T.C. Meno. 2002-121

UNI TED STATES TAX COURT

ESTATE OF MORTON B. HARPER, DECEASED, M CHAEL A. HARPER
EXECUTOR, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 19336-98. Filed May 15, 2002.

HFLP, a limted partnership, was established in
1994 and was capitalized by the contribution thereto by
D of the myjority of his assets. D was initially named
as the sole limted partner and his children, Mand L
wer e designated as general partners. D subsequently
gave to Mand L 24- and 36-percent limted partnership
interests, respectively. At his death in 1995, D
continued to hold a 39-percent Iimted partnership
interest in HFLP.

Hel d: The property contributed by Dto HFLP is
includable in his gross estate pursuant to sec.
2036(a), |I.R C

Hel d, further, value of the assets to be included
in the gross estate determ ned.
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Warren J. Kessler and Joan B. Kessler, for petitioner.
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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

NI MS, Judge: Respondent determ ned, as a prinmary position,
a Federal estate tax deficiency in the amount of $331,171 with
respect to the estate of Morton B. Harper (the estate). 1In the
alternative, respondent determ ned a Federal estate tax
deficiency of $150,496 and a Federal gift tax deficiency of
$180, 675 for the 1994 cal endar period. The principal issue for
decision is the proper treatnment for estate and gift tax purposes
of interests in alimted partnership, sone of which were
transferred by Morton B. Harper (decedent) prior to his death,
and anot her of which was held by decedent at his death.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect during the
rel evant periods, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of the parties, with acconpanying exhibits, are
i ncorporated herein by this reference. Decedent was a resident
of Palm Springs, California, when he died testate in Portl and,

Oregon, on February 1, 1995. No probate proceedi ng was ever
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filed by or on behalf of the estate. Decedent is survived by his
two children, Mchael A Harper (Mchael) and Lynn H. Factor
(Lynn). Decedent’s wife, Ruth Harper, died in 1988. M chael
serves as executor of the estate and provided a nmailing address
in Lake Gswego, Oregon, at the time the petition in this case was
filed.

Decedent was born on Septenber 1, 1908, in G ncinnati, OChio.
He | ater attended | aw school, graduating in 1931, and began
practicing law in Chicago. H's practice initially specialized in
corporate and “political” |aw and subsequently expanded to
i ncl ude bankruptcy, tax, real estate, and wills and trusts |aw.
After World War 11, decedent and his famly noved to California
wher e decedent continued his |legal practice, focusing in
particular on the entertai nnent industry. Decedent was a nenber
of the California bar from 1946 until his death. Decedent was
di agnosed with prostate cancer in 1983 and with cancer of the
rectumin 1989.

On Decenber 18, 1990, decedent created a revocable living
trust entitled the Morton B. Harper Trust (the Trust). The trust
i nstrunment desi gnated decedent as the original trustee and as the
initial primary beneficiary. The docunent further provided:
“During the lifetime of the Trustor, the Trustee, in Trustee’'s
sol e discretion nmay pay or apply the net inconme and/or corpus, or

so much as Trustee chooses, to or for the benefit of the
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Trustor”. Mchael and Lynn were naned as successor trustees and
were to receive the trust assets upon decedent’s death, with 60
percent thereof being distributed to Lynn and 40 percent to

M chael . The percentages were based on perceived need; M chael
has pursued a successful career in business as a real estate

prof essional, while Lynn has been | ess consistent in fiscal
matters.

At all relevant tinmes, Lynn maintained a residence in
Hawaii. On Decenber 18, 1990, a conplaint was filed by the
Associ ation of Apartnment Omers of International Col ony d ub
(AQAO against Lynn in the Crcuit Court of the Second Crcuit,
State of Hawaii. Lynn owned a honme within the International
Col ony Cl ub condom ni um project, and the AQAO was the condom ni um
associ ation overseeing that project. The conplaint alleged that
Lynn had engaged in unauthorized and illegal construction and
renovation of her property and requested both injunctive and
monetary relief. Subsequently, in Novenber of 1992, the AOAO
demanded arbitration of its clains. An arbitration award was
t hen entered agai nst Lynn in Decenber of 1993 and required
extensi ve reconstruction work as well as paynent of fees, costs,
and expenses.

Lynn and M chael testified that following entry of the above
award, Lynn told M chael about her litigation versus the AOAO and

the concomtant award, which M chael then communicated to
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decedent. Thereafter, in approximately February of 1994, M chael
and decedent net in California wwth John G Coulter, Jr., an
experienced real estate developer famliar with the Hawaii
market. M chael had previously contacted M. Coul ter, asking him
to review docunents relating to the Hawaii lawsuit and to offer
his advice. After review ng the docunents and speaking to a
gentl eman invol ved i n managenent of the condom nium M. Coul ter
expressed his concern that Lynn had gotten herself into “deep
water”; that is, into a situation where “if she takes additional
steps which could injure her further, her | oss could go beyond
the judgnent”. He al so recommended that they eval uate her | egal
counsel and suggested that “they get involved with her in the
managenent of her assets through a trust or sone other form of
i nvol venent.” Several weeks after the neeting, M chael
acconpanied M. Coulter to Hawaii for the purpose of being
introduced to other potential representatives for Lynn. On Mrch
23, 1994, the attorney who had represented Lynn in the AOCAO
proceeding filed a conplaint against her alleging unpaid | egal
fees in the anbunt of $18, 153.92.

At a tinme not entirely clear fromthe record, decedent nmade
the decision to forma limted partnership and to contribute
thereto the majority of his assets. An Agreenent of Limted
Partnership for Harper Financial Conpany, L.P. (HFLP), was

prepared and sets forth the governing provisions for the entity.
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The docunent begins with | anguage stating that the Agreenent was
made “as of the 1st day of January, 1994”, but later recites that
the partnership shall comence its existence upon the date a
certificate of limted partnership is duly filed with the
California Secretary of State. The primary purpose for HFLP s
formati on, according to the Agreenent, was as foll ows:

The acqui sition, including by purchase of, sale
of , managenent of, hol ding, investing in and
reinvesting in stocks (both common and preferred),
options with respect thereto, bonds, nutual funds, debt
i nstrunments, noney market funds, notes and deeds of
trust and simlar instruments and i nvestnents (the
“Portfolio”).

M chael and Lynn were naned as the general partners of HFLP
and the Trust as the sole limted partner, with interests of .4
percent, .6 percent, and 99 percent, respectively. M chael was
al so designated to serve as the managi ng general partner. As
regards his authority, the Agreenent provides:

Subj ect to the provisions of Paragraph 7.3, the
Managi ng General Partner shall have the full, exclusive
and conplete authority and discretion in the managenent
and control of the business of the Partnership for the
pur poses stated herein and shall have the right to nmake
any and all decisions affecting the business of the
Partnership. Subject to the provisions of this
Agreenent, the Managi ng General Partner shall have ful
and exclusive authority with respect to the Portfoli o,
including rights of sale, reinvesting and voting. * * *

The referenced Paragraph 7.3 then specifies the foll ow ng
[imtations:
Not wi t hst andi ng the provisions of this Paragraph

7, neither Ceneral Partner shall have any right, power
or authority to:
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(a) Do any act in contravention of this
Agreenment, without first obtaining the witten consent
thereto of a “Majority in Interest of the Limted
Partners” * * * [defined as Iimted partners hol di ng
nore than 50 percent of the interest in the ordinary
inconme of the partnership held by limted partners].

(b) Do any act * * * which would (i) make
it inmpossible to carry on the ordinary business of the
Partnership, or (ii) change the nature of the
Part nershi p’s business, without first obtaining the
witten consent thereto of a Majority in Interest of
the Limted Partners.

(c) Confess a judgnent against the
Partnership, without first obtaining the witten
consent thereto of a Majority in Interest of the
Limted Partners.

(d) Possess Partnership property, or assign
the Partnership’ s right in such property, for other
than a Partnership purpose without first obtaining the
witten consent thereto of a Majority in Interest of
the Limted Partners.

(e) Admt a person as a limted partner,
otherwi se than as permtted by this Agreenent, w thout
first obtaining the witten consent thereto of a
Majority in Interest of the Limted Partners.

(f) Elect to dissolve and wind up the
Partnership, without first obtaining the witten
consent thereto of a Majority in Interest of the
Limted Partners.

(g) Sell or reinvest 5% or nore of the
Portfolio (based on their fair market value) in a
single transaction or in a related series of
transactions, other than in the ordinary course of
busi ness, without first obtaining the witten consent
thereto of a Majority in Interest of the Limted
Partners.

(h) Issue or sell newinterests in the
Partnership (or admt new partners in connection
therewith) or permt the contribution of new capital to
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the Partnership, without first obtaining the witten consent
thereto of a Majority in Interest of the Limted Partners.

(1) Enter into any transactions, other than
t hose transactions contenpl ated by Paragraph 7, in
whi ch a General Partner has an actual or potenti al
conflict of interest wwth the Trust or the Partnership,
wi thout first obtaining the witten consent thereto of
a Mpjority in Interest of the Limted Partners.

(j) Admt a person as a general partner,

w thout first obtaining the witten consent thereto,
and to any related transactions with such person, of a
Majority in Interest of the Limted Partners.
(k) Amend this Agreenent, w thout first
obtaining the witten consent thereto of a Majority in
Interest of the Limted Partners.
I n addition, Paragraph 12.5 provides explicitly that “The Trust
is entitled to vote, prior to any such action being taken to”
approve any of the above-enunerated actions.

Regardi ng capital accounts and contri butions, the Agreenent
states that capital accounts were to be established and
mai ntai ned in accordance with section 704(b) and the regul ati ons
pronul gat ed pursuant thereto; nanely, section 1.704-1(b)(2)(iv),
| ncone Tax Regs. |In general, Paragraph 10.2 of the docunent
requires that profits and | osses be allocated 0.6 percent, 0.4
percent, and 99 percent to the capital accounts of Lynn, M chael,
and the Trust, respectively. The Agreenent also sets forth the
followng with respect to contributions: “Concurrently with the
execution of this Agreenent (or as soon thereafter as is

reasonably possible), the Trust shall make an initial capital
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contribution to the Partnership consisting of the Portfolio. The
CGeneral Partners shall have no obligation to make any
contribution to the capital of the Partnership.”

Al though “the Portfolio” is not defined in the Agreenent,
there appears to be no dispute between the parties that it
consisted of: (1) Securities held in a brokerage account at M L.
Stern & Co., Inc., (2) securities held in a Putnam | nvestnents
account, (3) securities held in two Franklin Fund accounts, (4)
2,500 shares of Rockefeller Center Properties, Inc., and (5) a
$450, 000 note receivable fromJack P. Marsh. The parties val ue
t hese assets at between $1.6 and $1.7 million (rounded), an
anount representing approxi mately 94 percent of decedent’s total
assets. The Trust’s capital account in HFLP was credited with 99
percent of the value of the property contributed. Decedent
retai ned, personally or through the Trust, his personal effects,
a checking account, an autonobile, and his Pal m Springs
condom ni um

As regards distributions, Paragraph 11.1 of the Agreenent
states: “Subject to all of the provisions of this Agreenent,
funds of the Partnership fromany source shall be distributed to
the Partners at such tinmes and in such anounts as are determ ned
in the sole and absol ute discretion of the Managi ng General
Partner.” Paragraph 11.2 then goes on to recite:

Funds of the Partnership shall be distributed as
fol |l ows:
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(a) First, to any Partner, the anmount then due on
any Advances [loans to the entity] * * *

(b) Ordinary Net Cash Flow [revenues from

di vidends, interest, and other itens of ordinary incone

in excess of ordinary and necessary operating expenses]

shall be distributed 0.6%to Lynn, 0.4%to M chael and

99% to the Trust.

(c) Extraordinary Net Cash Flow [revenues from

capital gains in excess of capital |osses, |ess

consequent expenses] shall be distributed to the

Partners with positive Capital Account bal ances, pro

rata to the extent thereof.
The Agreenent al so specifies that “No distribution of funds of
the Partnership shall be made until the allocations described in
Par agraph 10 hereof [regarding the allocation of profits and
| osses to the partners’ capital accounts] have first been nade.”

The Agreenent prohibits transfer, sale, assignnent, or
encunbrance of a limted partnership interest wthout the consent
of all partners. Any transfer attenpted in violation of this
restriction is declared by the Agreenent to be null and void ab
initio. Under provisions of the Agreenent, the entity is to be
di ssol ved upon the earlier of: (1) January 1, 2034; (2) the
retirement, wthdrawal, death, or insanity of any general partner
or any other event or condition, other than renoval, which
results in a general partner’s ceasing to be a general partner,
unless (i) at the tine there is at | east one remai ni ng gener al
partner to continue the business of the partnership and such

remai ni ng general partner chooses to do so, or (ii) all partners

agree in witing within 60 days thereof to continue the business
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and, if necessary, to the adm ssion of one or nore general
partners; (3) an election to dissolve the partnership nmade in
witing by the general partners and the limted partners; or (4)
the failure to el ect a successor general partner wthin 60 days
after the renoval of the | ast general partner.

Al t hough the Agreenent contains no express provision
regardi ng the renoval of a general partner, it specifies that
rights and duties of the partners are governed by the California
Revised Limted Partnership Act except to the extent the
Agreenent states otherwise. This Act includes the follow ng:
“The imted partners shall have the right to vote on the renova
of a general partner, and that action shall be effective wthout
further action upon the vote or witten consent of a majority in
interest of all partners”. Cal. Corp. Code sec. 15636(f)(2)
(West 1991).

The Agreenent was signed by decedent on behalf of the Trust,
by M chael, and by Lynn. Although the signatures are undated,

t he docunent was executed by M chael in May or June of 1994.

Lynn coul d not renenber when she signed the Agreenment and did not
read it prior to signing. A certificate of limted partnership
was filed on behalf of HFLP with the California Secretary of

State on June 14, 1994.
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From June 17 to June 20, 1994, decedent was hospitalized in
Pal m Springs. Medical records prepared at that time contain the
expl anation set forth bel ow

This is one of multiple Desert Hospital adm ssions

for this 85-year-old Caucasian who is well known to

have netastatic colonic carcinoma and prostatic

carcinoma and admtted at the present tinme for poor

oral intake, poor fluid intake, dehydration and for

further rehydration, close observation, nutrition

support, etc.
After his rel ease, decedent went to Oregon, where he resided
until his death. He first stayed with M chael for approximtely
a nonth and then noved into a nearby Oregon retirenent facility
known as Carnen Gaks. Carnen Caks served independent individuals
and was not a nursing center.

Thereafter, by a docunent entitled Assignnent of Partnership
I nterest and Amendnent No. 1 to Agreenent of Limted Partnership
for Harper Financial Conpany, L.P., dated and nmade effective as
of July 1, 1994, the Trust transferred to M chael and Lynn 60
percent of the Trust’'s partnership interest. As a result,
M chael and Lynn becane hol ders of 24- and 36-percent limted
partnership interests, respectively, and were given correspondi ng
percentages of the Trust’s capital account balance. The limted
partnership interests held by Mchael and Lynn were designated as
“Class B Limted Partnership Interest[s]” and were entitled to 60

percent of the income and | oss of the entity, with 40 percent

t hereof going to Mchael and 60 percent to Lynn.
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The Amendnent al so reclassified the Trust’s remaining 39-
percent limted partnership interest as a “Class A Limted
Partnership Interest” which was entitled to 39 percent of the
entity’s inconme and | osses and to a “Cuaranteed Paynent” of
“4.25% annual ly of its Capital Account balance on the Effective
Dat e, payable quarterly no later than twenty (20) days after the
cl ose of any such cal endar quarter (or sooner, if cash flow
permts).” Decedent, as trustee of the Trust, M chael, and Lynn
signed the docunent.

On July 26, 1994, decedent comrenced the process of
transferring the Trust’s portfolio to the partnership, which
process continued for approximtely the next 4 nonths. On July
26, 1994, decedent executed as trustee an all onge endorsenent
assigning to HFLP the Trust’'s interest in the Marsh note. A
col |l ateral assignment of the Trust’s interest in property
securing the note was al so signed on that date. Then, on August
28, 1994, a letter agreenent confirmng and/or finalizing the
transfer was executed by or on behalf of M. Marsh, the Trust,
and HFLP.

Next, a letter dated Septenber 29, 1994, was sent by
decedent to ML. Stern & Co. confirmng instructions for (1) the
sale of all securities held in the Trust’s account and (2) the
use of the proceeds for the i medi ate repurchase of the sane

securities for an account established on behalf of the
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partnership. M chael, as managi ng general partner, conpleted the
requi site formopening a new account with ML. Stern & Co. for
the partnership. The form designated M chael as the “individual
* * * authorized to enter orders on behal f of custonmer”. Nei
Hattem served as decedent’s broker and subsequently as the broker
on the HFLP account.

Letters dated Septenber 30, 1994, were then sent by decedent
to Putnam I nvestor Services and to Franklin Tenpl eton requesting
transfer of the respective Putnam and Franklin Fund accounts to
HFLP. Lastly, by a letter dated Novenber 22, 1994, decedent
requested transfer of the Trust’s stock in Rockefeller Center
Properties to the partnership.

During this period, on Septenmber 23, 1994, M chael opened a
checki ng account at Bank of Anerica in the nanme of the
partnership with a $200 deposit. Thereafter, the first activity
in the account, other than the debiting of a nonthly service
charge, was a deposit on Cctober 13, 1994, of $3, 750 representing
interest paid on the Marsh note. The check regi ster naintained
by Mchael, in conjunction with his explanatory testinony,
reflects checks witten for the benefit of HFLP partners in 1994

and 1995, as foll ows:



Dat e
11/ 9/ 94

11/ 9/ 94

11/ 9/ 94

11/ 9/ 94

11/9/94

12/ 19/ 94

12/ 19/ 94

12/ 19/ 94

1/ 10/ 95

1/ 10/ 95

1/ 10/ 95

1/ 17/ 95

1/ 30/ 95

5/ 30/ 95

8/ 30/ 95

10/ 13/ 95

10/ 30/ 95

11/ 15/ 95

11/ 15/ 95
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Lynn M chael Trust
$120
$80
4,200
2, 800
$3, 800
2, 250
1, 500
3, 750
2, 250
1, 500
3, 750
6, 520
4, 000
5, 000
5, 000
5, 000
195, 000
7,200
4, 800

Descripti on and/ or Pur pose

rei mbursenment of contribution to
checki ng account openi ng deposit

rei mbursenment of contribution to
checki ng account openi ng deposit

di stribution

di stribution

di stribution

di stribution

di stribution

di stribution

di stribution

di stribution

di stribution

“addi tional distribution” to cover
t ax voucher

“addi tional distribution” to
conplete gift

“return of capital” for an estate
expense

“return of capital” for an estate
pur pose

“capital return” for an estate
expense

“return of capital” to cover
estate taxes

di stribution

di stribution
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The funds to make the $195, 000 paynent on Cctober 30, 1995,
wer e obtained through two deposit transactions. Proceeds in the
amount of $135,000 fromthe liquidation of a noney market account
with ML. Stern & Co. and in the amount of $60,000 froma
reduction in principal on the Marsh note were placed into the
bank account on Cctober 30, 1995. M chael negotiated the $60, 000
paynment on the Marsh note in return for agreeing to extend the
maturity date of the remaining principal bal ance.

Prior to establishnent of the partnership account, anounts
received with respect to securities contributed to HFLP were
deposited in the Morton B. Harper Trust checking account.

In January of 1995, decedent entered hospice care in Oegon.
Preceding that time, he had been hospitalized on three occasions,
in |late Septenber, early Cctober, and | ate Novenber. He had al so
renewed his vehicle registration on Septenber 23, 1994, and his
driver’s license was current at the time of his death. Decedent
passed away on February 1, 1995.

Thereafter, in March or April of 1995, M chael engaged a
certified public accountant, David S. Bl ankstein, to prepare
financi al books and tax returns for the partnership and also to
prepare the incone, gift, and estate tax returns due with respect
to decedent. In furtherance of these objectives, M. Blankstein
reviewed the partnership Agreenent; the certificate of limted

partnership; the Amendnent; checking account records for the
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partnership, the Trust, and decedent; ML. Stern & Co. statenents
for the partnership and the Trust; Putnam | nvestnents statenents
for the partnership and the Trust; Franklin Funds statenents for
the partnership and the Trust; the Rockefeller Center Properties
stock certificate; and the Marsh note.

M. Blankstein set up a general |edger for HFLP to
categorize and account for all transactions affecting partnership
assets and incone begi nning June 14, 1994. Capital accounts were
established for each partner, as well as |edger accounts to show
distributions to partners, income received by the partnership on
the various portfolio assets, proceeds fromthe sale of
securities, and costs and charges incurred. |In addition, an
account | abel ed “Receivable from Trust” was created primarily to
reflect amounts received by the Trust after June 14, 1994, that
shoul d properly have been received by the partnership. This
account was presumably necessitated in large part by the delay in
transferring title to the portfolio securities and in opening the
partnershi p bank account. The balance in this account was then
treated as a distribution to the Trust; no funds were actually
transmtted between the two entities. M. Blankstein also
conceded that several itens which should have been attributed to
the partnership were omtted.

A Form 709, United States G ft (and Cenerati on- Ski pping

Transfer) Tax Return, and a Form 706, United States Estate (and
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Cener ati on- Ski ppi ng Transfer) Tax Return, were filed on behalf of
decedent and were received by the Internal Revenue Service on
Cct ober 16, 1995, and Novenber 2, 1995, respectively. The gift
tax return reported the .4-percent general and 24-percent limted
partnership interests given to Mchael and the .6-percent general
and 36-percent limted partnership interests given to Lynn. The
estate tax return included as part of decedent’s gross estate the
Trust’s 39-percent |limted partnership interest in HFLP

Notices of deficiency were issued with respect to the above

returns on October 21, 1998. As previously stated, respondent
therein advanced a primary and an alternative position. Under
the primary position, the full value of the assets held by HFLP
was included in decedent’s gross estate, and prior taxable gifts
were reduced to $0, resulting in an estate tax deficiency of
$331,171 and no deficiency in gift tax. Under the alternative
position, respondent determ ned an estate tax deficiency of
$150, 496 and a gift tax deficiency of $180, 675.

OPI NI ON

Contentions of the Parties

The parties in this case disagree regardi ng how properly to
treat the partnership interests transferred by decedent to his
children during life and the interest included through the Trust
in his estate at death. Respondent contends that the full fair

mar ket val ue of the assets contributed to HFLP is i ncludable in
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decedent’ s gross estate upon either of two alternative theories.
Respondent argues that the partnership | acked econom c substance
and should thus be disregarded for transfer tax purposes or,
alternatively, that section 2036(a) applies to include the val ue
of the contributed property in decedent’s gross estate due to
decedent’ s retention of the economc benefit of the assets.

Furthernore, respondent maintains that even if the
partnership is respected and section 2036(a) is found not to
apply, the discounts clained by the estate with respect to
val uation of the subject partnership interests are excessive,
unsupported, and should not be sustained. Respondent offers and
relies upon the expert reports of John A Thonmson in connection
with this latter argunment.

Conversely, the estate enphasizes that HFLP was a duly
organi zed and operating limted partnership established with the
busi ness purpose of protecting fromLynn's creditors the assets
that Lynn would receive or inherit fromdecedent. Hence,
according to the estate, the partnership nust be recognized for
tax purposes. Moreover, it is the estate’s position that section
2036(a) has no application here because the Trust unconditionally
transferred the portfolio assets to HFLP, the Trust received
adequate and full consideration for the transfer in the formof a
credit to its capital account, and there existed no express or

i nplied agreenent that decedent would retain a right to control
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over or inconme generated by the contributed property. The estate
thus contends that this controversy devolves to a valuation case
where the property to be valued takes the form of partnership
interests in HFLP and where the analysis provided by the estate’s
expert Clint Cronkite establishes a sound appraisal thereof.

1. Evi dentiary | ssues

As a prelimnary matter, we address several evidentiary
obj ections reserved by the parties in the stipulation of facts.
The estate objected to the adm ssion of Exhibit 27-J on grounds
of authenticity, relevance, and prejudice. Exhibit 27-J is a
facsimle of nmedical records for decedent requested by and sent
to the Internal Revenue Service. The estate pointed out at trial
that the lines within the docunent for the doctor’s signature are
bl ank. During the proceedi ng, respondent offered as Exhibit 53-R
si gned copies of key portions of the records. The estate agreed
that no objection would be pressed as to the authenticity of
Exhibit 53-R at which tinme the docunent was admtted into
evidence with the estate renewi ng objections as to rel evance and
prejudice. Gven this posture, Exhibit 27-J is largely
cunmul ative, and we sustain the estate’'s objection thereto. W
al so overrul e any remai ning objections to Exhibit 53-R

The estate simlarly objected to Exhibit 28-J on grounds of
authenticity, relevance, and prejudice. This docunent is a

letter to the Internal Revenue Service fromone of decedent’s
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physi ci ans, and the estate again cites concerns with the
signature thereon. In light of these concerns and the fact that
the letter does not appreciably add to the information reported
in the admtted nedical records, we sustain the estate’s

obj ecti on.

The estate’s final objection in the stipulation was to the
adm ssion of Exhibit 29-J, a letter to Mchael from decedent’s
doctor, on grounds of relevance and prejudice. These objections,
however, were overruled at trial, and the docunment was taken into
evi dence.

Respondent in the stipulation objected to the adm ssion of
Exhi bits 33-J through 37-J, which pertain to the Hawai i
arbitration, on the ground of relevance. On reply brief,
respondent expressly waived objection to these docunents.

Exhi bits 33-J through 37-J are admtted into evidence.

Respondent also in the stipulation raised rel evancy
objections to Exhibits 41-J, 44-J, and 45-J. Since these
docunents (a photo of decedent taken in the 1950s and copi es of
vari ous checks witten for gifts and charitabl e contributions)
all relate to periods prior to those at issue and do not bear in
any neani ngful way on nmatters considered herein, we sustain

respondent’ s obj ecti ons.
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[, Inclusion in the Gross Estate--Section 2036

A. Ceneral Rules

As a general rule, section 2501 inposes a tax for each
cal endar year “on the transfer of property by gift” by any
t axpayer, and section 2511(a) further clarifies that such tax
“shall apply whether the transfer is in trust or otherw se,
whet her the gift is direct or indirect, and whether the property
is real or personal, tangible or intangible”. For purposes of
determ ning whether a gift has been made, section 2512(b)
provi des: “Where property is transferred for | ess than an
adequate and full consideration in noney or noney’'s worth, then
t he anobunt by which the value of the property exceeded the val ue
of the consideration shall be deenmed a gift”. The tax is then
conput ed based upon the statutorily defined “taxable gifts”,
which termis explicated in section 2503. Section 2503(a) states
generally that taxable gifts nmeans the total anmount of gifts nmade
during the cal endar year, |ess specified deductions.

Simlarly, the Internal Revenue Code inposes a Federal tax
“on the transfer of the taxable estate of every decedent who is a
citizen or resident of the United States.” Sec. 2001(a). Such
taxabl e estate, in turn, is defined as “the value of the gross

estate”, | ess applicable deductions. Sec. 2051. Section 2031(a)
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specifies that the gross estate conprises “all property, real or
personal, tangi ble or intangible, wherever situated”, to the
extent provided in sections 2033 through 2045.

Section 2033 broadly states that “The value of the gross
estate shall include the value of all property to the extent of
the interest therein of the decedent at the tine of his death.”
Sections 2034 through 2045 then explicitly mandate inclusion of
several nore narrowy defined classes of assets. Anong these
specific sections is section 2036, which reads in pertinent part
as follows:

SEC. 2036. TRANSFERS W TH RETAI NED LI FE ESTATE

(a) General Rule.--The value of the gross estate
shall include the value of all property to the extent

of any interest therein of which the decedent has at

any tinme made a transfer (except in case of a bona fide

sale for an adequate and full consideration in noney or

money’s worth), by trust or otherw se, under which he

has retained for his life or for any period not

ascertainable without reference to his death or for any

peri od which does not in fact end before his death--

(1) the possession or enjoynent of, or the
right to the income from the property, or

(2) the right, either alone or in conjunction
wi th any person, to designate the persons who
shal | possess or enjoy the property or the incone
t heref rom
Regul ations |ikew se explain that the gross estate under section

2036 includes the value of transferred property if the decedent
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retai ned the “use, possession, right to the inconme, or other
enjoynent of the transferred property”. Sec. 20.2036-1(a)(i),
Estate Tax Regs.

G ven the | anguage used in the above-quoted provisions, it
has | ong been recogni zed that “The general purpose of this
section is ‘to include in a decedent’s gross estate transfers

that are essentially testanentary’ in nature.” Ray v. United

States, 762 F.2d 1361, 1362 (9th Cr. 1985) (quoting United
States v. Estate of Grace, 395 U. S. 316, 320 (1969)).

Accordingly, courts have enphasized that the statute “describes a
broad schenme of inclusion in the gross estate, not limted by the
formof the transaction, but concerned with all inter vivos
transfers where outright disposition of the property is del ayed

until the transferor’s death.” @ynn v. United States, 437 F.2d

1148, 1150 (4th Gr. 1971).
As used in section 2036(a)(1l), the term “enjoynent” has been
descri bed as “synonynous with substantial present econonc

benefit.” Estate of MN chol v. Comm ssioner, 265 F.2d 667, 671

(3d Cr. 1959), affg. 29 T.C. 1179 (1958); see also Estate of

Rei chardt v. Conm ssioner, 114 T.C 144, 151 (2000). Moreover,

possessi on or enjoynent of transferred property is retained for
pur poses of section 2036(a)(1l) where there is an express or
i nplied understanding to that effect anong the parties at the

time of the transfer, even if the retained interest is not
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legally enforceable. Estate of Maxwell v. Conmm ssioner, 3 F.3d

591, 593 (2d Gir. 1993), affg. 98 T.C. 594 (1992); Guynn v.

United States, supra at 1150; Estate of Reichardt v.

Conmi ssi oner, supra at 151; Estate of Rapelje v. Connmi ssioner, 73

T.C. 82, 86 (1979). Regulations |ikew se provide that “An
interest or right is treated as having been retained or reserved
if at the tinme of the transfer there was an understandi ng,
express or inplied, that the interest or right would | ater be
conferred.” Sec. 20.2036-1(a), Estate Tax Regs.

The exi stence or nonexi stence of such an understanding is
determned fromall of the facts and circunstances surroundi ng
both the transfer itself and the subsequent use of the property.

Estate of Reichardt v. Conm ssioner, supra at 151; Estate of

Rapelje v. Conm ssioner, supra at 86. However, an exception to

the treatment nandated by section 2036(a) exists where the facts
establish “a bona fide sale for an adequate and ful
consideration in noney or noney’'s worth”.

B. Burden of Proof

Typically, the burden of disproving the existence of an
agreenent regarding retained enjoynent has rested on the estate,
and this burden has often been characterized as particularly

onerous in intrafamly situations. Estate of Maxwell v.

Conmi ssi oner, supra at 594; Estate of Reichardt v. Conm ssioner,

supra at 151-152; Estate of Rapelje v. Conm ssioner, supra at 86.
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Wth respect to the case at bar, however, respondent conceded on
reply brief that the opposite burden applies here. The estate
had asserted on opening brief that the burden of proof regarding
nonval uation issues shifted to respondent, to which contention
respondent replied as foll ows:
The respondent agrees that the | ack of economc

substance and |.R C. 8 2036 issues are new matters

within the nmeaning of Tax Court Rule 142(a). As such,

the petitioner correctly states that the respondent

bears the burden of proof on these issues under Shea v.

Comm ssioner, 112 T.C 183 (1999). * * * [Fn. ref.
omtted.]

For purposes of this litigation, we have accepted
respondent’s concessi on and have considered its role in our
anal ysis. Nonetheless, after reviewmng all of the evidence
presented, we have found that our resol ution does not depend on
whi ch party bears the burden of proof. Both parties adduced
testinony and offered exhibits in support of their respective
positions, and the evidence so introduced was not evenly bal anced
in favor of the conpeting alternatives. Accordingly, we have
based our concl usi ons upon the preponderance of the evidence
rat her than upon an allocation of the burden of proof.

C. Exi stence of a Retained I|Interest

As previously indicated, section 2036 nmandates inclusion in
the gross estate of transferred property with respect to which
t he decedent retained, by express or inplied agreenent,

possession, control, enjoynent, or the right to incone. The
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focus here is on whether there existed an inplicit agreenent that
decedent would retain control or enjoynent, i.e., econonc
benefit, of the assets he transferred to HFLP

Respondent avers that section 2036’ s applicability is
established on these facts, enphasizing in particul ar actual
conduct with respect to partnership funds. Respondent further
mai ntains that this case is indistinguishable fromthe situations

presented in Estate of Reichardt v. Conm ssioner, supra, and

Estate of Schauer haner v. Conmi ssioner, T.C Meno. 1997-242. The

estate, on the other hand, discounts the evidence and cases
relied on by respondent, enphasizing instead the formal terns of
t he partnershi p arrangenent and the accounting treatnent of
entity assets.

In Estate of Reichardt v. Commi ssioner, supra at 147-148,

the decedent fornmed a famly |limted partnership, the general
partner of which was a revocable trust created on the sane date.
The decedent and his two children were naned as cotrustees, but
only the decedent perfornmed any neani ngful functions as trustee.
Id. at 147, 152. He was the only trustee to sign the articles of
limted partnership, to open brokerage accounts, or to sign
partnership checks. 1d. at 152. He transferred his residence
and all of his other property (except for his car, personal
effects, and a small anpbunt of cash in his checking account) to

t he partnershi p and subsequently gave his two children limted
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partnership interests. 1d. at 148-149, 152-153. The decedent
deposited partnership inconme in his personal account, used the
partnershi p checki ng account as his personal account, and |ived
at his residence without paying rent to the partnership. [d. at
152. Based on these facts, we concluded that nothing but |egal
title changed in the decedent’s relationship to his assets after
he transferred themto the partnership. 1d. at 152-153.

In Estate of Schauer hamer v. Conm ssioner, supra, the

decedent fornmed three |imted partnerships. The decedent and one
of her three children were naned as the general partners of each
partnership, with the decedent’s being designated as the managi ng
partner. 1d. The decedent transferred busi ness assets,
including real estate, partnership interests, and notes

recei vable, to the partnerships in undivided one-third shares.
Id. Limted partnership interests in these entities were given
to famly nenbers. |1d. Partnership bank accounts were opened,
but the decedent deposited the inconme earned by the partnerships
into the account she used as her personal checking account, where
it was commngled with funds from other sources. 1d. Checks
were then witten fromthis account to pay both personal and
partnership expenses. 1d. The decedent’s children |ater

acknow edged at trial that formation of the partnerships was
nmerely a way to enable the decedent to assign interests in the

partnership assets to famly nenbers, with the assets to be



- 29 -
managed by the decedent exactly as in the past. [|d. W
therefore found the assets includable under section 2036(a). 1d.

We agree with respondent that the circunstances before us

bear many simlarities to those in Estate of Reichardt v.

Commi ssioner, 114 T.C. 144 (2000), and Estate of Schauerhaner v.

Conmi ssi oner, supra, and are convinced that a like result should

obtain. W focus particularly on the conm ngling of funds, the
hi story of disproportionate distributions, and the testanentary
characteristics of the arrangenent in support of our conclusion
that there existed an inplied agreenent that decedent would
retain the econom c benefit of the assets transferred to HFLP
As regards conmm ngling of funds, we note that this fact was

one of the nost heavily relied upon in both Estate of Reichardt

v. Conm ssioner, supra at 152, and Estate of Schauer haner v.

Conm ssioner, supra. W find the disregard here for partnership

formto be equally egregious. The Agreenent specified: “All
funds of the Partnership shall be deposited in a separate bank
account or accounts”. Yet no such account was even opened for
HFLP until| Septenber 23, 1994, nore than 3 nonths after the
entity began its |legal existence. Prior to that tine,
partnership incone was deposited in the Trust’s account,
resulting in an unavoi dabl e comm ngling of funds.

M chael testified concerning this delay as foll ows:

| nadvertently, either ny account or | failed to apply
tinmely for any--an enployee [sic] identification
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nunber. That is required before a checking account is

open. So | just nmade the determ nation that wthout a

checki ng account and | wanted the flow of cash, what we

woul d do is use the Morton B. Harper Trust account as a

hol di ng account, and then | instructed the accountant

to properly credit and account for those funds. * * *
Thi s expl anati on, however, seens to beg the question. Had
M chael sought pronptly upon HFLP' s creation to establish a bank
account, he would have been imedi ately alerted to the need for
an EIN. Hence, he either neglected to attenpt opening and/ or
using an account or allowed the lack of an EIN to continue for
several nonths after having been rem nded of its necessity. Both
reflect at best a | ess than orderly approach to the formal
partnership structure so pressed by the estate.

Moreover, we find Mchael’ s reliance on post nortem
accounting mani pul ations to be especially unavailing. M chael
and M. Bl ankstein, HFLP' s accountant, each testified that no

moneys actually changed hands in connection with the adjustnents.

In response to simlar contentions in Estate of Reichardt v.

Conmi ssi oner, supra at 154-155, we st ated:

The 1993 yearend and 1994 post nortem adjusting entries
made by Hannah’s firmwere a belated attenpt to undo
decedent’ s commi ngling of partnership and personal
accounts. There is no evidence that the partnership or
decedent transferred any funds to the other as a result
of the adjusting entries. After-the-fact paperwork by
decedent’s C.P. AL does not refute that decedent and his
chil dren had agreed that decedent could continue to use
and control the property during his life. [Fn. ref.
omtted.]
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Here M chael did not even hire M. Blankstein until after
decedent’ s death, strengthening the inference that the partners
had little concern for establishing any preci se demarcation

bet ween partnership and ot her funds during decedent’s |ife.

Closely related to the delay in opening the partnership bank
account and consequent comm ngling of inconme is the delay in
formally transferring the underlying portfolio assets to HFLP
No attenpt was nade to begin the process of title transfer until
July 26, 1994, when decedent executed an all onge endorsenent
assigning the Marsh note to HFLP. No action was taken with
respect to any of the other securities until Septenber 29 and 30,
1994, when l|letters addressing transfer of the ML. Stern & Co.

Put nam and Franklin accounts were drafted and an account with
ML. Stern & Co. was opened on behalf of HFLP. A letter
requesting transfer of the Rockefeller Center Properties stock
was not prepared until Novenber 22, 1994.

Wen M chael was asked on cross-exam nation to explain this
del ay between the effective date of the partnership and the
formal transfer of assets into the entity, he replied: “Probably
for different reasons, sone nechani cal delays and who we’'re
dealing with, but generally, there was no rush to do it. W were
just doing it in an orderly fashion.” Next, in response to a
further question asking why there was no rush, he conti nued:

“There was no rush. | nean, we were just handling the business
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in an orderly fashion. There wasn’t any deadline or urgency to
do it and get it done.” The follow ng colloquy then ensued:
Q Now let’s talk for a noment about the income from
the portfolio assets. Before the title to the assets
was transferred to the partnership, your father or his
trust continued to receive the incone fromthose
assets. Isn’t that right?
A Wul d you restate that? |1'm/| ost.

Q Ckay. At a certain point intime the assets were
contributed to the partnership, correct?

A Yes.

Q Ckay. Before that happened, your father’s trust
continued to receive the incone fromthose assets,
correct?

A Pr obabl y.

Q Well, why isn't it Yes?

A VWell, before he contributed it, he was in control
of that. W else would get it? | say probably.

Hence, we are again net with an exanple of indifference by
t hose invol ved toward the formal structure of the partnership
arrangenent and, as a corollary, toward the degree of separation
that the Agreement facially purports to establish. Moreover,
until title to the assets was transferred to HFLP, decedent woul d
not have forfeited the control over the underlying securities
that he through the Trust possessed as |egal holder. Thus, at
the tinme of the June 14, 1994, creation of HFLP and for sone
mont hs foll owi ng, decedent’s Trust retained title to the

underlying assets and was issued the dividends and i nterest
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generated thereby. |In addition, according to Mchael’s own
testinmony, the partners were in no hurry to alter this state of
affairs. This speaks vol unes concerning how little the partners
understood to have changed in decedent’s relationship to his
assets as a result of the entity' s formation.

Turning to facts regarding distribution of partnership
funds, we find equally conpelling indicia of an inplied
under st andi ng or agreenent that the partnership arrangenent woul d
not curtail decedent’s ability to enjoy the econom c benefit of
assets contributed to HFLP. In addition to the deened
di stributions engendered by the comm ngling di scussed above, even
the distributions made by M chael fromthe partnershi p checking
account are heavily weighted in favor of decedent. The check
regi ster indicates that during the period extending from
Septenber of 1994 through early Novenber 1995, partnership funds
were distributed for the benefit of Mchael and Lynn in the
anounts of $5,800 and $8, 700, respectively. These distributions
occurred on Novenber 9, 1994, Decenber 19, 1994, and January 10,
1995. During that sanme tine frame, partnership checks totaling
$231,820, were remtted to the Trust, with the last being witten
on Cctober 30, 1995. Only then did distributions to Mchael and
Lynn resune wth checks drawn on Novenber 15, 1995, in the
amounts of $4,800 and $7, 200, respectively. Gyven this pattern,

we woul d be hard pressed to conclude other than that the
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partnership arrangenent did little to curtail the access of
decedent or his estate to the economc benefit of the contributed
property.

Simlarly significant is the evidence that certain of the
distributions to the Trust were |linked to a contenporaneous
expense of decedent personally or of his estate. These anounts,
variously | abeled by M chael “additional distribution”, “return
of capital”, or “capital return”, totaled $220,520 and even
i ncl uded $4,000 to enabl e decedent to conplete a gift 2 days
before he died. This evidence buttresses the inference that
decedent and his estate had ready access to partnership cash when
needed.

On the issue of distributions, the estate repeatedly
intones, in mantrali ke fashion: “The managi ng general partner’s
right to make distributions was unlimted and could be nmade * at
such tinmes and in such anmounts as are determned in the sole and
absol ute discretion of the Managing CGeneral Partner.’” Once
agai n, however, this point begs the question. The nore salient
feature is not that Mchael did or did not have authority to make
the distributions but that he frequently used his position to
pl ace partnership funds at the Trust’s disposal in response to
personal or estate needs. No other partner was afforded the sane

| uxury of “additional” distributions or capital returns.
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Furthernore, the fact that the contenporaneous check
regi ster | abels various disbursenments to the Trust a “return of
capital”, regardl ess of whether such are proper under the
Agreenment and/or should be otherw se classified, also supports
the clear inplication that M chael understood decedent’s capital
could and woul d be nmade available to himif necessary.

Addi tionally, Mchael even liquidated an ML. Stern & Co. noney
mar ket account and renegotiated the Marsh note in order to obtain
the requisite cash to enable the Trust to pay decedent’s estate
taxes. These facets, in turn, provide strong evidence of an

i nplied agreenent under which decedent did not divest hinself
economcally of the contributed assets.

The estate al so argues that the distributions to the Trust
were consistent wth the guaranteed paynent obligation.
Nonet hel ess, wi thout regard once again to the veracity of this
allegation, we find it of little inport in our analysis. The
record supports a conclusion that in making the paynents M chael
was notivated by concern not with nmeeting HFLP' s guar ant eed
paynment obligation but rather with facilitating underlying
partner expenditures. Mchael testified as follows on this
subj ect:

Q Did you regularly pay the guaranteed paynents to
your father during 1994?

A Paynents were nmade, yes.

Q Were they made regul arly?
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A | don’t know what you nean by “regularly.”

Q Were they made as provided for in the partnership
agr eenent ?

A To the best of ny ability, yes.

Q Were you aware that the partnership agreenent
called for themto be paid quarterly?

A Not specifically, no.

Q You recall how often you nade guaranteed paynents
to hinf

A | took the approach that | would | ook at

recei vabl es, and distributions were entirely within ny
control, and if the dollars were sitting there, | would
possi bly make distributions. It could have been as
often as nonthly; | don’t recall, as | sit here.

Q How di d you conpute the anmount of the guaranteed
paynment s?

A | don’t understand. Wat do you nean, how did I

conpute it?

Q How di d--how did you conpute the anobunts that you
paid? D d you conpute then? | nean, they were 4.25
percent of the portfolio, right?

A Ch, | don't know if | didit--

Q O the capital--1"msorry; | stand corrected. The
capital account. They were supposed to be 4.25 percent
of the capital account.

A That’ s ny--that’ s nmy understandi ng, yes.

Q Did you make conputati ons when you nmade those
guar ant eed paynents?

A It seens to ne | did, yes.
Q Did you do themin witing?

A Wll, | did them and then | asked the account ant
t o doubl e-check ne on all of them-



VWhen?
--because |'m not an account ant.

When did you ask himto doubl e-check you on that?

> O » O

Regul arly.

The foregoing exchange solidifies our belief that noneys
were not remtted to the Trust in a calculated effort to conply
with the 4.25-percent entitlenment. The vague nature of the
testi nony nmakes clear that the guaranteed paynment avernents are
not hing nore than an attenpted after-the-fact justification for
M chael ' s acti ons.

In addition, given that M. Blankstein was not engaged until
March or April of 1995, after decedent’s death, his help was
unavail able to M chael for purposes of any of the 1994 or early
1995 distributions, a circunstance which apparently did not deter
M chael from proceeding despite his admtted | ack of accounting
expertise. There are also questions with regard to whet her
profit and |loss allocations called for by the Agreenent should
have been made prior to any distribution of funds. |In any event,
we are satisfied that respect for the Agreenment was not the
catal yst for the disproportionate distributions made to the
Trust.

We are equally uninpressed by the estate’s references to the
fiduciary capacity in which Mchael purportedly acted as managi ng

general partner. The estate clains: “Mchael, as the managing
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general partner, is a fiduciary and nust act on behalf of the
Partnership and all of its partners and cannot favor any one of
t hem over any other of them He cannot neke distributions to one
partner w thout making distributions to all partners and did not
do so.” The record, on the other hand, shows a consi stent
pattern of acting in response to particular needs of decedent or
his estate. W sinply are unable to agree that M chael was
acting in these instances first and forenost for the good of HFLP
and not primarily as the son of his father.

Lastly, we focus on testanentary characteristics of the
partnership arrangenent. According to the estate:

It is clear fromthe record that the organi zation

of the Partnership and the contribution by the Trust of

the Portfolio to the Partnership’s capital was not

“testanmentary.” No part of such transaction was

intended to be effective at the tine of Morton' s death.

The terns and conditions of the Partnership Agreenent

and the funding of the Portfolio were conplete and

uncondi tional and changed the relationship of the

parties to the Portfolio assets. * * *
Wil e we acknow edge that HFLP did cone into existence prior to
decedent’ s death and that sonme change ensued in the formal
rel ati onship of those involved to the assets, we are satisfied
that any practical effect during decedent’s life was m nimal.
Rat her, the partnership served primarily as an alternate vehicle

t hrough whi ch decedent would provide for his children at his

deat h.
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As previously discussed, decedent continued to be the
princi pal econom c beneficiary of the contributed property after
HFLP's creation. The few mnor distributions nade to M chael and
Lynn, which tellingly ceased throughout the entire period that
funds were being disbursed for final gifts and estate expenses,
hardly evidence a neani ngful econom c stake in the assets during
decedent’s life. Mchael’s technical control over managenent and
distributions is likewise of little inport. Although there was
testinony that M chael reinvested proceeds of maturing bonds, and
he presumably collected interest and di vidends paid on securities
held in HFLP' s nane, these activities are nore akin to passively
adm nistrating than to actively managi ng the contri buted
portfolio. Fromthe docunents in the record, it appears that the
conposition of the portfolio changed little prior to decedent’s
death. W also note that a significant percentage of the
portfolio consisted of professionally managed bond funds.

G ven the above, we place little weight on avernents
concerni ng change, during decedent’s life, in the partners’
relationships to the contributed property. In addition, we
believe that our conclusions in this regard are corroborated by
the all eged reason advanced at trial and on brief for

establishment of the partnership. The estate contends:
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Morton’s primary reason for transferring the
Portfolio to the Partnership was to create an
arrangenment that would protect fromLynn's creditors,
the assets that Lynn would receive or inherit from
Morton. * * *

Once Morton learned of the [arbitration] award and
its seriousness, he knew that he needed to address his
concerns about Lynn’s handling of her finances in a
di fferent manner than that provided in the Trust.
Pursuant to Article V of the Trust agreenent, on
Morton’s death, Lynn’ [sic] share would be distributed
to her outright. Follow ng such distribution, Lynn
woul d have the responsibility to manage her assets and
Lynn’s creditors could reach them w thout restriction
or limtation. This was unacceptable to Mrton.

* * * * * * *

Therefore, by placing Mchael in charge of the
Partnership and providing by gift and on Morton's death
that all but a fraction of Lynn’s interest would be
held as a limted partner, Mrton addressed his
concerns about Lynn. Lynn’'s creditors would be

inhibited due to the legal limtations of collecting a
judgment froma limted partner’s interest. [Citations
omtted.]

The enphasis of this discussion is patently post nortem as
opposed to inter vivos. Hence, not only the objective evidence
concerning HFLP's history but also the subjective notivation
underlying the entity’'s creation support an inference that the
arrangenment was primarily testamentary in nature. The objective
record belies any significant predeath change, particularly from
t he standpoint of econom c benefit, in the partners’ relationship

to the assets. Likew se, the subjective inpetus pronpting
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decedent to form HFLP centered on what woul d happen to his
property after death. He wanted to protect what Lynn would
receive fromhim not what she currently possessed.

O her facets of the entity' s establishnent are simlarly
consistent wwth a testanentary arrangenent. In particular, the
largely unilateral nature of the formation, the extent and type
of the assets contributed thereto, and decedent’s personal
situation are indicative. Mchael testified that decedent nade
all decisions regarding the creation and structure of the
partnership. During cross-exam nation he stated: “W really
didn’t discuss anything. He told ne what he wanted to do and he
expl ai ned why, and | accepted the assignnment.” Later, when asked
why the guaranteed paynent clause was added to the HFLP
Agreenent, M chael replied: “The same reason every provision was
put in the agreenent. * * * Specifically, because that’s what he
wanted.” Such statenents are far nore consistent wwth a
description of one man’'s estate plan than with any sort of arm s-
| ength transaction or joint enterprise between partners.

The fact that the contributed property constituted the
majority of decedent’s assets, including nearly all of his
i nvestnments, is also not at odds with what one woul d expect to be
the prime concern of an estate plan. W additionally take note
of decedent’s advanced age, serious health conditions, and

experience as an attorney.
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In summary, we are satisfied that HFLP was created
principally as an alternate testanmentary vehicle to the Trust.
Taking this feature in light of all that is discussed above, we
concl ude that decedent retained enjoynent of the contributed
property within the neaning of section 2036(a).

D. Exi st ence of Consi deration

Havi ng deci ded t hat decedent retained enjoynment of the
transferred assets for purposes of section 2036(a), we turn to
t he question whether the statute’s application nay nonet hel ess be
avoi ded on the basis of the parenthetical exception for “a bona
fide sale for an adequate and full consideration in noney or
money’s worth”. The estate contends:

The primary reason why |I. R C. 82036 does not apply

to Petitioner is that the Trust’s transfer of the

Portfolio to the Partnership in exchange for a credit

to its capital account for 99% of the fair market val ue

of the Portfolio assets and a 99% interest in profits

and losses is a “bona fide sale for an adequate and

full consideration in noney or noney’'s worth.” * * *

We, however, disagree on the ground that the estate’s
position fails to take into account significant aspects of the
jurisprudence addressing this exclusionary | anguage. The phrase,
as used in a predecessor statute, was explained in early casel aw
of this Court, as follows:

Accordingly, the exenption fromtax is l[imted to those

transfers of property where the transferor or donor has

received benefit in full consideration in a genuine

arms length transaction; and the exenption is not to
be allowed in a case where there is only contractual
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consi deration but not “adequate and full consideration
in noney or noney’'s worth.” * * * [Estate of Goetchius
v. Comm ssioner, 17 T.C 495, 503 (1951).]

It has simlarly been stated in construing the “bona fide
sale” termnology: “The word ‘sale’ neans an exchange resulting

froma bargain’”. Mllenberg’s Estate v. Conmm ssioner, 173 F. 2d

698, 701 (2d Cr. 1949). The foregoing interpretations have
subsequent|ly been cited with approval in related contexts by both

this and other Federal courts. See, e.g., Bank of N. Y. v. United

States, 526 F.2d 1012, 1016-1017 & n.6 (3d G r. 1975) (noting
that “the statutory basis for requiring an armis | ength bargain
woul d seemto be the requirenent of a ‘bona fide' contract”);

Estate of Mdrse v. Conm ssioner, 69 T.C 408, 418 (1977)

(observing that judicial decisions refer to a bona fide contract
“as an arm s-length transaction or a bargai ned-for exchange”),

affd. 625 F.2d 133 (6th G r. 1980); Estate of Misgrove v. United

States, 33 Fed. d. 657, 663-664 (1995). Fromthe above | anguage
it can be inferred that applicability of the exception rests on
two requirenents: (1) A bona fide sale, neaning an arm s-length
transaction, and (2) adequate and full consideration.

On the facts before us, HFLP's formation at a mninmnumfalls
short of neeting the bona fide sale requirenent. Decedent,
i ndependently of any other anticipated interest-holder,

determ ned how HFLP was to be structured and operated, decided
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what property would be contributed to capitalize the entity, and
decl ared what interest the Trust would receive therein. He
essentially stood on both sides of the transaction and conduct ed
the partnership’s formation in absence of any bargai ning or
negoti ati ng whatsoever. It would be an oxynoron to say that one
can engage in an arm s-length transaction with oneself, and we
sinply are unable to find any other independent party involved in
the creation of HFLP

Furthernore, |lack of a bona fide sale aside, we believe that
to call what occurred here a transfer for consideration within
t he nmeani ng of section 2036(a), nuch less a transfer for an
adequate and full consideration, would stretch the exception far
beyond its intended scope. |In actuality, all decedent did was to
change the formin which he held his beneficial interest in the
contributed property. W see little practical difference in
whet her the Trust held the property directly or as a 99-percent
partner (and entitled to a commensurate 99-percent share of
profits) in a partnership holding the property. Essentially, the
val ue of the partnership interest the Trust received derived
solely fromthe assets the Trust had just contributed. Wthout
any change what soever in the underlying pool of assets or
prospect for profit, as, for exanple, where others nake
contributions of property or services in the interest of true

joint ownership or enterprise, there exists nothing but a
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circuitous “recycling” of value. W are satisfied that such

i nstances of pure recycling do not rise to the |level of a paynent

of consideration. To hold otherwi se woul d open section 2036 to a

myri ad of abuses engendered by unil ateral paper transformations.
W note that the foregoing interpretation is supported by

our holdings in both Estate of Reichardt v. Conm ssioner, 114

T.C. 144 (2000), and, by inplication, Estate of Schauerhaner v.

Conmi ssioner, T.C. Menp. 1997-242. In Estate of Reichardt v.

Conmm ssi oner, supra at 155-156, the taxpayer contended that the

parent heti cal exception should apply. W, however, rejected this
argunent, observing that neither did the decedent’s children give
anything to himor to the partnership at the tine he contri buted

his assets nor did he sell the transferred property to the

entity. 1d. In Estate of Schauerhaner v. Conm Ssioner, supra,

the contributed assets were included in the decedent’s gross
estate under section 2036(a) w thout discussion of the exception,
| eading to the inference that it would not apply in such
ci rcunst ances.

We further are convinced that the cases cited by the estate
do not require a contrary conclusion. The estate points in

particular to Estate of Jones v. Comm ssioner, 116 T.C 121

(2001); Estate of Strangi v. Comm ssioner, 115 T.C 478 (2000);

Shepherd v. Conm ssioner, 115 T.C 376 (2000), affd. 283 F.3d

1258 (11th Cr. 2002); Estate of Harrison v. Conm ssioner, T.C
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Meno. 1987-8; and Church v. United States, 85 AFTR 2d 2000- 804,

2000-1 USTC par. 60,369 (WD. Tex. 2000), affd. without published
opi nion 268 F.3d 1063 (5th Cir. 2001). The estate apparently
argues that the just-cited cases establish that a proportionate
partnership interest constitutes per se adequate and ful
consideration for contributed assets. W believe, however, that
any such gl obal formulation woul d overreach what can be drawn
from the decisions.

First, with respect to Estate of Jones v. Conm SsSioner,

supra, Estate of Strangi v. Conni ssioner, supra, and Shepherd v.

Conmmi ssi oner, supra, none of these opinions involved section

2036. Rather, they considered whether gifts were made at the
inception of famly l[imted partnership arrangenents. Estate of

Jones v. Conm ssioner, supra at 127-128; Estate of Strangi V.

Conmi ssi oner, supra at 489-490; Shepherd v. Commi SSsi oner, supra

at 384-389. The cases therefore do not control interpretation of
the requirenments of section 2036. Furthernore, while section
2512(b) describes a gift as a transfer of property “for |ess than
an adequate and full consideration in noney or noney’s worth”,
there exists an equally fundanental principle that a gift

requi res a donee--sone other individual nust be enriched. In

this connection, we note that Estate of Jones v. Conm ssioner,

supra at 127-128, and Estate of Strangi v. Conm Sssioner, supra at

489-490, which find no gift at inception, say nothing explicit
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about adequate and full consideration but do refer to
enhancenent, or |ack thereof, of other partners’ interests.
Hence, even if relevant here, we would be unable to concl ude that
these rulings resolve the question of whether a proportionate
entity interest, in and of itself, constitutes adequate and ful
consideration for contributed assets.

Second, although Estate of Harrison v. Comm sSioner, supra,

and Church v. United States, supra, do address section 2036,

there exist significant differences between these cases, on the

one hand, and Estate of Reichardt v. Commi ssioner, supra, and

Est ate of Schauer haner v. Conm ssioner, supra, on the other,

whi ch di stinguish the two groups. In both Estate of Harrison v.

Conmi ssi oner, supra, and Church v. United States, supra, the

ot her partners made contributions at the formation of the entity
which were not de minims in nature. The partnership entity thus
served as the vehicle for a genuine pooling of interests. The

court in each case then went on to conclude that the partnerships

had been created for a business purpose. Estate of Harrison v.

Conmi ssi oner, supra; Church v. United States, supra.

Accordingly, it is not unreasonable to assunme that a genuine
pooling for business purposes injects sonething different into
t he adequate and full consideration cal cul us than does nere,

uni l ateral value “recycling” as seen in Estate of Reichardt v.

Conmi ssi oner, supra, Estate of Schauerhanmer v. Conm ssioner,
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supra, and the present matter. |In the forner situation, there is
at |l east the potential that intangibles stenm ng froma pooling
for joint enterprise mght support a ruling of adequate and ful
consideration. W also note that section 25.2512-8, G ft Tax
Regs., specifies that transfers “made in the ordinary course of
busi ness (a transaction which is bona fide, at arnmis length, and
free fromany donative intent), will be considered as nade for an
adequate and full consideration in noney or noney’'s worth.”

We therefore hold that where a transaction involves only the
genre of value “recycling” described above and does not appear to
be notivated primarily by legitimte business concerns, no
transfer for consideration within the neaning of section 2036(a)
has taken place. Hence, the exception provided in that statute
is inapplicable. Furthernore, although section 2043 can entitle
taxpayers to an offset for partial consideration in cases where a
transfer is otherw se subject to section 2036, this section, too,
i s inapplicable where, as here, there has been only a recycling
of value and not a transfer for consideration.

E. Concl usi on

We concl ude that the property contributed by decedent to
HFLP is included in his gross estate pursuant to section 2036(a).
We further note that, given the foregoing conclusion, we need not
reach respondent’s additional argunment for includability, which

argunent is prem sed on disregard of the partnership for |ack of
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econom ¢ substance, a judicial doctrine. Likew se, we need not
address respondent’s contentions with respect to gift tax
ltability, as those determ nations were nade in the alternative
to full inclusion based on either section 2036(a) or the economc
subst ance doctrine. Accordingly, we now turn to valuation of the
assets to be included in the gross estate.

V. Valuation

A. | nt roducti on and General Rul es

G ven our resolution above, the valuation inquiry with which
we are concerned is the value on February 1, 1995, decedent’s
date of death, of the property previously transferred by decedent
to the partnership. In other words, we nust ascertain the val ue
of HFLP's underlying portfolio assets, without regard to any
cl ai med di scounts attributable to the partnership form

As used in transfer tax statutes, val ue denotes fair market
val ue, neaning “the price at which the property woul d change
hands between a willing buyer and a willing seller, neither being
under any conpul sion to buy or to sell and both having reasonabl e
knowl edge of relevant facts.” Sec. 20.2031-1(b), Estate Tax
Regs. Both parties submtted expert reports in support of their
contentions regarding the fair market value of all property held

by the partnership, referred to as HFLP's net asset value. dint
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Cronkite, CA, ASA, prepared reports on behalf of the estate,! and
John A. Thonmson, ASA, MAl, prepared reports on behal f of
respondent. W evaluate expert testinony in |light of al
evi dence contained in the record and may accept or reject the
proffered opinions, in whole or in part, according to our own

judgenent. Helvering v. Natl. Gocery Co., 304 U S 282, 295

(1938); Shepherd v. Conmi ssioner, 115 T.C. at 390. 1In

particul ar, “*The persuasi veness of an expert’s opinion depends
| argely upon the disclosed facts on which it is based.’”

Shepherd v. Conm ssioner, supra at 390 (quoting Estate of Davis

v. Comm ssioner, 110 T.C. 530, 538 (1998)).

The respective appraisals by M. Cronkite and M. Thonson of

HFLP' s net asset value are summari zed bel ow:

ASSET M. Cronkite M. Thomson
Cash $2, 517 $2, 517
Mar ket abl e Securities 832, 299 832, 299
(ML. Stern & Co. Account)
California Tax-Free |ncone Fund 63, 817 63, 817
(ML. Stern & Co. Account)
Franklin AGE Hi gh Incone Fund 69, 130 69, 130
Franklin California Tax-Free Fund 249, 979 249, 979
Put nam Aneri can Governnment | ncone Fund 71, 017 71, 017

! The report submitted on behalf of the estate val uing HFLP
as of February 1, 1995, contains a certification signed by both
M. Cronkite and Hel ena Nam Rei ch, ASA. However, because it is
M. Cronkite who testified at trial, whomboth parties refer to
as petitioner’s expert, and whose qualifications have been
stipulated by the parties, we adopt a simlar convention of
referring solely to M. Cronkite.



Rockefel l er Center Properties, Inc. - 14, 375 14, 375
Commmon

Not e Recei vabl e (Marsh note) 300, 000 405, 000

NET ASSET VALUE $1, 603, 134 $1, 708, 134

As can be seen fromthe foregoing table, the only difference
reflected in the net asset value anal yses of the parties’ experts
lies in their valuation of the Marsh note.? This |evel of
agreenent is logical in light of the fact that the renaining
assets, in addition to cash, consisted of marketable securities
and nmutual funds. Before proceeding to address the Marsh note
specifically, however, we deal with a question that has arisen
concerni ng burden of proof.

B. Burden of Proof

The estate’s opening brief contains the statenment that “the
only matter as to which Petitioner bore the burden of proof was
the determnation of fair market value.” Respondent’s opening
brief refers to the estate’s failing to satisfy its burden but
al so includes the following remark: “Even if respondent had the
burden with respect to the valuation of the property, the
evi dence produced by respondent clearly satisfies any such

burden. See Estate of Mtchell v. Conm ssioner, 250 F.3d 696

2 Al t hough one of the summary tables contained in M.
Thonson’ s report states a value of $69, 310 for the Franklin AGE
H gh I ncome Fund, the $69, 130 figure is used el sewhere in the
report and is necessary to derive the oft-repeated total of
$1,708,134. W conclude that the $69, 310 anpbunt shoul d be
di sregarded as a transcription error.
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(9th Cr. 2001) [affg. in part and vacating and remanding in part
T.C. Meno. 1997-461].” The estate’s reply brief then focuses on

the foregoing citation to Estate of Mtchell v. Conm ssioner,

supra, in arguing that respondent does in fact bear the burden of
proof in this situation.

The Court of Appeals for the Nnth Grcuit, to which appeal
inthis case would normally lie, has addressed the issue of
burden of proof in valuation cases in a series of three recent

deci si ons. Estate of Mtchell v. Conm ssioner, supra; Estate of

Sinplot v. Conm ssioner, 249 F.3d 1191 (9th Cr. 2001), revg. and

remanding 112 T.C. 130 (1999); Mrrissey v. Conm ssioner, 243

F.3d 1145 (9th Cr. 2001), revg. and remandi ng Estate of Kaufnman

v. Conm ssioner, T.C. Menob. 1999-1109. In each of these cases,

t he Comm ssioner determ ned an estate tax deficiency based upon
an increase in the fair market val ue, over that clained on the
tax return, of shares in a closely held corporation. Estate of

Mtchell v. Conm ssioner, supra at 698-699; Estate of Sinmplot v.

Conmmmi ssi oner, supra at 1193; Morrissey v. Conmi Sssioner, supra at

1147. Subsequently, the Comm ssioner submtted for trial expert
reports opining, and/or the Conmm ssioner conceded, that the val ue
of the subject stock was |ess than that asserted in the statutory

noti ce. Estate of Mtchell v. Conm ssioner, supra at 702; Estate

of Sinplot v. Conm ssioner, supra at 1193-1194; Mbrrissey V.

Conmm ssi oner, supra at 1147. Confronting this scenario, the
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Court of Appeals in each instance indicated that the deviation in
the Comm ssioner’s litigation posture fromthe valuation stated
in the notice resulted in a forfeiture of any presunption of
correctness and/or a placing of the burden of proof on the

Conmi ssi oner. Estate of Mtchell v. Conm ssioner, supra at 702;

Estate of Sinplot v. Conmni ssioner, supra at 1193; Mrrissey V.

Conmi ssi oner, supra at 1148-1149.

Under the rule of Golsen v. Conmi ssioner, 54 T.C. 742, 757

(1970), affd. 445 F.2d 985 (10th Cir. 1971), this Court wll
“follow a Court of Appeals decision which is squarely in point
where appeal fromour decision lies to that Court of Appeals”.
We al so acknowl edge that the notice of deficiency issued with
respect to decedent’s estate tax placed a value of $1, 750,000 on
decedent’s interest in the assets held by HFLP, while the expert
report and posttrial briefs submtted by respondent advocate a
val ue of $1,708,134. Nonetheless, the record in this case is
such that our conclusion would be the same regardl ess of any
presunption of correctness or the falling of the burden of proof.
We therefore need not further probe the inplications here of the
above-descri bed deci sions by the Court of Appeals for the Ninth
Crcuit and shall base our ruling on the preponderance of the

evi dence.



C. Value of Marsh Note

The subject note, with principal anmount of $450, 000, was
i ssued on April 15, 1991. Jack P. Marsh was the naker, and the
Trust was the payee. The original due date was April 14, 1992,
and the original interest rate borne by the note was 10.75
percent. As of decedent’s date of death, the note had been
renewed annually for 1-year extensions, the interest rate had
been reduced to 10 percent, and paynents of interest were
current.

The Marsh note was secured by collateral in the formof a
45-percent interest in a $1 nmillion note, which note in turn was
secured by a deed of trust on Carson Harbor Village, a nobile
honme park. Jack P. Marsh was the payee of the $1 million note
and beneficiary of the deed of trust, and Carson Harbor Vill age,
Ltd., was the payor and trustor. Carson Harbor Village, Ltd.,
was a limted partnership of which Goldstein Properties, Inc.,
was the general partner. Janmes F. Goldstein, as president of
CGol dstein Properties, signed the $1 million note and rel ated deed
of trust on behalf of Carson Harbor Village, Ltd.

i. M. Cronkite' s Report

M. Cronkite, at the outset of his report, states the terns
of the Marsh note and indicates that it is secured by a
collateral interest in the aforenentioned note secured by deed of

trust. He conti nues: “I'n addition to this note, there is a
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first trust deed in the anmount of approximately $10-$11 million.”
In estimating the fair market value of the Marsh note, M.
Cronkite utilized two approaches: (1) An incone approach,

di scounting future interest incone to present value at its
required yield; and (2) a market approach, discussing the |oan
with M. Marsh, an all eged secondary | oans expert.

Wth respect to the incone approach, M. Cronkite expl ai ned
that the higher the inherent risk in an inconme stream the higher
the required yield to be used in conputing present value. The
portion of his report concerning selection of the required yield
to be enpl oyed here reads:

The appropriate yield for an investnent in this

note was estimated based on a review of the May 1, 1991

Not e Secured By Deed OF Trust, which stipulates that in

the event of default, the unpaid amounts will bear

interest at the Contract Rate plus 5% per annum W

concl uded that 15% was an appropriate yield on this

basi s.

This 15-percent rate is then used in conjunction wth a present
value formula to produce a $300,000 fair market value for the
subj ect note.

The section of M. Cronkite’s report addressing the market
approach references discussions with M. Marsh and then sets
forth the foll ow ng:

According to M. Marsh, the $1, 000, 000 | oan was

intended to be interimfinancing only. Harbor Village

intended to refinance its property, but encountered
envi ronnent al i ssues.
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Al though the loan is current, M. Marsh estinmates

that he could only get $0.70 to $0.80 on the dollar for

a 100%interest, and perhaps $0.60 to $0.70 for a 45%

interest (due to liquidity factors).

Based on the above, we conclude that the fair

mar ket val ue of the Marsh note is $300, 000

(approxi mately 65% of $450, 000).

ii. M. Thonson’s Report

M. Thonson in his report preceded valuation of the Marsh
note with a discussion of certain factual assunptions underlying
his analysis. The report refers to the $1 nmillion note as
equating to “nore than 2 to 1 coverage” for the Marsh note and
mentions personal guaranties by M. Marsh and M. CGoldstein. M.
Thonmson al so addresses several itens relating to the security for
the $1 million note; namely, the value of the nobile hone park,
the existence of any prior liens against the park, and possible
environnmental issues pertaining to the park.

M. Thonson appraised the 410-unit nobile hone park and
concluded that it “could command a price of $40,000 to $50, 000
per unit or $16.0 to $20.0 mllion based on other nobile hone
park sales we are famliar with in Southern California.” As
regards potential prior liens, the report states:

We requested any other Trust Deeds (notes), if any,

agai nst the Carson Harbor Village Mbile Honme Park

whi ch may have a senior position to the $1, 000, 000 Deed

of Trust. However, we were not provided any data on

this request fromthe taxpayor [sic]. W did obtain a

property profile from Chicago Title which showed no
recorded liens as of the appraisal date.
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Concerni ng environnental issues, M. Thonson revi ewed Park
Envi ronnmental Corporation’s environnental analysis dated June 10,
1994, and requested, but was not provided, sections of a renedi al
action plan dated January 26, 1995, outlining procedures for
removal and di sposal of waste material. Ceanup was ultimately
assunmed to require mnimal cost in conparison to the overal
property value, such that it would not significantly influence
refinancing or sale.

In then determ ni ng whet her the Marsh note should be val ued
at a discount to its face value, M. Thonmson wei ghed five
factors. These were: (1) The collateral securing the note; (2)
t he exi stence of guaranties relating to the note and its
collateral; (3) the interest rate on the note; (4) previously
granted extensions of the note’s maturity date and the currency
of paynents; and (5) environnmental concerns related to the
collateral. M. Thomson concluded that, of the foregoing
factors, the first three enunerated would tend to support no
di scount or a slight premumwhile the latter two would tend to
support a di scount.

More specifically, M. Thonson opined that the foll ow ng
facts would tend to decrease any applicable discount: (1) The
Marsh note possessed good collateral coverage in that it was
secured by a $1 mllion note, which in turn was secured by a deed

of trust on a well-located nobile hone park; and (2) the $450, 000
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note was personally guaranteed by M. Marsh and the $1 nillion
note was personally guaranteed by M. CGoldstein. Neither
i ncreasi ng nor decreasing any applicabl e discount was the fact
that the interest rate, at 10 percent, was a reasonable 87 basis
poi nts over the conventional nortgage rate of 9.13 percent for
t he week ended January 27, 1995. ldentified as tending to
i ncrease any applicable discount were facts indicating: (1) The
not e had been extended several tinmes, such that there could be no
assurance it would be paid in full at the upcomng maturity date
wi thout | egal action, although all interest paynents were
current; and (2) there could be environnental concerns relative
to a small section of the nobile hone property, which could del ay
the refinancing and/or sale of the property.

After setting forth the above factors, M. Thonson’s report
concl udes:

I n our opinion, based on our experience with real

property and prom ssory notes, we believe a range of 5

to 15 percent discount would be applicable to the

subj ect $450, 000 note. Therefore, based on the factors

considered and the note itself, it is our opinion that

a discount of 10.0 percent is reasonable to apply to

t he $450,000 note in HFCL.P., as of February 1, 1995.

Accordingly, we have estimted the fair market val ue of

the $450, 000 note in HFCL.P. at $405, 000, or ($450, 000
x (1.0-.10)).



iii. Analysis

I n our conparison of the foregoing views, we generally found
those of M. Thomson to be better explained, better supported,
and nore convincing. Wile we conclude that certain factual
assunptions described in M. Thonson’s report were not
establ i shed by a preponderance of the evidence, the | evel of
detail in the report’s treatnent of individual factors considered
enabl ed us to nmake adjustnents within what was a reasonabl e
framework. In contrast, M. Cronkite’'s report was highly
conclusory and revealed little about the underlying analysis. As
a result, we could neither perform any neani ngful eval uation nor
ascertain that the conclusions were supported by an appropriate
foundation. W therefore found M. Cronkite s report
unper suasi ve and of m ninmal assistance in the valuation endeavor.
Accordi ngly, we sustain respondent’s position to the extent of
t he reduced val uati on anmount di scussed bel ow for the Marsh note.

M. Cronkite’s Approaches: W begin by addressing the

difficulties encountered with M. Cronkite’s approaches. As
previously nmentioned, M. Cronkite included in his report an

i ncone approach discounting interest inconme at 15 percent.

Al though the report explains that the required yield should
reflect inherent risk in the inconme stream it fails to offer any
sati sfactory link between this prem se and the chosen 15-percent

rate. M. Cronkite apparently added the 5-percent default
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increase specified in the $1 mllion note to the 10-percent
contract rate of the $450,000 note.® Wy the default provisions
negotiated with a different debtor nearly 4 years earlier
accurately reflect the inherent risk in the Marsh note as of
decedent’s date of death is not elucidated. W are afforded no
information on relative conditions and circunstances that would
facilitate a useful conparison. It is for these reasons that we
were unable to give M. Cronkite’s incone approach any
significant weight in our analysis. |In addition, we observe that
M. Cronkite testified at trial to having relied primarily on the
mar ket approach in his val uation.

As regards M. Cronkite’s market approach, our concerns in
many respects parallel those highlighted above in connection with
the i ncone approach. Again, the report is cursory, conclusory,
and reveals little underlying reasoning that would enable us to
evaluate the result reached. The report sets forth val ue
estimates nmade by M. Marsh and characterizes M. Marsh as “a
secondary | oans expert”. M. Cronkite explained at trial only
that M. Marsh “represented to nme that he was an expert in the

secondary | oan market.” \Wen questioned regarding M. Marsh’s

3 Although the estate on brief refers to 15 percent as “the
default rate under the Marsh Note” and respondent simlarly
characterizes 15 percent as “the default rate on the note”, the
copy of the Marsh note itself in the record does not contain any
provi sions regarding a default rate. Rather, the $1 mllion
note, which bears a contract rate of 11.25 percent, specifies a
default rate of the contract rate plus 5 percent.
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role in the valuation, M. Cronkite testified: “I relied
primarily on an expert in the field to establish what the fair
mar ket val ue of the note was. | did sonme checking on that for
reasonabl eness, determ ned that his analysis was reasonable.”

M. Cronkite also answered in the affirmative to an inquiry
asking: “So, then, you essentially took your value of the note
fromM. Marsh, or based a good part of your conclusions on M.
Marsh’ s own opi ni on?”

We, however, know al nost nothing about the qualifications of
M. Marsh beyond the fact that he was involved in |l ending the $1
mllion to Carson Harbor Village, Ltd., and was payee of the note
for that anmount and beneficiary of the related deed of trust. W
are equal l'y uninfornmed about the nature of the discussions that
led to his appraisal. To wit, we are unaware of whether the
figures were nerely an offhand estimate or followed a period for
study or evaluation. M. Marsh did not appear or testify at
trial. Accordingly, we are asked to accept his opinions, as
reported by M. Cronkite, w thout any opportunity to probe their
foundati on or any assurances that he was qualified to render
them W also note that his independence for purposes of
offering a neutral opinion is not free fromdoubt. Furthernore,
al though M. Cronkite stated that he checked M. Marsh’s analysis

for reasonabl eness, he gave no indication whatsoever of the
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materials or information that figured in such corroboration. His
assertions therefore can do little to increase our confidence.

Anot her difficulty we have with the valuation produced by
M. Cronkite' s market approach is the lack of explanation
concerning the factors taken into account in arriving at the
di scount. Environnental issues are nentioned, and M. Cronkite
testified that this factor was very inportant to M. Marsh. \Wen
asked what studies he reviewed in making a conclusion as to the
environnmental problem M. Cronkite responded:

You know, | don’t--1 don't recall actual studies.

| believe | had a | ot of correspondence regarding the

environmental issues. M discussion wwth M. Marsh--he

was certainly well aware of them The fact that they

couldn’t get, you know, refinancing due to the

envi ronnent al concerns was an issue, but ny

under st andi ng was, there was no dollar anount, you

know, put on this, this liability.

These remarks, and the reference to environnental issues in
the report, fall short not only of assuring us that M. Cronkite
had a reliable foundation for his understanding of the
seriousness of the environnmental problembut also of permtting
us to assess the role it played relative to any other factors.

We therefore are unable to accept portions of the analysis while
maki ng adj ustments in other aspects that we mght find
unsupported by the evidence. Nor can we usefully conpare

conponents as between the two experts. W are placed in a

position of having largely to enbrace or reject M. Cronkite's
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conclusions in whol esale fashion. As a consequence, M.
Cronkite’ s market approach, too, offers only a nodi cum of
gui dance in val uing the subject note.

M. Thonson's Approach: W now address M. Thonson's

approach, which weighed five factors in arriving at a 10-percent
di scount for the Marsh note. W deal with each of these
conponents seriatim beginning wwth the factor addressing
coll ateral coverage. M. Thonson opined that coll ateral coverage
on the Marsh note was good and cited both the $1 million note
secured by deed of trust and the underlying nobile honme park in
support of this assertion. The estate raises several points in
response to M. Thonson’s position on coverage, one of which
i nvol ves the existence of a senior lien on the nobile honme park.

As previously nmentioned, M. Cronkite's report references a
first trust deed in the amount of $10 to $11 million; M.
Cronkite testified at trial that this statenment was based on his
di scussion wwth M. Marsh and that he had seen no docunents
related to the encunbrance.

We pause here to note that the estate attenpted at trial to
i ntroduce public records fromthe Los Angel es County Recorder’s
Ofice relating to the alleged first lien. Respondent’s
objection to these docunents was sustained on the grounds that
the informati on was requested fromthe estate during discovery,

was not provided, and shoul d have been stipul ated and/ or
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exchanged prior to trial in accordance wwth Rule 91 and this
Court’s Standing Pre-Trial Oder. Presumably M. Thonson was
unawar e of these docunents when formul ating his expert opinion,
since he makes no nmention of them The Court deened the
consequent surprise significant in these circunstances. The
estate then sought by requests and notions filed after trial to
have judicial notice taken of the docunents. Such subm ssions
were denied as an inproper attenpt to augnent the cl osed record
wi t hout the concurrence of the opposing party.

M. Thonmson relied on a property profile from Chicago Title
showi ng no prior liens, but this docunent has not been nmade a
part of the record. The record also | eaves unclear the extent to
whi ch the property profile would have contai ned historical data
reflecting encunbrances as of February 1, 1995. As a result, we
are not satisfied that either expert relied on adequate
information in devel oping his opinion.

However, even if we were to hypothesize the existence of a
first lien, we do not believe that M. Thonmson’s nore general
reliance in valuing the Marsh note on good coll ateral coverage
woul d be appreci ably weakened. Because M. Thonson apprai sed the
nobi | e hone park at $16 to $20 million, generous coverage woul d
not cease to exist nerely on account of a first trust deed in the

$10- to $11-nillion range.
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Furthernore, the record contains no materials that underm ne
t he val ue placed by M. Thonson on the park, prior to
consi deration of environnental issues, or offer an alternative
figure. M. Cronkite did not inspect the nobile home park or
performa real estate appraisal, and his professional
qualifications do not reveal any expertise in the real estate
area. M. Thonson, on the other hand, is a licensed real estate
apprai ser and broker in the State of California. He testified to
havi ng apprai sed nobil e honme parks. W thus are confident that
he woul d have been in a position to nmake an inforned judgnent
about a general value range in conparison to other Southern
California nobile home park sales. |In addition, the fact that
the park was refinanced in 1997, after the year in issue, for
nearly $16 mllion also | ends a degree of credence to M.
Thomson’ s nunbers.

Anot her point raised by the estate concerns references in
M. Thonmson’s report to the coverage provided by the primary
collateral, the $1 million note, as “nore than 2 to 1”. Al though
t he actual coverage is only “1 to 1", inasnmuch as the Marsh note
was secured by a 45-percent interest in the $1 mllion note, we
again do not believe that this fact, in and of itself,
evi scerates the basic prem se of good coverage. W are equally
unconvi nced that any of the various other contentions made by the

estate on brief render unreasonable the conclusion that the Mrsh
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note was well covered by collateral. Hence, while we acknow edge
that the |level of coverage was not as great as M. Thonmson nmay
have assuned, we remain satisfied that good coverage could
appropriately be considered as a positive factor enhancing the
val ue of the subject note.

We next address the factor involving personal guaranties,
about which the parties express significant differences. M.
Cronkite indicated at trial that he was not aware of any personal
guaranties at the time he prepared his report, while M. Thonson
took guaranties into account in his valuation. The record
contains no guaranty agreenent or docunent relating to either the
Marsh note or the $1 mllion note, and the notes thensel ves bear
no evi dence of a guarantor. |Instead, guaranties are referred to
in several itenms of correspondence which passed between M. Marsh
and either decedent or Mchael. The first is an April 15, 1991,
letter fromM. Marsh to decedent. This letter adverts to the
new $450, 000 prom ssory note and concludes with the foll ow ng
par agr aph:

| am proceeding with the closing of the

$1, 000, 000. 00 Il oan to Janes CGoldstein that will be

adequately secured by a Note secured by Deed of Trust

on real property. |, of course, wll have all the

necessary personal guarantees, etc. on same. |If, for

any reason whatsoever, this | oan does not close within

the next fifteen days, your funds will be returned to

you upon demand plus 10 3/4% interest from April 15,

1991. If the loan closes, Mdxrton B. Harper, Trustee of

the Morton B. Harper Revocable Trust Dated Decenber 18,
1990, wll be assigned, as collateral, a 45% i nterest
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in the $1,000, 000.00 Note. Your investment will also be

personal | y guaranteed by nyself along with the personal

guar antee of Janes Col dstein.

Then, in a second letter fromM. Mirsh to decedent, dated
June 6, 1991, M. Marsh enunerates five encl osed docunents. The
first four pertain to the $1 mllion note and deed of trust. The
fifth itemis “Personal Guarantee dated May 1, 1991, executed by
Jack P. Marsh.”

Later, an August 15, 1994, |etter from Mchael to M. Marsh
advised that the Trust’s interest in the Marsh note had been
assigned to the partnership and asks M. Marsh to acknow edge his
agreenent that “all preexisting assignnents of the coll ateral
Not e and Deed of Trust security and al so your CGuarantee dated May
1, 1991 remain in full force and effect for the benefit of” HFLP
The August 28, 1994, letter agreenent between M. Marsh and the
Trust then sinmlarly declares that security for the $450, 000
investnment funds is assigned to the partnership and that “Jack P
Marsh’ s personal guarantee for the $450, 000. 00 i nvest nent funds
is still in effect and is transferred to” HFLP

Lastly, a February 10, 1995, letter fromM. Marsh to
M chael states that the “$450,000.00 Note is personally
guaranteed by Jack P. Marsh” and that the “$1, 000, 000.00 Carson
Harbor Village, Ltd. Note is personally guaranteed by Janes

ol dstein.”
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In assessing the inport of this docunentary evidence, we
must al so be conscious of relevant provisions of State law. Cal.
Civ. Code sec. 2787 (West 1993) defines “guarantor” for purpose
of the statutes relating to rights and obligations which arise
out of a guaranty rel ationship:

The distinction between sureties and guarantors is
hereby abolished. The terns and their derivatives,
wherever used in this code or in any other statute or
law of this State now in force or hereafter enacted,
shal | have the sanme nmeaning, hereinafter in this
section defined. A surety or guarantor is one who
prom ses to answer for the debt, default, or
m scarriage of another, or hypothecates property as
security therefor. * * *

Agai nst the foregoing backdrop, we first consider the
exi stence of any guaranty by M. Marsh. Cearly, M. Mrsh and
the Harpers were under the inpression that M. Marsh had executed
a personal guaranty on May 1, 1991. However, to the extent that
t he purported guaranty existed and was of the $450, 000 note, we
conclude that it should be disregarded in the valuation process.
The $450,000 note on its face is an unrestricted personal
obligation of “Jack P. Marsh”. Accordingly, any persona
guaranty thereof would fail to conformto the definition of a
guaranty under California |law, would be no nore than a redundant
second prom se to pay personally, and woul d not appreciably
enhance the value of the note. Furthernore, to the extent that

the context provided by certain of the above letters could

support an inference that M. Marsh’s alleged May 1, 1991,
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guaranty was actually of the $1 mllion note, the evidence is
anbi guous and fails to establish such a guaranty by a
pr eponder ance.

Concerni ng a possible guaranty of the $1 million note by M.
Gol dstein, we again find the record insufficient to neet
respondent’s burden. Wiile the April 15, 1991, letter indicates
prospectively that M. Marsh intended to seek a guaranty from M.
Gol dstein, the absence of any reference to a Gol dstein guaranty
in the June 6, 1991, letter is conspicuous. The June 6, 1991,
letter specifically enunerates docunents pertaining to the $1
mllion note, as well as a personal guaranty by M. Marsh. The
om ssion of any nention of a guaranty by M. Goldstein could
certainly inply that the anticipated assurance was not obtai ned.
The only other itemwhich alludes to a Goldstein guaranty is the
February 10, 1995, letter witten nearly 4 years later. @Gven
this record, we are not convinced that the |atter docunent
sufficiently overcones the inference which can be drawn fromthe
nore contenporaneous letters. In summary then, we conclude that,
on the evidence before us, personal guaranties should not be
considered as a factor enhancing the value of the Marsh note.

As regards the factor directed toward the interest rate on
the note, M. Thonson found this element to be neutral. M.
Thonmson conpared the 9. 13-percent conventional nortgage rate for

t he week ended January 27, 1995, as reported in the Federal
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Reserve Statistical Release, to the 10-percent rate born by the
Marsh note. He concluded that the spread of 87 basis points was
reasonable. M. Cronkite indicated that he did not research
interest rates, the estate has offered no alternative evidence or
position, and we have no grounds for doubt of M. Thonmson’s
assunptions on this matter.

Turning to the two factors that M. Thonmson felt would
i ncrease any applicable discount, we begin with that pertaining
to maturity date and extensions. M. Thonson indicated that,
gi ven the repeated annual extensions of maturity, there existed a
| ack of assurance that the note would be paid in full at its
upcom ng due date. He viewed this circunstance as one which
woul d favor an increase in discount. Again, the estate has not
chal | enged the foregoing prem se, and we note M. Cronkite
testified with simlar inport. M. Cronkite stated: “whether
there’s a pending maturity date, | think is kind of noot. |
bel i eve everyone thought it wouldn’t--it wouldn’'t be paid at the
maturity date.” We find M. Thonson’s analysis of maturity
i ssues to be | ogical.

The remaining factor identified by M. Thonson as tending to
support an increased di scount focuses on environnental concerns.
Both parties and their experts are in agreenment insofar as the
notion that environnental issues relating to the nobile hone park

detract fromthe value of the Marsh note. The estate, however
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pl aces a far greater enphasis on this factor and all eges that M.
Thonmson trivialized the seriousness of the Carson Harbor Village
property’s environnental condition. M. Cronkite, as we have
previously discussed, offered generalized testinony portraying
the environnmental issues as very inportant to M. Marsh but
conceded that he had not reviewed any environnental studies in
preparing his report. He also cited the fact that refinancing
for the property was not obtained until 1997 as an indication of
the seriousness of the problem

M. Thonson reviewed an anal ysis by Park Environment al
Cor poration and requested, but was not provided, portions of a
study by McLaren/Hart addressing renedial action. M. Thonson
testified that in reading the materials obtained he did not
per cei ve any groundwater contam nation but did see nentioned a

surface tarli ke substance which seened to be confined to a

relatively small, 20- to 30-foot area of the property. M.
Thomson descri bed his assessnent of this information: “Well, as
an investor wanting to buy that note, | would be concerned about

the environnental, and that did--that’s what really generated our
discount. | would be concerned. | didn't think it was a big

i npact, but it was an inpact that was--could delay the
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refinancing.” In a simlar vein, his report assunes a
conparatively mnimal cleanup cost but does recogni ze the factor
as a contingency detracting fromthe value of the note.

On this record, we believe that M. Thonson has taken the
better supported and nore convincing position on environnmental
i ssues. He reviewed objective materials and was able to offer
specifics relating to the physical condition of the property.
M. Cronkite relied al nost exclusively on the generalized opinion
of M. Marsh. While we understand that M. Marsh was the
beneficiary of the $1 mllion note secured by the park, we are
uninfornmed as to the nature, extent, or basis of his know edge
regarding the park’s environnental profile. Additionally,
al t hough both sides acknowl edge a delay in refinancing that could
have been attributable to environnmental problens, we saw before
us no evidence confirmng the degree to which environnental
concerns figured in financing negotiations. W therefore
conclude that M. Thonson appropriately took environnental issues
into account as one of several factors affecting val ue and was
not conpelled to give greater enphasis to this feature.

The foregoing evaluation thus results in a scenario
conprising one factor tending to decrease and two tending to
i ncrease any applicable discount, with the other two factors
being either neutral or irrelevant. M. Thonson used these five

factors to place the discount for the Marsh note within a 5- to
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15-percent range. Wth tw positive and two negative el enents,
M . Thonpson appears to have sel ected the m dpoint of the range,
or 10 percent.

As to the range itself, M. Thonson’s report states that the
nunbers are “based on our experience wth real property and
prom ssory notes”. \Wen asked at trial whether he was aware of
any note transactions or published conpilations of note
transactions to use as conparables, M. Thonson responded:
“Specific transactions? As a California real estate broker, |
get information all the tine. 1’mnot specifically aware of any
source that necessarily tracks--are you saying trust deeds? * * *
[ Counsel replies affirmatively.] | get brokers sending nme stuff
all the tinme, but | don’t have anything specific to track them”
M. Thonson al so indicated that he could conceive of situations
where di scounts woul d be 33 percent or greater, as where a note
was unsecured or bore a bel ownmarket interest rate.

M. Cronkite' s report states: “M. Marsh estimates that he
could only get $0.70 to $0.80 on the dollar for a 100% i nterest,
and perhaps $0.60 to $0.70 for a 45% interest (due to liquidity
factors).” These remarks woul d seemto refer to di scount ranges
for interests inthe $1 mllion note. M. Cronkite thus
apparently selected a discount for the Marsh note based on what
M. Marsh “estinmate[d]” he could “perhaps” get for sales of the

$1 mllion note. Yet M. Cronkite at trial neither expounded
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upon the basis for M. Mrsh’'s ranges nor provided any exegesis
for his derivation therefromof a 33.33-percent discount for the
Mar sh not e.

Faced with this limted record, we observe that both sides’
treatments of discount ranges | eave sonething to be desired in
terms of support and explanation. Nonetheless, we again are
satisfied that M. Thonson has submtted the nore convincing
position. W know that he is a licensed real estate broker and
appraiser, and his testinony tied the selected range to data
regularly received fromprofessionals in the real estate
brokerage field. 1In contrast, we reiterate that M. Marsh’s
al l eged expertise in this area is not established by the record.
We additionally repeat our concern about the conpl ete absence of
information as to the underpinnings for his views. W therefore
accept M. Thonson’'s 5- to 15-percent range.

Wthin the above-stated range, however, we seek a di scount
reflective of one factor tending to decrease and two tending to
i ncrease the applicable figure, rather than an even split of
factors. Accordingly, we conclude that 12 percent, or two-thirds
of the spread from5 to 15 percent (rounded), is an appropriate

di scount. The fair narket value of the Marsh note is thus held
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to be $396, 000 ($450,000 x (1-.12)). This results in a total
value for the HFLP assets to be included in decedent’s gross
estate under section 2036 of $1, 699, 134.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




