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Ps, their children, and their children's
partnership formed a famly limted partnership (PT).
In 1996, Ps assigned interests in PT to several
assi gnees pursuant to an agreenent that contains a
formul a clause. The formula clause provides that (1)
Ps’ children, trusts for their benefit, and S, a
charitabl e organi zation, are to receive interests
havi ng an aggregate fair market value of a set dollar
anount, and (2) C, another charitable organization, is
to receive any remaining portion of the assigned
interests. Ps’ children agreed to pay all transfer
taxes resulting fromthe transaction, including the
estate tax liability under then sec. 2035(c), |I.R C
1986, that would arise if one or both Ps were to die
within 3 years of the date of the assignnents.

Pursuant to a second agreenent, the assignees
all ocated the assigned interests anong thenselves in
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accordance with the fornula clause, based on an agreed
aggregate val ue of $7, 369, 277.60 for the assigned
interests. Less than 6 nonths after the date of the
assi gnnment, PT redeened the interests of S and C
pursuant to a call option contained in PT's partnership
agreement .

1. Held: Ps assigned only economic rights with
respect to PT; such assignnments did not confer partner
status on the assignees.

2. Held, further, the aggregate fair market val ue
of the interests assigned by Ps on the date of the
gifts was $9, 883, 832.

3. Held, further, the anmount of Ps’ aggregate
charitabl e contribution deduction under sec. 2522,
. R C 1986, resulting fromthe transfer to Cis
determ ned on the basis of the fair market value of the
interest actually allocated to C under the second
agreenent, rather than the interest that would have
been allocated to C under the second agreenent had the
donees determ ned a fair market value for the assigned
interests equal to the fair market val ue determ ned by
the Court.

4. Held, further, Ps’ respective taxable gifts
for 1996 are determ ned wi thout reference to the
contingent estate tax liability that their children
assunmed under the first agreenent.

John W Porter and Stephanie Loom s-Price, for petitioners.

Lillian D. Brigman and Wanda M Cohen, for respondent.
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HALPERN, Judge: By separate notices of deficiency dated
April 13, 2000 (the notices), respondent determ ned deficiencies
in Federal gift tax for calendar year 1996 with respect to
petitioner Charles MCord, Jr. (M. MCord) and petitioner Mary
McCord (Ms. MCord) in the amounts of $2, 053,525 and $2, 047, 903,
respectively. The dispute centers around the gift tax
consequence of petitioners’ assignnents to several charitable and
noncharitabl e donees of interests in a famly limted
part nershi p.

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect on the date of the assignnents,
and all Rule references are to the Tax Court Rules of Practice
and Procedure. Al dollar amounts have been rounded to the
nearest doll ar.

FI NDI NGS OF FACT

Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference.

Petitioners

Petitioners are husband and wife. They have four sons, al
adults (the children): Charles Ill, Mchael, Frederick, and
Stephen. In response to the notices, petitioners filed a single
petition. At the tine they filed the petition, petitioners

resided in Shreveport, Louisiana.
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Fornmati on of McCord Interests, Ltd., L.L.P

McCord Interests, Ltd., L.L.P. (ML or the partnership), is
a Texas limted partnership fornmed on June 30, 1995, anong
petitioners, as class Alimted partners; petitioners, the
children, and another partnership fornmed by the children (MCord
Brothers Partnership), as class B limted partners; and the
children as general partners (all such partners being hereafter
referred to as the initial ML partners).

On formation, as well as on the date of the assignnents in
guestion, the principal assets of ML were stocks, bonds, real
estate, oil and gas investnents, and other closely held business
interests. On the date of the assignnents, approximately 65
percent and 30 percent of the partnership s assets consisted of
mar ket abl e securities and interests in real estate [imted
partnerships, respectively. The renaining approximtely 5
percent of the partnership’ s assets consisted of direct real
estate holdings, interests in oil and gas partnerships, and ot her
oil and gas interests.

In m d-Cctober 1995, the ML partnership agreenent was
anended and restated, effective as of Novenber 1, 1995 (such
anended and restated partnership agreenent being referred to
hereafter as, sinply, the partnership agreenent). Attached to

the partnership agreenent is a schedule setting forth the capital
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contributions and ownership interests of the initial ML
partners, as follows:!?

Per cent age
Cl ass and Contri butor Contribution | nt er est

Class Alimted partners:

M. MCord $10, 000 - -

Ms. MCord 10, 000 - -
General partners:

Charles |11 40, 000 0.26787417

M chael 40, 000 0.26787417

Frederi ck 40, 000 0. 26787417

St ephen 40, 000 0.26787417
Class Blimted partners:

M. MCord 6, 147, 192 41.16684918

Ms. MCord 6, 147, 192 41.16684918

McCord Brothers 2,478, 000 16. 59480496
Tot al 14,952, 384 100.0

Rel evant Provi sions of the Partnership Agreenent

Anmong ot her things, the partnership agreenment provides as
fol |l ows:

ML will continue in existence until Decenber 31, 2025 (the
termnation date), unless sooner termnated in accordance with
the terns of the partnership agreenent.

Any class Blimted partner may wwthdraw from ML prior to
the termnation date and receive a paynent equal to the fair

mar ket val ue (as determ ned under the partnership agreenent) of

lUnder the terns of the partnership agreenment, a class A
l[imted partnership interest does not carry with it a “Percentage
Interest” (as that termis defined in the partnership agreenent)
in ML.
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such partner’s class Blimted partnership interest (the put
right).

Partners may freely assign their partnership interests to or
for the benefit of certain famly menbers and charitable
organi zations (permtted assignees).

A partner desiring to assign his partnership interest to
soneone other than a permtted assignee nust first offer that
interest to ML and the other partners and assi gnees, who have
the right to purchase such interest at fair market val ue (as
determ ned under the partnership agreenent).

The term “partnership interest” neans the interest in the
partnership representing any partner’s right to receive
distributions fromthe partnership and to receive allocations of
partnership profit and | oss.

Regardl ess of the identity of the assignee, no assignee of a
partnership interest can attain the |legal status of a partner in
ML w thout the unani nobus consent of all ML partners.

ML may purchase the interest of any “charity assignee”
(1.e., apermtted assignee of a partnership interest that is a
charitabl e organi zati on that has not been admtted as a partner
of ML) at any tinme for fair market value, as determ ned under
the partnership agreenent (the call right).

For purposes of the partnership agreenment, (1) a class B

l[imted partner’s put right is disregarded for purposes of
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determning the fair market value of such partner’s class B
limted partnership interest, and (2) any dispute with respect to
the fair market value of any interest in ML is to be resolved by
arbitration as provided in Exhibit G attached to the partnership
agr eenent .

Limted partners generally do not participate in the
managenent of the partnership’s affairs. However, |limted
partners do have veto power with respect to certain “major
deci sions”, nost notably relating to voluntary bankruptcy
filings. In addition, if any two of the children are not serving
as managi ng partners, class Blimted partners have voting rights
Wth respect to certain “large dollar” managerial deci sions.
Limted partners al so have access to certain partnership
financial information.

Sout hfi el d School Foundati on

On Novenber 20, 1995, petitioners assigned their respective
class Alimted partnership interests in ML to the Hazel Kytle
Endowrent Fund of The Sout hfield School Foundation (the
foundati on) pursuant to an Assignnment of Partnership Interest and
Addendum Agreenent (the Southfield agreenent). The recitals to
the Southfield agreenent provide that “all of the partners of the
Part nershi p desire that Assignee beconme a Class A Limted Partner
of the Partnership upon execution of this Assignnment of

Partnership Interest” and “all consents required to effect the



- 10 -
conveyance of the Assigned Partnership Interest and the adm ssion
of Assignee as a Cass ALimted Partner of the Partnership have
been duly obtained and are evidenced by the signatures hereto”.
Al of the initial ML partners executed the Southfield
agr eenent .

Furt her Assi gnnents

On January 12, 1996 (the valuation date), petitioners, as
assignors, entered into an assi gnnment agreenent (the assignnment
agreenent) with respect to their class Blimted partnership
interests in ML. The other parties to the assignnment agreenent
(the assignees) were the children, four trusts for the benefit of
the children (the trusts), and two charitable organizations--—
Communi ti es Foundation of Texas, Inc. (CFT) and Shreveport
Synphony, Inc. (the synphony). By the assignnent agreenent,
petitioners relinquished all dom nion and control over the
assi gned partnership interests and assigned to the assignees al
of their rights with respect to those interests. The assignnent
agreenent does not contain |anguage simlar to that quoted above
fromthe Southfield agreenent regarding the adm ssion of the
assi gnees as partners of the partnership, and two of the partners
of the partnership, MCord Brothers Partnership and the
foundation, did not execute the assignnment agreenent in any

capacity. The interests that petitioners assigned to the
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assi gnees by way of the assignnment agreenent (collectively, the
gifted interest) are the subject of this dispute.

Under the terns of a “fornmula clause” contained in the
assi gnnent agreenent (the fornmula clause), the children and the
trusts were to receive portions of the gifted interest having an
aggregate fair market value of $6,910,933; if the fair market
value of the gifted interest exceeded $6, 910,933, then the
synphony was to receive a portion of the gifted interest having a
fair market value equal to such excess, up to $134,000; and, if
any portion of the gifted interest remained after the allocations
to the children, trusts, and synphony, then CFT was to receive
that portion (i.e., the portion representing any residual value
in excess of $7,044,933). The children (individually and as
trustees of the trusts) agreed to be liable for all transfer
taxes (i.e., Federal gift, estate, and generati on-ski pping
transfer taxes, and any resulting State taxes) inposed on
petitioners as a result of the conveyance of the gifted interest.

The assignnment agreenent | eaves to the assignees the task of
allocating the gifted interest anong thensel ves; in other words,
in accordance with the formula clause, the assignees were to
al l ocate anong thensel ves the approxi mately 82-percent
partnership interest assigned to themby petitioners. In that
regard, the assignnment agreenent contains the foll ow ng

i nstruction concerning valuation (the valuation instruction):
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For purposes of this paragraph, the fair market val ue
of the Assigned Partnership Interest as of the date of
this Assignnment Agreenent shall be the price at which
t he Assigned Partnership Interest woul d change hands as
of the date of this Assignnent Agreenent between a
hypot hetical willing buyer and a hypothetical wlling
seller, neither being under any conpul sion to buy or
sell and both having reasonabl e know edge of rel evant
facts. Any dispute with respect to the allocation of
t he Assigned Partnership Interests anong Assi gnees
shall be resolved by arbitration as provided in the
Part nershi p Agreenent.

The Confirnmati on Agreenment

In March 1996, the assignees executed a Confirmation
Agreenent (the confirmation agreenent) allocating the gifted

i nterest anong thensel ves as foll ows:

Assi gned
Par t ner shi p
Assi gnee | nt er est
Charles T. McCord, IIl, GST Trust 8. 24977954%
M chael S. McCord GST Trust 8. 24977954
Frederick R MCord GST Trust 8. 24977954
Stephen L. McCord GST Trust 8. 24977954
Charles 111 11. 05342285
M chael 11. 05342285
Frederi ck 11. 05342285
St ephen 11. 05342285
CFT 3.62376573
Synphony 1.49712307
Tot al 82.33369836%

The assi gnees based that determ nation on an appraisal report,

dated February 28, 1996, prepared at the behest of the children’s
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counsel 2 by Howard Frazier Barker Elliott, Inc. (HFBE). That
report (the 1996 HFBE appraisal report) concludes that, taking
into account discounts for |ack of control and | ack of
mar ketability, the fair market value of a 1-percent *“assignee’s
interest inthe Class B Limted Partnership Interests” on the
val uation date was $89, 505.

Representatives of CFT and the synphony, respectively
(it ncluding their respective outside counsel), reviewed the 1996
HFBE apprai sal report and determned that it was not necessary to
obtain their own appraisals. Furthernore, under the terns of the
confirmati on agreenent, CFT and the synphony (as well as the
ot her assignees) agreed not to seek any judicial alteration of
the allocation in the confirmati on agreenent and waived their
arbitration rights granted under the assignnent agreenent.

ML's Exercise of the Call Ri ght

On June 26, 1996, ML exercised the call right with respect
to the interests held by the synphony and CFT. It did so
pursuant to a docunment styled “Agreenent-—-Exercise of Call Option
By McCord Interests, Ltd., L.L.P.” (the exercise agreenent). The
purchase price for the redeened interests was based on a two-page
letter fromHFBE (the HFBE |l etter) preview ng an updated

apprai sal report to be prepared by HFBE. The HFBE l etter

2 The children’s counsel had al so represented petitioners
in connection with the transaction. However, petitioners were
not involved in the allocation of the gifted interest anong the
assi gnees pursuant to the confirmation agreenent.
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concludes that the fair market value of a 1-percent *“assignee’s
interest inthe Class B Limted Partnership Interests” as of June
25, 1996 was $93,540. CFT and the synphony rai sed no objections
to the value found in the HFBE | etter and accepted $338, 967 and
$140, 041, respectively, in redenption of their interests.

The G ft Tax Returns

Petitioners tinely filed Forms 709, United States G ft (and
CGeneration Skipping Transfer) Tax Return, for 1996 (the Forns
709). In schedules attached to the Form 709, petitioners
reported a gross value of $3,684,639 for their respective shares
of the gifted interest. Each petitioner reduced that anmount by
t he anobunt of Federal and State (Louisiana) gift tax generated by
the transfer that the children agreed to pay as a condition of
the gift. Each petitioner further reduced that anmount by a
conputation of the actuarial value, as of the valuation date, of
the contingent obligation of the children to pay (again, as a
condition of the gift) the additional estate tax that would
result fromthe transaction if that petitioner were to die within
3 years of the valuation date. Based on those adjustnments, M.
and Ms. MCord reported total gifts of $2,475,896 and
$2, 482, 605, respectively.® M. and Ms. MCord each clained an

annual excl usi on anpunt of $60, 000 and a charitable contribution

3 Those figures also reflect cash gifts of $10 by each
petitioner to nomnally fund the trusts.
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deduction of $209, 173, yielding taxable gifts of $2,206, 724 and
$2, 213, 432, respectively.

The Noti ces

By the notices, respondent determ ned deficiencies in gift
tax with respect to M. and Ms. MCord in the anmounts of
$2, 053,525 and $2, 047,903, respectively, based on increases in
1996 taxable gifts in the anmounts of $3, 740,904 and $3, 730, 439,
respectively. Respondent determ ned that each petitioner (1)
understated the gross value of his or her share of the gifted
interest, and (2) inproperly reduced such gross value by the
actuarial value of the children’s obligation to pay additional

estate taxes potentially attributable to the transaction.

OPI NI ON

| nt roducti on

ML is a Texas |imted partnership formed on June 30, 1995.
I n exchange for their class Blimted partnership interests in
ML, petitioners contributed to ML closely held business
interests, oil and gas interests, real estate, stocks, bonds, and
other securities. The parties have stipulated that the val ue of
petitioners’ contributions in exchange for their class Blimted
partnership interests was $12, 294, 384 ($6, 147,192 apiece). On
January 12, 1996, petitioners assigned (as gifts) their
partnership interests in ML (the gifted interest). On that

date, approximately 65 percent of the partnership’ s assets
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consi sted of marketable securities and approxi mately 30 percent
consisted of interests in real estate [imted partnerships. The
assi gnees were petitioners’ children, trusts for the benefit of
the children, and two charitabl e organi zati ons (Conmunities
Foundati on of Texas, Inc. (CFT) and Shreveport Synphony, Inc.
(the synphony)). In calculations submtted with their Federal
gift tax returns, petitioners reported the gross value of the
gifted interest as $7, 369, 278 ($3, 684, 639 api ece). Respondent’s
adjustnents reflect his determ nation that the gross fair market
value of the gifted interest was $12, 426,086 ($6, 213,043 api ece).
Principally, we nust determ ne the fair market value of the
gifted interest and whet her each petitioner may reduce his or her
one-hal f share thereof to account for the children s contingent
obligation (as a condition of the gift) to pay the additional
estate tax that would result fromthe transaction if that
petitioner were to die within 3 years of the date of the gift.
Prelimnarily, we nust determ ne whether petitioners transferred
all of their rights as class Blimted partners or only their
economc rights with respect to ML. W nust also determ ne the
anmount of the gift to CFT.

1. Rel evant Statutory Provisions

Section 2501(a) inposes a tax on the transfer of property by

gift. Section 2512(a) provides that, if a gift is made in
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property, the value of the property on the date of the gift is
considered the anount of the gift. In determning the anount of
“taxable gifts” for any particular year, a donor is entitled to
deduct the anount of gifts nade during the year that qualify for
the charitable contribution deduction provided for in section
2522. Sec. 2503(a).

Section 2502(c) provides that the donor is the person |liable
for the paynent of the gift tax. |If a donor nakes a gift subject
to the condition that the donee pay the resulting gift tax, the
anmount of the gift is reduced by the anount of such gift tax.
Rev. Rul. 75-72, 1975-1 C. B. 310. Such a gift is comonly
referred to as a “net gift” (net gift).

Under section 2035(c) (current section 2035(b)), a
decedent’ s gross estate is increased by the anount of any gift
tax paid by the decedent or his estate on any gift made by the
decedent during the 3-year period preceding the decedent’s death.
For purposes of this “gross-up” provision, gift tax “paid by the
decedent or his estate” on gifts made during the rel evant 3-year
period is deened to include gift tax attributable to net gifts
made by the decedent during such period (i.e., even though the
donees are responsi ble for paying the gift tax in such

situation). Estate of Sachs v. Conm ssioner, 88 T.C. 769, 777-

778 (1987), affd. in part and revd. in part on another ground

856 F.2d 1158, 1164 (8th Gir. 1988).
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[11. Arqunents of the Parties

Petitioners contend that they correctly valued the gifted
interest in determning their respective taxable gifts.
Petitioners contend in the alternative that, if we determ ne an
i ncreased value for the gifted interest, then, by operation of
the formula clause in the assignnent agreenent, they are entitled
to an identical increase in the amount of their aggregate
charitabl e contribution deduction under section 2522, resulting
in no additional gift tax due.* Petitioners also contend that,
under net gift principles enunciated in Rev. Rul. 75-72, supra,

and Estate of Sachs v. Conm ssioner, supra, they properly reduced

their respective taxable gifts by the actuarial value of the
children’ s contingent obligation, under the terns of the

assi gnnent agreenent, to pay additional estate tax under section
2035(c).

Respondent contends that petitioners underval ued the gifted
interest by m scharacterizing the assignnent and appl yi ng
excessi ve discounts. Respondent also contends that the fornula
clause in the assignnent agreenent, designed to neutralize the
tax effect of any upward adjustnent to the valuation of the
gifted interest, is ineffectual. Finally, respondent contends

that petitioners inproperly reduced the anount of their taxable

4 Consistent with that argunent, petitioners have preserved
their right to claiman increased charitable contribution
deduction under sec. 170 on an anended incone tax return for
1996. Petitioners’ 1996 incone tax liability is not before us.
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gifts to account for the possibility that the children woul d be
obligated to pay additional estate tax under section 2035(c) by
reason of the transaction.

The parties have stipulated that respondent bears the burden
of proof, and we accept that stipulation.?®

| V. Extent of the Rights Assigned

The divergence of the parties’ valuations of the gifted
interest is attributable in part to their disagreenent regarding
the extent of the rights assigned by petitioners. Petitioners
contend that they assigned to the assignees certain rights with
respect to their class Blimted partnership interests in ML but
did not (and could not) admt the assignees as class Blimted
partners. The assignnment, they argue, did not entitle the
assignees to exercise certain rights that petitioners possessed
(as partners) under the partnership agreenent. Thus, they argue,
the value of the gifted interest is sonmething |less than the val ue
of all of their rights as class Blimted partners. Respondent,
on the other hand, argues that the gifted interest consists of
the sumand total of petitioners’ rights as class Blimted

partners (i.e., that, as a result of the assignnment, the

> The parties have not inforned us of their basis for
stipulating that respondent bears the burden of proof. The
burden of proof is normally on petitioner. See Rule 142(a)(1).
Under certain circunstances, the burden of proof can be shifted
to the Comm ssioner. See sec. 7491; Rule 142(a)(2). W assune
(wi thout deciding) that the conditions necessary to shift the
burden to respondent have been sati sfi ed.
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assignees becane class Blimted partners). The parties’ experts
agree that, if the gifted interest does not include all of
petitioners’ rights as class Blimted partners, the fair market
value of the gifted interest is lower than it would be if the
gifted interest did include all such rights.

Wenever the concept of “property” is relevant for Federal
tax purposes, it is State |law that defines the property interest

to which Federal tax consequences attach. E. g., United States v.

Craft, 535 U S. 274, 278-279 (2002) (Federal tax lien attaches to
property held, under State law, as tenants by the entireties).
Thus, in order to determ ne the Federal gift tax consequences
that attach to petitioners’ assignnent of the gifted interest, we
| ook to applicable State |law to determ ne the extent of the
rights transferred. Because petitioners transferred interests in
a Texas limted partnership, Texas |aw governs our determ nation
in that regard. Specifically, we |look to the Texas Revised
Limted Partnership Act (the Act), Tex. Rev. Cv. Stat. Ann. art.
6132a-1, as in effect on the date of the gift.

Under the Act, a partnership interest is personal property.
Tex. Rev. Civ. Stat. Ann. art. 6132a-1, sec. 7.01 (Vernon 2001).
A partnership interest is assignable in whole or in part unless
t he partnershi p agreenent provides otherwse. 1d. sec.
7.02(a)(1). However, an assignee of a partnership interest

attains the legal status of a limted partner only if the
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partnership agreenent so provides or all of the partners consent.
Id. sec. 7.04(a). Section 8.01 of the partnership agreenent
governs the adm ssion of new partners to ML. That section
provi des that, notw thstanding the occurrence of a valid
assignment of a partnership interest in ML in conpliance with
the ternms of the partnership agreenent, no person shall becone a
partner w thout the unani nbus consent of the existing partners.

There is no evidence indicating that all of the ML partners
explicitly consented to the adm ssion of the assignees as
partners in ML. Qur inquiry does not end there, however. 1In

Kerr v. Comm ssioner, 113 T.C 449 (1999), affd. on another issue

292 F.3d 490 (5th Gr. 2002), we denonstrated our willingness to
| ook beyond the formalities of intrafamly partnership transfers
to determ ne what, in substance, was transferred. |In that case,
al so involving Texas partnership |law, the taxpayers argued that
the interests they transferred to two grantor retained annuity
trusts (GRATs) were “assignee interests”® because the other
general partners of the partnership (the taxpayers’ adult
children, whose trusts were the remai nder beneficiaries of the
CGRATs) did not consent to the adm ssion of the GRATs as
additional partners. |1d. at 464. W found that such | ack of

formal consent did not preclude a finding that the taxpayers

6 For purposes of this report, we use the term “assi gnee
interest” (assignee interest) to signify the interest held by an
assi gnee of a partnership interest who has not been admtted as a
partner in the partnership.
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effected a transfer of all their rights as partners. 1d. In
essence, we inferred the necessary consent of the other general
partners to admt the GRATs as partners based on all of the facts
and circunstances. |d. at 464-468.

Qur decision in Kerr was influenced by a nunber of factors
that are not present in this case. For instance, the taxpayers
in Kerr asked us to construe strictly the consent provision in
their partnership agreenment in the context of their transfers to
the GRATs, notw thstanding the fact that they had di sregarded
that provision in other situations. 1d. at 464-465. In
addition, we found it difficult to reconcile the taxpayers’
characterization of the transfers with the | anguage of their
assi gnment docunents, each of which contained the follow ng
statenment: “The Assigned Partnership Interest constituted a
Class B Limted Partnership interest in * * * [the partnership at
i ssue] when owned by Assignor and, when owned by Assi gnee, shal
constitute a Class B Limted Partnership Interest in said
partnership.” 1d. at 466. Finally, froman economc reality
standpoint, we found it significant that the taxpayers and their
children, being all of the general partners of the partnershinp,
could have formally admtted the assi gnee GRATs as partners at
any tinme without having to obtain the consent of any other

person. 1d. at 468.
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In the instant case, there is no evidence that petitioners
and the other partners of ML ever disregarded section 8.01 of
the partnership agreenent, the provision on which they now rely.
| ndeed, when petitioners assigned their class Alimted
partnership interests to the foundation in 1995, all of the
initial ML partners consented in witing to the adm ssion of the
foundation as a class Alimted partner, as required by said
section 8.01. Furthernore, the assignnent agreenment with respect
to the gifted interest does not contain | anguage of the type
gquot ed above fromthe Kerr assignnment docunents, nor does it
contain any of the language in the Southfield agreenent relating
to the adm ssion of the assignee as a partner in ML. Finally,
petitioners and their children could not unilaterally admt the
assi gnees as partners in ML; any such adm ssion required the
consent of the foundation, an unrelated third party.

Respondent nmakes note of the fact that the assignnent
agreenent provides that “Assignors hereby relinquish all dom nion
and control over the Assigned Partnership Interest and assign to
Assignees all of Assignors’ rights with respect to the Assigned
Partnership Interest”. However, the issue in this case is not
whet her petitioners transferred partnership interests; under the
terms of the Act, the partnership agreenent, and the assignnent
agreenent, they undoubtedly could and did. That having been

said, both the Act and the partnership agreenent define the term
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“partnership interest” in ternms of economc rights (and do not
equate the termw th nenbership in the partnership).’” Thus, it

is entirely consistent to say that petitioners assigned all of
their rights with respect to their partnership interests, yet did
not assign all of their rights as class Blimted partners (i.e.,
did not cause the assignees to be admtted as substitute class B
[imted partners).

In sum we conclude that the facts in this case do not
permt us to infer, as we did in Kerr, that petitioners intended
to transfer all of their rights as partners and that all of the
other partners effectively consented to the adm ssion of the
assi gnees as partners. Rather, petitioners assigned only
economc rights with respect to ML, and we shall proceed to

value the gifted interest on that basis.?

" The partnership agreenent provides that the term
“partnership interest” neans the interest in the partnership
representing any partner’s right to receive distributions from
the partnership and to receive allocations of partnership profit
and loss. The statutory definitionis simlarly worded. See
Tex. Rev. Cv. Stat. Ann. art. 6132a-1, sec. 1.02(11) (Vernon
2001) (the Act) and acconpanying bar commttee conment; see al so
id. sec. 7.02(a)(1), (3), and (4) (assignment of partnership
interest entitles the assignee to distributions and allocati ons,
but the assignor continues to be a partner and to have the power
to exercise any rights or powers of a partner, until the assignee
becones a partner).

8 To use the term nology favored by the parties, we shall
value the gifted interest as an assignee interest.
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V. Fair Market Value of the G fted | nterest

A. | nt r oducti on

1. General Principles

Section 25.2512-1, Gft Tax Regs., provides that the val ue
of property for gift tax purposes is “the price at which such
property woul d change hands between a willing buyer and a willing
seller, neither being under any conpul sion to buy or sell, and
bot h havi ng reasonabl e knowl edge of relevant facts.”® The
willing buyer and willing seller are hypothetical persons, rather
than specific individuals or entities, and their characteristics
are not necessarily the sanme as those of the donor and the donee.

Estate of Newhouse v. Conm ssioner, 94 T.C 193, 218 (1990)

(citing Estate of Bright v. United States, 658 F.2d 999, 1006

(5th Gir. 1981)).1° The hypothetical willing buyer and willing

°® Relying on Morrissey v. Conmi ssioner, 243 F.3d 1145, 1148
(9th Cr. 2001), revg. Estate of Kaufman v. Conm ssioner, T.C
Meno. 1999-119, and Estate of Smth v. Conm ssioner, T.C Meno.
1999- 368, petitioners contend that the confirmation agreenent is
concl usive proof of the value of the gifted interest because such
agreenent was an arm s-length transaction that was the
“functional equivalent of an actual sale.” W disagree. Suffice
it to say that, in the long run, it is against the economc
interest of a charitable organization to look a gift horse in the
nout h.

10 Al'though the cited cases involved the estate tax, it is
well settled that the estate tax and the gift tax, being in par
mat eri a, should be construed together. See, e.g., Shepherd v.
Comm ssi oner, 283 F.3d 1258, 1262 n.7 (11th Cr. 2002) (citing
Harris v. Conm ssioner, 340 U.S. 106, 107 (1950)), affg. 115 T.C
376 (2000).
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seller are presuned to be dedicated to achieving the maxi num
econom ¢ advantage. |d. at 218.

2. Expert Opi ni ons

a. | n General

I n deci ding valuation cases, courts often |look to the
opi nions of expert w tnesses. Nonetheless, we are not bound by
t he opi nion of any expert w tness, and we may accept or reject
expert testinony in the exercise of our sound judgnent.

Hel vering v. Natl. Gocery Co., 304 U S 282, 295 (1938); Estate

of Newhouse v. Conm ssioner, supra at 217. Although we may

| argely accept the opinion of one party’'s expert over that of the

other party’' s expert, see Buffalo Tool & Die Manufacturing Co. V.

Comm ssioner, 74 T.C. 441, 452 (1980), we may be selective in

determ ni ng what portions of each expert’s opinion, if any, to

accept, Parker v. Conm ssioner, 86 T.C. 547, 562 (1986).

Finally, because val uation necessarily involves an approxi mation,
the figure at which we arrive need not be directly traceable to
specific testinony if it is within the range of values that may
be properly derived fromconsideration of all the evidence.

Estate of True v. Comm ssioner, T.C Menp. 2001-167 (citing

Silverman v. Conm ssioner, 538 F.2d 927, 933 (2d Cr. 1976),

affg. T.C. Meno. 1974-285).
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b. Petitioners’ Expert

Petitioners offered WlliamH Frazier (M. Frazier) as an
expert witness to testify concerning the valuation of the gifted
interest. M. Frazier is a principal of Howard Frazier Barker
Elliott, Inc. (HFBE), a Houston-based val uation and consulting
firm He is a senior nenber of the American Society of
Appr ai sers and has been involved in valuation and general
i nvest ment banking activities since 1975. The Court accepted M.
Frazier as an expert in the valuation of closely held entities
and received witten reports of HFBE into evidence as M.
Frazier’s direct and rebuttal testinony, respectively.

In his direct testinony, M. Frazier concludes that, based
on a 22-percent mnority interest discount and a 35-percent
mar ketabi l ity discount, the fair market value of a 1-percent
assignee interest in ML on the valuation date was $89, 505.

Based on that figure, M. Frazier further concludes that the fair
mar ket val ue of each petitioner’s one-half share of the gifted
interest on the valuation date was $3,684,634 (a figure that, due
to rounding, is slightly Iower than the value reported on the

Forns 709). 1

1 M. Frazier asserts that a 41.167-percent assignee
interest in ML (i.e., one-half of the gifted interest) has no
nore proportionate value than a 1-percent assignee interest
therein, and respondent’s expert does not dispute that assertion.



C. Respondent’s Expert

Respondent offered Mukesh Bajaj, Ph.D. (Dr. Bajaj), as an
expert witness to testify concerning the valuation of closely
held entities. Dr. Bajaj is the managi ng director of the finance
and damages practice of LEC, LLC. He also has experience as a
uni versity professor of finance and busi ness economcs. Dr.
Baj aj has |l ectured extensively on valuation issues, and he has
testified as an expert in several valuation cases. The Court
accepted Dr. Bajaj as an expert in the valuation of closely held
entities and received his witten reports into evidence as his
direct and rebuttal testinony, respectively.

In his direct testinony, Dr. Bajaj concludes that, based on
an 8.34-percent mnority interest discount and a 7-percent
mar ketabi l ity discount, the fair market value of a 1-percent
assignee interest in ML on the valuation date was $150, 665. 64.
Based on that figure, Dr. Bajaj further concludes that the fair
mar ket val ue of each petitioner’s one-half share of the gifted
interest on the valuation date was $6, 202, 429. 67.

B. Value of Underlying Assets

The parties agree that, on the valuation date, ML’ s net

asset value (NAV) was $17,673, 760, broken down by asset class as

fol |l ows:
Asset Type Val ue
Equities portfolio $3, 641, 956
Bond portfolio 8, 040, 220

Real estate partnerships 5,194, 933



Real estate 581, 553
Ol and gas interests 215, 098
Tot al 17,673, 760

In determning the value of the gifted interest, M. Frazier
first (i.e., before applying any discounts) subtracts $20, 000
fromML s NAV to reflect the class Alimted partner’s $20, 000
priority claimagainst ML s assets under the terns of the
partnership agreenent.'? Dr. Bajaj nmakes no such prelimnary
adjustnment. We concur with M. Frazier’s approach in that
regard, and, therefore, we conclude that the appropriate base
anount for determning the value of the gifted interest is

$17, 653, 760. *3

C. Mnority Interest (Lack of Control) D scount

1. | nt roducti on

A hypot hetical buyer of the gifted interest would have

virtually no control over his investnent. For instance, such

2 W note that the class Alinmted partner’s sole econom c
interest in ML consists of a guaranteed paynent for the use of
such partner’s (nomnal) capital. This case does not require us
to determi ne whether the class Alimted partner is a partner of
ML for Federal tax purposes.

13 For purposes of determining ML s NAV, M. Frazier does
not apply discounts to the real estate Iimted partnership
interests that McCord Brothers Partnership contributed to ML
upon formation. M. Frazier did, however, discount the val ue of
those real estate limted partnership interests by 57.75 percent
for purposes of valuing McCord Brothers Partnership’ s capital
contribution to ML and determning the ML partners’ percentage
interests in ML. This case does not require us to address the
gift tax consequences, if any, of the initial capital
contributions to, and allocation of percentage interests in, ML.
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hol der (1) would have no say in ML s investnent strategy, and
(2) could not unilaterally recoup his investnment by forcing ML
either to redeemhis interest or to undergo a conplete
liquidation. M. Frazier and Dr. Bajaj agree that the
hypot hetical “willing buyer” of the gifted interest would account
for such lack of control by demandi ng a reduced sal es price;
i.e., aprice that is less than the gifted interest’s pro rata
share of ML's NAV. They further agree that, in the case of an
i nvest ment conpany such as ML, the mnority interest discount
shoul d equal the weighted average of mnority interest discount
factors determ ned for each type of investnent held by ML:
equi ties, nunicipal bonds, real estate interests, and oil and gas
i nterests.

2. D scount Factors by Asset d ass

a. Equity Portfolio

M. Frazier and Dr. Bajaj both determne the mnority
i nterest discount factor for ML s equity portfolio by reference
to publicly traded, closed end equity investnent funds.
Specifically, they both derive a range of discounts by
determining for a sanple of closed end equity funds the di scount
at which a share of each sanple fund trades relative to its pro

rata share of the NAV of the fund.'* They differ in their

4 Unlike a sharehol der of an open-end fund, a sharehol der
of a closed end fund cannot, at will, by tendering his shares to
the fund for repurchase, obtain the |liquidation value of his

(continued. . .)
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sel ection of measurenent dates, sanple funds, and representative
di scounts within the range of the sanple fund discounts.

(1) Measurenent Date

M. Frazier calculates discounts for his sanple of closed
end equity funds on the basis of January 11, 1996, trading prices
and Decenber 22, 1995, NAV information. Dr. Bajaj, on the other
hand, utilizes trading prices and NAV data as of the valuation
date; i.e., January 12, 1996. W agree with Dr. Bajaj that, to
t he extent possible, data from January 12, 1996, shoul d be
utilized to determ ne discounts with respect to the sanple funds.

(2) Sanple of Funds

M. Frazier derives his sanple of closed end equity funds
fromthe list of “donmestic equity funds” set forth in
Morni ngstar’s Miutual Funds GQuide. Fromthat |list, he purports to
excl ude from consideration “special purpose” funds (i.e., those
primarily invested in a specific industry), funds wwth a stated

maturity, and funds “that had provisions regarding votes to open-

¥4(...continued)
investnment (i.e., his pro rata share of the fund’'s NAV). For
that reason, a share of a closed end fund typically trades at a
discount relative to its pro rata share of the fund s NAV.
Since, according to the expert w tnesses, that discount has no
mar ketability elenent, it is, to sonme extent, considered
reflective of a mnority interest discount.
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end the fund.”? That screening process produced a sanple of 14
f unds.

Dr. Bajaj derives his sanple of closed end equity funds from
the list of “general equity” funds set forth in the January 12,
1996 edition of the Wall Street Journal. For reasons not
entirely clear, Dr. Bajaj excludes two of those funds from
consi deration, |leaving a sanple of 20 funds.?®

Dr. Bajaj’s sanple contains nine funds that M. Frazier
excludes fromhis sanple. Wth regard to the first two of M.
Frazier’s three screening criteria, Dr. Bajaj states in his
rebuttal testinony that none of those nine funds was a speci al
pur pose fund and that none had a stated maturity date. Wth
regard to M. Frazier’s third screening criterion, Dr. Bajaj
states that the fact that a fund s sharehol ders can vote to open-
end the fund does not nean that such a conversion is inmnent.
Dr. Bajaj also states that the summary descriptions (contained in

M. Frazier’s direct testinony) of five of the funds included by

15 As noted earlier, a sharehol der of an open-end fund
generally can obtain the |iquidation value of his investnent
(i.e., his pro rata share of the fund s NAV) by tendering his
shares to the fund for repurchase. It stands to reason that, to
the extent the conversion of a closed end fund to open-end status
is immnent, the share price of such fund will tend to approach
the fund’s NAV per share.

1 |In his direct testinony, Dr. Bajaj states that the two
excl uded funds “could not be identified in Mrningstar Principia
dat aset as of Decenber 31, 1996". Since M. Frazier excludes
those funds fromhis sanple as well, we simlarly exclude them
from consi deration
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M. Frazier in his sanple of funds nention open-endi ng votes or
procedures, which, according to M. Frazier’s criteria, should
have required their exclusion.

In his rebuttal testinony, M. Frazier does not directly
challenge Dr. Bajaj’s inclusion of any specific fund in his
sanple; rather, he sinply asserts that “sonme of these funds could
have announced their intent to convert to an open-end fund” and
that “other funds may be non-diversified”. |In the absence of
nmore specific objections to Dr. Bajaj’s additional sanple funds,
we are persuaded to include such funds in our own anal ysis.

M. Frazier’s sanple contains three funds that Dr. Baj aj
excludes fromhis sanple: Gemini Il, Quest for Value, and
Li berty All Star Gowh Fund. Gemni Il and Quest for Value were
“dual purpose” funds, which were scheduled for either |iquidation
or open-ending in January 1997.1 G ven the effect that the
i npendi ng |iquidation or conversion may have had on share prices
of those funds, we exclude themfromour analysis. Since Dr.
Bajaj’s rebuttal testinony raises no specific objection to the
inclusion of Liberty AIl Star Gowh Fund in the sanple, we

include that fund in our analysis.!8

7 A dual purpose fund has both incone shares and capital
shares. At a set expiration date, the fund redeens all incone
shares, and the capital sharehol ders then vote either to
liquidate the fund or convert it to open-end status.

8 Dr. Bajaj may have excluded Liberty Al Star Gowh Fund
fromhis sanple due to the lack of NAV information with respect
(continued. . .)
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(3) Representative Discount Wthin the Range of Sanple
Fund Di scounts

M. Frazier concludes that, because an interest in ML's
equity portfolio would not conpare favorably to an interest in an
institutional fund, the mnority interest discount factor for
ML s equity portfolio should derive fromthe higher end of the
sanpl e’ s range of discounts. Dr. Bajaj, on the other hand,
concl udes that such discount factor should derive fromthe | ower
end of the range of discounts. For the reasons discussed bel ow,
we find neither expert’s argunents convincing on that point.

M. Frazier concludes that a higher than average mnority
i nterest discount factor for ML s equity portfolio is warranted
in part because of the relative anonymty of ML's investnent
managers, the relatively small size of ML's equity portfolio,
and ML's policy of not making distributions (other than
distributions to satisfy tax obligations). However, M. Frazier
el sewhere testifies that, based on his regression analysis, there
is no clear correlation between the discounts observed in his
sanpl e of closed end funds and any of the variabl es he anal yzed,

i ncluding Morningstar rating (largely indicative of managenent
reputation), the size of the fund, and distributions as a

percentage of NAV. W are simlarly unpersuaded by M. Frazier’s

18( .. continued)
to such fund as of the valuation date. For purposes of our
analysis, we utilize the fund’s NAV and price data as of Jan. 5,
1996, which is in the record.
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assertion (unsupported by enpirical evidence) that fewer
adm ni strative and regul atory controls on ML’s investnent
activity (as conpared to that of institutional funds) should
result in a higher discount factor as a matter of course.?®®

Dr. Bajaj’s argunent that the mnority interest discount
factor for ML s equity portfolio should derive fromthe | ower
end of the range of observed discounts is based primarily on the
prem se that, on the valuation date, ML was akin to a new
investnment fund. Dr. Bajaj’s research, along with that of others
cited in his direct testinony, indicates that new i nvest nent
funds tend to trade at | ower discounts than seasoned funds.
However, Dr. Bajaj’s analysis fails to recognize that, while ML
was a relatively new entity on the valuation date, its equity
portfolio had been in place (in the hands of the contributing
partners) for years. Furthernore, of the four factors that Dr.
Bajaj specifically identifies as possible determ nants of | ower
initial fund discounts, only one--lack of unrealized capital
gai ns- —per haps woul d have infornmed the pricing decision of a

hypot heti cal buyer of an interest in ML.2° The other factors

19 For instance, less regulation inplies |ower conpliance
costs, which seemngly would offset, at least to sone extent, any
pricing effect of relatively |ax investor protections.

20 Al'though ML inherited any unrealized gain with respect
to assets contributed by the initial ML partners, see sec. 723,
the portion of such precontribution gain otherwi se allocable to a
subsequent purchaser of an interest in ML, see sec. 1.704-
3(a)(7), Incone Tax Regs., generally would be elimnated if the
(continued. . .)
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cited by Dr. Bajaj (the initial dimnution of fund NAV rel ative
to i ssue proceeds due to flotation and other startup costs, the
preval ence of new funds in “hot” investnent sectors, and the
initial lack of managenment inefficiencies) sinply do not readily
translate fromthe public capital markets to the hypothetical
private sale of an interest in ML.
Because we are unpersuaded by the respective argunents of
M. Frazier and Dr. Bajaj for a higher than average or |ower than
average mnority interest discount factor for ML's equity
portfolio, we utilize the average di scount of the sanple funds
under consideration.?
(4) Summary
In determ ning the appropriate mnority interest discount
factor for ML's equity portfolio, we utilize (1) Dr. Bajaj’s
price and NAV data as of January 12, 1996 (with the exception of
Li berty All Star Gowh Fund, for which we utilize NAV data from
January 5, 1996, contained in the record); (2) Dr. Bajaj’s sanple

of funds, with the addition of Liberty AIl Star Gowh Fund; and

20(. .. continued)
general partners of ML were to agree to nmake a tinely sec. 754
election with respect to ML. See secs. 754, 743(b); sec. 1.755-
1(b)(1)(ii), Income Tax Regs. The sanme would be true with
respect to any postcontribution unrealized appreciation with
respect to ML's assets.

2L In their reports, M. Frazier and Dr. Bajaj deterni ne
the average, but not the weighted average, of the discounts with
respect to the equity funds in their respective sanples. W
foll ow the same approach here.
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(3) the average discount of the sanple funds. The resulting
di scount factor is 9.96 percent, which we round up to 10 percent.

b. Muni ci pal Bond Portfolio

Both M. Frazier and Dr. Bajaj determne the mnority
i nterest discount factor for ML s nunicipal bond portfolio by
reference to publicly traded, closed end nunicipal bond
i nvestment funds. Once again, they di sagree on neasurenent
dates, sanple funds, and representative discounts within the
range of the sanple fund di scounts.

(1) Measurenent Date

M. Frazier calculates discounts for his sanple closed end
muni ci pal bond funds on the basis of January 11, 1996, trading
prices and Decenber 25, 1995, NAV data. Dr. Bajaj utilizes
trading prices and NAV information as of the valuation date;
i.e., January 12, 1996. W agree with Dr. Bajaj that, to the
extent possible, data fromJanuary 12, 1996, should be utilized
in determ ning discounts with respect to the sanple funds.

(2) Sanple of Funds

M. Frazier derives his sanple of closed end nunicipal bond
funds fromthe list of nmunicipal bond funds set forth in
Mor ni ngstar’s Miutual Funds Guide. |In his direct testinony, M.
Frazier indicates that he excluded from consideration funds that
were “heavily weighted toward a specific sector” and funds with

schedul ed liquidation dates. Wth regard to the first screening
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factor, it appears that M. Frazier was referring to single-State
funds. M. Frazier’s screening process produced a sanple of
ei ght funds.

Dr. Bajaj derives his sanple fromthe list of 140 cl osed end
muni ci pal bond funds set forth in the January 15, 1996 edition of
the Wall Street Journal. For reasons not entirely clear, Dr.
Baj aj excludes six of the funds from consideration, |eaving a
sanpl e of 134 funds.?? That sanpl e includes nunerous single-
State funds and funds with schedul ed |iquidation dates.

W agree with M. Frazier that funds with schedul ed
I iquidation dates should not be included in the sanple. However,
given the fact that Louisiana-based obligations accounted for
approximately 75 percent of the value of ML s bond portfolio, we
are sonmewhat puzzled by M. Frazier’s exclusion of single-State
funds fromhis sanple. Indeed, we believe that the sanple should
consist entirely of single-State funds. W therefore utilize a
sanpl e consisting of the 62 single-State funds in Dr. Bajaj’s
sanpl e that do not have schedul ed |i quidation dates.

(3) Representative Discount Wthin the Range of Sanple
Fund Di scounts

As is the case with ML s equity portfolio, M. Frazier
concludes that the mnority interest discount factor for ML's

bond portfolio should derive fromthe higher end of the sanple’s

2 |n his direct testinmony, Dr. Bajaj states that the six
excl uded funds “could not be identified in Mrningstar Principia
dat aset as of Decenber 31, 1996".
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range of discounts, while Dr. Bajaj concludes that such discount
factor should derive fromthe | ower end of the range of
di scounts. Once again, we find neither expert’s argunents
convi ncing on this point.

M. Frazier states that, according to his regression
anal ysis, the three factors that are the nost determ native of
di scounts with respect to the closed end funds in his sanple are
(1) distributions as a percentage of NAV, (2) built-in gain as a
percentage of NAV, and (3) 3-year average annual return. W see
no error in M. Frazier’s calculation of his first factor,
al t hough he seens to take the sane factor into account as an
aspect of the discount for lack of marketability. Wth regard to
the second two factors, M. Frazier provides no data with respect
to ML s bond portfolio that can be conpared to the data fromhis
sanple funds. M. Frazier also repeats factors that he deened
relevant in the context of ML s equity portfolio,
notw t hstandi ng the fact that his own regression anal ysis
indicates little, if any, correlation between those factors
(managenent quality and the size of the fund) and the |evel of

di scounts in his bond fund sanple.?

2 M. Frazier’'s regression analysis produced R-squared
cal cul ations of 0.29 for the Mrningstar rating (managenent
quality) variable and 0.01 for the fund size variable. Elsewhere
in his direct testinony, M. Frazier indicates that an R squared
calculation of 0.34 is “relatively low, leading to the
conclusion of “no clear correlation” between the variable in
question and the | evel of sanple fund di scounts.
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Dr. Bajaj applies his “new fund” anal ysis, discussed above
in the context of ML s equity portfolio, to ML's bond portfolio
as well. Again, Dr. Bajaj’s analysis fails to recogni ze that,
while ML was a relatively new entity on the valuation date, its
bond portfolio had been in place (in the hands of the
contributing partners) for years. For that reason and the other
reasons di scussed supra in section V.C.2.a.(3), we reject this
portion of Dr. Bajaj’s analysis.

Because we are unpersuaded by the respective argunents of
M. Frazier and Dr. Bajaj for a higher than average or |ower than
average mnority interest discount factor for ML s bond
portfolio, we utilize the average di scount of the sanple funds
under consi deration.

(4) Summary

In determ ning the appropriate mnority interest discount
factor for ML s bond portfolio, we utilize (1) Dr. Bajaj’s price
and NAV data as of January 12, 1996, (2) a sanple of funds
consisting of the 62 single-State funds in Dr. Bajaj’s sanple
that do not have schedul ed liquidation dates, and (3) the average
di scount of the sanple funds. The resulting discount factor is

9.76 percent, which we round up to 10 percent.

24 In their reports, M. Frazier and Dr. Bajaj deterni ne
the average, but not the weighted average, of the discounts with
respect to the bond funds in their respective sanples. W follow
t he sane approach here.
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c. Real Estate Partnerships?

(1) The Appropriate Conparabl es

In contrast to their opinions regarding ML's equity and
bond portfolios, Dr. Bajaj and M. Frazier sharply disagree on
the general type of publicly traded entity fromwhich to
extrapolate the mnority interest discount factor for ML s rea
estate partnership interests. Dr. Bajaj argues that the discount
factor should be based on data pertaining to real estate
investnment trusts (REITs).?® M. Frazier, on the other hand,
excludes REITs from consideration “since they are primarily
priced on a current yield basis because REITs are required by |aw
to annual ly pay out a large portion of earnings to sharehol ders.”
That justification overlooks the fact that the investnent funds
M. Frazier analyzes in determning the mnority interest
di scount factors for ML's equity and bond portfolios are al so
required to distribute substantially all of their inconme each
year in order to maintain their tax-favored status as regul ated
i nvest ment conpanies (RICs). Conpare sec. 852(a)(1) (incone
distribution requirenent for RICs) with sec. 857(a)(1l) (incone

distribution requirenent for REITsS). In the absence of any

2% Dr. Bajaj limts his real estate analysis to ML's rea
estate partnership interests. W address the mnority interest
di scount factor for ML's direct real estate holdings infra in
sec. V.C 2.d.

26 A real estate investnent trust is a tax-favored vehicle
t hrough whi ch numerous investors can pool their resources to
invest in real estate. See secs. 856-859.
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explanation as to why the current distribution requirenent should
disqualify REITs (but not RICs) fromconsideration in our
anal ysis, we are persuaded to evaluate the REIT data.

We are further persuaded to utilize the REIT data in |ight
of the alternative offered by M. Frazier. M. Frazier’s search
for “conparable” publicly traded real estate conpanies yielded a
sanple of five conpanies, and he derives his range of discounts
fromonly three of those conpanies. Wile we have utilized snal
sanples in other valuation contexts, we have al so recogni zed the
basic prem se that “[a]s simlarity to the conpany to be val ued
decreases, the nunber of required conparables increases”. Estate

of Heck v. Commi ssioner, T.C. Mno. 2002-34. One of M.

Frazier’s three sanpl e conpani es devel oped pl anned comunities,
conducted farm ng operations, and owned royalty interests in nore
than 200 oil and gas wells. Another owned and managed shoppi ng
centers and malls and devel oped the master-planned community of
Col unmbi a, Maryland. The assets and activities of those conpanies
are not sufficiently simlar to those of ML s real estate
partnerships to justify the use of such a small sanple.?

In contrast, Dr. Bajaj’s REIT sanple consists of 62
conpanies. In recognition of the fact that two of the real

estate limted partnerships in which ML was a partner owned

21 Cf. Estate of Desnond v. Commi ssioner, T.C. Meno.
1999- 76 (approving the use of the market approach for valuing an
oper ati ng busi ness based on two gui deline conpanies in the sane
-—as opposed to simlar-—line of business).
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uni nproved | and that could be used for a variety of purposes, Dr.
Bajaj’s sanple includes REITs specializing in a broad array of
real estate investnents, including office, residential, and
retail properties. Gven the size of the sanple, we believe that
any dissimlarities in the assets and activities of particular
REITs in the sanple as conpared to those of ML s real estate
partnerships are tol erable. ?8

(2) Determning the Discount Factor

Because REITs offer investors the opportunity to invest in
an illiquid asset (i.e., the underlying real estate) in liquid
form(i.e., the REIT shares), investors in REITs are wlling to
pay a liquidity premum (relative to NAV) to invest in REIT
shares. According to Dr. Bajaj, that does not inply that a
mnority discount is nonexistent; it only neans that the
di fference between price and NAV for a REIT may have two
conponents, one positive (the liquidity prem um and one negative
(the mnority discount). Fromhis sanple data, Dr. Bajaj
cal cul ated a nedian price-to-NAV premumof 3.7 percent. To be
conservative and to reflect ML's distribution policy, Dr. Bajaj
| ooked bel ow the nedian, to the 25th percentile, and began with a
price-to-NAV di scount of 1.3 percent (an adjustnment to NAV of

mnus (-) 1.3 percent). Since Dr. Bajaj believes that that

2% \W note that, while M. Frazier questions the
conposition of Dr. Bajaj’s sanple of REITs, he offers no specific
suggestions for nodi fying the sanple.
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adj ustnent reflects both a mnority discount and a (smaller)
l[iquidity premum he then proceeded to identify (and elimnate
the effect of) the liquidity premumin order to determ ne the
mnority discount. Based on his opinion that, as of the

val uation date, the prevailing “illiquidity” discount for
privately placed restricted stock was approximately 7 percent, he
calculated a 7.53-percent liquidity premium? Based on that
l[iquidity premumof 7.53 percent and his selected price-to-NAV
di scount of 1.3 percent fromhis REIT sanple, Dr. Baja] added the
two percentages to calculate a mnority discount of 8.83 percent
(1.e., he increased the price-to-NAV discount to reflect the
elimnation of the effect of the liquidity premun), which he
rounded to 9 percent.

Usi ng the sane procedure as Dr. Bajaj, but substituting an
illiquidity discount of 18 percent for his 7-percent figure, we
arrive at a liquidity prem um of 22 percent and therefore
conclude that the mnority discount inbedded in the 1.3-percent
price-to-NAV di scount selected fromthe REIT sanple is 23.3
percent, which we shall apply to ML's real estate partnership
interests. W have substituted 18 percent for 7 percent because,
as discussed infra in section V.D.5.a., Dr. Bajaj has not been

clear in distinguishing between the apparently different (but

2 As Dr. Bajaj explains his calculation: “If anilliquid
security trades at a discount of 7%relative to a liquid asset,
this suggests that the liquid asset is trading at a prem um of
about 7.53%relative to the illiquid asset (1/[1-7%)."
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over |l appi ng) concepts of “marketability” and “liquidity”. CQur
substitute percentage derives froma published study referenced
in his direct testinmony (the Wuck study)3°® which reported that,
on average, discounts observed in private placenents of

unregi stered shares exceeded those observed in private placenents
of registered shares (freely tradable in the public market) by
17.6 percentage points, which we round up to 18 percent. The
theory, discussed in nore detail infra in section V.D. 4., is that
such additional discount represents, to sone degree, pure
illiquidity concerns, since a ready, public market is avail able
to owners of registered shares and unavail able to owners of
restricted shares.

d. Direct Real Estate Hol di ngs

Respondent has instructed Dr. Bajaj to base his val ue
conclusion regarding ML s direct real estate holdings on the 40-
percent mnority interest discount factor for those assets
appearing in the 1996 HFBE appraisal report. On that basis, we
find that the mnority interest discount factor for ML s direct
real estate holdings is 40 percent.

e. Gl and Gas Interests

M. Frazier assigns a 33.5-percent mnority interest

di scount factor to ML's oil and gas interests. Respondent has

30 Wuck, “Equity Oanership Concentration and Firm Val ue:
Evi dence from Private Equity Financings,” 23 J. Fin. Econ. 3
(1989).
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instructed Dr. Bajaj to base his val ue conclusion regarding the
oil and gas conponent of ML's portfolio on the 33.5-percent
mnority interest discount factor for those assets appearing in
the 1996 HFBE appraisal report. On that basis, we find that the
mnority interest discount factor for ML s oil and gas
investnments is 33.5 percent.

3. Determ nation of the Mnority Interest D scount

The mnority interest discount factors determ ned above

yield a wei ghted average di scount of 15.18 percent, determ ned as

foll ows: 3t

Per cent Per cent
Asset Per cent D sc. Wei ght ed
C ass of NAV Fact or Aver age

Equities 20.6 10.0 2.06

Bonds 45. 5 10.0 4. 55

R E. pshi ps. 29.4 23.3 6. 85

Real estate 3.3 40.0 1.32

O 1 and gas 1.2 33.5 0. 40

di scount 15. 18

Roundi ng to the nearest percentage point, we conclude that the
appropriate mnority interest discount with respect to the gifted
interest is 15 percent.

D. Mar ketability Di scount

1. | nt r oducti on

The parties agree that, to reflect the |ack of a ready
mar ket for assignee interests in ML, an additional discount

(after applying the mnority interest discount) should be applied

3 M. Frazier and Dr. Bajaj agree on the percentages of
NAV assigned to each asset cl ass.



- 47 -
to the net asset value of ML s assets to determne the fair
mar ket value of the gifted interest. Such a discount is commonly
referred to as a “marketability discount”. The marketability
di scount anal yses of M. Frazier and Dr. Bajaj differ fromtheir
mnority interest discount analyses in that they seek to identify
a single, “entity-w de” discount rather than a wei ghted average
of discount factors specific to each category of assets held by
M L. The parties disagree as to the anount of that discount.

2. Traditional Approaches to Measuring the D scount

a. | n Gener al

M. Frazier and Dr. Bajaj agree that enpirical studies of
the marketability discount fall into two najor categories. The
first major category, the I PO approach, consists of studies that
conpare the private-market price of shares sold before a conpany
goes public with the public-nmarket price obtained in the initial
public offering (I1PO of the shares or shortly thereafter. The
second nmmj or category, the restricted stock approach, consists of
studi es that conpare the private-market price of restricted
shares of public conpanies (i.e., shares that, because they have
not been registered with the Securities and Exchange Conm ssi on,
generally cannot be sold in the public market for a 2-year

period)® with their coeval public-nmarket price. M. Frazier

32 See 17 C. F.R sec. 230.144(d)(1) (1996). The required
hol di ng period was shortened to 1 year in 1997. See 62 Fed. Reg.
9242 (Feb. 28, 1997).
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relies primarily on data fromthe restricted stock approach to
support a marketability discount of 35 percent, although he al so
contends that data fromthe | PO approach strongly support that
| evel of discount. Dr. Bajaj relies on a variant of the
restricted stock approach, which we shall refer to as the
private placenment approach, to support a marketability di scount
of 7 percent.

b. Rej ecti on of | PO Approach

Dr. Bajaj argues that the | PO approach is flawed both in
concept and in application. H's principal criticismis that the
| PO prem um (over the pre-1PO private market price) may reflect
nore than just the availability of a ready market. He believes
t hat buyers of shares prior to the PO are likely to be insiders
who provide services to the firmand who are conpensated, at
| east in part, by a bargain price. Mre inportantly, he believes
that a pre-1PO purchaser demands conpensation (in the formof a
| oner price) for bearing the risk that the IPOw Il not occur or
Wl occur at a lower price than expected. H's opinion is:
“[ T] he 1 PO approach probably generates inflated estimtes of the
mar ketabi ity discount. Consequently, it is of limted use in
estimating the value of closely held firns.”

In his rebuttal testinony, M. Frazier fails to offer any
rebuttal of Dr. Bajaj’s criticismof the | PO approach. M.

Frazier’s support for the | PO approach consists only of his
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reference to a series of studies undertaken by Shannon Pratt,
Chairman of Wl anmette Managenent Associates, Inc., a national
busi ness valuation firm (the Wllanette studies). Wthout
expl aining the basis of his testinony, M. Frazier’s opinion is:
“[T] he evidence fromthe WIllanette study was quite conpelling
and offered strong support for the hypothesis that the fair
mar ket values of mnority interests in privately held conpanies
were and shoul d be greatly discounted fromtheir publicly-traded
counterparts.”

By contrast, in his rebuttal testinony, Dr. Bajaj offers a
conpelling criticismof both the WIllanette studi es and anot her
series of studies undertaken by John D. Enory, vice president of
apprai sal services at Robert W Baird and Co., a regiona
i nvestment banking firm?3® He concludes that the | atest study
conducted by M. Enory is biased because it does not adequately
take into account the highest sale prices in pre-I1PO
transactions, and he criticizes the WIllanette studies for not
di scl osi ng enough data to reveal whether they suffer froma
simlar bias. Dr. Bajaj has convinced us to reject as unreliable
M. Frazier’s opinion to the extent it is based on the IPO
approach. W shall proceed to consider M. Frazier’'s restricted

stock analysis and Dr. Bajaj’s private placenent analysis.

3% M. Frazier relied on M. Enory's studies in the 1996
HFBE apprai sal report but makes no nention of those studies in
either his direct testinony or his rebuttal testinony.
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3. M. Frazier's Restricted Stock Anal ysis

M. Frazier reviews four studies under the restricted stock
approach® and then attenpts to infer an appropriate
mar ketabi ity di scount by “placing” ML within the range of
observed di scounts in those studies and the Wl |l anette studies,
on the basis of certain characteristics of ML (revenue, incone,
and NAV) and the gifted interest (size of the interest, expressed
both as a percentage of ML and as a dollar anmount). The results
of that attenpt are set forth in Table 31 of the report
constituting M. Frazier’'s direct testinony (Table 31). Based on
data fromthe five studies, M. Frazier identifies 10
hypot heti cal discount levels for the gifted interest (sone
expressed as a specific percentage, e.g., “33.6%, and sone
expressed as being greater or less than a specific percentage,
e.g., “>35%). Six of the hypothetical discounts were greater

than 35 percent and four were |ess than 35 percent. He states:

3 M. Frazier reviews the follow ng studies (the
restricted stock studies):

1. Securities and Exchange Comm ssion, Discounts Involved
in Purchases of Common Stock (1966-1969), H R Doc. No. 64,
Part 5, at 2444-2456 (1971).

2. Silber, “Discounts on Restricted Stock: The Inpact of
II1iquidity on Stock Prices,” Financial Analysts Journal,
Jul y- August 1991, at 60.

3. A study only described as “The Standard Research
Consul tants (SRC) Study”.

4. Hertzel & Smth, “Market Di scounts and Sharehol der Gains
for Placing Equity Privately,” 48 J. Fin. 459 (1993).
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“Based on these studies alone, we concluded that the di scount
applicable to the Partnership s bl ock should approxi nate 35
percent.”

We find several flaws in M. Frazier’s analysis. For
exanple, Table 31 indicates that ML s projected revenue of
$681, 000 is consistent with a discount of 51.9 percent based on
data fromthe WIllanmette studies. The WIllanette studies are | PO
studies rather than restricted stock studies, and they do not, so
far as we can tell from M. Frazier’s testinony, analyze firm
revenues.* Table 31 also indicates that one can infer a
di scount fromthe “Hertzel and Smth” study based on the
proportional size of the offering, although M. Frazier gives no
i ndication that that study drew any correl ati ons between that
vari able and the | evel of discount. Furthernore, under the
headi ng “Si ze of Block as % Total Qutstanding” in Table 31, the
entry corresponding to ML is “1.0%, when in fact each half of
the gifted interest represents a greater than 40-percent interest
with respect to ML. Simlarly, although there is no entry in
Table 31 for the dollar size of the gifted interest, it is
evident that the “>35% discount inferred fromthat variable in

Table 31 is based on the same m scharacterization of each hal f of

% I ndeed, under the heading “Revenues” in Table 31 of M.
Frazier’s direct report, the entry corresponding to “Wl |l anette”
i S 13 NAH .
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the gifted interest as a 1-percent interest in ML.% In |ight
of those numerous defects, we give little weight to M. Frazier’s

restricted stock anal ysis.

4. Dr. Bajaj’'s Private Pl acenent Anal ysis
a. Conpari son of Reqi stered and Unreqgistered Private
Pl acenent s

Dr. Bajaj believes that the discounts observed in restricted
stock studies are attributable in part to factors other than
i mpai red marketability.® |In support of his position, Dr. Bajaj
anal yzes data from studies (including his own unpublished
study)® invol ving both regi stered private placenents and
unregi stered private placenents (the private placenent studies).
He observes that, if discounts found in unregistered (restricted)
private placenments are attributable solely to inpaired

mar ketability, then there should be no discounts associated with

% Specifically, one restricted stock study, the Silber
study, found that the average dollar size of private placenents
wi th discounts in excess of 35 percent was $2.7 nmillion, while
the average dollar size of private placenents with discounts |ess
than 35 percent was $5.8 mllion. Even taking into account M.
Frazier’s suggested mnority interest discount of 22 percent, the
“dol l ar size” of each half of the gifted interest was
approximately $5.7 mllion. That would indicate that, based on
the Silber study, a discount of [ess than 35 percent would be
appropriate for each half of the gifted interest.

37 W note that such other factors should not include the
purchaser’s mnority ownership position, if applicable;
presumably, a mnority interest discount is already reflected in
the market price of a share of the issuer

3 (Oher than his own study, he refers to the Wuck study,
supra note 30, and the Hertzel & Smth study, supra note 34.
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regi stered private placenents (i.e., because such shares can be
sold in the public nmarket). However, the results of the private
pl acenent studies indicate that even registered private placenent
shares are issued at a discount, although such discounts tend to
be | ower than those observed in unregistered private placenents.
Dr. Bajaj explains that phenonenon by positing that privately
pl aced shares, whether registered or unregistered, tend to be
i ssued to purchasers of |arge bl ocks of stock who denmand
di scounts to conpensate them for assessnent costs and antici pated
nmonitoring costs. He states: “The discount offered to buyers is
a conpensation for the cost of assessing the quality of the firm
and for the anticipated costs of nonitoring the future decisions
of its managers.”

b. Refi nement of Reqi stered/ Unreqistered
Di scount Differenti al

Dr. Bajaj further contends that the additional discount
typi cal of unregistered private placenents (as conpared to
regi stered private placenents) is not entirely attributable to
the fact that unregistered shares, unlike registered shares,
generally cannot be sold in the public market. Rather, he
contends that such differential is attributable in part to higher
assessnment and nonitoring costs incurred in unregistered private
pl acenments as conpared to regi stered private placenents. In
support of his theory, Dr. Bajaj suggests four factors that m ght

have a correlative relationship to assessnent and nonitoring
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costs and, by extension, to private placenent discounts: (1) the
size of the private placenent relative to the issuer’s total
shares outstanding, (2) the volatility of the issuer’s recent
econom ¢ performance, (3) the overall financial health of the
issuer, and (4) the size of the private placenent in terns of
total proceeds. Dr. Bajaj posits that the additional discount
observed in unregistered issues could be attributable solely to
inmpaired marketability only if those four additional factors were
present in equal neasure anong both registered and unregi stered
private placenents.

Dr. Bajaj analyzes the effects of the four additiona
factors |isted above and concludes that the first three (but not
the fourth) of those factors are systenmatically related to the
| evel of private placenent discounts. Specifically, he concl udes
that, relatively speaking, a high ratio of privately placed
shares to total shares of the issuer, high issuer volatility, and
weak financial health of the issuer tend to be indicative of
hi gher discounts. Dr. Bajaj then denonstrates that, as conpared
to registered private placenments, unregistered private placenents
tend to involve a higher percentage of the issuer’s total shares,
hi gher issuer volatility, and financially weaker issuers. That
being the case, Dr. Bajaj concludes that the registered-
unregi stered private placenent discount differential nust be

attributable in part to those three factors rather than just
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inpaired marketability. In other words, the additional discount
typi cal of unregistered private placenents as conpared to
regi stered private placenents does not represent solely
conpensation for inpaired marketability but represents in part
conpensation for the relatively higher assessnent and anti ci pated
monitoring costs normal ly associated with unregi stered issues.
Havi ng concl uded that factors unrelated to inpaired
mar ketability play a variable role in the total discounts
observed in private placenent transactions, Dr. Bajaj then
attenpts to isolate the effect that inpaired marketability has on
such total discounts. To that end, he adds a variable for stock
registration to variables representing the three additional
correlative factors and uses the statistical technique of
mul tivariate regression to determne the effect of each such
vari abl e on the discounts observed in his sanple of private
pl acenents. He concludes fromthat analysis that, over the 1990
to 1995 period of his study, a private issue that was regi stered
(thereby allow ng purchasers to imediately resell in the public
mar ket) woul d have required a discount that was 7.23 percentage
points | ess than an otherw se identical issue (in terns of the
three additional correlative factors) that was unregistered.

C. Furt her Adj ustnents

Dr. Bajaj considers and rejects any additional adjustnent

(di scount) on account of the long-terminpaired nmarketability of
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an assignee interest in ML* as conpared to the linmted inpaired
mar ketability of restricted shares of stock. H s rejection is
based primarily on his opinion, supported by the econom c

anal ysis of others,* that the | evel of discount does not

continue to increase with the tine period of inpaired

mar ket abi lity, because investors with |long-term horizons would
provide a natural clientele for holding illiquid assets and woul d
conpete to purchase all or a portion of the gifted interest.

d. Application to ML

Dr. Bajaj concludes:

Consi dering the avail able data, the Partnership’s
hol di ngs and history, and the marketability di scount of
7.23% suggested by ny regression analysis involving a
broad range of econom c sectors, | conclude that a

mar ketabi ity di scount of 7% [rounded from 7. 23
percent] is appropriate for all the assets held by ML
when val uing the subject interest. * * *

5. Determ nation of the Marketability D scount

a. Di scussi on

M. Frazier, in his testinony in rebuttal to Dr. Bajaj,
criticizes Dr. Bajaj for focusing narromy on “liquidity” at the
expense of other factors that contribute to a | ack of
mar ketability. M. Frazier states that “[t]he inpedinents to

val ue associated with inability to easily sell an interest in a

3% Both experts operate under the assunption that there
wll not be a ready market for assignee interests in famly
[imted partnerships during the remainder of ML's 30-year term

40 Am hud & Mendel son, “Asset Pricing and Bi d-Ask Spread,”
17 J. Fin. Econ. 223 (1986).
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closely-held entity go well beyond the narrowl y defined
‘“liquidity costs’ Dr. Bajaj has isolated in his analysis” and
that “the [marketability] discount is caused not by just
‘“liquidity’ but the other negative characteristics that attend
securities issued by small closely-held entities.”

Dr. Bajaj has indeed been hel pful in focusing our attention
(and M. Frazier’s attention) on the distinction between
illiquidity and other factors (e.g., assessnent and nonitoring
costs) that contribute to private placenent discounts. However,
hi s apparent confusion regarding the nature of the discount for
| ack of marketability (i.e., whether such discount can be
expl ained purely in terns of illiquidity or whether other factors
may be involved) is troubling. 1In his direct testinony, Dr.
Bajaj is fairly clear that assessnent and nonitoring costs
associated with private placenents are outside the real mof the
mar ketability discount. In his rebuttal testinony, however, he
i ndi cates that such costs may contribute to the marketability
di scount for a closely held entity. That |eads us to question
whet her ot her “negative characteristics” (in the words of
M. Frazier) associated with closely held entities nay contri bute
to the appropriate marketability discount for an assignee
interest in ML. Therefore, while we are inpressed by portions

of Dr. Bajaj’s analysis, he has not convinced us that the
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appropriate marketability discount in this case can be inferred
fromthe illiquidity cost associated with private placenents.

Al though we reject Dr. Bajaj’s quantification of the
appropriate marketability discount in this case, we |ook to the
data fromhis private placenent study for two reasons. First, we
believe that, given ML's status as an investnent conpany, * what
Dr. Bajaj refers to in the context of private placenents as
assessnment and nonitoring costs would be relatively lowin the
case of a sale of an interest in ML. That belief, coupled with
Dr. Bajaj’s persuasive argunent that such costs are relatively
high in unregistered private placenents, |eads us to concl ude
that a sanple consisting entirely of unregistered private
pl acenments woul d be inappropriately skewed. Second, only Dr.
Bajaj’'s study (and not the other private placenent studies on
which he relies) covers the period (1990-1995) inmmedi ately
precedi ng the val uati on date.

In Table 10 of the report constituting his direct testinony,
Dr. Bajaj separates the 88 private placenents in his sanple into
t hree groups according to the |evel of discounts (i.e., the 29
| onest discounts, the mddle 29 discounts, and the 30 hi ghest

di scounts). Presumably, the “low category is dom nated by

4 On the valuation date, 65 percent of ML s assets
consi sted of marketable securities and an additional 30 percent
consisted of real estate |[imted partnership interests, subject
to well-known and rel atively routine appraisal techniques (such
as cashflow anal ysis or market multiple nethods).
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regi stered private placenents which, unlike an assi gnee interest
in ML, did not suffer frominpaired marketability. Simlarly,
it is likely that the “high” category is dom nated by
unregi stered private placenents which, unlike the sale of an
interest in an investnent conpany, entailed relatively high
assessnment and nonitoring costs. Accordingly, we |look to the
“m ddl e” group of private placenents in Dr. Bajaj’s sanple in
determ ning the appropriate marketability discount for an
assignee interest in ML. The average discount of that group of
private placenents was 20.36 percent.* W are not persuaded
that we can refine that figure any nore to incorporate
characteristics specific to ML.

b. Concl usi on

We find that a discount for lack of marketability of 20
percent (rounded from 20. 36 percent) is appropriate in
determning the fair market value of each half of the gifted
i nterest.

E. Concl usi on

We conclude that the fair market val ue of each half of the

gifted interest is $4,941,916, determned as follows:*

42 That discount is consistent with the average di scount
(20. 14 percent) observed in the Hertzel & Smth private placenent
study, supra note 34, the study (other than his own) primarily
relied upon by Dr. Bajaj.

43 For ease of conputation, we determ ne the fair market
value of a 1l-percent interest.
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Total NAV $17,673, 760
Less: Class A preference (20, 000)
“Net” NAV 17, 653, 760
1 percent of net NAV 176, 538
Less: 15-percent mnority
i nterest discount (26, 481)
Mar ket abl e val ue 150, 057
Less: 20-percent
mar ket abi ity di scount (30,011)
FMWV of 1-percent interest 120, 046
FMWV of 41.16684918- per cent 4,941, 916
I nt erest

VI . Charitable Contribution Deduction for Transfer to CFT

A. | nt r oducti on

The gift tax is inposed on the value of what the donor

transfers, not what the donee receives. Shepherd v.

Commi ssioner, 115 T.C. 376, 385 (2000) (citing, inter alia,

Robi nette v. Helvering, 318 U S. 184, 186 (1943)), affd. 283 F. 3d

1258 (11th G r. 2002). 1In essence, petitioners contend that
because (1) they transferred to CFT a portion of the gifted
interest corresponding to the excess of the fair market val ue of
that interest over $7,044,933, and (2) we have deternined the
fair market value of the gifted interest to be $9, 883,832, it
follows fromthe maxi m begi nning this paragraph that they are
entitled to a charitable contribution deduction in the anmount of
$2,838,899 for their gift to CFT. Because the assignnent
agreenent does not equate the term“fair market value” wth the
term*“fair market value as finally determ ned for Federal gift

tax purposes,” petitioners’ argunent nust fail.
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B. The Assi gnnent Agr eenent

By way of the assignnent agreenent, petitioners transferred
to CFT the right to a portion of the gifted interest. That
portion was not expressed as a specific fraction of the gifted
interest (e.g., one-twentieth), nor did petitioners transfer to
CFT a specific assignee interest in ML (e.g., a 3-percent
assignee interest). Rather, CFT was to receive a fraction of
the gifted interest to be determ ned pursuant to the fornula
cl ause contained in the assignnent agreenment. The fornul a
cl ause provides that CFT is to receive that portion of the
gifted interest having a fair market value equal to the excess
of (1) the total fair market value of the gifted interest, over
(2) $7,044,933. The formula clause is not self-effectuating, and
t he assi gnnent agreenent |eaves to the assignees the task of (1)
determining the fair market value of the gifted interest and (2)
pl uggi ng that value into the forrmula clause to determne the
fraction of the gifted interest passing to CFT.

Petitioners argue that, because the assignnent agreenent
defines fair market value in a manner that closely tracks the
definition of fair market value for Federal gift tax purposes,
see sec. 25.2512-1, G ft Tax Regs., the assignnment agreenent
effects a transfer to CFT of a portion of the gifted interest
determ nable only by reference to the fair nmarket val ue of that

interest as finally determ ned for Federal gift tax purposes. W
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do not believe that the |anguage of the assignnment agreenent
supports petitioners’ argunent. The assignnent agreenent
provides a fornmula to determ ne not only CFT's fraction of the
gifted interest but also the synphony’s and the children’s
(including their trusts’) fractions.* Each of the assignees had
the right to a fraction of the gifted interest based on the val ue
of that interest as determ ned under Federal gift tax val uation
principles. |If the assignees did not agree on that value, then
such val ue woul d be determ ned (again based on Federal gift tax
val uation principles) by an arbitrator pursuant to the binding
arbitration procedure set forth in the partnership agreenent.
There is sinply no provision in the assi gnment agreenent that
contenplates the allocation of the gifted interest anong the

assi gnees based on sone fixed value that m ght not be determ ned

4 |f f equals the fair market value of the gifted interest
(determ ned by the assignees (or an arbitrator) based on Federal
gift tax valuation principles), and the gifted interest is shown
as the 82.33369836 percent class B assignee interest in ML
transferred by petitioners, then, assumng f is equal to or
greater than $7, 044,933, the products of the follow ng fornul as
show t he percentage assignee interests apportioned to the
children (including the trusts), the synphony, and CFT, expressed
as X;, X, and Xz respectively:

6,910,933,
§i__?____ 82.33369836% = X
$7,044,933- 6,910,933,
: 82.33369836% = X
f - $7,044,933,

: 82.33369836% = Xs
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for several years. Rather, the assignnent agreenent contenpl ates
the allocation of the gifted interest based on the assignees’

best estimation of that value. Moreover, each of the assignees’
percentage interests was determ ned exactly as contenplated in

t he assi gnnent agreenent (w thout recourse to arbitration), and
none can conplain that they got any |l ess or nore than petitioners
intended themto get.* Had petitioners provided that each donee
had an enforceable right to a fraction of the gifted interest
determned with reference to the fair market value of the gifted
interest as finally determ ned for Federal gift tax purposes,
we m ght have reached a different result. However, that is not

what the assi gnnent agreenent provides.

45 W suppose that, at least in theory, there mght be a
di fference between (1) petitioners’ and the assignees’
expectation on Jan. 12, 1996 (the valuation date), regarding the
val ue of the portion of the gifted interest passing to CFT and
(2) the value of that portion as subsequently determ ned by the
assi gnees. However, no one has suggested how to value the first
quantity or that, on the facts before us, the difference would be
significant.

4 See, e.g., sec. 1.664-2(a)(1)(iii), Income Tax Regs.
(providing that a sumcertain may be expressed as a fraction or
percent age of the value of property “as finally determ ned for
Federal tax purposes”, but requiring that actual adjusting
paynments be made if such finally determ ned fair narket val ue
differs fromthe initially determ ned value); sec. 20.2055-
2(e)(2)(vi)(a), Estate Tax Regs. (simlar); sec. 25.2702-
3(b)(1)(ii)(B), Gft Tax Regs. (simlar); Rev. Proc. 64-19, 1964-
1 C B. 682 (discussing conditions under which the Federal estate
tax marital deduction may be all owed where, under the terns of a
wll or trust, an executor or trustee is enpowered to satisfy a
pecuni ary bequest or transfer in trust to a decedent's surviving
spouse with assets at their value as finally determ ned for
Federal estate tax purposes).
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O course, the assignees’ determnation of the fair narket
value of the gifted interest, while binding anong thensel ves for
pur poses of determning their respective assignee interests, has
no bearing on our determ nation of the Federal gift tax val ue of
the assignee interests so allocated. Since we find that the fair
mar ket val ue of a 1-percent assignee interest in ML on the
val uati on date was $120, 046, the follow ng table expresses the
fair market values of the percentage assignee interests passing

to the various assignees:

Per cent age Fair Market

Assi gnee Assi gnee | nt er est Val ue
Children and trusts 77.21280956 $9, 269, 089
Synphony 1.49712307 179, 724
CFT 3.62376573 435, 019
9, 883, 832

C Concl usi on
We find that the fair market value of the property right

transferred by petitioners to CFT was $435,019.4 Taking into

47 The rule is well established that we may approve a
deficiency on the basis of reasons other than those relied on by
the Comm ssioner. See WIlkes-Barre Carriage Co. v. Conm SSioner,
39 T.C. 839, 845 (1963) (and cases cited therein), affd. 332 F.2d
421 (2d Cir. 1964). Because our conclusion that the valuation
cl ause of the assignnment agreenent does not achieve the clained
“tax neutralization” effect is based on the | anguage of the
assi gnnment agreenent, we need not address respondent’s argunents
that (1) the formula clause is against public policy, and (2) the
transaction should be recast as transfers of cash by petitioners
to CFT and the synphony under an integrated transaction theory.
We note that the application of respondent’s integrated
transaction theory would result in an initial increase in the
amount of petitioners’ aggregate taxable gift of only $90, 011
(less than 1 percent), which would be partially offset by the
resulting increase in the gift tax litability that the
noncharitabl e donees assuned under the assignnent agreenent.
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account annual exclusions, see sections 2503(b) and 2524, each
petitioner is entitled to a charitable contribution deduction
under section 2522 of $207,510 resulting fromthe transfer to
CFT. 48

VI, Effect of Children’'s Agreement To Pay Estate Tax Liability

A. | nt roducti on

Recently, in Ripley v. Comm ssioner, 105 T.C. 358, 369

(1995), revd. on another issue 103 F.3d 332 (4th Cr. 1996), we
described the nature of a net gift as follows:

VWere a “net gift” is made, the donor and donee agree
that the donee will bear the burden of the gift tax.
The val ue of the property transferred is reduced by the
anmount of the gift tax paid by the donee, resulting in
the net anmount transferred by gift, or the “net gift”.
The I RS has provided an al gebraic formula for

determ ning the amount of gift tax owed on a “net gift”
in Rev. Rul. 75-72, 1975-1 C.B. 310. It is inportant
to keep in mnd that once the “net gift” is calcul ated,
the full anmpbunt of the gift tax is paid on the “net
gift”.

Wen a “net gift” is made, a portion of the
property is transferred by gift and the remaining
portion is transferred by sale. * * *
The net gift rationale flows fromthe basic prem se that the gift
tax applies to transfers of property only to the extent that the

val ue of the property transferred exceeds the value in noney or

4 W note that, under our analysis, the assignee interest
recei ved by the synphony is worth nore than $134, 000.
Nevert hel ess, we do not believe that petitioners have clainmed any
i ncreased charitable contribution deduction under sec. 2522 on
account of the transfer to the synphony. |If we are m staken on
that point, petitioners can bring that to our attention (or
per haps petitioners and respondent can deal with it in the Rule
155 conput ati on).
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money’ s worth of any consideration received in exchange therefor.
See sec. 2512(b); sec. 25.2512-8, G ft Tax Regs.

Petitioners each reported his or her transfer of one-half of
the gifted interest as a net gift. Each treated as sal es
proceeds (consideration received) (1) the anount of Federal and
State gift taxes that he or she calculated were to be paid by the
children (the gift tax anmount) and (2) an anpunt descri bed on
brief as the “nortality-adjusted present value” (nortality-
adj usted present value) of the children’s contingent obligation
to pay the additional estate tax that woul d have been incurred on
account of section 2035(c) (the 2035 tax) if that petitioner had
died within 3 years of the date of the gift. Petitioners
describe their conputation of the nortality-adjusted present
val ue as foll ows:

Petitioners * * * estimated the anount of estate tax
that would be owed under I.R C. 8§ 2035(b) based on an
expected 55% marginal estate tax rate. Then
Petitioners adjusted that amount to present val ue at
the applicable discount rate under I.R C. 8 7520 for
January 1996, with further adjustnent for the
possibility that they would survive each year of the
three-year period wwth no estate tax actually being
owed. The probability of death in each of the ensuing
three years was cal cul ated, and then the probability-
wei ghted tax anmounts were di scounted to present val ue
at the required interest rate. Al calculations were
made, as required under |I.R C. 8§ 7520, by reference to
Petitioners’ ages as of their nearest birthdays, the
applicable interest rate under 1.R C. 8 7520 for
January, 1996, and nortality factors provided by Table
8O0CNSMTI (as found in Respondent’s Pub. 1457, “Actuari al
Val ues, Al pha Vol une”).
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Petitioners conputed the nortality-adjusted present val ues of the
above described obligations as being $149,813 and $139, 348 with
respect to M. and Ms. MCord, respectively.

Respondent does not take issue with petitioners’ treatnent
of the gift tax anpbunts as sale proceeds. However, he disputes
petitioners’ treatnment of the nortality-adjusted present val ues
as sale proceeds, primarily on the grounds that those anpbunts are
too specul ative to be taken into account. Respondent cites

Arnmstrong Trust v. United States, 132 F. Supp. 2d 421 (WD. Va.

2001), affd. sub nom Estate of Arnstrong v. United States, 277

F.3d 490 (4th Gr. 2002). |In Arnstrong Trust, supra, a gift was

made and, because of (current) section 2035(b), the donees were
subject to a potential liability, as transferees, for estate
taxes. See sec. 6324(a)(2). Plaintiffs argued that |iens or
encunbrances were created on the gift by reason of the potential
estate tax liability assuned by the donees, thereby reducing the
value of the gift. 1d., 132 F. Supp. 2d at 430. The D strict
Court found that the possibility of future estate tax liability
was too specul ative to reduce the value of the gift.

Rel ying on an opinion of the United States Court of C ains,

Murray v. United States, 231 . d. 481, 687 F.2d 386 (1982),

the Court of Appeals for the Fourth Grcuit affirmed the District

Court’s decision in Arnstrong Trust, also on the basis that the

donees’ potential liability for the donor’s estate tax was too
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specul ative to reduce the value of the gifts. Estate of

Arnstrong v. United States, supra at 498. It was of no nonent to

the Court of Appeals that the donor had in fact died within 3
years of the gift, thus causing a 2035 tax to be due, or that the
plaintiffs apparently had produced expert cal cul ati ons of an
anpunt simlar to the nortality-adjusted present value at issue
in this case. The Court of Appeals said:
The litigation attenpts of the Estate and the Trust to
quantify through expert cal cul ations the val ue of
potential estate taxes at the tinme of the transfers is
irrelevant. What is relevant is that the children's
obligation to pay any estate taxes was then “highly
conjectural,” Mirray, 687 F.2d at 394, and so provides
no ground for applying net gift principles. [1d.]

In Murray v. United States, supra, the donor had nmade gifts

in trust pursuant to an instrunment that obligated the trustees to
pay, anong ot her debts, the donor’s estate and death taxes
ltabilities. The plaintiffs (executors of the donor’s estate)
argued that the obligation to pay the donor’s estate and death
taxes rendered the gifts w thout val ue when nade. The Court of
Clainms disagreed, finding that the obligation to pay estate and
death taxes “was not * * * susceptible to valuation at the date
of the gifts because the econom ¢ burden of paying these taxes
was then unknown.” 1d., 687 F.2d at 394. The Court questioned
whet her it was even possible to approxinmate the val ue of the
trustee’s obligation to pay the donor’s estate and death tax

liabilities:
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t he amount of estate and death taxes payable fromthe *
* * [trusts] was highly conjectural. If diver lived
until May 1971, the value of the 1968 Fam |y Trust
woul d no | onger have been included in his estate as a
gift in contenplation of death under section 2035,
significantly reducing his estate tax liability.

Mor eover, had he lived for several nore years, the size
of his estate would have continued to dimnish, |eaving
the 1970 Fam |y Trusts with an ever-decreasing estate
tax obligation. * * *

Id. at 394-395. The Court of dains concluded: “Thus,
plaintiffs’ inability to reasonably estimte the anmount of tax,
if any, to be paid fromthe * * * [trusts] nade it proper to
conpute the gift tax on the basis of the full value of the trust

assets. Robinette v. Helvering, 318 U S. 184, 188-89 (1943).~"

Id. at 395.4

B. Di scussi on

The specific question before us is whether to treat as part
of the sale proceeds (consideration) received by each petitioner
on the transfer of the gifted interest any anount on account of
the children’s obligation pursuant to the assignnent agreenent to
pay the 2035 tax that woul d be occasioned by the death of that
petitioner within 3 years of the valuation date. W have not

faced that specific question before.* Neither Arnstrong Trust

4 1n Robinette v. Helvering, 318 U. S. 184, 188-189 (1943),
the Suprenme Court held that, in conputing the value of a gift of
a renmai nder interest in property, the value (as an offset) of the
donor’s contingent reversionary remai nder interest was to be
di sregarded because there was no recogni zed net hod of determ ning
its val ue.

50 Nevertheless, in Estate of Arnstrong v. Conmi ssi oner,
(continued. . .)
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v. United States, supra, nor Miurray v. United States, supra, is

bi ndi ng on us, and, indeed, the facts of both cases are sonewhat

different fromthe facts before us today. Arnstrong Trust did

not involve a specific assunption of the potential 2035 tax as a
condition of the underlying gift (as is the case here); rather,

t he donees were statutorily liable for any 2035 tax under section
6324(a)(2). In Murray, unlike the instant case, the obligation
was not limted to the “gross-up” tax of (original) section
2035(c), with its preordai ned inclusion anobunt and acconpanyi ng
3-year wi ndow of inclusion (indeed, that provision and the
unified gift and estate tax system had yet to be enacted).
Nevert hel ess, we agree with what we believe to be the basis of
those two opinions, i.e., that, in advance of the death of a
person, no recogni zed nethod exists for approxi mati ng the burden
of the estate tax with a sufficient degree of certitude to be
effective for Federal gift tax purposes. See also Estate of

Arnmstrong v. Conm ssioner, 119 T.C 220, 230 (2002).

Petitioners’ conputation of the nortality-adjusted present

value of the children’s obligation to pay the 2035 tax does

50(...continued)
119 T.C. 220, 230 (2002) (addressing certain Federal estate tax
guestions with respect to the sane gifts in question in Arnstrong
Trust v. United States, 132 F. Supp. 2d 421 (WD. Va. 2001),
affd. sub nom Estate of Arnstrong v. United States, 277 F.3d 490
(4th Gr. 2001)), we said: “The donee children’s nere
conditional promse to pay certain additional gift taxes that
decedent m ght be determ ned to owe does not reduce the anmount of
decedent’ s gift taxes included in the gross estate under section
2035(c).”
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not hi ng nore than denonstrate that, if one assunes a fixed dollar
anount to be paid, contingent on a person of an assuned age not
surviving a 3-year period, one can use nortality tables and
i nterest assunptions to cal cul ate the anmount that (w thout any
| oadi ng charge) an insurance conpany m ght demand to bear the
risk that the assunmed anount has to be paid. However, the dollar
anount of a potential liability to pay the 2035 tax is by no
means fixed; rather, such amount depends on factors that are
subj ect to change, including estate tax rates and exenption
anounts (not to nention the continued existence of the estate tax
itsel f). For that reason alone, we conclude that petitioners
are not entitled to treat the nortality-adjusted present val ues
as sal e proceeds (consideration received) for purposes of
determ ning the amounts of their respective gifts at issue.®

See Robinette v. Helvering, 318 U S. 184, 188-189 (1943) (donor’s

reversionary interest, contingent not only on donor outliving

51 See Economic Gowth and Tax Relief Reconciliation Act of
2001, Pub. L. 107-16, secs. 501(a), 901(a), 115 Stat. 38, 69, 150
(repealing the estate tax with respect to decedents dying after
Dec. 31, 2009, and reinstating sane with respect to decedents
dying after Dec. 31, 2010).

2. W recognize that, in Harrison v. Conm ssioner, 17 T.C
1350, 1354-1355 (1952), we reduced the amount of a gift of a
trust renmai nder by the present value of the trustee’ s obligation,
under the ternms of the trust agreenent, to pay the settlor-life
beneficiary’'s incone tax liability attributable to the trust’s
inconme for the remainder of her life: “Federal incone taxes have
becone a permanent and grow ng part of our econony, and there is
no |likelihood that such taxes will not continue to be inposed
t hroughout the |ife expectancy of petitioner.” We do not have
occasion today to reconsider that opinion.
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30-year old daughter, but also on the failure of any issue of the
daughter to attain the age of 21 years, is disregarded as an
offset in determning the value of the gift; actuarial science
cannot establish the probability of whether the daughter woul d
marry and have chil dren).

Qur conclusion is further buttressed by broader
consi derations of Federal gift tax law. Under the “estate
depletion” theory of the gift tax, it is the benefit to the donor
in nmoney or noney’s worth, rather than the detrinment to the
donee, that determ nes the existence and anmount of any
consideration offset (sale proceeds) in the context of an

otherwi se gratuitous transfer. See Conm ssioner v. Wenyss, 324

U.S. 303, 307-308 (1945); 2 Paul, Federal Estate and G ft
Taxation 1114-1115 (1942). \Wen a donee agrees to pay the gift
tax liability resulting froma gift, the benefit to the donor in
nmoney or nmoney’s worth is readily apparent and ascertai nabl e,
since the donor is relieved of an imedi ate and definite
l[tability to pay such tax. |f that donee further agrees to pay
the potential 2035 tax that may result fromthe gift, then any
benefit in noney or noney’s worth fromthe arrangenent arguably
woul d accrue to the benefit of the donor’s estate (and the
beneficiaries thereof) rather than the donor. The donor in that
situation mght receive peace of mnd, but that is not the type

of tangible benefit required to invoke net gift principles.



C. Concl usion

Because petitioners have failed to show that their
conputation of the value of the children’s obligation to pay any
2035 tax is reliable, we do not accept it as establishing any
proceeds received by petitioners and reducing the val ue of the
net gifts made by them

VI1l. Conclusion

The fair market value of the gifted interest on the date of
the gift was $9, 883,832 (%$4,941,916 for each half thereof).
Petitioners are entitled to an aggregate charitable contribution
deduction under section 2522 for the transfer to CFT in the
amount of $415, 019 ($207,510 api ece).

To reflect the foregoing,

Deci sion will be

entered under Rul e 155.

Revi ewed by the Court.

VELLS, COHEN, SWFT, GERBER, COLVIN, GALE, and THORNTON,
JJ., agree with this majority opinion.
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SWFT, J., concurring: The majority opinion adopts an
interpretation of the “fair market value” |anguage of the fornula

cl ause that recognizes the sophistication of the tax planning
before us and that gives significance to the failure of that
formul a clause to use comonly recogni zed | anguage in the estate
pl anni ng profession under which--had it been intended--a fair
mar ket val ue determ nation (and an all ocation between the donees
of the gifted interest based thereon) “as finally determ ned for
Federal gift tax purposes” would have been made explicit. 1In ny
opinion, the failure of the fornula clause to reflect such well-
recogni zed | anguage belies petitioners’ claimthat such | anguage,
interpretation, and result were intended and now shoul d be
i nferred.

Under the majority’s interpretation of the fornula clause,
t he abuse potential inherent therein is essentially negated.

| f, however, petitioners’ interpretation of the formula
cl ause were adopted, under which petitioners claiman increasd
charitabl e deduction equal to all excess value of the gifted
interest over $7,044,093, as finally determ ned for Federal gift
tax purposes, w thout property representing such excess val ue
actually passing to charity, the | ong-standing “reasonabl e
probability” and “public policy” doctrines applicable generally

to gifts would becone applicable. See, e.g., Hammv.

Comm ssioner, T.C Meno. 1961-347, affd. 325 F.2d 934 (8th G

1963), applying the reasonable probability standard to the
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guestion of whether a charitable donee will ever receive gifted

property; Comm ssioner v. Procter, 142 F.2d 824 (4th Cir. 1944),

appl ying public policy principles to the question of whether
abusi ve val uation or adjustnent clauses are to be respected.

Wth regard to Judge Foley’'s criticismof these doctrines,
see dissenting op. pp. 94-95, 107-108, | woul d suggest that the
reasonabl e probability and public policy doctrines should not be
confined to stale factual situations involved in old cases. To
the contrary, these doctrines |live and breathe and have a life
that should be broad and fl exi bl e enough to apply to contenporary
and overly aggressive gift and estate tax planning (such as that
i nvol ved herein)--particularly where charity is involved.

Wth regard further to the nature or extent of the gift to
charity invol ved herein, | would enphasize that not “all” of
petitioners’ ML partnership interest was transferred.

Respondent argues that “all” of petitioners’ ML partnership
interest was transferred, but petitioners contend otherw se, and
the majority opinion concludes that sonething | ess than all of
petitioners’ interest in the ML partnership was transferred
(nanely, only an “assignee” interest was transferred). See
majority op. pp. 19-24. In light of the magjority’s conclusion in
that regard, had respondent argued in the alternative that the
“partial interest” gift rules of section 2522(c)(2) and section

25.2522(c)-3(c), Gft Tax Regs., were applicable to petitioners
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gift to charity, it would appear that petitioners’ clainmed
charitabl e deduction herein would have been conpletely

di sal | owabl e. See the analysis belowrelating to the

deductibility of gifts to charity of partial interests.

The G ft
Petitioners formed ML as a Texas famly limted partnership
and made gifts of a portion of their interests therein by way of
an assi gnnent agreenent and a formula clause which, according to
petitioners and the majority opinion, transferred only assignee
interests in ML to four |evels of donees, generally as follows:
First and Second Level (Noncharitable) Donees: Trusts for
the benefit of the donors’ four children (first |evel
donees) to receive portions of the gifted interest and
outright gifts to the donors’ four children (second |evel

donees) with an aggregate fair market value on the val uation
date up to $6, 910, 933;

Third Level Donee: |If the fair market value of the gifted
i nt erest exceeds $6, 910, 933, Synphony, a charitabl e donee,
to receive such excess up to a maxi mum val ue of $134, 000;

Fourth Level Donee: |If the fair market value of the gifted
i nterest exceeds $7, 044,933 ($6, 910, 933 pl us $134, 000), CFT,
al so a charitable donee, to receive such excess w thout
limt.

Focusing on the gift to the fourth I evel charitable donee
(the gift to CFT), petitioners thenselves allege (in order to
beef up the valuation discounts they seek) and the majority
opinion finds, majority op. pp. 19-24, that the gifted ML

partnership interest transferred to CFT included only certain
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“economc rights” with regard to the gifted interest and did not
consist of all of the donors’ rights as imted partners in that
particular limted partnership interest. Upon petitioners’
transfer and upon CFT's receipt of the gifted interest in the ML
partnership, petitioners retained, and CFT never received, the
followng rights associated with petitioners’ interest in ML
(references are to the ML anended partnership agreenent):
gliO;he right to vote on ML partnership matters (section

(2) The right to redeemthe ML partnership interest
(section 9.02(b));

(3) The right to inspect financial and ot her pertinent
information relating to ML (section 3.09(d)(i)-(v));

(4) The right to access any properties or assets owned by
ML (section 3.09(d)(vi)); and

(5) The right to veto early liquidation of ML, unless such

liquidation is required by State | aw (section 10.01).

Under section 7.02 of the Texas Revised Limted Partnership
Act, a partnership agreenent may, but is not required to, limt
the partnership rights that may be transferred when a partner
transfers or assigns an interest in a partnership. In this case,
petitioners made their retention of the above rights (and the
nonrecei pt thereof by CFT) explicit by the terns of the ML
partnership agreenment that they adopted. Section 8.03 of the ML

partnership agreenent, discussing the transfer of a limted
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partnership interest to an assignee, is set forth, in part,
bel ow

[ Aln Assignee shall be entitled only to all ocations of

Profits and Losses * * * and distributions * * * which

are attributable to the Assigned Partnership Interests

held by the Assignee and shall not be entitled to

exerci se any Powers of Managenent nor ot herw se

participate in the managenent of the Partnership nor

the control of its business and affairs. * * *

As expl ained, the above |imtations on the charitable gift
transferred by petitioners to CFT are the basis for petitioners’
cl ai med characterization and valuation of the gift to CFT as an
assignee interest in ML, as distinguished froman ML
partnership interest, and (as petitioners thensel ves contend)

t hey woul d appear to constitute substantive and significant

limtations.

Deductibility of Gfts to Charity of Partial Interests

CGenerally, and apart fromcertain specified statutory
exceptions noted bel ow, where | ess than donors’ entire interests
in property are transferred to charity, the charitable
contributions--for Federal gift tax purposes, as well as for
Federal incone and estate tax purposes--are to be treated as
partial interests and any clainmed gift, income, and estate tax
charitabl e deductions relating thereto are to be disallowed. See
secs. 2522(c)(2) (gift tax disallowance), 170(f)(3) (incone tax

di sal l owance), 2055(e)(2) (estate tax disall owance).
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Set forth below, in part, is the statutory | anguage of
section 2522(c)(2) that, for Federal gift tax purposes, generally
di sal l ows charitabl e deductions for gifts to charity of parti al

i nterests:

SEC. 2522(c). Disallowance of Deductions in Certain Cases.--

* * * * * * *

(2) Where a donor transfers an interest in property
(other than an interest described in section 170(f)(3)(B))
to a person, or for a use, described in subsection (a) or
(b) [qualified charities] and an interest in the sane
property is retained by the donor, or is transferred or has
been transferred (for | ess than an adequate and full
consideration in noney or noney’'s worth) fromthe donor to a
person, or for a use, not described in subsection (a) or
(b), no deduction shall be allowed under this section for
the interest which is, or has been transferred to the
person, or for the use, described in subsection (a) or (b)

* %
Treasury regul ations applicable to the above statutory
provi sions provide exanples of charitable gifts of partial
interests subject to the above disallowance rule. Section
1. 170A-7(d), Exanple (1), Incone Tax Regs., treats as a partial
interest a gift to charity of the rent-free use of one floor of
an office building where the donor owns the entire office
bui | di ng.
Section 20.2055-2(e)(2)(i), Estate Tax Regs., classifies as
a partial interest a gift to charity of a reversionary interest

in an office building where the decedent transfers to his wife a
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life estate in the office building and where the decedent’s w fe
is still living when the reversionary interest passes to charity.

Section 25.2522(c)-3(c)(1)(i), Exanple (3), Gft Tax Regs.
treats as a partial interest a gift to charity of the right to
rental income fromreal property where the remaining interest in
the property is transferred to a noncharitabl e donee.

O her authorities recognize and di scuss the above general
rul e under which charitabl e deductions are disallowed for gifts
to charity of partial interests.

In Stark v. Conm ssioner, 86 T.C. 243 (1986), we held that a

gift to the U S. Forest Service of real property constituted a
partial interest where the donor retained a mneral interest in
the real property. The gift to charity, however, of the parti al
i nterest was deducti bl e because the particular restricted m neral
interest retained by the taxpayer was not regarded as
substantial. In interpreting section 170(f)(3) for incone tax
pur poses, we stated that the partial interest rule “applies to
contributions [to charity] of less than the taxpayer’s entire
interest in property, including, but not limted to,
contributions of the right to use property.” 1d. at 250.

In Rev. Rul. 81-282, 1981-2 C.B. 78, it was held that a gift
to charity of corporate stock constituted a disallowed parti al
interest where the donor retains the right to vote the gifted

stock (a gift not dissimlar fromthe gift to CFT of the
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nonvoting, assignee interest in the ML partnership). See also
Stewart et al., Charitable Gving and Solicitation, par. 9004 at
9002 (1999), which states that “A donor can run afoul of the
partial interest rules by retaining a property interest or right
while transferring the primary incidents of ownership to
charity.”?

As indicated previously, for Federal gift, inconme, and
estate tax purposes, certain l[imted statutory exceptions to the
above rule applicable to partial interests are avail abl e under
whi ch specified types of partial interests transferred to charity
will qualify for charitable deductions (nanely, certain fixed
income transfers to charity and certain remainder interests
gifted to charitable annuity trusts, to unitrusts, and to pool ed
i ncone funds). See secs. 2522(c)(2)(A) and (B) (gift tax),
170(f)(2)(A and (B) (inconme tax), 2055(e)(2)(A and (B) (estate

tax). These statutorily qualified forns of deductible parti al

1 Treatises discussing charitable contributions interpret
the rel evant Code provisions as outlined above, and | have not
di scerned how the situation involved in the instant case woul d
not be covered by the above Code provisions disallowng a tax
deduction for gifts to charity of partial interests. See, e.g.,
8 Mertens, Law of Federal |ncone Taxation, secs. 31:97 to 31:112
(1999 rev.); Beckwith, 839 Tax Mgnt. (BNA), “Estate and G ft Tax
Charitabl e Deductions”, secs. V, Xl at A-50 (2001); Kirschten &
Freitag, 521-2d Tax Mgnt. (BNA), “Charitable Contri butions:
| ncone Tax Aspects”, sec. II-F (2002); Sanmansky, Charitable
Contri butions and Federal Taxes, ch. 8 (1993); Stephens et al.
Federal Estate and G ft Taxation, secs. 5.05, 11.02 (8th ed.
2002); Stewart et al., Charitable Gving and Solicitation, pars.
9001-9012, 10,022, 11,012 (1999).
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interest charitable gifts are subject to strict guidelines which
provi de assurance that the charitable deductions to be all owed
reflect the approxi mate anount to be received by charity. See
sec. 25.2522(c)-3(d)(2)(iv), Gft Tax Regs.

In addition to the above statutorily qualified forns of
deductible partial interests transferred to charity, section
170(f)(3)(B) sets forth a nunber of other types of parti al
interest gifts with respect to which charitable deductions are
al l owabl e. Under section 170(f)(3)(B), charitable deductions are
allowed for gifts not in trust of remainder interests in a
personal residence or farm(sec. 170(f)(3)(B)(i)), gifts to
charity not in trust of an “undivided portion” of a transferor’s
entire interest in property (sec. 170(f)(3)(B)(ii)), and
qual i fied conservation contributions (sec. 170(f)(3)(B)(iii)).
Wth regard to charitable gifts of an undivided portion of a
transferor’s entire interest in property, section 25.2522(c)-
3(c)(2)(i1), Gft Tax Regs., provides, in part, as follows:

An undi vided portion of a donor’s entire interest in

property nust consist of a fraction or percentage of

each and every substantial interest or right owned by
the donor in such property * * * 2 * x *

2 Parallel provisions for income and estate tax purposes
with regard to deductions relating to charitable gifts of an
undi vi ded portion of a taxpayer’'s entire interest in property are
set forth in sec. 1.170A-7(b)(1)(i), Inconme Tax Regs., and sec.
20. 2055-2(e)(2) (i), Estate Tax Regs.
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In Stark v. Conm ssioner, supra at 252-253, we expl ai ned as
fol |l ows:

Where the interest retained by the taxpayer is so

i nsubstantial that he has, in substance, transferred

his entire interest in the property, the tax treatnent

should so reflect. * * *

* * * A charitable contribution deduction should

be allowed only where the retained interest has a de

mnims value. Mreover, the insubstantial retained

interest nust not potentially interfere in any manner

with the donee’s interest. * * * [Citation omtted.]

In Rev. Rul. 81-282, 1981-2 C.B. 78, it was concluded that a
t axpayer’s retention of a right to vote shares of stock
contributed to charity constitutes a substantial right because a
right to vote gives the holder a voice in the managenent of the
conpany and is crucial to protecting a stockholder’s financi al

i nterest.

In Mam Natl. Bank v. Comm ssioner, 67 T.C. 793, 800

(1977), (involving the transfer of stock into a subordinated
securities account), we concluded that retained voting rights,

anong others, constitute substantial rights.

Application to McCord

As stated, the retained rights involved in Rev. Rul. 81-282,
1981-2 C. B. 78, appear to be anal ogous to the rights retai ned by
petitioners herein. By providing in the ML partnership
agreenent limtations on transfers of ML partnership interests

and by transferring to CFT only an assignee interest in ML,
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petitioners retained the voting and the other rights in the ML
limted partnership associated with the assignee interest
transferred to charity. Because the rights retained by
petitioners with regard to their ML Iimted partnership interest
woul d be treated as substantial, under section 170(f)(3)(B)(ii)
the portion thereof transferred to CFT woul d appear not to
qualify as an undivided portion of petitioners’ entire ML
[imted partnership interest.

| would reiterate that it is the perceived substanti al
significance of petitioners’ retained rights on which petitioners
t hensel ves, petitioners’ valuation experts, and the majority
opinion rely to justify assignee status and increased val uation
di scounts for the gifted interest.

It woul d appear that for the above analysis not to apply to
the gift involved in the instant case, petitioners ML |limted
partnership interest would have to be interpreted as consisting
of two separate and distinct interests (an economc interest and
a noneconomc interest) wth petitioners transferring to CFT an
undi vi ded portion of the separate econom c interest.

| submt that the correct interpretation would be to treat
petitioners ML limted partnership interest as one interest
consi sting of both econom c and noneconom c rights, with
petitioners having transferred to CFT only their economc rights

therein. Under this interpretation, it would appear that
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petitioners should be regarded as having made a charitable gift
to CFT of a partial interest intheir ML limted partnership
interest, which charitable gift would be subject to the gift tax

di sal | omance provision of section 2522(c)(2).3

3 | recognize that under the disallowance rul e of sec.
2522(c)(2), as suggested herein, petitioners’ clainmed charitable
deduction for their gift to Synphony al so woul d be disall owed as
a gift of a partial interest.
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CH ECHI, J., concurring in part and dissenting in part: |
concur in result with respect to the portions of the majority

opi nion under the headings “l1V. Extent of the Rights Assigned”

and “VI1I. Effect of Children's Agreenent To Pay Estate Tax

Liability”.
| cannot responsibly cast an affirmative vote with respect
to the portion of the majority opinion under the heading “V.

Fair Market Value of the Gfted Interest”. The determ nati on of

fair market value is a factual determnation and is necessarily a

matter of judgnent and approximation. See, e.g., Estate of Davis

v. Comm ssioner, 110 T.C 530, 537 (1998). | amnot in a

position to state that | agree with every judgnment and every
approxi mati on made by the majority opinion in determning the
fair market value of the gifted interest. Mreover, because
valuation is a factual matter and necessarily an approxi mation
and a matter of judgnent, | do not believe that the Court is
bound in other cases by the judgnments and approxinations in the
maj ority opinion.

| dissent fromthe portion of the majority opinion under the

heading “VI. Charitable Contribution Deduction for Transfer to

CFT” and fromthe ultimte holding of the majority opinion under

the heading “VMIIl. Conclusion”. Although I join Judge Foley’s

dissent, | wite separately to express additional reasons for ny
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di ssent and to enphasize certain of the reasons for Judge Foley’s
di ssent.

| disagree with the follow ng characterization by the
maj ority opinion of what petitioners transferred to CFT under the
assi gnnent agreenent: “By way of the assignnent agreenent,
petitioners transferred to CFT the right to a portion of the
gifted interest.” Majority op. p. 61 (enphasis added). Under
t he assignnment agreenent, petitioners did not transfer to CFT
merely “the right to” a specified portion of the gifted interest.
On January 12, 1996, petitioners transferred to CFT the portion
of the gifted interest described in that agreenent. |n other
words, on that date, petitioners transferred to CFT that portion,
if any, of the 82.33369836-percent assignee interest in ML
remai ning after the respective transfers under the assignnent
agreenent to petitioners’ children, the trusts, and the Synphony;
i.e., that portion of such assignee interest having a fair market
val ue as of the date of that agreenment in excess of $7, 044, 933.

| also disagree with the position of the majority opinion,
see mpjority op. pp. 61-65, that under the assignnent agreenent
petitioners transferred to CFT a 3.62376573- percent assi gnee
interest in ML. The 3.62376573-percent assignee interest was
set forth in the confirmation agreenent that was executed in
March 1996. The majority opinion does not nention the

confirmati on agreenent but neverthel ess requires that agreenent
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to control for purposes of determ ning the assignee percentage
interest that petitioners transferred under the assignnment
agreenent to CFT (as well as the respective assi gnee percentage
interests that petitioners transferred under the assignnent
agreenent to petitioners’ children, the trusts, and the
Synphony). The confirnmation agreenent on which the majority
opinion relies was not executed until March 1996, 2 nonths after
t he assignnment agreenent was effective, and is not the
controlling donative instrunment.

I nstead of referring to the confirmati on agreenent in
support of the position that petitioners transferred to CFT a
3.62376573- percent assignee interest in ML, the majority opinion
mai ntains that there is in effect a valuation instruction in the
assi gnnment agreenent which mandates that result. According to
the majority opinion, pursuant to that purported val uation
instruction, the fair market val ue agreed upon by the donees to
determ ne the assignee percentage interest transferred to CFT (as
well as to determne the respective assignee percentage interests
transferred to petitioners’ children, the trusts, and the
Synphony) is fixed and may never change for purposes of
determ ning such interest, even if such val ue agreed upon by the
donees is ultimtely determned not to be the fair market val ue
of such interest. The majority opinion concludes that therefore

the resulting assignee percentage interest transferred to CFT (as
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wel |l as the respective assignee percentage interests transferred
to petitioners’ children, the trusts, and the Synphony), as set
forth in the confirmation agreenent, is fixed and may never
change.

The assi gnnent agreenent does not contain a valuation
instruction that requires what the majority opinion indicates
that agreenent requires. According to the majority opinion, that
val uation instruction appears in the follow ng paragraph in the
assi gnnment agreenent:

For purposes of this paragraph [the paragraph
transferring to petitioners’ children, the trusts, the
Synphony, and CFT certain portions of the 82.33369836-
percent assignee interest in ML that petitioners
transferred under the assignnent agreenment], the fair
mar ket val ue of the Assigned Partnership Interest [the
gifted interest consisting of the 82.33369836- percent
assignee interest in ML] as of the date of this

Assi gnnent Agreenent shall be the price at which the
Assi gned Partnership Interest woul d change hands as of
the date of this Assignnent Agreenent between a

hypot hetical willing buyer and a hypothetical wlling
seller, neither being under any conpul sion to buy or
sell and both having reasonabl e know edge of rel evant
facts. Any dispute with respect to the allocation of
t he Assigned Partnership Interests anong Assi gnees
shall be resolved by arbitration as provided in the
Part nershi p Agreenent.

As can be seen fromreading the foregoi ng paragraph, the
purported val uation instruction consists of a paragraph in the
assi gnnent agreenent which defines the term“fair market val ue”.
Petitioners required the donees to use that definition when they
al | ocated anong t hensel ves the respective portions of the gifted

interest which petitioners transferred to them under the
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assi gnnent agreenent. The definition of the term“fair market
val ue” for that purpose is the sane definition used for Federa
gift tax purposes. See sec. 25.2512-1, Gft Tax Regs. The | ast
sentence of the above-quoted paragraph nerely requires that any
di spute with respect to the allocation of the gifted interest
anong the donees be resolved by arbitration as provided in the
partnership agreenent. Nothing in that paragraph nmandates that
if the fair market value of the gifted interest to which the
various donees agreed is ultimately determ ned not to be the fair
mar ket val ue of that interest, no adjustnent nmay be nade to the
respecti ve assi gnee percentage interests allocated to CFT and the
ot her donees, as set forth in the confirmation agreenent. |
believe that the majority opinion’s construction of the above-
quot ed paragraph is strained, unreasonable, and inproper and
leads to illogical results.

In essence, the majority opinion concludes that the donees
of the gifted interest nade a mstake in determning the fair

mar ket value of that interest and that petitioners are stuck with

that m staken val ue solely for purposes of determ ning the
respecti ve assi gnee percentage interests transferred to the
donees under that agreenent.

The majority opinion states that

t he assignnment agreenent contenplates the all ocation of

the gifted interest based on the assignees’ best

estimation of that value. Moreover, each of the
assi gnees’ percentage interests was determ ned
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exactly as contenplated in the assignnent agreenent

(wi thout recourse to arbitration), and none can

conplain that they got any |less or nore than

petitioners intended themto get. * * * [Majority op.

p. 63.]

The assi gnnment agreenent does not “contenplate”, as the
maj ority opinion states, that the allocation of the gifted
i nterest be “based on the assignees’ best estination of that
[fair market] value.” 1d. Under the assignnent agreenent,
petitioners transferred to the donees specified portions of the
gifted interest determ ned by reference to the fair market val ue
of such portions, as defined in that agreenent, and not upon sone
“best estimation of that value.”

The assi gnnent agreenent required that the allocation be
based upon fair market value as defined in that agreenent, which
the majority opinion acknow edges is the sane definition of that
termfor Federal gift tax purposes. The nmjority opinion has
found that the donees did not nmake the allocation on the basis of
that definition. The donees thus failed to inplenent the donors’
(1.e., petitioners’) mandate in the assignnent agreenent when
they arrived at anounts which they believed to be the respective
fair market val ues of the specified portions of the gifted
interest that petitioners transferred to them but which the

maj ority opinion has found are not the fair market values of such

portions.
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The majority opinion, using the definition of fair market
value in the Federal gift tax regul ations and the assi gnnent
agreenent, determnes that the fair market value of the gifted
interest used by the donees is not the fair market val ue of such
interest. It follows that the assi gnee percentage interest
allocated to CFT in the confirmation agreenent in March 1996 (as
wel |l as the respective assignee percentage interests allocated in
that confirmation agreenent to petitioners’ children, the trusts,
and the Synphony) is not the assignee percentage interest that
petitioners transferred in the assignnent agreenent to that donee
on January 12, 1996.

The position of the majority opinion conflicts with the
provi sions of the assignnment agreenent as to the respective
portions of the gifted interest that petitioners transferred
under that agreenent to petitioners’ children, the trusts, the
Synphony, and CFT. Consequently, that position leads to results
that are in violation of what petitioners transferred to the
donees under that agreenent. According to the majority opinion,
the aggregate fair market value of the aggregate 77.21280956-
percent assignee interests allocated to petitioners’ children and
the trusts is $9,269,089. Mijority op. p. 64. However, under
t he assi gnnent agreenent, petitioners transferred to their
children and the trusts portions of the gifted interest having an

aggregate fair market value equal to $6,910, 933, determ ned
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according to the definition of the term*®“fair market value” in
t he assignnment agreenent, which is the sane definition in the
Federal gift tax regulations.! Thus, the aggregate fair narket
val ue of the aggregate assignee percentage interests transferred
to petitioners’ children and the trusts, as determ ned by the
majority opinion (i.e., $9,269,089), exceeds the aggregate fair
mar ket val ue of such interests that petitioners transferred to
t hose donees in the assignnent agreenment (i.e., $6,910,933).
Such a result is rejected by and viol ates that agreenent.?

FOLEY, J., agrees with this concurring in part and
di ssenting in part opinion.

!According to the mpjority opinion, the fair market val ue of
the 1.49712307-percent assignee interest allocated to the
Synphony is $179,724. Mjority op. p. 64. However, under the
assi gnment agreenent, petitioners transferred to the Synphony a
portion of the gifted interest having an aggregate fair market
val ue of at nost $134, 000, determ ned according to the definition
of the term*“fair market value” in the assignnent agreenent,
which is the sane definition in the Federal gift tax regul ations.

2The sane is true of the result with respect to the Synphony
under the majority opinion s analysis.
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FOLEY, J., concurring in part! and dissenting in part:
Undaunted by the facts, well-established | egal precedent, and
respondent’s failure to present sufficient evidence to establish
his determ nations, the majority allow their olfaction to
di spl ace sound | egal reasoning and adherence to the rule of |aw
The gift closed on January 12, 1996, and on that date petitioners
transferred to CFT all of petitioners’ assigned partnership
i nterests exceeding $7,044,933 (i.e., the amount exceeding the
$6, 910,933 transferred to the sons and the trusts plus the
$134,000 transferred to the Synphony).

As the trial judge, | concluded that, on January 12, 1996,
petitioners transferred a $2, 838,899 assignee interest to CFT.
On that date, the interest was accepted and received by CFT, and
not subject to a condition precedent or subsequent. Sec.

25.2522(c)-3(b) (1), Gft Tax Regs.; see al so Comm ssi oner V.

Sternberger’s Estate, 348 U. S. 187 (1955); Hamm v. Conm ssioner,

T.C. Meno. 1961-347, affd. 325 F.2d 934 (8th Cr. 1963).
Furthernore, | concluded that respondent fell woefully short of
neeting his burden? regarding the applicability of the substance

over form violation of public policy, and reasonable probability

' I concur only in result with respect to secs. 1V, V(E)
and VI1(C) of the majority opinion.

2 The parties agree that respondent, pursuant to sec. 7491,
had the burden of proof.



- 95 -
of receipt doctrines.® Inexplicably, the nmajority ignore
respondent’s primary contentions (i.e., that the substance over
formand violation of public policy doctrines are applicable) and
base their holding on an interpretation of the assignnent
agreenent that respondent never raised. |In section |, | address
the majority’s holding. 1In sections Il and Ill, respectively, I
address respondent’s contentions relating to the substance over
formand violation of public policy doctrines.

| . The Mpjority's Analysis of the Assignnent Agreenent Is
Faulty

The majority begin by stating correctly that the “gift tax
is inposed on the value of what the donor transfers, not what the
donee receives.” Majority op. p. 60. Yet, they then proceed to
rely on a tortured analysis of the assignnment agreenent that is,
ostensibly, justification for shifting the determ nation of
transfer tax consequences fromthe date of the transfer (i.e.,
January 12, 1996, the date of the assignnment setting forth what
petitioners transferred) to March 1996 (i.e., the date of the
confirmation agreenent). The majority’s analysis of the
assi gnnent agreenent requires that petitioners use the Court’s
valuation to determ ne the value of the transferred interests,

but the donees’ appraiser’s valuation to determ ne the percentage

3 The reasonabl e probability of receipt doctrine was not
one of respondent’s primary contentions, but it was referenced in
hi s opening brief.
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interests transferred to the charitable organizations. There is
no factual, legal, or logical basis for this conclusion.

A. The Gft Was Conpl ete on January 12. 1996

The value of the transferred property and the anount of the
transferor’s charitable deduction are determ ned as of the date
the gift becane conplete. Sec. 2512(a). Pursuant to Texas |aw,
the transfer becane conplete on January 12, 1996, the date
petitioners and the donees executed the assignnment agreenent. In
fact, respondent states:

It is undisputed that the January 12, 1996 Assi gnnent
Agreenent was executed by conpetent donors, evidenced the
donors’ present intent to irrevocably divest thenselves of
ownership of the partnership interests, delivered to the
partnership, and signed and accepted by donees conpetent to
receive such a transfer. Accordingly, the Assignnent
Agreenent effected the present transfer under Texas | aw of
beneficial and legal title to the partnership interests to
t he donees. (Enphasis added.)

The Court, like petitioners and respondent, is bound by
section 2512(a), which requires us to value the property “at the

date of the gift” (enphasis added). The charitable donees and

t he amount allocated to them were specifically identified, and

t hus ascertainabl e, upon the execution of the assignnent
agreenent. Respondent readily acknow edges, and petitioners
undoubt edly agree, that the January 12, 1996, assi gnnent
agreenent was “signed and accepted by donees conpetent to receive
such a transfer.” Yet, in determning the charitable deduction,

the majority rely on the confirmati on agreenent w thout regard to
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the fact that petitioners were not parties to this agreenent, and
that this agreement was executed by the donees nore than 2 nonths
after the transfer.*

The majority state that the property transferred to CFT
“was not expressed as a specific fraction of the gifted interest
(e.g., one-twentieth), nor did petitioners transfer to CFT a
specific assignee interest in ML (e.g., a 3-percent assignee
interest).” Myjority op. p. 61. The majority appear to assert,
w thout any authority, that petitioners’ charitable deduction
cannot be determned unless the gifted interest is expressed in
terns of a percentage or fractional share.® The assignnent
agreenent specifically identified the transferees and the
transferred property. Regardless of how the transferred interest

was described, it had an ascert ai nabl e val ue.

4 Subsequent events typically do not affect the val ue of
transferred property. See lthaca Trust Co. v. United States, 279
U S 151 (1929); Estate of McMrris v. Conm ssioner, 243 F. 3d
1254 (10th G r. 2001), revg. T.C Meno. 1999-82; Estate of Smith
v. Comm ssioner, 198 F.3d 515 (5th Cr. 1999), revg. 108 T.C 412
(1997); Propstra v. United States, 680 F.2d 1248 (9th G r. 1982).

5 This position is remniscent of previous attenpts by
respondent to inpose a fractional, or percentile, share rule in
the marital deduction context—a position that was consistently
rejected by the courts and not inplenented until Congress anmended
sec. 2056 to conformw th respondent’s position. See sec.
2056(b)(5), (7) and (10); Northeastern Pa. Natl. Bank & Trust Co.
v. United States, 387 U S. 213 (1967); Janes v. United States,
366 U.S. 213 (1961); Estate of Al exander v. Conm ssioner, 82 T.C.
34 (1984), affd. wi thout published opinion 760 F.2d 264 (4th Cr.
1985) .
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Accordingly, pursuant to section 2501, the entire $9, 883, 832
transfer is subject to gift tax, and a charitable deduction is
alloned for the $2,972,899 (i.e., $9, 883,832 - $6, 910, 933)
transferred to or for the use of the Synphony and CFT. Sec.
2522. CFT's retention of a nmuch smaller interest (i.e.,
3.62376573 percent) than what petitioners transferred to it has
no effect on the value of the transferred property on the date
the gift becane conplete.®

B. Determ nation by the Donees Does Not Bind This Court

The majority conclude that petitioners may deduct the
$2,838,899 (i.e., $9,883,832 - $7,044,933) transferred to CFT on
January 12, 1996, only if the agreenent gave each donee *an
enforceable right to a fraction of the gifted interest determ ned
with reference to the fair market value of the gifted interest as

finally determ ned for Federal gift tax purposes”. Majority op.

p. 63 (enphasis added). Sinply put, the majority are w ong.
First, a $2,838,899 ML interest was transferred to or for

the use of CFT. In their fervor to reject this transaction, the

6 CFT' s subsequent transfer of ML interests may have
conferred an inperm ssible private benefit on petitioners’ sons.
See Am_Canpaign Acad. v. Conmm ssioner, 92 T.C 1053
(1989) (hol ding that conferral of a benefit on an unrel ated person
may constitute an inperm ssible private benefit). The deduction
pursuant to sec. 2522 is not allowed for a transfer to an
organi zati on unl ess such organi zation is operated exclusively for
one or nore of its charitable purposes. Sec. 25.2522(a)-1(b),

G ft Tax Regs. Respondent, however, did not raise, or present
any evidence relating to, this issue.
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majority assert a line of analysis that is contrary to both the
established facts and respondent’s litigating position. Pursuant
to the assignnment agreenent, the gift closed, and beneficial and
legal title to the assigned interest was transferred to CFT on
January 12, 1996. Respondent contends that, irrespective of when
the gift closed, the Court nmust ignore all internediate steps and
focus on the end result (i.e., the cash received in redenption).
The majority sidestep the assignnent agreenent and redenpti on,
and focus on the allocation in the confirmtion agreenent.

Second, the majority cite regulations that are inapplicable
to petitioners’ transfer. See sec. 1.664-2(a)(1)(iii), Income
Tax Regs. (relating to charitable remainder annuity trusts); sec.
20. 2055-2(e)(2)(v) and (vi)(a), Estate Tax Regs. (relating to
guaranteed annuity interests), and 25.2702-3(b)(1)(ii)(B) and
(b)(2), Gft Tax Regs. (relating to qualified annuity interests).
Majority op. pp. 63-64 note 46. The deductibility of al
transfers to charities is not governed by these requirenents.

Third, as the nmgjority acknow edge, petitioners transferred
to the donees “a fraction of the gifted interest based on the
val ue of that interest as determ ned under Federal gift tax
val uation principles.” WMjority op. p. 62. There is no material
di fference between fair market value “as determ ned under Federal
gift tax valuation principles” and fair market value “as finally

determ ned for Federal gift tax purposes”. Once this Court’s
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jurisdiction is properly invoked, the fair market val ue of any
property is what this Court determnes it is, and a determ nation
relating to a charitabl e deduction pursuant to section 2522
requires use of the Court’s fair market value of the transferred
property. Qur determnation of fair market value is both fair
mar ket val ue under gift tax principles and as finally determ ned
for Federal gift tax purposes. Moreover, had petitioners’
assi gnment agreenent included the magical words “as finally
determ ned for Federal gift tax purposes”, the majority assert
only that they “m ght have reached a different result.” Mjority
op. p. 63.

Fourth, the majority state:

There is sinply no provision in the assignnment

agreenent that contenplates the allocation of the

gifted interest anong the assi gnees based on sone

fixed value that m ght not be determ ned for severa

years. Rather, the assignnent agreenent contenpl ates

the allocation of the gifted interest based on the

assignees’ best estimation of that value. [Mjority

op. pp. 62-63.]
The fact is, the assignnent agreenent effected the transfer of an
assignee interest. Petitioners’ assignnment agreenent could not,
and does not, |imt the Court’s ability to correctly determ ne
the fair market value of such interest. Nor could the assignnent
agreenent nmandate that the donees’ determ nation of fair market
value is conclusive and final for gift tax purposes.

Finally, unlike respondent, who contends that the charitable

deduction is limted to the $338,967 CFT received in the
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redenption, the majority seek to restrict petitioners’ charitable
deduction to the $435,019 interest (i.e., 3.62376573 percent) CFT
retai ned pursuant to the confirmation agreenent. |n essence, the
reasoning set forth by the magjority borrows fromboth the
integrated transaction and violation of public policy doctrines.
The majority’s disregard of the transfer of property interests
pursuant to the assignnent agreenent, and focus on the allocation
of interests pursuant to the confirmation agreenent, inplicates
the integrated transaction doctrine. Simlarly, the ngjority’s
refusal to adhere to the explicit ternms of the assignnent

agreenent inplicates the violation of public policy doctrine.

1. Respondent Did Not Establish Applicability of the Substance
Over Form Doctri ne

Respondent contended that formation of the limted
partnership, assignnment of partnership interests, confirmation of
t he assignnent, and redenption of the charities’ partnership
interests were all part of an integrated transaction where
petitioners intended to transfer all of their assets to their
sons and the trusts. Respondent sinply failed to neet his

bur den.

Courts have enpl oyed the substance over form doctrine where
a taxpayer, intending to avoid the gift tax, transfers property
to an internediary who then transfers such property to the

i ntended beneficiary.’” 1In sonme instances the internedi ary was

" The Court of Appeals for the Fifth Crcuit and other
(continued. . .)
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used to disguise the transferor. See Schultz v. United States,

493 F.2d 1225, 1226 (4th Cr. 1974) (finding that brothers
pl anned to avoid gift taxes through repeated reciprocal gifts to

each others’ children); Giffin v. United States, 42 F. Supp.2d

700, 707 (WD. Tex. 1998) (finding that husband and w fe engaged
in a schene where the wife “was nerely the internmediary through
whi ch the stock passed on its way to the ultimte beneficiary”);

Estate of Murphy v. Commi ssioner, T.C Meno. 1990-472

(disregarding an intrafamly stock transfer where the Court found
an informal fam |y agreenent to control the stock collectively).

In Heyen v. United States, 945 F.2d 359 (10th G r. 1991)

(di sregarding as shanms 27 transfers of stock to internedi ate
beneficiaries who then transferred the stock to the original
transferor’s famly), however, the internediary was used in an
attenpt to disguise the transferee. Respondent, relying on
Heyen, asserts that the Synphony and CFT were nerely
internediaries in petitioners’ plan to transfer their ML

interests to their sons and the trusts.

I n Heyen, a taxpayer, seeking to avoid the gift tax by
t aki ng advant age of the annual gift tax exclusion, transferred

stock to 29 internediate recipients, all but two of whom nade

(...continued)

courts have been reluctant to use substance over formin certain
cases involving conpleted gifts to charity. E. g., Carrington v.
Comm ssioner, 476 F.2d 704 (5th Gr. 1973) (holding, in an incone
tax case, that where respondent seeks to use the step transaction
doctrine to disregard a donation of appreciated property to a
charitabl e organi zation, the central inquiry is whether the donor
parted with all dom nion and control), affg. T.C. Meno. 1971-222.
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bl ank endorsenments of the stock, which the issuing bank
subsequently reissued to the intended beneficiaries. The court

st at ed:

The [internmedi ate] recipients either did not know they
were receiving a gift of stock and believed they were
merely participating in stock transfers or had agreed
before receiving the stock that they woul d endorse the
stock certificates in order that the stock could be
rei ssued to decedent’s famly. [1d. at 361.]

The court further stated:

The evidence at trial indicated decedent intended to
transfer the stock to her famly rather than to the
internmedi ate recipients. The internediary recipients
only received the stock certificates and signed themin
bl ank so that the stock could be reissued to a nenber
of decedent’s famly. Decedent nerely used those
recipients to create gift tax exclusions to avoid
paying gift tax on indirect gifts to the actual famly
menber beneficiaries. [1d. at 363.]

In order for us to ignore petitioners’ allocation in the
assi gnnent agreenent, respondent nust establish that petitioners
coordi nated, and the charities colluded in or acquiesced to, a
plan to avoid petitioners’ gift taxes by underval uing the
transferred interests and intended to divert CFT's interest to

their sons and the trusts. See Heyen v. United States, supra;

Schultz v. United States, supra; Giffin v. United States, supra;

Estate of Murphy v. Conm ssioner, supra. Respondent did not

present the requisite evidence for us to invoke the substance

over form doctri ne.

Respondent stated on brief that, after execution of the

assi gnnent agreenent, petitioners “washed their hands” of the
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transaction, and the donees took over. Petitioners’ sons’
i nvol venent in the subsequent allocation of the transferred
interests does not affect the petitioners’ gift tax liability,
particularly in the absence of a showi ng that petitioners
retai ned some control over the subsequent allocation. See sec.
25.2511-2(a), Gft Tax Regs. (stating that the gift tax is
measured by the value of the property passing fromthe donor).
Petitioners’ sons and the estate planner nmade all the
arrangenents relating to the valuation. This Court, however,
will not inmpute to petitioners an intent to avoid the gift tax
merely fromthe appraiser’s valuation of the transferred
partnership interests, the sons’ involvenent in the planning
process, or the hiring of an estate planner charged with tax

m nimzation. See Estate of Strangi v. Conmm ssioner, 115 T.C.

478, 484-485 (2000) (“Mere suspicion and specul ati on about a
decedent’ s estate planning and testanentary objectives are not
sufficient to disregard an agreenent in the absence of persuasive
evi dence”), revd. on other grounds 293 F.3d 279 (5th Cr. 2002);
Hall v. Conmm ssioner, 92 T.C 312 (1989).

Respondent failed to establish that the Synphony or CFT
partici pated, know ngly or otherwse, in a plan to facilitate
petitioners’ purported avoidance of gift tax. Indeed, the
testi nony and evi dence established that the Synphony and CFT
acted independently. CFT did not hire its own apprai ser because
it had confidence in the appraiser hired by petitioners’ sons.

VWhile in hindsight (i.e., after this Court’s valuation) it was
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i nprudent for the charitable organizations to forgo an
i ndependent apprai sal,® these organi zati ons were not sham
internediaries. Prior to signing the confirmation agreenent, the
Synphony and CFT coul d have independently valued ML, forced
arbitration, and thwarted any purported plan to avoid the gift

tax. Cf. Conpaq v. Conm ssioner, 277 F.3d 778, 784 (5th G

2001) (declining, in an incone tax case, to disregard a
transaction that involved even a mniml anount of risk and was
conducted by entities separate and apart fromthe taxpayer),

revg. 113 T.C. 214 (1999).

There is no evidence of an inplicit or explicit agreenent,
bet ween petitioners and either the Synphony or CFT, that the
Synphony or CFT woul d accept |ess than that which petitioners
transferred to each organization. |In fact, respondent stipul ated
that “Before the call right was exercised, there was no agreenent
anong M. or Ms. MCord, the McCord brothers, the Synphony or
CFT as to when such a buyout would occur or to the price at which

t he buyout woul d occur.”

In sum respondent failed to establish that the

underval uation of ML, reallocation of ML interests, and

8 Ms. WIlhoite, president of the Synmphony, and M.

Fj or dback, president of CFT, each had an obligation to ensure
recei pt of the property interests petitioners transferred to the
Synphony and CFT, respectively. See Tex. Socy. DAR, Inc. v. Ft.
Bend Chapter, 590 S.W2d 156, 164 (Tex. Civ. App. 1979), (citing
Intl. Bankers Life Ins. Co. v. Holloway, 368 S.W2d 567 (Tex.
Sup. Ct. 1963)); see also Texas Non-Profit Corporation Act, Tex.
Rev. Civ. Stat. art. 1396-2.22 (2002).
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subsequent transfer of a portion of CFT's ML interest to the
sons and the trusts, were parts of a plan by petitioners to avoid
the gift tax. CFT's retention of a much smaller interest (i.e.,
3.62376573 percent) than petitioners transferred, pursuant to the
assi gnnent agreenent, has no effect on the value of the
transferred property on January 12, 1996, the date the gift

becane conpl et e.

[11. Fornmula C ause Does Not Violate Public Policy

Relying primarily on Conm ssioner v. Procter, 142 F.2d 824

(4th Cr. 1944), respondent contended that petitioners’ formula
cl ause was agai nst public policy, and therefore void, because
such clause “is a ‘poison pill’ created to discourage audit of
the gifts and to fabricate phantomcharitable gift and incone tax

deducti ons.”

I n Conm ssioner v. Procter, supra, the court considered a

clause causing a gift to revert to the donor if a court

determ ned that the gift was taxable. The court held that such a
clause “is clearly a condition subsequent and voi d because
contrary to public policy.” 1d. at 827. The court reasoned that
the cl ause woul d di scourage the coll ection of tax because
attenpted collection would defeat the gift, the clause would
“obstruct the adm nistration of justice by requiring the courts
to pass upon a noot case”, and the clause, if allowed to stand,
woul d defeat the judgnent of a court. [d. Likewise, in Ward v.

Comm ssioner, 87 T.C. 78 (1986), a clause allowed the taxpayer to
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revoke a gift of stock if it was determ ned that, for gift tax
pur poses, the fair market val ue of such stock exceeded $2, 000 per
share. The Court simlarly concluded that such a clause was a
condi ti on subsequent and void because it was agai nst public
policy.

Contrary to the valuation clauses in Conm sSsioner V.

Procter, supra, and Ward v. Conm ssioner, supra, which adjusted

t he anount transferred based upon a condition subsequent,
petitioners’ valuation clause defined the anount of property
transferred. Sinply put, petitioners’ gift does not fail upon a
judicial redetermnation of the transferred property’s val ue.
Petitioners nade a legally enforceable transfer of assignee
interests to CFT, with no provision for the gift to revert to
petitioners or pass to any other party on the occurrence of
adverse tax consequences. CFT nerely failed to protect its

i nterest adequately. Procter and Ward are distingui shabl e.

Petitioners’ formula clause was not agai nst public policy.

| V. Concl usi on

The majority seek to restrict petitioners’ charitable
deduction to that which CFT accepted in the confirmation
agreenent. The parties agree that the gift closed upon the
execution of the assignnent agreenent. At that nonent,
petitioners transferred and CFT had a $2,838,899 ML interest.
CFT waived its arbitration rights, and petitioners did not

participate in the subsequent allocation. Wether CFT failed to
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adequately protect its interest or was swi ndl ed by petitioners’
sons does not affect the value of what petitioners transferred to

CFT.

The majority prudently avoid using the substance over form
violation of public policy, or realistic possibility of receipt
doctrines as support for their holding. The majority, however,
di sregard the assignment agreenent, other established facts, and
applicable case law in order to support a line of analysis and
concl usion that even respondent did not advocate. W are not
responsi ble for protecting the fisc. Rather, our role and duty
are to interpret and adhere to the rule of |aw—-even if

unconfortable with the result.

CHIECH , J., agrees with this concurring in part and
di ssenting in part opinion.
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LARO, J., dissenting: A thin mgjority holds today that
“each petitioner is entitled to a charitable contribution
deduction under section 2522 of $207,510 resulting fromthe
transfer to CFT [ Conmunities Foundations of Texas, Inc.].”
Majority op. at 65. Each petitioner reported for that transfer a
charitabl e deduction of $162,172.60, and CFT is not entitled to
enjoy any funds in excess of that anobunt. |In that the majority
respects the subject transaction and all ows each petitioner to
deduct a charitable contribution of approximtely $45, 000 for

value that a charity will never enjoy, | dissent.

1. Majority Applies Its Owm Approach

To reach the result that the majority desires, the majority
decides this case on the basis of a novel approach neither
advanced nor briefed by either party and concludes that the Court
need not address respondent’s argunents as to public policy and
integrated transaction. Mjority op. p. 64 note 47.
Specifically, under the majority’ s approach (majority’s
approach), the term“fair market value” as used in the assignnent
agreenent denotes sinply the value ascertained by the parties to
that agreenent (or, in certain cases by an arbitrator) and not
t he actual anmount determ ned under the firmy established
hypot hetical willing buyer/hypothetical willing seller test that

has been a fundanental part of our Federal tax system for decades

on end. Majority op. p. 64 note 47; see also United States v.

Cartwight, 411 U S. 546, 550-551 (1973) (“The willing buyer-
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willing seller test of fair market value is nearly as old as the
federal inconme, estate, and gifts taxes thenselves”). Wereas
the majority ostensibly recognizes that firnmly established test
inits determnation of the fair market val ue of the subject
property, majority op. p. 64 note 46, the majority essentially
hol ds that the parties to the assignnent agreenment are not bound
by that test when they thensel ves ascertain the fair market val ue

of that property, id. at 61-64.

As | understand the majority’s rationale, the parties to the
assi gnnent agreenent are not bound by that test because the
assi gnnment agreenent only uses the phrase “fair market value” and

not the phrase “fair market value as finally determ ned for

Federal qift tax purposes”. To ny mnd, the subject property’s

fair market value is its fair market value, notw thstandi ng

whet her fair market value is ascertained by the parties or
“finally determined for Federal gift tax purposes”. | know of
nothing in the tax law (nor has the majority nentioned anyt hing)
that provides that property such as the subject property may on
t he sane val uation date have one “fair market val ue” when
“finally determined” and a totally different “fair market val ue”

if ascertained beforehand.! The majority’s interpretation of the

! The three regulatory provisions relied upon by the
majority (majority op. p. 64 note 46) in support of its position
do not adequately support that position. Sec. 1.664-
2(a)(1)(iii), Income Tax Regs., for exanple, uses the phrase

(continued. . .)
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assignment agreenent is at odds with the interpretation given
t hat agreenent by not only the trial Judge, but by both parties

as wel | .

The majority allows petitioners an increased charitable
contribution that woul d be disall owed under either the public
policy or integrated transaction doctrine. 1In that both of these
doctrines are fundanental to a proper disposition of this case,
it is incunmbent upon the Court to address one or both of them
The majority inappropriately avoids discussion of these doctrines
by relying on the principle that the Court “nmay approve a
deficiency on the basis of reasons other than those relied upon
by the Conm ssioner”. Mjority op. p. 64 note 47. The mgjority,
however, fails to recognize that the mgjority i s not approving
respondent’s deficiency in full but is rejecting a portion of it.
In fact, the majority even acknow edges that “the application of
respondent’s integrated transaction theory would result in an
initial increase in the anount of petitioners’ aggregate taxable
gift by only $90, 011". Id. \Whereas the majority attenpts to
downsi ze the significance of a $90,011 adj ustnent by
recharacterizing it as “only” and “less than 1 percent”, id., the

fact of the matter is that the dollar magnitude of a $90, 011

Y(...continued)
“fair market value * * * incorrectly determ ned by the fiduciary”
to refer to an earlier determnation of fair market value that is
i nconsistent with the fair market value “finally determ ned for
Federal tax purposes”.
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increase is significant to the fisc (as well as to nost people in
general) notwithstanding that it may constitute a smal
percentage of the aggregate taxable gift as found by the
majority.2 | know of no principle of tax |law (nor has the
majority cited one) that provides that an adjustnent otherw se
required by the tax law is inappropriate when it is a small

percentage of a base figure such as aggregate taxable gifts.

2. | ncreased Charitabl e Deduction Is Against Public Policy

Al'l owi ng petitioners to deduct as a charitable contribution
the increase in value determned by the Court is against public
policy and is plainly wong. No one disputes that CFT will never
benefit fromthe approximately $45,000 that each petitioner is
entitled to deduct as a charitable contribution pursuant to the
maj ority opinion. Nor does anyone dispute that the only persons
benefiting fromthe increased value are petitioners and that the
only one suffering any detrinent fromthe increased value is the
fisc. | do not believe that Congress intended that individuals
such as petitioners be entitled to deduct charitable
contributions for anmpbunts not actually retained by a charity.

See Hamm v. Conmi ssioner, T.C Meno. 1961-347 (charitable

contribution under sec. 2522 requires “a reasonable probability

2 The majority does not state what the $90,011 is |less than
1 percent of. | believe the majority is referring to the
relationship of the $90,011 to the aggregate taxable gift as
found by the majority.
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that the charity actually will receive the use and benefit of the
gift, for which the deduction is clainmed”), affd. 325 F.2d 934
(8th Gr. 1963).

| would deny a charitable deduction for the increased val ue
by applying to this case a public policy doctrine that is simlar

to the doctrine applied by the Courts in Conm ssioner v. Procter,

142 F. 2d 824, 827 (4th Gr. 1944), revg. on other grounds a

Menmor andum Qpi ni on of this Court, and Ward v. Conm Ssi oner,

87 T.C. 78 (1986). In Conm ssioner v. Procter, supra, the

t axpayer transferred certain property interests to a trust
benefiting his children. The trust instrument provided that, if
a conpetent Federal court of last resort should find any part of
the transfer to be subject to gift tax, then that portion of the
property subject to such tax would not be considered to have been
transferred to the trust. The Court of Appeals for the Fourth
Crcuit declined to respect this adjustnment provision. The court

st at ed:

We do not think that the gift tax can be avoi ded by any
such device as this. Taxpayer has nmade a present gift
of a future interest in property. He attenpts to
provide that, if a federal court of |ast resort shal
hold the gift subject to gift tax, it shall be void as
to such part of the property given as is subject to the
tax. This is clearly a condition subsequent and void
because contrary to public policy. A contrary hol ding
woul d nean that upon a decision that the gift was
subject to tax, the court making such deci sion nust
hold it not a gift and therefore not subject to tax.
Such hol di ng, however, being made in a tax suit to

whi ch the donees of the property are not parties, would
not be binding upon them and they m ght | ater enforce
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the gift notw thstandi ng the decision of the Tax Court.
It is manifest that a condition which involves this

sort of trifling with the judicial process cannot be
sustained. [ld. at 827. * * *]

The court also noted that the adjustnment clause was contrary to
public policy because: (1) Public officials would be di scouraged
fromattenpting to collect the tax since the only effect would be
to defeat the gift; (2) the adjustnent provision would tend to
obstruct the adm nistration of justice by requiring the court to
address a noot case; and (3) the provisions should not be

permtted to defeat a judgnent rendered by the court. [d.

We followed Procter in Ward v. Conmi SSi oner, supra. I n

Ward, the taxpayers, husband and wife, each transferred 25 shares

of stock to each of their three sons. At the tinme of the gifts,
t he taxpayers and their sons executed a “gift adjustnent
agreenent” that was intended to ensure that the taxpayers’ gift
tax liability for the stock transfers would not exceed the
unified credit against gift tax that the taxpayers were entitled
to at that time. 1d. at 87-88. The agreenent stated that, if it
should be finally determined for Federal gift tax purposes that
the fair market value of the transferred stock either was |ess
than or greater than $2,000 per share, an adjustnent woul d be
made to the nunber of shares conveyed so that each donor would
have transferred $50,000 worth of stock to each donee. 1d. W
concluded that the fair market value of the stock exceeded $2, 000

per share for each of the relevant years. [d. at 109.
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More inmportantly, we declined to give effect to the gift
adj ust rent agreenent. W noted that honoring the adjustnent
agreenent would run counter to the policy concerns articulated in

Conmi ssioner v. Procter, supra. Ward v. Conm ssioner, supra at

113. W al so concl uded that uphol di ng the adjustnment agreenent
woul d result in unwarranted interference with the judici al

process, stating:

Furthernore, a condition that causes a part of a
gift tolapse if it is determned for Federal gift tax
pur poses that the value of the gift exceeds a given
anount, so as to avoid a gift tax deficiency, involves
the sane sort of “trifling with the judicial process”
condemmed in Procter. |If valid, such condition would
conpel us to issue, in effect, a declaratory judgnent
as to the stock’s value, while rendering the case noot
as a consequence. Yet, there is no assurance that the
petitioners will actually reclaima portion of the
stock previously conveyed to their sons, and our
deci sion on the question of valuation in a gift tax
suit is not binding upon the sons, who are not parties
to this action. The sons may yet enforce the gifts.
[1d. at 114.]

Here, CFT receives no benefit fromthe Court-determ ned
increase in the value of the subject property, but petitioners
benefit in that they are entitled to an additional charitable

deduction. As was true in Commi ssioner v. Procter, supra, the

possibility of an increased charitable deduction serves to
di scourage respondent fromcollecting tax on the transaction
because any attenpt to enforce the tax due on the transaction is

of no advantage to the fisc.
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3. Each Step of the Transaction Is Part of an |nteqrated
Tr ansacti on

Al'l of the steps which were taken to effect the transfer of
petitioners’ partnership interests to their sons (inclusive of
the trusts) were part of a single integrated transaction. The
purpose of that transaction was to transfer the interests with an
avoi dance of Federal gift taxes, while, at the sane tine,

di scouraging audit of the transfer and manufacturing phantom
charitable gift and incone tax deductions in the event that the
value of the transfer was later increased. | reach ny concl usion
in light of the follow ng facts which were found by the trial
judge or are reasonable inferences therefrom (1) Petitioners
wer e seeking expert advice on the transfer of their wealth with
m ni mal tax consequences, (2) the transaction contenpl ated that
the charities would be out of the picture shortly after the gift
was made, (3) the transfers of the partnership interests to the
charities were subject to a call provision that could be
exercised at any tinme, (4) the call provisions were exercised

al nost contenporaneously with the transfers to the charities,
(5) the call price was significantly below fair market val ue,
(6) the charities never obtained a separate and i ndependent
apprai sal of their interests (including whether the call price
was actually the fair market value of those interests),

(7) neither charity ever had any managerial control over the

partnership, (8) the charities agreed to waive their arbitration
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rights as to the allocation of the partnership interests, and
(9) petitioners’ sons were at all tines in control of the
transaction. | also query as to this case why a charity would
ever want to receive a mnority limted partnership interest, but
for an understanding that this interest would be redeenmed quickly
for cash, and find relevant that the interest was subject to the

call provision that could be exercised at any tine.

4. Concl usion

The majority has placed its stanp of approval on a
transaction that not only is a prinme exanple of clear taxpayer
abuse but has as its predom nant (if not sole) purpose the
avoi dance of Federal taxes. The majority has done so either
because it does not recognize the abuse or, nore likely, that it
feels inpotent to stop the abuse. The majority has gone as far
as to condone taxpayer-abusive behavior by allow ng petitioners
to deduct a charitable contribution for anounts which will never
benefit a charity. For these and the other reasons stated

herein, | dissent.

VASQUEZ, J., agrees wth this dissenting opinion.



