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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVI N, Judge: Respondent determ ned deficiencies in

petitioners' gift tax for

Taxpayer

Loui se Bar nes

John M Bar nes
Edwi n L. Barnes
Frank S. Barnes, Jr.
Mary Anne G Barnes
Jean D. Barnes

Vera W Helmy
Robert L. Helmy

1992 as foll ows:

Docket nunber

13850- 96
13851-96
13852-96
13856- 96
13857-96
13896- 96
14049- 96
14050- 96

The i ssues for decision are:

1. Whet her the fair
voting common stock in January and Decenber
share, as respondent contends;

contend; or sonme ot her anount.

shar e.

2. VWhet her the fair

$216. 56 per share,
We hol d t hat

mar ket val ue of Rock Hil

Co. nonvoting comon stock in Decenber

as respondent contends; $186.55 per share on Decenber 22, 23, and
26, 1992, and $179. 03 per share on Decenber 30,
petitioners contend; or sonme other anount.

$201. 12 per share on Decenber 22, 23, and 26

per share on Decenber 30,

Section references are to the I nternal

effect for the year in issue.

1992.

Rul e references are to the Tax

Court Rules of Practice and Procedure.

W hol d t hat

Defi ci ency

$169, 039
169, 143
169, 039
196, 226
196, 226
169, 143
133, 350
133, 350

mar ket val ue of Hone Tel ephone Co.

1992 was $389 per

as petitioners

it was $227.41 per

1992 was $410 per share,

1992, as

1992, and $193. 34

Revenue Code in

Tel ephone

it was
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FI NDI NGS OF FACT

A. Petitioners

Petitioners lived in South Carolina when they filed the
petitions in these cases.

Edwi n L. Barnes and Loui se Barnes are married. Frank S.
Barnes, Jr., and Mary Anne G Barnes are married. John M Barnes
and Jean D. Barnes are married. Edw n, Frank, and John Barnes
are brothers and are the children of Francis May Barnes and Frank
S. Barnes, Sr. They are the grandsons of E. L. and Mary Sanders
Bar nes.

Ladson A. Barnes, Sr., who was one of three sons of E L
Barnes, died on March 11, 1984. Ladson A Barnes, Jr., was the
son of Ladson A. Barnes, Sr.

Vera W Helmy and Robert L. Helmy (the Helmys) are
marri ed.

B. Rock Hi Il Tel ephone Co.

Rock Hi Il Tel ephone Co. (Rock HiIl) was organized in 1894
under the laws of South Carolina. It is primarily engaged in the
busi ness of providing |ocal tel ephone service in the city of Rock

Hll, South Carolina, and in York and Chester counti es.
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1. Omership of Rock Hil

At all tines relevant to this case, Rock Hi Il had
out st andi ng 80, 000 shares of voting stock? and 164, 760 shares of

nonvoti ng comon stock.® The nenbers of Rock HIl's board of

2 On Dec. 22, 1992, imediately before the gifts in

question, the voting comon stock of Rock H Il was held as
foll ows:

Shar ehol der Nunber of shares Per cent age
Est ate of Ladson A. Barnes 33, 348 41. 69%
Edwi n L. Barnes 13, 866 17. 33
John M Bar nes 13, 867 17. 33
Frank S. Barnes, Jr. 13, 867 17. 33
Rebecca B. Francis, Trustee 3, 000 3.75

for Ladson Barnes, Jr., Trust
Om W Barnes 1, 655 2. 07
Ladson A. Barnes, Jr. 397 . 50
Tot al 80, 000 100. 00%

3 On Dec. 22, 1992, imediately before the gifts in
guestion, the nonvoting common stock of Rock Hill was held as
foll ows:

Shar ehol der Nunber of shares Per cent age
Est ate of Ladson A. Barnes 68, 198 41. 39%
Edwi n L. Barnes 18, 893 11. 47
John M Bar nes 18, 156 11. 02
Frank S. Barnes, Jr. 18, 198 11. 05
Rebecca B. Francis, Trustee 0 0
Om W Barnes 3, 262 1.98
Ladson A. Barnes, Jr. 6, 340 3.85
Edwin L. Barnes, Jr. 1, 536 0. 93
Mary Lea B. Tyler 1, 645 1.00

(continued. . .)
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directors were Frank Barnes, Jr., John Barnes, WIllard K
Gaillard, Edwi n Barnes, and Ladson Barnes, Jr.

In 1912, E.L. Barnes acquired the stock of Rock Hll. Rock
H Il has been owned and operated by the Barnes famly for nore
than 80 years. The Barnes fam |y has taken steps (descri bed
bel ow) to preserve its control of Rock HIl. There have been no
sales of Rock Hi Il common stock since 1912.

Frank Barnes, Jr., and Edw n Barnes began working for Rock
HIl in 1946. Frank Barnes, Jr., was president, chief executive
of ficer, and chairman of the board of directors in 1992. Edw n
Barnes was its secretary and treasurer in 1992. John Barnes was
one of Rock Hill"'s vice presidents in 1992.

Four nmenbers of the fourth generation of the Barnes famly

(1.e., great-grandchildren of E.L. Barnes) worked for Rock Hil

3(...continued)

Estate of Francis M Barnes 13, 642 8.28
Char| es Dougl as Bar nes 1,831 1.11
Anne B. Grant 1, 645 1.00
Bryant G Barnes 1, 620 0. 98
Frank S. Barnes, 111 1, 620 0. 98
Mary Anne G Barnes 430 0. 26
Loui se B. Barnes 580 0. 35
Susan Sanders Bar nes 1, 500 0.91
Frances Tal bert Barnes 1,536 0.93
Jean D. Barnes 430 0. 26
John M Barnes, Jr. 1, 831 1.11
J. Barnes, Jr., & C. Barnes,

Tr ust ees 338 0.21
Jean S. Barnes 1, 493 0.91
Susan B. Ellis 36 0.02

Tot al 164, 760 100. 00%
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in 1992. A nenber of the fifth generation works for Fort MII, a
subsidiary of Rock HII.

2. The Voting Trust

Frank Barnes, Jr., and his brothers intend to keep Rock Hil
as a famly owned business. They control Rock Hill through a
voting trust. Frank Barnes, Sr., created the voting trust on
April 30, 1964, to ensure that 52 percent of Rock HlIl's voting
stock would vote as a unit. Frank Jr., Edwi n, and John (the
Barneses), are the trustees of the trust and together own 52
percent of the voting stock of Rock Hill.

In 1992, the Barneses considered form ng a hol di ng conpany
to ensure that Rock H Il would remain in the famly. They al so
bought insurance (at a tine not stated in the record) to avoid
being required to sell shares of Rock Hll to pay death taxes.

3. Rock Hill's Affiliates and Subsi di ari es

In 1992, Rock Hi Il owned the foll ow ng percentage of common
stock in Fort MII Tel ephone Co., Lancaster Tel ephone Co., and
Honme Tel ephone Co.:

Per cent owned

by Rock Hill
Fort MII Tel ephone Co. (Fort MII) 48. 0%
Lancaster Tel ephone Co. (Lancaster) 49. 2

Honme Tel ephone Co. (Hone) 49. 8
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The Fort MII, Lancaster, and Hone service areas are
predom nantly rural. The Fort MII| and Lancaster service areas
are contiguous. Fort MII| provides service in York county.
Lancaster provides service in Lancaster and Chester counti es.
Honme is | ocated in Moncks Corner, South Carolina, and provides
services in parts of Berkeley, Dorchester, and O angeburg
counti es.

Rock Hi Il has three tel evision cable conpany subsidiari es:
Great Falls Cablevision, Inc.; Carolina Tel ecom Services, Inc.;
and W nnsbor o/ Ri dgeway Cabl evision, Inc. It also has three
whol | y owned subsi diaries (Associated Data Services, Inc.;
Stenseth Directory Service, Inc.; and Associ ated Tel ecom Inc.),
that provide services to the cable tel evision and
t el ecommuni cati ons industry.

4. Tel ephone Services Provided by Rock Hil

In 1949, Rock Hi Il converted its |ocal service network to
dial service. It installed electromechanical toll swtching
equi pnent in 1968, and began offering touch tone service in 1971
Rock Hi Il replaced all of its electromechanical sw tching
equi pnrent with digital electronic swtching equi pnent between
1981 and 1990. After it installed digital equipnment, Rock Hil
of fered new services including call waiting, call forwarding, and
conference calling. Rock H Il was converting from copper wres

to fiber optics technology in Decenber 1992.
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Rock Hi Il had capital expenses of $5, 605,184 in 1987,
$5, 410,879 in 1988, $13,199, 725 in 1989, $14,605,033 in 1990,
and $6, 340,042 in 1991.

Rock Hill's rates for local tel ephone service and speci al
products are set by the South Carolina Public Service Comm ssion
(SCPSC). The SCPSC al so regulates all intrastate service rates.

Rock Hill maintained 36,820 access |ines on Decenber 31,
1991. Each of these lines has access to inter-exchange carriers
such as AT&T, MCl, and Sprint. Rock H Il also owns a 5-percent
interest in a consortiumthat provides cellular tel ephone service
in rural South Carolina.

5. Di vi dends

From 1987 to 1992, Rock Hill paid conmmon stock dividends as

foll ows:

Tot al amount Di vi dends
Year of di vi dends per share
1987 $550, 710 $2. 25
1988 660, 852 2.70
1989 709, 804 2.90
1990 819, 946 3.35
1991 893, 374 3.65
1992 2,937,120 112. 00

! This includes $8 for a special nonrecurring dividend which
Rock Hi Il declared on Dec. 29, 1992, payable on Dec. 30, 1992.

4 Rock Hll's financial statement for 1987 and 1988 audited
by KPM5 Peat Marwi ck shows capital expenses of $5,410,879 for
1988. The audited financial statenment for 1988 and 1989 shows
capital expenses of $5,680,152 for 1988. The record does not
expl ain the $269, 273 difference.



C. Hone Tel ephone Co.

1. Omership of Hone

At all tinmes relevant to this case, Hone had 77, 960

out standi ng shares of voting stock,® and the nenbers of Hone's

S Imredi ately before the gifts in question, Home comon
stock was held as foll ows:

Shar ehol der Nunber of shares Per cent age

Rock Hill 38, 800 49. 77%
Robert L. Helmy, Sr. 11,772 15. 10
Vera W Helnmy 4,145 5.32
Edwi n L. Barnes 2,073 2. 66
John M Barnes 1, 890 2.42
Frank S. Barnes, Jr. 1, 626 2. 09
D.C. Bishop 1, 600 2.05
Estate of Harold H Harvey 1, 600 2.05
F.M and W nona Peagl er 1, 200 1.54
Lisa Helmy 1, 045 1. 34
John C. Querry, Sr. 1, 000 1.28
Wanda Hel My Davis 840 1.08
Ladson A. Barnes, Jr. 814 1.04
Ri chard E. Briscoe 800 1.03
Robert L. Helmy, Jr. 780 1.00
Rebecca B. Francis, Trustee 721 0.92
Wlliam Shellie Helmy 680 0. 87
Sara Helmy Carroll 505 0. 65
Dozier H Helmy 500 0. 64
Jewel O Helmy 500 0. 64
Estate of Francis M Barnes 460 0. 59
Bryant G Barnes 320 0.41
Frank S. Barnes, |11 320 0.41
Estate of Ladson A. Barnes 320 0.41
CGeorge F. Briscoe 320 0.41
Anne Fi shburne Briscoe 320 0.41
Ri chard E. Briscoe, 111 320 0.41
Mary Anne G Barnes 282 0. 36
St ephen Shellie Helmy 240 0.31
W nona H. Peagl er 228 0. 29
Mary Elizabeth Wllians Littlefield 160 0.21
Charl es D. Barnes 138 0.18

(continued. . .)
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board of directors were Frank Barnes, Jr., John Barnes, Edw n
Barnes, Robert Helmy, and Dozier Helmny.

Home was formed in 1904 in Moncks Corner. It was |ater
i ncorporated as St. Johns Tel ephone Co. (St. Johns). 1In 1916, a
| ocal electric utility bought St. Johns. Mary Wnter Briscoe
(Briscoe) bought St. Johns and named it Home Tel ephone Co. in
1939. Hone had 150 subscribers at the beginning of World War |1

In 1947, Briscoe sold Hone to her daughter and son-in-I|aw,
Thelma and S.S. Helmy, the parents of Robert Helmy, Sr. At the
end of World War |1, Home obtained a |oan fromthe Rural
Electrification Admnistration to expand its services. The |oan
enabl ed Hone to install its first dialing system

Robert Helmy, Sr., began to work for Home when he was

di scharged fromthe Navy in 1953. 1In 1962, Thelma and S. S.

5(...continued)

John M Barnes, Jr. 138 0.18
Jean S. Barnes 137 0.18
Wandel | K. Harvey 116 0. 15
Carroll H Harvey 114 0.15
Troy M Harvey 114 0. 15
Bennie H O del 114 0. 15
Patricia H Wl ch 114 0. 15
Lila G Bobo 110 0.14
Edwin L. Barnes, Jr. 104 0.13
Frances T. Barnes 104 0.13
Susan S. Barnes 104 0.13
S.A or Virginia Helmy 100 0.13
Mary Lea Tyl er 100 0. 13
Jean D. Barnes 82 0.11
Julie Elizabeth Helmy 80 0.10
Mel i ssa Grace Davis 10 0.01

Tot al 77,960 100. 00%
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Hel My sold their shares of stock in Home to their sons Robert
and Dozier. Robert is president and chief executive officer of
Home. Dozier has been a director since 1979.

In 1991, Dozier sold sone of his Honme stock back to the
conpany for $252 per share, an anount that was a little above
book val ue.

In 1992, Hone's | argest sharehol der was Rock Hill

2. Tel ephone Servi ces Provided by Hone

Hone installed its first digital line in 1966. By 1986, al
of Hone's service was digital.

Honme mai nt ai ned 14, 718 access |ines on Decenber 31, 1991.
Each of these lines has access to inter-exchange carriers such as
AT&T, M, and Sprint.

Hone's | ocal tel ephone services rates are set by the SCPSC.

3. Hone Tel ecom I nc.

Honme' s whol ly owned subsi diary, Honme Tel ecom Inc. (Hone
Tel ecom, becane a partner w th another conpany (not otherw se
identified in the record) to provide cellular tel ephone service
in the Charleston Metropolitan Statistical Area (MSA). Hone
Tel ecomis a 25-percent nonmanagi ng partner in Charleston-North
Charl eston MSA, L.P. On Decenber 31, 1991, Honme Tel ecom had

about 10, 160 custoners.
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4. Di vi dends

Robert Helmy has a conservative approach to paying
dividends. He believes that Hone's primary obligations are to
noderni ze its plant and to reduce its debt. This philosophy is
simlar to that of the management of Rock Hill

From 1987 to 1992, Hone paid dividends to holders of its

common stock as foll ows:

Tot al anount Di vi dends
Year of dividends per share
1987 $155, 920 $2.00
1988 210, 445 2.70
1989 327, 931 4.20
1990 1, 247, 360 116. 00
1991 467, 760 6. 00
1992 1, 325, 230 217.00

' This includes $12 for a special nonrecurring dividend
resulting fromthe sale of Hone's interest in TelecomU. S. A

2 This includes $13 for a special nonrecurring dividend
resulting fromconcerns about inpending tax |aw changes.

D. Petitioners' Gfts of Hone and Rock Hill Stock

The HelmMys made the following gifts of Honme stock in 1992:

Per cent of
No. of shares Donee st ock
Gfts on 1/28/92:
100 Wanda Hel My Davis .128%

100 Lisa Ann Helmy . 128
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Gfts on 12/29/92:

800 Robert Helmy Jr., trust 1.03
800 WlliamHelmy trust 1.03
800 Wanda Hel My Davis trust 1.03
800 Robert Helmy Jr., trust 1.03
800 WlliamHelmy trust 1.03
800 Lisa Ann Helmy trust 1.03
800 Wanda Hel My Davis trust 1.03
800 Lisa Ann Helmy trust 1.03
100 Jason Col e Davis trust . 128
100 Robin E. Helmy trust . 128
100 Phal lan Nicole Hel My trust . 128
100 Arden Lin Helmy trust . 128
100 Wl liam Travus Hel My trust . 128
100 Preston Fhorest Helmy trust . 128
100 Mel i ssa Grace Davis . 128

Mary Anne and Frank Barnes made the following gifts of Rock

Hll stock in 1992:

Per cent of
No. of shares Donee nonvoting stock

Gfts on 12/22/92:
1,470 Frank S. Barnes |11 . 89%
1,470 Bryant G Barnes . 89
1,470 Anne B. G ant . 89
1,470 Mary Lea B. Tayl or . 89
Gfts on 12/30/92:

80 Rita B. Shaw trust . 049

80 James Bryant Grant trust . 049

80 Benjam n Lea Grant trust . 049

80 Cat herine Iverson Grant trust . 049

80 M chael Francis Tayl or trust . 049

80 Robert Graves Tayl or trust . 049

80 Davi d Bryant Barnes trust . 049

80 Em |y Ann Barnes trust . 049

80 Amanda Em |y Barnes trust . 049
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On Decenber 30, 1992, Frank Barnes gave 6,000 shares of Rock
Hi |l nonvoting common stock to Mary Anne Barnes. This stock was
about 2.45 percent of the total authorized and i ssued conmon
(both voting and nonvoting) stock, and about 3.64 percent of the
total nonvoting common stock.

Loui se and Edwi n Barnes nade the followi ng gifts of Rock

H Il stock on Decenber 23, 1992:

Per cent of
No. of shares Donee st ock
1, 900 Susan B. Ellis 1.15%
1, 900 Frances T. Barnes 1.15
1, 900 Edwi n Bar nes, Jr. 1.15

On Decenber 31, 1992, Edwi n Barnes gave 4,500 shares of Rock
Hi |l nonvoting common stock to Louise Barnes. This stock was
about 1.84 percent of the total authorized and i ssued conmon
(both voting and nonvoting) stock, and about 2.73 percent of the
total nonvoting common stock.

Jean and John Barnes nade the followng gifts of Rock Hil

stock on Decenmber 26, 1992:

Per cent of
No. of shares Donee st ock
1, 900 John Barnes, Jr. 1.15%
1, 900 Jean S. Barnes trust 1.15
1, 900 Charl es D. Barnes trust 1.15

On Decenber 31, 1992, John Barnes gave 4,500 shares of Rock
Hi |l nonvoting common stock to Jean Barnes. This stock was about

1.84 percent of the total authorized and i ssued common (both
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voting and nonvoting) stock, and about 2.73 percent of the total
nonvoti ng common stock.

Rock Hi Il stock and Honme stock were not registered or traded
on the New York Stock Exchange, the Anmerican Stock Exchange,
NASDAQ, over the counter, or listed in National Quotation Bureau
price reports (the pink sheets).

E. Petitioners' Gft Tax Returns and the Notices of Deficiency

The Hel mys each agreed to treat each of their gifts as
bei ng made one-half by the other under section 2513. Mary Ann
and Frank Barnes, Louise and Edw n Barnes, and Jean and John
Barnes also elected to split their gifts under section 2513.

AUS Consul tants, Valuation Services Goup (AUS), ¢ esti mated
that the fair market value of Honme's comon stock was $230 in
1992. Based on that estimate, the HelmMys each reported on their
1992 gift tax returns that the fair market value of Hone's stock
was $230 per share.

AUS estimated that the fair market value of Rock Hll's
nonvoting comon stock was $220 on Decenber 1, 1992. Based on
that estimate, Frank and Mary Anne Barnes each reported on their
1992 gift tax returns that the fair market value of Rock Hill"'s

stock was $220 per share, and Loui se and Edwi n Barnes and John

6 The AUS appraisals were admitted into evidence for the
limted purpose of show ng that they were sources of the factual
descriptions of Honme and Rock Hill used in the report prepared by
respondent’'s expert.
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and Jean Barnes each reported on their 1992 gift tax returns that
the fair market value of Rock Hill's stock was $221 per share.

1. OPINl ON
The issues for decision are the fair nmarket val ues of Hone
and Rock Hi Il stock that petitioners gave to their children and
grandchildren in 1992.

A. Fair Market Val ue

Fair market value is the price at which the property would
change hands between a willing buyer and a willing seller,
nei t her being under any conpul sion to buy or to sell and both

havi ng reasonabl e know edge of the relevant facts. United States

v. Cartwight, 411 U S. 546, 551 (1973); sec. 25.2512-1, Gft Tax

Regs. The fair market value of stock is a question of fact.’

Hanm v. Conm ssioner, 325 F.2d 934, 938 (8th Gr. 1963), affg.

T.C. Meno. 1961-347. If selling prices for stock in a closely
hel d corporation which is not |listed on any exchange are not
avai l abl e, then we decide its fair market val ue by consi dering
factors such as the conpany's net worth, earning power, dividend-

payi ng capacity, managenent, goodw ||, position in the industry,

" Petitioners bear the burden of proving that respondent's
determ nations in the notices of deficiency are erroneous, Wl ch
V. Helvering, 290 U S 111, 115 (1933), and respondent bears the
burden of proving the increased gift tax deficiencies resulting
fromrespondent's anended answers. Rule 142(a). However, on
this record, our conclusions are not affected by who bears the
burden of proof.
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the economc outlook in its industry, and the values of publicly

traded stock of conparable corporations. Estate of Andrews v.

Comm ssioner, 79 T.C. 938, 940 (1982); see sec. 25.2512-2(f),
G ft Tax Regs. The weight to be given to these or other
evidentiary factors depends on the facts of each case. Sec.
25.2512-2(f), Gft Tax Regs.

B. Expert Testi nony

Both parties called expert witnesses to give their opinions
about the value of the Hone and Rock Hill stock that petitioners
gave to their children and grandchildren in 1992. W may accept
or reject expert testinony according to our own judgnent, and we
may be selective in deciding what parts of an expert's opinion,

if any, we wll accept. Parker v. Conm ssioner, 86 T.C 547, 562

(1986) .

The expert witnesses at trial were: Dr. Scott D. Hakal a
(Hakal a), for respondent, and George B. Hawkins (Hawkins), for
petitioner. Their opinions and the positions of the parties as
to the per share value of Honme and Rock Hill stock at issue in

t hese cases are as foll ows:
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Petitioners'

Petitioners'

Respondent' s

Appl i cation of returns/ expert Defici ency | Anended expert
Conpany di scount s petition Hawki ns noti ces answer s Hakal a

Home pr edi scount ed $360. 93 $518
st ock val ue

| ack of 40% 25%

marketability

di scount ed $230 $216. 56 $351 $344 $389

val ue
Rock Hi Il | prediscounted $336. 96 $546
st ock val ue

| ack of 45% 25%

marketability

I ack of voting 3. 66% 5%

power

di scount ed $220/ $221 1$186. 55 $375 $386 $410

val ue

1 Hawki ns said that Rock Hil

as of Dec. 1992, because of the $8 speci al

Dec. 30,

30,
1992.

stock was worth $179.03 per share
di vi dend payabl e on
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C. St ock Val ues Before Considering D scounts

1. Hawki ns' Anal ysi s

8 We bel i eve Hawki ns appropriately used the inconme
capitalization and market or public guideline conpany® nethods to
apprai se Hone and Rock Hi Il stock. He adjusted Hone's and Rock
Hll's earnings per share to exclude the inpact of unusual or
nonrecurring inconme and expense itens.

Hawki ns conpared 10 | ocal or regional publicly traded
t el ephone conpanies to Home and Rock HlIl. Fromthose conpanies
he derived nultiples for price to |atest year earnings, price to
3-year average earnings, price to |atest year gross cash-fl ow,
price to 3-year average gross cash-flow, dividend yield or
capitalization of |atest year's dividends, and dividend yield on
capitalization for 3-year average dividends. He properly
conpared dividends paid by Hone and Rock Hill to those paid by
t he gui del i ne conpani es, excluding special nonrecurring

di vi dends.

8 The incone capitalization nmethod is used to estimate the
fair market val ue of income-producing property by considering the
present value of the future stream of inconme to be produced by
that property. See Estate of Bennett v. Conm ssioner, T.C Meno.
1989-681, affd. 932 F.2d 1285 (4th Gr. 1991).

°® The market or public guideline conpany nethod is used to
estimate the fair market value of a conpany's stock by conparing
it wwth the stock of simlar, publicly traded (i.e., "guideline")
conpani es.
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2. | nportance of Dividend Yield

Respondent contends that Hawkins gave too nuch weight to the
capitalization of dividends and the capitalization of 3-year
average dividends nultiples. Respondent points out that section
25.2512-2(f)(2), Gft Tax Regs., and Rev. Rul. 59-60, 1959-1 C.B
237, state that dividend-paying capacity should be considered in
estimating the value of closely held stock, and that the
regul ati on does not say to consider actual dividends. Respondent
contends that the capitalization of dividends nethod is
unreliable and rarely used because the paynent of dividends
allegedly has little effect on the price of stock. W disagree.

Hawki ns gave nore weight to actual dividends than to price
to earnings and price to gross cash-flow rati os because Hone and
Rock Hi Il have significantly |ower dividend payout ratios than
t he gui del i ne conpani es. The dividend payout rates!® of Rock
H Il (12.62 percent) and Hone (25.03 percent) were considerably
| ess than that of other guideline conpanies, whose dividend
payout rates ranged from 27.78 percent to 85.31 percent. Six of
10 gui deline conpanies paid dividends totaling nore than 50

percent of their net incone. Hawkins testified that a public

10 DO vi dend payout equal s di vidends (excludi ng speci al
di vi dends) per share divided by the net incone avail abl e per
share. |t neasures the extent to which the conpany pays its
earni ngs to sharehol ders.
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conpany that has a nmuch greater dividend payout than Honme and
Rock Hi Il will also have higher stock prices. Respondent made no
convi nci ng argunment in response.

A potential buyer of Home and Rock Hi |l stock would
reasonably assunme that Hone and Rock Hill would continue to pay
| ow di vidends. A prospective mnority sharehol der of Hone or
Rock Hi Il stock would al nost exclusively consider dividend yield
rat her than di scounted cash-flow or incone capitalization to
estimate the value of stock in either of these conpani es because
of the likelihood that he or she could only recoup his or her
i nvest ment through dividends. Hawkins properly considered
di vidends to be the nost significant factor because they are the
princi pal nmeans by which a prospective sharehol der could obtain a
return on his or her investnent in Home and Rock Hill

Were there are no sales available fromwhich to ascertain
the fair market value of closely held stock, courts have
consi dered the anount of dividends which the corporation has

paid. See Estate of Newhouse v. Conmm ssioner, 94 T.C 193, 217

(1990); Estate of Leynman v. Conm ssioner, 40 T.C 100, 119

(1963), remanded on other grounds 344 F.2d 763 (6th Cr. 1965);

Estate of Tebb v. Comm ssioner, 27 T.C. 671, 675 (1957); Estate

of Oman v. Conmmi ssioner, T.C Meno. 1987-71 (Governnment expert

used val uation based in part on capitalization of dividends).
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Di vi dends paid can be nore inportant than dividend-payi ng
capacity in appraising mnority interests because a mnority
shar ehol der cannot force the conmpany to pay dividends even if it
has the capacity to do so. Pratt, Valuing a Business: The

Anal ysi s and Appraisal of Cl osely Held Conpanies 227 (1996).

Respondent relies on Driver v. United States, 76-2 USTC par.

13,155, 38 AFTR 2d 76-6315 (WD. Ws. 1976), for the proposition
that dividends are not a significant factor in valuing closely
held stock. 1In Driver, the decedent nmade gifts of a majority of
the stock in a closely held tel ephone conpany in Wsconsin. The
donee of the stock in Driver received a mgjority interest in and
control of the conpany; in contrast, the donees of Rock Hil
nonvoting stock had no right to participate in any decision
related to the conpany, and the donees of Home stock had about 1
percent of the voting stock. Thus, the donees here could not
force the conpanies to pay dividends or salaries.

3. Small Stock Prem um

Hawki ns i ncluded a snmall stock prem unt! of 5.1 percent in

cal culating the discount rate he used to capitalize Hone and Rock

1 A snmall stock premiumis an increase in the discount rate
used to capitalize the earnings of the stock of snmall conpanies
(small er than S& 500) on the theory that their average rates of
return are higher than those of |arge conpanies. See Pratt,

Val uing a Business: The Analysis and Appraisal of Cosely Held
Conpani es 165 (1996).
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Hll's historic earnings. Respondent contends that Hawkins
shoul d not have included a small stock premum W agree. |In

Estate of Jung v. Commi ssioner, 101 T.C 412, 444 (1993), we

declined to apply a small stock prem um because the taxpayer's
expert did not provide evidence that an investnent in the
corporation in question was riskier sinply because of its smal

size. Like the expert in Estate of Jung, Hawkins did not show

that Honme and Rock Hill were riskier nmerely because they are
small. On the contrary, he concluded that Honme and Rock H Il are
financially sound and that investnents in Home and Rock Hi Il were

much less risky than in other conparably sized conpani es since
t he busi ness of Honme and Rock Hill is highly regul ated.

4. Hakal a' s Anal ysi s

We believe that Hakal a did not adequately consider that:
(a) Neither Honme nor Rock Hill stock is likely to be sold, (b)
the Barnes and HelmMy famlies intend to retain control of their
conpanies, (c) Hone and Rock Hi Il paid |Iow dividends, (d) Rock
Hi Il nonvoting stock had no right to participate in any decision
related to the conpany and Honme voting stock had about a 1-
percent vote that was ineffectual, and (e) an owner of a 1-
percent interest in either Home or Rock Hill would find it hard
to resell his or her interest. Hakala admtted that Rock Hil

wi Il not be sold or taken public.
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Hakal a used the market or guideline conpany approach to
estimate the value of Honme and Rock Hill stock, but he excl uded
t hree conpani es that Hawki ns used as conparabl es'? because he did
not have their market trading prices as of the valuation date.

In contrast, Hawkins apparently easily obtained the stock prices
by contacting the conpani es.

Because of errors in preparing Hakala' s report, key data
relating to the discounted cash-flow nmethod for Honme and Rock
H Il was not available at trial for petitioners to cross-
exanm ne.® Thus, we could not consider Hakal a's di scounted cash-
fl ow method wi thout prejudicing petitioners. W could consider
only Hakal a's market guideline nethod, which weakened the
per suasi veness of his opinion.

Unl i ke Hawki ns, Hakal a did not visit Home or Rock H I,
interview the managenent of Home or Rock Hill, or make any ot her
factual investigation.

5. Concl usi on

We concl ude that Hawki ns' nethodol ogy was reasonabl e, except

for his use of a small conpany stock prem um

12 Hakal a did not use as conparabl es Concord Tel ephone, M d-
Pl ai ns Tel ephone, and North Pittsburgh Systens.

13 W& deni ed respondent's posttrial notion to reopen the
record to suppl enent Hakal a's report because of the risk of
prejudice to petitioners.
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D. Di scount s

1. Lack of Marketability

A discount for lack of marketability may apply to mnority
interests in closely held corporations because there is no ready

mar ket for those shares. Estate of Andrews v. Conmi ssioner, 79

T.C. at 953. Respondent agrees that petitioners are entitled to
| ack of marketability discounts for Home and Rock Hill stock.

Hawki ns applied a 40-percent discount for |ack of
marketability to his estimte of the value ($360.93) of the Hone
stock, and a 45-percent discount to the value ($337.87) of the
Rock Hi Il stock. Hakala applied discounts of 25 percent for |ack
of marketability to his estimte of the values of the Hone ($518)
and Rock Hi Il ($546) stock.

We agree with Hawkins' use of 40 and 45 percent discounts
because: (a) The Barnes famly has controlled Rock H Il for 80
years and the Helmy and Barnes famlies have controlled Hone for
50 years; (b) both famlies intend to keep control of the
conpanies; (c) the famlies have taken steps such as inplenenting
a voting trust, bringing the younger generations into the
busi ness, and buying insurance to avoid having to sell shares to

pay death taxes; (d) Honme and Rock Hi Il pay much | ower divi dends
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t han t he guideline conpanies;!* (e) there have been no sal es of
Rock Hill stock and only limted famly and insider sales of Hone
stock at about book value; (f) the Hone and the Rock Hi |l stocks
are not registered or traded on any exchange or over the counter;
and (g) the Hone and the Rock Hi |l stocks represent very snall
mnority interests that have no ability to direct the affairs of
ei ther conpany or cause the sale of its assets. These facts
support application of an above average discount for |ack of

mar ket abi lity.

Respondent di sagrees with Hawki ns' use of sone studies of
sales of restricted stock and initial public offerings which
respondent clains contained errors. Respondent al so asserts that
the conpanies in the studies used by Hawki ns were not conparabl e
to Home and Rock Hill. Respondent points out that Hawkins did
not relate the conpanies in the studies to Home and Rock Hi Il in
terms of marketability, size, profitability, history, risk
specul ativeness, or growth. However, Hakala also failed to
conpare the conpanies in the studies to Home and Rock Hill on
t hose points.

Hawki ns and Hakal a nostly cited the sanme studies. Hakala
cited eight studies in which the average discount for |ack of

mar ketability ranged from 30 percent to 60 percent. He

4 Stocks with | ow dividends typically suffer nmore fromlack
of marketability than stocks with high dividends. Pratt, supra
at 358.
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acknow edged that the typical discount cited for restricted
stock® is 35 percent and said that the unregistered stock in a
closely held corporation is subject to a |arger discount than
that applied to restricted stocks. Hi s explanation of his use of
a 25-percent discount for lack of marketability was not
convi nci ng.

2. Nonvoti ng St ock

Prospective buyers will pay a premiumfor shares with voting
power or obtain a discount for nonvoting shares. Wallace v.

United States, 566 F. Supp. 904, 917 (D. Mass. 1981) (voting

shares apprai sed 5 percent higher than nonvoting shares); Kosman

v. Comm ssioner, T.C Meno. 1996-112 (nonvoting shares discounted

by 4 percent); Estate of Wnkler v. Conmm ssioner, T.C Meno.

1989- 231.

Hawki ns applied a discount of 3.66 percent for |ack of
voting power to the value ($337.87) of the Rock Hill stock.
Hawki ns based this discount on a study of 43 public conpanies
wi th voting and nonvoting shares. The study found that the
aver age di scount for nonvoting stock was 3.66 percent. Hakala
di scounted the nonvoting stock of Rock H Il by an additional 5
percent. W find that Hawkins' use of a 3.66-percent discount

for nonvoting stock was reasonabl e.

15 Under SEC Rul e 144(b), 17 C. F.R sec. 230.144 (1984),
restricted securities eventually becone freely tradeabl e through
either registration or the passage of tine.
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3. Concl usi on--Di scounts

Based on the argunents of the parties and the record, we
conclude that discounts for |lack of marketability of 40 percent
for the Honme stock and 45 percent for the Rock H Il stock are
appropriate. W further conclude that a 3.66-percent discount
for nonvoting stock is appropriate for the Rock H |l stock. See

Estate of Lauder v. Conm ssioner, T.C Meno. 1994-527 (40%

di scount for lack of liquidity or marketability); Martin v.

Comm ssioner, T.C Meno. 1985-424 (70% di scount for

mar ketabi lity/mnority considerations).

E. Concl usi on

We conclude that the fair market val ue per share of the
stock of Home that the Helmys gave to their children and
grandchi l dren was $227.41 per share in January and Decenber 1992,
and that the fair market value of the stock of Rock Hill that the
Barneses gave to their children was $201.12 per share on Decenber
22, 23, and 26, 1992, and $193. 34 per share on Decenber 30,
1992, 16

To reflect the foregoing,

Decisions will be entered

under Rul e 155.

16 The val ues of Home and Rock Hill stock reported on
petitioners' returns ($230 and $220/ $221 respectively) are
adm ssions by petitioners and wll not be overcone w thout cogent
evi dence that they are wong. Waring v. Conm ssioner, 412 F.2d
800, 801 (3d Gr. 1969), affg. per curiamT.C. Meno. 1968-126;
Estate of Hall v. Conmm ssioner, 92 T.C 312, 337-338 (1989).
Petitioners have net this burden.




