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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVE, Judge: Respondent determ ned a deficiency of $261, 950
in petitioner Johann Hess’s Federal gift tax for taxable year
1995. Respondent al so determ ned a deficiency of $261,950 in
petitioner Johanna Hess's Federal gift tax for taxable year 1995.

The issue for decision is the fair market val ue under section
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2501 of 10 shares of stock in a certain conpany, Hess
| ndustries, Inc., that M. Hess gave to an irrevocable trust for
the benefit of his daughter.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine of filing the
petition, petitioners resided in Ganger, Indiana. Petitioners
are husband and w fe.

Petitioners owned stock in Hess Industries, Inc. (H1). HI
is a closely held C corporation, which was forned in July 1977.
H1, through its subsidiaries, primarily manufactures netal
processi ng machi nes and autonmati on systens for the autonotive
industry. The industry in which H1 and its subsidiaries
operates is cyclical. HI’s principal custonmer markets
(autonotive and steel processing) are also cyclical. HII relies
heavily on long-termcontracts for special nachines that take
nmore than a year to conplete. It builds special nmachines, often
one-of -a-kind. HII acquires its business on the basis of bids.
HI's sales and earnings are erratic and not readily predictable.

H | operates on a fiscal and taxable year ending on July 31

of each year. Through 1995, HII accounted for its sales on a

IAIl section references are to the Internal Revenue Code in
effect for the taxable year in issue, and all Rule references are
to the Tax Court Rules of Practice and Procedure.
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conpl eted contract basis, neaning a sale is not booked until 95
percent of the costs of the contract are expended and the
equi pnent is substantially conplete.

As of Novenber 1995, HIl held stock in four subsidiaries:
Hess Engi neering, Inc. (HElI), Capital Technol ogi es, Hess MAE, and
X-Cel Steel Fabricating. HElI is a wholly owned subsidiary of
Hil.2 It is HI's largest subsidiary, and it operates as a
consulting engineering firm engages in the business of designing
speci al machi nes, and al so manuf actures equi pnent for the steel
wheel and netal process industries. Capital Technol ogies, the
second | argest subsidiary, builds tools and dies for the
autonotive and appliance industries, and also builds factory
aut omati on systens for the autonotive industry. Hess MAE buil ds
strai ghtening machi nes and spin-formng lathes. X-Cel Steel
Fabricating fabricates and supplies steel weldnments and burnouts
for the machine building industries, including H1's affiliates.

In February 1977, HElI hired Fritz Kucklick as vice president
of sales and service. M. Kucklick had previously worked with
M. Hess at G otnes Machi ne Wrks, where M. Hess was the
director of engineering and M. Kucklick was a project engineer.
M. Kucklick assunmed responsibility at HEl for application

engi neering; preparation of quotations, cost estimtes, and

2Bet ween 1977 and 1995, H | nmade a nunber of acquisitions,
and the conpany grew to 400 enpl oyees.
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custoner presentations; and service. M. Hess' s responsibilities
wer e product design, purchasing, production, oversight, and
general managenent. Fromthe outset of M. Hess's and M.
Kuckl i ck’ s di scussions regarding HEl's enpl oynent of M.

Kuckl i ck, they agreed that M. Kucklick would have the
opportunity to purchase stock to becone an owner in HEl. M.
Kucklick entered into an enpl oynent agreenment, which gave himthe
option to purchase up to 25 percent of HElI stock. 1In 1977, M.
Kuckl i ck purchased 12 shares of HEl stock. At that same tine,

M. Kucklick and M. Hess entered into an agreenent to exchange
all of their shares of HElI stock for an equal nunber of shares of
H I stock. M. Kucklick then becane an officer and director of
HI.

From 1979 to 1989, M. Kucklick had primary responsibility
for both HEI'’s and HII’'s custoner relationships. He was the
point man for all donmestic and international custoners, traveled
extensively, and got to know the custoners personally. M.
Kucklick was also intimately involved in establishing pricing
f ormul as.

M. Hess, Ms. Hess, M. Kucklick, and H'| executed a
stockhol ders agreenment (the stockhol ders agreenent) dated
Septenber 1, 1989. The stockhol ders agreenment restricted the
transfer of H1's stock by the shareholders. It provided a right

of first refusal in favor of H I and the other sharehol ders
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before a sharehol der could transfer his or her stock. The
agreenent al so provided, regarding the purchase price:

d. Determnation of Purchase Price. Except as
otherwi se provided in this Agreenent, the Corporation
and each Stockhol der agree that the purchase price per
share for the Shares of any Stockhol der sold and
purchased pursuant to this Agreenent shall be (i) in
the case of a bona fide offer by a third party, the
price offered by the prospective purchaser nanmed in the
Ofer to Sell (the “Ofer Price”) or (ii) in all other
circunst ances, the Adjusted Val ue Per Share determ ned
pursuant to Subsection 2.d.(2) hereof.

* * * * * * *

(2) Adjusted Value Per Share. The *Adjusted
Val ue Per Share” is equal to X divided by Y,
wher e:

“X’ is an anount equal to the greater of (i)
ei ght tinmes the average earnings of the

Cor poration before taxes for the
Corporation’s three nost recent fiscal years
endi ng on the Valuation Date, as determ ned
in accordance with generally accepted
accounting principles consistently applied,
or (ii) two tines the net worth of the

Cor poration as of the Valuation Date,

determ ned in accordance with Subsection
2.d.(3) hereof; and

“Y” equal s the nunber of issued and
out st andi ng shares of commobn stock of the
Corporation as of the Valuation Date.
The agreenment provided, however, that H'I and its stockhol ders
could agree in witing anong thensel ves to a specified val ue per

share to govern purchases for the tine period specified in the

witten agreenent.® The initial enploynent agreement with M.

3The stockhol ders agreenent was applicable only in the
(continued. . .)
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Kuckl i ck contained a covenant by M. Kucklick not to conpete with
HEI during the termof his enploynent and for 2 years thereafter
at any location within a 300-m | e radius of South Bend, I|ndiana.
This 2-year covenant not to conpete renmained in effect under the
st ockhol ders agreenent.

In the 1990 tine franme, approximately 50 percent of HI’'s
overall sales and 80-90 percent of its overall earnings were
attributed to HEI. In 1990, M. Kucklick becane president of HE
and was responsi ble for the nanagenent and operation of that
subsidiary. At that tine, M. Hess' s responsibilities shifted to
H1’s other subsidiaries. Custoner relationships continued to be
one of M. Kucklick’s major strengths, and he remai ned very
involved in sales for HElI. He was recogni zed as one of the
forenost experts in the field of wheel - maki ng manufacturing, and
under his | eadership, HEl had received a nunber of prestigious
awar ds.

In the second half of 1994, M. Kucklick told M. Hess that
he wanted to sell his shares of H I stock and plan for his

retirenent. | n November 1994, M. Hess and M. Kucklick

3(...continued)
limted circunstances identified in the agreenent. One of the
princi pal circunstances identified in the agreenent was the death
of one of the shareholders. In that circunstance, the
sharehol der’s heirs or estate would receive a put to the
corporation for the fornula price stated in the agreenent.



- 7 -
personal ly negotiated the basic terns of a transacti on* whereby:
(a) H1 would redeem M. Kucklick’s stock; (b) M. Kucklick would
enter into an enploynment agreenent; (c) M. Kucklick agreed to a
covenant not to conpete; and (d) M. Kucklick would be paid $4
mllion.®> The price to be paid in this transacti on was not
determ ned by, and did not involve, an appraiser, and it was not
determ ned by reference to the pricing formula in the
st ockhol ders agreenent.

On February 26, 1995,° M. Hess and M. Kucklick
cont enporaneously entered into three fornmal agreenents to
menorialize the terns of their deal: (1) A redenption agreenent
(the redenption agreenent); (2) an enploynent agreenent (the
enpl oynent agreenent); and (3) an unsecured installnment note (the
i nstal | ment note).

The redenpti on agreenent provided for the redenption of M.

Kuckl i ck’s shares and included the covenant not to conpete and

‘M. Hess and M. Kucklick were not represented by attorneys
until the basic ternms of this transaction were put into witing.

°I'n agreeing to pay this anbunt, M. Hess testified that he
took into consideration: (1) M. Kucklick s | ongstanding (18
years) service, contributions, and self-sacrifice toward the
grow h and success of the conpany; (2) M. Kucklick’s belief that
he had overpaid for shares relative to M. Hess's investnent; and
(3) M. Hess's desire to nake a paynent that was fair to M.
Kuckl i ck on which he could live confortably and that the conpany
coul d afford.

50n Feb. 26, 1995, M. Hess held 80 shares, Ms. Hess held
20 shares, and M. Kucklick held 12 shares of the outstanding
stock of HII.
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M. Kucklick’ s agreenent to enter into an enpl oynent agreenent.
The redenption agreenent required H1 to pay M. Kucklick $1
mllion at closing and to deliver the installnment note in the
princi pal anmount of $2,953,642.56 for the bal ance, a total
paynent of $3,953,642.56.7 The redenption agreenent term nated
t he stockhol ders agreenent.

The redenpti on agreenent contained an 8-year, worl dw de
covenant not to conpete (the 8-year covenant) to comrence after
M. Kucklick retired fromH| and its subsidiaries. The duration
and the scope of the 8-year covenant were very inportant
provisions to M. Hess and HII. M. Hess believed that the 8-
year covenant was inportant to him because M. Kucklick was
still relatively young,® and with his know edge and contacts, he
could set up a conpeting conpany, he could consult, and he coul d
be a partner in, or work for, another conpany. M. Hess believed
that wi thout the 8-year covenant, M. Kucklick could have done
consi derabl e damage to H I, perhaps resulting in mllions of
dollars in lost profits in a relatively short tinme period.

Wth respect to the duration of the 8-year covenant, M.
Kucklick originally wanted it to cover the period of his

enpl oynent and 2 years thereafter, the sane duration as the

M. Hess derived the total paynent by reducing his $4
mllion offer to reflect an increase in the interest rate for the
i nstal |l nrent note.

8Mr. Kucklick was approximately 50 years old in 1994,
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parties’ previous agreenents. M. Hess, on the other hand,
insisted that the covenant extend 8 years after the term nation
of M. Kucklick' s enploynment. Wth respect to the scope of the
covenant, M. Kucklick originally wanted to be able to sel
technical consulting services to rim wheel, or ring
manuf acturers worl dw de, other than direct conpetitors of HI.
M. Kucklick also proposed that the covenant not to conpete apply
only to machinery, not machine tools, and only to the extent that
H' 1 was manufacturing such nmachinery as of the term nation of M.
Kucklick’s enploynent. In contrast, M. Hess insisted that M.
Kuckl i ck di sclose in advance the nature and duration of his
proposed consulting services and that HII retain the right to
veto any such agreenent. He also insisted on a nuch broader
wor | dw de covenant not to conpete covering all products
manuf actured or marketed by HIl or any of its subsidiaries. The
restrictions that M. Hess insisted upon were reflected in the
redenpti on agreenent.

The enpl oynent agreenent provided that M. Kucklick would
work full time for H1 for 3 years at a base salary of $135, 000
per year. M. Kucklick would continue as president of HE
subject to HIl1's discretion to reassign him M. Kucklick
retired fromhis enploynment with Hl and its subsidiaries in
1998, after he conpleted the 3-year period specified in the

enpl oynent agreenent.
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The install ment note obligated HII to pay the principal of
$2,953,642.56 in 12 equal quarterly installnents, with interest
accruing at 6.5 percent. The 6.5-percent interest rate specified
in the install nent note was bel ow the prevailing market rate of 9
percent. The note was for a period of 3 years.

M. Hess and M. Kucklick treated the redenption, the
enpl oynent agreenent, and the 8-year covenant as a package deal .
They did not separately negotiate the value of M. Kucklick’s
shares and the value of the 8-year covenant, nor did they ever
di scuss maki ng any separate paynent for, or allocation of the
anount paid for, that covenant. The redenption agreenent, which
was executed on February 26, 1995, did not specifically allocate
any of the purchase price to the 8-year covenant, and it did not
provi de for separate consideration. |t provides:

THEREFORE, in consideration of the nutual

agreenents and covenants set forth herein, the

sufficiency of which consideration is expressly

acknow edged, the parties agree as foll ows:

1. Redenption of Shares. At the closing on the

Closing Date * * * Kucklick will surrender to the

Corporation certificate nunber 2, representing the

Shares, and the Corporation shall repurchase and redeem

the Shares for the consideration set forth below. Such

repurchase is a conplete redenption of all of the stock

of the Corporation owned by Kucklick and is intended to

qualify as a conplete redenption pursuant to the

provi sions of Section 302(b)(3) of the Internal Revenue
Code of 1986, as anended * * *

2. Paynment for Shares. |In full paynent for the
Shares and in conplete termnation of Kucklick’s entire
equity interest in the Corporation, at the closing on
the Cosing Date, the Corporation shall pay to Kucklick
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t he aggregate sum of $3,953,642.56 (the “Redenption
Price”), payable as foll ows:

(a) The sum of $1,000,000 by check; and
(b) By delivery of the Corporation’s
unsecured installnment note (the “Note”) in the
princi pal anmount of $2,953,642.56. The Note shal
be in the formof Exhibit A hereto.
H'1 and M. Kucklick have consistently treated the price paid
under the redenption agreenent as paid exclusively for the 12
shares of stock that were redeenmed. Thus, H| has treated the
price paid as the cost of treasury stock, and M. Kucklick has
treated it as a capital gain.

H I’ s consolidated and consolidating financial statenments
for its years ended July 31, 1994, and 1995 include projections
for the years ending July 31, 1996, through 1998. HI | prepares
financial projections as a normal practice to notivate its
enpl oyees. Hil's philosophy in establishing projections is to
provide goals that will take a |ot of effort to achieve. The
projections typically are made on the basis of information from
t he subsi di aries regardi ng outstandi ng quotations w thout
considering custoners’ price negotiations. The projections
typically cover a period of 12 to 18 nonths into the future.
However, the projections that H| prepared for the years endi ng
July 31, 1996, and 1998 cover a period of 3 years and are not

made on the basis of input fromHI’'s subsidiaries. The purpose

of HII's projections for 1996 to 1998 was to “punp up the
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troops,” denonstrating to enpl oyees what they could earn in
bonuses, deferred income, and profit sharing under a new plan if
t hey worked hard, HI had a lot of luck, and everything fell into
pl ace.

HI's projections historically have been unreliable,
particularly with respect to net inconme, because of the
difficulty in predicting the costs to conplete contracts for
| arge custom machines.® HI1's projections were even nore
unreliable for the years 1996 through 1998. HI|I did not use the
1996- 98 projections for purposes of anal yzing cashflow to finance
pl ant expansion. |Instead, it greatly reduced net incone inits
cashfl ow anal ysis because it knew the goals in the projections
probably woul d not be reached.

On paper, H'1 had an outstanding year in 1995, exceeding by

nore than $2 million its budgeted sales of $62.23 million. H

°For exanple, HI originally budgeted net inconme for the
fiscal year ending July 31, 1992, at $4,287,948. For the first 6
nmont hs of that fiscal year, its actual net incone was only
$973,917. H| nmade a mdyear adjustnent of budgeted net incone
to $2,809,895. |Its actual net income for the fiscal year ending
July 31, 1992, was $1, 851,347 (only 43 percent of the original
budget ed net inconme and 66 percent of the m dyear adjusted net
incone). For the fiscal year ending July 31, 1994, H| budgeted
first quarter net income at $597,655. It actually suffered a
| oss of $282,794 for the first quarter. For the first 6 nonths
of fiscal year 1994, HII had a net |oss of $293,890, as opposed
to budgeted net inconme of $1,186,800. At the end of 8 nonths,
H | had net inconme of $82,044, as conpared wth budgeted net
incone for that period of $2,384,217. For fiscal year 1995,
H 1’ s budgeted net incone was $5,380,000. |Its actual reported
net income was $4.17 nmillion, a shortfall of 22 percent.
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realized net inconme of $4.17 mllion as conpared wi th budgeted
net income of $5.38 million. As of Novenmber 15, 1995, the first
gquarter financial results for fiscal year 1996 were avail abl e.
H I’ s business plan for fiscal year 1996 called for approximtely
$77 mllion in revenue, building upon the record year in 1995.
Hi Il actually realized only $3 million in revenues for the first
quarter. Further, although H'I had forecast an annual net profit
of approximately $7 mllion for fiscal year 1996, it actually had
a net loss of $700,000 for the first quarter.

On Novenber 15, 1995, M. Hess gave 10 shares of HIl stock
to an irrevocable trust for the benefit of his daughter. Under
section 2513, petitioners elected to treat Ms. Hess as the donor
of one-half of the gift of stock that M. Hess had made. °
Petitioners filed Forms 709, U S. Gft (and Generation- Ski ppi ng
Transfer) Tax Return, for their taxable year 1995. The gift tax
returns that petitioners filed reported the fair market val ue of
the H1 stock to be $120,000 per share at the tine of the gift.

Respondent issued gift tax statutory notices of deficiency
to M. Hess and Ms. Hess for their taxable year 1995.

Respondent determ ned that the value of the Hl stock on Novenber

15, 1995, was $253, 000 per share.

O medi ately before the gift, 100 shares of H | stock were
out standi ng of which M. Hess owned 80 shares and Ms. Hess owned
20 shares.
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OPI NI ON

This case involves the valuation for gift tax purposes of 10
shares of the outstanding stock of a closely held C corporation.
Under section 2501(a)(1), a tax is inposed for each cal endar year
on the transfer of property by gift during such cal endar year by
any individual. |If the gift is nade in property, the val ue of
the property at the date of the gift shall be considered the
anount of the gift. Sec. 2512(a). The value of property for
gift tax purposes is the price at which the property woul d change
hands between a willing buyer and a willing seller, neither being
under any conpulsion to buy or to sell, and both having
reasonabl e knowl edge of relevant facts.'' Sec. 25.2512-1, Gft
Tax Regs.

Generally, in valuing shares of a closely held corporation,
actual arm s-length sales of stock in the normal course of
busi ness within a reasonable tinme before or after the valuation

date are the best indicators of fair market val ue. Est at e of

1The willing buyer and willing seller are hypotheti cal
persons, rather than specific individuals or entities, and their
characteristics are not necessarily the sanme as those of the
donor and the donee. MCord v. Comm ssioner, 120 T.C. 358, 373
(2003). The hypothetical willing buyer and seller are presuned
to be dedicated to achieving the maxi num econom ¢ advant age.
Estate of Curry v. United States, 706 F.2d 1424, 1429 (7th G
1983). This advantage nust be achieved in the context of market
conditions, the constraints of the econony, and the financial and
busi ness experience of the corporation existing at the valuation
date. Estate of Newhouse v. Conm ssioner, 94 T.C 193, 218
(1990).
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Andrews v. Conmissioner, 79 T.C. 938, 940 (1982).!2 However

where actual sales prices are unavail able, the value of the
shares is determ ned by taking into account the conpany’s net
worth, prospective earning power and divi dend-payi ng capacity,
and other relevant factors.® Sec. 25.2512-2(f), Gft Tax Regs.
see also Rev. Rul. 59-60, 1959-1 C.B. 237. These factors cannot
be applied with mathematical precision, and, therefore, the

wei ght to be given to each factor nmust be tailored to account for

the particular facts of each case. Estate of Andrews v.

Conmi ssi oner, supra at 940-941.

As is often the case where the value of stock in a closely
hel d corporation is at issue, the separation in the val ues that
the parties and their experts argue is substantial. The gift tax
returns that petitioners filed reported the fair market val ue of

a mnority interest in H1 stock as $120,000 per share.* In the

12Sj nce the same factors are used for gift and estate tax
purposes in determning the fair market value of property, we
cite both gift and estate tax cases. See Ward v. Conm Ssi oner,
87 T.C. 78, 101 (1986); Estate of True v. Conm ssioner, T.C
Mermo. 2001-167.

3The regul ations provide that sone of the “other rel evant
factors” to consider are: The goodwi Il of the business; the
econom ¢ outl ook in the particular industry; the conpany’s
position in the industry and its managenent; the degree of
control of the business represented by the block of stock to be
val ued; and the values of securities of corporations engaged in
the sane or simlar lines of business which are |listed on a stock
exchange. Sec. 25.2512-2(f), Gft Tax Regs.

1The gift tax values which petitioners reported on their
(continued. . .)
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statutory notices of deficiency issued to M. Hess and Ms. Hess,
respondent determ ned that the fair market value of HI stock was
$253, 000 per share on the date of the gift. Petitioners expert,
Gregory S. Heebink, concluded that the fair market value of H
stock was $128, 000 per share. Respondent’s expert, Eric
Engstrom concluded that the fair market value of H'I stock was
$269, 000 per share.?®

We are not bound by the opinion of any expert w tness, and
we may accept or reject expert testinony in the exercise of sound

judgnent. Estate of Newhouse v. Comm ssioner, 94 T.C 193, 217

(1990). Further, we are entitled to accept the opinion of one
party’s expert over the opinion of the other party’ s expert, and
we are also entitled to accept certain portions of the opinion of
an expert while rejecting the remaining portions. MCord v.

Commi ssioner, 120 T.C. 358, 374 (2003). Moreover, the figure at

which we arrive need not be directly traceable to specific

¥4(...continued)
gift tax returns were nade on the basis of an appraisal by Gary
G Gaynor, petitioners’ and HI’s accountant and tax adviser.
M. Gaynor concluded that the fair market value of a mnority
interest in H1's stock as of July 31, 1995, was $120, 000 per
share. Petitioners request that we consider M. Gaynor’s
concl usi on because he was very famliar with Hl’s business. W
do not consider M. Gaynor’s conclusion in our determ nation of
the value of the H'I shares. M. Gaynor was not offered as an
expert, his report was not accepted as the report of an expert
wi tness, and he did not testify at trial.

1SRespondent does not request that we find an additional
deficiency on the basis of his expert’s concl usion.
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testinmony if it is within the range of values that may be
properly derived fromconsideration of all the evidence. |[d.
After considering the parties argunents, all the facts and
ci rcunstances relevant to this case, and the opinions of
petitioners’ and respondent’s experts, we conclude that the fair
mar ket val ue of the shares of HIl stock that M. Hess gave to the
trust falls sonewhere in the mddle of the range of val ues
suggested by the parties and their experts.16

M. Heebink’'s Expert Opinion

M. Heebink arrived at a value of $128,000 per share for the
HI Il stock.! H's valuation relied upon a discounted cashfl ow
anal ysis and a market conparabl e anal ysis. However, as we
explain in nore detail below, M. Heebink s valuation analysis
relies upon an adjustnment to HiI's financial information, which

resulted in a significant decrease in HI’'s earnings figures for

General |y, the Conmi ssioner’s determ nation of fair market
val ue bears a presunption of correctness, and the burden of
proving that determination is incorrect rests with the taxpayer.
See Rule 142(a). However, in certain circunstances, the burden
of proof as to that determ nation shifts to the Conm ssioner
under sec. 7491(a). Petitioners do not argue that sec. 7491(a)
applies, and the record does not disclose the date the
exam nati on conmenced.

Y"Mr. Heebink prepared four reports for this case. He
determ ned the fair market value of H I shares as of Nov. 11
1995; he prepared a supplenental report in which he addressed
itens that respondent’s expert relied upon in his report; he
valued HII shares as of Feb. 26, 1995, the date the redenption
agreenent was executed; and he val ued the 8-year covenant as of
t hat date.
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its 1995 fiscal year. Since we conclude that this adjustnent
shoul d not have been nmade, M. Heebink’s val uation anal ysis
significantly understates the value of HI I stock

For HII's 1995 fiscal year, M. Heebink adjusted H I’ s cost
of sales upward and thus its earnings figures dowward by
approximately $2.5 mllion. He used this adjusted cost of sales
i n devel opi ng his cost of sales assunption for his discounted
cashfl ow anal ysis and the adjusted earnings anount in his narket
conparabl e analysis. This adjustnent was nmade on the basis of
information contained in a 1997 nenorandum from personnel at H
to M. Heebink regarding a purported overstatenent of 1995 incone
attributable to an all eged understatenent of reserves for
expenses associated with machi ne construction projects for 1995.
We cannot agree that M. Heebink properly adjusted earnings to
account for the alleged understatenent.

Petitioners have not established the existence of an
under st atenment of reserves for 1995, the nature of the
understatenent, or its amobunt. W cannot conclude fromthe
evi dence presented that a hypothetical buyer or seller would have
di scovered, or even considered, the understatenent of reserves in
1995, at the tine of the gift. Indeed, the 1997 nmenorandum from
H | personnel that M. Heebink relied upon in making the

adj ust nent states rather equivocally:



Dear M. Heebi nk:

The Actual Inconme reported for 1995 was probably

overstated, based on additional costs incurred over

anounts reserved on jobs reported as Sol d/ Shi pped at

the end of the year. W have attenpted to quantify

what those inpacts m ght have been based on an outl ook

as of Novenber 11, 1995. |In addition, since the 1996

forecast was based on 1995 results, that forecast was

overly optimstic.
H1’'s financial statenent for 1995 was not restated to reflect
the all eged understatenent of reserves.® HII's incone tax
return for 1995 was not anended to reflect the all eged
understatenent. HI I had a substantial tax liability for its 1995
fiscal year. HI| reported taxable income of $5,990,541 and a
total tax of $2,042,501. HII's 1995 return was prepared by M.
Gaynor in or about Novenber 13, 1995. Any additional expenses
represented by the alleged reserves were deducted in |ater years.

The al |l eged understatenent was not discovered by HI’s
accountant, Gary Gaynor, in his appraisal of HI as of July 31,

1995, and even petitioners admt that the all eged understatenent

8petitioners allege that HI did not restate its financial
statenent for 1995 because bonuses and profit sharing had been
paid to enpl oyees on the basis of the originally reported
results, and managenent did not want to penalize enpl oyees and
destroy noral e based on errors and m sstatenents by a few peopl e.
Petitioners also allege that HI did not want to incur the
expense of redoing its financial statenents and audits. However,
petitioners do not explain how HI's enpl oyees woul d have been
affected by a restatenent. W are not satisfied that this factor
and the expense of redoing the financial statenents and audits
fully explain H1's failure to restate its financial statenent
considering the extent of the alleged understatenent of reserves
and the resulting overstatenent of earnings.
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was not quantified by H'|I managenent at the time of the gift.?®®
Petitioners fail to convince us that the all eged understatenent
was known or knowable as of the gift date. Further, as a general
rul e, subsequent events are not considered in fixing fair market
val ue, except to the extent that they were reasonably foreseeabl e

at the date of val uati on. First Natl. Bank of Kenosha v. United

States, 763 F.2d 891, 894 (7th Cr. 1985); Estate of Glford v.

Commi ssioner, 88 T.C 38, 52 (1987). The record reflects that
the all eged understatenent was not discovered or quantified unti
1997, alnost 2 years after the gift of H'I stock and after the
audit of petitioners’ gift tax returns. On the basis of the
evidence in the record, we are not convinced that the discovery
of the all eged understatenent was reasonably foreseeable on the
gift date.?

The adj ustnent proposed in the 1997 menorandum shoul d not

have been considered in valuing the HI stock.? Mking this

®Petitioners allege that H' I managenent informally
recogni zed the understatenent of reserves as of Nov. 15, 1995,
but they had not quantified the anobunts. They allege that the
under st at emrent woul d have been di scovered and quantified by an
i nvestor conducting due diligence as of the date of the gift. W
are not convinced that due diligence or any other investigation
woul d have sufficiently disclosed the alleged understatenent.

M. Engstromtestified that, in his opinion, the
adj ust nrent was not foreseeable as of the valuation date.

2lpetitioners also allege that HI failed to follow the
substantial conpletion accounting rules in booking its sales for

1995; i.e., it booked sales prematurely. They claimthat if
(continued. . .)
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adjustnent resulted in a significant understatenent of the val ue
that M. Heebink derived in his valuation anal ysis.
Nevert hel ess, we believe M. Heebink's valuation analysis is
entitled to sone consideration. Although his valuation analysis
shoul d not have included the adjustnent for the alleged
under st atenent of reserves, that anal ysis provides sone
indication of the fair market value of HI stock. M. Heebink's
anal ysis was thorough, and his investigation |eading up to that
anal ysis included a site visit and interviews with H'| personnel.
M. Heebi nk prepared additional reports to supplenent his
princi pal report.

Further, M. Heebink’s valuation analysis, unlike M.
Engstromi s anal ysis, gave consideration to an incone-based
met hod, the discounted cashfl ow nmethod. Generally, in valuing
the shares of an operating conpany such as H I, primry

consi deration should be given to earnings. See Rev. Rul. 59-60,

21(...continued)
H1’s 1995 financial statenment had been restated to correct these
errors and to account for the understatenent of reserves, H’s
pretax incone woul d have been reduced by approximately $3.5
mllion. Petitioners fail to convince us that there was a
premat ure booki ng of incone or that the premature booking of
i ncone was known or reasonably foreseeable on the val uation date.
Further, it does not appear that these alleged errors were
identified until trial, and M. Heebink did not nmake any
adj ustnments with respect to any premature booking of inconme in
his reports. These alleged errors were not discovered by M.
Gaynor. Hil's financial statenent for 1995 was not restated, and
its income tax return for 1995 was not anended to reflect these
errors.
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sec. 5(a), 1959-1 C.B. at 242. However, respondent argues that

t he di scounted cashfl ow net hod should not be used where future
inconme is unpredictable, as wwth H1, and “the results of such an
anal ysis provide little, perhaps no, indication of value and
shoul d be accorded |ike weight.” W agree that an incone-based
met hod, such as the discounted cashfl ow nethod, is not
particularly reliable where the subject conmpany’ s future incone

is relatively unpredictable. See Wall v. Conm ssioner, T.C

Meno. 2001-75; Pratt et al., Valuing Small Businesses and

Prof essional Practices 257 (3d ed. 1998). Petitioners agree that
H1's sales and earnings are erratic and not readily predictable.
G ven these circunstances, we are not convinced that the val ue

M . Heebi nk derived under the discounted cashflow nethod is
entitled to the weight that he gave to it. However, we believe
M. Heebink’s conclusions with respect to the discounted cashfl ow

anal ysis are entitled to sone consideration. 22

2Mr. Engstrom gave no wei ght to the di scounted cashfl ow

met hod because small changes in certain assunptions resulted in

| arge changes in the value of H I shares. |Indeed, M. Engstrom

opined that if HI's expenses were increased or decreased by 1

percent of sales, it would result in a $67,000 per share increase

or decrease in the value of H I shares. He also opined that a 1-

percent increase in the discount rate would cause the inplied

val ue to go down by $21, 000 per share; a l1l-percent decrease in

the di scount rate would cause the inplied value to go up by

$26, 000 per share; and a conbination of a decrease in expenses by

1 percent of sales and a 1-percent decrease in the discount rate

woul d result in the inplied value to go up by about $100, 000 per

share. As we explain later on, we do not agree that this

requires us to conpletely reject the discounted cashfl ow net hod
(continued. . .)
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Anot her factor which nakes M. Heebink’s analysis |ess
persuasive is his application of a mnority interest discount to
the total business enterprise value he determned in his
analysis. A significant conponent of this total business
enterprise value is attributable to his market conparable
analysis. Applying a mnority interest discount to the market
conpar abl e anal ysis, which already reflects transactions

involving mnority interests, is inappropriate. See Estate of

Mtchell v. Comm ssioner, T.C Menp. 2002-98 (if the stock to be
val ued by the market approach represents a mnority interest, no
di scount for the lack of control is applied because the nethod
reflects a mnority interest).

We do not agree with respondent that M. Heebink’s
di scounted cashflow analysis is entitled to no consideration. W
wi |l consider M. Heebink’s valuation analysis, bearing in m nd
the circunstances identified above, especially the fact that his
anal ysis significantly understated the value of HII stock in
maki ng the erroneous adjustnent for the alleged understatenent of

reserves. 2

22(. .. continued)
in valuing H1 stock. However, we agree that it detracts from
t he persuasi veness of M. Heebink’ s concl usi ons.

2M . Heebi nk does not present an alternative valuation
whi ch does not contain this adjustnent; however, it is clear that
this adjustnment, if corrected, would bring M. Heebink’s
concl usi ons considerably closer to those of M. Engstronis.
(continued. . .)



M. Engstromis Expert Opinion

M. Engstrom concluded that the fair market value of a
mnority interest in the comon stock of HI, as of Novenber 15,
1995, was $269, 000 per share.? He relied upon four valuation
met hods, and he applied varying weights to the per share val ues
conput ed under those nethods, to arrive at the fair narket val ue

of $269, 000 per share:

Val uati on Met hod Per Share Val ue VWi ght Appli ed
Net asset val ue net hod $119, 000 10%
Prior stock transacti on nethod 329, 500 40
St ockhol der agreenent net hod 380, 000 10
Qui del i ne public conpany net hod 219, 000 40

(.. .continued)
| ndeed, respondent points out that the adjustment for the alleged
under st atenent accounts for the biggest difference between the
val ues derived by M. Heebink in his market conparable analysis
and by M. Engstromin his guideline conpani es anal ysis.
Respondent submits that without this adjustnent, HI's debt-free
ear ni ngs woul d have increased by approximately $1.5 mllion
($2.46 mllion x 39-percent incone tax rate) to a total of $3.9
million ($2,434,000 + $1.5 mllion); after applying his current
earnings nmultiplier of 10.7 to the $1.5 mllion increase, total
enterprise value woul d have i ncreased approximately $16 mllion
or $160, 000 per share before discounts; and its per share val ue
woul d have increased to $223,000 after applying a 15-percent
mnority discount and a 30-percent marketability di scount.

24The report that M. Engstrom prepared was the second
report that Philip Schneider & Associates, Inc., prepared for
respondent. The first report arrived at a value of $253, 000 per
share, the anount that respondent determned in the statutory
noti ces of deficiency issued to petitioners.
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We di scuss these val uati on nethods in turn.

Net Asset Val ue Met hod

M. Engstrom used the net asset val ue nethod? as an asset -
based approach to his valuation of HI stock. M. Engstrom
assuned that the book value of HlI's assets and liabilities
provi ded a reasonabl e approxi mation of fair market value. He
determ ned that the fair market value of the stockholders’ equity
in HI was $18, 640,000 (book value) on a controlling, marketable
basi s as of Novenber 15, 1995.

Both parties agree that the value M. Engstrom derived under
the net asset val ue nethod provides sone indication of the fair
mar ket value of HI stock on the gift date. However, they
di sagree regarding the weight to be given that value. M.
Engstrom applied only 10-percent weight to his net asset val ue
anal ysi s because he concluded that H'I “is a very profitable
conpany, and it appears that the conpany had a significant anount
of goodwi Il as of Novenber 15, 1995.” Petitioners argue that M.
Engstrom s net asset val ue anal ysis supports the val ue they
reported on their gift tax returns, and they suggest that the
val ue derived under that analysis is entitled to nore wei ght than

was given in M. Engstronmis report.

2The net asset value nethod is based upon the net val ue of
a conpany’s assets less liabilities, after adjusting both to fair
mar ket val ue using a goi ng-concern assunpti on.
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In valuing stock of a closely held corporation, one of the
factors to be considered is the book value of the stock. See
Rev. Rul. 59-60, sec. 4.01(c), 1959-1 C.B. at 238. Thus, the
val ue derived under the net asset value nethod is entitled to
sone weight in valuing HI stock. However, in deciding the
relative weight to give to the net asset value in valuing a
corporation, we nust consider the extent to which the conpany is
actively engaged in producing incone as opposed to sinply holding

property for investnent. See Estate of Andrews v. Conm SSioner,

79 T.C. at 945; Estate of Ford v. Commissioner, T.C Mno. 1993-

580, affd. 53 F.3d 924 (8th Gr. 1995). |If the conpany is an
operati ng conpany as opposed to a hol ding conpany, the net asset
val ue nethod shoul d be accorded | ess weight. See Ward v.

Conmi ssi oner, 87 T.C. 78, 102 (1986).

H'1 and its subsidiaries represent an ongoi ng busi ness
actively engaged in producing incone as opposed to sinply holding
assets for investnment. HI was relatively profitable in the
years leading up to the valuation date. Indeed, H I experienced
a “banner year” in fiscal year 1995 with $64.25 million in sales
and $4.17 million in net inconme. The financial information for
the prior fiscal years indicated that H1 was a grow ng conpany,
and H1's financial projections reflected that H | expected to
expand upon its growh and profitability in the years that

followed the gift. Under these circunstances, the net asset
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value is not particularly reflective of the fair market val ue of
H I stock. Although we agree with petitioners that the net asset
value is entitled to sonme weight in valuing H I, the net asset
value nethod in this case fails to identify other elenents of
value in H1 which we believe a hypothetical buyer and seller
woul d have considered as of the gift date. For exanple, we are

convinced that H I had a significant elenment of intangible val ue

inits goodw I .28

26“The essence of goodwill is a preexisting business
rel ati onshi p founded upon a continuous course of dealing that can
be expected to continue indefinitely.” Canterbury v.

Comm ssioner, 99 T.C. 223, 247 (1992) (citing Conputing &
Software, Inc. v. Conm ssioner, 64 T.C 223, 233 (1975)). It is
the value of a trade or business that is attributable to the
expectancy of continued custoner patronage. Boe v. Conm Ssioner,
307 F.2d 339, 343 (9th Cr. 1962), affg. 35 T.C. 720 (1961); sec.
1.197-2(b) (1), Income Tax Regs. Respondent requests that we find
as fact, and petitioner agrees, that Hl acquires its business on
the basis of bids w thout nmuch continuing or recurring custoner
rel ationships. Petitioners point to this requested finding and
suggest that H'I did not have a significant anount of goodw || .
However, petitioners also argue in the context of the redenption
transaction, and M. Hess’'s testinony makes clear, that H I had
establ i shed custoner rel ationships through M. Kucklick, and M.
Kuckl i ck coul d have exploited those relationships if he had |eft
H1. W find H1 had a considerable el enment of goodw || or other
i ntangi ble value. See Rev. Rul. 59-60, sec. 4.02(f), 1959-1 C. B
at 241:

Wil e the el ement of goodwi || may be based primarily on
earni ngs, such factors as the prestige and renown of

t he busi ness, the ownership of a trade or brand nane,
and a record of successful operation over a prol onged
period in a particular locality, also may furnish
support for the inclusion of intangible value. * * *
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St ockhol ders Agr eenent Met hod

M. Engstromrelies upon the valuation fornula contained in
the Septenber 1, 1989, stockhol ders agreenent as an indication of
the fair market value of HI stock. Applying the valuation
formula, he determ ned that the value of the conpany was equal to
$38 mllion, or $380,000 per share,? as of Novenber 15, 1995.
Thi s amount represents the val ue he derived under the net worth
(book value) fornula; i.e., the higher value derived under the
formula in the stockhol ders agreenent.

Respondent argues that although the redenpti on agreenent
term nated the stockhol ders agreenent, the val ues derived under
it reflect an agreed nethodol ogy for establishing fair nmarket
val ue bet ween know edgeabl e parties and as such are part of the

facts and circunstances that nay be taken into consideration in

2IMr. Engstrom determned that the valuation fornmula would
nmost likely be applied to transactions involving mnority
i nterests, because the owner of a controlling interest would nost
likely liquidate his ownership interest through a sale of the
entire conmpany. M. Engstrom opined that the fornula price, 2
ti mes book value, contained built-in marketability and mnority
interest discounts. W are not persuaded that this is the case.
The formula provision by its terns applies to both the majority
sharehol der, M. Hess, and the mnority sharehol der, M.
Kucklick, in the circunstances specified in the agreenent. W
al so point out that M. Engstrom applied discounts in his net
asset val ue analysis. Respondent submts that the indicated
val ue under the stockhol ders agreenment would be $242, 250
($380,000 x .85 x .75), if the discounts determ ned by M.
Engstrom were appli ed.
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establ i shing value.?® M. Heebink did not consider the fornmula
in the stockhol ders agreenent in his valuation anal ysis.
Mor eover, petitioners contend that forrmul a does not provide a
reliable indicator of the fair market value of H I stock as of
Novenber 15, 1995.

A stockhol ders agreenent which restricts the sale or
transfer of stock is not determnative for gift tax purposes;
however, it is a factor to be considered, with other rel evant
factors, in determning fair market value. Rev. Rul. 59-60, sec.

8, 1959-1 C.B. at 243; see also Ward v. Conm ssioner, supra at

105; Estate of Lauder v. Commi ssioner, T.C Meno. 1994-527. W

agree that the stockhol ders agreenent provides sone indication of
val ue; however, we are convinced the val ue derived under the
formula provision is nuch greater than the fair market val ue of
H I stock.

First, the buy-sell agreenment upon which respondent’s expert
relies was not in effect at the tinme of the gift. That agreenent
was term nated as of the date of the redenption of M. Kucklick’s
shares on February 26, 1995. No transactions ever occurred under

t he stockhol ders agreenent.

M. Engstromtestified that the valuation formula in the
st ockhol ders agreenent, just |like a prior stock transaction,
woul d i nfluence “people’s opinion as to what the value of the
stock is.”
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Al so, the agreenent was anong M. Hess, Ms. Hess, M.
Kucklick, and HIl. It provided specific rights and obligations
Wi th respect to those shareholders. It defined their
rel ati onshi p as sharehol ders and accounted for factors peculiar
to that relationship. Al though we disagree with petitioners’
contention that the agreenent was not entered into at arnmis
| ength, we do agree that factors, other than those factors that a
hypot heti cal buyer m ght consider, went into the agreenent.
| ndeed, M. Hess testified on this point:

There were a couple of inportant points that took

pl ace at that tinme. First of all, nmy wife becane--ny

wi f e, Johanna Hess, becane a sharehol der; therefore,

she had to be included in a stockhol der’ s agreenent.

Secondly, at that point, the conpany had grown in size

very substantially and in net assets; we were able to

afford to buy substantial life insurance on M.

Kucklick’s and ny |ives--the conpany was able to.

And we wanted to nake sure at that point in tine

that, first of all, both famlies would be taken care

of in case of death of one of the partners and,

secondly, also, that any stock repurchase by the

conpany under the agreenent would be done in a very

orderly fashion--

M. Hess testified that the pricing fornmula allowed for a higher
price in the case of death of one of the sharehol ders which could
be funded in part with the life insurance proceeds.

It is also clear that the sharehol ders were not bound to the
val ue per share derived under the fornula provision, since they
could agree in witing anong thenselves to a specified val ue per

share. Further, the stockhol ders agreenent was applicable only
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inthe limted circunstances identified in that agreenent.
Principally, if any of the three sharehol ders had died, that
sharehol der’s heirs or that shareholder’s estate would have had a
put to the corporation for the fornula price under the
agreenent.?® It is not at all clear whether the formula in the
agreenent applies to voluntary sal es anong sharehol ders.
Respondent relies upon the phrase “in all other circunstances”
whi ch appears in the fornula, and he contends that the formul a
cl ause applies to voluntary sal es anong sharehol ders as well as
ot her sales and purchases. The fornula covers only shares that
are “sold and purchased pursuant to this Agreenent”. The
agreenent by its terns applies only to offers to sell arising
froma shareholder’s intent to transfer or encunber shares,
deened offers to sell in the case of bankruptcy or insolvency of
a sharehol der, and nmandatory offers to sell coincident to the
term nation of a shareholder’s enploynent by HiI.3°

In these circunstances, we cannot agree that the
st ockhol ders agreenent is determnative of the fair nmarket val ue

of HIl stock. W consider the value that M. Engstrom determ ned

2Respondent agrees the formula provision was binding only
in certain circunstances not involved in this case.

M. Kucklick referred to pricing fornmulas in negotiating
for a higher price as part of the redenption transaction;
however, the final purchase price was not determ ned on the basis
of the pricing fornmula in the stockhol ders agreenent.
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under that agreenent; however, we give it relatively little
wei ght .

Pri or Stock Transaction Method

M. Engstromrelied upon the February 26, 1995, redenption
of M. Kucklick s 12 shares of common stock. He concl uded that
since the redenption occurred in close proximty to the gift date
for the HI shares, the purchase price of M. Kucklick’s shares
provided a reliable indication of the fair market value of H
stock. M. Engstrom concluded that the values of the 8-year
covenant and the 3-year enploynent agreenent were not materi al
and his valuation assunes that the entire purchase price in the
redenption transaction was a paynent for the 12 shares of common
stock. M. Engstromdetermned that the price that M. Kucklick
received in the redenption transaction indicates that the fair
mar ket val ue of HII stock was approxi mately $329,500 per share as
of Novenber 15, 1995. M. Engstrom gave a significant anount of
wei ght, 40 percent, to the value resulting fromhis prior stock
transaction nmethod. W agree with M. Engstromthat the
proximty of the redenption transaction in relation to the gift
of shares makes that transaction relevant to the question of fair

mar ket value of HI I stock. See Rabenhorst v. Comm ssioner, T.C.

Meno. 1996-92. However, we are not convinced that the value M.
Engstrom derived fromthat transaction accurately reflects the

val ue of H|I stock.
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First, it appears that at |east sone portion of the purchase
price was attributable to the 8-year covenant. M. Kucklick
posed a significant conpetitive threat to HIl and its future
profitability given his age, his experience in the netal formng
and cutting industry, his know edge, and his custonmer contacts.
For these reasons, and to protect his investnent in HI, M. Hess
i nsisted upon a broad and relatively | engthy covenant not to
conpete. Although the parties did not specifically allocate any
anount of the purchase price to the 8-year covenant, it is clear
that this covenant was a key conponent of the agreenent and
represented val uabl e consideration comng fromM. Kucklick. M.
Hess testified with respect to the $3.95 million purchase price:
“l considered the price basically a package deal for all the
services past, for the stock, for the nonconpete, for the
enpl oynent, continuing enploynent and his willingness to train
peopl e at Hess Engineering during that tinme.” He testified that
the entire purchase price of $3.95 million was allocated to the
redenption of M. Kucklick's shares to provide favorable tax

treatnment to M. Kucklick.?3?

3lRespondent suggests that petitioners nmust present strong
proof that the redenption agreenent does not accurately reflect
t he agreenent of the parties that nothing should be allocated to
t he 8-year covenant. Cenerally, taxpayers cannot ignore the
unanbi guous terns of a binding agreenent, and they nust present
“strong proof” that an allocation of consideration in an
agreenent is other than that specified. Meredith Corp. & Subs.
v. Conmm ssioner, 102 T.C. 406, 438 (1994); Steel v. Conm ssioner,

(continued. . .)
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Petitioners also argue that the redenption agreenent was not
entered into at arms length, and, therefore, is not reflective
of fair market value. W cannot agree with this contention. W
do agree, however, that there were present considerations that
woul d not be present if the seller in that transaction were not
M. Kucklick and if the buyer were not Hl. There were certain
el ements of consideration exchanged whi ch cannot be quantifi ed.
We agree that the redenption transaction provides sone indication
of the value of HI stock; however, we are convinced that the
particul ar circunstances of that transaction indicate that the
value of HII stock was |l ess than the value that M. Engstrom

derived fromthat transacti on. 32

31(...continued)
T.C. Meno. 2002-113; see also Kreider v. Conm ssioner, 762 F.2d
580 (7th Gr. 1985), affg. T.C Menp. 1984-68. However, in the
i nstant case, the agreenent and the allocation therein represent
a transaction which is entirely collateral to M. Hess’s gift of
H I shares and the valuation of those shares. W are not
persuaded that the strong proof rule applies in these
ci rcunst ances.

32Mr. Engstromdid not apply a mnority interest discount to
the value he derived fromthe redenption transaction, because he
concluded that M. Kucklick’s shares represented a mnority
interest in H1 stock. Petitioners argue that the redenption of
M. Kucklick’s stock did not involve a mnority interest, because
M. Hess and M. Kucklick treated each other as equals in al
aspects of their relationship at H1. However, the redenption
was clearly of a mnority interest in H stock, regardl ess of
whet her M. Hess and M. Kucklick treated each other as equals.
Further, there is evidence that they were not in fact equals in
all such aspects. [Indeed, the negotiations |leading up to the
redenption transacti on suggest this nuch.
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In M. Heebink’s valuation analysis, he did not rely upon
the transaction involving the redenption of M. Kucklick’s
shares. However, M. Heebink prepared two additional reports and
a suppl enental report, in which he concluded separate val ues for
M. Kucklick’s redeened shares and the 8-year covenant. M.
Heebi nk determ ned the value of the 8-year covenant using an
i ncone anal ysis estimating the opportunity | osses (focusing on
HElI') that would occur if M. Kucklick were allowed to conpete.
The opportunity | osses were projected over an 8-year period
begi nning after the conpletion of the 3-year period of the
enpl oynent agreenent. M. Heebink applied a discount rate to
di scount the future cashflows he determ ned to present value. He
concl uded that the value of the 8-year covenant was $2 million.
He allocated $2 million of the purchase price stated in the
redenpti on agreenent to the 8-year covenant, and he al so
al | ocated $100,000 to the favorable financing contained in the
install ment note. He determ ned that the redenption transaction
refl ected a val ue of $104,000 per share for HI stock after
applying a 15-percent mnority interest discount and a 30-percent
mar ket abi ity di scount.

W find M. Heebink’s attenpts to quantify the value of the
8-year covenant flawed. Hi s analysis fails to consider the
intentions of the parties to that agreenent, and, instead, he

seeks to calculate the value of the covenant on the basis of
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potential opportunity |osses. W are not persuaded that the
parties considered the potential opportunity |osses, that
potential opportunity losses in this instance provide an
accept abl e neasure of value for a covenant not to conpete, and
that M. Heebink’s determ nations and cal cul ati ons of those
opportunity | osses are correct.® W are not convinced that H
or a hypothetical “buyer” would pay the present val ue of
potential opportunity |osses for a covenant not to conpete. As
M. Engstromtestified in rebuttal: “if the projected |osses
were $2 mllion, then there’'d be no reason why Hess woul d be
willing to pay $2 million, because then they'd be in the sane
position they would have been in if the covenant had never been
entered into in the first place.” Further, we are not convinced
that HIl would pay M. Kucklick a salary of only $135, 000 per
year during the 3-year termof the enpl oynent agreenent, yet pay
M. Kucklick $2 million for the 8-year covenant not to conpete.
Again, as M. Engstromtestified: “if he was willing to work
full time for the conpany and not work for anyone el se for
$135, 000 per year, there’s no reason to believe you d have to pay
hi m substantially nore than that to not work.”

We are not persuaded by M. Heebink’s attenpts to quantify

t he value of the 8-year covenant. W cannot agree that the 8-

3For exanple, M. Heebink's analysis assunes that H woul d
realize |l osses imediately upon M. Kucklick’s |eaving and
conpeti ng agai nst Hil
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year covenant had a value of $2 mllion. |Instead, we believe
that the value of the 8-year covenant was |ess, and the val ue of
the redeened stock was nuch greater than the anmounts determ ned
by M. Heebi nk.

QUi del i ne Conpani es Anal ysi s

M. Engstrom al so relied upon a guideline conpani es anal ysi s
based on conparisons with publicly traded stocks. He determ ned
that the fair market value of HI stock was $29, 197,000 on a
mnority, marketable basis. After applying a marketability
di scount of 25 percent, M. Engstromdeterm ned the fair market
value of HI stock to be $21.9 mllion, or $219,000 per share.
He gave a significant anmount of weight, 40 percent, to the val ue
resulting fromthe guideline conpanies anal ysis.

In his guideline conpanies analysis, M. Engstromrelied
solely on price/earnings ratios (P/E ratio(s)) to conpare H'I to
t he gui deline conpanies.® Petitioners argue that M. Engstroms
use of P/E ratios to conpare HII to the guideline conpanies was
erroneous. They claimthat P/E ratios are a “crude neasure” for
cal cul ating val ue and do not consider inportant differences in
interest levels, tax levels, and depreciation | evels between the

subj ect conpany (H 1) and the guideline conpanies. Petitioners

M. Engstrom determined the P/E ratios from Val ue Line
| nvest nent Survey, a publication that does not provide
information for other neasures of perfornmance such as EBIT
(earnings before interest and taxes) and EBI TDA (earni ngs before
i nterest, taxes, depreciation, and anortization).
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contend that M. Engstrom shoul d have used ot her neasures of
conpari son besides P/E rati os.

We agree with petitioners that M. Engstronm s guideline
conpani es net hod woul d have been nore conplete and nore
persuasive if it had enpl oyed additional neasures of conparison.

See Wll v. Commi ssioner, T.C Meno. 2001-75. However, it is

clear that P/E ratios bear a well-recognized relationship in the

val uation of conpanies, Learner v. Conm ssioner, T.C Meno. 1983-
122, and M. Engstronmis reliance on P/E ratios was not inherently
flawed. 3> Petitioners base their objections to M. Engstronis
analysis on his failure to consider certain pretax nethods of

conpari son such as EBIT (earnings before interest and taxes) or

3%The P/E ratios of publicly held conpanies do not conpare
to the PFE ratios of a closely held conpany if the conpanies
t hensel ves are not conparable. Learner v. Conm ssioner, T.C
Meno. 1983-122. Whether the stock price of one conpany with a
given earnings streamw ||l be simlar to that of another conpany
with the sane earni ngs depends upon a wide variety of factors,
i ncl udi ng managenent policy, managenent ability, past
performance, and dividend policy. 1d. Although petitioners
suggest that the guideline conpanies do not conpare to HI, we
point out that two of the four guideline conpanies used by M.
Engstromin his analysis, Gddings & Lews, Inc., and Monarch
Machi ne Tool Co., were conpanies used by Hl to “benchmark” its
performance; three of the four guideline conpanies used by M.
Engstrom Cincinnati Mlacron, Inc., Gddings & Lews, Inc., and
Monarch Machi ne Tool Co., were also used by M. Heebink in his
mar ket conparabl e anal ysis; and the remai ni ng conpany, d eason
Corp., builds machines for the manufacture of gears, and its
maj or custoners are in the autonotive and truck industries. M.
Engstrom nade appropriate adjustnents to the P/E ratios fromthe
gui del i ne conpanies to account for differences in size and net
profit margins. Wth these adjustnents, we find the conpanies
selected by M. Engstrom conparable to Hil
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EBI TDA (earnings before interest, taxes, depreciation and
anortization). However, they fail to explain how consideration
of those nmeasures woul d have influenced or changed M. Engstroms
conclusions.®* M. Engstrom s expl anati ons were thorough and
conplete, and it was his opinion that those neasures woul d not
have affected his analysis. He agreed that significant
differences in interest, taxes, |level of debt, etc., m ght
necessitate adjustnents to nake the conpani es nore conparabl e.
However, inposing those adjustnents where the differences are not
significant runs the risk of inposing “your judgnment over the
actual data that's in there” and the risk “that your subjective
determ nation is wong.”

The P/E ratios for the guideline conpanies that M. Engstrom
sel ected were based on those conpani es’ earnings for the two nost
recent quarterly filings and the forecasts of the earnings for
the next two cycles.® The P/E ratio for HI, however, was based

on that conpany’s financial information for the fiscal year

M. Heebink’s testinobny in rebuttal regarding the use of
P/ E rati os was somewhat confusing. He could not explain why
these other itens are necessarily inportant or how they m ght
have i nfluenced or changed M. Engstromi s conclusions. M.
Heebink testified in the context of what an “acquirer” would
consider in a “typical nergers-and-acquisitions situation”,
wherein he clains P/E rati os woul d sel dom be used.

8"This information was derived from Val ue Line | nvestnent
Survey, which uses the nost recent 6-nonth period reported to the
Securities & Exchange Comm ssion and an estimte of the next 6-
nmont h peri od.
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ending July 31, 1995. Petitioners claimthat good apprai sal
practice requires use of the sane period of time for the

gui del i ne conpani es and the subject conpany. W agree with
petitioners that the preferable conparison of historical and/or
proj ected earnings should be nade using consistent tine periods.
However, petitioners do not explain how the use of consistent
time periods in the instant case would change M. Engstrom s
conclusions. Although this flawin M. Engstronis analysis |eads
us to question its persuasiveness, we are not convinced that it
renders his analysis wholly erroneous.

M. Engstromrelied solely on H1's fiscal year 1995
financial information in making his conclusions. Fiscal year
1995 was a “banner year” for HlI. It realized sales and net
i nconme exceeding the sales and net incone that it realized in
prior years. Petitioners contend that it was in error to rely
solely on the fiscal year 1995 information. Respondent argues
that use of the fiscal year 1995 information alone was justified
because HI'l was experiencing strong growmh, which Hl’'s
proj ections indicated woul d continue, and “it conports with
common sense that nore current information and expectations are
nmore indicative of the value that an investor would place on
stock than are historic earnings.”

We m ght agree with respondent that the hypothetical buyer

woul d give primary consideration to the nost recent year’s
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financial information in purchasing stock of a conpany. However,
we al so believe that a hypothetical buyer would consider a
conpany’s historical earnings placing greater enphasis on
relevant information fromthe nore recent years. This is
especially true of conpanies, such as H I, which are in cyclical
i ndustries and use the conpleted contract nethod of accounting.
In these circunstances, the use of |onger periods of tinme or
averages over “a peak to trough sort of cycle” would seem
preferable. Thus, we agree with petitioners that reliance solely
on financial information for one particular year m ght overstate
the fair market value of stock in a conpany. At the sane tine,
reliance on nore recent financial information m ght be justified

in certain circunstances.®® For exanple, M. Engstromtestified:

W al so point out that Rev. Rul. 59-60, sec. 4.02(d),
1959-1 C. B. at 241, states on the subject of future earning
power :

Potential future incone is a major factor in many

val uations of closely-held stocks, and all information
concerni ng past incone which will be helpful in
predicting the future should be secured. Prior
earnings records usually are the nost reliable guide as
to the future expectancy, but resort to arbitrary five-
or-ten-year averages w thout regard to current trends
or future prospects will not produce a realistic
valuation. |[If, for instance, a record of progressively
i ncreasing or decreasing net inconme is found, then
greater weight may be accorded the nost recent years
profits in estimating earning power. * * *

Rev. Rul. 59-60, supra, “has been w dely accepted as setting

forth the appropriate criteria to consider in determning fair

mar ket val ue”. [Estate of Newhouse v. Conm ssioner, 94 T.C at
(continued. . .)
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Well, with regard to these particular industries
and with regard to Hess, | nean, even though they are
in a cyclical industry, it appeared that they were
goi ng through a period of secular growh, which would
mean a growh without regard to the normal patterns of
the industry.
And, certainly, that’s borne out in the growth
rate of the conpany’s sales, the growh rate of the
conpany’s earnings and the budget data regardi ng what
expectations were for the future. So for this
particul ar conmpany, | don’t think that it’'s appropriate
to nmeasure it over a period of years.
Under these circunstances, we cannot agree that M. Engstronis
use of the 1995 fiscal year information alone renders his
anal ysis unreliable.®*® W are not convinced that his reliance on
the 1995 financial information necessarily overstates the fair
mar ket value of HII stock. Nevertheless, we recognize this
possibility and consider it in reaching our concl usions.
Petitioners al so suggest that M. Engstrom shoul d have nade
a downward adjustnent to the P/Eratios to reflect the fact that
HI's asset utilization (sales to total assets) was higher than
that of the guidelines. |In M. Heebink’s market conparable
anal ysis, he nade a downward adjustnent to reflect the

differences in Hl's asset utilization. According to M.

38(...continued)
217.

M. Heebink testified generally regarding the benefits and
preferability of using |longer periods for conparison and the
potential of an overstatenent when using financial information
for only 1 year. However, he did not testify regardi ng whet her
the use of a longer period or averages woul d have affected M.
Engstrom s concl usi ons.
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Heebi nk, “Asset utilization affects earnings growh because a
conpany with | ow asset utilization can increase earnings through
nore efficient managenent of assets.” M. Engstrom on the other
hand, made a 35-percent adjustnent to the P/E ratio he derived
fromthe guideline conpanies to account for the fact that the
average net profit margin of the guideline conpanies was
approximately 35 percent less than HI's net profit nmargin.
According to M. Engstrom “Conpanies wth higher profit margins
tend to have |lower price/earnings ratios because it is nore
difficult for the conmpany to achieve future growth.” W agree
Wi th respondent that these adjustnents were designed to capture
the sane thing, Hl1's relative difficulty of achieving future
growt h.%° Thus, we cannot agree that M. Engstrom s anal ysis was

flawed in this respect.

‘M. Engstrom agrees that HII had a higher return on assets
than the guideline conpanies; this results in greater risk, and
normally this risk translates into a | ower price earnings
mul tiple. However, M. Engstromtestified that this “was one of
the primary issues that we addressed when we were | ooking at an
appropriate price earnings nmultiple” for H1. He further
testified that he nmade two adj ustnents:

One is the adjustnment for size, and one’ s an adj ust nent
for other factors. And if you |look at the text of our
report, the primary notivation of that other adjustnent
factor was the fact that Hess's profit margins are

hi gher than the guideline conpanies’.

So it’s taking account of the fact that their
profitability is higher. And whether you' re nmeasuring
that profitability in terms of profit margins or in
terms of returns on assets, it’s higher, and therefore
we woul d reduce the multiple.
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Petitioners also claimthat M. Engstromerred in failing to
consider H1's financial information for the nbost recent quarter
before the gift of shares; i.e., the quarterly results for August
to October 1995. W are not convinced that this was error.
| ndeed, petitioners’ expert did not consider this information in
hi s market conparable analysis. Also, M. Gaynor did not update
his valuation for the gift tax returns to account for HIl’'s
performance after July 31, 1995. Further, M. Engstrom expl ai ned
that a prospective buyer m ght ask questions regarding the nore
recent quarterly information, but would not consider a loss in
that quarter overly alarm ng where the conpany uses the conpl eted
contract method of accounting.

Al t hough we question certain aspects of M. Engstroms
gui del i ne conpani es anal ysis, and we cannot agree that the val ue
he derived under that analysis is entitled to the weight he gave
it, i.e., 40 percent, we find that value provides at |east sone
indication of the fair market value of HI |l stock. Indeed, it
appears to us that the major separation in the value that M.
Heebi nk derived in his market conparable analysis and in the
value that M. Engstromderived in his guideline conpanies
analysis is attributable to the erroneous $2.5 million adjustnment
that M. Heebink nade to cost of sales in his analysis. See

supra note 23.
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Di scount ed Cashfl ow Met hod

M . Engstrom considered the di scounted cashfl ow net hod and
determ ned that the fair market value of common stock in HI was
$25, 566, 478, or $256, 000 per share as of Novenber 15, 1995. He
concl uded that this anmount supported his conclusions with respect
to his overall valuation analysis. M. Engstrom gave no wei ght
to that anount because he concluded that relatively small changes
in certain assunptions which were used resulted in | arge changes
to the indicated val ue of the conpany.

We cannot agree that this provides a basis for wholly
rejecting a discounted cashflow analysis. Indeed, as M. Heebink
testified, this same problemis apparent in other valuation
methods. It is axiomatic that even small changes in certain
assunptions in a valuation analysis can result in dramatic
changes in the value derived. O course, in the case of certain
conpani es, the distortions in value may be nore pronounced.
However, this does not preclude any reliance on a di scounted
cashfl ow anal ysis, and we would in those circunstances apply |ess

wei ght to the val ue derived thereunder.*

“'Respondent argues on brief that “M. Engstrom s conclusion
that the DCF nethod did not provide reliable information is
conpletely correct * * *. Any concl usion reached using it should
be di sregarded.” Respondent discussed M. Engstrom s di scounted
cashflow nmethod in his reply brief; however, he considers any
errors in that nethod “irrelevant”, since M. Engstrom did not
rely on the discounted cashflow nmethod. It is clear to us that
respondent places no reliance upon M. Engstrom s di scounted

(continued. . .)
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In a letter of intent dated Septenber 28, 1994, Dover
Di versified proposed to purchase all the outstanding stock of H
for $44 mllion or approxi mately $393, 000 per share. Throughout
t hese proceedi ngs, respondent has alluded to this letter of
intent as evidence of the fair market value of HI | stock.
However, we are not convinced that the proposed purchase price is
a reliable indicator of the fair market value of H'I stock. The
letter of intent was not binding on the parties, and Dover
Di versified decided not to purchase HIl. It is not at all clear
whet her Dover Diversified conducted the type of investigation or
due diligence which m ght produce a reliable value indicator.
Nei t her petitioners’ expert nor respondent’s expert relied upon
the letter of intent. Indeed, M. Engstromtestified:

To the extent that there is an anount that was
communicated in the letter of intent as a possible
acquisition price, then, you know, possibly there’s
sonme valuation information. But, as we said in our

report, we didn’'t place any reliance upon it. So it’'s
pretty weak val uation information

41(...continued)
cashfl ow method. W |ikew se give M. Engstrom s di scounted
cashfl ow anal ysis no wei ght.

“?2Respondent’s position on this itemis confusing.
Consi derable tinme was spent at trial and on brief regarding the
letter of intent. However, respondent’s expert did not rely upon
that item and respondent does not object to petitioners’
requested finding of fact that “The Dover D versified non-binding
letter of intent is not a reliable indicator of the val ue of
H1's stock.”
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We |ikew se do not rely upon the letter of intent.

At trial, M. Hess testified to a nunber of factors which
petitioners argue a hypothetical buyer would have considered in
purchasi ng shares of HI I stock: (1) The trend toward the use of
al um num wheel s was creating conpetition for HElI's steel wheel
manuf acturing custoners; (2) the penetration of HEl's nost
prom nent conpetitor, Fontijne, into the American market with the
advant age of favorable exchange rates; (3) HElI's and Hess MAE s
dependence on exclusive license agreenents; (4) HI’'s continued
probl ems with technical and sal es enpl oyees;* (5) the costs to
support HIl's new sales and service organization in Switzerl and,
and (6) the scheduled retirenment of M. Kucklick in February
1998. The experts discussed several of these itens in their
general discussions of the econony and the industry in which H
and its principal custoners were involved. These itens were
factored into their various anal yses, and we have consi dered them

as part of our discussion relating thereto.*

“*\We note that petitioners’ expert indicated that enployee
turnover had not been a significant problem

“Oher than M. Hess's testinony, we have no basis from
whi ch to conclude that the remaining factors were apparent at the
time of the gift, whether they would have been considered by a
hypot heti cal buyer, and to what extent these factors would affect
the fair market value of HII stock



D scounts

The parties and their experts agree that a 15-percent
mnority interest discount should be applied where appropriate to
reflect the lack of control inherent in a mnority interest in
H1 stock. They also agree that a marketability discount is
appropriate to reflect the lack of a ready nmarket for the Hi
stock on the gift date. However, they disagree as to the
appropriate marketability discount to be applied: M. Heebink
applied a 30-percent discount, and M. Engstrom applied a 25-
percent discount.

Qur review of M. Heebink’s report shows a potential overlap
and an apparent failure to make a proper separation between the
| ack of control and the lack of marketability apparent in a

mnority interest in Hl. See Estate of Andrews v. Conmm Ssioner,

79 T.C. at 953 (explaining the difference between mnority
interest discount and marketability discount). M. Heebink
states that “Mnority interest shares are significantly |ess
mar ket abl e and liquid than controlling interest shares because
few investors are interested in mnority interest investnents in
cl osely held conpani es”, and he concl udes:
Considering that this valuation relates to a mnority
interest in a conpany with extensive owner invol venent,
significant technical expertise, high earnings and
profitability variation, and above average autonobile

i ndustry concentration, a 30% marketability and
liquidity discount was selected for Hess Industries.
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This potential overlap and the apparent failure to separate the
mnority interest and marketability di scounts cause us to
guestion M. Heebink’ s conclusion. On the other hand, M.
Engstrom s conclusion of a 25-percent marketability discount is
reasonabl e under the circunstances of this case. \Were
appropriate, we consider a 15-percent mnority interest discount
and a 25-percent marketability discount in determning the fair
mar ket val ue of HII stock
Concl usi on

The record reflects a range of values per share for H

stock, which we summari ze as foll ows:

Redenption analysis - M. Heebink! $104, 000
Net asset value analysis - M. Engstront 119, 000
Val uati on analysis - M. Heebink!? 128, 000
Gui del i ne conpani es analysis - M. Engstront 219, 000
Prior redenption transaction - M. Engstront 329, 500
St ockhol ders agreenent - M. Engstron? 380, 000

M nority interest and marketability discounts appli ed.
2Mar ket abi lity discount applied only.
3No di scounts appli ed.

Because val uation necessarily results in an approximtion, the
val uation figure we determ ne need not be one as to which there
is specific testinony as long as it is wthin the range of val ues
that may properly be arrived at from consideration of all the

evi dence. See Estate of Magnin v. Conm ssioner, T.C. Mnob. 2001-

31. After considering all the evidence, the val ues that
petitioners’ and respondent’s experts derived in their various

anal yses, other factors, and appropriate mnority interest and
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mar ketabi ity discounts, we find that the value of HI stock
falls sonewhere in the mddle of this range of values. W hold
that the value of the shares of HI stock that were gifted on

Novenber 15, 1995, was $200, 000 per share.

Deci sion will be entered

under Rul e 155.




