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D and J each owned 50 percent of the outstanding
shares of B corporation. 1In 1981, D, J, and B entered
into a buy-sell agreenment restricting transfers of B's
stock both during the shareholders’ lifetinmes and at
death. Lifetine transfers required the consent of the
ot her sharehol ders. At death, a shareholder’s estate
was required to sell, and B was required to buy, the
sharehol der’s shares at a price set in the agreenent.
The agreenent further provided that it could be
nmodi fied only by the witten consent of the parties to
t he agreenent, which consisted of D, J, and B. D and J
subsequently transferred shares to an enpl oyee stock
ownership plan (ESOP) that B established. J died, and
B redeened his shares pursuant to the agreenent,
| eaving D and the ESOP as the only renaining
sharehol ders, with D owmning a controlling interest in
B. Dand B wre the only remaining parties to the
agreement .

In 1996, w thout obtaining the ESOP s consent, D
and B nodified the agreenent, changing the price and
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terms under which B would redeem D s shares on D's
deat h, but |eaving unchanged the provision requiring

t he consent of other shareholders for lifetine
transfers. The nodified price was substantially bel ow
the price that would have been payabl e pursuant to the
unnodi fied agreenent. D died, and B redeened his
shares as set forth in the nodified agreenent. D's
estate reported the value of the shares D held at death
as equal to the price set forth in the nodified

agr eement .

Hel d: The nodified agreenent is disregarded for
pur poses of determ ning the value of D s shares for
Federal estate tax purposes because D had the
unilateral ability to nodify the agreenent, rendering
t he agreenent not binding during Ds lifetine, as
requi red by sec. 20.2031-2(h), Estate Tax Regs.

Held, further: Sec. 2703, |I.R C, applies to the
nodi fi ed agreenent because the 1996 nodification, which
occurred after the effective date of sec. 2703, |I.R C
was a substantial nodification

Hel d, further: The nodified agreenent is also
di sregarded under sec. 2703(a), |I.R C., because it
fails to satisfy sec. 2703(b)(3), I.R C., which
requires that the terns of the agreenent be conparabl e
to simlar arrangenents entered into by persons in an
arm s-length transacti on.

Hel d, further: Fair market value of D s shares
det er m ned.

R. Douglas Wight, Larry S. Pike, Alfred B. Adans, 111,

and Sara L. Doyle, for petitioner.

Travis Vance, 111, for respondent.
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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned a Federal estate tax
deficiency of $2,354,521 with respect to the Estate of George C.
Blount (the estate). After concessions, the issue renmaining for
decision is the value for Federal estate tax purposes of
43, 079. 9657 shares of Bl ount Construction Co. (BCC) owned by
George C. Blount (decedent) on Septenber 21, 1997, his date of
death and the valuation date. Subsuned within that issue is the
question of whether a buy-sell agreenent covering the BCC shares
fixes their value, or whether the agreenent should be disregarded
in determ ning that val ue.

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect for the date of decedent’s death
and all Rule references are to the Tax Court Rules of Practice
and Procedure.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated and are so found. W

incorporate by this reference the stipulation of facts and the

acconpanyi ng exhibits.



Decedent and BCC

Decedent was a U.S. citizen domciled in Georgia when he
died testate on Septenber 21, 1997. Decedent’s will was probated
in Fulton County, Georgia, with Fred B. Aftergut appointed as
execut or.

At his death, decedent owned 43, 079. 9657 (hereinafter
rounded to 43,080) shares of BCC, constituting 83.2 percent of
its outstanding stock. BCC was |ocated in Atlanta, Ceorgia, and
had been in existence in one formor another since 1946, when
decedent’ s father founded Bl ount Asphalt Co. Decedent becane
involved in the business shortly thereafter, and when his father
di ed, decedent and his brother-in-law, Janmes M Jenni ngs, becane
equal owners.

BCC was in the general business of the construction and
repair of roads, streets, driveways, parking lots, and simlar
projects. At decedent’s death, BCC al so operated an asphalt
plant. In addition, BCC had certain nonoperating assets,
including an idle asphalt plant and notes receivable. BCC
required approximately $1.5 nmillion in cash and cash equival ents
to operate. Among other things, this allowed it to neet bondi ng
requi renents without the need for personal guaranties. Wen
decedent died, BCC had at least $2.5 million in cash and cash

equi val ent s.
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BCC performed work for private entities, comerci al
enterprises, nunicipalities, and the State of Georgia. It
obt ai ned work through a conpetitive bid and negoti ati on process
and did not rely on any one client or custoner for a |large
percentage of its revenues. BCC operated on a fiscal year ending
January 31. Each year, it prepared “value in use” analyses in
which it estimated the value of its assets, relying on published
i nformati on regardi ng used equi pnment val ues, including auction
prices and information published by the equi pnent manufacturers.
QG her than his brother-in-law, M. Jennings, decedent had no
famly menber who owned stock in or worked at BCC. BCC had a
core group of |long-term enpl oyees, sone enployed at BCC for nore
than 30 years when decedent died. Decedent did not have a
personal relationship with these or any other BCC enpl oyees
out side of work. Decedent served as BCC s president and was
actively involved in its managenent, making nost maj or deci sions,
i ncluding the selection of projects on which to bid and the bid
anounts, until the nonths preceding his death.

1. 1981 Agr eenent

In 1981, decedent, M. Jennings, and BCC entered into an

agreenent restricting the transfer of BCC s stock entitled
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“Shar ehol ders Agreenment” (the 1981 Agreenent).! At the tine,
decedent and M. Jenni ngs each owned one-half of BCC s
out st andi ng stock. The 1981 Agreenent contained restrictions on
transfers of BCC stock both during the shareholders’ |ifetines
and at death. The preanble provided that subsequent sharehol ders
woul d “benefit from and be bound by” the agreenent. Wth respect
to lifetime transfers, a section entitled “Restrictions on
Transfer of Capital Stock During Life” provided: “No Sharehol der
shal |l transfer or encunber any of his Capital Stock in the
Conpany to any person, firm or corporation without the witten
consent of the other Sharehol ders.” “Sharehol ders” were defined
in the 1981 Agreenent’s first paragraph as decedent and M.
Jennings, a definition that excluded subsequent sharehol ders.
However, section 3(a) of the 1981 Agreenent, entitled “Q her
Shar ehol ders to be Bound”, al so denoted as “sharehol ders” persons
other than M. Jennings or decedent who received shares directly
from BCC or as transferees from ot her sharehol ders. The section

further provided that the shares of such other sharehol ders woul d

! Decedent, M. Jennings, and BCC had previously entered
into a restrictive agreenment in 1958 covering their BCC stock.
The 1981 Agreenment expressly provided that it superseded any
earlier agreenents.
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be subject to the sane terns and conditions as the shares owned
by decedent and M. Jennings.?

Wth respect to transfers at death, the 1981 Agreenent in a
section entitled “Purchase Upon Death” required that a
sharehol der’s estate sell and BCC buy the sharehol der’ s stock at
an established price. The purchase price initially set in the
1981 Agreenent was $3, 300 per share, described as book val ue.
The 1981 Agreenment provided that BCC and the sharehol ders were to
redeterm ne the per-share purchase price annually on August 1,
but no such redeterm nation was ever done. In the absence of any
redeterm nation, the 1981 Agreenent provided that the per-share
purchase price would be equal to BCC s book value at the fisca
yearend i nmedi ately precedi ng the deceased sharehol der’ s death

The 1981 Agreenment provided that it woul d be governed by
Ceorgia law, and it expressly set forth the manner in which it

could be nodified: “Mdification—No change or nodification of

2 El sewhere, the 1981 Agreenent set forth an endorsenent,
required to be placed on BCC s stock certificates, that cross-
referenced the 1981 Agreenent and its restrictions on
transferability. The endorsenent further stated that the
restrictions “provide, anong other things, that such shares nust
first be offered for sale to the Conpany and the ot her
Shar ehol ders before they nmay be offered or sold to any ot her
person.” The only two stock certificates in the record, issued
in 1996, do not contain the foregoi ng endorsenent, however.

There were apparently other restrictions on the transfer of
the BCC stock that are not in the record. The aforenentioned
stock certificates issued in 1996 refer to a letter agreenent
dated Jan. 16, 1996, that is not in the record.
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this Agreenent shall be valid unless it is in witing and signed
by all of the parties hereto.” The 1981 Agreenment did not define
“parties” or contain any nechani smfor adding parties.
[11. ESOP

In 1992, BCC adopted the Bl ount Construction Co. Enpl oyee
St ock Omership Plan (ESOP).%® BCC made annual cash contributions
to the ESOP, and the ESOP obtai ned shares of BCC stock either
from decedent and M. Jennings or fromthe conpany, nmaking it a
third, mnority shareholder. According to the ESOP’s Sunmary
Pl an Description, when plan participants retired or were
otherw se entitled to obtain distributions, the ESOP was to
di stribute shares of BCC stock to them and they had the right to
require BCC to purchase their shares at designated tines.

The ESOP participants were BCC enpl oyees, excludi ng decedent
and M. Jennings. Decedent, M. Jennings, and Richard E. Lord (a
| ongti me enpl oyee) were the original trustees of the ESOP. John
Truono, who served as BCC s controller and corporate secretary,
replaced M. Jennings as a trustee as of February 1, 1996.

Busi ness Val uation Services, Inc. (BVS), perfornmed an
i ndependent apprai sal of BCC each year to establish the per-share

val ue of BCC stock to be used for ESOP transactions. These per-

3 |In 1995, BCC established the Bl ount Construction Co., |nc.
Enpl oyee Stock Oanership Plan/ MWP. |In 1996, this plan was nerged
into the ESOP.
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share val ues were used when the ESOP purchased BCC shares and
when the BCC stock of ESOP participants was redeened. BVS

concl uded that the value of 100 percent of BCC stock was

$8, 041, 126 ($86. 73/ share) as of January 31, 1996, and $8, 491, 321
($164. 01/ share) as of January 31, 1997.4

| V. Life I nsurance and the Death of M. Jennings

As part of succession planning, BCC obtained |ife insurance
of approximately $3 mllion each on the lives of decedent and M.
Jenni ngs. Decedent also had BCC s controller, M. Truono,
prepare “pro forma” financial analyses show ng the inpact on BCC
of the redenption of his and M. Jennings’s shares at different
prices and under various assunptions. M. Jennings died on
January 13, 1996, and BCC received $3,046,823 in life insurance
proceeds. BCC redeenmed M. Jennings’s shares in Septenber 1996
for $2,990,791, the price being based on BCC s book val ue of
approximately $6.4 mllion at the preceding fiscal yearend, as

required in the 1981 Agreenent.® BCC used $1,990,791 in cash and

4 M. Jennings died on Jan. 13, 1996, and his 43,080 shares
were redeenmed pursuant to the 1981 Agreenent, see infra Pt. 1V,
on Sept. 4, 1996. The substantial difference in per-share val ue
bet ween the 1996 and 1997 BVS val uations reflects the redenption
of M. Jennings's shares that occurred between the two
val uati ons.

5> M. Truono cal cul ated BCC s book val ue as of the preceding
fiscal yearend (Jan. 31, 1995) and the resulting price for M.
Jenni ngs’ s shares.
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issued a note to M. Jennings’'s estate for $1 mllion to fund the
redenpti on.

V. 1996 Adgreenent and Redenpti on of Decedent’'s BCC Shar es

As a result of M. Jennings's death and the subsequent
redenption of his shares in Septenber 1996, decedent’s 43,080 BCC
shares becane a controlling interest in the conpany, constituting
83.2 percent of the outstanding shares. The ESOP held the
remai ni ng 8,692 outstanding shares. After M. Jennings’ s death,
decedent was the sole nenber of BCC s board of directors, and
decedent and BCC were the only remaining signatories to the 1981
Agr eenent .

I n Cctober 1996, decedent discovered he had cancer. After
consul ting several doctors, decedent canme to understand he was
gravely ill, and the avail able treatnent options would only
extend his life a short tine, if at all. One treatnent option
involved a life-threatening surgical procedure. Decedent began
to put his affairs in order. Decedent had M. Truono prepare
additional “pro forma” anal yses show ng the inpact on BCC of the
redenption of his shares at different prices.

One such analysis, pro forma 15, prepared in early Novenber
1996 (Pro Forma 15), anal yzed the inpact on BCC of a purchase of
decedent’s shares for $4 mllion. Pro Forma 15 indicated that,

taking into account BCC s receipt of approximately $3 million in
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life insurance proceeds on decedent’s death, the redenption of
decedent’s shares for $4 million would | eave BCC with
approximately $1.5 mllion in cash and cash equivalents. In M.
Truono’ s judgnent, this was the m ni mum anount that BCC required
to operate without the need for personal guaranties for BCC s
per formance bonds and to ensure that BCC would be able to neet
any obligations to its ESOP participants.?®

Pro Forma 15, reviewed by decedent in early Novenber 1996
assuned BCC had a fair market val ue of $155.32 per share, which
M. Truono determ ned by dividing the $8,041, 126 fair market
value for BCC estimated in the then nost recent BVS apprai sal
(for the fiscal year ended January 31, 1996) by BCC s 51,772
shares outstanding after the redenption of M. Jennings’s
shares.” Pro Forma 15 al so showed a per-share book val ue of
$173.77, which, assumi ng 51, 772 outstanding shares, results in a

total book val ue for BCC of $8, 996, 420.8

6§ M. Truono testified that, as of 1996, BCC had never spent
nore than $100,000 in a given year to redeem BCC shares.

" The 1996 BVS appraisal itself estimated a per-share fair
mar ket val ue of $86.73, which is the per-share val ue derived when
the $8,041,126 fair market value it estimated for BCC is divided
by the nunmber of BCC shares outstandi ng before the redenption of
M. Jennings’'s shares; i.e., 92,718.

8 The per-share book value for BCC reflected in Pro Forma 15
does not appear to be derived fromthe book val ue as of the
fiscal year ended Jan. 31, 1996 ($9, 135,506, as reflected in the

(continued. . .)
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On Novenber 11, 1996, decedent and BCC executed an agreenent
entitled “Sharehol ders Agreenent” (the 1996 Agreenent), wth
decedent signing in his individual capacity and on behalf of BCC
as its president. M. Truono attested decedent’s signature. The
1996 Agreenent required BCC to buy, and decedent’s estate to
sell, decedent’s BCC shares for $4 mllion; i.e., the maxi mum
price M. Truono believed BCC could pay in cash, taking into
account BCC s receipt of approximately $3 million in life
i nsurance proceeds fromthe policy on decedent’s |ife. The next
day decedent executed a codicil to his wll. Decedent did not
consult an attorney regarding the 1996 Agreenent.

G ven his review of M. Truono’s Pro Forma 15, decedent was
awar e when he signed the 1996 Agreenent setting the price for his
shares as $4 mllion ($92.85/share) that the nobst recent BVS
apprai sal had val ued BCC at approximately $8 nmillion
($155. 32/ share), suggesting that decedent’s shares had a fair
mar ket val ue of approximately $6.7 mllion. Decedent was further
aware that M. Truono had conputed BCC s book value to be
approximately $9 mllion, suggesting that decedent’s BCC shares

had a book val ue of approximately $7.5 mllion. The unnodified

8. ..continued)
1996 BVS appraisal), since 51,772 outstanding shares at a total
book val ue of $9, 135,506 would yield a per-share val ue of
$176.46. Instead, the figure used in Pro Forma 15 appears to be
a md-year estimate of BCC s per-share book val ue.
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1981 Agreenent provided that the purchase price of decedent’s
shares woul d have been equal to their book value as of January
31, 1996 (as opposed to the figure contained in Pro Forma 15), or
approximately $7.6 mllion, were he to die before February 1,
1997.°

In contrast to the 1981 Agreenent, the 1996 Agreenent was
one page in length and addressed only the purchase and sal e of
decedent’ s BCC shares at his death. The operative section was
entitled “Purchase Upon Death”, simlar to the section covering
redenptions in the 1981 Agreenent, and the | anguage and
organi zati on of that section tracked the correspondi ng section
found in the 1981 Agreenent. The section covered the obligation
to buy and sell, the purchase price, and the paynent terns.

Unli ke the 1981 Agreenent, which contained a fornula for
adj usting the purchase price over tinme and all owed for paynent of
the purchase price in installnments, the 1996 Agreenent set a
fi xed purchase price of $4 nmillion, w thout any provision for

future adjustnent, to be paid in one |unp sum

® This figure is calculated by dividing BCC s book val ue of
$9, 135,506, as of Jan. 31, 1996, by the 51,772 shares outstanding
as of Novenber 1996 to derive a per-share value of $176.46, and
then multiplying that figure by decedent’s 43,080 shares. Had
the 1981 Agreenent not been nodified when decedent died in
Septenber 1997 (i.e., after Jan. 31, 1997, but before Feb. 1
1998), BCC s book value as of Jan. 31, 1997, would have been used
to determ ne the purchase price of his shares.
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Despite the simlarities in structure and | anguage, the 1996
Agreenment made no reference to the 1981 Agreenent. The 1996
Agreenent did not contain a provision restricting lifetine
transfers or contain any other provision simlar to those in the
1981 Agreenent, such as required endorsenents on stock
certificates, the choice of law, or a provision indicating that
the current agreenent superseded all earlier agreenents. It
contai ned no requirenent regarding the source of funds BCC was to
use to purchase decedent’s shares. The only signatories to the
1996 Agreenent were decedent and BCC. The ESCP did not sign or
ot herwi se consent to the 1996 Agreenent.

Decedent di ed on Septenber 21, 1997. Shortly after
decedent’s death, BCC redeenmed his shares for $4 million as
required in the 1996 Agreenent, using the entire proceeds of
$3, 146,134 fromhis life insurance policy along with additional
cash on hand. After the redenption of decedent’s shares, the
ESOP owned 100 percent of the stock of BCC.

VI . Estate’s Return

The estate tinely filed its Form 706, United States Estate
(and Ceneration-Ski pping Transfer) Tax Return, reporting the
val ue of decedent’s 43,080 shares of BCC stock as of the
val uation date at $4 million, the purchase price set forth in the

1996 Agreenent. 1In a notice of deficiency, respondent determ ned
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t hat decedent’s BCC stock had a fair market value of $7,921, 975.
The estate tinely petitioned this Court for redeterm nation.

VIl. Expert Testinony

The estate submtted the expert report and testinony of John
T. Gizzle in support of its contention that the terns of the
buy-sell agreenment at issue were conparable to simlar agreenents
entered into by persons in arms-length transactions within the
meani ng of section 2703(b) (3).

In light of the possibility that the value stipulated in the
buy-sell agreenment at issue would be disregarded in this
proceedi ng, both the estate and respondent submtted expert
reports and testinony regarding the fair market val ue of
decedent’ s BCC stock as of the valuation date. The estate
offered M. Gizzle and Gerald M Fodor as experts in valuation
of closely held conpanies. Respondent offered Janes R

Hi t chner . 10

10 Before trial, respondent also indicated that he woul d
seek to have the appraisals of BCC perfornmed by BVS for purposes
of the ESCP received into evidence as party adm ssions.
Respondent has not maintained this contention on brief, and we
deemit abandoned. See Bradley v. Comm ssioner, 100 T.C. 367,
370 (1993); Sundstrand Corp. v. Conm ssioner, 96 T.C. 226, 344
(1991); Rybak v. Conmi ssioner, 91 T.C. 524, 566 n.19 (1988).

Mor eover, neither party nade any attenpt to conply with the
requi renents of Rule 143(f) for submtting the BVS appraisals as
expert testinony.
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We accepted all three as experts and received their witten
reports into evidence as direct testinony.

A. Estate’'s Expert M. Gizzle

M. Gizzle is a certified public accountant who has
represented clients in nmergers and acqui sitions.

M. Gizzle concluded that the ternms of the buy-sel
agreenent at issue were conparable to simlar arrangenents
negotiated at armis length. In reaching this conclusion, M.
Gizzle focused solely on the price term He asserted that
“Professionals famliar wth the industry nost often val ue a
construction conpany by applying a nultiple of four (4) to the
entities’ [sic] cash-flow adjusted for non-operating and non-
recurring itens.” He then adjusted BCC s cashfl ow and conpar ed
the purchase price for decedent’s BCC stock in the 1996 Agreenent
to the adjusted cashflow. He concluded that the price for
decedent’ s BCC shares represented a 4.25 nmultiple of its adjusted
cashfl ow. Because this nmultiple was consistent with the nmultiple
he cl ained professionals famliar with the construction industry
nost often use, he concluded that the price set forth in the 1996
Agreenment was a fair market price and that the terns of the
Modi fied 1981 Agreenent were therefore conparable to simlar

arrangenments entered into at arm s |ength.
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M. Gizzle also | ooked at the sales to third parties of 100
percent of the stock of three conpanies allegedly conparable to
BCC. One of the conpanies was sold twice, so M. Gizzle
exam ned four transactions in all. The conmpanies M. Gizzle
consi dered included a conpany that constructed cellul ar tel ephone
towers, a conpany that installed natural gas conpressors and
pi pel i nes, and a managenent conpany that hired subcontractors to
build chem cal and natural gas |liquefaction plants. |n each
case, he determ ned the conpany had sold for approxi mtely four
ti mes adj usted cashfl ow.

M. Gizzle did not contend that the sale prices of the
conpani es he exam ned were determ ned by using a nmultiple of
adj usted cashflow. Rather, he backed into the nultiples after
the fact by conmparing the sale prices to the adjusted cashfl ows.
He conpared those nultiples to the nultiple of cashflowinplicit
in the purchase price designated in the 1996 Agreenent to
conclude that the price termwas conparable to what unrel ated
parti es have negotiated at arnmi s | ength.

On the basis of this analysis, M. Gizzle calculated BCC s
fair market value, and the val ue of decedent’s shares, by
mul ti plying the wei ghted average of BCC s adjusted cashfl ows over
the 5 fiscal years ended January 31, 1997, by four, weighting the

nost recent year nore heavily than the earliest one. M. Gizzle
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concluded that the fair market value for BCC was $4, 541,678, and
decedent’ s 43,080 BCC shares had a fair market val ue of
$3,778,676 as of the valuation date.

In val uing BCC, and conparing the multiple inplicit in BCC s
price to the multiples inplicit in the sale prices of conpanies
he reviewed, M. Gizzle did not consider the value of BCC s
nonoperating assets. He testified that in actual sales such
assets are not normally part of the transaction, as the seller
usual ly retains those assets.

B. Estate’'s Expert M. Fodor

M. Fodor is a certified business appraiser. He is a nenber
of the Institute of Business Appraisers and the Appraisal
Foundati on, organi zations which he has served in a nunber of
capacities. M. Fodor has published articles and given | ectures
regardi ng appraising. He has performed nunerous appraisals for
busi ness and litigation support purposes.

M. Fodor relied on a blend of incone- and asset-based
val uati on approaches to value BCC. For his incone approach, M.
Fodor used a capitalization of earnings nodel. He began by
projecting BCC s “net free cash flow capacity” for the year
i mredi ately follow ng the valuation date, relying on BCC s
hi storical earnings data to do so. M. Fodor adjusted revenues

and expenses as he deened appropriate to reflect earning
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capacity, including an all owance for taxes and a downward
adj ustment to earning capacity of $200,000 to account for annual
contributions to the ESOP. He al so adjusted for depreciation,
capital investnent, and retained working capital. He concl uded
t hat BCC woul d have $234,060 in net free cashfl ow capacity.

M. Fodor then determ ned a capitalization rate; i.e., the
rate an investor would require to invest in BCC taking into
account the riskiness of the investnent, and an expected growth
rate. M. Fodor calculated a capitalization rate of 32.94
percent. He chose 4 percent as his expected growh rate. M.
Fodor subtracted the expected growh rate fromthe capitalization
rate to yield a net capitalization rate, which he then divided
into the net free cashflow capacity to calculate BCC s
capitalized earnings. He determ ned capitalized earnings of
$809, 896.

M . Fodor added approximately $5.6 mllion to capitalized
earni ngs, consisting of BCC s net working capital (current assets
less current liabilities) as of the valuation date ($3,187,372)
as well as an anount equal to the difference between BCC s
assets’ book value and fair market value (as reflected in BCC s
internal “value in use” anal yses) (%$2,555,895). He then
subtracted $750, 000, which he clained reflected the obligation to

repur chase BCC shares held by ESOP participants upon retirenent
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or separation. This yielded a total conpany incone-based val ue
of $5, 803, 163.

M. Fodor used the capitalized excess earnings nethod to
deternm ne that BCC s asset-based val ue equal ed $8, 678, 805 as of
the valuation date. M. Fodor then subtracted fromthe net asset
val ue the $750,000 estimate of the obligation to repurchase BCC
shares from ESOP participants to reach a final asset-based val ue
of $7, 928, 805.

M. Fodor weighted the income-based value of $5.8 mllion at
75 percent and the asset-based value of $7.9 mllion at 25
percent, to yield a final blended value of $6 mllion (rounded)
for 100 percent of the shares of BCC. Miltiplying this value by
decedent’ s 83.2-percent interest in BCCresulted in a
correspondi ng $4, 992,537 fair market value for decedent’s 43,080
shares, as of the valuation date. M. Fodor did not include the
life insurance proceeds BCC received on decedent’s life in either
his income- or asset-based approach on the grounds that those
proceeds were offset by BCC s obligation to redeem decedent’ s BCC
stock. Nor did he apply any discounts or premuns in valuing the
bl ock of shares at issue.

C. Respondent’s Expert, M. Hitchner

M. Htchner is accredited in business valuation with the

American Institute of Certified Public Accountants and i s an
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accredited senior appraiser with the American Society of
Apprai sers. He has 22 years of valuation experience and has
taught courses and witten several articles on business
val uation

M. Htchner also relied on a blend of income- and asset -
based approaches to value BCC. Like M. Fodor, M. Hitchner used
a capitalization of earnings nodel to derive his incone-based
value. M. Htchner projected BCC s net free cashflow capacity
for the year immedi ately follow ng the val uation date based on
BCC s historical earnings over four different periods,!
adj usted for taxes, depreciation, capital investnent, and
retai ned working capital. He increased the historical net after-
tax earnings by an estimated 5-percent growth rate. !?

M. Hitchner then calculated a capitalization rate of 20
percent, from which he subtracted his estinmted 5-percent growh

rate, to yield a net capitalization rate of 15 percent. By

1 M. Htchner renoved fromearnings certain interest
i ncone generated by the conpany’s “excess cash”; i.e., cash that
he considered in excess of operating, or working capital, needs.
He considered this “excess cash” to be a nonoperating asset to be
accounted for separately in his incone-based approach. |Insofar
as nonoperating assets were to be taken into account separately
under his approach, he renoved the inconme fromthose assets,
including the interest generated by “excess cash”, from BCC s
ear ni ngs.

12 M. Fodor did not adjust for any projected earnings
gr owt h.
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dividing the net capitalization rate into the net free cashfl ow
capacity he derived for each of the four different periods, M.

Hi tchner determ ned capitalized earnings of $2.5 to $4.1 million.
M. Hitchner cal culated that BCC had approxi mately $2.3
mllion of nonoperating assets by identifying actual nonoperating
assets (valued at $433,572) and determ ning the “excess cash” on

hand, which he estimated at $1,869,941. He derived this figure
by conparing BCC s ratio of cash to assets as of the valuation
date with industry standards for the Standard | ndustrial Code
(SIC) category that he believed nost closely matched BCC. He
then added this $2.3 million of nonoperating assets to his range
of capitalized earnings to yield an incone-based value in a range
from$4.8 to $6.4 mllion. Unlike M. Fodor, M. Hitchner did
not decrease his incone-based value by any anount associated with
the obligation to repurchase shares held by the ESOP

partici pants.

M. Hitchner used two different approaches to determ ne
BCC s asset-based val ue: The adjusted book val ue approach, where
he determ ned BCC s book value and then adjusted it to reflect
the fair market value of BCC s machi nery and equi pnent, as
reported in BCC s internal “value in use” analyses, and the
nodi fi ed adj usted book val ue approach, where he nmade the

adj ust nents descri bed above and then decreased the value of BCC s
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machi nery and equi pnent by 40 percent to reflect the opinion of
BCC managenent that BCC s machi nery and equi pnent could be sold
for only about 60 percent of the value reflected in the “value in
use” analyses. Rather than attenpting to conpute asset val ues as
of the valuation date, M. Hi tchner provided value estinates as
of the fiscal yearends imedi ately before and after the valuation
date. The val ues estinmated under the adjusted book val ue
approach were $8, 891, 024 and $8, 478,254 for the fiscal years
ended January 31, 1997 and 1998, respectively. The val ues
estimated under the nodified adjusted book val ue approach were
$7, 596, 838 and $7,052,766 for the fiscal years ended January 31,
1997 and 1998, respectively. As with the incone approach, M.
Hitchner did not reduce the asset-based value to reflect any ESOP
repurchase obligation. He also did not indicate a final value
under either approach.

To determ ne a final value for BCC, M. Hitchner indicated
that he gave the greater weight to the nodified adjusted book
val ue approach and equal but |esser weight to the i ncone approach
and the adjusted book val ue approach. He did not disclose the
preci se weighting for each approach. Rather, he presented a

“concl uded” value of $7 mllion.
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To this amount, M. Hitchner added $3, 046, 823 of insurance
proceeds on decedent’s life®® to yield a value of approxi mately
$10 mllion for 100 percent of BCC s shares. Miltiplying this
anount by decedent’s 83.2-percent interest in BCCresulted in a
correspondi ng val ue of $8, 360,000 (rounded) for decedent’s 43, 080
BCC shares, as of the valuation date. Like M. Fodor, M.

Hi tchner did not apply any discounts or prem uns in val uing
decedent’ s bl ock of shares.
OPI NI ON

Ef f ecti veness of the Buy-Sell Agreenent

Federal estate tax is inposed on the transfer of a U S.

citizen's taxable estate. Sec. 2001(a); U.S. Trust Co. V.

Hel vering, 307 U S. 57, 60 (1939). The taxable estate is defined
as the gross estate | ess prescribed deductions. See sec. 2051.
The gross estate includes all property interests owned by the
decedent at death; the value of the gross estate is generally the
fair market value of the included property as of the valuation
date, which is generally the date of death. See secs. 2031(a),

2033; sec. 20.2031-1(b), Estate Tax Regs.

13 Al t hough described as the life insurance proceeds on
decedent’s life, the figure M. Hitchner actually used was that
for the proceeds fromthe policy on M. Jennings’s life. The
i nsurance proceeds received on decedent’s |ife were $3, 146, 134.
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An exception to the general valuation rule exists where the
property in question is subject to an enforceabl e buy-sel

agreenent. See, e.g., St. Louis County Bank v. United States,

674 F.2d 1207, 1210 (8th G r. 1982); Bommer Revocable Trust v.

Comm ssioner, T.C Meno. 1997-380. However, for a buy-sel

agreenent to control value for Federal estate tax purposes, it
must neet certain requirenents set forth in section 20.2031-2(h),
Estate Tax Regs., Rev. Rul. 59-60, 1959-1 C. B. 237, and the

caselaw. We summarized those requirenents in Estate of Lauder v.

Conmi ssioner, T.C. Menp. 1992-736, as foll ows:

It is axiomatic that the offering price nust be fixed
and determ nabl e under the agreenent. |In addition, the
agreenent nust be binding on the parties both during
life and after death. Finally, the restrictive
agreenent nust have been entered into for a bona fide
busi ness reason and nust not be a substitute for a
testamentary disposition. [Ctations omtted.]

Buy-sell agreenents that fail to neet these requirenents are

di sregarded in determ ning value. Estate of Wil v.

Comm ssi oner, 22 T.C. 1267, 1274 (1954); Estate of Lauder v.

Commi ssi oner, supra; sec. 20.2031-2(h), Estate Tax Regs.*

4 While sec. 20.2031-2(h), Estate Tax Regs., provides that
agreenents not binding during life will be accorded “little
wei ght”, whereas binding-during-life agreenents found to be
testanmentary devices will be “disregarded’, this difference in
nomencl ature carries no practical inport. See, e.g., Hoffrman v.
Comm ssioner, 2 T.C 1160, 1178-1180 (1943) (agreenent not
bi nding during life disregarded), affd. sub nom G annini v.
Conm ssioner, 148 F.2d 285 (9th G r. 1945); Estate of Caplan v.

(continued. . .)
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In 1990, section 2703 was enacted. Omi bus Budget
Reconciliation Act of 1990 (OBRA), Pub. L. 101-508, sec.
11602(a), 104 Stat. 1388-491. It provides that any agreenent to
acquire property at less than its fair market value wll be
di sregarded in val uing such property for Federal estate tax
pur poses unl ess the agreenent satisfies certain requirenents
enunerated in the statute. Those requirenents include the
requi renents of preexisting |law that the agreement be a bona fide
busi ness arrangenent and not a testanmentary device as well as a
new requirement that the terns of the agreenent be conparable to
those of simlar arrangenents negotiated at armis |length. Sec.
2703(b). Section 2703 applies to agreenents created or
substantially nodified after COctober 8, 1990. OBRA sec.
11602(e), 104 Stat. 1388-500; sec. 25.2703-2, Gft Tax Regs.

As the legislative history makes clear, section 2703 was
i ntended to suppl enent, not supplant, the existing | egal
requi renents: “The bill does not otherwi se alter the
requirenents for giving weight to a buy-sell agreenent. For
exanple, it leaves intact present law rules requiring that an

agreenent have lifetine restrictions in order to be binding on

¥4(...continued)
Comm ssioner, T.C Meno. 1974-39 (to sane effect).
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death.” 136 Cong. Rec. S15683 (daily ed. COct. 18, 1990).1°
Thus, regardl ess of whether section 2703 applies to a buy-sell
agreenent, the agreenment nust neet the requirenents of the pre-
section-2703 |law to control value for Federal estate tax
pur poses.

The parties raise nunerous issues regarding the efficacy of
t he buy-sell agreenent at issue here. First, they dispute the
terms of the agreenent, arguing over the validity and interplay
of the 1981 and 1996 Agreenents. Second, the parties dispute
whet her the buy-sell agreenent satisfies the requirenents of pre-
section-2703 law, including the requirenent that it be binding
during life. Third, the parties dispute whether section 2703
applies to the agreenent and, if so, whether the agreenent
satisfies the requirenents of section 2703(b), thus saving the
agreenent from being disregarded under section 2703(a). W
address each issue bel ow.

A. Terns of the Buy-Sell Agreenent

As a threshold matter, we must first determ ne the terns of

t he buy-sell agreenent at issue. Respondent argues that either

15 Sec. 2703 originated in the Senate version of the Omi bus
Budget Reconciliation Act of 1990 (OBRA). H. Conf. Rept. 101-
964, at 1133 (1990), 1991-2 C B. 560, 604. The commttee report
with respect to the Senate legislation was printed in the
Congressional Record, w thout separate publication, because of
tinme constraints. 136 Cong. Rec. S15629-04 (daily ed. Cct. 18,
1990) .
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the 1996 Agreenent is invalid, in which case it cannot control

val ue because it is not enforceable, see Estate of Carpenter V.

Commi ssioner, T.C Menp. 1992-653, or the 1996 Agreenent is a

novati on of the 1981 Agreenent, in which case the 1996 Agreenent
stands al one as the operative agreenent and is entitled to no
wei ght because it |lacks restrictions on lifetine transfers, see
sec. 20.2031-2(h), Estate Tax Regs. The estate contends that the
1996 Agreenent nodifies the 1981 Agreenent and that the two
agreenents nust be read together, with the 1981 Agreenent’s
restrictions on lifetime transfers surviving the nodification.
As all the relevant events occurred in Georgia, and the 1981
Agreenent specifies that it will be subject to and governed by
the laws of the State of Georgia, we analyze these clains under
Ceorgia | aw.

Respondent contends the 1996 Agreenent is invalid because
decedent, a trustee of the ESOP, breached a fiduciary duty to the
ESOP participants in entering into the agreenent. Respondent
argues that, were the ESCP to adopt the $92.85 price per share
inplicit in the 1996 Agreenent, a price alnost 50 percent | ower
than the $164. 01 per-share value deternmned by BVS in its January
31, 1997, appraisal, one-half of BCC s value woul d di sappear, to

the detrinment of the ESOP parti ci pants.
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Transactions in BCC stock between the ESCP and ot her
parties, including shareholders and plan participants, nust be
effected at val ues established by an i ndependent appraiser. See
sec. 401(a)(28)(C. Respondent does not explain the basis on
whi ch the ESOP trustees coul d adopt the per-share val ue contai ned
in the 1996 Agreenent. Nor are we aware of one. 16
More fundanental |y, decedent’s agreenent to have his BCC
shares redeened at a price that respondent hinself urges was
bel ow fair market value actually inured to the benefit of the
ESOP participants. Before the redenption, the ESOP s 8, 692
shares represented approximately 17 percent of the outstanding
equity interests in BCC. After the redenption, the ESOP s shares
represented 100-percent ownership of BCC. The redenption of
decedent’ s shares at a bargain price left relatively nore
corporate assets for the ESOP owners than woul d have been the
case at a higher redenption price, thus increasing rather than
decreasing the value of the BCC shares held by the ESOP and its

participants. Accordingly, respondent’s contention that

6 Whil e a subsequent apprai sal of BCC s outstandi ng shares
m ght consider the price at which decedent’s BCC shares had been
redeened, such a non-arms-length sale between a corporation and
its controlling sharehol der woul d presumably be di sregarded as an
i ndi cator of fair market value. Indeed, BVS did not consider
either the obligation to redeem decedent’s BCC shares or the
actual redenption of those shares for $4 mllion in its 1997 or
1998 apprai sal .
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decedent’ s bargain sale of his shares breached a fiduciary duty
to the ESCP or its participants is unavailing, and we decline to
find the 1996 Agreenent invalid on this basis.

Nor do we find the 1996 Agreenent to be a novation of the
1981 Agreenent. To qualify as a novation, a contract nust neet
four requirenments. There nust be: (i) A previous valid
contract; (ii) the parties’ agreenent to a new contract; (iii)
t he extingui shnent of the old contract; and (iv) a valid new

contract. Savannah Bank & Trust Co. v. WIff, 11 S. E. 2d 766, 772

(Ga. 1940). Here, the key question is whether the 1996 Agreenent
extingui shed the 1981 Agreenent. To satisfy this elenent, either
a mutual intent to create a novation nmust be shown, Myer v.
Turner, 234 S.E. 2d 853 (Ga. C. App. 1977), or the later

i nconsi stent agreenent nust be one that “conpletely cover[s] the

subject matter” of the prior agreenent, Powell v. Norman El ec.

Gal axy, Inc., 493 S.E 2d 205, 207 (Ga. O. App. 1997). W

consi der each of these possibilities in turn.

Respondent argues that the 1996 Agreenent’s |ack of any
express intent to nodify the 1981 Agreenent requires an inference
t hat decedent intended to extinguish the 1981 Agreenent by
entering into the 1996 Agreenent. W disagree. First, we are
unaware of any rule requiring that a nodification to a contract

explicitly indicate it is intended as such. Second, that sone
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essential ternms of the 1981 Agreenment were supplanted, while
others were ignored, supports the inference that only those terns
addressed were neant to be changed. Third, the 1981 Agreenent
expressly stated that it superseded earlier agreenents. As it is
apparent fromthe title, structure, and | anguage of the two
agreenents that decedent drew upon the 1981 Agreenent in drafting
the 1996 Agreenment, the absence of such an express revocation in
the latter agreenent suggests that decedent did not intend to
supplant the 1981 Agreenent in its entirety. Finally, decedent
was not an attorney and did not consult one when he drafted the
1996 Agreenent. In these circunstances, we are persuaded that a
l ayman in decedent’s circunstances would nore |ikely assune that
entering into an agreenent inconsistent with one section of an
earlier agreenent would result in a nodification, and not a
term nation, of the earlier agreenent.

Respondent further argues that because the 1996 Agreenent
“eclipsed the terns” of the 1981 Agreenent, it necessarily
extingui shed the 1981 Agreenent, regardl ess of decedent’s intent.
We di sagree. Under Ceorgia law, a prior agreenent will be
extingui shed where a |l ater inconsistent agreenent conpletely
covers the subject matter of the prior agreenent. 1d. The 1996
Agreenent did not cover several matters covered in the 1981

Agreenent, nost notably the restrictions on the lifetinme transfer
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of BCC shares. Accordingly, we find that the 1996 Agreenent did
not conpletely cover the subject matter of the 1981 Agreenment, so
as to extinguish it.

For the foregoing reasons, we conclude that under Georgia
law, the 1996 Agreenent did not effect a novation of the 1981
Agreenent, but rather a nodification thereof. Thus, the two
agreenents nust be read together and constitute the Moddified 1981
Agr eenent .

B. Bi ndi ng-Duri ng-Li fe Requirenent

Before turning to the questions of whether section 2703
applies to the Mddified 1981 Agreenent and whet her the agreenent
is disregarded thereunder, we first consider whether the Mdified
1981 Agreenent satisfies the requirenments of pre-section-2703 | aw
that a buy-sell agreenent, to be respected for purposes of
Federal estate tax val ue, nust be binding not just at death, but
al so during the decedent’s lifetime. See, e.g., Estate of

Matt hews v. Comm ssioner, 3 T.C. 525 (1944); Hoffman v.

Comm ssioner, 2 T.C 1160, 1179 (1943), affd. sub nom @G annini

7 1f the 1996 Agreenent were construed to be a novation of
the 1981 Agreenment, the 1996 Agreenent would not neet the
bi ndi ng-during-life requirenent of sec. 20.2031-2(h), Estate Tax
Regs., because the 1996 Agreenent contai ned no provisions
restricting lifetime transfers of BCC stock. Accordingly, it
woul d be disregarded in determ ning the val ue of decedent’s BCC
stock for Federal estate tax purposes.
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v. Comm ssioner, 148 F.2d 285 (9th Cr. 1945); sec. 20.2031-2(h),

Estate Tax Regs.

The 1981 Agreenent provided that no “Sharehol der” could
transfer his BCC shares without the witten consent of the other
“Shar ehol ders.”1® Because the 1996 Agreenent was not a novation
but nmerely a nodification of the 1981 Agreenent, the latter’s
provi sion requiring “Sharehol ders” to consent to any lifetinme
transfer of BCC shares survived. The estate argues that the
Modi fi ed 1981 Agreenent was binding during decedent’s life
because any lifetine transfer of decedent’s BCC shares required
t he consent of other sharehol ders; nanely, the ESOP. Respondent
argues that the requirenent of sharehol der consent was not
sufficient to satisfy the binding-during-life requirenment, and,

in any event, the ESOP s consent was not a neaningful restriction

18 The 1981 Agreenent al so set forth an endorsenent that was
required to be placed on BCC s stock certificates. The
endor senment cross-referenced the 1981 Agreenent’s requirenent of
shar ehol der consent to transfers of stock, and, in addition,
provi ded that shares nust first be offered for sale to BCC and
ot her sharehol ders before being offered or sold to third parties.
There is no evidence in the record that this endorsenent was
actually placed on any BCC stock certificate; the only
certificates in the record do not contain it, and the parties
have not addressed it. |In any event, since the mandated
endor senment cross-referenced the requirenent of sharehol der
consent to transfers, we conclude that the endorsenent’s
additional reference to a right of first refusal in no way
derogates the requirenent of sharehol der consent.
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on decedent’s ability to transfer shares during his lifetine
because decedent could have caused the ESCP to consent.

We note that the term“Shareholders” is initially defined in
the 1981 Agreenment as decedent and M. Jennings, and thus would
exclude the ESOP. [If the term “Sharehol ders” were construed to
excl ude the ESOP, then decedent would not have been required to
obtain the ESOP' s consent before making a lifetinme transfer of
his BCC shares, and the Modified 1981 Agreenent would fail to
satisfy the binding-during-life requirenent. However, the term
“Shar ehol ders” was used later in section 3(a) of the 1981
Agreenent to denote persons other than decedent or M. Jennings,
who received shares directly fromBCC or as transferees from
ot her sharehol ders, thus creating an anbiguity. In construing
the 1981 Agreenment, we nust consider the agreenent as a whol e.

See Ga. Code Ann. sec. 13-2-2(4) (2001); Sachs v. Jones, 63

S.E. 2d 685 (Ga. C. App. 1951). The agreenent’s preanble
contenpl at ed addi ti onal sharehol ders and provi ded that one of the
pur poses of the agreenent was to ensure that such sharehol ders
“benefit from and be bound by” the agreenment. Construing the
1981 Agreenent to allow lifetinme transfers wthout the consent of
subsequent sharehol ders would thwart the agreenent’s express

pur pose of bestowing its benefits on all sharehol ders equally.

Consequently, we are persuaded that the term “Sharehol ders” was
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i ntended to enconpass subsequent sharehol ders and concl ude t hat
the 1981 Agreenent required the consent of subsequent
sharehol ders (i.e., the ESOP) to any lifetine transfer of
shares. °

VWiile we agree with the estate that a requirenent of
sharehol der consent to lifetime transfers may be a sufficient
restriction to render a buy-sell agreenent binding during life,?

see Estate of Wil v. Commi ssioner, 22 T.C. at 1275, we

neverthel ess do not agree that the Modified 1981 Agreenent was
bi ndi ng during decedent’s lifetinme because decedent had the
unilateral ability to anmend it.

Where a decedent had the unilateral ability to change a buy-
sell agreenent while alive, the agreenent will not be considered
bi nding during his lifetinme and, therefore, cannot control val ue

for Federal estate tax purposes. Bomer Revocable Trust v.

Conmi ssioner, T.C. Menp. 1997-380; see also Estate of True v.

Comm ssioner, T.C Meno. 2001-167. In Bommer, the buy-sel

19 W note that this interpretation is consistent with
respondent’s assunption inplicit in his alternate argunent that
t he consent requirenent was not neani ngful because decedent coul d
require the ESOP to give consent.

20 Respondent’s argunent regardi ng decedent’s ability to
cause the ESOP to consent may overl ook possible fiduciary
obligations of the ESOP s trustees. Regardless, we need not
consider it further in light of our conclusion, on other grounds,
infra, that the Mddified 1981 Agreenent was not binding during
decedent’ s lifetine.
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agreenent contained a valid restriction on lifetinme transfers.?!
However, it also expressly gave any sharehol der owni ng 75 percent
of the shares the right to anend the agreenment. The decedent
owned over 75 percent when the agreenent was drafted and at al
tinmes thereafter.? Because the decedent had the unilatera
ability to anmend the agreenent, we concluded that the agreenent
was not binding during his lifetine and disregarded it for
pur poses of determ ning the stock’s value for Federal estate tax
purposes. W expressly rejected a claimthat the decedent’s
ability to nodify the agreenent was |imted by a fiduciary duty
he owed as a majority shareholder to the mnority sharehol ders.

In Estate of True, the decedent was a party to a buy-sel

agreenent, along with other shareholders and the corporation in
whi ch they held stock. The decedent had a controlling interest
in the corporation. The Comm ssioner argued that the agreenent
was not binding during the decedent’s lifetine because he had the

unilateral ability to amend the agreenent by virtue of his

21 The agreenent required any sharehol der w shing to sel
his shares to offer those shares first to the corporation at the
sane price payabl e upon his death

22 The agreenent was | ater anmended to increase the
percent age of outstandi ng shares required to confer unil ateral
amendnent rights to an anount just exceeding the anmount directly
owned by the decedent. However, additional shares deened owned
by the decedent through attribution caused himto satisfy the
anended hi gher percentage requirenent. Bommer Revocable Trust v.
Commi ssioner, T.C Menp. 1997-380.
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control of the corporation. W rejected that argunent because
there were other sharehol ders whose consent was required to anend
the agreenent. Thus, control of the corporation did not, under
those facts, give the decedent the unilateral ability to amend
t he agreenent.

In the instant case, the 1981 Agreenent provided that it
could be nodified only by the witten consent of the “parties
thereto”. The agreenent contained no nmechani smfor addi ng
parties. Thus, after M. Jennings died and his shares were
redeened, decedent and BCC were the only remaining parties.?
Mor eover, decedent owned shares constituting a controlling 83. 2-

percent interest in BCC. Consequently, after M. Jennings’s

23 Because persons who becane BCC sharehol ders after the
1981 Agreenent was executed were fully subject to the
restrictions on the transfer of BCC s shares established in that
agreenent, an argunent could be made that such subsequent
sharehol ders--in particular, the ESOP--were “parties” to the 1981
Agreenment. In contending that the 1996 Agreenment validly
nmodi fied the 1981 Agreenent and set the purchase price of
decedent’s BCC shares at $4 nmillion, the estate has necessarily
taken the position (and respondent does not dispute) that the
ESOP was not a “party” to the 1981 Agreenent and that its consent
was not required to nmake nodifications thereto.

|f, alternatively, “party” for purposes of the nodification
provi sion of the 1981 Agreenent were interpreted to include
subsequent sharehol ders |ike the ESOP, then the 1996 Agreenent on
which the estate relies in this case as establishing the val ue of
decedent’ s BCC shares would be an invalid nodification (because
it would lack the consent of all “parties”). As a consequence,
the 1981 Agreenent in its unnodified formwould presunmably
survive. However, the estate has not argued in the alternative
that the (unnodified) 1981 Agreenent established the val ue of
decedent’ s shares, and we deemthat argunent waived.
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deat h, decedent, by virtue of his control of BCC, could (and did)
unilaterally nodify the 1981 Agreenent.

Decedent did not obtain the consent of the remaining BCC
sharehol der, i.e., the ESOP, in connection with the nodification
of the 1981 Agreenent, denonstrating that decedent, BCC, and the
estate in its argunments herein took the position that the consent
of only decedent and BCC was required. Because no ot her
sharehol der had to consent to a nodification of the 1981
Agreenment (original or nodified), unlike the circunstances in

Estate of True v. Conm ssioner, supra, control over the

corporation here gave decedent the unilateral ability to nodify

the 1981 Agreement. Thus, consistent with Bonmer Revocabl e Trust

v. Conm ssioner, supra, the restrictions in the Mdified 1981

Agreenment were not binding on decedent during his life.
Accordingly, the Mddified 1981 Agreenent is disregarded for
pur poses of determ ning the value of the BCC shares held by
decedent at death.

C. Section 2703

Even if the Modified 1981 Agreenent satisfied the binding-
during-life requirenent, the agreenent woul d nonet hel ess be

di sregarded under section 2703.
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1. Applicability of Section 2703

Section 2703 applies to agreenents entered into or
substantially nodified” after Cctober 8, 1990. OBRA sec.
11602(e); sec. 25.2703-2, Gft Tax Regs. A “substantia
nmodi fication” for this purpose is further defined in section
25.2703-1(c) (1), Gft Tax Regs., which provides that

Any discretionary nodification of a right or

restriction, whether or not authorized by the terns of

the agreenent, that results in other than a de minims

change to the quality, value, or timng of the rights

of any party wth respect to property that is subject

to the right or restriction is a substanti al

nmodi fication. * * *

The 1981 Agreenment required BCC to purchase, and a deceased
sharehol der’s estate to sell, the deceased sharehol der’s BCC
shares at a price initially set at the book val ue of the shares
bei ng redeened. This price automatically adjusted each year to
reflect increases in book value. The 1981 Agreenment allowed the
shar ehol ders by agreenent to set a different price annually on
August 1. Thus, any sharehol der coul d preserve the book val ue
redenption price by refusing to agree to reset the price.
Assuming the parties did agree to change the purchase price on
August 1, absent further adjustnent by agreenent of the
shar ehol ders, the new price would automatically adjust annually

on the basis of increases in BCC s book value. BCC had the right

to pay for the redeened stock in installnents.
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Because BCC s sharehol ders had not exercised their right to
reset the purchase price, when decedent nodified the 1981
Agreenent in Novenber 1996, the price dictated under that
agreenent was set by reference to book value. Thus, had decedent
died during the fiscal year in which he nodified the 1981
Agreenment, he woul d have received approximately $7.6 mllion for
hi s BCC shares under the 1981 Agreenent in unnodified form

The 1996 Agreenment nodified the “Purchase Upon Death”
section of the 1981 Agreenent by (1) elimnating book val ue as
the redenption price for decedent’s shares and replacing it
instead with a fixed price of $4 mllion, (2) renoving the
aut omati c nechani smfor adjusting the price annually on the basis
of book value, (3) elimnating the shareholders’ right to set the
price annually on August 1, and (4) precluding the right of BCC
to pay in installnents.

The estate raises several argunents as to why these changes
are not substantial nodifications. Focusing first on the change
in price, the estate argues that the setting of a new price in
the 1996 Agreenent was not a change in sharehol der rights because
the 1981 Agreenment gave the shareholders the ability to change
the price, and thus the price change was “in conpliance with the
agreenent.” W disagree. As set forth in the regulations, the

validity of which has not been chall enged, even if a change is
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aut horized by the agreenent at issue, if it results in a non-de
mnims change in the value, quality, or timng of the right at
issue, it wll be deened a substantial nodification. Sec.
25.2703-1(c)(1), Gft Tax Regs. Assum ng, arguendo, that a price
change made on a date other than August 1, and w thout the
consent of all sharehol ders, was in conpliance with the 1981
Agreenent, decedent’s change in the price is a substanti al

nodi fication under the regulations if it produced nore than a de
mnims change in value. Before the nodification, decedent had
the right to have his shares redeened on the basis of BCC s book
value fromthe nost recent fiscal yearend, which in Novenber 1996
woul d have yielded a purchase price for his shares of $7.6
mllion (based on the January 31, 1996, fiscal yearend book val ue
of $9, 135,506). After the nodification, he had the right to have
his shares redeened at $4 mllion. Conversely, BCC s redenption
obligation changed from$7.6 to $4 mllion. W conclude that
this is a non-de mnims change in the val ue of decedent’s and
BCC s rights with respect to decedent’s BCC shares.

The estate further argues that the quality of the right was
not changed by virtue of decedent’s designation of a $4 nillion
purchase price because it falls under an exception listed in
section 25.2703-1(c)(2), Gft Tax Regs. Section 25.2703-

1(c)(2)(iv), Gft Tax Regs., provides that “A nodification that
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results in an option price that nore closely approximates fair
mar ket value” is de mnims. The estate asserts that the book
val ue price under the 1981 Agreenment for decedent’s shares at the
time of the 1996 nodification was $4.2 million. It further
asserts that the fair market val ue of decedent’s shares at the
time of the nodification was $3, 736, 242, as denonstrated by the
1996 BVS appraisal. The estate clainms that the change in price
of decedent’s shares from$4.2 to $4 mllion thus qualifies as de
m nims under section 25.2703-1(c)(2)(iv), Gft Tax Regs.
because it results in a price that nore closely reflected the
fair market val ue of decedent’s BCC shares.

Assum ng, arguendo, that the purchase price in the 1981
Agreenent is an “option price”, this argunment fails because the
estate’s cal culation of BCC s book value and fair market val ue at
the time of the nodification is flawed. In calculating the book
val ue price for decedent’s BCC shares under the 1981 Agreenent,
the estate’s argunent assunes that BCC had 92, 718 shares
outstanding. At the tine decedent nodified the 1981 Agreenent,
however, BCC had redeened M. Jennings’'s shares, and there were
only 51,772 shares outstanding. D viding BCC s book val ue as of

January 31, 1996 ($9, 135,506), 2 by the actual nunber of shares

24 \While the Jan. 31, 1996, book val ue would not refl ect
BCC s transfer of $1,990,791 in cash and a $1 mllion note to M.
(continued. . .)
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out st andi ng produces a per-share val ue of $176.46, which yields a
book val ue for decedent’s 43,080 shares of approximtely $7.6
mllion, not the $4.2 mllion contended by the estate.?
Simlarly, when the estate contends that the 1996 BVS
apprai sal suggested that the fair market val ue of decedent’s BCC
shares was $3, 736,242, its calculation is |ikew se based on the
erroneous assunption that BCC had 92, 718 shares outstandi ng as of
Novenmber 1996. Thus, the estate’s argunent overl ooks the
redenption of M. Jennings’'s shares and incorrectly assunes a
per-share fair market value of $86.73. Taking the redenption of
M. Jennings’s shares into account yields a per-share fair market
val ue of $155.32, the sane figure BCC s controller, M. Truono,
used in his Novenber 1996 analysis of BCC s financial condition

(i.e., Pro Forma 15). Using this corrected figure to calculate

24(...continued)
Jennings’s estate for the redenption of his shares in Septenber
1996, BCC had received approximately $3 mllion in life insurance
proceeds upon M. Jennings’'s death, which essentially offset the
foregoi ng transfers for purposes of book val ue.

2 Even if the 1981 Agreenent were interpreted to require
the calculation of BCC s per-share book value as of Jan. 31,
1996, using the nunber of shares outstanding at that date, i.e.,
92,718, resulting in a purchase price of approxinmately $4.2
mllion (as the estate contends), the 1996 nodification would
still have produced a non-de mnims change in the val ue of
decedent’ s rights because the per-share price for decedent’s
shares under the 1981 Agreenent woul d have automatical |y adjusted
at the close of the fiscal year ended Jan. 31, 1997, to reflect
the reduction in outstanding shares to 51,772 after the
redenption of M. Jennings’s shares.
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the value of decedent’s 43,080 BCC shares suggests that those
shares were worth approximately $6.7 mllion in Novenber 1996.
Thus, the 1996 Agreenent’s change in the price for decedent’s BCC
shares did not result in a change in price that nore closely
approxi mated fair market val ue.

In addition to the changes in the value and quality of the
rights wought by the change in price, the 1996 nodification
wor ked ot her substantial changes to the 1981 Agreenent. Under
the 1981 Agreenent, the redenption price was based on book val ue.
Mor eover, the ESOP had the right to insist on book value as the
basis for any redenption by refusing to agree to reset the price.
It further was entitled to have the price automatically adjusted
to reflect changes in book value. Decedent elimnated the ESOP s
rights in this regard when he nodified the 1981 Agreenent. He
al so extinguished BCC s right to pay the redenption price in
install ments, as provided in the 1981 Agreenent.

We find that the foregoing changes are nore than de mnims
and that they substantially altered decedent’s, BCC's, and the
ESOP's rights with respect to the stock covered by the agreenent,
i ncluding the value, quality, and timng of those rights.
Accordingly, we conclude that the 1996 Agreenent substantially
nodi fied the 1981 Agreenent. Insofar as this substantial

nodi fi cati on occurred after Cctober 8, 1990, the Mdified 1981
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Agreenent is subject to section 2703. See OBRA sec. 11602(e);
sec. 25.2703-2, Gft Tax Regs.

2. Section 2703(b)(3)

Section 2703(a) provides that in general any agreenent or
right to acquire property at a price less than its fair market
value wll be disregarded in valuing the property for Federal
estate tax purposes. Section 2703(b) creates an exception to the
operation of section 2703(a), as follows:

SEC. 2703. CERTAIN RI GHTS AND RESTRI CTI ONS DI SREGARDED.

(b) Exceptions.--Subsection (a) shall not apply to any
option, agreenent, right, or restriction which neets each of
the foll owm ng requirenents:

(1) It is a bona fide business arrangenent.

(2) It is not a device to transfer such property
to menbers of the decedent’s famly for |less than ful
and adequate consideration in noney or noney’s worth.

(3) Its ternms are conparable to simlar
arrangenments entered into by persons in an arns’ |length
transacti on.

The estate contends that, in the event section 2703(a)
applies to the Mddified 1981 Agreenent, all three requirenents of
section 2703(b) have been net. Respondent disagrees. For the
reasons set forth below, we agree with respondent.

Wth respect to the requirenent of section 2703(b)(2), the

beneficiaries of a bel ownmarket redenption of decedent’s BCC

shares were the remai ni ng BCC shar ehol ders, nanely the ESOP
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partici pants, who were BCC s enpl oyees and not nenbers of
decedent’s famly. W are persuaded that the ESOP partici pants,
who had no personal relationship with decedent outside of work,
were not the natural objects of decedent’s bounty. Thus, the
Modi fied 1981 Agreenent is not a device to pass decedent’s BCC
shares to either his famly or the natural objects of his bounty
for |l ess than adequate consideration, and the estate has
satisfied section 2703(b)(2). 2%

We need not deci de whet her decedent’s designation of a
bel ow mar ket redenption price for his shares in the Mdified 1981
Agreenent, which was based on his understandi ng of BCC s
avai |l abl e cash after accounting for operational cash needs and
the obligation to repurchase the shares of the ESOP partici pants,
constitutes a bona fide business arrangenent under section

2703(b) (1), because we conclude that the estate has not shown

26 Sec. 2703(b)(2) uses the term“famly”, while sec.
25.2703-1(b)(1)(i1), Gft Tax Regs., uses the term “natura
objects of the transferor’s bounty” when referring to transferees
of property for |ess than adequate consideration. Sec. 20.2031-
2(h), Estate Tax Regs., also uses the term “natural objects
of * * * [the transferor’s] bounty”. Legislation anendi ng sec.
2703(b)(2) to conformthe statute’s | anguage to the regul ations
has twi ce been passed in the House of Representatives, but never
enacted. See 137 Cong. Rec. 35312, 35323 (1991); 138 Cong. Rec.
17691, 17729 (1992); H Rept. 102-631, at 326 (1992). Because we
find that the ESOP participants were neither decedent’s famly
nor the natural objects of his bounty, we do not reach the
question of whether these terns should be treated as synonynous
for purposes of sec. 2703.
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that the terns of the Moddified 1981 Agreenent are conparable to
simlar agreenents entered into by persons at arms |ength, as
requi red by section 2703(b)(3).

Section 2703(b)(3) provides that the terns of a buy-sel
agreenent nust be “conparable to simlar arrangenents entered
into by persons in an arns’ length transaction.” Section
2703(b) (3) appears to contenplate a taxpayer’s production of
evi dence of agreenents actually negotiated by persons at arm s
| ength under simlar circunstances and in simlar businesses that
are conparable to the terns of the chall enged agreenent.

The | egislative history supports this interpretation. The
commttee report fromthe Senate, where section 2703 ori gi nated,
st at es:

In addition, the bill adds a third requirenent,
not found in present law, that the terns of the option,
agreenent, right or restrictions be conparable to
simlar arrangenents entered into by persons in an
arms length transaction. This requires that the
t axpayer show that the agreenent was one that could
have been obtained in an armis | ength bargain. Such
determ nation would entail consideration of such
factors as the expected termof the agreenent, the
present value of the property, its expected val ue at
the tinme of exercise, and the consideration offered for
the option. It is not net sinply by show ng isolated
conpar abl es but requires a denonstration of the general
practice of unrelated parties. Expert testinony would
be evidence of such practice. In unusual cases where
conparables are difficult to find because the taxpayer
owns a uni que business, the taxpayer can use
conparables fromsim|lar businesses. [136 Cong. Rec.
S15683 (daily ed. Cct. 18, 1990).]
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Thus, Congress contenpl ated that business “conparabl es” that
established “the general practice of unrelated parties” would
constitute the evidence satisfying section 2703(b)(3), and that
“expert testinony” could be used for this purpose.

The regul ati ons under section 2703 al so contenplate the
i ntroduction of evidence of actual conparable transactions.
Section 25.2703-1(b)(4), G ft Tax Regs., provides in rel evant

part:

(4) Simlar arrangenent. (i) In general. A right
or restriction is treated as conparable to simlar
arrangenments entered into by persons in an arnis length
transaction if the right or restriction is one that
coul d have been obtained in a fair bargain anong
unrel ated parties in the sane business dealing with
each other at arms length. A right or restrictionis
considered a fair bargain anong unrelated parties in
the sane business if it conforns with the general
practice of unrelated parties under negoti ated
agreenents in the sane business. * * *

(11) Evidence of general business practice.
Evi dence of general business practice is not net by
show ng isol ated conparables. * * * |t is not
necessary that the terns of a right or restriction
parallel the terns of any particular agreenent. |If
conparables are difficult to find because the business
IS uni que, conparables fromsimlar businesses may be
used.

In light of the statutory | anguage, the |l egislative history,
and the regul ati ons, we conclude that section 2703(b)(3) requires
a taxpayer to denonstrate that the terns of an agreenent
providing for the acquisition or sale of property for |less than

fair market value are simlar to those found in simlar
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agreenents entered into by unrelated parties at armis length in
simlar businesses. In the instant case, the estate nust
denonstrate that the terns of the Moddified 1981 Agreenent are
simlar to terns in agreenents entered into by unrel ated parties
in businesses simlar to that of BCC.

The only evidence proffered by the estate on this point was
the expert report and testinmony of M. Gizzle. M. Gizzle
opined that the terns of the Mddified 1981 Agreenent were
conparable to simlar arrangenents entered into at arnmnis |length
within the nmeani ng of section 2703(b)(3) because the price
provided in the agreenent for decedent’s BCC shares was fair
mar ket val ue.?” H's conclusion regarding BCC s fair market val ue
was based upon an income approach in which he postul ated that
BCC s value was equal to a nultiple of four tinmes earnings. He
clainmed that such a nmultiple was comonly used to val ue
construction conpani es by those know edgeabl e about the industry.
He further clainmed that such a nultiple was inplicit in the sale
prices for three purportedly conparabl e conpani es he exam ned.
He did not present evidence of other buy-sell agreenents or

simlar arrangenents, where a partner or sharehol der is bought

2 M. Gizzle opined that $4 mllion was a fair nmarket
val ue price for the shares as of either the date of execution of
the 1996 Agreement (Nov. 11, 1996) or the date of decedent’s
death (Sept. 21, 1997).
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out by his coventurers, actually entered into by persons at arms
length. Nor did he attenpt to establish that the nmethod decedent
used to arrive at his $4 mllion price was simlar to the nethod
enpl oyed by unrel ated parties acting at arm s | ength.

If M. Gizzle were correct regarding the fair market val ue
of decedent’s BCC shares, section 2703(a) would not be triggered,
insofar as it applies only to those agreenents that set a price
bel ow fair market value, and no evidence of simlar arrangenents
woul d be required. For the reasons discussed bel ow, however, M.
Gizzle has failed to persuade us that the purchase price for
decedent’ s BCC shares set forth in the Mdified 1981 Agreenent
was a fair market price, either when selected or at decedent’s
death. Rather, we are persuaded that the price set forth in the
Modi fied 1981 Agreenent is far below fair market value. Because
M. Gizzle has failed to provide any evidence of simlar
arrangenents actually entered into by parties at arms |length, as
requi red by section 2703(b)(3), and his opinion is based solely
on his belief that the purchase price for decedent’s BCC shares
was set at fair market value, M. Gizzle' s conclusion that the
terms of the Modified 1981 Agreenent are conparable to simlar
agreenents entered into by parties at arnis length is

unsupport abl e.
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In determning BCC s value, M. Gizzle relied solely on an
i ncone- based approach. M. Fodor, the estate’s other expert,
asserted that 25 percent of BCC s val ue shoul d be determ ned
usi ng an asset-based approach. M. Hi tchner, respondent’s
expert, asserted that BCC s val ue should be cal cul ated by giving
significant weight to an asset-based approach. W are persuaded
by their testinony that sone wei ght should be given to an asset
approach. BCC was an asset-rich conpany, with significantly nore
cash than sim | ar conpanies. Decedent’s shares represented a
controlling interest in the conpany, thus allow ng a purchaser to
control the retention or disposition of those assets. Thus, M.
Gizzle' s reliance on an incone-based approach al one, w thout
regard to the conpany’s assets, raises doubt about his valuation
j udgnent s.

Even if we assune that an incone-based approach al one were
appropriate here, M. Gizzle excluded nonoperating assets from
his valuation, on the theory that, in actual transactions,
sellers do not sell nonoperating assets along with the operating
assets. Thus, he envisioned decedent selling BCC s operating
assets only, while retaining its nonoperating assets. The
purchase price set forth in the Mddified 1981 Agreenent, however
was for decedent’s interest in BCC s operating and nonoperating

assets. As discussed infrain Part I1.C 3., BCC had
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approximately $1.9 million of nonoperating assets (ignoring
i nsurance proceeds the conpany was due to receive on decedent’s
death). Had M. Gizzle valued all of BCC s assets, and not just
t he operating assets, he would have val ued BCC at over $6
mllion, as opposed to the $4.5 million val ue he cal cul ated using
a multiple of four tines adjusted cashflow Wth this adjustnent
alone, M. Gizzle s estimation of the fair market val ue of
decedent’s shares would rise fromapproximately $3.8 mllion to
over $5 mllion, thus underm ning any claimthat the $4 million
purchase price in the Mdified 1981 Agreenent was a fair market
val ue price. %

In Iight of these concerns, we assign no weight to M.

Gizzle s testinmony that the $4 million purchase price set forth

2 | n addition, we are unpersuaded regarding M. Gizzle's
estimation of BCC s fair market val ue because his purportedly
conpar abl e conpanies differed significantly from BCC. For
i nstance, the cellular tower construction conpany he used as a
conparable was 2 years old wwth mnimal cash and assets. It was
in a new industry that was rapidly evolving. Moreover, it
depended on three custoners for 86 percent of its contract
revenues, with one custonmer accounting for 48 percent of those
revenues. This is a far cry from BCC, which had been in business
for nore than 50 years, operated in a stable industry, obtained
busi ness from nunerous sources, and had significant cash and

assets. In two cases, M. Gizzle relied on financial data
generated after the conpanies were sold to determ ne the cashfl ow
multiple inplicit in the sale prices. |In each case, the use of

this data served to decrease the nmultiple he determ ned. Thus,
we are not persuaded by M. Gizzle' s conclusion that BCC should
be val ued using the sane nultiple of cashflow reflected in the
sal es of these conpanies or that the nultiples he derived are
accur at e.



- 54 -
in the Modified 1981 Agreenment was a fair market price val ue.
Accordingly, his conclusion that the Mdified 1981 Agreenent
established a price conparable to those of simlar arrangenents
entered into at arms length by people in simlar businesses is
f | aned.

While we do not doubt that a corporation’s redenption of a
sharehol der’s stock that is subject to a restrictive agreenent,
as here, mght well occur at an arnmis-length price less than fair
mar ket value, the failure of M. Gizzle' s proof |eaves us only
to speculate as to what such a bel owfair-market-val ue, yet
arm s-length, price mght be. Decedent set a price in the 1996
Agreenent that he believed was the nost BCC could pay w t hout
impairing its liquidity. But this $4 nmillion price was reached
bet ween decedent and his controlled corporation, with the
remai ni ng shar ehol der excluded. The best evidence we have on
this record of an armis-length arrangenment involving the BCC
stock is the unnodified 1981 Agreenent, which was negoti at ed
bet ween decedent and his brother-in-law when both were 50-percent
shar ehol ders and neither knew who woul d survive the other. The
redenption price set in that agreenent was (i) book value or (ii)
what ever price these two shareholders, in relatively equa
bar gai ni ng positions, could annually agree upon. G ven the

disparity in the prices dictated in the 1981 Agreenent versus the
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1996 Agreenent, we have no confidence that the 1996 Agreenent was
conparable to an arm s-1| ength bargain.

I nsofar as the estate has failed to persuade us that the
Modi fied 1981 Agreenment has met the requirenments of section
2703(b)(3), the Modified 1981 Agreenent nust al so be di sregarded
under section 2703(a) when determ ning the value of decedent’s
BCC shares for Federal estate tax purposes.

1. Valuation of Decedent’'s BCC Shar es

Havi ng determ ned that the Mdified 1981 Agreenent cannot
control the value of decedent’s BCC stock for Federal estate tax
purposes, we turn next to the task of determning its fair market
val ue as of the valuation date. |In the notice of deficiency,
respondent determ ned that decedent’s 43,080 BCC shares had a
fair market value of $7,921,975. The burden of proof rests with
the estate to denonstrate that respondent’s determnation is
erroneous.*® See Rule 142(a).

A. Fair Market Val ue

Val uation is a question of fact, and the trier of fact nust
wei gh all relevant evidence to draw the appropriate inferences.

Conmi ssioner v. Scottish Am Inv. Co., 323 U. S. 119, 123-125

(1944); Helvering v. Natl. Gocery Co., 304 U S. 282,

2% The estate has not raised sec. 7491, which would shift
t he burden of proof under certain circunstances. Accordingly, we
deem t hat issue wai ved.



- 56 -
294-295 (1938); Anderson v. Conmm ssioner, 250 F.2d 242, 249 (5th

Cr. 1957), affg. in part and remanding in part on other grounds

T.C. Meno. 1956-178; Estate of Newhouse v. Conmi ssioner, 94 T.C

193, 217 (1990); Skripak v. Conmm ssioner, 84 T.C. 285, 320

(1985).

Fair market value is defined for Federal estate tax purposes
as the price at which property woul d change hands between a
willing buyer and a willing seller, neither being under any
conmpul sion to buy or to sell and both having reasonabl e know edge

of all the rel evant facts. United States v. Cartwight, 411 U S.

546, 551 (1973); sec. 20.2031-1(b), Estate Tax Regs.; see also

Snyder v. Comm ssioner, 93 T.C 529, 539 (1989); Estate of Hal

v. Comm ssioner, 92 T.C 312, 335 (1989).

B. Expert Testi nony

Both parties submtted expert reports and testinony in
support of their asserted fair market values for decedent’s BCC
stock on the valuation date.®* Wen considering expert testinony

regardi ng val uation, we weigh the testinony in light of the

30 The estate proffered M. Gizzle as an expert both wth
respect to the issue of conpliance with sec. 2703(b)(3) and with
respect to the fair market value of decedent’s shares. For the
reasons outlined supra in Pt.1.C 2., we conclude that M.
Gizzle' s expert opinion concerning the value of decedent’s
shares is unreliable and assign it no weight. Qur discussion
herei nafter considers only the fair market val ue opinions of
Messrs. Fodor and Hitchner.
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expert’s qualifications and with due regard to all other credible

evidence in the record. See Neonatol ogy Associates, P.A. V.

Commi ssioner, 115 T.C. 43, 85 (2000), affd. 299 F.3d 221 (3d Gr.

2002). An expert’s testinony is no nore persuasive than the
convincing nature of the reasons offered in support of his

testinony. Potts, Davis & Co. v. Comm ssioner, 431 F.2d 1222,

1226 (9th Gr. 1970), affg. T.C. Meno. 1968-257. W may enbrace
or reject an expert’s opinion in its entirety, or be selective in

choosing portions of the opinion to adopt. See Helvering v.

Natl. Grocery Co., supra at 294-295: Silverman v. Conmni Ssi oner,

538 F.2d 927, 933 (2d Gir. 1976), affg. T.C. Meno. 1974-285: |T&S

of lowa, Inc. v. Comm ssioner, 97 T.C 496, 508 (1991); Parker v.

Commi ssioner, 86 T.C. 547, 562 (1986); see also Pabst Brew ng Co.

v. Comm ssioner, T.C Meno. 1996-506. W nay reject an expert’s

opinion to the extent that it is contrary to the judgment we form
on the basis of our understanding of the record as a whole. See

Oth v. Comm ssioner, 813 F.2d 837, 842 (7th Cr. 1987), affgqg.

Lio v. Conm ssioner, 85 T.C. 56 (1985); Silverman v.

Conmi ssioner, supra; Estate of Kreis v. Conmi ssioner, 227 F.2d

753, 755 (6th Gir. 1955), affg. T.C. Menmp. 1954-139; |T&S of

lowa, Inc. v. Conm ssioner, supra; Chiu v. Conm ssioner, 84 T.C

722, 734 (1985); see also Gallick v. Baltinore & OR Co., 372

U S 108, 115 (1963); Inre TM Litig., 193 F.3d 613, 665-666 (3d
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Cir. 1999). Finally, because valuation necessarily involves an
approxi mation, the figure at which we arrive need not be directly
attributable to specific testinony if it is wthin the range of
val ues that properly may be derived fromconsideration of all the

evi dence. Estate of True v. Conmi ssioner, T.C. Mnob. 2001-167

(citing Silverman v. Comm ssioner, supra at 933).

C. BCC s Val ue Excl usive of | nsurance Proceeds

1. Experts’ Concl uded Val ue Excl usive of |nsurance Proceeds

Putting aside their treatnment of the insurance proceeds on
decedent’s life, Messrs. Fodor and Hitchner determ ned BCC s
value to be $6 nmllion and $7 mllion, respectively. Both used a
bl end of incone- and asset-based approaches. For their income-
based approach, both experts used a capitalization of earnings
nmodel , in which they estimated BCC s net free cashfl ow capacity
for the year follow ng the valuation date, capitalized that
figure to derive capitalized earnings, and then made various, but
different, additions to and subtractions fromcapitalized
earnings. They relied primarily on BCC s net asset value for
t heir asset-based val uati ons.

M. Fodor determ ned that BCC had an income-based val ue of
$5, 803, 163 and an asset-based val ue of $7,928,805. He weighted
t he i ncone-based approach at 75 percent and the asset-based

approach at 25 percent to arrive at his $6 mllion figure.
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M. Hitchner estimated the incone-based val ue for BCC as
rangi ng from $4, 803,513 to $6, 403,513, wi thout indicating where
in the range he believed the incone-based value fell. He also
provi ded a range of values under two different asset-based
approaches: The adjusted book val ue and nodified adjusted book
val ue approaches. The val ues provided for the adjusted book
val ue approach were $8, 891, 024 and $8, 478, 254 for the fiscal
years ended 1997 and 1998, respectively. The val ues provided for
the nodifi ed adjusted book val ue approach were $7, 596, 838 and
$7,052,766 for the fiscal years ended 1997 and 1998,
respectively. As with the incone-based approach, M. Hitchner
did not indicate where in the ranges he believed the asset-based
value fell. To derive his final value for BCC, M. Hitchner
i ndi cated that he gave the nost weight to the nodified adjusted
book val ue approach, and equal but |esser weight to the incone
and t he adjusted book val ue approaches. He did not disclose the
preci se weighting for each approach. M. Hitchner’s *“concl uded”
value for BCC was $7 mllion.

Upon a careful review of the entire record, we are persuaded
that, exclusive of their respective treatnents of the proceeds
fromdecedent’s life insurance, each expert’s analysis contains a
m scal cul ati on of sufficient magnitude that it requires

adjustnent in reaching a final value. Wth respect to M. Fodor,
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as nore fully discussed bel ow we concl ude that he has not shown
that a $750, 000 downward adjustnment in BCC s value is required to
account for the obligation to repurchase BCC shares held by BCC s
ESOP participants. Wth respect to M. Hitchner, while we agree
with his analysis that BCC held cash and cash equivalents in
excess of business needs, and that such “excess cash” shoul d be
accounted for as a nonoperating asset, we conclude for the
reasons outlined bel ow that he overestimated the amount of BCC s
excess cash by approxi mately $400, 000, which caused his figure
for BCC s nonoperating assets (exclusive of life insurance
proceeds) to be overstated by that anmount. Because, under M.
Hi tchner’ s approach, nonoperating assets were added to
capitalized earnings to derive an incone-based val ue, M.
Hitchner’s i ncone-based value is |ikew se overstated by
approxi mately $400,000 as a result of his overestimte of BCC s
excess cash

2. M. Fodor’'s Adjustnent for ESOP Repurchase bligation

M . Fodor adjusted both his income- and asset-based val ues
downward by $750, 000 to account for the obligation to repurchase
BCC shares held by BCC s ESOP participants. M. Fodor derived
his $750,000 estimate of the present value of the obligation to
repurchase the ESCOP participants’ shares by adopting the $750, 000

estimate of BCC s liability in the event of an ESOP pl an
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term nation that BVS nmade in its 1997 apprai sal of BCC for

pur poses of the ESOP. While M. Fodor provided an anal ysis at
trial in support of his use of the BVS termnation liability
estimate for this purpose, neither his witten report nor his
trial testinony offered any anal ysis of how BCC woul d satisfy any
ESOP repurchase obligation or how the nethod enployed to satisfy
the obligation would affect the fair market value of BCC or
decedent’ s BCC shares.

According to a business valuation treatise on which both
parties relied in this case, there are two nethods that conpanies
generally use to satisfy the obligation to repurchase the shares
of retiring ESOP participants: (i) A so-called recycling
transaction, in which the ESOP purchases the shares of retiring
participants and “recycles” themto other participants, using
enpl oyer contributions to the ESOP to fund its purchases; or (ii)
a redenption transaction, in which the conpany directly purchases
(and then cancels) the shares of retiring participants. See
Pratt et al., Valuing a Business 712-713 (2000). M. Fodor does
not explain or even disclose which nethod he assuned BCC woul d
enpl oy. The avail abl e evidence in the record--nanely, the
Summary Pl an Description for the ESOP--indicates that BCC s ESOP
was designed to enploy the redenption nmethod. Assuming that is

the case, the redenption nmethod’s “net effect on fair market
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val ue should be negligible if the * * * [repurchase] transaction
occurs at fair market value”, id. at 713, because the percentage
ownership of all the remaining sharehol ders increases as a result
of the redenption and cancellation of the retiree’'s shares, id.
M. Fodor has failed to take into account the proportionate
increase in the owership interest of decedent’s shares, which
woul d be produced by the redenption of the ESOP s shares, when
considering the inpact of the ESOP repurchase obligation on the
fair market value of decedent’s BCC shares.® Nor has he
denonstrated that the projected annual ESOP repurchase obligation
(as opposed to the present value figure he discussed) would
adversely affect BCC s liquidity, thus potentially affecting fair
mar ket val ue. *?

Alternatively, if it were assuned that BCC enpl oyed a

“recycling” nethod, M. Fodor has not explained whether or how

38 Asinmplified exanple will illustrate this point. If a
corporation has $100 in assets and two sharehol ders (A and B)
with A owning 80 percent of the stock and B, an ESOP, owning the
remai ning 20 percent, a willing buyer of A's shares would pay $80
for those shares, regardl ess of whether the corporation is
obligated to redeem B s shares at their fair market val ue.

32 While M. Truono testified that he and decedent were
concerned when creating Pro Forma 15 that BCC have enough cash
avai l abl e after the purchase of decedent’s shares to redeem
shares held by ESOP participants, this analysis was in the
context of determ ning how nmuch cash the conpany could afford to
pay decedent’s estate to repurchase decedent’s BCC shares. Their
concerns do not suggest that the ESOP repurchase obligation would
have a significant inpact on the fair market value of decedent’s
shar es.
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BCC s annual contributions to the ESOP (which he el sewhere
accounted for as a deduction against earnings to be capitalized)
woul d be insufficient to satisfy some or all of the ESOP
repurchase obligation. Indeed, M. Truono testified that the
ESOP repurchase obligation had never exceeded $100, 000 in any
year.

In sum M. Fodor’s failure to address the foregoing issues
| eaves us unpersuaded of his claimthat BCC s annual ESOP
repurchase obligation requires a $750, 000 downward adj ustnent to
ei ther the incone- or asset-based val uati on net hods he chose. 3
| nstead, we are persuaded that, under the facts presented here,
M. Hitchner was correct in his position that any ESOP repurchase
obligation did not warrant the adjustnents of the sort M. Fodor
advocat ed.

Because M. Fodor’s $750, 000 adjustnent led to a dollar-for-
dol | ar decrease in both his incone- and asset-based val ues, the
adjustnent led to a dollar-for-dollar decrease in his final
bl ended estimte of BCC s value. Correcting M. Fodor’s

treatment of the ESOP repurchase obligation to renove the

3% Because of these shortcomings in M. Fodor’s analysis of
the need for an adjustnent to account for an ESOP repurchase
obligation, we do not reach the separate question of whether M.
Fodor’s report nmay rely upon the 1997 BVS appraisal’s $750, 000
figure wthout qualifying that appraisal as expert testinony.
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$750, 000 downward adj ustment yields a value for BCC of $6.75
mllion, as conpared to M. Hitchner’s $7 mllion estimate.

3. M. Hitchner's Estimte of Excess Cash

M. Hitchner cal cul ated that BCC had nonoperating assets of
approximately $2.3 mllion. This figure included $433,572 for
notes receivable and an idle asphalt plant, plus approximtely
$1.9 million of “excess cash”; i.e., that portion of BCC s cash
on hand that M. Hitchner considered to be in excess of BCC s
wor ki ng capital needs. To determ ne excess cash, M. Hitchner
conpared BCC s ratio of cash to assets as of the valuation date
with the industry average ratio of cash to assets for SIC code
1611 (Contractors--H ghway & Street Construction). Using the
i ndustry average ratio for 1997 and BCC s assets, he determ ned
t hat BCC required $1, 125,029 of cash and cash equivalents. Since
the cash and cash equival ents BCC had on hand as of the valuation
date (%$2,994,970) exceeded this industry average by $1, 869, 941,
M. Hitchner concluded that BCC had excess cash, approximately
equal to the latter figure, which he treated as a nonoperating
asset .

We are persuaded that M. Hitchner’s reliance on industry
averages to measure BCC s cash requirenents produces an erroneous
estimate. The uncontested testinony in this case establishes

that BCC required approximately $1.5 million in cash and cash
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equi valents for its business needs, in particular to nmeet bonding
requi renents without draw ng on personal guaranties of its
owners. The record does not disclose whether the paving
contractors covered by SIC code 1611 provi ded personal guaranties
to nmeet bonding requirenents, but we are satisfied fromthe
record herein that personal guaranties would affect cash needs.
Gven the unreliability of the industry average as applied to
BCC, we are persuaded that the $1.5 mllion actual cash
requi renent of BCC, denonstrated in the record, is a better
benchmark for determ ni ng excess cash than M. Hitchner’s
approxi mately $1, 125,000 derived froman industry average. Thus,
we concl ude that the proper neasure of BCC s excess cash is the
anmount by which its cash and cash equival ents on hand on the
val uation date (%$2,994,970 exclusive of life insurance proceeds)
exceeded $1.5 nmillion. Accordingly, we find that BCC had excess
cash of approximately $1.5 mllion, not the approxinmately $1.9
mllion calculated by M. Htchner. Consequently, M. Hitchner’s
conput ati on of nonoperating assets, and his incone-based val ue,
shoul d be reduced by $400, 000.

4. Concl usion

Since M. Fodor’s $750, 000 downward adj ustnment to account
for the ESOP repurchase obligation was nmade to both his income-

and asset-based val ues, elimnation of that adjustnment woul d
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produce a $750,000 increase in his final blended value as well,
from$6 mllion to $6, 750,000. M. Hitchner’s error in computing
excess cash affected only his incone-based value, inflating it by
$400, 000. As noted earlier, M. Hitchner did not disclose the
preci se weight he attributed to his incone-based val ue when
blending it with his asset-based values to reach a final bl ended
value of $7 million (exclusive of insurance proceeds), except to
poi nt out that he gave greater weight to his “adjusted book
val ue” asset value and | esser but equal weight to his “nodified
adj ust ed book val ue” asset value and i ncone val ue.

In these circunstances, while the precise inpact on his $7
mllion bl ended val ue of a $400, 000 decrease in his incone-based
val ue cannot be ascertained, we are satisfied that the inpact
woul d move M. Hitchner’s $7 million bl ended val ue significantly
closer to our corrected $6, 750,000 value for M. Fodor. W
accordingly find that $6, 750,000 is a reasonable point in the
range of val ues derivable fromthe two experts’ anal yses and
conclude that this is the correct figure for BCC s fair market
val ue, exclusive of the inpact of the life insurance proceeds
received with respect to decedent.

D. Ef fect of Redenption Obligation on | nsurance
Pr oceeds

We turn next to the question of how to account for the

$3,146,134 mllion in life insurance proceeds BCC was due to



- 67 -
recei ve on decedent’s death and BCC s $4 million obligation to
redeem decedent’s shares, as set forth in the Mdified 1981
Agreenment. M. Fodor excluded both the insurance proceeds and
t he redenption obligation when determ ning BCC s val ue on the
theory that the insurance proceeds were offset by the redenption
obligation. 1In contrast, M. Htchner included the insurance
proceeds in valuing BCC, adding their value to his $7 nmllion
“concl uded” value for BCC, while disregarding the redenption
obl i gati on.

Respondent argues that the insurance proceeds nmust be
included in BCC s value as a nonoperating asset, relying on

section 20.2031-2(f), Estate Tax Regs., and Estate of Huntsman v.

Commi ssioner, 66 T.C. 861 (1976). In contrast, the estate argues

that, while insurance proceeds m ght be a nonoperating asset,

under Estate of Cartwright v. Conm ssioner, 183 F.3d 1034 (9th

Cr. 1999), affg. in part and remanding in part T.C Meno. 1996-
286, they nust be offset by BCC s obligation to redeem decedent’s
shares, and therefore do not affect BCC s val ue.

Estate of Huntsnman makes cl ear that insurance proceeds are

treated |i ke any other nonoperating asset when determ ning a

closely held corporation’s value. Estate of Huntsman v.

Commi ssi oner, supra at 874; see also sec. 20.2031-2(f), Estate

Tax Regs. (“consideration shall also be given to nonoperating
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assets, including proceeds of life insurance policies payable to
or for the benefit of the conpany, to the extent such
nonoperati ng assets have not been taken into account in the
determ nation of net worth, prospective earning power and

di vi dend- earni ng capacity”). Wether BCC s $4 nillion obligation
to redeem decedent’s shares offsets the |life insurance proceeds,
as the estate argues, is another question. |In Estate of

Hunt sman, we reasoned that, because |ife insurance proceeds
shoul d be treated |i ke any ot her nonoperating asset, to the
extent such assets were considered in valuing a conpany, they
were subject to offset by corporate liabilities. However, we
were not presented in that case with the question of whether a
corporation’s obligation to redeemthe very shares that are to be
val ued should be treated as a liability, offsetting corporate
assets. 3 The estate here urges that we treat BCC s enforceable
$4 mllion obligation to redeemthe shares whose value is at
issue as a liability offsetting BCC s assets (i.e., the

$3, 146,134 life insurance proceeds plus alnost $1 mllion in

other assets) in arriving at the value of the sanme shares.

34 The only redenption involved in Estate of Huntsman v.
Commi ssioner, 66 T.C. 861 (1976), was of a sufficient nunber of
t he decedent shareholder’s shares to pay estate taxes. The
shares whose value was at issue in Estate of Huntsman were not
t he subject of a redenption obligation of the corporation.
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We decline to do so for two reasons. First, we have
concl uded that the agreenent under which BCC was obligated to
redeem decedent’s shares for $4 mllion must be disregarded under
both section 20.2031-2(h), Estate Tax Regs., and section 27083.
In such circunstances, the terns of the disregarded agreenent are
generally not taken into account in determning the fair market

val ue of the shares subject to the agreenent. Estate of True v.

Conmi ssioner, T.C. Menp. 2001-167; Estate of Lauder v.

Conmi ssioner, T.C. Menp. 1994-527; see also Estate of Godl ey v.

Comm ssioner, T.C Meno. 2000-242, affd. 286 F.3d 210 (4th G

2002). As we noted in Estate of Lauder, under these

circunstances, the willing buyer/seller analysis would be
distorted if we disregarded the buy-sell agreenent for purposes
of fixing the value of the subject stock, yet allowed provisions
in the agreenent to be taken into account when determ ning the
stock’s fair market value. Thus, it would be inproper here to
consider the redenption obligation in the disregarded buy-sel
agreenent when determning the fair market value of the stock
covered by that agreenent.

Second, even if the inpact of the redenption obligation on
BCC s val ue were not disregarded under the principles of Estate
of Lauder and |i ke cases, the redenption obligation should not be

treated as a val ue-depressing corporate liability when the very
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shares that are the subject of the redenption obligation are
being valued. To do so would be to value BCCin its
postredenpti on configuration; nanely, after decedent’s shares had
been redeened and BCC s assets had been contracted by the $4
mllion redenption paynment. Valuing decedent’s 43,080 shares by
means of the hypothetical willing buyer/seller construct
necessarily requires that the corporation’s actual obligation to
redeem the shares be ignored; such a stance is inherent in the
fiction that the shares are being sold to a hypothetical third-
party buyer on the valuation date rather than being redeenmed by
the corporation. To the hypothetical willing buyer, decedent’s
43, 080 BCC shares constituted an 83.2-percent interest in all of
t he assets and i ncone-generating potential of BCC on the
val uation date, including any assets that m ght be used to
satisfy the actual redenption obligation. To treat the
corporation’s obligation to redeemthe very shares that are being
valued as a liability that reduces the value of the corporate
entity thus distorts the nature of the ownership interest
represented by those shares.

By contrast, a hypothetical willing buyer of BCC shares
other than decedent’s would treat the redenption obligation, on
the valuation date, as a corporate liability of BCC, but only in

connection with a sinultaneous accounting of the inpact of the
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redenpti on of decedent’s shares on the ownership interest
i nherent in the other shares not being redeened.

Asinplified exanple will illustrate the fallacy behind the
estate’s contention that BCC s obligation to redeem decedent’s
shares should be treated as a liability offsetting a
correspondi ng anount of corporate assets. Assune corporation X
has 100 shares outstanding and two sharehol ders, A and B, each
hol di ng 50 shares. X s sole asset is $1 mllion in cash. X has
entered into an agreenent obligating it to purchase B s shares at
his death for $500,000. |If, at B's death, X s $500, 000
redenption obligation is treated as a liability of X for purposes
of valuing B's shares, then X s val ue beconmes $500, 000 ($1
mllion cash | ess a $500,000 redenption obligation). It would
follow that the value of B's shares (and A's shares) is $250, 000
(i.e., one half of the corporation’ s $500, 000 val ue®*) upon B's
death. Yet if B s shares are then redeened for $500,000, A's
shares are then worth $500, 000--that is, A's 50 shares constitute
100- percent ownership of a corporation with $500,000 in cash.

It cannot be correct either that B's one-half interest in $1

mllion in cash is worth only $250,000 or that A s one-half

3% Among other sinplifications, this exanple ignores the
exi stence of discounts or premuns attributable to the nmagnitude
of the ownership interest represented by corporate shares. W
note that the parties do not contend that any such di scounts or
prem uns are appropriate in the instant case.
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interest in the remai nder shifts froma value of $250, 000
preredenption to a val ue of $500, 000 postredenption.

The error with respect to B's shares in the exanple lies in
the treatnment of X' s redenption obligation as a claimon
corporate assets when valuing the very shares that woul d be
redeened with those assets. Wth respect to A's shares, a
willing buyer would pay $500, 000 upon B's death (not $250, 000)
because he woul d take account of both the liability arising from
X' s redenption obligation and the shift in the proportionate
ownership interest of A's shares occasioned by the redenption--
but never the former without the latter. 3

The estate’s reliance on Estate of Cartwight v.

Commi ssioner, 183 F.3d 1034 (9th Cr. 1999), is m splaced, as

that case is distinguishable. Estate of Cartwight involved a

law firm (organi zed as a C corporation) that entered into a buy-
sell agreenment with its majority shareholder. The parties agreed
that the firmwould purchase fromthe shareholder’s estate his

shares and his interest in the fees for the firms work in

% Inthis sinplified exanple, a willing buyer of A's shares
woul d pay $500,000 for A s shares whet her the redenption
obligation existed or not. But that is only because, in this
exanple, X is obligated to redeem B s shares at their fair market
val ue of $500,000. |If X were obligated to redeem B s shares at a
price greater or |ess than $500,000, then a willing buyer of A's
shares woul d pay | ess than $500, 000, or nore than $500, 000,
respectively, for A's shares.
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progress at his death. The consideration for this purchase was
designated as the proceeds fromtwo $2.5 million |ife insurance
policies on the shareholder’s life that the firmwas required to
obtai n under the agreenent.

Upon t he shareholder’s death, the firmpaid the $5, 062, 029%
i nsurance proceeds to the shareholder’s estate. The taxpayer
took the position that the entire $5,062,029 was paid for the
shar ehol der’ s stock, whereas the Conm ssioner determ ned that
approximately $4 mllion was paid for the sharehol der’s interest
in wrk in progress (and, therefore, was inconme in respect of a
decedent). Concluding that the insurance proceeds were
consideration for both the stock and the sharehol der’s interest
in wrk in progress, this Court undertook to allocate the
consi deration between the two by determ ning the stock’s fair
mar ket val ue at the sharehol der’s death, and treating the
i nsurance proceeds in excess of that fair market val ue as
consideration paid for the shareholder’s interest in work in
progress. In determning the fair market value of the stock, we
rejected the taxpayer’s argunent that the $5 mllion in insurance

proceeds should be treated as a nonoperating asset of the firm

3" The policy proceeds that served as consideration for the
pur chase were construed by the parties as conprising the two $2.5
mllion death benefits plus $62,029 in prem um adj ustnents and
i nterest.
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augnenting the value of its stock, on the grounds that the

i nsurance proceeds were offset by the firms obligation to pay
themover to the estate. In so concluding, we relied on Estate

of Huntsman v. Conmm ssioner, 66 T.C. 861 (1976), as follows: “W

said in Estate of Huntsman that a buyer would not pay nore for

stock based on the corporation’s ownership of life insurance if
the proceeds would be largely offset by the corporation’s

liabilities. That is the case here.” Estate of Cartwight v.

Comm ssioner, T.C. Meno. 1996-286 (citation omtted). The Court

of Appeals for the Ninth Crcuit affirmed our position that the
life insurance proceeds woul d not be considered by a hypotheti cal

willing buyer in these circunstances. Estate of Cartwight v.

Conmi ssi oner, 183 F.3d at 1038.

Estate of Cartwight is distinguishable. The lion's share

of the corporate liabilities in that case which were found to

of fset the insurance proceeds were not obligations of the
corporation to redeemits own stock. Rather, we determ ned that
approximately $4 mllion of the $5 mllion liability of the
corporation was to conpensate the decedent sharehol der for
services; i.e., for his interest in work in progress. Thus, a
substantial portion of the liability was no different from any

third-party liability of the corporation that would be netted
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agai nst assets, including insurance proceeds, to ascertain net assets.
Concededly, a portion of the liability in Estate of

Cartwight constituted an obligation to redeem stock being

val ued. Nonetheless, in contrast to the instant case, the buy-

sell agreenent in Estate of Cartwight had not been disregarded

pursuant to section 20.2031-2(h), Estate Tax Regs., or section

2703; indeed, our principal task in Estate of Cartwight was to

construe the terns of the buy-sell agreenent, which was fully
respected. G ven the disregarded status of the buy-sel

agreenent at issue here, Estate of Cartwight has no

application.?®

Accordi ngly, we conclude that the $3,146,134 in insurance
proceeds due BCC upon decedent’s death should be treated as a
nonoperati ng asset of BCC and is not offset by BCCs $4 mllion
obligation to redeem decedent’s shares.

E. Accounting for Insurance Proceeds

Havi ng established that the Iife insurance proceeds are a
nonoperating asset that is not offset by BCCs $4 nmillion

obligation to redeem decedent’ s shares, we turn next to the

%8 Moreover, the life insurance proceeds in Estate of
Cartwight v. Conmm ssioner, T.C. Menp. 1996-286, affd. in part
and remanded in part 183 F.3d 1034 (9th Cr. 1999), were
contractually earmarked and required to be paid over to the
decedent’s estate. No such requirenent existed in the instant
case; BCC was free to use the insurance proceeds in any nmanner,
though it in fact paid themover in partial satisfaction of its
obligation to redeem decedent’ s shares.
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question of how those proceeds shoul d be taken into account when
valuing BCC. Section 20.2031-2(f), Estate Tax Regs., provides
that “consideration shall also be given to nonoperating assets,
i ncl udi ng proceeds of life insurance policies”. As we stated in

Estate of Huntsman v. Conm Sssioner, supra at 874, “it is * * *

obvious that the price paid by a wlling buyer would not
necessarily be increased by the amount of the |ife insurance
proceeds.” Rather, one applies “customary principles of
val uation” to determ ne the inpact of life insurance proceeds on
corporate value. 1d. at 876. Here both experts contend that
BCC s val ue should be determ ned using a blend of incone- and
asset - based approaches, and the inpact of the insurance proceeds
on BCC s val ue depends on how those proceeds are treated under
t hose approaches.

Where a corporation has significant nonoperating assets, one
wel | - establi shed nmet hod of accounting for those assets in an
i ncone- based approach--and the nethod proposed by M.
Hitchner-—-is to add the val ue of those assets to capitalized

earnings. See, e.g., Estate of Heck v. Conmm ssioner, T.C Meno.

2002-34; Estate of Renier v. Conmi ssioner, T.C. Menp. 2000-298;

Estate of Ford v. Conmi ssioner, T.C. Menp. 1993-580, affd. 53

F.3d 924 (8th Cr. 1995); Estate of Gllet v. Conm ssioner, T.C

Menp. 1985-394; Estate of darke v. Conm ssioner, T.C. Meno.




- 77 -

1976-328. As we stated in Estate of Gllet v. Conm ssioner,

supra:

The segregated approach to valuation [i.e.,
val ui ng operating assets by capitalizing the incone
t hey generate and then adding in the val ue of
nonoper ati ng assets] has been accepted by the courts
where the evidence establishes that there was an
accunul ation by the corporation of assets in excess of
busi ness needs that would require separate eval uation.
* * * JCtations omtted.]

This same principle holds true where the nonoperating assets in
question are life insurance proceeds to which the corporation
becones entitled upon the death of the sharehol der whose shares

are being valued. See Estate of O arke v. Conm Ssioner, supra;

see also Estate of Heck v. Commi SSioner, supra.

In the instant case, the record establishes that BCC had
significant nonoperating assets as of the valuation date,
including an idle asphalt plant, notes receivable, and
substantial anounts of cash in excess of its operational needs
(without regard to the life insurance proceeds). M. Truono,
BCC s chief financial officer, testified that BCC required $1.5
mllion in cash and cash equi val ents to neet operating needs.
M. Fodor’s report indicated that BCC had over $2.5 nmillion in
cash and cash equivalents on the valuation date. M. Fodor’s
report further revealed that BCC had far nore working capital, as
a percentage of revenues, than other conpanies in simlar SIC
groups. M. Hitchner persuasively denonstrated that BCC had

significantly nore cash and cash equival ents, as a percentage of
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assets, than conpanies in the SIC group nost closely
approxi mating BCC.*® 1In these circunstances, we are persuaded
t hat addi ng the val ue of nonoperating assets, including life
i nsurance proceeds, to capitalized earnings, as M. Hitchner
proposed, is an appropriate neasure of BCC s incone-based
val ue. 4°

Because BCC had positive net assets, treating the life
I nsurance proceeds as a nonoperating asset al so produces an
increase in the asset-based value of BCC, equal to the anmount of
the proceeds, under all three asset-based approaches enpl oyed by
the experts herein. Thus, because the life insurance proceeds
are added in both the incone- and asset-based approaches, they
result in an increase in the final blended value of BCC equal to
the anount of the life insurance proceeds, regardl ess of the
respective weights given to the incone- or asset-based approach.

Accordingly, we are persuaded that M. Hitchner was correct in

%9 Al 't hough we concluded supra at Pt.11.C. 3. that M.
Hi tchner overestimated the extent of BCC s excess cash, after our
adj ust nrent BCC s excess cash on the valuation date was still
approximately $1.5 mllion.

40 W& note that even if we were to adopt M. Fodor’s
proposal regarding the necessary additions to capitalized
earnings to derive an incone-based value, the |ife insurance
proceeds would still be added to capitalized earnings, and the
i nconme- based val ue would increase dollar for dollar. Had he not
offset the life insurance proceeds with BCC s obligation to
redeem decedent’s shares, those proceeds woul d have been an
addition to net working capital, which M. Fodor added to BCC s
capitalized earnings in calculating an i ncone-based val ue.
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his viewthat the life insurance proceeds should be accounted for
as a dollar-for-dollar increase in the value otherw se determ ned
for BCC
The estate contends that this treatnment of |ife insurance

proceeds is inconsistent with Estate of Huntsnman v. Conm Ssi oner,

66 T.C. 861 (1976), because it |leads to an increase in BCC s
val ue equal to those proceeds. W disagree. |In Estate of

Hunt sman v. Conm ssioner, supra at 874, we observed that “it is

* * * obvious that the price paid by a willing buyer would not

necessarily be increased by the anmount of the |ife insurance

proceeds.” (Enphasis added.) W rejected the Conm ssioner’s
position in that case that |ife insurance proceeds, received by
t he corporation upon the death of the sharehol der whose shares
wer e being valued, produced a dollar-for-dollar increase in the
corporation’ s val ue because his position “would treat the life
i nsurance proceeds differently than other nonoperating assets.”
Id. at 875. The income-based val uati on approach enployed in

Estate of Huntsman multiplied earnings by a price-earnings ratio

wi t hout factoring nonoperating assets into the incone-based

value. The life insurance proceeds therefore did not affect the
i ncone- based val ue; they were accounted for only as part of the
asset - based value. Since the asset-based val ue produced only a

proportionate inpact on the final blended value, the life
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i nsurance proceeds (like all other nonoperating assets) had | ess
than a dollar-for-dollar inpact on the final blended value. See
id. at 878.

In the instant case, M. Hitchner’s incone-based approach,
in recognition of the fact that BCC had substantial nonoperating
assets, enployed the well-established technique in such
ci rcunst ances of addi ng nonoperating assets (including life
i nsurance proceeds) to capitalized earnings.* 1In contrast to

t he val uati on nmethods enployed in Estate of Huntsman, this

approach treats all nonoperating assets alike and results in a
dol lar-for-dollar increase in final value equal to the life

i nsurance proceeds, when used al one, see, e.g., Estate of Heck v.

Conmi ssioner, T.C. Menpb. 2002-34, and when bl ended with an asset -

based approach, see, e.g., Estate of darke v. Conm ssioner, T.C

Meno. 1976-328. Thus, whether life insurance proceeds produce a
dollar-for-dollar increase in final value depends upon the

val uati on met hods enployed. |In observing that life insurance
proceeds “woul d not necessarily” increase value dollar-for-

dol l ar, Estate of Huntsman does not preclude this result.

41 As noted previously, but for his conclusion that the life
i nsurance proceeds were offset by BCC s obligation to redeem
decedent’ s shares, M. Fodor’s net hodol ogy woul d al so have
dictated adding the life insurance proceeds to capitalized
ear ni ngs, because the proceeds woul d have been a conponent of his
conput ati on of net working capital
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Accordingly, for the foregoi ng reasons we concl ude that the

$3,146,134 in life insurance proceeds should be added to the

$6, 750, 000 val ue previously determned, with the result that BCC

had a fair market value of $9,896,134 on the valuation date.

[11. Concl usion

Bot h experts derived the value of decedent’s 43,080 shares
by multiplying their final blended values for BCC by decedent’s
83. 2-percent ownership interest. Neither applied any discounts
or premuns. W are persuaded that this approach is appropriate
here. Miltiplying BCC s total value of $9, 896,134 by 83.2
percent yields a value for decedent’s 43,080 shares of $8, 233, 583
on the val uation date.

Because we are persuaded by a preponderance of the evidence
that the fair market value of decedent’s BCC stock exceeded the
anount respondent determ ned, we sustain respondent’s
determ nation

To reflect the foregoing and the concessions of the parties,

Decision will be entered

under Rul e 155.




