been at issue in
hundreds of Texas cases. When this figure is totaled with lower
state court cases and federal tax cases involving Texas residents in
which value is at issue, it is clear that fair market value is one of the
most litigated issues in Texas. The Texas practitioner needs to un-
derstand the basic processes of valuation to anticipate value issues;
make necessary valuations when independent expert appraisal is

279. Id.
280. See, e.g., Estate of Tully v. United States, 78-1 U.S. Tax Cas. (CCH) 13,228

(1978) (decedent was a 50% partner and future management of the business was unsettled).
281. See, e.g., Longnecker, supra note 265, at 39.
282. Featherston, supra note 50, at 162.
283. 658 F.2d 999 (5th Cir. 1981).
284. Estate of Bright v. United States, 619 F.2d 407 (5th Cir. 1980).
285. 658 F.2d at 1001-07.
286. Rev. Rul. 253, 1981-2 C.B. 189.
287. See, e.g., Asbell, An Analysis of When Minority Discounts Will Be Available to Fam-

ily-Controlled Corporations, 56 J. TAx. 336, 339-40 (1982) (discussing some of the questions
left unanswered by the Bright decision and the response to Bright by the IRS).
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unwarranted; know when and how to secure knowledgeable wit-
nesses or expert appraisers as needed; and present evidence of value
for advice, negotiation, or litigation.

Despite the varied legal contexts in which fair market value
arises, there is a consistent goal of trying to ascertain a value defined
by a willing buyer-seller test. In a similar way, whether finding the
fair market value of a piece of real estate in an eminent domain
proceeding or the fair market value of a partnership interest in a
divorce proceeding, the process of valuation in any context gener-
ally begins with three fundamental methods recognized by Texas
courts. The attorney should be aware that, although the fundamen-
tal process remains constant, the final value in a given context may
be altered by statutory or case law conventions.

As the complexity of the subject property interest increases, a
profusion of techniques and adjustments are added to the basic
methods by accountants and expert appraisers, often with justifiable
results, while at other times providing little more than sophisticated
avenues for subjectivity. Valuation is speculative, an educated
guess. In the final analysis the property owner who recites one fair
market value to the prospective purchaser, another to the loan of-
ficer, and a third to the tax assessor probably can make a valid argu-
ment for each one.

Gary A. Goff
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