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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
VASQUEZ, Judge: In these consolidated cases, respondent
determ ned separate gift tax deficiencies of $73, 323 agai nst
petitioners Donald J. Janda (M. Janda) and Dorothy M Janda
(Ms. Janda) for 1992. The issue for decision is the fair market
val ue of the shares of stock in the St. Edward Managenent Co.

(the Conpany) transferred by each petitioner to their children.
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Section references are to the Internal Revenue Code in
effect for the year in issue. Rule references are to the Tax
Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of fact and the attached exhibits are
incorporated herein by this reference. At the tine of the
petition, petitioners resided in St. Edward, Nebraska.

In 1992, the Conpany operated as a holding entity, owning
94.6 percent of 2,250 shares of stock outstanding in the Bank of
St. Edward (the Bank). The Bank served the financial needs of a
smal | agricultural community in Nebraska. M. Janda operated the
Bank in the capacity of president, while Ms. Janda, involved as
well in the day-to-day activities of the Bank, served as vice
president. The Bank enpl oyed Kenneth Wl fe in the position of
“cashier” as well as three to four tellers. As of Decenber 31,
1992, the stockholders’ equity in the Bank was listed at an
unadj ust ed book val ue of $4,518, 000, or $2,008 per share.

I n Novenber 1992, petitioners each nmade gifts of 6,850
shares of stock in the Conpany (transferred bl ock of stock) to
each of their children (Robert Janda, Donald Janda, Jr.,

Cat heri ne Meller, and Constance Janda). At the tine of the
gifts, the Conpany had 130, 000 shares of stock outstanding. Each
transferred bl ock of stock therefore constituted a 5.27-percent

interest in the Conpany.
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Before the transfers, petitioners, their children, and M.
Wl fe owned the foll owi ng anounts and percent ages of shares of

stock in the Conpany:

Percent of Shares

Shar ehol der Shar es Qut st andi ng

M. Janda 30, 867 23. 74
Ms. Janda 30, 868 23. 74
Robert Janda 17, 066 13.13
Donal d Janda, Jr. 17, 066 13.13
Cat heri ne Meller 17, 066 13.13
Const ance Janda 17, 066 13.13
Kenneth Wl fe 1 0

Tot al 130, 000 100. 00

After the transfers, the children’s stake in the Conpany
increased while petitioners’ stake declined as reflected in the

foll ow ng table:

Percent of Shares

Shar ehol der Shar es CQut st andi ng

M. Janda 3, 467 2.67
Ms. Janda 3, 468 2.67
Robert Janda 30, 766 23. 67
Donal d Janda, Jr. 30, 766 23. 67
Cat heri ne Meller 30, 766 23. 67
Const ance Janda 30, 766 23. 67
Kenneth Wl fe 1 0

Tot al 130, 000 1100. 00

1 On account of rounding, the sumof the
i ndi vi dual percentages of shares outstandi ng does not
equal 100 percent.

As of Decenber 31, 1992, the Conpany reported an unadj usted
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book val ue of $4,602, 732 for stockholders’ equity, or
approxi mately $35.41 per share, on its balance sheet. Each
transferred bl ock of stock therefore commanded $242,559 of the
total stockholders’ equity docunented on the Conpany’s books.!?
After retaining the accounting firmof Gant Thornton,
petitioners each filed a Form 709, United States Gft (and
Generation- Ski ppi ng Transfer) Tax Return, reporting the val ues of
the gifts as determ ned by the accounting firm Petitioners
reported each transferred bl ock of stock at a fair market val ue
of $145, 357.
OPI NI ON

Congress has inposed a tax on the transfer of property by
gift. See sec. 2501(a)(1l). The anount of the gift subject to
taxation is equal to the fair market value of the property on the
date of the gift. See sec. 2512(a); sec. 25.2512-1, Gft Tax
Regs. The U.S. Treasury regul ations define fair market val ue as
“the price at which property woul d change hands between a willing
buyer and a willing seller, neither being under any conpulsion to
buy or sell, and both having reasonabl e know edge of rel evant

facts.” Sec. 25.2512-1, Gft Tax Regs.; see also United States

v. Cartwight, 411 U S. 546, 551 (1973); Estate of Andrews v.

Comm ssioner, 79 T.C. 938, 940 (1982).

Because prices for shares of stock in a closely held

corporation are generally not available in the marketpl ace, we

1 $35.41 per share x 6,850 shares.
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may decide the fair market value of such interests by |ooking at
the particular conpany’s net worth, prospective earning power,

di vi dend- payi ng capacity, and other relevant factors. See Estate

of Klauss v. Commi ssioner, T.C Meno. 2000-191; sec. 25.2512-

2(f)(2), Gft Tax Regs. Such other relevant factors include the
conpany’s goodw || and managenent, the conpany’s position in the
i ndustry, the econom c outlook in the particular industry, the
degree of control in the conpany represented by the shares
subject to valuation, and the avail able values of securities in
conpani es engaged in a simlar business. See id.

In the instant cases, as in nost cases involving valuation
di sputes, the parties primarily relied on opinions by experts to
establish the value of the transferred bl ocks of stock.
Petitioners presented the appraisal report of Gary L. Wahl gren
(M. Wahlgren) to establish the predi scount value of the stock in
t he Conpany and the anmount of discounts for |ack of contro
(mnority interest) and lack of marketability. Respondent relies
on an appraisal report prepared by Phillip J. Schneider (M.
Schnei der).

The discount for a mnority interest accounts for the
inability of a shareholder to control or influence decisions in a

closely held corporation. See Ward v. Conm ssioner, 87 T.C 78,

106 (1986); Estate of Stevens v. Conm ssioner, T.C Meno. 2000-

53. The discount for lack of marketability, on the other hand,

is used to conpensate for the fact that there is no ready market
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for shares in a closely held corporation. See Estate of Stevens

v. Conm ssioner, supra. Because the inability to control a

closely held corporation influences the nmarketability of the
investnment, there is sonetinmes sone overl ap between the two

di scounts. See Estate of Andrews v. Conmmi SSioner, supra at 952.

We have wi de discretion in accepting expert testinony. See

Hel vering v. National Gocery Co., 304 U S 282, 294-295 (1938).

W exam ne the expert’s qualifications and conpare his or her
testinmony with all other credible evidence in the record. W my
accept or reject an expert’s opinion entirely or pick and choose

the portions of the opinion we find reliable. See id.; Seagate

Tech., Inc., & Consol. Subs. v. Connmi ssioner, 102 T.C. 149, 186

(1994); Estate of Newhouse v. Comm ssioner, 94 T.C 193, 218

(1990); Parker v. Conmm ssioner, 86 T.C 547, 562 (1986).

At trial, M. Schneider accepted M. WAhlgren’s concl usion
that the fair market value of the Conpany stock on a mnority
basis, but before consideration of the discount for |ack of
marketability, was $46.24 per share at the tinme of transfer.?
Fromthat figure, M. Wahlgren opined that a 65.77-percent

mar ket abil ity di scount was appropriate,® while M. Schneider

2 M. Schneider, in his report, failed to account for
interest and principal recovered fromloans previously charged
of f on the books of the Bank.

3 References to marketability discount are to the discount
for lack of marketability.
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bel i eved that only a 20-percent discount should be applicable.*
We nust deci de whether a discount for lack of marketability is
appropriate, and, if so, to what extent.

M. Wahlgren's Report

To evaluate M. Wahl gren’ s net hodol ogy for conputing the
mar ketabi ity discount, we first review his conputation of the
val ue of the Conpany stock on a mnority basis. Before making
any fair market value determ nations, M. Whl gren eval uated the
assets, liabilities, and stockholders’ equity anounts |isted on
the Conpany’s and the Bank’s books. After review ng the
hi stori cal book values of the assets and liabilities of the Bank,
M. Wahl gren increased the asset amounts primarily for | oans
previously charged off (fromwhich interest and principal were
subsequently being recovered) and increased liabilities for
deferred taxes associated wth the increased anount in assets.

The Bank’s bal ance sheet was therefore adjusted as foll ows:

Bal ance Sheet

I tens Hist. BV Adj ust ment Adj usted BV
Asset s $23, 953, 000 $2, 397, 000 $26, 350, 000
Liabilities 19, 436, 000 815, 000 20, 251, 000
St ockhol der s

equity 4,517, 000 1, 582, 000 6, 099, 000

4 M. Wualgren's valuation for each of petitioners’
separate transfers results in an anount of $108, 436 ((%$46.24 per
share x .3423) x 6,850 shares). This value is significantly
| oner than the $145, 357 val ue (per transfer) reported by
petitioners on their gift tax returns. A taxpayer who asserts a
val uation | ower than the one reported on a tax return mnust
provi de cogent proof that the reported val uati on was erroneous.
See Estate of Hall v. Conmi ssioner, 92 T.C 312, 337-338 (1989).




- 8 -

Next, M. Wahl gren correspondi ngly adjusted the historical
book val ue of the Conpany assets. He especially concentrated on
the value of the Conpany’ s 94. 6-percent interest in the Bank,
whi ch he conputed on the basis of the adjusted book val ue of the
stockhol ders’ equity in the Bank. The adjustnents to the assets,
liabilities, and stockhol ders’ equity anmounts on the Conpany’s

books are descri bed bel ow

Bal ance Sheet

I tens Hist. BV Adj ust ment Adj usted BV
Asset s $4, 612, 582 $1, 502, 081 $6, 114, 663
Liabilities 9, 850 2,534 12, 384
St ockhol der s

equity 4,602, 732 1, 499, 547 6, 102, 279

After making adjustnments to both the Conpany’s and the
Bank’ s books, M. Wahl gren decided to establish the fair narket
val ue of the Conpany on a net asset val ue basis. Because the
Conpany’s primary asset consisted of the 94.6-percent ownership
interest in the Bank (and there were mninmal liabilities), M.
Wahl gren derived the value of the Conpany by primarily
considering the Bank’s independent fair market val ue.

In order to arrive at the fair market value of the Bank, M.
Wahl gren eval uated five factors which he had previously relied on
to conpare privately owned Nebraska banks sold within 12 nonths
before or after Novenber 1992: (1) Bank size, (2) market served,
(3) historical growth of deposits, (4) loan portfolio quality,
and (5) profitability. After considering the above factors (in

terms of the adjusted book val ues of the Bank) and using the
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sales of the privately owed Nebraska banks as a conparison, M.
Wahl gren arrived at a fair market val ue of $6,708,900 for the
Bank. M. Wahlgren established the fair market val ue of the Bank
at 1.49 tinmes greater than the historical book value of the
stockhol ders’ equity and at 1.10 tinmes greater than the adjusted
book val ue of the stockhol ders’ equity.

Havi ng derived the fair market value of the Bank, M.
Wahl gren proceeded to conpute the fair narket val ue of the
Conpany on a net asset value basis. After substituting the fair
mar ket val ue of the 94.6-percent interest in the Bank
(%6, 346,619) for the adjusted book val ue of the 94. 6-percent
interest in the Bank ($5, 769, 654) on the Conpany’s books and
subtracting the liabilities fromthe value of all the Conpany
assets, M. Wahlgren arrived at a $6, 679, 244 fair market val ue
for the Conmpany.® As there were 130, 000 shares of stock
out standi ng, M. Wahl gren established that each share was worth
$51. 38 before considering any discounts. M. Wahlgren applied a
10-percent mnority discount, which reduced the val ue of each
share to $46. 24.

M. Wahl gren then applied a 65.77-percent discount for |ack
of marketability using the Quantitative Marketability D scount

Model (the QVDM nodel ) proposed by Z. Christopher Mercer in his

> The Conpany had other mnor assets besides the 94. 6-
percent interest in the Bank. For exanple, on its books, the
Conpany |isted approximately $290, 000 i n marketabl e securities
and $40, 000 in notes receivable.
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book Quantifying Marketability D scounts (1997), to arrive at a
val uation of $108,436 for each of petitioners’ separate
transfers. According to M. Mercer, an appraiser using the QVDM
nmodel is able to quantify the inpact of the factors that
i nfluence marketability discounts in real-life settings. See id.
at 209.

As described by M. Mercer, an appraiser first values the
sharehol der’s investnment at the entity level, resulting in a
valuation of the investnent as if it were marketable. See id. at
171-184. In his book, M. Mercer generally arrives at the entity
| evel valuation using the capitalization of earnings nethod,
whi ch consi ders current earnings per share, an antici pated
earni ngs grow h, and an appropriate discount rate accounting for
the inherent risk with regard to investing in a particul ar
conpany. See id. The net anpunt of the discount rate |ess the
anticipated earnings gromh is referred to as the capitalization
rate, which is multiplied against the earnings per share. See
id. After that conputation is made, the apprai ser has generated
t he marketable value of 1 share in the investnment. See id. M.
Mercer then suggests that the appraiser adjust the value of the
stock upward for a control prem umor dowward for a mnority
interest. See id.

After the value of the nmarketable investnent at the entity
| evel is conmputed, the appraiser applies the QDM nodel to

account for the fact that the growmh in the value of the
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investnment (along with any dividends distributed) does not neet
the shareholder’s required rate of return for a specified period.
See id. at 212-215. M. Mercer advises that the required rate of
return should reflect the “investor’s required rate of return, or
the opportunity cost of investing in the subject conpany versus
another, simlar investnent that has imediate market liquidity.”
Id. at 214.

In the instant cases, M. Wahlgren applied a 9.12-percent
gromh rate, a zero-percent distribution yield, a holding period
of 10 years, and a required holding period return of 21.47
percent. M. Wahlgren determ ned that the Conpany’s growth rate
depended on the increasing value of the Bank, the Conpany’s
primary asset. M. Wahlgren, in turn, conputed the growh rate
for the value of the Bank using the average return on equity
bet ween 1988 and 1992 (13.54 percent) of the Bank. Because the
average return on equity was based on the historical book val ues
of the Bank, M. Wahl gren reduced the average return by dividing
it by a factor of 1.4853 to account for the difference between
the estimated fair nmarket value and historical book value of the
Bank as of Decenber 31, 1992.°

Wth regard to the dividend yield, M. Wahl gren concl uded

that the Conpany did not have a history of nmaking distributions

6 M. Wahlgren rounded the 1.4853 factor to 1.49 when
di scussing the ratio between the fair market value of the Bank to
the historical book value of the stockhol ders’ equity in the
Bank. See supra p. 9.
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and therefore assigned a zero percent. As for the hol ding
period, M. Wahl gren opined that neither the Conpany nor the Bank
woul d be sold within 10 years because M. Janda wanted to
continue to operate the Bank for as |ong as possible and, in any
event, Robert Janda wanted to manage the bank thereafter. Wth
regard to the holding period return of 21.47 percent, M.
Wahl gren considered the risk-free yield on U S. Treasury bonds,
the difference between | ong-termyields on cornmon stock over
internmediate U S. Governnent bonds, and a small stock prem um

Respondent chal |l enges M. Wahl gren’s use of the QVDM nodel
on the basis that there is no evidence that appraisal
prof essionals generally view the QDM nodel as an acceptabl e
met hod for conputing marketability discounts. Respondent al so
asserts that the data used by M. Wahlgren in the QVDM nodel is
i naccur at e.

We recogni zed in Estate of Winberg v. Conm ssioner, T.C

Meno. 2000-51, that “slight variations in the assunptions used in
the [QWDM nodel produce dramatic difference in results.” The

ef fectiveness of this nodel therefore depends on the reliability
of the data input into the nodel.

We have serious reservations with regard to the assunptions
made by M. Wahlgren. For exanple, we are concerned whether in
determning the growh rate of the Conpany, it was proper for M.
Wahl gren to sinply average the Bank’s historical returns on

equity for the 5 years prior to Decenber 31, 1992, and then
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adj ust the average return by a factor dependent on the difference
bet ween hi storical book value and the fair nmarket val ue of the
Bank as of Decenber 31, 1992. M. Mercer also indicates in his
book that the required holding period return should be adjusted
for sharehol der-specific risks related to the nonmarketability
features of the investnent, such as:

(1) I'ndeterm nacy of the hol ding period;

(2) likelihood of interimcash-flows;

(3) prospects for liquidity;

(4) uncertainty of favorable exit;

(5) general unattractiveness of the investnent; and

(6) restrictive agreenents.

See Mercer, supra at 250-251.

M. Wahl gren has failed to nake any such analysis. As
applied by M. Wahl gren, the econom c nodel at best adjusts the
fair market value of the Conpany for the fact that an investor
will not receive the required higher rate of return (demanded for
investnments in small capitalized conpanies) for a period of 10
years. M. Wahl gren, however, has not added any increnents to
the holding period return for the risk elenments associated with
the specific circunstances of this situation.

We find M. Wahlgren’s application of the QVDM nodel in the
i nstant cases not to be hel pful in our determ nation of the
mar ketabil ity di scount. W have grave doubts about the

reliability of the QVDM nodel to produce reasonabl e di scounts,
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gi ven the generated di scount of over 65 percent.

M. Schneider’s Report

M. Schnei der accepted M. Wahlgren’s marketable-mnority
val ue of the Conpany stock because he becane aware at trial that
t he Conpany had ot her assets not reflected on its books. He,
however, maintained that the transferred bl ocks of stock should
be entitled to only a 20-percent discount for |ack of
mar ketability. In his report, M. Schneider identified the
follow ng factors as affecting marketability discounts:

The asset type held

The time horizon until [iquidation

Di stribution of cash-flow

Earned cash-flow (after debt service)
Information availability

Transfer costs and/or requirenents
Liquidity factors:

NoghkwbE

a. |Is the conpany | arge enough to be public?

b. 1Is there a pool of potentially interested buyers?

c. Is there a right of first refusal?
M. Schneider then listed various studies made on marketability
di scounts which are cited by Shannon Pratt in his book Val uing a
Busi ness: The Anal ysis and Apprai sal of C osely-Held Conpani es
(2d ed. 1989). The studies, which deal with marketability
di scounts in the context of restricted, unregistered securities
subsequently available in public equity markets, denonstrate nean
di scounts ranging from 23 percent to 45 percent. M. Schneider
also cited several U S. Tax Court cases that established

mar ketabi ity di scounts ranging from 26 percent to 35 percent.

Finally, M. Schneider stated in his report that he had consulted
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a study prepared by Mel anie Earles and Edward M |iam whi ch
asserted that marketability discounts allowed by the Court over
t he past 36 years averaged 24 percent.

Before arriving at his conclusion, M. Schneider remarked
that he believed that “a bank would be a highly marketabl e
busi ness and that the stock would be highly marketable.” He also
noted in his report that the Conpany did not have a sole
shar ehol der owni ng nore than 50 percent of the Conpany. At
trial, M. Schneider testified that the Conpany was marketabl e
because the Bank had strong profitability. Evaluating these
characteristics in conjunction with marketability discounts
arrived at in the studies discussed by Shannon Pratt and all owed
by this Court in its prior opinions, M. Schneider concluded that
a 20-percent discount for lack of marketability was appropriate.

As for M. Schneider’s report, we believe that he nerely
made a subjective judgnent as to the marketability di scount
wi t hout considering appropriate conparisons. M. Schneider
| ooked at only generalized studies which did not differentiate
mar ketabi ity discounts for particular industries. Further,
al t hough he stated that each case should be evaluated in terns of
its owmn facts and circunstances, M. Schneider seens to rely on
opinions by this Court that describe different factual scenarios
fromthe instant cases and generalized statistics regarding
mar ketabi ity discounts previously allowed by the Court.

Finally, M. Schneider has failed to fully explain why he
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bel i eves that bank stocks are nore marketable than other types of
stock. W therefore are unable to accept his recomendati on.

The Court’s Val uation

We recogni ze that the Conpany is a small bank hol ding entity
operating only one bank in a rural Nebraska conmunity. The
Conpany has limted growmh opportunities because the Bank has a
smal | defined market. Furthernore, the Conpany is capitalized
with common stock not publicly traded and not easily sold
privately.

We believe that a hypothetical seller and purchaser of the
common stock woul d take into account that any subsequent sal e of
the comon stock would require a private sale by the owner of the
stock, a public offering by the Conpany, or a conplete
acquisition of the Conpany. Any of those three options could
take an extended tine period and involve significant transaction
costs. Furthernore, we also believe that nost of the concerns
regarding | ack of marketability relate to the |ack of control
associated wth any transferred bl ock of stock. Accordingly, we
apply a discount of 40 percent both for |ack of control and
marketability to the predi scount fair market value of the Conpany
stock as determ ned by petitioners’ expert. W therefore hold
that on the date of the transfers, the value of each transferred
bl ock of stock was $211, 186.7

We have considered all of the argunents raised by the

7 ($51.38 per share x .60) x 6,850 shares.



- 17 -
parties, including numerous criticisns of each expert’s report,
and find themto be noot, irrelevant, or w thout nerit.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




