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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
COLVIN, Judge: Respondent determ ned that petitioner
Jane O Kosman has gift tax deficiencies of $158,136 for 1986 and
$15, 157 for 1987.
The issue for decision is the fair market value of Kosman,

Inc., stock that petitioner gave to her children on Septenber 30,



1986, and March 31, 1987. To decide the value of that stock, we
nmust decide the follow ng issues:

(1) The value of Kosman, Inc.'s 12,834 shares of
Scottsbluff National Corp. stock. W hold that it was $3, 278, 009
on Septenber 30, 1986, and $3, 530,454 on March 31, 1987.

(2) The value of Kosman, Inc.'s 2,000 shares of Western
National Bank stock. W hold that it was $120, 000 on
Sept enber 30, 1986, and $144, 000 on March 31, 1987.

(3) The value per share before discounts of Kosman, Inc.,
voting and nonvoting comobn stock. W hold that it was $219. 80
on Septenber 30, 1986, and $247.45 on March 31, 1987.

(4) The appropriate discounts to apply in valuing the
Kosman, Inc., stock that petitioner gave to her children. W
apply a mnority interest discount of 10 percent and a | ack of
mar ketabi ity di scount of 15 percent to the voting and nonvoti ng
shares, and a 4-percent discount for |lack of voting power to the
nonvoti ng shares.

The fair market value of Kosman, Inc., stock that petitioner
gave to her children after applying the discounts in (4) to the
val ue per share of Kosman, Inc.'s stock in (3) is as follows:

Petitioner's Respondent' s

Dat e St ock Expert Experts Hol di ng
9/30/86  Voting common $116. 24 $294 $164. 85
Nonvot i ng 100. 74 282 156. 06

common
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3/ 31/ 87 Vot i ng comron 131. 76 294 185. 58
Nonvot i ng 114.19 282 175. 69
conmon

Section references are to the Internal Revenue Code in
effect for the years 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.

1. Petitioner

Petitioner lived in Scottsbluff, Nebraska, when she filed
the petition in this case.

In 1986 and 1987, the stock of Scottsbluff National Corp.
was hel d by nenbers of the Kosman, Lindig, and Ostenberg-
Fl ei sbach famlies, and by current and forner enployees and
directors of Scottsbluff National Bank. Harve Ostenberg fornerly
was the majority sharehol der and president of Scottsbl uff
Nat i onal Bank. Harve Gstenberg and his first wife are
petitioner’s parents. The Lindig famly nmenbers inherited their
stock in Scottsbluff National Corp. fromWIIiam Ostenberg.
W1l 1liam Ostenberg was Harve Ostenberg's brother and a sharehol der
of Scottsbluff National Bank. The nenbers of the Ostenberg-
Fl ei sbach fam |y derived their stock in Scottsbluff National Bank
fromC. S. Ostenberg and C.H Fleisbach. C S. Ostenberg and C. H
Fl ei sbach were sons of Harve Ostenberg's second w fe and her

first husband.



2. Scottsbl uff Nati onal Bank

Scottsbluff National Bank was chartered in 1909. It was
owned by Harve and WIIliam Ostenberg. From 1909 to 1944, Harve
Ostenberg owned a majority of the outstanding shares of stock in
Scottsbluff National Bank and served as president. Henry Kosman
(petitioner's husband) was the bank's president from 1951 to
1982. H H Kosman (petitioner's son) has been the bank's
president from 1991 until the tinme of the trial in this case.

Before 1986, the main office of Scottsbluff National Bank
was in downtown Scottsbluff, Nebraska. It also had a drive-in
branch office in downtown Scottsbluff and another branch in
eastern Scottsbluff. In 1987, Scottsbluff National Bank acquired
anot her building next to its main building. Both buildings were
then renodel ed. The renodeling was conpleted in 1989.

3. Western Nati onal Bank

Western National Bank was chartered in 1965. The
sharehol ders of Scottsbluff National Bank were instrunmental in
form ng Western National Bank. Western National Bank and
Scottsbluff National Bank had substantially the sanme
sharehol ders. [In 1986 and 1987, Western National Bank's main
office was in Scottsbluff. It also had a drive-in branch office

in Scottsbl uff.



4. Scottsbl uff Nati onal Corp.

Scottsbluff National Corp. was forned in 1974 as the parent
hol di ng conpany of Scottsbluff National Bank. Scottsbl uff
Nat i onal Bank becane the wholly owned subsidiary of Scottsbl uff
Nat i onal Corp. when the bank's sharehol ders exchanged their
shares of the bank's stock for shares of the parent hol ding
conpany's stock. From 1974 to 1987, Scottsbluff National Corp.
conducted no material business operations and held no assets
other than its stock in Scottsbluff National Bank.

5. Kosman, | nc.

Bef ore 1980, banks in Nebraska could not have branch
of fices. By 1980, however, banking statutes were anended to
al | ow banks to have branch offices and to permt formation of
mul ti bank hol di ng conpani es.

Kosman, Inc., was incorporated around July 1986 to serve as
a hol ding conpany for the Kosman famly's interest in Scottsbl uff
National Corp. At all tinmes pertinent to this case, the
out st andi ng shares of stock of Kosman, Inc., consisted of 5,000
shares of voting comon stock, 5,000 shares of nonvoting common
stock, and 12,000 shares of voting preferred stock.

In 1986 and 1987, Kosman, Inc.'s only assets were its stock
in Scottsbluff National Corp. and Western National Bank. During
this period, Kosman, Inc., owned 12,834 (32.085 percent) of the

40, 000 shares of stock in Scottsbluff National Corp. and 2,000
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(10 percent) of the 20,000 shares of stock in Western Nati onal
Bank. Scottsbluff National Corp. owned 100 percent of the stock
of Scottsbluff National Bank.

6. CGering National Bank

Gering National Bank in CGering, Nebraska, was decl ared
i nsol vent by the Federal Deposit Insurance Corp. (FDIC) around
1986. The towns of Gering and Scottsbluff are adjacent.

On August 1, 1986, Scottsbluff National Bank absorbed the
Gering National Bank. Scottsbluff National Bank al so acquired
the real estate, fixtures, and furniture of CGering National Bank
fromthe FDIC at the end of 1986. Scottsbluff National Bank paid
a $15,000 premumto the FDIC to acquire Gering National Bank,
whi ch had total deposits of $65 million. Follow ng the
acqui sition, Cering National Bank's office becane a branch office
of Scottsbluff National Bank. After it absorbed Gering National
Bank in 1986, Scottsbluff National Bank had about 120 enpl oyees.

7. Acqui sition of Western National Bank by Scottsbluff National
Cor p.

I n October 1986, the board of directors of Scottsbl uff

Nati onal Corp. approved a plan to acquire Western National Bank.
The plan was approved by the sharehol ders of both conpanies and
by the appropriate regulatory authorities between October 1986
and June 30, 1987. The two banks nerged on July 1, 1987.

Western Nati onal Bank's sharehol ders recei ved one share of



Scottsbluff National Corp. stock for each 3.3 shares of Wstern
Nati onal Bank stock.

Western National Bank's main office becane a branch office
of Scottsbluff National Bank, and the branch office of Western
Nat i onal Bank was closed. As a result of the nmerger, about 20
enpl oyees of Western National Bank becane enpl oyees of
Scottsbl uff National Bank.

8. Nebr aska Econony

a. Statew de

Fromlate 1986 to early 1987, the Nebraska econony was fair
to poor. The State's econony grew nore slowy than the nation's
econony because of |ow prices for agricultural comodities
produced in Nebraska. The average per-acre value of farmland in
Nebraska fell from$730 in 1982 to $335 in 1987, a decline of 54
percent over 5 years.

b. Nor t hwest er n Nebr aska

From 1984 to 1986, per capita inconme rose 11.61 percent for
the country and 8.72 percent in northwestern Nebraska (which
i ncludes Scottsbluff). From 1980 to 1986, total receipts for
farm products in northwestern Nebraska decreased 11.2 percent
before adjustnent for inflation.

Busi ness conditions were poor in northwestern Nebraska
during the mddle 1980's. During 1986 and 1987, uncertainty over

whet her the Chicago & Northwestern RR Co.'s railway line wuld
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continue to operate between Merriman and Crawford cast a cl oud
over the econom c future of northwestern Nebraska.

c. Scottsbluff Area

There was little reason to be optimstic about the
Scottsbluff area econony during the last half of 1986 and the
first half of 1987. 1In the early 1980's, the Cering,

Scottsbluff, and Terrytown area had five commercial banks and two
savings and |l oans. Two of the banks failed in 1986. Both of the
savings and |loans failed later. The Scottsbluff area suffered
the highest failure rate of financial institutions for any market
area in Nebraska during the 1980's. The financial outlook for
Scottsbluff National Bank and Western National Bank was fair to
poor in 1986.

9. Fi nanci al Condition of Scottsbluff National Bank in 1986-
1987

From 1981 to 1986, Scottsbluff National Bank had incone,
expenses, assets, liabilities, and stockhol ders' equity as

foll ows:

Consol i dated | ncone Statenents for
Scott sbl uf f National Corp.
Years Ended Decenber 31

1981 1982 1983 1984 1985 1986
I nt er est
i ncone $10, 906, 440 $12,318,774 $11,962,853 $12,777,147 $12,410,738 $14, 307,419
I nt er est
expense 6, 786, 820 8,042,931 7,804, 350 8, 195, 381 7,361, 058 8, 233, 708
Net interest
i ncone 4,119, 620 4,275, 843 4,158, 503 4,581, 766 5, 049, 680 6,073,711

Loan | oss 156, 071 664, 383 426, 334 590, 135 1, 540, 000 1, 320, 000



Net interest
i ncone after

| oan | oss
provi si on

Noni nt er est
i ncone

Noni nt er est
expense

I ncone before

taxes &
securities
trans.

I ncone
t axes

I nconme before

securities
trans.

Securities
trans. net
of taxes

Net i ncone

3, 963, 549 3, 611, 460 3,732,169 3,991, 631 3, 509, 680 4,753,711
502, 049 521, 096 513, 209 593, 281 654, 964 1, 043, 446
2,028, 292 2,219, 002 2,333,675 2,342,746 2,632,959 3,589, 691
2,437, 306 1,913,554 1,911, 703 2,242,166 1,531, 685 2,207, 466
785, 000 380, 000 340, 000 318, 000 43, 000 295, 000
1, 652, 306 1,533,554 1,571, 703 1,924, 166 1, 488, 685 1,912, 466
(50, 598) 262 -0 - -0 - -0 - -0 -
1,601, 708 1, 533, 816 1,571, 703 1,924, 166 1, 488, 685 1,912, 466



Cash &
due from
banks

I nvest nent
securities

Fed. funds
sold &
securities
pur chased
u/ a resel

Due from
FDI C

Net | oan

Prem ses &
equi pnent

I nvest nent
in direct
financing
| eases

O her
estate
owned

rea

O her
assets

Tot a
assets

Tota
deposits

Tot a

liabilities

Tot a

st ockhol ders

equity
Tota

1981

$7, 486, 850

22,101, 096

8, 334, 000

-0 -

56, 705, 401

905, 123

2, 055, 449

97,587,919

84,779, 882

89, 268, 848

8, 319, 071

liabilities &
st ockhol ders

equity 97,

587, 919
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Consol i dat ed Bal ance Sheets for

Scot t sbl uf f Nati ona
31

1982

$5, 665, 233

28,127,111

9, 694, 000

-0 -

59, 221, 104

823, 939

2,850, 616

106, 382, 003

91, 969, 448

96, 689, 116

9, 692, 887

106, 382, 003

Decenber

1983

$7, 899, 122

29, 526, 735

12,574, 000

-0 -

64, 159, 394

776,627

3, 040, 321

117,976, 199

102, 308, 473

106, 871, 609

11, 104, 590

117,976, 199

Cor p.

1984

$8, 074, 581

36, 082, 308

6, 300, 000

-0 -

66, 532, 321

711, 640

3, 941, 466

121, 642, 316

105, 620, 830

109, 053, 560

12, 588, 756

121, 642, 316

$8, 296, 300

44,489, 796

4, 550, 000

-0 -

65, 078, 845

676, 957

506, 684

2,229, 106

2,843, 590

128,671, 278

111, 666, 690

115, 013, 837

13, 657, 441

128,671, 278

$15, 300, 513

64, 839, 147

11, 500, 000

33, 392, 252
75, 014, 696

1, 255, 549

386, 869

2,190, 305

5, 008, 152

208, 887, 483

190, 521, 460

193, 817, 576

15, 069, 907

208, 887, 483
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Scottsbluff National Bank was in fair to good financi al
condi tion on Decenber 31, 1986. |n Decenber 1986, Scottsbl uff
Nat i onal Bank had a secure equity position but a bel ow average
| oan | oss reserve. The bank's high profitability in the early
1980' s may have been partly because it had made an insufficient
al l owance for | oan | osses. Scottsbluff National Bank was wel |
capitalized, consistently profitable, and efficiently run, but
its loan | osses were cause for some concern.

On Decenber 31, 1986, Scottsbluff National Bank was the
seventh | argest bank in Nebraska. Seven of the 10 | argest
Nebr aska banks were located in Lincoln or Oraha, Nebraska.

On Decenber 31, 1986, Scottsbluff National Bank had a | oan-to-
deposit ratio of 40.21 percent, the | owest of the 10 | argest
banks in Nebraska. The average |oan-to-deposit ratio for the
10 banks was 58.7 percent. O the 10 | argest banks in Nebraska,
Scottsbluff National Bank had the third highest percentage of
agricultural loans and the fourth highest percentage of

nonper form ng | oans.

10. Fi nanci al Condition of Western National Bank in 1984-1987

From 1984 to 1986, Western National Bank had inconeg,

expenses, assets, liabilities, and equity capital as follows:



| ncone Statements of Western National Bank
Years Ended Decenber 31

1984 1985 1986

Oper ati ng expenses $2,732,952  $2,899,963  $2, 466, 955
I ncone (|l oss) before

i ncone taxes &

securities gains 295, 747 (119, 316) 116, 943
| nconme tax provision

(credit) 66, 699 (105, 979) 6, 000
I ncone (| oss) before

securities gains 229, 048 (13, 337) 110, 943
Securities gains 434 4, 697 2,042

Net inconme (I oss) 229, 482 (8, 640) 112, 985



- 13 -

Bal ance Sheets of Western National Bank
Years Ended Decenber 31
1984 1985 1986
Cash & due from
banks $2, 368, 946 $1, 868, 176 $1, 460, 320
U S. securities 2, 755, 558 3, 883, 924 5, 406, 542
U. S. agencies 399, 750 249, 750 249, 750
State & muni ci pal
obl i gati ons 1,852,372 1,430, 747 1,196, 568
Federal Reserve stock
& corp. stock 10, 800 10, 800 10, 800
Federal funds
sold & securities
purchased u/a to
resel | 3, 400, 000 5, 200, 000 7, 900, 000
Net | oans 14, 470, 239 12, 813, 498 11, 013, 761
Bank prem ses &
equi pnment 285, 455 242, 245 209, 999
O her assets 831,193 733,031 609, 622
Total assets 26, 374, 313 26,432,171 28, 057, 362
Total deposits 23,598, 064 23, 760, 548 25, 357, 602
Gher liabilities 554, 840 459, 660 407,191
Total liabilities 24, 152, 904 24, 220, 208 25, 764, 793
Total equity capital 2,221, 409 2,211, 963 2,292, 569
Total liabilities and
equity capital 26, 374, 313 26,432,171 28, 057, 362

Western National Bank's incone was uneven from 1982 to 1986.

Its inconme dropped fromthe previous year in 1983 and 1985.
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These changes were primarily due to its declining | oan i ncone.
The decline in loan income was closely related to a decrease in
Western National Bank's net | oan assets.

Western National had significant problens with bad | oans
during the early and mddle 1980's. At the start of 1985,
Western National Bank had $88,000 in its |l oan |l oss reserve. In
1985, it had net |oan | osses of $462, 000, which caused it to have
a net loss for 1985. It nornmally takes at |east several years
for a bank to correct problens wth bad | oans.

11. Book Values and Dividend Paynent Hi stories of Scottsbl uff
Nati onal Corp. and Western National Bank

The book val ues of Scottsbluff National Corp. and Western

Nat i onal Bank on Septenber 30, 1986, and March 31, 1987, were as

foll ows:
9/ 30/ 86 3/ 31/ 87
9/ 30/ 86 Book Val ue 3/ 31/ 87 Book Val ue
Cor por ati on Book Val ue Per Share Book Val ue Per Share
Scott sbl uff $14, 595, 077. 21 $364. 88 $15, 719, 232.71 $392. 98
Nat | . Corp.
West er n 2,231, 862. 00 111.59 2,331,145.79 116. 56
Nat| . Bank

From 1981 to 1986, Scottsbluff National Corp. paid dividends

per share as foll ows:

Year Di vi dends Per Share
1981 $4. 00
1982 4. 00
1983 4. 00
1984 11. 00
1985 10. 50

1986 12. 50
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Western National Bank paid no dividends in 1985 and
di vi dends of 80 cents per share in 1986.

12. Petitioner's Gfts of Shares in Kosnman, |nc.

Bef ore Septenber 30, 1986, petitioner owned 2, 340 shares
(46.8 percent) of the voting conmmon stock of Kosman, Inc.; 2,340
shares (46.8 percent) of the nonvoting comobn stock of Kosnan,
Inc.; and 5,616 shares (46.8 percent) of the voting preferred
stock of Kosman, Inc. On Septenber 30, 1986, and March 31, 1987,
petitioner gave the follow ng shares of Kosman, Inc., stock to

her children:

Date O Vot i ng Nonvot i ng
Donee Gft Common_Shar es Common_Shar es
H. H. Kosman 9/ 30/ 86 1, 703. 41 - -
D anna Kosman 9/ 30/ 86 - - 1, 281.54
Ann Bur khol der 9/ 30/ 86 223.08 1, 058. 46
3/ 31/ 87 348. 41 - -

Those gifts are the subject of this case. Petitioner also
gave 94.77 and 530 shares of Kosman, Inc., voting preferred stock
to Ann Burkhol der and Di ana Kosman, respectively, on March 31,
1987. The value of that stock is not in dispute. FromJuly 21,
1986, to the end of 1987, petitioner did not own a majority of
t he outstanding voting shares of Kosman, Inc.

Petitioner and the other sharehol ders of Kosman, Inc., owned

the followi ng shares of Kosman, Inc., stock on the dates shown:
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FromJuly 21, 1986, to Septenber 30, 1986--
Vot i ng Nonvot i ng Vot i ng
Common Common Preferred
Shar ehol der Shar es % Shar es % Shar es %
Petitioner 2,340.00 46.80 2,340.00 46.80 5,616.00 46.80
H H Kosman 197.50 3.95 197. 50 3.95 474. 00 3.95
Di ana Kosman 181. 00 3.62 181. 00 3.62 434. 40 3.62
Ann Bur khol der 361.50 7.23 361. 50 7.23 867. 60 7.23
H D. Kosman 1,920.00 38.40 1,920.00 38.40 4,608.00 38.40
Trust
From Cctober 1, 1986, to March 31, 1987--
Vot i ng Nonvot i ng Vot i ng
Common Commmon Preferred
Shar ehol der Shar es % Shar es % Shar es %
Petiti oner 413.51 8. 27 -- 0.00 5,616.00 46.80
H. H. Kosman 1, 900. 00 38.02 197. 50 3.95 474. 00 3.95
Di ana Kosman 181. 00 3.62 1,462.54 29.25 434. 40 3.62
Ann Bur khol der 584.58 11.69 1,419.96 28.40 867. 60 7.23
H. D. Kosman 1,920.00 38.40 1,920.00 38.40 4,608.00 38.40
Trust
After March 31, 1987--
Vot i ng Nonvot i ng Vot i ng
Common Common Preferred
Shar ehol der Shar es % Shar es % Shar es %
Petiti oner 65. 10 1. 30 -- 0.00 4,991.23 41.59
H H Kosman 1,900.91 38.02 197. 50 3.95 474. 00 3.95
Di ana Kosman 181. 00 3.62 1,462.54 29.25 964. 40 8.04
Ann Bur khol der 932.99 18.66 1,419.96 28.40 962. 37 8.02
H D. Kosman 1,920.00 38.40 1,920.00 38.40 4,608.00 38.40
Trust
13. G ft Tax Returns, Notice of Deficiency, and Respondent's
Anended Answer
On her 1986 and 1987 gift tax returns, petitioner reported
that the fair market value of Kosman, Inc., stock was $125. 63 per

share on Septenber 30,

1987.

1986, and $153. 62 per share on March 31,
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In preparing her 1986 and 1987 returns, petitioner retained
the certified public accounting firmof Gant Thornton to
apprai se the shares. Petitioner reported the values that G ant
Thornton placed on them

In the notice of deficiency, respondent determ ned that the
fair market value of voting and nonvoting Kosman, Inc., stock was
$223. 60 per share on Septenber 30, 1986, and $240.68 per share on
March 31, 1987. In an anended answer, respondent alleged that
the fair market value per share of the voting and nonvoting
comon stock of Kosman, Inc., on Septenber 30, 1986, and
March 31, 1987, was $294 for voting shares and $282 for nonvoting
shares.

Respondent's position in the anended answer results in a
larger gift tax deficiency than respondent determned in the
noti ce of deficiency.

14. Pur chases of Scottsbluff National Corp. Stock From Forner
Enpl oyees and O hers

There were a few sal es of shares of Scottsbluff Nationa
Corp. stock from 1984 to 1988 involving directors and | ongtine
enpl oyees. These were sales of mnority interests.

Several stock purchase agreenents were nmade with directors
and enpl oyees of Scottsbluff National Bank before 1986. One of
t he agreenents, nmade many years before 1986, set a sales price
for Scottsbluff National Bank stock equal to 90 percent of the

shares' book value. Two other agreenents set a sales price equal
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to the shares' unadjusted book value. Several of these stock
purchase agreenents set a sales price equal to 1.15 tinmes the
shares' unadj usted book val ue.

In 1984, petitioner bought 500 shares of Scottsbl uff
National Corp. stock fromthe estate of Ruth Wtters for a price
equal to 1.15 tines the shares' book value. Ruth Wtters was the
wi dow of a former |ongtine enpl oyee and vice president of
Scottsbl uff National Bank.

On April 11, 1988, Kosman, Inc., bought 100 shares of
Scottsbl uff National Corp. stock from Robert Berggen for $430.85
per share. The price approxi mately equal ed the book val ue per
share. Robert Berggen had been a director of Scottsbl uff
National Corp. He agreed to sell the shares when he left the
board of the corporation.

On Novenber 23, 1988, the Estate of Lawence Baltas sold a
total of 100 shares of Scottsbluff National Corp. stock to 10
di fferent parties, including Kosman, Inc., for $543 per share.
On that date, Kosman, Inc., bought 10 shares fromthe estate for
$543 per share. The price exceeded the book val ue per share.
Law ence Baltas had been a sharehol der of Western National Bank.
He acquired his Scottsbluff National Corp. shares when Western
Nat i onal Bank and Scottsbluff National Bank nmerged in 1987. He
left his estate to two charitable foundations in Scottsbl uff.

On Decenber 23, 1988, Kosman, Inc., bought 1,140 shares of

Scottsbluff National Corp. stock from Helen Schwab for $456. 29
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per share. The price exceeded the shares' book value. The
shares were sol d under purchase agreenents nade from 1967 to
1975. Helen Schwab was the wi dow of a forner director of
Scottsbluff National Bank. Shortly after Kosman, Inc., bought

t hese shares of stock, it resold 400 of themto Ann Burkhol der's
famly for $465 per share. Ann Burkholder is the sister of HH
Kosman. Kosman, Inc., sold the 400 shares to the Burkhol der
famly because it did not have enough cash to pay for the 1,140
shares it was buying from Hel en Schwab.

15. Fi rst Conmmerce Bancshares, |nc.

The follow ng findings of fact relate to First Commerce
Bancshares, Inc. (First Commerce), a publicly traded Nebraska
bank both parties considered as conparable to Scottsbl uff
Nati onal Bank and Western National Bank.

First Coomerce is a bank hol di ng conpany that operates banks
t hroughout Nebraska. |In 1985 and 1986, its banking operations
were unprofitable. However, it had a net profit for 1985 and
1986 in part because it term nated an enpl oyee pension plan and
it had securities gains.

First Commerce was fornmed in 1985 by consolidating six bank
hol di ng conpani es, each of which owned one bank. One famly
owned a majority of the stock of each of the hol di ng conmpani es.
The transactions under which the six bank hol di ng conpani es were

consolidated into First Cormerce were not at arm s-Iength.
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Bef ore the consolidation, several of the bank hol ding
conpani es had operating agreenents with the Conptroller of the
Currency. These agreenents generally required the bank to
correct problemloans, to maintain a prescribed m nimm]|evel of
capital, and to pay dividends only according to sound banki ng
practice. After the consolidation, five of the six banks owned
by National Comrerce Bancshares, Inc., paid no dividends.

OPI NI ON

1. Backgr ound

Section 2501 inposes a tax on gifts of property by an
individual. Gft tax is based on the fair market val ue of the
property on the date of the gift. Sec. 2512(a). Fair market
value is the price at which the property woul d change hands
between a willing buyer and a wlling seller, neither being under
any conpul sion to buy or to sell, and both having reasonabl e

know edge of the relevant facts. United States v. Cartwight,

411 U. S. 546, 551 (1973); sec. 25.2512-1, Gft Tax Regs.

| f the stock does not sell for its fair market val ue, then
reasonabl e nodifications of that price are nade to decide its
fair market value. See sec. 20.2031-2(e), Estate Tax Regs. |If
selling prices for stock are unavail able, then we decide its fair
mar ket val ue by considering factors such as the conpany's net
wort h, earning power, dividend-paying capacity, nmanagenent,
goodwi I |, position in the industry, the economc outlook inits

i ndustry, and the values of publicly traded stock of conparable
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corporations. See sec. 20.2031-2(f), Estate Tax Regs. The fair
mar ket val ue of stock is a question of fact. Hammyv.

Comm ssi oner, 325 F.2d 934, 938 (8th Cr. 1963), affg. T.C. Meno.

1961- 347.

Each party called expert witnesses to testify at trial.
They each val ued petitioner’s Kosman, Inc., stock by valuing the
Scottsbluff National Corp. stock and Western National Bank stock
t hat Kosman, Inc., owed. W are not bound by the opinion of any
expert witness, and we nmay accept or reject expert testinony

exerci sing our sound judgnent. Helvering v. National G ocery

Co., 304 U S 282, 295 (1938); Fitts' Estate v. Conm ssioner, 237

F.2d 729, 732-733 (8th Cr. 1956), affg. T.C. Meno. 1955-269;

| T&S of lowa, Inc. v. Comm ssioner, 97 T.C 496, 508 (1991).

Petitioner has the burden of proving that respondent's
determnations in the notice of deficiency are erroneous. Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933). Respondent

has the burden of proving the increased deficiency asserted in
t he amended answer. Rule 142(b).

2. Val ue of Kosman Inc.’s Scottsbluff National Corp. Stock

Petitioner's expert and respondent's experts concl uded that
the value of Kosman, Inc.'s Scottsbluff National Corp. stock was
as follows:

Val ue O Scottsbl uff

Expert Val uati on Date Natl. Corp. Stock
Petitioner’s 9/ 30/ 86 $2, 810, 133

Expert 3/ 31/ 87 2,991, 447
Respondent' s 9/ 30/ 86 4,633, 555

Experts 3/ 31/ 87 4, 633, 555



a. Petitioner’'s Expert's Estimate of the Val ue of Kosnan,
Inc.'s Scottsbluff National Corp. Stock

Petitioner's expert conpared Scottsbluff National Bank to
Nebraska’ s ni ne other |argest banks. He noted that, of those
banks, only First National Bank of Colunbus (the sixth |argest),
Scottsbluff National Bank (the seventh |argest), and Del ay
Nat i onal Bank of Norfolk (the eighth [argest) were not |ocated in
Omaha or Lincoln, Nebraska.

Petitioner's expert concluded that Scottsbluff National Bank
had strengths and weaknesses conpared to Nebraska’ s nine ot her
banks. He noted that Scottsbluff National Bank consistently
produced substantial profits and that it had an acceptabl e anmount
of overhead expense. He stated that the primry weaknesses of
Scottsbluff National Bank were that nuch of its |loan portfolio
was in agricultural |loans and that the percentage of its
nonperform ng | oans was hi gher than six of the nine other |argest
Nebr aska banks.

Petitioner's expert considered as possi bl e conparabl es four
publicly traded bank hol di ng conpani es that owned one or nore of
the 10 | argest Nebraska banks. These four conpani es were:

Nor west Corp., which owned Norwest Bank in Omha (Nebraska's

| argest bank); FirsTier Financial, which owed FirsTier Bank in
Omha (the second | argest bank) and FirsTier Bank in Lincoln (the
third | argest bank); First National of Nebraska, which owned

First National Bank of Omaha (the fourth | argest bank); and First
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Commer ce Bankshares, Inc. (First Commerce), which owned Nationa
Bank of Commerce in Lincoln (the fifth | argest bank).

Petitioner's expert rejected using Norwest Corp. as a
conpar abl e because it was | arge and owned several other banks in
the upper Mdwest. He rejected using FirsTier Financial as a
conpar abl e because it owned two | arge and wel |l established
Li ncol n and Omaha banks. He rejected using First National of
Nebraska as a conparabl e because it had a |arge credit card
busi ness.

Petitioner's expert believed that First Conmerce was the
nmost conparabl e to Scottsbluff National Corp. because First
Comrer ce had substantial banking interests outside of Lincoln and
Omaha. National Bank of Commerce in Lincoln represented 53
percent of First Commerce's total assets. First Commerce al so
owned banks in Grand Island, Hastings, Kearney, North Platte, and
West Point, Nebraska, and owned industrial |oan conpanies in
Col unbus, Lincoln, and Scottsbluff. First Comrerce stock traded
for $13.25 per share on Septenber 30, 1986, and March 31, 1987,
whi ch petitioner’s expert estimated was 57.7 percent of its book
val ue per share of $22.97 on Decenber 31, 1986

Petitioner's expert concluded that Scottsbluff National
Corp. was in better financial condition than First Conmerce, and
that its stock would trade at 60 percent of its book val ue per

share on Septenber 30, 1986, and March 31, 1987. Petitioner's
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expert concluded that the value of Kosman, Inc.'s Scottsbl uff

Nati onal Corp. stock was as foll ows:

Dat e Tot al Val ue Val ue Per Share
9/ 30/ 86 $2, 810, 133 $218. 96
3/ 31/ 87 2,991, 447 233.09
b. Respondent's Experts’ Estimate of the Val ue of Kosnan,

Inc.'s Scottsbluff National Corp. Stock

Respondent relied on expert reports coauthored by three
experts. They used: (1) An incone nethod, based on Scottsbl uff
National Corp.'s projected after tax earnings over a 5-year
period; and (2) a market nethod, based on the price of stock in
conpar abl e banks. To apply the inconme nethod, respondent's
experts estimated the present value of Scottsbluff National
Bank' s projected after-tax earnings for 5 years. They used a
14- percent discount rate on the assunption that an investnent
in Scottsbluff National Bank was conparable to one in "Standard &
Poor’s 500 small capitalized conpanies". Respondent's experts
concl uded that a 100-percent stock interest in Scottsbl uff
National Corp. was worth $19.2 mllion on Septenber 30, 1986, and
March 31, 1987.

To apply the market nethod, respondent's experts used as
conparabl es First Commerce and First National Bank of Nebraska.
They estimated that First Commerce stock traded at 54 percent of
its book val ue per share on Decenber 31, 1986. They noted that

Scottsbluff National Corp. was nore profitable and paid higher
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di vi dends per share than First Commerce, and had no | ong-term
debt. Respondent's experts said that investors would val ue
Scottsbluff National Corp. at a higher nmultiple of earnings and
percent age of book val ue per share than First Commerce.

Respondent' s experts estimted that shares of First National
of Nebraska stock traded at 86 percent of its book val ue per
share on Decenber 31, 1986. They noted that First National of
Nebraska was | arger, nore diversified, nore profitable, and had
better income growh than Scottsbluff National Corp. They said
that the market would value Scottsbluff National Corp. at a | ower
percent age of book val ue per share than First National of
Nebraska. Despite that conclusion, respondent’s experts
estimated, using the market nethod, that Scottsbluff National
Corp. stock would sell at 125 percent of book val ue per share.
They did not explain this inconsistency. Using a market nethod,
t hey concluded that a 100-percent stock interest in Scottsbl uff
National was worth $18.8 mllion on Septenber 30, 1986, and
March 31, 1987.

As di scussed above, respondent's experts valued a stock
interest in Scottsbluff National Corp. at $19.2 mllion under an
i ncome nethod. They concluded that the fair market value of a
100- percent stock interest in Scottsbluff National Corp. was $19
mllion on Septenber 30, 1986, and March 31, 1987.

Respondent' s experts applied a 15-percent mnority interest

di scount and a 10-percent discount for lack of marketability in
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val ui ng Kosman, Inc.'s Scottsbluff National Corp. stock.
Respondent' s experts concluded that the fair nmarket val ue of
Kosman, Inc.'s 32.085 percent stock interest in Scottsbluff
Nati onal Corp. was $4, 663,555 on Septenber 30, 1986, and
March 31, 1987.

C. Anal ysis: Value of Kosnman, Inc.'s Scottsbluff National
Corp. Stock

Petitioner's expert acknow edged that Scottsbluff National
Corp. was in better financial condition than First Comrerce, the
conpany he considered to be nbst conparable. Petitioner's expert
estimated that First Comrerce stock sold at 57.7 percent of its
book val ue per share on Septenber 30, 1986, and March 31, 1987.
Petitioner's expert concluded that shares of Scottsbluff National
Corp. stock would sell at 60 percent of book value per share. W
believe that 60 percent is too |ow, considering Scottsbl uff
National Corp.'s better financial condition.

Petitioner's expert said that by Septenber 30, 1986, the
i nvesting public thought the northwestern Nebraska econony m ght
i nprove soon. Petitioner's expert noted that fromm d-1985 to
Septenber 30, 1986, the price of First Commerce stock increased
76 percent from $7.50 per share to $13.25 per share.

Respondent' s experts used as conparabl es four non-Nebraska
bank hol di ng conpani es, including Mark Twai n Bancshares in

St. Louis, Mssouri. Respondent's experts did not adequately
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addr ess whet her econom c conditions in those bank markets and in
nort hwest ern Nebraska were siml ar

Respondent' s experts chose as one of their conparabl es First
Nat i onal of Nebraska, the stock they estimated traded at 86
percent of its book val ue per share on Septenber 30, 1986, and
March 31, 1987. They said that Scottsbluff National Corp.'s
stock was worth | ess than 86 percent of its book val ue per share,
yet they valued Scottsbluff National Corp. stock at 125 percent
of its book value per share under the market nethod.

To apply the incone nethod, respondent's experts used a
14- percent discount rate because that rate is used to val ue
a Standard & Poor's 500 small capitalized conmpany. W do not
believe that a 14-percent discount rate recognizes the economc
out | ook for Scottsbluff National Bank.

Respondent argues that Scottsbluff National Corp. stock sold
at 100 to 115 percent of its book val ue per share from 1984 to
1988. Wth one exception, the sales on which respondent relies
i nvol ved fornmer enpl oyees, directors, or their famlies. The
shar ehol ders recei ved higher prices for their shares because of
their association wth the corporation.

We conclude that the fair market value of Kosman, Inc.'s
Scottsbluff National Corp. stock was 70 percent of its book val ue
per share. This figure is between the 86 percent used by
respondent's experts and the 60 percent used by petitioner's

expert. We hold that the fair market value of Kosman, Inc.'s
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32. 085 percent stock interest in Scottsbluff National Corp. was
$3, 278, 009 on Septenber 30, 1986, and $3, 530, 454 on March 30,
1987.

3. Value of Kosman, Inc.’'s Western National Bank Stock

Petitioner's expert and respondent's experts concl uded that
the value of Kosman, Inc.'s 2,000 shares of Western National Bank

stock was as foll ows:

Val ue O

Val ue West ern

Val uati on Per Nat i onal

Expert Dat e Shar e Bank St ock

Petitioner’s 9/ 30/ 86 $46. 00 $92, 000

expert 3/ 31/ 87 70. 63 141, 260

Respondent' s 9/ 30/ 86 76. 50 153, 000

experts 3/ 31/ 87 76. 50 153, 000
a. Petitioner's Expert's Estinmate of the Val ue of Kosnan,

Inc.'s Western National Bank Stock

Petitioner’'s expert used two different nmethods to estimate
t he val ue of Kosman, Inc.'s Western National Bank stock for each
val uation date. For Septenber 30, 1986, petitioner’s expert said
that Lincoln Bank South in Lincoln, Nebraska, was conparable to
Western National Bank. However, petitioner's expert said that a
prospective buyer would substantially discount Western Nati onal
Bank' s stock because Western National Bank had a hi gh percentage
of nonperform ng | oans and Lincoln, Nebraska, had better economc

condi ti ons.
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On Septenber 30, 1986, Lincoln Bank South's stock was
publicly traded at $3 per share, which was 61.2 percent of its
book val ue per share. Petitioner's expert concluded that Wstern
Nat i onal Bank stock shoul d be di scounted substantially.
Petitioner’s expert calculated the amount of the di scount by
using a letter witten by Professor O Maurice Joy of the
Uni versity of Kansas which was attached to petitioner’s expert’s
report. Respondent retained Professor Joy to value the stock of
Western National Bank and Scottsbluff National Corp. as of
Sept enber 30, 1986, and March 31, 1987. Professor Joy estinmated
that the stock of Western National Bank had a fair market val ue
of $46 per share on Septenber 30, 1986. Petitioner's expert
relied on that anount.

Scottsbluff National Corp. and Western National Bank agreed
to merge on March 4, 1987. Western National Bank's sharehol ders
recei ved one share of Scottsbluff National Corp. stock for 3.3
shares of Western National Bank's stock. Petitioner’s expert
assunmed that 3.3 shares of Western National Bank equal ed the
val ue of one share of Scottsbluff National Bank which
petitioner’s expert estimated to be $233.09 per share. He
concluded that the fair market value of Western National Bank
shares on March 31, 1987, was $70.63 per share and the fair
mar ket val ue of Kosman, Inc.’s holdings of Western National Bank

was $141, 260.
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b. Respondent’s Experts’ Estimate of the Val ue of Kosnan,
Inc.'s Western National Bank Stock

Respondent’ s experts used two i ncome net hods and a narket
met hod to val ue Kosman Inc.'s Western National Bank stock based
on the value of the bank's projected incone. The incone nethods
t hey used are a discounted cash-flow nethod and a capitalization
of earnings nethod.

Usi ng the inconme nethods, respondent's experts estinated the
present value of Western National Bank's projected after tax
earni ngs over 5 years. They used a discount rate of 15 percent.
They believed an investnent in Western National Bank was
conparable to an investnent in "Standard & Poor’s 500 snal
capitalized conpanies”. Under the inconme nmethods respondent's
experts concluded that a 100-percent stock interest in Wstern
National Bank was worth $2 mllion.

Under the market nethod, respondent's experts chose as
conpar abl es si x banks, five of which were in agricultural areas.
Each of the six banks was acquired in a private transaction.
Three of the six banks were in Kansas, two were in Nebraska, and
one was in North Dakota. Using a market nethod, respondent's
experts concluded that a 100-percent stock interest in Wstern
Nati onal Bank was worth $2.35 mllion.

As di scussed above, respondent's experts concluded that a
100- percent stock interest in Western National Bank was worth $2

mllion under an inconme nmethod. They concluded that the fair
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mar ket val ue of a 100-percent stock interest in Wstern National
Bank was $2.25 nmillion on Septenber 30, 1986, and March 31, 1987.
Respondent's experts applied a mnority interest discount

of 20 percent and a lack of marketability di scount of 15 percent
to value Kosman, Inc.'s stock interest in Wstern National Bank.

They concluded that the fair nmarket val ue of Kosman, Inc.'s 10-
percent stock interest in Western National bank was $153, 000 on

Sept enber 30, 1986, and March 31, 1987.

C. Anal ysis: Value of Kosman, Inc.’'s Western Nati onal
Bank St ock

We believe that the approach used by the experts for both
parties is reasonable for the March 31, 1987, val uati on.
However, we believe that respondent's experts overestimated the
val ue of Western National Bank stock. They used two incone
met hods, but placed undue enphasis on the higher capitalization
of earnings (%$2,010,000) and di sregarded the di scounted cash-fl ow
nmet hod ($1, 620,000). We believe their inconme nethod estinate
shoul d be reduced slightly. None of the banks that they believed
were conparable performed |i ke Western National Bank. The
average price-to-earnings ratio of the six banks that they
sel ected as conparables was 22.17 to 1. Western National Bank
was | ess profitable than five of the six conparables. They
assuned a price-to-earnings ratio of 20 to 1, but did not give
their basis for that assunption. W believe their market val ue

met hod estimate should be reduced slightly. W reduce their
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apprai sed val ue of Western National Bank by 2 percent. Using the
di scounts they chose, the fair nmarket value of Kosman Inc.'s 10-
percent ownership interest in Western National Bank is about

$144, 000.

Petitioner's expert assuned that the nmerger agreenent ratio
was accurate and that his estimate of the value of Scottsbl uff
Nat i onal Corp. stock was correct. W believe that the nerger
ratio generally reflects fair market value. However, as
di scussed above, we have found that his estimate of the val ue of
Scottsbluff National Corp. is slightly low W conclude that the
fair market value of Kosman, Inc.’s shares of Western Nati onal
Bank on March 31, 1987, was $144, 000 or $72 per share.

We give petitioner’s expert’s estimate of val ue on
Septenber 30, 1986, |ess wei ght because petitioner’s expert used
the $46 anmount in Professor Joy's letter out of context, without
usi ng any of Professor Joy's other conclusions. Professor Joy’s
letter was a single page of conclusions with no anal ysis.
Petitioner did not use Professor Joy’'s value of Wstern Nati onal
Bank stock on March 31, 1987. W believe petitioner's expert's
estimate is too | ow

Respondent’ s experts concluded that there was no significant
change in conditions from Septenber 30, 1986, to March 31, 1987,
that affected the value of Western National Bank stock. W
di sagree. In Cctober 1986, the board of directors of Scottsbl uff

Nat i onal Corp. approved a plan to acquire Western National Bank
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by merger, which is a significant change in conditions. Thus,
respondent's experts’ estimate is too high. W conclude that the
fair market value of Kosman, Inc.'s Western National Bank stock
was $120, 000 ($60 per share) on Septenber 30, 1986. See Wbster

| nvestors, Inc. v. Conm ssioner, 291 F.2d 192, 194 (2d Gr.

1961), affg. T.C. Meno. 1960-74.

4. Val ue of Kosman, Inc.’'s Voting and Nonvoti ng Stock Before
Di scounts
a. Val ue of Kosman, Inc.'s Scottsbluff National Corp. and

Western Nati onal Bank Stock

Petitioner's and respondent's experts' opinions and our
hol ding as to the value of Kosman, Inc.'s Scottsbluff National
Corp. and Western National Bank stock on Septenber 30, 1986, and

March 31, 1987, are as foll ows:
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Val uati on Petitioner's Respondent ' s
Dat e St ock Expert Experts Hol di ng
9/ 30/ 86 Scot t sbl uf f $2, 810, 133 $4, 663, 555 $3, 278, 009
Nat | . Corp.
Western Natl . 92, 000 153, 000 120, 000
Bank
3/ 31/ 87 Scot t sbl uf f 2,991, 447 4,663, 555 3, 530, 454
Nat | . Corp.
Western Natl . 141, 260 153, 000 144, 000
Bank
b. Val ue Per Share of Kosman, Inc.'s Voting and Nonvoting

Conmon_ Shar es

Before allow ng for discounts, the experts' opinions and our
hol ding as to the val ue per share of Kosman, Inc.'s stock on

Septenber 30, 1986, and March 31, 1987, are as foll ows:

Val uati on Petitioner's Respondent' s
Dat e St ock Exper t Experts Hol di ng
9/ 30/ 86 Voting &
nonvoti ng
conmon $172. 21 $363. 22 $218. 80
3/ 31/ 87 Voting &
nonvoti ng

conmon 195. 20 363. 22 247. 17
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5. Di scounts for Stock of Kosman, |nc.

The experts applied the follow ng discounts:

Petitioner's Respondent ' s

D scount Exper t Experts
Voting &
nonvoti ng stock
Mnority interest 10 percent 10 percent
| ack of market - 25 percent 10 percent
ability

Nonvoti ng stock

Lack of voting 10 percent 4 percent
power
a. Mnority Interest D scount

Both parties' experts applied a 10-percent mnority interest
di scount to value the voting and nonvoting Kosman, Inc., stock
that petitioner gave to her children. W apply a 10-percent
m nority discount.

b. Lack of Marketability Di scount

Petitioner's expert applied a 25-percent marketability
di scount to the stock of Kosman, Inc. He cited a 1971 Securities
and Exchange Comm ssion (SEC) study of sales of restricted stock
by over-the-counter publicly owned conpanies in which the stock
was di scounted for lack of marketability by 30 to 40 percent. He
said that the SEC study suggested use of a significant discount

here.
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Petitioner's expert also cited a 1994 WAll Street Journal
article which applied a discount for lack of marketability
because of a SEC regulation that requires foreign investors to
hol d shares they buy from public conpanies for 40 days before
they can sell the shares in the United States if they do not
regi ster or disclose the sale. However, petitioner did not show
that the corporations in the article were conparable to Western
Nati onal Bank or that a 40-day restriction applies.

Respondent' s experts applied a 10-percent discount for |ack
of marketability to the stock of Kosman, Inc. They said that
the snmaller the block of privately held shares, the greater the
di scount for lack of marketability owwng to the mnority
interest. They said a study by FW Opinions, Inc. (FW study),
found marketability discounts of conpanies, such as Scottsbl uff
Nati onal Bank, with earnings of over $1 mllion ranging from 10
to 20 percent. They interpreted the 10- to 20-percent range in
the FMV study to be the total discount for marketability. They
beli eved an additional 10 percent discount for |ack of
mar ketability was proper because, when added to the 9-percent
di scount for marketability they applied for Scottsbluff National
Bank, the total (19 percent) discount was at the upper range

reported in the FMW/ study.
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Based on the argunents of the parties and the record, we
conclude that a 15-percent discount for lack of marketability is
appropriate for the stock of Kosman, Inc.

C. Nonvoti ng Share D scount

Petitioner's expert applied a discount of 10 percent to the
nonvoti ng common shares. He cited an exanpl e where a buyer
recei ved a 38.9-percent discount, but he did not conpare that
transaction to this case or explain why he chose 10 percent.

Respondent' s experts applied a 4-percent discount. They
cited a study published in the April 1983 issue of "Journal of
Fi nanci al Econom cs" (JFE) ("The Market Value of Control in
Publicly Traded Corporations"), by R C Lease, J.. MConnel, and
WH. M kkl eson. The JFE study eval uated prem uns paid for sales
of nonvoting shares in publicly traded corporations which had
stock with two different voting rights. The JFE study showed
that prem uns for superior voting rights usually ranged from2 to
4 percent. Respondent's experts said that the JFE study shows
that a 2- to 4-percent discount should apply to stock with
inferior voting rights in this case, even though Kosman, Inc.,
stock was not publicly traded. W apply a discount of 4 percent

to val ue the nonvoting common shares. E. g., Wallace v. United

States, 566 F. Supp. 904, 917 (D. Mass. 1981) (voting shares

valued at 5 percent higher premi umthan nonvoting shares); Estate
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of Wnkler v. Conm ssioner, T.C Meno. 1989-231 (nonvoting shares
had | ess val ue than voting shares).

d. Summary of Di scounts

The experts' opinions and our holding as to the discounts to
apply in valuing Kosman, Inc., stock that petitioner gave to her
children are as foll ows:

Petitioner's Respondent ' s

D scount St ock Exper t Experts Hol di ng
Mnority Voting &
i nt erest nonvoti ng
commmon 10 percent 10 percent 10 percent
Lack of Voting &
mar ket ab. nonvoti ng
commmon 25 percent 10 percent 15 percent
Lack of Nonvot i ng 10 percent 4 percent 4 percent
voti ng commmon
power
6. Val ue of Kosman, Inc., Stock That Petitioner Gave to Her
Children

We conclude that the fair market val ue per share of the
stock of Kosman, Inc., that petitioner gave to her children was

as foll ows:

Vot i ng Nonvot i ng

St ock St ock
Sept enber 30, 1986 $164. 85 $156. 06
March 31, 1987 185. 58 175. 69

To reflect the foregoing,
Decision will be entered

under Rul e 155.




