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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVE, Judge: Respondent determ ned a deficiency of $930, 864

in the Federal estate tax of the estate of decedent Marcia P

Hof f man. After concessions,! the issues for decisions are: (1)

The notice of deficiency contained a nunber of adjustnents

to decedent’s estate tax return. The parties have agreed to a
stipulation of settled issues which disposes of nost of the

(continued. . .)
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Whet her guaranteed distributions under a marital settl enment
agreenent survived decedent’s death and are includable in her
gross estate under section 2031;2 and (2) the fair market val ue
of certain property interests held by decedent at the tine of her
deat h.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, stipulation of settled issues, and the
attached exhibits are incorporated herein by this reference.

Marcia P. Hof fman (decedent) died testate on February 18,
1994. The beneficiaries of her estate are her children and
grandchildren. At the tinme of her death, decedent resided in
Pinellas County, Florida. A Federal estate tax return was filed
on behalf of decedent’s estate on February 21, 1995, wherein the
al ternate val uation date, August 18, 1994, was selected. Donald
F. Chanberlain, Sr. (M. Chanberlain), and Elisabeth Hof fman (M.
Hof f man), decedent’s daughter, were |isted as the executors on
decedent’ s estate tax return. Respondent sent notices of

deficiency to both M. Chanberlain and Ms. Hoffman. In the

Y(...continued)
adjustnents. The remai ni ng adj ust nents proposed by respondent
remai n di sputed by the estate and are addressed in this opinion.

2Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect as of the date of decedent’s
death, and all Rule references are to the Tax Court Rul es of
Practi ce and Procedure.
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petition, Ms. Hoffman was |isted as the executrix of decedent’s
estate. At the time the petition was filed, M. Chanberl ain
resided in Mchigan, and Ms. Hoffman resided in Illinois.

Decedent married Al fred Hoffman, Jr. (M. Hoffman), on June
2, 1961, and they had three children during their marriage. On
January 15, 1992, the marri age between decedent and M. Hoffman
was dissolved in the Crcuit Court of Pinellas County, Florida.
Decedent and M. Hoffman entered into a “Marital Settlenent
Agreenent” (the marital settlenent), effective as of QOctober 17,
1991, which was incorporated into the divorce decree.® The
presiding judge did not interpret the marital settlenent or
i npose any conditions in addition to those set forth in the
marital settlenent. The presiding judge noted that the marital
settlenment was fair and reasonable and was freely and voluntarily
entered into by both parties with the full benefit of counsel and
ot her experts.

Marital Settl enent Agreenent

The marital settlenment was divided into 20 articles.
Article | provided that the marital settlenent was intended to be
a full settlenent of all matters pending in the divorce
proceedi ngs, including a division of the marital assets and

provi sions for the support of decedent.

SArt. XV of the marital settlenment provided that “The | aws
of the State of Florida shall govern the validity, construction
interpretation and effect of this Agreenent.”
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Article 1V, entitled “Alinony”, required M. Hoffrman to pay
decedent, as permanent alinmony, the annual sum of $300, 000,
payabl e binmonthly in equal installnments of $12,500. The conbi ned
amount of the binonthly installments, $25,000, was referred to as
the “I Nl TI AL BASE MONTHLY ALI MONY AMOUNT.” The paynents
comenced on January 1, 1992, and only the death of decedent or
M. Hoffrman would act to termnate the alinony due. The paynents
to decedent were described as alinmony for spousal support and
were intended by the parties to be taxable to decedent as incone
and deductible by M. Hoffrman for Federal inconme tax purposes.

Article VI, entitled “Equitable D vision of Marital Estate”,
divided the existing marital property of decedent and M. Hoffman
and was intended to settle all issues regarding the marital
property. In addition to other obligations, M. Hoffnmn was
required to convey to decedent: (1) One-half of his 55-percent
interest in Clubside Partnership (C ubside); (2) 100 percent of
the stock of Hoffnman Associates, Inc. (Hoffman Associates), and a
| oan receivable from Hof f man Associ ates; (3) 770 shares of stock
in Wal den Lake, Inc. (W.I); and (4) 560 shares of stock in Sun
Cty Center, Inc. (SCC)

Par agraph 6.6B of article VI provided for distributions to
decedent from W.l and SCC. In the event that W. and SCC did not
make the distributions by certain dates, M. Hoffman personally

guar ant eed paynent of specific anmbunts to decedent on or before
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the dates. Paragraph 6. 6B provided:

B. The parties contenplate that there shall be to
each of them as shareholders in * * * [W.I and SCC|
distributions, fromtine to tinme, that wll otherw se
be effectuated pursuant to the articles and byl aws of
t he subject corporations, as well as Florida law. In
that regard, the Husband hereby personally guarantees
to the Wfe, the followi ng distributions on or before
the tinme hereinafter provided * * *

The dates and anounts of the distributions provided as part of

M. Hoffman’s guaranty obligation were as foll ows:

Dat e Anpount
12/ 31/ 1994 $100, 000
12/ 31/ 1996 250, 000
12/ 31/ 1998 300, 000
12/ 31/ 2000 400, 000
12/ 31/ 2002 500, 000
12/ 31/ 2004 450, 000

Tot al 2, 000, 000

The remai nder of paragraph 6.6B provided:

The parties’ current relationship as sharehol ders
of * * * [SCC and WLI] as well as the current financing
rel ati onships with the Bank of Boston authorize and
contenplate distributions to the sharehol ders for the
pur pose of paying incone taxes on undi stri buted,
taxabl e income to the shareholders. None of the
foregoi ng guaranteed distribuitions [sic] shall be
deened to be reduced by any distributions to the
sharehol ders nmade solely for the purpose of paying
federal inconme taxes due upon undistributed, taxable
income to said shareholders fromthe Subchapter S
corporations. It is the intention of this paragraph
that the Husband shall personally guarantee to the
Wfe, the distributions as set forth above fromthe
corporations, on a cunul ative basis, on or before the
dates indicated. In the event such distributions are
not made pursuant to the aforenentioned paragraph
consistent with the articles and byl aws of the
appl i cabl e corporations, then Husband shall be
personal ly obligated to pay the aforenentioned funds to
the Wfe, on or before the dates above. In the event
that the Husband is required to personally fund such
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money in lieu of corporate distributions, then, and in
that event, he shall be entitled to be repaid by the
Wfe, without interest, fromsuch distribution
ultimately received by the Wfe, at such tine these
distributions are received and exceed the guaranteed
anounts of paynents pursuant to 8 6.6(B) due as of that
time. Further, in the event that the Wfe shoul d sel
all or a portion of her stock in either of the
corporations, Husband shall also be entitled to be
repaid by the Wfe for any personal ly guaranteed
amounts funded in lieu of corporate distributions,

W thout interest, fromthe net after tax proceeds of
any such sale to the extent such net after tax
proceeds, together with all personally guaranteed
anounts and prior distributions to her pursuant to 8§
6.6(B) exceed the sumof Two mllion ($2, 000, 000.00)
dol |l ars.

Par agraph 6. 6D provided that nothing in the marital
settlenment, “except for the cunul ative receipt by the Wfe” of
t he paynents specified in paragraph 6.6B, would satisfy M.
Hof f man’ s obligation for the paynment of $2 million in personal
guaranties. The marital settlenment did not state that the $2
mllion guaranty was in the formof alinony and was silent as to
whet her M. Hoffrman’s obligation to decedent term nated at the
death of either party.

Article IV contained an offset provision related to article
VI. Paragraph 4.2 provided that the annual alinony received by
decedent woul d be reduced by $80 per year (at a rate of $6.67 per
nont h) for each $1, 000 received by decedent after January 1,
1992, pursuant to the ternms of paragraph 6.6B. Article IV
further provided:

4.3 Notwithstanding the fact that all amounts
received by the Wfe as the I NI TI AL BASE MONTHLY
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ALI MONY AMOUNT shal |l be deened taxable to the Wfe and

deducti bl e by the Husband for federal incone tax

purposes, it is the intent of the parties that al

anounts received by the Wfe pursuant to Paragraph

6.6(B), although they nmay operate to ultimtely reduce

the al i nrony anount payabl e by the Husband, shall not be

deened taxable to the Wfe as incone nor deductible by

t he Husband for federal inconme tax purposes. It is

intended by the parties that the * * * [guaranteed

paynent under paragraph 6.6B for $300, 000 due on or

bef ore Decenber 31, 1998], upon being paid, will create

a principal sumfor the Wfe which, if invested at the

rate of eight percent (8%, wll create sufficient

income to reduce her need for permanent alinony

contenpl ated by this Agreenent, based upon the

af orenmenti oned terns.

Par agraph 6. 6E cont ai ned another offset provision. This
provision related to conpensation received by M. Hoffrman for his
performance of all services related to SCC and W.I or ot her
i nvestnents. Paragraph 6.6E provided that decedent was to
recei ve 35 percent of any and all posttax amounts received by M.
Hof f man as direct or indirect conpensation in connection with his
enpl oynent, to the extent that such conpensati on anmobunts exceeded
$600, 000 for any 1 cal endar year. To the extent decedent
recei ved any paynents pursuant to this provision, the amounts
recei ved woul d constitute partial satisfaction of M. Hoffnman’s
guaranty obligation under paragraph 6.6B. At such tine as M.
Hof f man paid all the anpbunts as required under paragraph 6.6B
the obligation that M. Hof fman pay decedent the excess

conpensation over $600,000 annually would term nate.
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Property Interests Held by Decedent at Time of Death

At the tinme of her death, decedent owned a 27.5-percent
interest in Cubside, a partnership owned collectively by
decedent and her famly.4 M. Hoffman owned a 27.5-percent
interest in Clubside, and the three children each held 15-percent
interests.

As of August 18, 1994, the asset-to-liability ratio of
Cl ubsi de was approximately 3 to 1. As of that date, it appears
Cl ubsi de had cash of approximately $3,176. Clubside’s only
significant asset was certain real property (Cathead property)
| ocated on North Cathead Point Road in Northport, Mchigan. The
Cat head property consisted of approxinmately 102 acres of
wat erfront property on Lake M chigan.® As of Decenber 30, 1992,
t he hi ghest and best use of the Cathead property was the

devel opment of the land into 20 waterfront inproved sites which

“The parties stipulated that decedent was a partner of
Clubside at the tine of her death. 1In its brief, the estate
argues for the first tine that the partnership interest was owned
by decedent’s revocable trust. Qur analysis and valuation of the
property interests in issue are the sane regardl ess of whether
decedent or decedent’s revocable trust was the owner of the
partnership interest. Because the partnership interest is
i ncludabl e in decedent’s gross estate in either situation and our
val uation analysis is not affected by such a determ nation, we
shall refer to the partnership interest as being owned by
decedent.

°The Cat head property included a two-story house | ocated on
an 8.5-acre site with 300 feet of |ake frontage which was owned
at the tinme of the appraisal by decedent and M. Hoffman, not
Cl ubsi de.
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could be built upon. At that tine, the Cathead property was not
listed for sale, and there were no known offers to purchase. An
apprai sal of the Cathead property, as of Decenber 30, 1992, was
performed by Juan Carbonell and M chael Tarnow (the Carbonell and
Tarnow report). The Carbonell and Tarnow report based its
val uation on a sal es conpari son approach® and assunmed that the
waterfront |lots could be sold over a 5-year period. The retai
sales prices realized during each year of the sale period were
di scounted by 9 percent to estimate their net present value.’” On
t he basis of the considerations above, the Carbonell and Tarnow
report valued the entire Cathead Property at $3,417,092. O this
amount, $870,000 was attributed to the house owned by decedent
and M. Hoff man.

As of Decenber 31, 1993, Cubside’s liabilities consisted of

accounts payabl e of $499 and the followi ng prom ssory notes:

Not e Payabl e Anpunt I nterest Rate Maturity Date
Mel i ssa Hof f man Trust $24, 000 7.61% 1/ 01/ 2012
Mat t hew Hof f man Trust 24, 000 7.61% 1/ 01/ 2012
El i sabet h Hof f man Tr ust 24, 000 7.61% 1/ 01/ 2012
Hof f man Associ at es 278, 147 7.61% 1/ 01/ 2012

The Carbonell and Tarnow report conpared the Cathead
property to other properties with simlar uses and utility that
had recently been sold. Next, dollar adjustnents were nmade to
account for the differences between the Cathead property and the
conparabl es. The adjustnents were totaled and factored into the
sales prices of the conparables to indicate a probabl e sales
price for the Cathead property.

"The 9-percent discount rate was arrived at by taking the
prime interest rate (6 percent) plus 1 percent and adding 1
percent each for risk and nonliquidity factors.



- 10 -

Mar ci a Hof f nan 173, 063 7.61% 1/ 01/ 2012

Al Hof fman, Jr. 189, 053 7.61% 1/ 01/ 2012

Mel i ssa Hof f man 62, 333 7.61% 1/ 01/ 2012

Mat t hew Hof f man 62, 334 7.61% 1/ 01/ 2012

El i sabet h Hof f nan 62, 333 7.61% 1/ 01/ 2012
Tot al 899, 263

The notes were unsecured, interest was to accrue, and no interest
or principal paynents were required until January 1, 2012.%
However, at |east with respect to the prom ssory notes payable to
decedent and Hof f man Associ ates, C ubside could prepay in full or
in part, without penalty, wth any such prepaynent first applied
to accrued interest and the bal ance applied to principal.
Addi tional ly, approxi mately $20,000 a year in taxes and
mai nt enance on the Cathead property was paid by M. Hoffman.
Cl ubside’s obligations to M. Hoffman were increased by these
amounts. In a financial statement dated June 3, 1994, M.
Hof f man’ s accountant estimated the value of M. Hoffman's 27.5-
percent interest in Cubside at $491, 966 as of Decenber 31, 1993.
At the tinme of her death, decedent owned all 7,500 shares of
stock in Hoffrman Associates, an S corporation. The princi pal
asset owned by Hof fman Associ ates was the C ubsi de prom ssory
note with a value at the date of maturity of $278,147, plus
accrued interest at a rate of 7.61 percent over 20 years.

At the tinme of her death, decedent owned 560 shares of

8The prom ssory notes payable to decedent and Hof f man
Associ ates were created on Jan. 1, 1992. It appears fromthe
evidence in the record that the renmai ning prom ssory notes were
al so created on Jan. 1, 1992.
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comon stock of SCC, representing 16.09 percent of the

out st andi ng conmon stock. Decedent also owned 770 of the 3,480
out standi ng shares of common stock of W.I, constituting a 22.13-
percent interest in WI. As of the valuation date, W was an S
cor poration whose principal business was the devel opnent and sal e
of honme sites and inproved acreage within the Wal den Lake

Devel opnent, located in Plant Cty, Florida. W.I had the

follow ng net earnings for the years 1990 through 1993:

Year Net Ear ni ngs
1990 $1, 682, 795
1991 455, 706
1992 1, 025, 958
1993 423, 769

For the years 1990, 1991, 1992, and 1993, financial statenents
wi th i ndependent auditor’s reports were prepared on behal f of
WLI, SCC, and other affiliated conpanies sharing common
ownership. For the years 1990 through 1992, separate audits were
made of W.. For 1993, the audit conbined the activities of W.I
with SCC and other affiliated conpani es sharing conmon owner shi p.
For the years 1991, 1992, and 1993, the earnings of W.I included
profits frominterconpany transactions wth SCC and the
affiliates.
OPI NI ON

The I nternal Revenue Code inposes a Federal estate tax on

the transfer of the taxable estate of a decedent who is a citizen

or resident of the United States. See secs. 2001 and 2002. The



- 12 -
val ue of the gross estate includes the value of all property to
the extent of the decedent’s interest therein on the date of
death. See sec. 2033. The executor, however, may elect to val ue
a decedent’s property as of an alternate valuation date; i.e., 6
nmont hs after death. See sec. 2032. The election to val ue
decedent’ s property as of the alternate valuation date was nade
in the instant case. The termvalue nmeans fair market val ue,
which is defined for Federal estate tax purposes as “the price at
whi ch the property woul d change hands between a willing buyer and
awlling seller, neither being under any conpul sion to buy or to
sell and both having reasonabl e know edge of relevant facts.”

United States v. Cartwight, 411 U S. 546, 551 (1973); sec.

20. 2031-1(b), Estate Tax Regs. The parties dispute: (1) Wether
the guaranty obligation of M. Hoffman is includable in
decedent’ s gross estate, and (2) the value of certain property
interests includable in decedent’s gross estate.

A. @Quaranty Provision in Marital Settl enent Agreenent

The estate argues that the guaranty obligation of M.
Hof fman is not includable in the gross estate because it
term nated on the death of decedent. The estate contends that
the marital settlenent is anbi guous, and, when read in
conjunction with the testinony of its witnesses, the narital
settlenment contenplates that the guaranty was to term nate on

decedent’ s death. Respondent argues that the nmarital settl enent
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i s unanbi guous and provi des for guaranteed paynents which survive
decedent’ s death and are includable in the gross estate.

The parties presented argunents on brief regardi ng whet her

we should apply the rule enunciated in Conm ssioner v. Daniel son,

378 F.2d 771 (3d Gr. 1967), vacating and remanding 44 T.C. 549
(1965),° or the less stringent “strong proof” rule. However,
t he Dani el son rule and the strong-proof rule apply only in the

case of an unanbi guous agreenent. See Cerlach v. Conm ssioner,

55 T.C. 156, 169 (1970); Pettid v. Conm ssioner, T.C Meno. 1999-

126. Because we find the terns of the nmarital settl enent

anbi guous, we do not apply either the Danielson rule or the

The Dani el son rul e provides:

a party can chall enge the tax consequences of his
agreenent as construed by the Conm ssioner only by
adduci ng proof which in an action between the parties
to the agreement would be adm ssible to alter that
construction or to show its unenforceability because of
m st ake, undue influence, fraud, duress, etc. * * *

[ Commi ssioner v. Danielson, 378 F.2d 771, 775 (3d CGr
1967), vacating and remanding 44 T.C. 549 (1965).]

Under the strong-proof rule, a taxpayer can ignore
unanbi guous terns of a binding agreenent only if he presents
“strong proof”, that is, nore than a preponderance of the
evidence that the terns of the witten instrunment do not reflect
the actual intentions of the contracting parties. Elrod v.
Comm ssi oner, 87 T.C. 1046, 1066 (1986). This Court generally
applies the strong-proof rule. See id. at 1065; Col eman v.
Commi ssioner, 87 T.C 178, 202 (1986), affd. w thout published
opinion 833 F.2d 303 (3d Cir. 1987); Ulman v. Conm ssioner, 29
T.C. 129 (1957), affd. 264 F.2d 305 (2d Gr. 1959). However, if
the case is appealable to a circuit which has adopted the
Dani el son rule, then we are bound to apply that rule. See &olsen

v. Comm ssioner, 54 T.C. 742, 756-757 (1970), affd. 445 F.2d 985
(10th Cr. 1971).
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strong-proof rule.! See Pettid v. Conm ssioner, supra.

The marital settlenment, in reference to the guaranty
obligation of M. Hoffman, consistently refers to paynents made
“to the Wfe”, and the possibility that “the Wfe” would have to
repay anounts to M. Hoffman if corporate distributions from SCC
and WLl exceeded guaranteed paynents nmade by M. Hof f man under
the guaranty provision. There is no reference to decedent’s
heirs or assigns in connection with decedent or M. Hoffman's
obl i gati ons under the guaranty provision. Additionally, the
of fset provisions found in the alinony section, and the guaranty
obligation found in the division of marital property section, are
dependent on each other for purposes of determ ning the anmount of
spousal support decedent was required to receive. The alinony
paynments, which were intertwined with the guaranty obligation and
excess conpensation provisions, termnated on the death of either
decedent or M. Hoffman. On the basis of the |language in the
guaranty provision and the dependent relationship between that
provi sion and the alinony section, we find that the terns of the
marital settlenent are unclear with respect to whether the

guaranty obligation of M. Hoffman survived decedent’s deat h.

1This Court has been reluctant to apply either rule in
situations involving the interpretation of a divorce settlenent
agreenent. See Weiner v. Comm ssioner, 61 T.C 155, 159-160
(1973); Mrsky v. Conm ssioner, 56 T.C. 664, 674-675 (1971),;
Gerlach v. Conmmi ssioner, 55 T.C 156, 169 (1970); Hopkinson v.
Comm ssioner, T.C Meno. 1999-154.
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The estate is not attenpting to alter the unanbi guous terns
of the marital settlenment and thus avoid the tax consequences
which flow fromit. Rather, the estate introduced the testinony
of three witnesses with personal know edge of the marital
settlenment in order to show that the parties intended the
guaranty obligation of M. Hoffman to be personal to decedent
only and to term nate upon the death of either party. For
pur poses of this case, the relevant inquiry is whether, under the
terms of the marital settlenent, the guaranty obligation of M.
Hof fman term nated on the death of decedent.

M. Hoffrman testified that the guaranteed paynents were tied
to alinony and that he did not intend for the guaranty obligation
to survive decedent’s death. He stated that the guaranty
provision was inserted into the marital settlenment because he did
not have enough cash up front to pay the anmount of alinony that
decedent wanted; thus, the parties to the marital settl enent
negoti ated | ower nonthly alinony paynents in the initial years
after the divorce in return for |arger paynents of cash in future
years. M. Hoffman testified that on the date the final
guar ant eed paynent was due, decedent woul d presumably have been
able to sell the SCC and W.I stock and |i qui date her hol di ngs,

t hereby neeting her financial needs. M. Hoffrman testified that
he had not made any paynents pursuant to the guaranty obligation

because he believed the guaranty obligation ceased at decedent’s
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death, and, further, that he did not intend to nake any paynents
to the estate under the guaranty.!?

The estate al so presented the testinony of Stephen Sessuns
(M. Sessuns), the attorney who represented M. Hoffman in his
di vorce proceedings with decedent. M. Sessuns testified that he
participated in the drafting of the marital settlenment and that
the guaranty obligation was intended to run personally to
decedent and to term nate on her death. He noted that the
guaranty provision did not preserve the right to the guaranteed
paynents for decedent’s heirs or assigns and that death was not
inserted into the agreenent as a condition termnating the
guar ant eed paynents because it was not contenplated that the
guaranties would flow to anyone else. M. Sessuns testified that
he believed that neither party intended for M. Hoffrman to nmake
t he guaranteed paynents after the death of decedent and that the
guaranty provision was sinply a backup for the alinony and was
intended to give decedent self-sufficiency.

Finally, the estate presented the testinony of Mark GOssi an
(M. Gssian), one of decedent’s attorneys in her divorce
proceedings. M. Gssian testified that the guaranty obligation
of M. Hoffrman was tied to the alinony provision and that the

whol e intention of the guaranteed paynments was to provide

2\ note that M. Hoffrman is not a beneficiary of
decedent’ s estate.
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decedent assistance for her support. He stated that once
decedent received the guaranteed paynents during her lifetine,
her need for support would be decreased and her need for alinony
woul d be offset. M. Ossian testified that it was his
under st andi ng that, upon death of decedent, M. Hoffnan woul d not
be required to make any paynents because the paynents were only
for the support of decedent.

The marital settlenment provides that the guaranteed paynents
were to be nade “to the Wfe” and that “the Wfe” would be
required to repay corporate distributions in excess of the
guar anteed paynents. The guaranteed paynents were connected with
specific alinony paynents in a nmanner which all owed the anmount of
the alinony paynments to be reduced in the event that the
guar ant eed paynents were nade. The portions of the narital
settlenment relating to the alinony and guaranty obligation of M.
Hof f man are uncl ear because the guaranty obligation could either
survive decedent’s death, or termnate at the tinme of that event,
dependi ng on how one reads the provision. The estate presented
testinony fromthree wi tnesses with personal know edge of the
ci rcunst ances surroundi ng the negotiation and drafting of the
marital settlenment. Al three witnesses were credi ble and
consistent in their testinony that the intention of the parties
was that the guaranteed paynents were to termnate on the death

of decedent. On the basis of the evidence in the record, we hold
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t hat the guaranteed paynents were intended to, and did, term nate
on the death of decedent.

Al ternatively, respondent argues that even if the guaranty

obligation were not part of the division of marital property, the
val ue of the paynents required under the guaranty obligation is
still includable in decedent’s gross estate because the
guar anteed paynents were in the formof |unp-sum ali nony.
Fl orida recogni zes three types of alinony: (1) Lunp-sum alinony;
(2) periodic alinobny;*® and (3) rehabilitative alinmony. See Fla.
Stat. Ann. sec. 61.08(1) (West 1997).'* Under Florida law, | unp-
sumalinmony is essentially the paynent of a definite sum (which

may be paid in installnents). See Mann v. Conm ssioner, 74 T.C.

1249, 1260 (1980); see also Canakaris v. Canakaris, 382 So.2d

1197, 1201 (Fla. 1980). Lunp-sum alinmony creates a vested right

whi ch survives death. See Mann v. Conmmi SSioner, supra at 1260;

3per manent periodic alinony is nost comonly used to
provi de support, although its use may be appropriate in limted
ci rcunstances to bal ance inequities which may result fromthe
al l ocation of inconme-generating property acquired during the
marri age. See Canakaris v. Canakaris, 382 So.2d 1197, 1202 (Fl a.
1980). As a general rule, pernmanent periodic alinony term nates
on the death of either spouse or the remarriage of the receiving
spouse. See id.

YFla. Stat. Ann. sec. 61.08(1) (West 1997) authorizes the
trial judge to “grant alinony to either party, which alinony may
be rehabilitative or permanent in nature. |In any award of
al i nony, the court may order periodic paynents or paynents in
lunmp sumor both.” Canakaris v. Canakaris, supra at 1200.
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Estate of Gary v. Conm ssioner, T.C. Mnob. 1991-38; Canakaris v.

Canakari s, supra at 1201

Respondent argues that the guaranteed paynents were in the
formof |unp-sum alinony; thus, they survived decedent’s death
and are includable in the gross estate. W disagree. The
marital settlenent was entered into by decedent and M. Hoffman
after lengthy negotiations. The terns of the marital settl enent
were freely and voluntarily entered into by the parties with the
full benefit of advice fromcounsel and other experts. In the
“Fi nal Judgnent of Dissolution of Marriage”, the presiding judge
di ssol ved the marri age between decedent and M. Hoffman and
approved, ratified, and confirnmed the marital settlenent. The
presiding judge did not interpret the marital settlenent or
i npose additional conditions. The term*®lunp-sum alinony” is not
used in the marital settlenment or in the final judgnent to
describe the guaranty obligation. The paynents described in the
al i nony section pertaining to the initial base nonthly alinony
anount were described as “permanent alinony”. As we discussed
earlier, the guaranty obligation was |linked to these paynents by
an offset provision. After review ng the evidence in the record,
we find no indication that the guaranty obligation was intended
by either the parties or the presiding judge to constitute “lunp-
sum al i nony” under Florida |law. Because the form of the

guar ant eed paynents was not specifically defined by the marital
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settlenment or the presiding judge, we rely on our prior findings
with respect to the intentions of the parties. As we held
earlier, the guaranty obligation was not intended to survive
decedent’ s death, and we do not find evidence establishing that
t he guaranteed paynents were in the formof |unp-sum alinony.
Accordingly, we hold that the guaranty obligation is not

i ncl udabl e in decedent’s gross estate.

B. Property Interests Held by Decedent at Tine of Death

Both parties relied on the reports and testinony of experts
to determ ne the val ue of decedent’s property interests for
estate tax purposes. Wiile expert opinions may assist in
evaluating a claim we are not bound by these opinions and nmay
reach a deci sion based on our own analysis of all the evidence in

the record. See Helvering v. National Gocery Co., 304 U S. 282,

295 (1938); Estate of Newhouse v. Conmm ssioner, 94 T.C 193, 217
(1990). Were experts offer conflicting estimates of fair market
val ue, we exam ne the factors they used and deci de the

appropriate weight given to each. See Casey v. Comm ssioner, 38

T.C. 357, 381 (1962). We may accept the opinion of an expert in

its entirety, see Buffalo Tool & Die Manufacturing Co. V.

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

the use of any portion, see Parker v. Conm ssioner, 86 T.C 547,

562 (1986).
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The parties dispute the value of: (1) Two prom ssory notes,
(2) decedent’s 27.5-percent interest in Clubside, and (3)
decedent’s stock interest in WI.

1. Value of d ubside Pronissory Notes

The parties dispute the value of two prom ssory notes of
Cl ubsi de, one payabl e to decedent and the ot her payable to
Hof f man Associ ates (of which decedent owned 100 percent of the
out st andi ng st ock).

For estate tax purposes, “the fair market val ue of notes,
secured or unsecured, is presuned to be the anount of unpaid
principal, plus interest accrued to the date of death, unless the
executor establishes that the value is |lower or that the notes
are worthless.” Sec. 20.2031-4, Estate Tax Regs. The burden of
proof is on the taxpayer to submt satisfactory evidence that the
note is worth less than the face value plus accrued interest
(e.g., because of the date of maturity, interest rate, or other

cause). See Estate of Pittard v. Conm ssioner, 69 T.C 391, 399

(1977); Estate of Berkman v. Conm ssioner, T.C Meno. 1979-46;

sec. 20.2031-4, Estate Tax Regs. In the instant case, both
parties departed fromthe presuned fair market val ue and
di scounted the prom ssory notes fromthe date of maturity to the
val uation date.

Respondent relies on the report and testinony of his expert

appraiser, Mark Mtchell (M. Mtchell), to determ ne the val ue
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of the Cl ubside prom ssory notes payable to decedent and Hof f man
Associates. M. Mtchell determ ned the value of the notes based
on the timng of paynents and the rate of return that a hol der of
the notes would require. To determ ne a proper return rate, he
reviewed: (1) Interest rates of various debt securities; (2)
corporate bonds of various ratings; (3) interest rates for
conventional nortgages, 30-year and 1-year Treasury securities,
and bank prine |oans; and (4) venture capital returns. M.
Mtchell felt that the prom ssory notes did not possess
characteristics of bonds that were in default and highly
specul ative in nature because the net proceeds froma sal e of
Cl ubside’ s assets (the Cathead property) would be sufficient to
satisfy all debt obligations as of the valuation date. M.
Mtchell felt that rates ranging from 10-to-15 percent would
adequately account for the risk of the prom ssory notes and
concluded that 12.5 percent was the appropriate rate.® M.
Mtchell stated that he believed that this rate of return
i ncorporated the lack of marketability of the prom ssory notes.
M. Mtchell assumed that the notes would not be paid until the
date of maturity; therefore, he applied the 12.5-percent rate of

return to the val ues he assigned the prom ssory notes as of the

M. Mtchell noted that this rate of return was nore than
5 percent above the bank prinme | oan rate and approxi mately 2
percent above a B-rated bond, which he expl ai ned has
vul nerability to default but currently has the capacity to neet
i nterest and principal paynents.
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date of maturity, $436, 465 and $701, 481, ' respectively. On the
basis of a 12.5-percent rate of return, M. Mtchell concl uded
that the values of the prom ssory notes payable to decedent and
Hof f man Associ at es were $56, 664 and $91, 070, respectively, as of
t he val uation date.

The estate relies on the report and testinony of its expert
apprai ser, Benjamn Bishop (M. Bishop), to determ ne the val ue
of the Cl ubside prom ssory notes payable to decedent and Hof f man
Associates. M. Bishop relied on public markets for guidance to
determ ne an appropriate rate of return that a know edgeabl e
investor would require for obligations simlar in maturity and
quality to the prom ssory notes. Specifically, he relied on
Moody’ s, Standard & Poor’s, and Fitch rating agencies to find
conpar abl e debt securities. M. Bishop felt that the d ubside
notes were nost conparable with the | owest-ranked securities,
whi ch required an approxi mate 18-percent rate of return. M.

Bi shop felt a lack of marketability di scount was appropriate

because the conparabl e bonds he used could be sold at any tine in

¥The anmpunt of principal at maturity, plus accrued interest
at arate of 7.61 percent over 20 years.

YThe anmpunt of principal at maturity, plus accrued interest
at arate of 7.61 percent over 20 years. Although M. Mtchel
arrived at a figure of $701,481 as the total paynent at the date
of maturity, we note that application of the figures used results
in a value of $701,487. Application of the 12.5-percent rate of
return by M. Mtchell results in the sanme figure, $91, 070, that
he determ ned as the value of this note.
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the public market while the C ubside notes | acked a public market
for sale. To account for this lack of marketability, M. Bishop
concl uded that a know edgeabl e investor would require a rate of
return at |east 25 percent higher than the 18-percent return
of fered by his conparable publicly traded bonds; thus, he
determ ned that the appropriate rate of return for the C ubside
notes was 22.5 percent. Based on a 22.5-percent rate of return,
M. Bishop cal culated that the present value of $1 received in 17
years and 4 nonths; i.e., the length of tinme between the
val uation date and the date of maturity of the prom ssory notes,
was $.039. M. Bishop applied the present value of $.039 to the
val ues as of the date of maturity and concl uded that the val ues
of the prom ssory notes payable to decedent and Hof f man
Associ ates were $17,022 and $27, 358, respectively, as of August
18, 1994.18

We are not persuaded by the anal ysis and concl usions of M.
Bi shop. His testinony reflected a | ack of know edge concerni ng
t he conparabl e conpani es used, and he failed to properly link
themto Clubside. M. Bishop admtted that all the conparables
used were “highly specul ative” and that none of the conparabl es
dealt with real estate. M. Bishop testified that he had “no

i dea” what the asset-to-liability ratio was for any of the

8\f . Bi shop assigned values to the prom ssory notes as of
the date of maturity of $436,464 and $701, 487, respectively.
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conpani es, and he was unable to provide any type of business
connection between the conparabl es and C ubside. Furthernore,
M. Bishop | acked know edge of the |ine of business that sone of
t he conpani es were engaged in. M. Bishop's failure to
adequately explain in his report or at trial how the conpanies
used were conparable to Clubside entitles his findings to little

weight. See, e.g., Estate of Flem ng v. Conm ssioner, T.C Meno.

1997-484. Overall, the conparabl e conpanies used by M. Bishop
were riskier in nature and did not accurately reflect the
financial position of C ubside.?

As of the valuation date, the C ubside prom ssory notes
payabl e to decedent and Hof f man Associ ates were unsecured and had
over 17 years remaining until the date of maturity. Interest was
to accrue until the date of maturity; thus, C ubside was not
under any obligation to make interest or principal paynents until

January 1, 2012.  ubside had other prom ssory notes, and there

. Bishop’s val uation was questionable in another area as
well. Application of a 22.5-percent rate of return to value the
prom ssory notes produces val uation anounts bel ow t hose
determned by M. Bishop. For exanple, the $17,022 and $27, 358
val ues determ ned by M. Bishop would have been $12, 950 and
$20, 813, respectively, based on a 22.5-percent rate of return
over 17 years and 4 nonths based on maturity val ues of $436, 464
and $701, 487, respectively. Application of the values determ ned
by M. Bishop reflects either: (1) Arate of return of 20.58
percent over 17 years and 4 nonths; or (2) a rate of return of
22.5 percent over 16 years. W note that we have cal cul ated
t hese figures using basic present value fornulae. See, e.g.,
Spera v. Commi ssioner, T.C Meno. 1998-225 n. 2, supplenented by
T.C. Meno. 1998-299.
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is no evidence that these notes were subordinate to the notes
payabl e to decedent and Hof fman Associ ates. The main asset of
Cl ubsi de was the Cathead property, and C ubside’ s avail abl e cash
was negligible as of the valuation date. However, as of the
val uation date, Cubside’s asset-to-liability ratio was
approximately 3 to 1, and C ubside had the option to prepay the
notes in full or in part, wthout penalty, at any tinme. There is
no evidence in the record to indicate that the prom ssory notes
woul d not be honored by C ubside as of the date of maturity. W
believe that a willing buyer would consider all these factors in
determ ning an appropriate rate of return on an investnent of
this nature. After reviewing the reports and testinony of both
parties’ experts, we agree with respondent that a 12.5-percent
rate is appropriate and hold that the values of the prom ssory
not es payabl e to decedent and Hof f man Associ ates were $56, 664 and
$91, 070, respectively, as of the valuation date.

2. Value of 27.5-Percent Interest in C ubside Partnership

At the tinme of her death, decedent held a 27.5-percent
interest in Clubside. Respondent determ ned that decedent’s
interest was worth $338,000 as of the val uation date. The
estate determ ned that decedent’s interest was worth $290, 582 as

of the valuation date.?°

20At trial, M. Bishop admtted that he erred in his
anal ysi s because he did not properly account for the value of the
(continued. . .)
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For estate tax purposes, the fair market value of an
interest in a partnership “is the net anmount which a willing
pur chaser, whether an individual or a corporation, wuld pay for
the interest to a willing seller, neither being under any
conpul sion to buy or to sell and both having reasonabl e know edge
of relevant facts.” Sec. 20.2031-3, Estate Tax Regs. Al
relevant factors are considered, including: (1) A fair appraisal
of all assets of the partnership; (2) the denonstrated earning
capacity of the partnership; and (3) other specific factors, to
the extent applicable, relating to the valuation of corporate
stock. See id.

Respondent relies on his appraiser, M. Mtchell, who val ued
the partnership interest under a discounted net asset val ue
approach. M. Mtchell determ ned the net asset val ue of the
partnership, applied lack of marketability and mnority interest
di scounts, and then applied this figure to decedent’s 27.5-
percent interest. The estate relied on its appraiser, M.

Bi shop, who val ued the partnership interest under a |iquidation
approach. M. Bishop determ ned the val ue of decedent’s interest
by projecting the sale of Cubside’ s assets over 3 years,

subtracting liabilities, applying decedent’s percentage ownership

20(. .. continued)
prom ssory notes. After adjusting for this error, M. Bishop
testified that the value of the partnership interest was
$289, 913.
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interest, and then applying a rate of return he felt a
know edgeabl e i nvestor woul d require.

Clubside’s only significant asset as of the valuation date
was the Cathead property. M. Bishop and M. Mtchell both
relied on the Carbonell and Tarnow report which valued the entire
Cat head property at $3,147,092 as of Decenber 30, 1992, of which
$870, 000 was attributed to the house owned by decedent and M.

Hof fman. M. Bishop determ ned that the fair market value of the
Cat head property owned by C ubside was $2,547,092%' as of August
18, 1994, while M. Mtchell determned that the fair market

val ue of the property as of that date was $2, 685, 057. 22

The liabilities of Clubside as of the valuation date
consi sted of accounts payabl e of $499 and the foll ow ng

prom ssory notes payabl e:

Not e Payabl e Anpunt I nterest Rate Maturity Date
Mel i ssa Hof f man Trust $24, 000 7.61% 1/ 01/ 2012
Mat t hew Hof f man Trust 24, 000 7.61% 1/ 01/ 2012
El i sabet h Hof f man Tr ust 24, 000 7.61% 1/ 01/ 2012
Hof f man Associ at es 278, 147 7.61% 1/ 01/ 2012
Mar ci a Hof f nan 173, 063 7.61% 1/ 01/ 2012
Al Hof fman, Jr. 189, 053 7.61% 1/ 01/ 2012
Mel i ssa Hof f man 62, 333 7.61% 1/ 01/ 2012

2IMr. Bishop reached his determ nation by subtracting the
val ue of the house owned by decedent and M. Hoffrman fromthe
val ue of the entire Cathead property.

2M. Mtchell reached his determi nation by making certain
adjustnents to the figures determned in the Carbonell and Tar now
report. Specifically, he adjusted the value of the property
upward to account for its present value and then subtracted the
present val ue of the house, comm ssions costs, holding costs, and
road i nprovenent costs.
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Vat t hew Hof f man 62, 334 7.61% 1/ 01/ 2012
El i sabet h Hof f man 62, 333 7.61% 1/ 01/ 2012
Tot al 899, 263

M. Mtchell discounted the face val ue of each note plus the
accrued interest thereon. M. Mtchell determned that the total
di scounted val ue of the notes payabl e was $294, 434, based on his
apprai sal of the prom ssory notes payable to decedent and Hof f man
Associates.?® M. Mtchell also determ ned that the conbined
val ue of property taxes on the Cathead property and the interest
[iability? which would accrue with respect to additional debt as
a result of the paynent of taxes, as of January 1, 2012, would be

$566, 9922° and di scounted this figure using the same 12.5-percent

2M. Mtchell determ ned that an investor would require a
12.5-percent rate of return for the C ubside prom ssory notes.
M. Mtchell applied the 12.5-percent rate of return to the other
notes payable to determ ne the total value of the notes payable
as of the valuation date. The follow ng chart sets forth M.
Mtchell’s conputations:

Not e Hol der Val ue at Maturity Fair Market Val ue
Mel i ssa Hof f man Trust $24, 000 $7, 858
Mat t hew Hof f man Trust 24, 000 7, 858
El i sabet h Hof f man Tr ust 24, 000 7, 858
Hof f man Associ at es 278, 147 91, 070
Mar ci a Hof f man 173, 063 56, 664
Al Hof fman, Jr. 189, 053 61, 899
Mel i ssa Hof f man 62, 333 20, 409
Mat t hew Hof f man 62, 334 20, 409
El i sabet h Hof f nan 62, 333 20, 409

Total s 899, 263 294, 434

2 nterest was factored into the property tax liability
because M. Hof fman was funding the property tax paynents.

BThis figure consists of $360,000 of property taxes and
$206, 992 of interest on the property taxes.
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rate applied to the prom ssory notes, resulting in a liability of
$73,609 as of the valuation date. M. Mtchell subtracted the
di scounted val ue of the notes payable, the property taxes and
interest, and the $499 accounts payable fromthe fair market
val ue of Clubside's assets, and arrived at a net asset val ue of
$2,319,634. M. Mtchell felt that a 35-percent |ack of
mar ketabi ity di scount and an 18-percent mnority interest
di scount were appropriate for Clubside.?® M. Mtchel
determ ned that the aggregate val ue of C ubside was $1, 229, 406
and that the fair market val ue of decedent’s 27.5-percent
interest was $338, 000. %/

M. Bishop determ ned the value of decedent’s partnership
interest in a different manner. He projected the sale of the
Cat head property over a period of 3 years. Then, M. Bishop
subtracted the anmount of interest that would accrue on the
prom ssory notes and the anmount of property taxes due on the
Cat head property after 3 years. M. Bishop assuned that the

val ue of the Cathead property would remain constant at

26The estate does not object to the percentage figures used
by M. Mtchell in applying the lack of marketability and
mnority interest discounts. M. Mtchell conbined the two
di scounts, resulting in a conbined discount rate of 46.7 percent,
whi ch he rounded up to 47 percent.

2"\W& note that respondent’s valuation is nore than 25
percent |less than the value determ ned as of Dec. 31, 1993, in
the financial statenment prepared for M. Hoffman by his
account ant .
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$2,547,092, and he estinmated that property taxes and interest on
t he prom ssory notes woul d amount to $250,000 after 3 years. The
net anount, $2,297,092, was the val ue he determ ned the
partnership would have after 3 years. M. Bishop felt that a
know edgeabl e i nvestor would require a 30-percent annual return
on such an investnent based on the follow ng assunptions: (1)
The interest was an illiquid mnority interest in a famly
partnership that would be difficult to market; (2) the only
source of cash-flow would be fromthe sale of real property, and
no such sal es had taken place as of the valuation date; (3) the
hol ders of the remaining 72.5 percent of the partnership were
rel ated, would manage the affairs in a responsible manner, and
M. Hoffman woul d continue to provide the cash to the partnership
to pay property taxes; and (4) the notes and accrued interest
t hereon woul d total over $2 million by the year 2012, making a
cash return on the partnership equity unlikely. Application of a
30-percent return over 3 years, as adjusted for decedent’s 27.5-
percent interest, yielded a fair market value for decedent’s
partnership interest of $290,582. %

We are not persuaded by the reports and testinony of M.
Bi shop with respect to the value of decedent’s interest in

Clubside. M. Bishop relied on the value assigned to the Cathead

22As we noted earlier, M. Bishop testified that he nade an
error in his valuation and that the corrected value of the
partnership interest was $289, 913.



- 32 -
property by the Carbonell and Tarnow report.?® The Carbonell and
Tarnow report determ ned the val ue of the Cathead property based
on a sale of all parcels of the Cathead property over a 5-year
period and with a 9-percent required rate of return. However, in
val uing decedent’s interest in Cubside, M. Bishop projected a
sale of all parcels of the Cathead property over a 3-year period
and with a 30-percent required rate of return. The estate failed
to explain why it used a 3-year period when it relied on the

Car bonel | and Tarnow report which used a 5-year period. In
support of a 30-percent rate of return, M. Bishop testified that
he used that figure based on his experience and judgnent, and the
fact that Clubside was a closely held famly partnership with no
basi c agreenents to sell anything. W find M. Bishop s 30-
percent rate of return over 3 years to be excessive based on the
facts before us. M. Bishop stated in his valuation report that
he had di scussions with real estate brokers |ocated near the

Cat head property who told himthat property values in that
vicinity of the Lake M chigan coastline area were stable with
nmodest appreciation. The estate presented no evidence to justify

a 30-percent rate of return.

M. Bishop did not adjust the value of the Cathead
property upward, despite testifying and stating in his valuation
report that he spoke with real estate agents who told himthat
property values in this area of Lake M chigan were stable with
nodest appreci ation.
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The estate’s valuation of C ubside was based on assunptions
unsupported by the record and was inconsistent in utilizing the
val ue of the Cathead property. Conversely, M. Mtchell’s
anal ysis of the value of C ubside was thorough and supported by
the evidence in the record. After reviewng all the evidence in
the record, we agree with M. Mtchell’s analysis and hold that
t he val ue of decedent’s 27.5-interest in Cubside was $338, 000 as
of the valuation date.

3. Value of Stock in W]

Respondent determ ned that the val ue of decedent’s 770
shares of stock in W. was $534, 000, without regard to the
guaranty provision. The estate determ ned that the val ue of
decedent’s 770 shares of stock in Wl was $316, 740, w t hout
regard to the guaranty provision. Respondent raised the issue of
the correct value of decedent’s stock interest in W.I after the
i ssuance of the notice of deficiency and agrees that he bears the
burden of proof with respect to this issue. See Rule 142(a);

Shea v. Comm ssioner, 112 T.C. 183, 191 (1999).

In the absence of arnis-length sales, the value of closely
hel d stock is determned indirectly by weighing the corporation’s
net worth, prospective earning power, dividend-paying capacity,

and other relevant factors. See Estate of Andrews v.

Commi ssioner, 79 T.C 938, 940 (1982); sec. 20.2031-2(f), Estate

Tax Regs. Additionally, the rights, restrictions, and
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limtations of the various cl asses of stock nmust be considered in

maki ng val uation determ nations. See Estate of Newhouse v.

Commi ssioner, 94 T.C 193, 218 (1990); Estate of Anderson v.

Conmi ssioner, T.C. Menp. 1988-511. The factors to be consi dered

are those that an inforned buyer and an inforned seller would

take into account. See Hanmm v. Conmi ssioner, 325 F.2d 934, 940

(8th Cr. 1963), affg. T.C. Meno. 1961-347.

Respondent relied on his appraiser, M. Mtchell, who val ued
WLl using a capitalized inconme analysis. The key conponents
under M. Mtchell’s capitalized incone analysis were: (1) The
determ nation of a reasonable level for net profits or net cash-
flow, (2) an appropriate cost of capital; and (3) a reasonable
rate of growh for the profit stream M. Mtchell relied on
rel evant financial information of WI for 1991, 1992, and 1993,
to determ ne the value of the W.I stock

M. Mtchell exam ned the revenues and expenses associ at ed
with W.l's operations for the years 1991, 1992, and 1993, and,
after averaging the 3 years, he concluded that a reasonable |evel
for net profits or net cash-flow, before tax, was $630,000. In
order to reach this conclusion, M. Mtchell adjusted W.I’s
earnings for 1993 to reflect interconpany transactions with SCC,
but he did not adjust W.I’'s earnings for 1991 or 1992 to account

for interconpany transactions with SCC and affili ates.
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In order to determine the cost of capital, M. Mtchel
utilized the capital asset pricing nodel (CAPM.3° 1In his CAPM
analysis, M. Mtchell determned a risk-free rate of return and
added this to the product of beta3 and a market risk prem um
M. Mtchell then added an unsystematic risk prem umto account
for W.l's status as a snmall conpany. M. Mtchell used a 7.5-
percent risk-free rate of return based on the market yield of 30-
year U. S. Treasury bonds as of the valuation date. He determ ned
the market risk prem umusing historical data published in

St ocks, Bonds, Bills and Inflation by |Ibbotson Associates. On

30The capital asset pricing nodel (CAPM is utilized to
estimate a discount rate by adding the risk-free rate, an
adjusted equity risk premum and a specific risk or unsystematic
risk premum The conpany’s debt-free cash-flowis then
multiplied by the discount rate to estimate the total return an
i nvestor would require conpared to other investnents. See Estate
of Klauss v. Comm ssioner, T.C Meno. 2000-191 (citing Furman v.
Comm ssioner, T.C Meno. 1998-157).

31The application and utility of beta has been described in
the follow ng terns:

Beta, a neasure of systematic risk, is a function of
the relationship between the return on an individual
security and the return on the market as a whol e.

Bet as of public conpanies are frequently published, or
can be cal cul ated based on price and earni ngs dat a.
Because the cal cul ation of beta requires historical
pricing data, beta cannot be calculated for stock in a
closely held corporation. The inability to calculate
beta is a significant shortcomng in the use of CAPMto
value a closely held corporation; this shortcomng is
nmost accurately resolved by using the betas of

conpar abl e public conpanies. * * * [ Furnman v.

Comm ssioner, T.C Meno. 1998-157; citation and fn.
ref. omtted.]
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the basis of this information, M. Mtchell concluded that a

mar ket risk premumof 7.2 percent was appropriate. This figure
reflected the average annualized total return on equity

i nvestnments in excess of the average annualized bond yield return
on | ong-term governnment bonds over the period January 1926 to
Decenber 1993. M. Mtchell estimated a beta of 1.03% because he
could not obtain a reliable estimte of beta from conparabl e
publicly traded stocks. M. Mtchell also relied on data from

| bbot son Associates to determi ne the additional 5.3-percent
prem um for unsystematic risk to account for investnent in a
smal | conpany stock. Application of the risk percentages and
beta produced a cost of capital of 20 percent. M. Mtchell felt
that 3 percent reflected an appropriate rate of growh based on
the inflation rate. To determ ne the appropriate nultiplier, M.
Mtchell took 1 and divided it by the cost of capital mnus the
growh rate. This yielded a capitalization factor of 1 divided
by .17, or the equivalent of a nmultiplier of approximtely 5.9.
Applying the 5.9 nultiplier to the equity cash-fl ow of $630, 000,
and dividing by the nunber of outstanding shares, 3,480, M.

M tchell concluded that the per share value of W.I was $1, 068.

%2Beta is calculated by conparing the novenent in the
returns of stock against the novenent in returns of the stock
mar ket as a whole, which has a beta of 1. A beta of 1 neans that
the conpany and the narket are of equal risk; a beta greater than
1 neans that the conmpany is riskier than the market. See Smith
v. Comm ssioner, T.C Meno. 1999- 368.
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M. Mtchell applied a 35-percent discount for |ack of
mar ket ability, reducing the per share value of W to $694. M.
Mtchell nmultiplied the per share value by the 770 shares owned
by decedent and concl uded that the approxi mate val ue of
decedent’ s stock interest in W, as of August 18, 1994, was
$534, 000.

The use of CAPMis questionable when valuing small, closely
hel d conpanies. This Court has recently observed:

We do not believe that CAPM* * * [is] the proper

analytical [tool] to value a small, closely held

corporation with little possibility of going public.

CAPM is a financial nodel intended to explain the

behavi or of publicly traded securities that has been

subj ected to enpirical validation using only historical

data of the two largest U S. stock markets. * * *
[ FEurman v. Conm ssioner, T.C Meno. 1998-157. ]

See al so Estate of Klauss v. Conmi ssioner, T.C. Menp. 2000-191

(rejecting use of CAPMto value small, closely held corporation

with little possibility of going public); Estate of Maggos V.

Commi ssioner, T.C Menp. 2000-129 (sane); Estate of Hendrickson

v. Comm ssioner, T.C Meno. 1999-278 (sane). As of the valuation

date, WLl was an S corporation with five sharehol ders owni ng al
its outstanding stock. 1In his valuation of W, M. Mtchel
states that W. “would not have been expected to pursue a public
offering of its stock.” The only reference in the record to the
possibility of W.l going public is found in M. Hoffman’s
testinony regarding the guaranty obligation, wherein he stated

that the guaranty obligation, as it related to the potenti al
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corporate distributions from SCC and W.I, was intended to provide
for decedent in her |ater years because at sonetine in the future
the corporations presumably “woul d have gone public”. On the
basis of the evidence in the record, we believe W.l had little
possibility of going public as of the valuation date. See Estate

of Klauss v. Conmi Ssioner, supra.

In his report and testinmony, M. Mtchell stated that a beta
of 1.0 was chosen as an estinmate because no reliable, conparable
conpani es could be found. 1In his analysis, M. Mtchel
augnented the market risk premumto account for investnent in a
smal | conpany stock. M. Mtchell testified that such an
increased risk premumis the sanme as applying a beta of 1.74, or
a beta indicating a higher level of risk than market average, and
that the risk premumwas intended to conpensate for the
inability to estimate the beta of W..* M. Mtchell’'s report
states that 5.3 percent is equivalent to the prem umfor
investing in small conpany stocks as cal cul ated by I bbotson
Associ ates, but M. Mtchell did not explain why such a figure is
appropriate for Wl specifically. M. Mtchell assuned that a
beta of 1.0 was an appropriate estimate to use in valuing the W.I
stock under CAPM because he could not find any conparable

publicly traded stocks. As we noted earlier, the failure to

3Alternatively, M. Mtchell noted that the 5. 3-percent
ri sk prem umcould be viewed as increasing the market risk
premumto 12.5 percent.
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calculate beta is a significant shortcomng in the use of the
CAPM to value a closely held corporation. See Furnman v.

Comm ssi oner, supra. M. Mtchell did not provide support for

t he amount of the additional risk premum other than citing the
source of the anount used, and he sinply assuned a beta equal to
market risk. In the instant case, respondent has failed to
provi de the evidence necessary for us to determ ne whether use of
CAPM was appropriate, and whether the figures used in his

calculations were reliable. See, e.g., Estate of Klauss v.

Conmi ssi oner, supra; Estate of Maggos v. Conm SSioner, supra;

Estate of Hendrickson v. Conmmi Sssioner, supra; Furnman v.

Conmi Ssi oner, supra.

Respondent’ s val uation determ nati on was al so unclear in
anot her aspect. M. Mtchell subtracted interconpany profits
only for 1993 when determning W.l's earnings.** M. Mtchel
stated that he was being conservative with respect to the net
earnings of W.I for 1993 and that is why he subtracted the
i nterconpany profits. M. Mtchell explained that it was
appropriate to subtract the interconpany profits for 1993
because, for financial reporting purposes, the activities of W.I

were conbined wth other entities having common ownership while

M. Mtchell testified that he did not know for a fact
that the approximately $250,000 in interconpany profits should be
subtracted fromW.I’'s earnings but that he went ahead and did it
to be conservati ve.
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W.I's activities were reported individually for 1991 and 1992 for
financial purposes. M. Mtchell testified that he did not
adjust W.I’'s net earnings for interconpany profits for 1991 and
1992, despite acknow edging that there were interconpany profits
for those years.®® M. Mtchell explained that he used the
earnings figures for 1991 and 1992 that were in the audit of W.I
and that this information is what a sharehol der would rely on.
He testified that interconpany profits froma related entity
should not be elimnated fromearnings unless it is assuned that
such profits would not continue in the future.

M. Mtchell agreed that W.I had interconpany profits for
1991, 1992, and 1993, fromtransactions with SCC and affiliates
and that it is possible that such transactions could result in
t he underval uation of SCC. |If SCC is undervalued as a result of
the transactions with W.l, then it is possible that the
i nt erconpany transactions increasing the profits of W. could
result in the overvaluation of W.l. After reviewing all the
evidence in the record, we find that respondent has not
established that the interconpany profits did not distort the
val ue of WLl for 1991, 1992, and 1993, and we are not willing to

rely solely on M. Mtchell’s assunption that any interconpany

®I'n his valuation report, M. Mtchell identified sales of
| ots and bul k parcels of |ands nmade by W.l to SCC and affili ates.
According to M. Mtchell’s report, the difference between the
sales prices and the costs of the properties was $665, 247 for
1991 and $788,042 for 1992.
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profits earned by W.I for 1991 and 1992 did not need to be
accounted for in his valuation analysis. Because respondent has
failed to establish a fair market val ue above the anmount reported
on the estate tax return, we hold for the estate on this issue.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




