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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

BEGHE, Judge: Respondent determ ned a deficiency in

1999.

petitioner's Federal estate tax of $2,465,624 and an accuracy-

rel ated penalty of $477,113 for negligence under section

6662(b) (5).
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Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect at decedent's death, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

After concessions, including respondent's concession of the
penalty, the sole issue for decision is whether, for purposes of
conmputing the gross estate of Janes Wal do Hendri ckson (decedent),
the fair market value of 1,499 comon shares of Peoples Trust and
Savi ngs Bank of Boonville, Indiana (Peoples), was $4, 497, 000
($3, 000 per share) as petitioner contends, $8, 938,912 ($5, 963.25
per share) as respondent contends, or sone other amount. W hold
that the fair market val ue was $5, 757,296 ($3,840.76 per share).

FI NDI NGS OF FACT

Decedent died testate on May 20, 1993 (the val uation date),
survived by his two sons: Mark Hart Hendrickson (Mark) and
Vinson Eric Hendrickson. Decedent and MIdred A Hendrickson,
t he nother of decedent's sons, had been divorced in 1986, after
nore than 45 years of narriage.

When the petition was filed, Indiana was the residence and
princi pal place of business of Mark and Peopl es, respectively,

t he co-personal representatives of decedent's estate.!?

! Under Indiana law, the term "personal representative"

i ncl udes "executor". Ind. Code Ann. sec. 29-1-1-3 (Mchie
Supp. 1998). In accordance with decedent's will, we use the
term "co-personal representative" exclusively in this case.
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A Peopl es Trust and Savi ngs Bank of Boonville, |ndiana

Peopl es is an independent bank chartered by the State of
Indiana. It was originally chartered in 1895 and has been in
continuous operation ever since. Peoples has only one office,
| ocated in Boonville, Indiana, which has a popul ati on of
approximately 6,000. Boonville is the county seat of Warrick
County, Indiana, and is | ocated near the sout hwest corner of the
State, approxinmately 14 mles east of Evansville, Indiana. The
primary customer base of Peoples is Warrick County, which does
not include Evansville. Warrick County is bordered on the west
by Vander burgh County, and on the east by Spencer County.

Decedent's branch of the Hendrickson fam |y has played the
| eading role in the managenent of Peoples for nore than 50 years.
James W Hendrickson (J. W), decedent's father, began working at
Peoples in 1939, while maintaining a | aw practice, and eventually
becanme its president. At his death in 1951, J.W owned very few
shares of stock in Peoples; decedent, who inherited fewer than 10
shares of Peoples stock fromJ. W, thereupon took over as
presi dent, and served as president for 40 years, until 1991, when
Mark took over as president. Like his father, decedent was a
practicing | awer and nmai ntai ned a solo probate practice during
the years he was enpl oyed by Peopl es.

In 1957, while decedent was away on vacation, nenbers of his
extended famly attenpted to gain control of Peoples. |In order

to thwart the attenpted hostil e takeover, decedent borrowed noney
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fromAd National Bank in Evansville (O d National) to finance
his acquisition of sufficient shares of Peoples stock to nmaintain
control. Although decedent acquired small bl ocks of Peoples
stock over the years, he nade his nmjor purchases in response to
the 1957 takeover attenpt.

Mar k began his enploynment with Peoples as a teller in June
1972, followi ng his graduation from college, and was enpl oyed by
Peoples until his adm ssion to | aw school in 1974. Foll ow ng
graduation fromlaw school in 1977, Mark returned part-tinme to
Peopl es, assisting in the trust departnent, where he did | egal
wor k and handl ed col |l ection matters. |In the md-1980"s, he
becanme a part-tine trust officer, a position he maintained until
he becane president in 1991, after decedent's health started to
deteriorate. After Mark becane president, decedent assuned the
honorary title of Chief Executive Oficer (CEO, which was not
provided for in the bylaws. Mark's relationship with decedent
becanme increasingly tense and difficult because of their
di fferences of opinion on how Peopl es shoul d be managed. Wile
decedent had managed Peopl es very conservatively, Mark wanted to
adopt a nore progressive approach that was favored by younger
enpl oyees of Peopl es.

At the tinme of his death, decedent was CEO and a director of
Peopl es and the owner of 1,499 shares of Peoples common stock
(the estate shares), representing 49.97 percent of the shares

out st andi ng.
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B. Bal ance Sheet and Capitalization

As of March 31, 1993 (the reporting date), Peoples had
reported total assets of $90.7 million, total liabilities of
$70.8 mllion, and stockholder's equity of $19.9 mllion. On the
val uation date, the capital structure of Peoples included no
debt, other than deposits and other short-termliabilities.

1. Asset s

As of the reporting date, Peoples' assets consisted
primarily of net |oans of $29.9 nmillion and marketabl e securities
of $54.3 million. Marketable securities thus represented
approximately 60 percent of Peoples' assets, while net |oans
represented approxi mately 33 percent.

The bul k of Peoples' investnment portfolio consisted of 5-
year treasury bonds that had been purchased in the high interest
rate environment of the late 1980's and early 1990's. As of My
1993, a substantial nunber of those bonds were scheduled to
mature in 12 to 24 nonths, subjecting Peoples to interest rate
risk in the lower interest rate environnment prevailing at that

tinme.

2. St ock
a. Contro
On the valuation date, there were 3,000 shares of Peopl es
common stock outstanding. The two | argest sharehol ders were

decedent (1,499 shares) and M I dred Hendrickson (610 shares).
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Mark had 85 shares. The remaining shares were held by 29
shar ehol ders, each of whom held at |east 3 shares.

On the valuation date, the estate shares were 49. 97 percent
of Peopl es' outstandi ng shares, and no ot her sharehol der held an
interest of simlar size. Although the estate shares were
nunmerically a mnority interest, they were a controlling interest
in substance. The estate shares had effective control of
Peopl es, regardl ess of who owned them? There would be few
circunstances in which the estate shares woul d not determ ne the
out cone of any particul ar vote, because unl ess every other
shar ehol der voted agai nst the estate shares, the estate shares
woul d al ways win. Thus, over time, the holder of the estate
shares would in all l|ikelihood be able to determne all, or
substantially all, the nenbers of Peoples' board of directors

(the board).?

2 Because every sharehol der owned at |east 3 shares, any
exi sting sharehol der who acquired the estate shares would
automatically acquire actual control, because he or she
woul d acquire a majority interest (1,499 + 3 = 1,502/ 3, 000).
3 The articles of incorporation of Peoples do not provide
for cunul ative voting for directors. Although the Indiana
general corporate law permts the certificate of

i ncorporation to provide for cunulative voting for
directors, Ind. Code Ann. sec. 23-1-30-9(b) (Mchie 1999),
t he I ndiana corporate |aw applicable to financial
institutions does not appear to permt cunulative voting.
See I nd. Code Ann. sec. 28-13-6-9 (Mchie 1996).



b. St ock Transacti ons

There was no regul ar nmarket for Peoples comon stock, and
transfers were infrequent. On the valuation date, Peoples did
not have an enpl oyee stock ownership plan nor any history of
repurchasing shares. Wthin the 24 nonths before and after the
val uation date, there was only one arnm s-length sale of Peoples
stock. In that transaction, which occurred after the decedent's
death, in 1994, Julia Raibley, assistant secretary of Peopl es,
purchased 3 shares at $800 per share fromthe Stone estate. In
February 1990, after being naned to the board, Victor Bowden
pur chased 10 shares fromthe Toole Estate in order to conply with
the requirenment in Peoples' bylaws that nmenbers of the board own
at | east 10 shares of Peoples stock. M. Bowden purchased the
shares for $700 per share using funds he borrowed from decedent.
Al so in February 1990, the Toole Estate sold 35 Peoples shares to
Mark for $700 per share.*

In June 1990, decedent transferred by gift 2 shares of
Peopl es stock to Mark, reducing his interest in Peoples from
1,501 shares (50.03 percent) to 1,499 shares (49.97 percent).

The only reason given by decedent to Mark for the gift was to

"round of f" Mark's hol dings from83 shares to 85 shares. Mark

* The fair market val ue per share for Peoples stock reported
on the Form 706, United States Estate (and Generati on-

Ski ppi ng Transfer) Tax Return, of the Ella Wight Estate in
1989 or 1990 was al so $700.
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and decedent had not previously discussed a control-breaking
transfer such as this one; sonme years earlier, when Mark had
suggested estate planning to decedent, decedent had not expressed
any interest.

Al t hough there was no active market for Peoples shares,
after Mark becane president he occasionally received infornal
purchase inquiries fromrepresentatives of other banks in the
area. Peoples did not receive any purchase inquiries from
busi ness brokers or investnment banking firns.

There was not much of a market for Peoples stock, and shares
coul d not always be sold. For exanple, sonmetine prior to Mark's
becom ng president of Peoples in August 1991, Mark and decedent
recei ved tel ephone solicitation froma representative of
Hi|liard-Lyons, a Louisville investnent banking firm about
pur chasi ng shares from Charlotte Marsh. Mark and decedent both
declined. The sanme shares were still available for purchase in
1993 and again in 1996 or 1997, when Mark was personally
solicited by the son of Ms. Marsh.

C. Di vi dend Paynents

The board did not declare any dividends between 1984 and
1995. During this time period, Ms. Hendrickson and her attorney
made a demand for dividend paynents at an annual sharehol ders
nmeeting. Ms. Hendrickson had received her approximately 20-
percent interest in Peoples fromdecedent as part of her divorce

property settlement. The board apparently took no action on her
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demand, as no dividends were paid until 1996, when the board
declared a $4 mllion divi dend. In 1998, the board declared a
di vidend of around $1.5 to $2 mllion.

d. Excess Capit al

As a result of not having paid dividends, Peoples, on the
val uation date, was overcapitalized, as neasured by the ratio of
book equity to total assets. On the reporting date and the
val uation date, Peoples had an equity-to-asset ratio of
approximately 22 percent; at that tine, the average equity-to-
asset ratio for Mdwestern banks and thrifts with assets |ess
than $150 million was between 7 and 9 percent. On the val uation
date and the reporting date, a 9-percent equity-to-assets ratio
woul d have been a reasonable | evel of capitalization for Peopl es.
On the reporting date, Peoples had equity of $19,918, 000, of
whi ch $12, 919, 000 was excess capital.

C. Gover nance and Managenent

As of the valuation date, Peoples was still incorporated in
the State of Indiana and was subject to applicable Indiana
corporate and banki ng | aw.

1. Shar ehol der Appr ova

The articles of incorporation and byl aws of Peoples contain
no provisions concerning sharehol der voting requirenents for
mergers, acquisitions, sales of assets, or |iquidation.

Accordi ngly, under Indiana corporate |aw, a plan of nerger or
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sal e of substantially all the assets would have required the
approval of no nore than a ngjority of the shares entitled to
vote. See Ind. Code Ann. sec. 23-1-40-3(e), 23-1-41-2(e) (Mchie
1999); see also Ind. Code Ann. sec. 28-1-7-5 (M chie Supp.
1998) . 5

2. Board of Directors

On the valuation date, the board of directors conprised
ei ght individuals, the majority of whomwere al so enpl oyed by
Peopl es. The byl aws of Peoples then in effect provided that two-
thirds of the board would constitute a quorum and prohibited the
transaction of any business wi thout a quorum The byl aws al so
required all directors to own at |east 10 shares of stock in
Peopl es; thus, all the directors were shareholders. In addition
to decedent and Mark, the board included the follow ng

i ndi vi dual s:

Nane Posi ti on

Al an Bender Executive V.P., Senior Loan Oficer
Al an Bennett Decedent's friend

Vi ct or Bowden Decedent's godson

Fl orence Davi s V.P., Trust Oficer

John Farrell V.P., Loan and Security O ficer

Ri chard Johnson Qut side director

Most of the board nenbers had been sel ected by the decedent
because of their |ongstandi ng, personal relationships with him

rat her than on account of any rel evant expertise. Victor Bowden,

®> The provision for a vote of two-thirds of the outstanding
shares to approve a sale of assets by an Indiana financi al
institution applies only to such institutions organized
after Dec. 31, 1992. See Ind. Code Ann. 28-1-8-4 (Mchie
1996) .
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for exanple, was a young man whom decedent had supported mnuch
like a foster child; John Farrell was a friend frommlitary
service in Wrld War I1; and Al an Bender used to drive a |laundry
truck and had the decedent on his route. None of the nenbers of
t he board had any formal training in banking,® and only half the
menbers of the board had attended college. Despite the close
rel ati onshi ps of the other board nenbers to decedent, however,
they were not a rubber stanp for decedent and Mark. The ot her
directors were strong-w || ed i ndependent thinkers who contri buted
to the board's deliberations. Mreover, those directors who were
al so officers could use their positions as enployees to subvert
any board decision with which they were in disagreenent. But,
while the board was not a rubber stanp, many of the directors
thought simlarly to decedent and were resistant to change.

3. Fi nanci al Managenent and Reporting

a. Qut si de Account ant

Peopl es’ | ongstandi ng regul ar accountant and auditor was
Ronni e Robi nson, a sole practitioner in Evansville. M. Robinson

had no other financial institutions as clients.

6 Mark conpl eted graduate banking training at the University
of Wsconsin in 1996. After the valuation date, Tony

Ayl sworth, chief operating officer of Peoples since February
1998 (but not a nenber of the board), also conpleted
graduate banking training at the University of Col orado,

Boul der.



b. Budget i ng
Peopl es did not prepare budgets until 1991, after being

forced to do so by the FDIC. The budgets were prepared one
guarter at a tinme by Julia Raibley.
C. Ear ni ngs

In the years 1991-93, Peoples enjoyed an unusually high
yield curve, because of the spread between the rates of interest
recei ved on securities and | oans over interest paid on savings
accounts and certificates of deposit.

By the tine of decedent's death, Peoples had begun
performng interest rate sensitivity anal yses; however, its
nmet hods of doing so were criticized as unreliable by the FD C
exam ners.

Peoples did not follow the practice of forecasting its
ear ni ngs.

D. Oper ati ons

1. Enpl oyees

On the valuation date, Peoples had approximately 30
enpl oyees, nost of whomwere in their md-50"s or older. Peoples
had no retirement plan, but it also had no mandatory retirenent
age. As a result, Peoples had enployees in their 70's and 80's.
In general, Peoples had a good relationship with its enpl oyees,
resulting in very little turnover and a nedi an term of enpl oynent

of 17-1/2 years. However, there was sone friction between
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tell ers and bookkeepers on the one hand, and | oan officers on the
other, resulting in little mngling between the two groups.

2. Facilities

The operations of Peoples were housed in a two-story
building built in 1964; Peoples had no branches. Peoples
facilities and equi pnment were in average condition and consi dered
adequate for its operations.

When Mark becane president, Peoples was for the nost part
operating with 1960's technol ogy. Most operations in the bank
wer e done manual ly, and there were no information systens to keep
track of customers' credit, paynents, or deposits. Peoples did
not have any ATM machi nes. Peoples had desktop PC s for use by
| oan officers and custoner service representatives, but only to
print out |oan applications, signature cards, and ot her
operational docunents. Under Mark's direction, however, Peoples
had entered into a contract with O d National to provide
el ectroni c data processing (EDP) applications for deposits,
| oans, and accounting. Although many of the directors were
hesi tant about |earning the new technol ogy, they reluctantly
cooperated. During 1991 and 1992, Peoples converted its system
of accounting for its loan portfolio froma manual systemto a
conput eri zed system and began having its |oans serviced by Add
Nat i onal ; however, on the valuation date, the conplete conversion
of Peoples to the A d National EDP applications had not been

conpl et ed.
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Security at Peoples was antiquated. Despite a nunber of

bank robberies in the area, Peoples had |little protection from

armed robbery or burglary. Security at the bank consisted of

gl ass doors that could be | ocked and two 1960's vintage stil

i mge security canmeras. Peoples did not enploy security guards

or armits enployees and did not have a central alarmsystem In

the event of a robbery, Peoples did have a systemin place to

activate a silent alarmthat would notify the sheriff if bait

nmoney should be renoved froma teller bay. However, at the tine

of decedent's death, the physical cash was not carefully managed,

and tellers frequently kept as rmuch as $80,000 in their cash

dr awer s

3. Franklin Loan and Savi ngs Associ ati on

On the valuation date, the Franklin Loan and Savi ngs
Associ ation (Franklin) was affiliated with Peoples. Franklin did
not have its own facilities or enployees and used those of
Peoples. Franklin paid Peoples for enployee tinme used, along
wi th an annual rent of $600.

4. Deposi tory Accounts

a. Checki ng Accounts

On the valuation date, Peoples offered "free" checking

accounts that really were free. There were no nonthly charges,’

" Peopl es charged a fee on dormant accounts as provided by
State | aw
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m ni mum bal ances, or charges for transactions. In fact, until
shortly before decedent's death, Peoples provided checking
account custonmers with free printed blank checks; even after
Peopl es deci ded to charge for checks, it charged customers only
for actual printing costs with no markup. As a result of
Peopl es’ generous checki ng account policy, there were
approxi mately 4,000 checki ng accounts open at Peoples on the
val uation date; however, approximately 1,200 of those accounts
had an average daily bal ance of |ess than $200 and total checking
account deposits anobunted only to approximately $1 mllion. As a
result, nost checking accounts were unprofitable for Peopl es,
i nasmuch as the costs of servicing the accounts exceeded earni ngs
on the deposits.

b. Savi ngs Accounts

On the valuation date, Peoples had $7 to $8 nmillion in
deposits in savings accounts.

C. Certificates of Deposit

The overwhelm ng majority of Peoples' deposits were
attributable to certificates of deposit. Those deposits included
"hot noney", large deposits that conme froma w de geographic area
in search of the best interest rate. Hot noney is a volatile
source of deposits because it is likely to be withdrawn anytinme a
better interest rate is being offered by anot her depository
institution. Peoples was not interested in pursuing or retaining

hot noney, because, as discussed infra, it did not have
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sufficient | oan demand to pay the yields demanded by hot noney
deposi tors.

5. Lendi ng Activities

a. Loan Products

As of the reporting date, Peoples' |oan portfolio was
heavily concentrated in real estate. Over 90 percent of Peoples
| oan portfolio was in real estate |oans, of which 76.59 percent
were loans on 1 to 4 famly residential real estate. Most real
estate | oans nmade by Peoples were for existing properties, rather
t han new construction. Peoples' concentration of loans in 1 to 4
famly residential real estate placed it in the 98th percentile
in conparison to its peer institutions.

Peopl es of fered few choices in the way of |oan products to
real estate borrowers. It did not offer adjustable rate
nort gages® (ARM s) or hone equity loans® and did not participate
in any FHA or VA nortgage prograns. Fixed-rate nortgages were
offered only with a 15- or 20-year term a 30-year term often
favored by first-tinme home buyers because of the | ower nonthly
paynents, was not available. Also discouraging to first-tinme

home buyers, Peoples' |oan-to-value (LTV) and loan limt

8 Peopl es did not have sufficient information technology to
conply with regul ati ons concerning the disclosures required
to be nmade to consuners with respect to adjustable rate
nort gage borrowers.

® Peopl es now of fers home equity | oans.
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restrictions required significantly greater downpaynents than
conpeting lenders. Wile its conpetitors were | ending on an 80-
percent LTV, or as high as 90 to 95 percent with private nortgage
i nsurance (PM), Peoples required an LTV ratio of 70 percent.
Al t hough Peoples raised its LTV requirenent to 80 percent in
1993, discussed infra, it did not offer any prograns using PM to
| ower the borrower's downpaynent. Finally, Peoples' $250, 000
lending limt required proportionately |arger downpaynents on
nor e expensive honmes than conpetitors. Wth a nmaxi num nort gage
| oan of $250, 000, any house with a purchase price of nore than
$312,500 woul d require a downpaynent greater than 20 percent.
Peopl es general ly avoi ded naki ng other types of consuner
| oans, such as credit cards, autonobile |easing, and autonobile
financing. Although it technically offered autonobile financing,
Peopl es set rates above narket because it was not interested in
maki ng aut onobil e | oans, due to concerns over whether it had
sufficient personnel to track autonobile docunentation
(i nsurance, titles, etc.) and deal with collections. Such
aut onobil e 1 oans as were nade were nmainly to Peoples' enployees.
As of the reporting date, only 2.13 percent of the Peoples
| oan portfolio was in commercial and industrial |oans, placing
Peoples in the 4th percentile (very low) in conparison to its
peers. Peoples generally did not make commercial | oans, had only
one revolving line of credit open, and did not offer letters of

credit. After Mark becane president, and before decedent's
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death, Peoples tried to start a Small Business Adm nistration
(SBA) | oan program but was unsuccessful in submtting | oan
applications to the SBA because of inadequate docunentati on.

In sum although Peoples' charter permitted it to offer a
broad range of |ending products to consuner and commerci al
borrowers, Peoples in practice generally failed to serve all but
a select class of home buyers who were not di scouraged by
Peoples' LTV, loan limt, 20-year maximumterm and | ack of
ARM s.

b. Loan- To- Asset Ratio

The effects of Peoples' narrowy defined nmarket and
conservative lending practices are readily apparent. During the
4-year period ending on the valuation date, Peoples' net |oans as
a percentage of assets averaged 30 percent. Peoples' peers, in
conparison, averaged 52 to 55 percent. After Mark becane
presi dent of Peoples, he tried to raise Peoples' |oan-to-asset
ratio significantly and set a goal of 60 to 70 percent for 1993,
a rate that had not been achieved as of the date of trial. Aside
from adopting a nore aggressive stance in the market, Peopl es
coul d al so have achi eved an increased | oan-to-asset rati o by
reducing its assets by declaring a substantial dividend.

On March 1, 1992, Joe Mel hiser was hired as an assi stant
vice president from another bank in an effort to increase
lending. As part of the effort to increase | ending, Peoples

raised its LTV to 80 percent in 1993. Although the increased LTV
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triggered concerns at Peoples over increased risks of default or
del i nquency, Peoples did not raise its interest rates.

C. Loan Underwriting and Docunentation

Loan deci sions were nade by a four-person | oan comrittee on
the basis of a |loan application. Peoples' underwiting
procedures were criticized by the FDIC for a nunber of
shortcom ngs. Until early 1993, for exanple, Peoples did not
require credit reports or title insurance for residential
nort gage | oans and did not check whether flood insurance was
requi red on the property being financed.® Contrary to standard
i ndustry practice, Peoples nade |oans w thout verifying the
mar ket val ue of the underlying collateral through independent
appraisal. Instead, Peoples used |ess reliable in-house
apprai sals that did not conformto the format used by i ndependent
apprai sers. |In sonme cases, Peoples even recycled old appraisals
of a property, rather than obtaining a new appraisal that would
reflect current market val ues.

Unl i ke nost nortgage | enders, Peoples did not sell any
nortgage | oans in the secondary nortgage market. Peoples had
unsuccessfully tried to sell nortgage loans in the past to Fannie
Mae and Freddie Mac but did not have underwiting practices and

docunentation sufficient to conply with the standards of the

10 There was a high likelihood of flooding in sone areas
served by Peoples; the Chio River is the southern boundary
of Warrick County.
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secondary market. In any event, Peoples needed to retain
ownership of the nortgage loans it nmade, because its supply of
funds exceeded the demand for its nortgage | oans--selling the
nor t gages woul d have further conprom sed Peoples' net interest
mar gi n and ear ni ngs.

d. Loan Monitoring

Peopl es noni tored | oans using paper |edger cards that were
stored in pockets that tracked the day of the nonth on which each
| oan was due, so that if the |oan was past due, the card would
remai n in what woul d becone a "past due" pocket instead of being
put in a current pocket.

Meet i ngs concerni ng del i nquent | oans were hel d by Peopl es
| oan conmittee. Peoples also had watch |ists of problem | oans as
requi red by the FDI C exam ners, but they were not used by Peopl es
to nonitor | oans.

6. Fee | ncone

| nconme fromfees can nmake a significant contribution to the
i ncome of a bank. Banks may earn incone or fees from points and
origination fees on | oans, ATM fees, trust fees, credit card
fees, servicing agreenents, and insurance sales. Peoples
generally charged no points or fees, however, and had only
mnimal fee incone fromits activities. Peoples did not service

| oans nmade by other depository institutions.
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E. Requl ati on and Mbnitoring

1. Classification, Requlation, and | nsurance

The banki ng i ndustry includes both comrercial banks and
thrifts. Wile there is sone overlap, conmercial banks generally
provi de a wi der range of banking services than thrifts, whose
principal mssion is financing honme ownership. There are al so
sone di fferences in ownership. Conmercial banks are al ways owned
as stock conmpanies, while thrifts may be stock-owned or nutually
owned. Commercial banks and stock-owned thrifts are frequently
owned by a bank hol di ng conpany owni ng one or nore institutions.
Al t hough nost thrifts are nutually owned, stock conpani es account
for nore than two-thirds of the assets of thrifts.

Bot h banks and thrifts can be federally or State chartered
and are generally insured by either the Bank |Insurance Fund (BIF)
or Savings Association Insurance Fund (SAIF) of the Federal
Deposit I nsurance Corporation (FDIC). BIF insures all federally-
chartered conmerci al banks, nost State-chartered conmerci al
banks, and sone State-chartered thrifts. SAIF insures al
federally-chartered and sone State-chartered, thrifts. Since
July 1, 1991, SAIF- and BlIF-insured institutions have paid the
sane | evel of deposit insurance prem um (0.23 percent of
deposits).

On the valuation date, Peoples was chartered by the State of
I ndi ana with the powers of a comrercial bank and was Bl F-insur ed.

As a result, Peoples was subject to regulation at the Federal
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| evel by the FDIC and at the State | evel by the Departnent of
Financial Institutions of the State of Indiana (IDFlI). The FDIC
and the IDFl share regulatory responsibilities and exchange
docunents, reports and exam nations, and correspondence
concerning the institutions that they both supervise and
regul at e.

Al t hough Peopl es was chartered with the powers of a
commerci al bank, it displayed the characteristics of a thrift.
Its loan portfolio was heavily concentrated in residential real
estate | oans that were held until maturity; Peoples did not sel
or service loans. The asset structure of Peoples was heavily
wei ghted toward i nvestnent securities, and the | oan-to-deposit
ratio was bel ow 50 percent. Despite the powers granted under its
charter, Peoples was not equi pped to operate as a comercial bank
wi t hout significant expenditures to update its systens and
procedures to process commercial |ending and deposit products.
Accordingly, for purposes of valuing the estate shares, Peoples
shoul d be treated as a thrift, rather than a commercial bank.

2. Saf ety and Soundness

Both FDI C and | DFlI conduct regul ar conpliance and safety and
soundness exam nations of Peoples using a conposite ratings
system based on six areas of concern: (1) Capital adequacy,

(2) asset quality, (3) managenent conpetency, (4) earnings |evel
and trend, (5) level of liquidity, and (6) interest rate

sensitivity. FDI C conducted exam nations of Peoples as of the
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cl ose of business Novenber 10, 1990, and Decenber 11, 1992; |DF
conducted an exam nation as of March 14, 1992. In all three
cases, Peoples received a uniformconposite rating of one (1),
t he hi ghest possible rating. |Institutions earning a uniform
conposite rating of one (1) are basically sound in every respect
and are considered to be resistant to external econom c and
financi al di sturbances and nore capabl e of w thstanding the
vagari es of business conditions than institutions with | ower
ratings. Nevertheless, in their reports with respect to the 1992
exam nations, both FDIC and | DFlI expressed concern over Peopl es
liability sensitive position and cautioned that earnings could be
negatively inpacted during a period of rising interest rates.
The FDI C al so expressed concern over shortcom ngs in various
policies and procedures of Peoples, including financial
reporting, underwiting, and budgeting, although apparently not
of sufficient nagnitude to affect Peoples' top rating.

3. Communi ty Rei nvest nent Act

The Community Rei nvestnent Act (CRA), title VII of the
Housi ng and Comunity Devel opnment Act of 1977, Pub. L. 95-123,
sec. 802, 91 Stat. 1147, currently codified at 12 U S.C. sec.
2901 (1994), was enacted by Congress to encourage depository
institutions to help neet the credit needs of the communities in
whi ch they operate, including | ow and noderate-incone
nei ghbor hoods, consistent with safe and sound banki ng operati ons.

CRA requires that each insured depository institution’s record in
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hel ping neet the credit needs of its entire conmmunity be
eval uated periodically. That record is taken into account in
considering an institution’s application for deposit facilities,
i ncludi ng nmergers and acqui sitions. CRA exanm nations are
conducted by the Federal agencies that are responsible for
supervi sing depository institutions, such as FDIC and the O fice
of Thrift Supervision (OIS). Inasnuch as Peopl es was insured by
FDIC, it was subject to FDIC exam nation with respect to its CRA
conpliance. Peoples' designated CRA area included all of Warrick
County. Peoples reduced the size of its CRA area in August 1992
at the suggestion of an FDI C exam ner because of its conpliance
difficulties. |If Evansville had been included in Peoples
desi gnat ed CRA area, Peoples would have had significantly greater
difficulty conplying, because it would have had to prove it was
fairly serving Evansville's | ow and noderate-incone
nei ghbor hoods.

Peopl es received CRA performance ratings of "needs to
i nprove” on two occasions. In its CRA Performance Report as of
t he cl ose of business on Novenmber 10, 1990 (first CRA report),
FDIC cited three principal CRA conpliance issues: (1) Lack of
adequate effort by Peoples to determne the credit needs of the
community, (2) lack of adequate effort by Peoples to publicize
the types of loans it offered, and (3) generally conservative
| endi ng practices. In a nenorandum of understandi ng dated

March 13, 1991 (first M), and signed by all directors of
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Peopl es, Peoples agreed to address the CRA conpliance issues
raised by the FDIC in the first CRA report.

In a CRA Performance Report as of the close of business
August 31, 1992 (second CRA report), FDICidentified additional
CRA conpliance problens, including: (1) Lack of formal training
by Peoples of its enployees on CRA conpliance, (2) failure by
Peoples to nonitor its own performance in conplying with the CRA,
(3) failure by Peoples to reviewits I ending patterns for
evi dence of discrimnatory |ending practices, (4) |oan-to-deposit
ratio, (5) low volunme of farm and busi ness credit extended, and
(6) | obby hours significantly below that of the conpetition. 1In
response to the second CRA report, the directors of Peoples
si gned anot her Menorandum of Under standi ng on October 7, 1992
(second M.

Wthin a nonth after signing the second MU, in an attenpt
to inprove its CRA conpliance, Peoples created a new position--
conpliance officer--and hired Thomas Krochta, a |ocal attorney,
to do the job. Nevertheless, on Decenber 31, 1992, as M.
Krochta was settling into his new position, Sinona L. Frank,

Chi cago regional director of FDI C s Division of Supervision,
wote to the board expressing concern over Peoples' continued
nonconpl i ance and requesting i medi ate corrective action. M.
Frank said that she planned to reconmend to the national office
of the Division of Supervision that Peoples continue to be

desi gnated a "probl em bank” under the CRA. As a result of the
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"probl em bank"” designation, Peoples was subjected to a very high
| evel of scrutiny in future exam nations by the FDIC,
exam nations were conducted nore frequently; greater
correspondence between Peoples and the FDI C was required; and
Peopl es coul d have been prohibited fromany nerger, acquisition,
di vestiture, or expansion activity. Designation as a "problem
bank"” al so excl uded Peopl es from bidding on the assets of failed
financial institutions. Continued failure to conply with the CRA
could have resulted in a cease-and-desist order by the FDIC, with
the ultimte sanction of forced closure.

Peopl es’ CRA conpliance costs were significant for a bank
its size. 1In addition to the additional demands on managenent
i nposed by the CRA requirenents, Peoples was forced to hire two
full-time attorneys to oversee its CRA conpliance. In February
1993, shortly after hiring M. Krochta, Peoples hired Tony
Ayl sworth, another |ocal attorney as an assistant vice president
and assistant conpliance officer. M. Aylsworth's first
assi gnment at Peopl es was "scrubbing” the loan files.
"Scrubbing” as used in this context, refers to the process of
reviewing loan files to see if they contain adequate
docunent ati on, and correcting any docunentati on probl ens
di scovered, such as m ssing docunents or signatures. [|nadequate
| oan docunentation was a contributing factor in Peoples' CRA
conpliance difficulties, because Peoples was unable to show why

and where it was denying certain loans. Until decedent's death
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on May 20, 1993, he worked closely with M. Aylsworth on the
"scrubbi ng" project.

On July 22, 1993, the FDIC notified Peoples that it had
denonstrated conpliance with only about half of the ternms and
conditions of the second MOU. Not until early 1994 did Peopl es
finally achieve conpliance with the second MOU. In Cctober 1994,
M. Aylsworth ceded his position as assistant conpliance officer
and becane a trust officer, a position he held until February
1998, when he becane chief operating officer.

4. Third-Party Mnitoring

Peopl es was highly regarded by regul ators and t he banki ng
community for its safety and soundness and was recogni zed by the

foll ow ng bank rating services:

Rating service Rat i ng

Veri bank | nc. Bl ue ri bbon bank

Bauer Financial Reports Fi ve star bank

Sheshunof f I nformati on Li sted in highest rated
Servi ces banks in Anmerica

F. Mar ket Condi ti ons

1. Banki ng | ndustry

In 1993, the banking industry was still recovering fromthe
recession of the early 1990's, and--in the case of thrifts--from
the savings and loan crisis. The first quarter of 1993 was the
first tinme since 1989, when the savings and | oan i ndustry bail out

was i ntroduced, that no savings banks had failed. Prospects for
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the industry were encouraging as a result of lowinterest and
inflation rates that led to i ncreased consunmer borrow ng and
spendi ng, increased production and expansi on, and | ower
unenpl oynent .

2. Conpetition

Peopl es’ main conpetitors in Boonville were A d National,
Warrick Federal Credit Union (the Credit Union), and Boonville
Federal Savings Bank. dd National and the Credit Union both had
conpetitive positions superior to that of Peoples. Among its
Boonvill e conpetitors, Peoples was considered to be sonething of
a dinosaur. Peoples had been | osing custonmers since the Credit
Uni on opened. I n conparison to its conpetitors, Peoples' only
advantage was in the |low costs and fees it offered on hone
nort gages, along with a conpetitive interest rate.

Peopl es al so faced conpetition fromlarge conmercial banks
in Evansville that had presences in other parts of southern
Indiana: (1) AOd National; (2) CNB Bancshares; and (3) Nati onal
City Bancshares. However, all three Evansville banks were trying
to grow t hrough acquisition, so while they nay have posed a
conpetitive threat, they were also a potential acquirer of
Peoples. dd National's Boonville branch, for exanple, had

resulted fromdd National's acquisition of a |ocal bank.



3. Local Econony

On the valuation date, the | ocal econony served by Peopl es
was growing slowy. In Boonville, the |argest enployer was the
School Corporation. In Warrick County, the two | argest
enpl oyers, Al coa and Peabody Coal, were both significantly
downsi zi ng. Al coa, which previously enployed 3,500 to 4,000
| ocal workers, was reducing its |ocal workforce by one-third,
whi | e Peabody Coal was reducing its |ocal workforce by two-
thirds, to fewer than 200 enpl oyees. Another coal m ning
concern, Amax, had ceased |local m ning operations entirely. The
area served by Peopl es al so contai ned a Wi rl pool manufacturing
pl ant and sonme farming activity. Despite the negative
devel opnents in the Warrick County econony, many residents of
Warrick County worked in Evansville, which was experiencing
nodest grow h.

On April 16, 1987, the U S. District Court for the Southern
District of Indiana entered a consent judgnent in an action filed
by the U S. Environnental Protection Agency (EPA) against the
State of Indiana and the City of Boonville. EPA had initiated
t he action because Boonville's sewage treatnent facilities were
over|l oaded, resulting in the discharge of insufficiently treated
wast ewater, in violation of the Cean Water Act® and ot her

Federal |aws. The consent judgenent required Boonville to

1 Water Quality Act of 1987, Pub. L. 100-4, sec. 1(a), 101
Stat. 7, currently codified as 33 U. S.C. sec. 1251 (1994).
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prohibit "all new sewer connections” (sewer tap ban) until it
coul d denonstrate conpliance with all renedial provisions of the
consent judgnent. EPA could grant waivers fromthe sewer tap
only under very limted circunstances:
Wai vers fromthis sewer ban for new sources may be
granted * * * only if EPA determ nes that the proposed
connection will elimnate an existing health hazard and
the resulting public health benefit outweighs the
adverse inpact of any reduction in wastewater effl uent
qual ity.
The sewer tap ban made it very difficult to obtain conmercial or
residential building permts in Boonville and was considered a
high priority issue by the Boonville Board of Public Wrks,*? but
it did not bar new construction el sewhere in Warrick County. On
the val uation date, Newburgh, a suburb of Evansville, was one
area in Warrick County where new honme construction was active,
primarily single-fam |y homes priced between $300,000 to
$400, 000. However, because of its conservative |ending practices
(descri bed supra pp. 16-19), Peoples could not serve the needs of
younger cash-poor borrowers who could otherwi se afford to
pur chase a $300, 000 to $400, 000 house.

Al t hough Peoples was | ocated only 14 mles from Evansvill e,

Peopl es generally chose not to engage in lending activities in

Evansville, or its surrounding county, Vanderburgh County.

12 Tony Ayl sworth, an officer of Peoples since February
1993, served on the Boonville three-person Board of Public
Works from January 1996 until February 1998.
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Peopl es avoi ded maki ng | oans in Vander burgh County because its
conservative-m nded | oan officers were unfamliar with the area
and its val ues and because addi ng Evansville to Peopl es’
desi gnat ed CRA area woul d have i ncreased Peoples' CRA conpliance
requirenents.

G Estate Tax Return

Decedent's co-personal representatives executed and tinely
filed a United States Estate (and Generati on- Ski ppi ng Transfer)
Tax Return, Form 706, on August 8, 1994.%® The Form 706 had been
prepared by Jeffrey B. Baker, a certified public accountant and
certified financial planner. Decedent's 1,499 shares of Peoples
common stock were included on Schedule B of the Form 706. O the
1,499 shares, the Form 706 reported 1,486 shares at a val ue of
$3, 159, 726 ($2,126 per share), and 13 shares at a val ue of
$10, 400 ($800 per share).

The $2, 126- per-share val ue reported on the Form 706 was
based on a valuation of the estate shares by Hardi ng Shymanski &
Company, P.C. (HSC), an Evansville, Indiana, public accounting
firm HSC val ued the Peoples' total equity on a mnority basis
usi ng the wei ghted average val ue under three different val uation
nmet hods. The three nethods and their weightings were: (1)

Capitalized earnings (30 percent), (2) price/earnings nmultiple

13 Petitioner requested and received a tinely extension of
time for filing the Form 706.
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(30 percent), and (3) price/book multiple (40 percent). After
conputing the wei ghted average value of total equity on a
mnority basis, HSC applied a 30-percent marketability discount,
and divided the result by 3,000, the total nunber of shares of
Peopl es common stock outstanding, to determine the fair market
val ue of the estate shares on a per share basis. Petitioner did
not use HSC as an expert witness in this case.

On July 25, 1997, respondent tinmely nailed petitioner a
notice of deficiency with respect to its estate tax liability.
The notice of deficiency determ ned a val ue of $8,938,912* for
the estate shares, based upon an appraisal prepared by David F
Ful | er of Business Valuation Services, Inc., who acted as
respondent’'s expert witness in this case.

H. Lack of Marketability

On the valuation date: (1) Peoples had few opportunities
for growmh; (2) Peoples' earnings were subject to significant
interest rate risk; (3) Peoples had no enpl oyee stock option plan
or history of repurchasing shares; and (4) there was no readily
avai l abl e public or private market for Peoples stock. Each of
these conditions contributed to a | ack of marketability of

Peopl es st ock.

4 The redeterm ned value of the estate shares in the notice
of deficiency and the anobunt asserted at trial by respondent
are essentially the sane; they differ only because
respondent’'s expert rounded certain figures in his report.
See discussion infra of respondent's expert.
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ULTI MATE FI NDI NG OF FACT
On the valuation date, the fair market value of the estate
shares was $5, 757,296 ($3, 840.76 per share).
OPI NI ON
The issue for decision is the fair nmarket value on the
val uation date (May 20, 1993) of 1,499 shares of Peopl es conmon
stock included in decedent's gross estate.
Val uation is a question of fact, and the trier of fact nust
wei gh all relevant evidence to draw the appropriate inferences.

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

(1944); Helvering v. National Gocery Co., 304 U S. 282, 294-295

(1938); Anderson v. Conm ssioner, 250 F.2d 242, 249 (5th Cr

1957), affg. in part and remanding in part on another ground T.C.

Meno. 1956-178; Estate of Newhouse v. Comm ssioner, 94 T.C 193,

217 (1990); Skripak v. Conmissioner, 84 T.C. 285, 320 (1985).

Fair market value is defined for Federal estate and gift tax
pur poses as the price that a willing buyer would pay a willing
sell er, both having reasonabl e knowl edge of all the rel evant
facts and neither being under conpulsion to buy or to sell. See

United States v. Cartwight, 411 U S. 546, 551 (1973) (citing

sec. 20.2031-1(b), Estate Tax Regs.); see al so Snyder V.

Conmm ssioner, 93 T.C. 529, 539 (1989); Estate of Hall v.

Comm ssioner, 92 T.C 312, 335 (1989). The willing buyer and the

willing seller are hypothetical persons, rather than specific

i ndividuals or entities, and the peculiar characteristics of
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t hese hypot hetical persons are not necessarily the sanme as the
i ndi vi dual characteristics of an actual seller or an actual

buyer. See Estate of Curry v. United States, 706 F.2d 1424,

1428-1429, 1431 (7th Cr. 1983); Estate of Bright v. United

States, 658 F.2d 999, 1005-1006 (5th Cr. 1981); Estate of

Newhouse v. Conmi ssioner, supra at 218; see also Estate of Watts

v. Comm ssioner, 823 F.2d 483, 486 (11th Cr. 1987), affg. T.C

Meno. 1985-595. The hypothetical willing buyer and willing
seller are presuned to be dedicated to achieving the nmaxi mum

econom ¢ advantage. See Estate of Curry v. United States, supra

at 1428; Estate of Newhouse v. Conmi ssioner, supra at 218. This

advant age nust be achieved in the context of nmarket and econom c

conditions at the valuation date. See Estate of Newhouse V.

Conmi ssi oner, supra at 218.

For Federal estate tax purposes, the fair market val ue of
t he subject property is generally determ ned as of the date of
deat h of the decedent; ordinarily, no consideration is given to
any unforeseeable future event that nay have affected the val ue
of the subject property on sone |ater date. See sec. 20.2031-

1(b), Estate Tax Regs.; see also First Natl. Bank v. United

States, 763 F.2d 891, 893-894 (7th G r. 1985); Estate of Newhouse

V. Comm ssioner, supra at 218; Estate of Glford v. Conm Ssioner,

88 T.C. 38, 52 (1987).
Special rules apply to the valuation of the stock of a

closely held corporation. Wiile listed nmarket prices are the



- 35 -
benchmark in the case of publicly traded stock, recent arm s-
| ength transactions generally are the best evidence of fair
mar ket value in the case of unlisted stock. See Estate of

Andrews v. Conmi ssioner, 79 T.C 938, 940 (1982); Duncan Indus.,

Inc. v. Conm ssioner, 73 T.C. 266, 276 (1979); Estate of Branson

V. Comm ssioner, T.C. Meno. 1999-231. Where the val ue of

unlisted stock cannot be determ ned fromactual sale prices,

val ue is best determ ned by taking into consideration the val ue
of listed stock in conparable corporations engaged in the sane or
a simlar line of business, as well as all other factors bearing
on val ue, including analysis of fundanentals. See sec. 2031(b);

Est at e of Newhouse v. Conmi ssioner, supra at 217; Estate of Hal

v. Comm ssioner, supra at 336. The factors that we nust consi der

are those that an inforned buyer and an inforned seller would

take into account. See Hamm v. Conmi ssioner, 325 F.2d 934, 940

(8th CGr. 1963), affg. T.C. Meno. 1961-347. Rev. Rul. 59-60,
1959-1 C. B. 237, "has been wi dely accepted as setting forth the
appropriate criteria to consider in determning fair market

val ue", Estate of Newhouse v. Conmi ssioner, supra at 217; it

lists the following factors to be considered, which are virtually
identical to those listed in section 20.2031-2(f), Estate Tax
Regs. :

(a) The nature of the business and the history of the
enterprise fromits inception.

(b) The econom c outl ook in general and the condition
and outl ook of the specific industry in particular.
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(c) The book val ue of the stock and the financi al
condition of the business.

(d) The earning capacity of the conpany.
(e) The dividend-payi ng capacity.

(f) Whether or not the enterprise has goodw || or
ot her intangi bl e val ue.

(g) Sales of the stock and the size of the block of
stock to be val ued.

(h) The market price of stocks of corporations

engaged in the same or a simlar line of business

having their stocks actively traded in a free and open

mar ket, either on an exchange or over-the-counter.

[Rev. Rul. 59-60, 1959-1 C.B. at 238-239.]

As is customary in valuation cases, the parties rely
primarily on expert opinion evidence to support their contrary
val uation positions. W evaluate the opinions of experts in
light of the denonstrated qualifications of each expert and al

other evidence in the record. See Anderson v. Commi SSi oner,

supra; Parker v. Comm ssioner, 86 T.C 547, 561 (1986). W have

broad discretion to evaluate "'the overall cogency of each

expert's analysis.'" Sammons v. Conm ssioner, 838 F.2d 330, 334

(9th Cr. 1988) (quoting Ebben v. Comm ssioner, 783 F.2d 906, 909

(9th Cr. 1986), affg. in part and revg. in part T.C. Meno. 1983-
200), affg. in part and revg. in part on another ground T.C
Meno. 1986-318. Expert testinony sonetines aids the Court in
determ ning val ues; sonetines it does not, particularly when the
expert is nerely an advocate for the position argued by one of

the parties. See, e.g., Estate of Halas v. Conmm ssioner, 94 T.C
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570, 577 (1990); Laureys v. Comm ssioner, 92 T.C 101, 129

(1989). W are not bound by the fornulas and opi nions proffered
by an expert witness and will accept or reject expert testinony

in the exercise of sound judgnent. See Helvering v. National

G ocery Co., 304 U S at 295; Anderson v. Conm ssioner, 250 F.2d

at 249; Estate of Newhouse v. Conmissioner, 94 T.C. at 217;

Estate of Hall v. Comm ssioner, 92 T.C. at 338. \Were necessary,

we may reach a determ nation of val ue based on our own
exam nation of the evidence in the record. See Lukens V.

Comm ssioner, 945 F.2d 92, 96 (5th Cr. 1991) (citing Silvermn

v. Comm ssioner, 538 F.2d 927, 933 (2d Cir. 1976), affg. T.C

Meno. 1974-285); Anes v. Conmm ssioner, T.C. Meno. 1990-87, affd.

wi t hout published opinion 937 F.2d 616 (10th G r. 1991). \Were
experts offer divergent estimtes of fair market val ue, we decide
what weight to give these estinmates by exam ning the factors they
used in arriving at their conclusions. See Casey V.

Comm ssioner, 38 T.C. 357, 381 (1962). W have broad discretion

in selecting valuation nmethods, see Estate of O Connell v.

Conmm ssi oner, 640 F.2d 249, 251 (9th Cr. 1981), affg. on this

issue and revg. in part T.C. Menob. 1978-191, and in determning
the weight to be given the facts in reaching our conclusion
because “finding market value is, after all, sonething for

j udgnment, experience, and reason”, Colonial Fabrics, Inc. v.

Comm ssi oner, 202 F.2d 105, 107 (2d Gr. 1953), affg. a

Menor andum Opi nion of this Court. Mreover, while we may accept

the opinion of an expert inits entirety, Buffalo Tool & Die
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Manuf acturing Co. v. Conm ssioner, 74 T.C 441, 452 (1980), we

may be selective in the use of any part of such opinion, or

reject the opinion inits entirety, Parker v. Conm ssioner, supra

at 561. Finally, because valuation necessarily results in an
approxi mation, the figure at which we arrive need not be directly
attributable to specific testinony if it is within the range of
val ues that may properly be arrived at from consideration of al

the evidence. See Silverman v. Conmi ssioner, supra at 933;

Alvary v. United States, 302 F.2d 790, 795 (2d Gr. 1962).

1. Respondent' s Expert

Respondent relies on the expert report of David N. Fuller, a
principal in the Dallas, Texas, office of Business Val uation
Services, Inc. (BVS). M. Fuller has worked in business
val uation since he graduated from Sout hern Met hodi st University
in 1989 with an MB. A in finance. He was a Manager in the
Val uation Group at Deloitte & Touche from 1989 until 1992, when
he became associated with BVS. M. Fuller is an Accredited
Seni or Apprai ser and Chartered Financial Analyst. M. Fuller
val ued the estate shares at $8,939, 000 ($5, 963. 25 per share)
usi ng the wei ghted average val ue of the estate shares under an
i ncome approach and a narket approach, reduced by a marketability

di scount of 10 percent.
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a. Di scount ed Cash-Fl ow

The incone approach enployed by M. Fuller was the
di scounted cash-flow nethod (DCF). A DCF analysis attenpts to
measure value by forecasting a firmis ability to generate cash
and di scounting the flows to present value using the firm s cost
of capital. There are three conmponents to the DCF analysis: (1)
The cash-fl ow projections over the forecasted period; (2) the
term nal value; and (3) the appropriate discount rate. Using
DCF, a firms value is calculated as the di scounted present val ue
of the forecasted cash-flow from operations plus the discounted
present value of the termnal value. See Brealey & Myers,
Principles of Corporate Finance 30, 64, G4 (4th ed. 1991).

Bef ore performng his DCF analysis, M. Fuller reduced the
operating assets shown on Peopl es' bal ance sheet in order to
proj ect Peoples' free cash-flow fromoperations (FCF). M.
Ful l er made these adjustnents because he consi dered Peoples to be
overcapitalized, as nmeasured by its ratio of book equity to
assets. Wth total equity of $19,918,000 and total assets of
$90, 689, 000 on the reporting date, Peoples had a book equity-to-

assets ratio of 22 percent. In conparison, according to M.

% The pro forma bal ance sheet prepared by M. Fuller as of
May 20, 1993, showed total equity of $20,772,000 and total
assets of $94,948,000, resulting in a simlar book equity-
to-assets ratio.
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Full er, the average of Peoples' "peer group"!® was only 7.9
percent. M. Fuller considered a 9-percent book equity-to-assets
ratio to be a reasonable | evel of capitalization for Peoples,?
and, accordingly, he reduced the bal ances of Peoples' total
assets and total equity accounts by $12,919, 000--the anount
necessary to | ower Peoples' book equity-to-asset ratio to 9
percent, resulting in adjusted total equity and total assets of
$6, 999, 000 and $77, 770, 000, respectively. M. Fuller then

treated the $12,919,000 in assets renoved in his adjustnents as

16 The depository institutions conprising Peoples' peer

group are determ ned by The Federal Financial Institutions
Exam nati on Council (FFIEC), an entity established by
Congress in 1978 to pronote consistent exam nation and
supervi sion of financial institutions. Menbers in the FFIEC
i nclude the Conptroller of the Currency, the Chair of the
FDI C, and a nenber of the Federal Reserve Board of

Gover nors.

Peer group data is used by the FFIEC in Uniform Bank
Performance Reports, which are issued by the FFIEC for every
i nsured bank on a quarterly basis. The FFIEC assi gns each
bank or hol ding conpany to a particul ar peer group based
upon asset size and nunber of branches or banks. Mercer,

Val uing Financial Institutions 61, 143 (1992). Peoples
peer group consisted of 43 comrercial banks and 6 thrifts
operating in Indiana, Illinois, Chio, and Kentucky, wth
average total assets of approximately $82 mllion.

W note that the 9-percent figure used by M. Fuller

was very close to the average equity-to-assets ratios for

t he gui deline conpani es sel ected by petitioner's expert,
James E. Magee, of Al ex Sheshunoff & Co. Investnent Banki ng,
di scussed infra. M. Magee used two groups of guideline
conpany data: One that was based on controlling interest
transactions, and one that was based on mnority interest
transactions. The average equity-to-asset ratios for the
two groups were 9.05 percent and 8.57 percent, respectively.
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nonoper ati ng assets, whose incone would not be included in
Peopl es' FCF.

M. Fuller forecasted Peoples' FCF for 5 years forward (the
val uation horizon), and conputed a term nal val ue using the
CGordon dividend growt h nodel (Gordon nodel). The Gordon nodel is
a nodel for estimating the term nal value of a going concern
whi ch assumes that FCF will continue indefinitely and grow at a
constant rate. For purposes of conputing the term nal val ue
under the Gordon nodel, M. Fuller assuned that Peoples' FCF
woul d continue indefinitely, growing at a rate of 1.5 percent
annually. In forecasting FCF for the valuation horizon and the
term nal value, M. Fuller took into account the earnings inpact
of renoving $12,919,000 from operating assets. M. Fuller
assunmed that such a reduction would reduce Peoples' net interest
i ncome, rather than | oan incone, because Peoples could readily
di spose of marketable securities, while its | oans had proven to
be unmarketable. Accordingly, M. Fuller forecasted Peoples' net
interest income at approximately $1.1 nmillion | ess than Peoples
reported net interest inconme for the cal endar year 1992--a
sufficient anount to reflect the | oss of an approxi mately 8-
percent return on the nonoperating assets.

M. Fuller estinmated Peoples' cost of capital using a
wei ght ed average cost of capital (WACC) fornula and cal cul ated
Peopl es’ cost of equity using the standard capital asset pricing

nodel (CAPM fornula. The cost of equity was cal cul ated using a
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7-percent risk-free rate, a risk premumof 7.3 percent, and a
beta of "about 1.0, approxinmately equal to the overall market
average of 1.0".

M. Fuller calculated beta using the average unl evered
beta!® for the 23 publicly traded M dwestern banks tracked by the
Val ue Line Investnent Survey (4th ed. Apr. 9, 1993) (the VL
list). The VL list included the |eading full-service comrerci al
banks in the Mdwest, such as Banc One Corp., First Chicago
Corp., National Cty Corp., and Norwest Corp. The VL list did
not contain any small, single-location banks such as Peopl es; al
the banks on the VL list were substantially larger. The market
capitalizations of the banks on the VL list ranged from
approximately $700 million to $15 billion, with nean and nedi an
capitalizations of approximately $3.76 billion and $2.88 billion,
respectively.

After cal cul ating unl evered betas for each of the conpanies,
M. Fuller calculated an average unl evered beta of 0.9 and an
average rel evered beta of 1. Despite the fact that Peoples was
unl everaged, M. Fuller chose a beta of 1, the sane as the

average rel evered beta.

8 An unl evered beta neasures the business risk of a conpany
by renoving the effect of financial |everage. This pernmts
the betas of conparison conpanies to be considered so that
busi ness risk can be isolated and eval uated apart fromthe
ri sks associated with financial |everage. Copeland et al.
Val uation: Measuring and Managi ng the Val ues of Conpani es
331 (2d ed. 1994).
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Usi ng the 14. 3-percent discount rate he cal cul ated under
CAPM M. Fuller calcul ated di scounted present val ues of
$3, 480, 000 and $4, 660, 000 for Peoples' FCF for the valuation
horizon, and its term nal value, respectively, for a value from
operations of $8,140,000. He then added back the book val ue of
t he nonoperating assets, net of a 10-percent mnority discount,
to arrive at a total equity value of $19, 770,000 ($6,590 per
share).
There are significant shortcomngs in M. Fuller’s
application of CAPMin this case that highlight our doubts over
t he appropriateness of its application to the valuation of small,
closely held conpanies. As we said recently, "CAPMis a
financial nodel intended to explain the behavior of publicly
traded securities", and we "do not believe that CAPM and WACC are
the proper analytical tools to value a small, closely held
corporation with little possibility of going public.” Furnman v.

Comm ssioner, T.C Menp. 1998-157, 75 T.C. M (CCH) 2206, 2214,

1998 T.C M (RIA) par. 98,157, at 868-98. Unlike the market
contenpl ated by CAPM the market for Peoples stock, to the extent
one even exists, is not efficient, liquid, or free of significant
transaction costs. Moreover, in relation to other closely held
corporations, the liquidity of a financial institution is even

further reduced by the fact that acquisitions and dispositions of
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its stock are subject to regulatory approval . Finally, CAPM
assunes that investors hold, or have the ability to hold,
diversified portfolios that elimnate, on a portfolio basis, the
effects of unsystematic risk--the elenments of risk that are
specific to the asset held. Consequently, because CAPM assunes
that an investor holding a diversified portfolio will encounter
only systematic risk, the only type of risk for which an investor
can be conpensated is systematic or nmarket risk, which represents
the sensitivity of the future returns froma given asset to the
nmovenents of the market as a whole. See id. (citing Brealey &
Myers, Principles of Corporate Finance 137-138, 143-144 (4th ed.
1991); Pratt et al., Valuing a Business 166 (3d ed. 1996)).

In cal cul ati ng Peoples' discount rate, M. Fuller followed
the principles of CAPM and did not make any provision for
Peopl es’ unsystematic risk, based on the assunption that such
risk was diversifiable. Yet respondent and M. Fuller have
overl ooked the difficulties in diversifying an investnment in a
bl ock of stock they argued is worth approximately $8.94 nillion.
Construction of a diversified portfolio that will elimnate nost
unsystematic risk requires from10 to 20 securities of simlar
value. See Brealey & Myers, supra at 137-139. Thus, proper

di versification of an investnment in the Peopl es shares owned by

9 An acquisition of greater than a 24.9-percent interest
requi res Federal regulatory approval.
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petitioner, as valued by respondent, would require a total
capital investrment of at least $89 million. W do not think the
hypot heti cal buyer should be limted only to a person or entity
that has the neans to invest $89 nmillion in Peoples and a
portfolio of nine other securities.

As illustrated by M. Fuller's valuation, the selection of
beta is another probleminherent in the application of CAPMto
the val uation of closely held conpanies. See Furman v.

Conmm ssi oner, supra. Beta, a neasure of systematic risk, is a

function of the relationship between the return on an individual
security and the return on the market as a whole. See Pratt et
al ., supra at 166. The betas of public conpanies are frequently
publ i shed or can be cal cul ated using historical pricing data on
t he conpany's stock. Thus, a beta cannot be cal culated for the
stock in a closely held corporation--it can only be estimted
based on the betas of conparable publicly traded conpani es.
However, because the betas for small corporations tend to be

| arger than the betas for l|arger corporations, it may be
difficult to find suitable conparabl es when valuing a small,

cl osely held corporation. See |Ibbotson Associates, Stocks,
Bonds, Bills & Inflation, 1993 Yearbook (1bbotson) at 159;

Copel and et al., Valuation: Measuring & Managi ng the Val ue of

Conpani es 265-266 (2d ed. 1994). In this case, M. Fuller used 1
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as the beta, which equal ed the rel evered?® average beta of the
banks on the VL bank list. As discussed, supra, there are
substantial differences in size and operations between Peopl es
and the banks on the VL bank list; we do not believe that their
betas are representative of the greater business risks faced by
Peopl es. For exanple, in conparison to the | arge banks on the VL
list, Peoples had |imted opportunities for growth; less ability
to diversify risk, because of |limted product offerings and
dependence on the econom c conditions of a few counties; |acked
the ability to create the econom es of scale available to | arge
banks; had greater interest rate risk because it could not sel
nort gages on the secondary market; had | ess control over credit
ri sk due to inadequate underwiting standards and a | ack of
i nformati on technol ogy support; and could not afford to enpl oy
t he personnel and technol ogy used by | arge banks to protect and
pursue earnings through the managenent of interest rate risk.

M. Fuller did not otherw se adequately support his
selection of a beta of 1, a figure he admts is "approxi mately
equal to the overall market average of 1 based on the S&P 500."?2!

That statenent, if anything, suggests that M. Fuller's beta is

20 M. Fuller did not explain why he used the rel evered
beta, rather than the unlevered beta, when Peopl es was not
| ever aged.

2l The S&P 500 stock index includes 500 of the |argest
stocks (by market value) in the United States.
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unreasonably | ow, using a beta greater than 1 would increase the
di scount rate used in the Fuller analysis, thereby decreasing the
val ue ot herwi se conputed. W do not believe that an investnent
in Peoples, a small, single-location bank, whose earnings were
susceptible to inpending interest rate m smatches and sl uggi sh
| ocal econom c conditions, presents the sane systematic risk as
an investnment in an index fund hol ding shares in 500 of the
| argest corporations in the United States.

In calculating the discount rate, M. Fuller used an equity
risk premumof 7.3 percent, "based on the average share of
common stock of publicly traded conpanies", and cited | bbotson.
We think that M. Fuller nmeant |bbotson's |ong-horizon equity
risk premum which represents the total returns of |arge conpany
stocks, less the long-termrisk-free rate, which is w dely used
in calculating a cost of capital under CAPM

Al though M. Fuller cited I bbotson as his source for equity
risk premum in his initial report he ignored a crucial aspect
of the Ibbotson approach to constructing a cost of capital--the
smal|l stock premium In his rebuttal report, M. Fuller
unsuccessfully tried to persuade us that the small stock prem um
is not supported by financial theory, characterizing the risk
associated wwth a firms size as unsystematic risk, for which the
mar ket does not conpensate. The relationship between firm size
and return is well known. Size is not an unsystematic risk

factor and cannot be elimnated through diversification. "On
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average, small conpani es have higher returns than |arge ones."

| bbot son at 125 (citing Banz, The Rel ati onshi p Bet ween Returns
and Market Value of Common Stock, 9 J. Fin. Econ., 3-18 (1981)).
We have already alluded to the likelihood that small stocks will
have hi gher betas than |arger stocks, because of greater risk.
See | bbotson at 126. However, it has been found that the greater
risk of small stocks is not fully reflected by CAPM in that
actual returns may exceed those expected based on beta. See id.
Consequently, when cal culating a cost of capital under CAPM on a
smal | stock??, it is appropriate to add a small stock premumto
the equity risk premum to reflect the greater risk associated
with an investnment in a small stock in conparison to the |arge
stocks fromwhich the equity-risk premumis calculated. Based
on Peoples' size, a mcrocapitalization equity size prem um of
3.6 percent should have been added. See |bbotson at 161
Consequently, even if we accepted M. Fuller's beta of 1, which
we do not, Peoples' cost of capital should have been at |east 18
per cent .

b. Cui del i ne Conpany Met hod

The mar ket approach used by M. Fuller was the guideline

conpany net hod (guideline nethod). Under the guideline nethod,

22 There are actually three different premuns: (1) The m d-
capitalization equity size premum (capitalization between
$696 and $3,015 million); the lowcapitalization equity size
prem um ($171 million to $696 nmillion); and (3) the

m crocapitalization equity size premum (capitalization
bel ow $171 million).
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val ue neasures are devel oped using the stock prices of simlar
conpani es (gui deline conpanies) that are publicly traded. The
val ue neasures are then conpared to the subject conpany’s
fundanmental data to reach an estimte of value for the subject
conpany or its shares. Because val ue under the guideline nethod
is devel oped fromthe narket data of simlar conpanies, the

sel ection of appropriate conparabl e conpanies is of paranount

i nport ance.

M. Fuller’s principal criterion for selecting guideline
conpani es was geography, rather than size, financial, or
operating characteristics. Al seven of the guideline conpanies
sel ected operated primarily in Indiana, Illinois, and GChio.

As in the DCF analysis, M. Fuller adjusted the val ues of
Peoples' equity and assets to adjust the book equity-to-assets
ratio to 9 percent and made an adjustnment to earnings. M.
Full er then cal cul ated the nedi an price-to-earnings® nmultiple
(10.4), price-to-assets ratio (12.1 percent), and price-to-book
equity ratios of the guideline conmpanies (110.3 percent). After
calculating a value from operations using the ratios, M. Fuller
added back the excess equity value, reduced by a 10-percent
mnority discount, to find the total value of Peoples' equity.

Applying the ratios to the adjusted equity, assets, and earnings

2 The price-to-earnings multiple used by M. Fuller was
based on the nost recent four quarters' earnings for each
cor porati on.
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figures of Peoples, M. Fuller determned the foll ow ng total

equity val ues:

Ratio Tot al Val ue
Pri ce-to-earnings $24, 751, 000
Price-to-book equity 19, 344, 000
Price-to-assets 21,021, 000

M. Fuller then used the nmean of the val ues determ ned using the
price-to-book equity and price-to-assets ratios to determne a
total equity value of $20,200,000. He did not include the val ue
determ ned using the price-to-earnings ratio, as he thought the
“unusual 'y high earnings reported for the period nmay result in
t he val ue of Peoples being overstated.” Finally, M. Fuller
applied a 10-percent marketability discount.

M. Fuller supported his finding of a 10-percent
mar ket abi ity discount in his discussion of both marketability
and control premumfactors. He concluded that little or no
mar ket abi ity di scount was appropriate, because the estate shares
carried significant elenents of control and m ght command a
control premum M. Fuller failed to focus on the fact that two
conceptual |y distinct adjustnments were involved, one a discount
for lack of marketability and the other a premumfor the

benefits of control. See Estate of Andrews v. Conm ssioner, 79

T.C. 938, 952-953 (1982). Although there may be sone overl ap,
because control, or lack of it, is a factor that may affect

mar ketabi lity, even controlling shares in a nonpublic corporation
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can suffer fromlack of marketability, because of the absence of
a ready private placenent market and the costs of floating a
public offering. See id. at 953.

W agree with M. Fuller's use of the guideline nethod and
his adjustnments to reflect excess capital; however, we do not
think that his selection of guideline conpani es was appropri ate,
in light of Peoples' thriftlike operations and earni ngs base.
Five of the seven guideline conpanies selected by M. Fuller were
bank hol di ng conmpani es engaged in a broad range of personal and
commerci al banking services. Only two of the guideline conpanies
chosen were thrifts, and |ike nost of the other guideline
conpani es, they were nultibranch institutions that had
significantly greater assets than Peoples, though not by the sane
order of magnitude as the banks on the VL bank [ist. On its

Decenber 31, 1992, bal ance sheet, Peoples reported total assets

of $90.6 million; in conparison, the nean and nmedi an total asset
val ues of the guideline conpanies were $303.1 nillion and $323.3
mllion, respectively, for the conparable period.?

2. Petitioner's Expert

Petitioner relies on the expert report of Janes E. Magee, a
di rector and senior associate of Al ex Sheshunoff & Co. |nvestnent

Banking (ASC). Headquartered in Austin, Texas, ASC is nationally

22 M. Fuller provided asset values for six of the guideline
conpani es as of Dec. 31, 1992, and for the seventh as of
Dec. 31, 1993.
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known for its valuation and nmergers and acqui sitions expertise in
the financial services industry and has been recogni zed as an
expert by Federal banking regulators, including FD C, Federal
Reserve Bank (FRB), O fice of the Conptroller of the Currency
(OG.C), and OTS. ASC has conpl eted over 300 nerger and
acqui sition transactions and over 3,500 stock val uations
i nvol ving regional and community banks and thrifts.

M . Magee has over 30 years of experience in the banking
industry. In the first half of his career, M. Magee worked in
managenent positions at two New York banks, including one noney
center bank where he was a vice president, and as a regul ator
enpl oyed by the board of Governors of the Federal Reserve System
Di vi sion of Supervision and Regulation. The latter half of M.
Magee' s career has been spent as an apprai ser and consul t ant
serving the banking industry exclusively. M. Mgee holds an
M B. A in finance from Adel phi University in New York

Usi ng the guideline nethod, M. Magee val ued the estate
shares at $4, 497,000 ($3,000 per share). \While enploying the
sane general approach as M. Fuller, there are a nunber of
differences in M. Magee's report that account for their
substantial differences of opinion regarding the fair market
val ue of the estate shares.

M. Magee's nethodol ogy for sel ecting guideline conpanies
was significantly nore exacting than M. Fuller's. As discussed
supra, M. Fuller's guideline conpanies included five banks and
two thrifts, nost of which were significantly |arger than

Peoples. In contrast, M. Magee's selection criteria were
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limted to thrifts conparable in size to Peoples. The enphasis
on thrifts, rather than banks, is in accordance with our finding
that Peoples, while legally chartered as a bank, nore closely
resenbled a thrift in its operations.

As di scussed supra, the guideline conpany data used by M.
Ful l er was based on publicly traded mnority interests; M.

Magee, in contrast, used two groups of guideline conpanies, one
based on nergers and acquisitions of private conpani es, the other
based on publicly traded mnority interests |ike that used by M.
Fuller. M. Magee | ooked at both mnority and control
transactions because he conceded that the estate shares had
effective control.

To exam ne thrift pricing on a control basis, M. Mgee
selected six thrifts (the control group) neeting the follow ng
criteria: (1) Thrifts that sold in the Mdwest, (2) return on
average assets greater than 1 percent, (3) total assets |ess than
$100 mllion, and (4) transactions that were pending or conpleted
bet ween January 1 and Decenber 31, 1992. In order to examn ne
thrift pricing on a mnority basis, M. Mgee selected 10 thrifts
(the mnority group) neeting the following criteria: (1) Thrift
organi zations in the United States, (2) total assets |ess than
$150 mllion, (3) not subject to announced or runored
acquisition, and (4) publicly traded securities as evidenced by
listing on a maj or exchange [or trading market].

3. Conmpari son of the Experts' Reports

In perform ng their anal yses under the guideline nethod,

Messrs. Fuller and Magee both focused on the sane three rati os:
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(1) Price-to-earnings, (2) price-to-book equity, and (3) price-
to-assets. However, they disagreed to sone extent on the weight
to be accorded each of the three ratios. As discussed supra, M.
Ful | er used an equal weighting of the values derived using the
price-to-book and price-to-assets ratios, while rejecting the use
of the price-to-earnings ratio over concerns that it would
overstate value. M. Magee used an equal weighting of the val ues
found using the price-to-earnings multiple and the price-to-book
ratio. M. Mugee did not use the price-to-assets ratio in
reaching his valuation conclusion and described it as a “check
point” for the other two ratios, rather than as the “princi pal
determ nant of the value of a controlling interest.” However,

M. Magee noted, the price-to-assets ratio does provide
“additional stability” to the analysis by renoving the effects of
variability in earnings and book equity.

We agree with M. Fuller that the use of the price-to-
earnings ratio may overstate the value of the estate shares, due
to the fact that a |arge portion of Peopl es earnings was
attributable to investnents in high yielding Treasury securities.
We al so think the weighted average of the price-to-book and
price-to-asset ratios will be nore likely to cancel out any
anomaly in the data for either ratio. Accordingly, in valuing
the estate shares under the guideline nethod, we | ook to the
price-to-book and price-to-asset ratios.

The nean, nedian, high, and | ow val ues for the guideline

conpani es exam ned by Messrs. Fuller and Magee are as foll ows:
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Guideline nethod ratios

Pri cel/ ear ni ngs Pri ce/ book Pricel/ assets
mul tiple ratio ratio
Ful | er
Mean 11. 20 120. 50% 11. 90%
Medi an 10. 40 110. 30 12. 10
Hi gh 15. 40 171.50 16. 30
Low 6. 70 72.10 6. 40
Magee
Cont r ol
Mean 9. 16 124. 14 10. 38
Medi an 8. 64 124. 87 9.95
Hi gh 16. 40 167.76 15. 00
Low 2.74 76. 19 5.41
Mnority
Mean 6. 42 54.73 n/ a
Medi an 6. 45 52.74 18. 52
Hi gh 6. 47 82. 05 37.60
Low 6. 35 32. 38 9.50

Based on the data of their respective guideline conpanies,
Messrs. Fuller and Magee chose the following ratios to val ue the
est at e shares:

Guideline nethod rati os used
in valuing the estate shares

Pri cel/ earni ngs Pri ce/ book Pricel/ assets
Ful | er 14. 13+ 153. 7% 12. 3%
Magee 5.5 65. 0% not used

* Cal cul ated, but not used in actual valuation

Differences in perception are common in questions of
valuation. The differing ratios chosen by Messrs. Fuller and
Magee to val ue the estate shares reveal an extrene divergence of

views. Al three ratios used by M. Fuller exceed the respective



- 56 -
mean and nedi an of the guideline conpanies; both the price-to-
earnings multiple (used but ultimately ruled out) and the price-
to-book equity ratio are near the highest values in the guideline
conpany data. In contrast, the price-to-earnings nmultiple and
price-to-book ratios selected by M. Magee are conparable to the
mean val ues fromthe mnority group data.

Wiile there is little difference in M. Fuller's guideline
conpany data, and M. Magee's control group data, we think that
M. Magee's criteria for the selection of conparabl e conpanies
produced a group of conpanies that nore closely resenbl ed the
si ze and operating characteristics of Peoples than M. Fuller's
gui del i ne conpanies. Accordingly, in determ ning the val ue of
the estate shares under the guideline nmethod, we rely on the data
supplied by M. Magee.

M. Magee did not, however, address Peoples
overcapitalization and, unlike M. Fuller, did not nake any
normal i zi ng adj ustnents. In contrast, as discussed supra, M.
Ful l er renoved excess equity, valued equity from operations, and
t hen added back the excess equity. Adjustnments to equity were
necessary to val ue Peoples properly, and we think M. Fuller used
a sensi bl e approach in so doing. Accordingly, in valuing the
estate shares, we use adjusted equity and assets of $6,999, 000
and $77,770,000, respectively, for purposes of the guideline

nmet hod, and $12,919,000 in excess equity before discounts.
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W also differ with M. Magee on his use of ratios that nore
closely resenble the mnority group data than the control group
data. Inasnuch as the estate shares had effective control, we
think that they should be valued as a controlling, rather than
mnority, interest. Accordingly, we value the estate shares
using the control group data.

We disagree with M. Fuller's optimstic assessnent of
Peopl es’ standi ng anong conparabl e institutions (or the |ess-

t han- conparabl e institutions he used). Had we not renoved the
excess equity in perform ng the guideline nmethod, then perhaps
Peopl es woul d be nore attractive than its financials would

ot herwi se suggest, due solely to the value of excess equity,

whi ch coul d be paid out as an extraordinary dividend. However,
when using the guideline nmethod to val ue Peoples' equity from
operations (and addi ng back the excess capital), we think that
the attractiveness of Peoples, and of the estate shares, takes a
dramati c nosedi ve.

As an institution, Peoples was financially sound, but
offered an investor little hope of neaningful growh in revenues
or earnings. A nunber of negative factors have been di scussed
supra, such as a limted market, |limted product offerings,
aggressive conpetitors, and outdated technol ogy. Peoples was
al so hindered by its enpl oyees, who on average were at least in
their mdfifties, and tended to resist change. In sum we think

t hat Peopl es showed little potential to be nuch nore than what it
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was on the valuation date; we therefore think it appropriate to
val ue Peoples as an enterprise at the |l ow end of the control
group. Accordingly, for purposes of valuing the estate shares,
we use a price-to-book ratio of 77 percent and price-to-assets
ratio of 5.5 percent. Based on adjusted sharehol der equity of
$6, 999, 000 ($2, 333 per share) and adjusted assets of $77, 770, 000
($25, 923 per share), we find a value of equity used in operations
of $5, 389, 230 ($1,796.41 per share) using the price-to-book
ratio, and $4,277,350 ($1,425.78 per share) using the price-to-
assets ratio. Averaging the two ratios, we find a val ue of
equity from operations of $4,833,290 ($1,611.10 per share). W
agree with M. Fuller's application of a 10-percent mnority
di scount to the excess equity, and, accordingly, add $11, 627, 100
($3,875.70 per share) of excess equity from nonoperating assets
to the value of equity fromoperations, producing a fair market
val ue of total equity of $16, 460,390 ($5, 486.80 per share).
Accordingly, we hold that the fair market value of 1,499 shares
of Peopl es stock, before consideration of marketability concerns,
is $8,224,713.%

M. Magee distinguished the estate shares fromthe shares of
publicly traded conpanies due to their lack of marketability in
support of his application of a 30-percent marketability

di scount. M. Magee cited several enpirical studies that, on

%5 $5,486.80 x 1,499 = $8, 224,713
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average, support the application of marketability discounts in
the range of 30 to 45 percent. M. Magee anal yzed several
factors with respect to the marketability of the estate shares,
such as earnings quality, dividend paynent history, size of the
bl ock of stock, prices of conparable investnent substitutes,
managenent's stock redenption policies, capitalization of the
firm and economc factors. |In his analysis he noted certain
factors in support of a discount, including Peoples' interest
rate risk, the sewer tap ban, and the nodest economc growh in
Peopl es’ market area. M. Fuller also enphasized the |ack of
l[iquidity in Peoples stock, which was not subject to any
repur chase or enpl oyee stock option plan and was not easily sold,
as evidenced by the fact that a bl ock of 100 shares had been
of fered and available for sale for nore than 5 years w t hout
eliciting any expressions of interest.

Wil e we recogni ze that elenments of control nmay enhance
mar ketability, we do not think that the estate shares were
rendered nmarketable by virtue of their effective control.

No matter who was in control, Peoples was still a small,
comunity bank with [imted growh opportunities, capitalized

wi th comon stock that was not publicly traded and not easily
sold privately. A buyer of the estate shares woul d either have
to sell the block privately, cause Peoples to make a public

of fering, or seek an acquiror. Any of those three options could

take a nunber of nonths, and require significant transaction
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costs for the services of accountants, |awers, and investnent
bankers.

Accordi ngly, although we recogni ze the estate shares
effective control in valuing Peoples equity from operations, we
do not think that a 49.97-percent interest in a small, closely
hel d bank, is a readily marketable interest. Accordingly, we
apply a 30-percent marketability discount to the fair market
val ue of the estate shares, and hold that on the val uation date,
the estate shares had a fair market value of $5, 757,296
($3, 840. 76 per share).

To give effect to the concessions of the parties and our

determ nation of the fair market value of the estate shares,

Decision will be entered

under Rul e 155.




