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THORNTON, Judge: Respondent determ ned a $168, 577
deficiency in petitioner’s Federal gift tax for cal endar year
1991. The issues for decision are: (1) The characterization,
for gift tax purposes, of petitioner’s transfers of certain real
estate and stock into a famly partnership of which petitioner is
50- percent owner and his two sons are each 25-percent owners;

(2) the fair market value of the transferred real estate
interests; and (3) the amount, if any, of discounts for
fractional or mnority interests and |lack of marketability that
shoul d be recognized in valuing the transferred interests in the
real estate and stock.

Section references are to the Internal Revenue Code as in
effect on the date of the gifts. Rule references are to the Tax
Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which are so
f ound.

Petitioner is married to Mary Ruth Shepherd and has two
adult sons, John Phillip Shepherd (John) and WIIiam David
Shepherd (WIlliam. Wien he filed his petition, petitioner
resided in Berry, Al abanma.

Petitioner’'s Acquisition of Interests in Land and Bank Stock

Beginning in 1911, petitioner’s grandfather—at first singly

and later with petitioner’s father--acquired a great deal of |and
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in and around Fayette County, Al abama. In April 1949,
petitioner’s grandfather died and left petitioner, his only
grandchild, a 25-percent interest in all that he owned. Anong
t he grandfather’s possessions was an interest in nore than 9, 000
acres spread over nunmerous parcels in and around Fayette County,
Al abama (the | and), and stock (the bank stock) in three
rural Al abama banks--t he Bank of Parish, the Bank of Berry, and
the Bank of Carbon Hill (the banks).

Prior to 1957, petitioner’s father gave petitioner an
addi tional 25-percent interest in the |and, thereby increasing
petitioner’s ownership interest to 50 percent. As described in
nore detail below, on January 3, 1957, petitioner and his father
| eased the land to Hi wassee Land Co. (Hi wassee) under a 66-year
tinber lease. On June 2, 1965, petitioner’s father died, |eaving
all his property—including his 50-percent interest in the |and
and an undi scl osed amobunt of stock in the banks--to petitioner’s
nmother. Petitioner’s nother died shortly thereafter, devising to
petitioner her 50-percent interest in the | and and the bank
stock. Petitioner then owned the entire interest in the |and,
subject to H wassee’'s | easehold interest. Petitioner also owned
nmore than 50 percent of the common stock of the banks, of which

he was then president.?

! The record does not specify when petitioner first becane
presi dent of the banks.
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Long-Term Ti nber Lease of Famly Land

As described above, by 1957 petitioner and his father each
owned a 50-percent interest in the famly land. On January 3,
1957, petitioner and his father entered into a long-termti nber
| ease with Hi wassee, granting H wassee the right to cut and
remove tinber on 9,091 acres (the leased land).? The termof the
| ease is for 66 years, expiring on January 1, 2023.

H wassee agreed to pay annual rent of $1.75 per acre,
payabl e for each cal endar year by February 1 of that year. The
annual rent is to be adjusted each year by the sane percentage as
t he annual average of the Wol esale Price Index for al
commodities (now the Producer Price Index) (PPl) increases or
decreases relative to the Wholesale Price Index for 1955. The
annual rents are adjusted “only for increnents of increase or

decrease equaling or exceeding five percent (5% fromthe 1955

2 Bowater, Inc., is the successor in interest to the rights
of Hi wassee Land Co. (H wassee) under the | ease on the subject
property. References to H wassee hereinafter also include
references to Bowater, Inc., as successor in interest.
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average or fromthe average resulting in the previous
adj ustnent . "3

Under the |l ease, the lessors retain all mneral rights on
the I and but nust obtain the | essee’s consent (“which shall not
be unreasonably wi thheld”) to develop the nminerals.*

The | ease allows the lessors to sell the |eased | and,
subject to H wassee’s right of first refusal; if H wassee elects
not to purchase, then the sale is to be nade subject to the terns

of the | ease.

3 Hi wassee paid rents under the | ease as follows:

Year Anpount Year Anpount
1957 $16, 199. 25 1977 $31, 475. 61
1958 15, 902. 25 1978 34, 907. 40
1959 17, 901. 39 1979 37,613. 40
1960 16, 886. 94 1980 42,188. 43
1961 16, 877. 64 1981 48, 125. 39
1962 16, 877. 64 1982 52,299.54
1963 16, 877. 64 1983 52, 299.54
1964 16, 877. 64 1984 52,299.54
1965 16, 877. 64 1985 55, 344, 37
1966 16, 874. 44 1986 55, 344. 37
1967 17, 947. 41 1987 55, 344. 37
1968 17, 947. 41 1988 55, 344. 37
1969 17, 947. 41 1989 55, 344. 37
1970 19, 119. 86 1990 59, 911. 63
1971 19, 119. 86 1991 59, 911. 63
1972 20, 472. 68 1992 59, 911. 63
1973 20, 472. 68 1993 59, 911. 63
1974 24, 350. 76 1994 63, 493. 79
1975 28, 769. 97 1995 62, 858. 88
1976 31,475. 61

* The | ease states that “It is understood” that
approximately three-quarters of the mneral rights are held by
parties other than the |essors.
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The | ease contains no requirenent that H wassee reseed or
reforest the | eased |and at the expiration of the |ease.

The Shepherd difford Trust

On or about Decenber 22, 1980, petitioner and his wife
established the J. C. Shepherd “difford” Trust Agreenent (the
trust), an inter vivos trust with a termof 10 years. Upon
creation of the trust, petitioner and his wfe conveyed an
undi vi ded 25-percent interest in the |leased land to the trust.
On January 5, 1981, they conveyed a second 25-percent undivi ded
interest in the leased land to the trust.?®

John and WIlliamwere equal incone beneficiaries of the
trust. During the termof the trust, they each received one-half
of the incone fromone-half of the H wassee | ease (i.e., each
recei ved 25-percent of the H wassee | ease incone).

On or about April 1, 1991, the trust term nated. The
trustee reconveyed the two previously transferred 25-percent
undivided interests in the leased land to petitioner and his

wife.

5> The deeds conveying the two 25-percent interests in the
| and show that the |and was conveyed by petitioner and his w fe.
Petitioner’s wife, however, owned no record title or interest in
the property. Her only interests were spousal rights and
benefits created under Al abama State |aw. The parties have
stipulated that in A abama real estate transactions, it is
customary for the owner’s spouse to sign all docunents to
el imnate questions regarding retention of dower or other spousal
benefits or rights.
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The Shepherd Fanily Partnership

On August 1, 1991, petitioner executed the Shepherd Fam |y
Part nershi p Agreenment (the partnership agreenent). On August 2,
1991, John and WIliamexecuted it. The Shepherd Fam |y
Partnership (the partnership) is a general partnership
established pursuant to Al abama State law. The partnership
agreenent designates petitioner as the managing partner, with
power to “inplenent or cause to be inplenented all decisions
approved by the Partners, and shall conduct or cause to be
conducted the ordinary and usual business and affairs of the
Partnership”. The partners’ interests in the partnership’ s net
i ncone and | oss, capital, and partnership property are as
follows: Petitioner--50 percent; John—25 percent; and WIIiam--
25 percent. The partnership agreenent provides that these
partnership interests will continue throughout the existence of
the partnership unless the partners nmutually agree to change
their respective interests.

The partnership agreenment provides that each partner shal
have three capital accounts—a pernmanent capital account, an
operating capital account, and a drawi ng capital account. The
partnership agreenent states that the initial permanent capital
account for each partner, as of August 1, 1991, is $10 for
petitioner and $5 each for WIlliam and John. |In this sane
section, captioned “I N TI AL CAPI TAL CONTRI BUTI ONS", the

partnership agreenent also states: “Each Partner shall be
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entitled to make voluntary additional permanent capital
contributions. Each such contribution shall be allocated in the
Partnership Interests to the Partners’ pernanent capital
accounts.”

In a section captioned “DEBI TS/ CREDI TS”, the partnership
agreenent provides that the permanent capital account of each
partner shall consist of each partner’s initial capital
contribution as descri bed above increased by the “Partner’s
Partnership Interest in the adjusted basis for federal incone tax
pur poses of any additional permanent capital contribution of
property by a Partner (less any liabilities to which such
property is subject)”.

The partnership agreenment provides that “Any Partner shal
have the right to receive a distribution of any part of his
Part nershi p permanent capital account in reduction thereof with
the prior consent of all the other Partners.”

The partnership agreenent al so provides that all property
acquired by the partnership shall be owned by the partners as
tenants in partnership in accordance with their partnership
interests, with no partner individually having any ownership
interest in the partnership property. Additionally, each partner
wai ves any right to require partition of any partnership
property.

Under the partnership agreenent, any partner may w thdraw

fromthe partnership at any tinme, upon witten notice to the
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other partners. The partnership agreenent states that the effect
of the withdrawal is to termnate the relationship of the

wi t hdrawi ng partner as a partner and thereby elimnate the

w thdrawi ng partner’s right to liquidate the partnership. The

wi t hdrawi ng partner may transfer all or any part of his
partnership interest with or without consideration, but only
after providing the other partners the first option to purchase
his interest at fair market value, generally as determ ned by an
i ndependent appr ai ser.

Upon di ssolution of the partnership, proceeds fromthe
iquidation of partnership property, after satisfaction of
partnership debts, are to be applied to paynent of credit
bal ances of the partners’ capital accounts.

Transfer of the Leased Land to the Partnership

On August 1, 1991--one day before John and WIIiam had
executed the partnership agreenent--petitioner and his wfe
executed two deeds purporting to transfer the | eased land to the
partnership.® Each deed purported to transfer to the partnership
an undi vi ded 50-percent interest in the leased |and (for an
aggregate transfer of the entire interest in the |eased | and).

On August 30, 1991, the deeds conveying the |leased |land to the

partnership were recorded.

6 Again, as far as is revealed in the record, petitioner’s
wife owned no record title or interest in the |eased | and but
signed the deeds as a fornality to elimnate any question as to
spousal benefits under Al abama | aw.
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Transfer of the Bank Stock to the Partnership

On Septenber 9, 1991, petitioner transferred to the
partnership sone of his stock in each of the three banks.” The
parties have stipulated that the bank stock had a fair narket
value at the tine of transfer (prior to any consideration of any

partnership adjustnent) as foll ows:

St ock No. of Shares Fair Market Val ue
Bank of Berry, AL 313 shares $186, 633
Bank of Carbon H I, AL 136 shares 279, 140
Bank of Parrish, AL 262 shares 466, 446
Tot al 932, 219

Petitioner's G ft Tax Return and Respondent’s Determ nation

Petitioner filed Form 709, United States Gft (and
Generation- Ski pping Transfer) Tax Return, for cal endar year 1991,
reporting gifts to John and Wlliamof interests in the |eased
| and and the bank stock. On the Form 709, petitioner valued the
| eased | and at $400,000. Petitioner listed the total appraised
val ue of the transferred bank stock as $932, 219, |ess a 15-
percent minority discount, for a gift value of $792, 386.
Petitioner reported a gift to John and WIliam of $298, 097 each
(25 percent of the total reported $400, 000 val ue of the | eased
| and and $792, 386 val ue of the transferred bank stock).

Petitioner reported no gift tax due on these transfers, the gift

" Petitioner testified that he did not know what percentage
of his stock in the three banks he transferred to the partnership
in 1991 but that after the transfers he still owned a greater
t han 50-percent interest in each bank.
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tax conputed ($187,966) being nore than offset by his clained
maxi mum uni fied credit ($192,800).

In the notice of deficiency, respondent determ ned that the
fair market value of the 50-percent interest in the | eased |and
that petitioner gifted to his sons was $639, 300 (inplying a val ue
of $1,278,600 for petitioner’s entire interest in the |eased
| and). Respondent made no adjustnent to the gift value of the
bank stock reported on the return. Respondent determ ned that
petitioner had a gift tax deficiency of $168,577.

OPI NI ON

A. CGeneral Leqgal Principles

Section 2501 generally inposes an excise tax on the transfer
of property by gift during the taxable year. The gift tax is
i nposed only upon a conpleted and irrevocable gift. See Burnet

v. QGuggenheim 288 U. S. 280 (1933). A gift is conplete as to any

property when “the donor has so parted wth dom nion and control
as to leave in himno power to change its disposition, whether
for his owm benefit or for the benefit of another”. Sec.
25.2511-2(b), Gft Tax Regs.

A gift of property is valued as of the date of the transfer.
See sec. 2512(a). |If property is transferred for |ess than
adequate and full consideration, then the excess of the val ue of
the property transferred over the consideration received is
generally deened a gift. See sec. 2512(b). The gift is neasured

by the value of the property passing fromthe donor, rather than
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by the property received by the donee or upon the neasure of
enrichnment to the donee. See sec. 25.2511-2(a), G ft Tax Regs.
For gift tax purposes, the value of the transferred property
is generally the “price at which the property woul d change hands
between a willing buyer and a wlling seller, neither being under
any conpul sion to buy or to sell and both having reasonabl e

know edge of relevant facts.” United States v. Cartwight, 411

U S. 546, 551 (1973); see sec. 25.2512-1, Gft Tax Regs.
The determ nation of property value for gift tax purposes is
an issue of fact, and all relevant factors nust be consi dered.

See Anderson v. Conm ssioner, 250 F.2d 242, 249 (5th Cr. 1957),

affg. in part and remanding T.C. Meno. 1956-178; LeFrak v.

Conmi ssioner, T.C. Menp. 1993-526.

B. The Parties’ Contentions

The parties disagree about the characterization, for gift
tax purposes, of petitioner’s transfers of the | eased | and and
bank stock. The parties al so disagree about the fair market
val ue of the |leased land at the tinme petitioner transferred it.
In addition, the parties disagree as to what val uation discounts
shoul d apply to petitioner’s transfer of the | eased | and and bank
stock. The nub of the parties’ disagreenent in this |ast regard
is whether petitioner’s transfers to the partnership should
reflect mnority and marketability discounts attributable to the

sons’ mnority-interest status in the partnership.
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In his petition, petitioner not only assigns error to
respondent’s determination in the statutory notice but al so seeks
a partial restoration of his unified credit. Petitioner contends
that the gifts to his sons of interests in the |eased | and
represent two separate gifts of partnership interests and that
the gifts of bank stock represent two separate indirect gifts
best owed t hr ough enhancenments of the previously gifted
partnership interests. Viewed thus, petitioner contends, these
gifts should be valued giving effect to a 33.5-percent mnority
and marketability discount applicable to each son’s 25-percent
partnership interest. The bottomline, petitioner argues, is
that the gifts of both the | eased | and and the bank stock, as
reported on his 1991 gift tax return, were overval ued.

Respondent does not dispute that the partnership exists or
that it is a legitimte partnership.® Respondent al so agrees
that if the gifts of land were to be valued giving effect to
mnority and marketability discounts in recognition of the 25-
percent partnership shares, then the appropriate di scount would
be 33.5 percent. Respondent contends, however, that this
di scount rate is inapplicable, because the gifts should not be

measured by reference to the sons’ partnership interests. In

8 Moreover, respondent has not argued and we do not consider
the applicability of chapter 14 (secs. 2701-2704), relating to
speci al valuation rules that apply to, anong other things,
transfers of certain interests in partnerships and certain
| apsing rights and restrictions.
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support of his position, respondent contends that petitioner did
not give his sons partnership interests but rather gave them
either: (1) Indirect gifts of real estate, acconplished by neans
of a transfer to the partnership, or alternatively (2) direct
gifts of real estate, acconplished before the partnership ever
canme into existence.

C. Characterization of the Transfers

The parties agree that the partnership cane into existence
on August 2, 1991, when John and WII|iam executed the partnership
agreenent, rather than on the previous day, when only petitioner
had executed it. The parties disagree, however, about the effect
of petitioner’s executing deeds on August 1, 1991, purporting to
transfer the |l eased land to the then-nonexistent partnership.
Respondent argues that on August 1, 1991, petitioner effectively
gave an undi vi ded 50-percent interest in the leased land to his
sons, either directly or indirectly. Petitioner argues that the
gift was not conpleted until August 2, 1991. W look to
applicable State law, in this case Al abana | aw, to determ ne what

property rights are conveyed. See United States v. National Bank

of Commerce, 472 U.S. 719, 722 (1985) (“‘in the application of a

federal revenue act, state law controls in determ ning the nature

of the legal interest which the taxpayer had in the property’”

(quoting Aquilino v. United States, 363 U S. 509, 513 (1960));

LeFrak v. Commi ssi oner, supra.
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We agree with petitioner that any gift to his sons was not
conpl eted before August 2, 1991.° On August 1, 1991, there was
no conpleted gift, because there was no donee, and petitioner had
not parted with dom nion and control over the property.

Petitioner could not nake a gift to hinself. See Kincaid v.

United States, 682 F.2d 1220, 1224 (5th Gr. 1982).

We disagree with petitioner’s contention, however, that his
gifts to his sons of interests in the |eased | and represented
gifts of mnority partnership interests because, as just
di scussed, the creation of the partnership (and therefore the
creation of the sons’ partnership interests) preceded the
conpletion of petitioner’s gift to the partnership. To adopt
petitioner’s contention would require us to recogni ze the
exi stence, however fleeting, of a one-person partnership,
contrary to Al abama | aw, which defines a partnership as “An

association of two or nore persons to carry on as co-owners a

® The Al abama Recording Act, Al a. Code sec. 35-4-90(a)
(1991), generally provides that the conveyance of land is void as
to the grantee unless the deed transferring the land is recorded.
Here, the deeds conveying the land to the partnership were not
recorded until Aug. 30, 1991. Neither party has raised, and we
do not reach, the issue of whether petitioner’s gifts were not
conpleted until the date of recordation. Cf. Estate of Witt v.
Commi ssioner, 751 F.2d 1548, 1561 (11th Cr. 1985) (facts
indicated that gifts were not intended to be conpleted until the
recordation of the deeds of conveyance), affg. T.C. Meno. 1983-
262. It is of little consequence to our analysis, however,
whet her petitioner’s gifts of interests in the |eased | and were
conpleted on Aug. 2 or Aug. 30, 1991.




- 16 -
business for profit.” Al a. Code sec. 10-8-2 (1994); see LeFrak

v. Conm ssioner, supra.

Nor do we agree with petitioner’s contention that his
transfers should be characterized as enhancenents of his sons’
exi stent partnership interests. The gift tax is inposed on the
transfer of property. See sec. 2501. Here the property that
petitioner possessed and transferred was his interests in the
| eased | and and bank stock. How petitioner’s transfers of the
| eased | and and bank stock may have enhanced the sons’
partnership interests is immaterial, for the gift tax is inposed
on the value of what the donor transfers, not what the donee

receives. See Robinette v. Helvering, 318 U S. 184, 186 (1943)

(the gift tax is “neasured by the value of the property passing

fromthe donor”); Stinson Estate v. United States, 214 F.3d 846,

849 (7th Gr. 2000); Ctizens Bank & Trust Co. v. Conm SsSioner,

839 F.2d 1249 (7th Gr. 1988) (for gift and estate tax purposes,
value of stock transferred to trusts was deterni ned w t hout

regard to ternms or existence of trust); Goodnman v. Conm SSioner,

156 F.2d 218, 219 (2d Cir. 1946), affg. 4 T.C. 191 (1944): \Ward

v. Comm ssioner, 87 T.C. 78, 100-101 (1986); LeFrak v.

Conmm ssi oner, supra; sec. 25.2511-2(a), Gft Tax Regs.; cf.

Estate of Bright v. United States, 658 F.2d 999, 1001 (5th Cr.

1981) (for estate tax purposes, “the property to be valued is the

property which is actually transferred, as contrasted with the
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interest held by the decedent before death or the interest held
by the | egatee after death”).

1. Petitioner’s Constitutional Chall enge

Petitioner argues that the gift tax nust be neasured not by
reference to the value of the property in the hands of the donor
but “by the value of the property in gratuitous transit.”

O herwi se, petitioner argues, the gift tax would be a direct tax
on the transferred property, in contravention of the
constitutional restraint on the inposition of direct taxes (the
Direct Tax Clause). See US. Const. art. I, sec. 9, cl. 4 (“No
capitation, or other direct, Tax shall be laid, unless in
Proportion to the Census or Enuneration herein before directed to
be taken.”).

Petitioner’s argunent is without nerit. |In upholding the
Federal gift tax against a chall enge based on the D rect Tax

Cl ause, the Suprene Court stated in Brom ey v. MCaughn, 280 U. S.

124, 136-138 (1929):

Wi |l e taxes | evied upon or collected from persons
because of their general ownership of property may be
taken to be direct, * * * this Court has consistently
hel d, al nost fromthe foundation of the governnent,
that a tax inposed upon a particular use of property or
the exercise of a single power over property incidental
to ownership, is an excise which need not be
apportioned, and it is enough for present purposes that
this tax is of the latter class * * *

* * * * * * *

It is said that since property is the sum of al
the rights and powers incident to ownership, if an
unapportioned tax on the exercise of any of themis
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uphel d, the distinction between direct and ot her

cl asses of taxes may be w ped out, since the property
itself may |ikew se be taxed by resort to the expedi ent
of | evying numerous taxes upon its uses; that one of
the uses of property is to keep it, and that a tax upon
t he possession or keeping of property is no different
froma tax on the property itself. Even if we assune
that a tax levied upon all the uses to which property
may be put * * * would be in effect a tax upon
property, * * * and hence a direct tax requiring
apportionnent, that is not the case before us.

* * * * * * *

* * * [The gift tax] falls so far short of taxing

generally the uses of property that it cannot be

i kened to the taxes on property itself which have been

recogni zed as direct. It falls, rather, into that

category of inposts or excises which, since they apply

only to a limted exercise of property rights, have

been deened to be indirect and so valid although not

apporti oned.

In short, the gift tax is not a direct tax because it is not
| evied on the “general ownership” of property but rather applies
only to “a limted exercise of property rights”; i.e., the
exercise of the “power to give the property owned to another.”
ld. at 136. Here, petitioner’s dispute is not wth the fact that
he made a donative transfer that is properly the subject of the
Federal gift tax, but rather with the characterization of the
property for purposes of neasuring its value—a consideration
that is irrelevant for purposes of determ ning the

constitutionality of the tax.?

10 | ndeed, in a closely anal ogous context, the Suprene Court
has held that the constitutionality of the Federal estate tax
does not depend upon there even being a transfer of the property
at death. See Fernandez v. Wener, 326 U S. 340, 355 (1945);

(continued. . .)
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2. Did Petitioner Make Direct Gfts to H s Sons?

Petitioner deeded the | eased | and and bank stock to the
partnership. \Watever interests his sons acquired in this
property they obtained by virtue of their status as partners in
the partnership. Cdearly, then, contrary to one of respondent’s
alternative argunents, petitioner did not make direct gifts of

t hese properties to his sons. Cf. LeFrak v. Conm ssioner, supra

(transfer by donor-father of buildings to hinself and his
children as tenants in common, “d.b.a.” (doing business as) one
of various partnerships forned later the sane day to hold the
particul ar building conveyed, represented direct gifts to the
children of the father’s interest in the buildings).

3. Did Petitioner Make Indirect Gfts to Hs Sons?

A gift may be direct or indirect. See sec. 25.2511-1(a),
G ft Tax Regs. The regul ations provide the follow ng exanpl e of
a transfer that results in an indirect taxable gift, assum ng
that the transfer is not nmade for adequate and ful
consideration: “A transfer of property by B to a corporation
generally represents gifts by B to the other individual

sharehol ders of the corporation to the extent of their

10, .. conti nued)
Bittker & Lokken, Federal Taxation of Incone, Estates and G fts,
par. 120.1.3, at 120-6 (2d ed. 1993) (the transfer of property at
death is “a sufficient condition—-but not a necessary one—for a
constitutional tax. By holding that a tax on a transfer at death
is not a direct tax, the Court did not inply that a tax on
sonmet hing other than a transfer at death is a direct tax”).
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proportionate interests in the corporation.” Sec. 25.2511-
1(h)(1), Gft Tax Regs.

Application of this general rule is well established in case

| aw. For instance, in Kincaid v. United States, 682 F.2d at

1225, the taxpayer transferred her ranch to a newy forned
corporation in which she and her two sons owned all the voting
stock. In exchange for the ranch, the taxpayer received

addi tional shares of the corporation’s stock. The stock was
determned to be | ess valuable than the ranch. The court
concluded that the difference between what she gave and what she
got represented a gift to the shareholders. Noting that the

t axpayer could not make a gift to herself, the court held that
she made a gift to each of her sons of one-third of the total

gift amount. See al so Heringer v. Comm ssioner, 235 F.2d 149,

151 (9th Cr. 1956) (transfers of farmlands to a famly
corporation of which donors were 40-percent owners represented
gifts to other sharehol ders of 60 percent of the fair market
val ue of the farmlands), nodifying and remanding 21 T.C 607

(1954); CTUW Georgia Ketteman Hollingsworth v. Conm ssioner, 86

T.C. 91 (1986) (nmother’s transfer to closely held corporation of
property in exchange for note of |esser value represented gifts
to the other five shareholders of five-sixths the difference in
val ues of the property transferred and the note the nother

received); Estate of Htchon v. Conm ssioner, 45 T.C. 96 (1965)

(father’s transfer of stock to a famly corporation for no
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consideration constituted gift by father of one-quarter interest

to each of three sharehol der-sons); Estate of Bosca V.

Comm ssioner, T.C Meno. 1998-251 (father’s transfer to a famly

corporation of voting common stock in exchange for nonvoting
common stock represented gifts to each of his two sharehol der -
sons of 50 percent of the difference in the values of the stock
the father transferred and of the stock he received); cf. Chanin

v. United States, 183 . d. 745, 393 F.2d 972 (1968) (two

brothers’ transfers of stock in their wholly owned corporation to
the subsidiary of another famly corporation constituted gifts to
t he ot her sharehol ders of the famly corporation, reduced by the
portion attributable to the brothers’ own ownership interests in
the famly corporation).

Li kew se, a transfer to a partnership for less than full and
adequat e consideration may represent an indirect gift to the

other partners. See Goss v. Commssioner, 7 T.C. 837 (1946)

(taxpayer’s and spouse’s transfer of business assets into a newy
formed partnership anong t hensel ves, their daughter, and son-in-
law resulted in taxable gifts to the daughter and son-in-I|aw).
Qobvi ously, not every capital contribution to a partnership
results in a gift to the other partners, particularly where the
contributing partner’s capital account is increased by the anount
of his contribution, thus entitling himto recoup the sanme anount
upon |iquidation of the partnership. |In the instant case,

however, petitioner’s contributions of the |eased | and and bank
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stock were allocated to his and his sons’ capital accounts
according to their respective partnership shares. Under the
partnership agreenent, each son was entitled to receive

di stribution of any part of his capital account with prior
consent of the other partners (i.e., his father and brother), and
was entitled to sell his partnership interest after granting his
father and brother the first option to purchase his interest at
fair market value. Upon dissolution of the partnership, each son
was entitled to receive paynent of the balance in his capita
account .

I n these circunstances, we conclude and hol d that
petitioner’s transfers to the partnership represent indirect
gifts to each of his sons, John and WIlliam of undivided 25-
percent interests in the leased land and in the bank stock.! In
reaching this conclusion, we have effectively aggregated
petitioner’s two separate, sanme-day transfers to the partnership

of undi vided 50-percent interests in the leased |land to reflect

11 W do not suggest, and respondent has not argued, that
such an anal ysis necessarily entails disregarding the
partnership. Simlarly, in Kincaid v. United States, 682 F.2d
1220 (5th Gr. 1982), and in the other cases cited supra treating
gifts to corporations as indirect gifts to the other
sharehol ders, the courts did not necessarily disregard the donee
corporations. In either case, characterizing the subject gift as
conprising proportional indirect gifts to the other partners or
sharehol ders, as the case may be, rather than as a single gift to
the entity of which the donor is part owner, reflects the
exi gency that the donor cannot nake a gift to hinself or herself.
See id. at 1224 (“Ms. Kincaid cannot, of course, make a gift to
hersel f7).
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t he econom ¢ substance of petitioner’s conveyance to the
partnership of his entire interest in the |eased | and. W have
not, however, aggregated the separate, indirect gifts to his

sons, John and WIlliam See Estate of Bosca v. Conmni Sssioner,

T.C. Meno. 1998-251 (for purposes of the gift tax, each separate
gift nust be val ued separately), and cases cited therein; cf.

Estate of Bright v. United States, 658 F.2d 999 (5th Gr. 1981)

(rejecting famly attribution in valuing stock for estate tax
pur poses) .

D. Valuation of the Leased Land

The parties rely on expert testinony to value petitioner’s
interest in the leased land at the tinme he transferred it to the
partnership. W evaluate expert opinions in light of all the
evidence in the record and may accept or reject the expert
testinony, in whole or in part, according to our own judgnent.

See Helvering v. National Gocery Co., 304 U S 282, 295 (1938);

Estate of Mellinger v. Comm ssioner, 112 T.C 26, 39 (1999).

“The persuasi veness of an expert’s opinion depends |argely upon

the di sclosed facts on which it is based.” Estate of Davis V.

Commi ssioner, 110 T.C. 530, 538 (1998). W may be selective in

our use of any part of an expert’s opinion. See id.
Petitioner presented testinony of three expert w tnesses:
M. Norman W Lipsconb (Lipsconb), M. Gene D lnore (Dl nore),

and M. Harry L. Haney, Jr. (Haney).
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Li psconb val ued petitioner’s 100-percent interest in the
| eased | and under both a sal es conpari son approach!? and an
i nconme capitalization approach,®® and then reconciled the two
results. Under his sales conparison approach, Lipsconb val ued
the | eased land at $958,473. In arriving at this value, Lipsconb
determ ned an indicated value of the |eased | and on the basis of
each of four conparable sales, then discounted each indicated
val ue by 45 percent on the theory that buyers would demand a
significant discount for property encunbered by a | ease for 32
years. Under his inconme capitalization approach, Lipsconb val ued
the | eased | and at $795,364. Treating the val ues determ ned
under the sal es conpari son approach and the inconme capitalization
approach as establishing upper and | ower boundari es,
respectively, of a range of possible values, and wei ghing the
i ncone capitalization approach nost heavily, Lipsconb determ ned
that the value of a 100-percent interest in the | eased |and, as
of the date of the gifts, was $850,000. Lipsconb then determnm ned
that a 50-percent undivided interest should be subject to a 27-
percent discount for a fractional ownership interest, as

determ ned by a range of adjustnents suggested by his anal ysis of

12 Under a sal es conparison approach, property is valued by
identifying sales of conparable properties and maki ng appropriate
adjustnents to the sales prices.

13 Under an incone capitalization approach, income-producing
property is valued by estimating the present value of anticipated
future econom c benefits; i.e., cash flows and reversions.
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what he deened to be three conparable sales of fractional rea
estate interests. The net result was that Lipsconb valued a 50-
percent undivided interest in the |leased |and as of March 31,
1991, at $310, 250.

Dil nore used an incone capitalization approach to arrive at
a $210,000 val ue for an undivided one-half fee interest in the
| eased | and as of March 31, 1991, after applying a 15-percent
di scount for an undivided interest in the property.

Haney' s report is limted to identifying various factors
that could negatively affect the value of the reversionary
interest in the |leased land at the expiration of the long-term
ti nber | ease on January 1, 2023 (the reversion); he provided no
specific dollar estimate of the reversion s val ue.

Respondent’ s expert, M. Richard A Ml oy (Mloy), also used
an i ncone capitalization approach, valuing petitioner’s entire
fee interest in the |leased | and, as of March 31, 1991, at
$1, 547,000, cal cul ated as the present value of the incone stream
(contract rents) plus the present value of the reversion.

Mal oy’ s determ nation of present value reflects no discounts for
fractional interests or limted nmarketability.

On brief, petitioner argues that the proper and nost
realistic way to value |land subject to a long-termtinber | ease
is to use an inconme capitalization nmethodol ogy such as was

enpl oyed in Saunders v. United States, 48 AFTR 2d 81-6279, 81-2

USTC par. 13,419 (MD. Ga. 1981). Accordingly, the parties are
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in substantial agreenent that the | eased | and shoul d be val ued as
of the tinme the subject gift was nmade as the sumof: (a) The
present value of the projected annual rental incone fromthe

| ease, plus (b) the present value of the reversion. The parties
di sagree, however, about nunmerous assunptions made by the experts
at each step of the valuation nethodol ogy. W address these

di sagreenents bel ow.

1. Present Value of Projected Lease Rents

The value of the | ease inconme stream nmay be estimated by
determ ning the rental paynents petitioner was receiving at the
time of the gifts, then projecting those rents into the future
based upon an anticipated gromh rate, and finally discounting
the future rents paynents to a 1991 present val ue using an

appropriate discount rate. See Saunders v. United States, supra;

see also Estate of Barge v. Commi ssioner, T.C Meno. 1997-188

(using an incone capitalization approach to value gift of 25-

percent undivided interest in tinberland); cf. Estate of Proctor

v. Comm ssioner, T.C Meno. 1994-208. W estimte the present

val ue of the projected incone streamfromthe | ease based upon
events, expectations, and market conditions as they existed at
the tinme of the gifts in August 1991.

a. Proj ected Annual | ncome Fromthe Lease

It is undisputed that when petitioner made the gifts, the
remai ning termof the | ease was approximately 32 years. The

parti es have al so stipulated the actual rental amounts received
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by petitioner from 1957 through 1995. The parties disagree,
however, about the anticipated growh rate of the annual rent
paynments over the remaining life of the |ease.

Under the lease, rents are adjusted to refl ect changes
relative to the average 1955 Wol esale Price Index but only after
there has been a cunul ative adjustnent of at |east 5 percent from
the last change. In projecting future rents, Ml oy, Lipsconb,
and Dilnore each rely on historical changes in the PPI. Ml oy
and Li psconb agree that historical changes in the PPl averaged
1.87 percent for the 10 years before 1991.% Ml oy ends his
anal ysis there, projecting rental increases of 5.6 percent (1.87
times 3) every 3 years for the duration of the |ease.

Li psconb and Dilnore al so take into account historical data
showi ng that the rate of actual rent increases has | agged behind
the rate of changes in the PPl, ostensibly as a result of
i nconstant annual rates of increase in the PPl in conbination
with the requirenent that rents adjust only after there has been
a 5-percent cunul ative change in the average price index. On the
basis of this analysis, Lipsconb projects |ease rent increases
of 5.2 percent every 3 years, and Dl nore estimates an average

|l ong-termgrowh rate of approximately 1.5 percent per year.

4 M. Gene Dilnore (Dilnore) deternined that increases in
t he Producer Price Index (PPl) averaged 1.41 percent over the 10
years prior to petitioner’'s gifts.
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Because rent increases under the |ease historically have
| agged behind increases in the PPI, and in |ight of the
uncertainty about the magnitude and direction of changes in PP
annual averages over a period as long as the 32 years renaining
on the lease termat the tinme of petitioner’s gifts, we concl ude
that it is appropriate to take into account historical patterns
of actual rents under the lease. On the basis of our review of
all the expert reports and testinony, we conclude that Lipsconb’s
projection of a 5.2-percent rent increase every 3 years for the
duration of the lease is fair and reasonabl e.

b. Present Val ue of Projected Rental Paynents

In determ ning the 1991 present value of the projected
rental paynments, a critical factor is the discount rate applied
to the projected | ease incone stream

Li psconb sel ected a discount rate of 8 percent, as
representing “what a typical investor would have expected for
investnments of this type of land.” Hi s report indicates that
al t hough the investnent was “lowrisk”, a higher discount rate
was warranted owing to the limted marketability of the
investnment. Lipsconb applied the 8-percent discount rate to the
after-tax | ease inconme stream (assum ng a 35-percent tax rate).

Dilnore selected a discount rate of 13.5 percent, consisting
of a 12.5-percent “basic discount rate” and an additional 1
percent to reflect the lack of a reforestation clause in the

lease. Dilnore’s report states that he selected the 12.5-percent
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basic rate as being 3.5 percent over the prime lending rate of 9
percent and approximately 1.5 tinmes the 30-year bond rate. Hi's
report indicates that this basic discount rate is consistent with
t he sonewhat |ower yields on a |land | ease at a Bi rm ngham
shopping center and with a national survey of 1991 real estate
yields for all real estate types. Hi s report states that a
hi gher discount is appropriate for the |l eased | and than for these
ot her real estate conparabl es because the | ease incone “is
dependent upon the stability or lack thereof in the tinber
business.” Hi's report indicates that an additional 1-percent
di scount should be added to his 12.5-percent basic rate to
reflect the absence of any |lease termrequiring the |l essee to
reseed or reforest the |land upon term nation of the |ease.
Dilnore applied the 13.5-percent discount rate to the pretax
| ease i nconme stream

Mal oy sel ected a discount rate of 8 percent on the basis of
interviews with Federal Land Bank appraisers and forestry
econom cs professors. Unlike Lipsconb, but |like DI nore, Maloy
applied his selected discount rate to the pretax | ease incone
stream

i Pret ax Versus After-Tax Present Val ue
Anal ysi s

Respondent argues that Lipsconb’s use of an after-tax
analysis is inappropriate for determning fair market val ue.

Respondent argues that an after-tax analysis is “used only to
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determine the internal rate of return of a particular investor.”

Respondent cites Estate of Proctor v. Conm ssioner, T.C Meno.

1994- 208, for the proposition that “investnent” analysis does not
equate to fair market val ue anal ysis.

In Estate of Proctor, we held that in determning the fair

mar ket value of a ranch subject to a lifetine | ease option, a
“conventional |ease analysis nethod” was preferable to an
“investnent differential nethod”,!® because the |atter nethod
“attenpts to neasure ‘investnent value rather than nmarket val ue.
I nvest nent value is nore subjective because it is predicated on
the investnent preferences of the individual investor.” 1d. W
did not hold, however, as a matter of |aw that incone
capitalization under the conventional |ease analysis nethod nust
be done on a pretax basis, or that particular factors that are
rel evant for investnent purposes are irrelevant in determning
fair market value. Rather, we determ ned the applicabl e discount
rate based on our conclusion that it was “a better reflection of
ri sks associated with investing in ranch property, and is a nore
accurate estimate of the rate of return investors expect to earn

when investing in ranch property.” 1d.

15 W defined the “investnent differential nmethod” as a
“met hod of valuation frequently used by appraisers to conpare one
potential investnent to the whol e spectrum of other investnent
opportunities available to a client.” Estate of Proctor v.
Comm ssioner, T.C Meno. 1994-208.
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There is no fixed fornula for applying the factors that are
considered in determning fair market value of an asset. See

Estate of Davis v. Conm ssioner, 110 T.C. at 536 (in determning

the fair market value of mnority blocks of stock in a
corporation, it was appropriate to take into consideration built-
in capital gains tax on the stock). The weight given to each
factor depends upon the facts of each case. See id. at 536-537.
Here, the relevant inquiry is whether a hypothetical wlling
seller and a hypothetical wlling buyer, as of the date of
petitioner’s gifts, would have agreed to a price for the | ease

i ncone streamthat took no account of tax consequences. See id.

at 550-554: see also Ei senberg v. Commi ssioner, 155 F. 3d 50

(2d Cr. 1998); Estate of Borgatello v. Conm ssioner, T.C Meno.

2000- 264; Estate of Janeson v. Commi ssioner, T.C. Mno. 1999-43.

A treatise relied upon by both parties states:

Present val ue can be calculated with or w thout
considering the inpact of * * * incone taxes as |long as
the specific rights being appraised are clearly
identified. The techniques and procedures selected are
determ ned by the purpose of the analysis, the

avai lability of data, and the market practices.

[ Apprai sal Institute, The Appraisal of Real Estate 462
(11th ed. 1996). 19

¥ 1n his rebuttal report, Ml oy cites the above-cited
treatise for the different proposition that present val ue
analysis is properly applied using before-tax incone streans.
Mal oy has provided no page reference for his interpretation of
the treatise, and we conclude that his reliance on the treatise
is in error.
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Li psconb testified convincingly that in his experience it
was customary practice in the tinber industry to apply an after-
tax analysis.' In his rebuttal report, Ml oy includes as an
appendi x portions of a treatise (Bullard, Basic Concepts in
Forest Valuation and | nvestnent Analysis, sec. 6.2 (1998)) that
describe the use of an after-tax analysis for forestry
i nvestments, whereby one converts all costs and revenues to an
after-tax basis and cal cul ates all present values using an after-
tax discount rate. Accordingly, authorities relied upon by
respondent’s own expert appear to acknow edge that an after-tax
anal ysis, consistently utilizing after-tax incone and after-tax
di scount rates, may be appropriate.!®

It is true, as Maloy indicates in his rebuttal report, that
an after-tax analysis requires an assunption as to whether the
hypot heti cal buyer is taxable and at what rate. It appears,

however, that in selecting his discount rate, Mal oy hinself has

" Dilnore testified that in this case he had used a before-
tax analysis to determ ne the present value of the | ease incone
stream but “you could do it either way.”

8 1n his rebuttal report filed before trial, Ml oy contends
t hat Li psconb inconsistently used an 8-percent pretax di scount
rate against after-tax incone. Although Lipsconb’s expert report
is not explicit in this regard, it is clear fromLipsconb’s
testinmony that his incone capitalization nethod was an after-tax
met hod, entailing use of an after-tax discount rate.
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assuned that the hypothetical buyer is taxable at rates
consistent with those used in Lipsconb’s after-tax anal ysis.?*®

Accordingly, we reject respondent’s suggestion that in
determ ning the present value of a projected incone streamfor
gift tax purposes, the determnation nust as a matter of |aw be
made on a pretax basis.

G ven Lipsconb’ s assuned 35-percent tax rate, his 8-percent
after-tax discount rate may be converted to a pretax di scount
rate of approximately 12.3 percent (8 divided by (1.0-.35)),
which is very close to the 12.5-percent pretax “basic rate”
selected by Dilnore for use in his pretax analysis. 1In the
i nstant circunstances, the critical question, we believe, is not
whet her to use a pretax or after-tax analysis, but whether it is
nore appropriate to apply the pretax discount rate sel ected by
Mal oy (8 percent), or by Dilnmore (13.5 percent), or the
equi val ent pretax discount rate selected by Lipsconb (12.3

percent).

19 Mal oy’ s report indicates that, on the basis of his
research, yield rates associated with investnents |ike the
subj ect | ease range from6 to 8 percent, with the |ower yields
nore |ikely associated with investors who are tax-exenpt. Ml oy
sel ects an 8-percent rate associated with taxable investors.
Moreover, an 8-percent rate is approximtely 33 percent higher
than the 6-percent rate that he associates with tax-exenpt
investors, inplying a 33-percent tax rate, which coincides
roughly with the 35-percent tax rate that Lipsconb assunes in his
anal ysi s.
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ii. Nom nal Versus Real Di scount Rates

The | ease terns adjust the annual rent paynents for
inflation. The parties disagree over whether, in light of this
inflation-adjustnent feature, it is appropriate to use a “real”
di scount rate (i.e., a discount rate that elimnates the effects
of inflation) or a higher “nomnal” discount rate (i.e., the real
rate plus the inflation rate). Mloy' s expert report states that
the appropriate discount rate to apply here is a real rate. On
brief, respondent argues that the discount rates used by
petitioner’s experts are too high because they are nom nal rates.
Petitioner and his experts counter that in the instant
circunstances only nom nal discount rates and not real rates are
appropri ate.

The differences between the parties appear rooted at | east
partly in semantics. Acknow edging that these matters are not
self-evident to those unbaptized in the murky waters of actuari al
science, we agree with petitioner and his experts, whose views
align with the aforenentioned | earned treatise, Appraisa
Institute, supra at 460-461, relied upon for different purposes
by both parties, which states as foll ows:

Because | ease terns often allow for inflation with

* * * adjustnments based on the Consuner Price |ndex

(CPI), it is convenient and customary to project inconme

and expenses in dollars as they are expected to occur,

and not to convert the anounts into constant dollars.

Unadj usted di scount rates, rather than real rates of

return, are used so that these rates can be conpared

with other rates quoted in the open market—e.qg.,
nortgage interest rates and bond yield rates. * * *



Projecting the income fromreal estate in nom na
ternms all ows an anal yst to consi der whether or not the
i ncone potential of the property and the resale price
Wil increase with inflation. The appraiser nust be
consi stent and not discount inflated dollars at real,
uninflated rates. Wen inflated nomnal dollars are
proj ected, the discount rate nust also be a nom nal
di scount rate that reflects the anticipated inflation.
[ Enphasi s added. ]

We concl ude that Mal oy’ s 8-percent discount rate is
understated as a result of his inappropriate use of a rea
di scount rate rather than a higher nom nal discount rate.

iii. Adjustnent of Di scount Rate for Lack of
Mar ketability

It al so appears that the differences between respondent’s
and petitioner’s experts are partly attributable to the fact that
they are valuing different things. Ml oy’ s report states that he
has determ ned the nmarket val ue of petitioner’s | eased fee
interest. D lnore and Lipsconb, on the other hand, have each
val ued an undi vi ded one-half interest in the | eased fee interest.
Li psconb, |ike Mal oy but unlike Dl nore, acknow edges that the
| eased land is a “lowrisk” investnent, which would suggest a
relatively | ow discount rate. Lipsconb’s recommended di scount
rate reflects an upward adjustnment to reflect the limted
mar ketabi ity of an undivided one-half interest.

As previously discussed, we have determ ned that
petitioner’s transfer of the |eased land to the partnership

shoul d be characterized as two separate undivided 25-percent
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interests in the leased land. W agree with Lipsconb that an
undi vi ded fractional interest in the leased land will make it a
| ess favorable investnent than the entire interest, by making it
| ess marketable and nore illiquid, and that these factors nay be
appropriately considered in selecting the discount rate.? See

Saunders v. United States, 48 AFTR 2d 81-6279, 81-2 USTC par.

13,419 (M D. Ga. 1981). Accordingly, we conclude that Lipsconb’s
sel ected discount rate is fair and reasonable. Qur conclusion is
bol stered by the fact that, when converted to a pretax rate,

Li psconb’ s di scount rate nearly coincides with the “basic rate”
determ ned by Dilnore using a different nethodol ogy based on

conparisons with various other types of investnents.?

20 Alternatively, where the value of the transferred
property is to be determned with adjustnents for |ack of
mar ketability, it could be appropriate in some circunstances to
val ue the donor’s entire interest in the transferred property
enpl oying a discount rate that reflects no adjustnent for |ack of
mar ketability, and then to adjust the value so determ ned for
| ack of marketability with appropriate valuation discounts. As
di scussed infra, however, it is inappropriate to make redundant
adj ustnents to both the discount rate and the val uation di scount.
See Bittker & Lokken, Federal Taxation of Inconme, Estates, and
Gfts, par. 135.3.2, at 135-30 (2d ed. 1993) (“When property is
val ued by capitalizing its anticipated net earnings, no
mar ketabi ity discount is needed if the capitalization factor
reflects not only the earnings in isolation, but also the fact
that the investor may find it difficult to Iiquidate the
i nvestnment.”).

2L W& reject Dilnore’s additional 1-percent discount for the
| ack of a reforestation clause at the end of the | ease. As
di scussed infra, respondent has allowed, and we have accepted, an
al l omance for reforestation in determ ning the value of the
reversion, thus making Dilnore’ s additional 1-percent discount
for this purpose unnecessary.
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We hold and conclude, therefore, that Lipsconb has fairly
and reasonably determ ned the net present value of the |ease
i ncone streamto be $566, 773.

2. Present Val ue of the Reversion

Li psconb’ s i ncone capitalization approach assunes that the
| eased | and will have a January 1, 2023, pretax reversion val ue
of $4,127,687. Lipsconb then purports to arrive at a January 1,
2023, after-tax value of the reversion by assum ng a 35-percent
tax on $4, 127,687, and then discounting this after-tax anmount to
1991 present val ue using an 8-percent discount rate. Nothing in
the record explains Lipsconb’s derivation of his estinmated

January 1, 2023, pretax conversion value.? Furthernore, we

22 On brief, petitioner alleges that to arrive at the
$4, 127,687 value for the reversion of the |eased | and, Lipsconb
applied a growh rate of 4 percent to conparable 1991 val ues.
The parts of the record that petitioner’s brief cites in support
of this proposition, however, do not yield this information, nor
have we discovered it elsewhere in the record. Statenents in
briefs do not constitute evidence. See Rule 143(b). Even if we
were to assune arguendo that petitioner’s representation about
Li psconb’ s derivation of the reversion value were accurate, the
record is inadequate to allow us to identify with certainty the
conpar abl es Li psconb used for this purpose or to neaningfully
eval uate the appropriateness of either the conparables or the
assunmed grow h rate that petitioner alleges Lipsconb enployed in
hi s anal ysi s.

If we were to assune arguendo that the conparables in
gquestion were the sane conparabl es Lipsconb used in his sales
conpari son approach, the facts disclosed in his report and
testinmony are inadequate to persuade us that those conparables
were determ ned appropriately. As previously discussed, using
t he sal es conpari son approach, Lipsconb determ ned that
petitioner’s interest in the |leased |l and had a 1991 fair market
val ue of $958,473. Lipsconb derived this nunber by applying a
45-percent marketability discount to what he deened to be
conparabl e sales. Lipsconb testified that he determ ned the 45-

(continued. . .)
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di sagree with Lipsconb’s inplicit prem se, otherw se unsupported
by the record or common sense, that in determning the fair
mar ket val ue of the reversion—either in 2023 or in 1991--a
hypot hetical willing buyer and seller would have adjusted the
price dowward to account for the seller’s incone tax liability

on the sale. Cf. Estate of Davis v. Comm ssioner, 110 T.C. 530

(1998).

Dl nore cal cul ates the January 1, 2023, value of the
reversion by projecting | ease rental inconme to be $95,052 in
2023, and then capitalizing it at a rate of 12.6 percent, to
yield an estimated January 1, 2023, value of $754,381. He then
di scounts the January 1, 2023, value to 1991 present val ue.
Dilnore’s nmethod i nproperly seeks to determ ne the January 1,
2023, value of the reversion on the basis of the final year’s
| ease paynents. W are unconvinced that the fair market val ue of
the land in 2023, when the | ease expires, is properly conputed
on the basis of the last year’s rent paynents under the |ease.
Accordingly, we reject Dilnore’s conclusions in this regard.

Respondent’ s expert Mal oy cal cul ates the value of the

reversion by first establishing a $238 per acre “baseline”

22(. .. continued)
percent discount based on analysis of sales of other |eased
properties, which showed a range of discounts from 30 percent to
“al nost 100 percent”. The record does not reveal how Lipsconb
chose the 45-percent discount fromthis wi de range. Moreover
the data underlying his analysis of these other sales are not
part of the record. Accordingly, we are unable to assess or
accept the appropriateness of the 45-percent discount that
Li psconb appl i ed.
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estimate of the value of a 100-percent fee sinple interest in the
| eased land in 1991. Maloy determnes this baseline estinmate on
the basis of conparisons with nunerous property sales in the sanme
counties as the leased land. WMl oy then applies a growh rate of
5 percent to project a future value for the reversion in 2023 of
$10, 245, 020.2 Fromthis anount, Ml oy subtracts $2, 454, 315 for
estimated replanting costs in 2023, to yield net future value in
2023 of $7,790,706.2 WMaloy then applies a discount rate of 8
percent to yield a present value of the reversion of $663, 768.

As previously discussed, we disagree with Maloy’'s sel ected
di scount rate as being understated. W conclude, however, that
Mal oy’ s valuation of the reversion is in all other respects
reasonabl e and i s based on sound assunptions and net hodol ogy,
taking into consideration, anong other things, reasonable costs

of reforesting the land at the end of the |ease.® Accordingly,

2 Mal oy’ s assunption of a 5-percent growth rate is based on
his determ nation that tinberland in general would benefit from
i ncreased tinber prices, Federal progranms, and the |easing of
hunting rights.

24 Mal oy estimates replanting costs in 2023 by determ ning
an estinmated $150 per acre replanting cost in 1990 and then
adj usting this nunber upward to reflect an estimated annual
inflation rate of 1.87 percent.

25 Petitioner’s own witness, Charles Irwin, testified that
in 1991 it probably would have cost $75-3%$80 per acre to prepare
the land for planting if it lay fallow for under 1 year, and $50-
$55 per acre to plant the land, resulting in a total cost of
$125-3$135 per acre. Thus, Maloy’'s replanting estimate is

actually greater than Irwn’s. Irwin does claimthat the costs
to prepare the land could “probably double” if the fallow period
was 4 or 5 years. It seens unlikely, however, that the | essee

(continued. . .)



- 40 -
enpl oyi ng Mal oy’ s net hodol ogy but substituting the pretax
equi val ent of Lipsconb’s selected discount rate (12.3 percent),
we hold that at the tine of petitioner’s gifts, the present val ue
of the reversion in the | eased | and was $190, 291. %¢

E. Di scounts for Fractional Interests

The parties have stipulated that if we were to neasure
petitioner’s gifts by reference to the sons’ interests in the
partnership, the correct mnority and marketability di scount
woul d be 33.5 percent. W have determ ned, however, that
petitioner’s transfers represented separate, indirect gifts to
his sons of interests in the |eased | and and bank stock, rather
than gifts of partnership interests or enhancenents thereto. As
previously discussed, the gift tax is inposed on the val ue of
what the donor transfers, not what the donee receives. See

Robi nette v. Helvering, 318 U.S. at 186 (the gift tax is

“measured by the value of the property passing fromthe donor”);

25(...continued)
under a long-termtinber |ease would allow the land to lie fallow
for a nunber of years before the end of the | ease, rather than
managi ng tinber harvesting to maximze the tinber’s growth
potential for the full duration of the |ease.

26 On brief, petitioner—agreeing wholly with none of his
several experts, but instead relying selectively on discrete
aspects of their several reports--urges that the 1991 val ue of
the reversion was only $30,024. |In defense of this small nunber,
petitioner argues that “no one in their right mnd is going to
pay anything in 1991 for a residual interest in the year 2023".
Petitioner argues, anong other things, that there may be a
reduced market for tinber, because we may have a paperl ess
soci ety by 2023. Maybe sooner, judging by the size of the record
in this case. Nevertheless, we are unpersuaded that a future fee
interest in nore than 9,000 acres of Al abama tinberl and has
little or no val ue.
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Stinson Estate v. United States, 214 F.3d at 849; Ctizens Bank &

Trust Co. v. Conmm ssioner, 839 F.2d 1249 (7th G r. 1988) (for

gift and estate tax purposes, value of stock transferred to
trusts was determ ned wthout regard to terns or existence of

trust); Goodnman v. Conm ssioner, 156 F.2d at 219; Ward v.

Conmi ssioner, 87 T.C. at 100-101; LeFrak v. Conmmi ssioner, T.C

Meno. 1993-526; sec. 25.2511-2(a), Gft Tax Regs. Accordingly,
the subject gifts are not neasured by reference to the sons’
partnership interests. Because the conditions of the stipulation
are not net, we nust consider what valuation discounts, if any,
are applicabl e.

1. The Leased Land

Li psconb opi ned that a 27-percent discount was appropriate
in recognition of the fractionalized ownership of the |eased
| and because of the resulting reduction in marketability and
control.?” As previously discussed, however, in performng his
anal ysis of the 1991 present value of the | ease incone, Lipsconb
had previously taken |ack of marketability into account in
adjusting his discount rate upward. Consequently, his 27-percent
val uation discount is redundant insofar as it reflects |ack of
marketability and to that extent is excessive. Lipsconb’s

analysis is insufficiently detailed to permt us to isolate the

21 Li psconb determ ned the 27-percent discount rate by
anal yzi ng sal es of what he deened to be simlar properties, which
i ndi cated a range of adjustnents from 25 percent to 100 percent.
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redundant el enents. Accordingly, we reject his reconmended 27-
percent val uation di scount.

Dilnmore testified that an undivided interest in the | eased
| and shoul d be subject to a discount of 15 percent, conprising
t hese three el enents:

(1) Operation—a 3-percent discount for |ack of conplete
control of the managenent of the property and of decisions made
about it;

(2) Disposition of the property—a 10-percent discount to
reflect the possibility of disagreenent between the co-owners and
t he necessity of getting themto agree on the sale; and

(3) Partitioning—a 2-percent discount in recognition of the
eventuality that partitioning of the physical property m ght
becone necessary. Dilnore indicated that “This woul d appear to
be a fairly mnor factor” for the | eased | and.

On brief, respondent argues that no val uation di scount for
fractional interests is warranted with respect to the | eased
land, but, if it were, it should be neasured solely by the cost
of partitioning the |and, which Ml oy opined woul d probably be
about $25,000. We reject respondent’s argunent as failing to
gi ve adequate weight to other reasons for discounting a
fractional interest in the | eased | and, such as |ack of control

i n managi ng and di sposing of the property. See Estate of Stevens

v. Conm ssioner, T.C. Menob. 2000-53; Estate of WIllians v.

Conmi ssioner, T.C Menp. 1998-59.
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Accordingly, on the basis of our review of all the expert
testinony and reports, we conclude and hold that Dilnore’s 15-
percent val uation di scount for an undivided fractional interest
in the leased land is fair and reasonabl e. %8

2. The Bank Stock

Wth regard to the bank stock, respondent has not contested
the 15-percent mnority interest discount as clainmed on
petitioner’s gift tax return. Accordingly, we hold that the
stipul ated val ue of the bank stock on the date of petitioner’s
gifts ($932,219) is subject to a 15-percent mnority interest
di scount for the gifts to his sons of undivided interests.

F. Summmary and Concl usi on

On the basis of all the evidence in the record, we concl ude
and hold that petitioner nade separate gifts to each of his two
sons of 25-percent undivided interests in the |eased |and and the

bank stock. The value of the total separate gifts to each son is

2 On brief, petitioner argues that because Lipsconb (and by
extension Dl nore) selected valuation discounts based upon a 50-
percent undivided interest in the | eased | and, as opposed to a
25-percent undivided interest, their recomended val uati on
di scounts are understated. Petitioner also argues that various
ot her cases have allowed fractional -interest discounts greater
t han those recomended by petitioner’s own experts. W nust
determ ne the applicabl e valuation discount on the basis of the
facts in the record before us. Here, petitioner has presented no
concrete, convincing evidence as to what additional anmount of
di scount, if any, should be attributable to a 25-percent
undi vided interest as opposed to a 50-percent undivided interest.
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$358, 973, and the value of petitioner’s aggregate gifts is

$717, 946, cal cul ated as foll ows:

Leased Land
1991 present value of |ease incone
1991 present val ue of 2023 reversion
Conbi ned present val ue

Pro rata interest

Undi scounted pro rata val ue

Val uati on di scount adjustnent (1-.15)
Val ue of separate indirect gifts

Bank St ock
Sti pul ated val ue
Pro rata interest
Undi scounted pro rata interest
Val uati on di scount adjustnent (1-.15)
Val ue of separate indirect gifts

Conbi ned Val ue of Separate Indirect Gfts
Leased | and
Bank stock
Tot al
Total Indirect Gfts
John
WIIliam

$566, 773
190, 291
757, 064

25%
189, 266
. 85
160, 876

932, 219
25%
233, 055
. 85
198, 097

160, 876
198, 097
358, 973

358, 973
358, 973
717, 946

We have considered all other argunents the parties have

advanced for different results. Argunents not expressly

addr essed herein we conclude are irrel evant,

merit.

To reflect the foregoing,

Deci sion will

or without

be entered

under Rul e 155.

Revi ewed by the Court.

VWELLS, CHABOT, COHEN, PARR, WHALEN, COLVI N, HALPERN

CH ECHI, LARO, and GALE, JJ., agree with this majority opinion.
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WHALEN, J., concurring: | agree with both the reasoning and
result of the majority opinion, but | wite separately to nmake
the point that this case does not present the sane issues
concerning the valuation of the indirect gifts as were presented

in Estate of Bosca v. Comm ssioner, T.C Mno. 1998-251, and to

coment on the position of Judges Beghe and Ruwe, who make
interesting and worthwhile points, especially in |ight of the
i ncreasing use of famly partnerships.

In this case, the majority opinion decides two principal
issues. First, it rejects petitioner’s contention that the
transfers of | eased | and and bank stock made by petitioner should
be characterized as gifts to petitioner’s two sons of mnority
interests in a famly partnership, or as enhancenents of his
sons’ existing partnership interests. Petitioner sought
that characterization of the transfers to justify the application
of substantial discounts in valuing the property. Contrary to
petitioner’s position, the majority characterizes the transfers
as indirect gifts to the sons of the |eased | and and bank stock.
The majority relies on section 25.2511-1(h)(1), Gft Tax Regs.
whi ch provi des:

A transfer of property by B to a corporation generally

represents gifts by B to the other individual

sharehol ders of the corporation to the extent of their

proportionate interests in the corporation.

Based thereon, the majority holds that the transfers represent an
indirect gift to each of petitioner’s two sons of an undivided

25-percent interest in the |eased | and and bank stock. To ny
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know edge, there is no disagreenent as to this aspect of the
maj ority opinion.

Second, the majority opinion values the two gifts nade by
petitioner. 1In the case of the bank stock, the parties
stipulated that before the transfer to the partnership the
aggregate val ue of the stock of the three banks that was included
in the transfer was $932,219. In view of the fact that the stock
of each of the three banks represented a mnority interest in the
bank, the majority reduced or discounted the value of the stock
by 15 percent. This discount was clainmed on petitioner’s gift
tax return, and respondent did not contest it in these
proceedi ngs. There is nothing to suggest that the amount of this
di scount woul d vary dependi ng on whether the gifts were valued in
the aggregate or separately. The majority then, in effect,
treats 50 percent of the remaining val ue as having been retained
by petitioner through his interest in the famly partnership and
treats 25 percent of the remmining value, $198,097, as a gift to
each son in accordance with section 25.2511-1(h)(1).

In the case of the |eased |and, after resolving various
factual disputes between and anong the parties’ expert wtnesses,
the majority opinion concludes that the present value of the
| eased | and, before the transfer to the partnership, was
$757,064. In view of the fact that the gifts nmade by petitioner
were gifts of undivided interests in the |eased |and, the
majority agrees that the value of the |eased | and should be

reduced or discounted by 15 percent due to the fact that the
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donees did not have conplete control over the property. In
footnote 28 of the opinion, the mgjority notes that the 15-
percent discount is based upon “a 50-percent undivided interest
in the | eased | and, as opposed to a 25-percent undi vi ded
interest” due to petitioner’'s failure to provide evidence as to
“what additional anount of discount, if any, should be
attributable to a 25-percent undivided interest as opposed to a
50- percent undivided interest.” Thus, based upon the record at
trial, the sanme discount is applicable regardless of whether the
gifts of the | eased | and are val ued on an aggregate basis or
separately. The majority opinion then, in effect, treats 50
percent of the remaining value as having been retained by
petitioner through his interest in the partnership and treats 25
percent of the remaining value, $160,876, as a gift to each son
in accordance with section 25.2511-1(h)(1).

The majority opinion, at page 23, states as foll ows:

We have not, however, aggregated the separate, indirect

gifts to his sons, John and WIlliam See Estate of

Bosca v. Comm ssioner, T.C Meno. 1998-251 (for

purposes of the gift tax, each separate gift nust be

val ued separately), and cases cited therein; cf. Estate

of Bright v. United States, 658 F.2d 999 (5th G

1981) (rejecting famly attribution in valuing stock
for estate tax purposes).

As the author of the Estate of Bosca v. Commi ssioner, |

appreci ate the approval of that opinion by the majority.
However, the approach of the majority in the instant case, as

di scussed above, is different fromthe approach used in Estate of
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Bosca because, in this case, there is no difference between the
val uation of petitioner’'s gifts to his sons dependi ng on whet her
the gifts are valued on an aggregate basis or separately. The
val ue of 50 percent of the gifted property, or $378,532 (50
percent of $757,064), less a 15-percent discount is the sane as
two 25-percent undivided interests in the |eased |and, $378, 532,
| ess a 15-percent discount.

In valuing the gifts in Estate of Bosca, it was necessary

for the Court to decide whether the gifts should be valued on an

aggregate basis; i.e., as part of a 50-percent block of stock, or
whet her they should be valued separately; i.e., as two 25-percent
bl ocks of stock. 1In deciding to take the latter approach, we

foll owed the | ong-standing position of this Court that separate
gifts nust be valued separately. See, e.g., Calder v.

Comm ssioner, 85 T.C. 713 (1985); Rushton v. Conmm ssioner, 60

T.C. 272, 278 (1973), affd. 498 F.2d 88 (5th Gir. 1974): Standish

v. Comm ssioner, 8 T.C. 1204 (1947); Phipps v. Conmm ssioner, 43

B.T.A. 1010-1022 (1941), affd. 127 F.2d 214 (10th Gr. 1942);

H pp v. Conm ssioner, T.C. Menop. 1983-746.

As | understand their position, Judges Ruwe and Beghe agree
that, under the facts of this case, petitioner nade a gift to
each of his two sons, but they do not agree with the approach
used by the majority in valuing the gifts. They appear to take
the position that in conputing the difference between the val ue
of the property transferred by the donor and the value of the

consi deration received by the donor, as required by section
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2512(b), the property is to be valued in the donor’s hands prior
to the transaction with no discounts or reductions permtted.

For exanple, in the case of the |eased | and, the only asset
as to which respondent has raised an issue in this case, it
appears that Judges Ruwe and Beghe take the position that the
val ue of the property in the donor’s hands before the transfer,
$757, 064, nust also be the value of the property transferred by
the donor. Presunably, they would take the position that the
val ue of the consideration received by the donor is 50 percent of
the value of the property transferred or $378,532, based upon the
fact that petitioner retained a 50-percent interest in the
partnership. Under this approach the aggregate value of the
gifts would be $378,532 and that anount nust be included in
conputing the amount of gifts nmade by petitioner during the
cal endar year. Thus, they disagree that a discount of 15 percent
is proper to reflect the reduced value of undivided interests in
t he | eased | and.

Their view appears to be at odds with the fact that
di scounts and reductions are permtted in the case of direct
gifts. If a donor makes a direct gift to one or nore donees, the
sumof the gifts may be |l ess than the value of the property in
t he donor’s hands before the transfer. For exanple, we have held
that the sumof all the fractional interests in real property
gifted by a donor was | ess than the value of the whole property

in the donor’s hands. | n Mooneyham v. Commi ssioner, T.C Mno.

1991-178, the donor owned 100 percent of a certain parcel of real
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property worth $1, 302, 000 before transferring a 50-percent
undi vided interest in the property to her brother. W held that
the value of the gift, the 50-percent fractional interest, was
“50 percent of the total |ess a 15-percent discount or $553, 350.”
Thus, the property transferred by the donor was worth $97, 650
less than it was in the donor’s hands. Simlarly, in Estate of

Wlliams v. Comm ssioner, T.C. Menp. 1998-59, the owner of two

parcels of property transferred 50-percent undivided interests in
each of the parcels. W held that each of the two gifts in that
case shoul d be valued as 50 percent of the fair market val ue of
the property |l ess aggregate di scounts of 44 percent. See also

Heppenstall v. Conm ssioner, a Menorandum Opi nion of this Court

dated Jan. 31, 1949 (mnority discount). These cases show
that, in appropriate cases, the mnority discount and
fractionalized interest discount can be taken into account for
pur poses of valuing direct gifts under section 2512(a). This
suggests that such discounts can al so be taken into account in
valuing indirect gifts under section 2512(b). Oherw se, there
woul d be a difference in the application of the willing buyer,
willing seller standard dependi ng on whether the valuation is of
a direct gift or an indirect gift.

As described above, in valuing the gifts of bank stock, the
majority opinion applied a mnority interest discount to reflect
the fact that a willing buyer would pay less for the mnority
interests in the three banks that petitioner transferred. In

valuing the | eased land, the majority opinion applied a
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fractional interest discount to reflect the fact that a willing
buyer would pay less for the undivided interest in the | eased
| and that petitioner transferred. These discounts are
attributable to the nature of the property transferred by the
donor. They are not attributable to restrictions inposed by the

terms of the conveyance. See Citizens Bank & Trust Co.

v. Comm ssioner, 839 F.2d 1249 (7th Cr. 1988). In ny view,

nei ther of these discounts is inconsistent wth section 25.2511-
2(a), Gft Tax Regs., and the correspondi ng case | aw which
require that the gift be neasured by the value of the property
passing fromthe donor, and not by what the donee receives.

See, e.g., Ahmanson Found. v. United States, 674 F.2d 761, 767-

769 (9th Gr. 1981).

CHABOT, COLVIN, HALPERN, and THORNTON, JJ., agree with this
concurring opinion.
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HALPERN, J., concurring: | wite to state ny agreenent
with the majority opinion and to respond to the suggestion that
in allowng a fractional interest discount with respect to the
| eased | and, the majority opinion has deviated fromthe val uation
rule of section 2512(b). The threshold question under section
2512(b) is what “property is transferred”. As germane to the
facts of the case under review, the question is whether
petitioner’s transfer of land to the partnership should be deened
to represent a single transfer of petitioner’s 100-percent
interest in the land, or whether it should be viewed as separate,
indirect transfers of fractional interests to his tw sons.

The instant case, like Kincaid v. United States, 682 F.2d

1220 (5th Gr. 1982), is based on application of an indirect gift
rule as provided in the regulations: “A transfer of property by
B to a corporation [for less than full and adequate
consideration] generally represents gifts by B to the other
sharehol ders of the corporation to the extent of their
proportionate interests in the corporation.” Gft Tax Regs.

sec. 25.2511-1(h)(1) (enphasis added). Applying this regul ation,
the court in Kincaid concluded that the taxpayer’s single
transfer of a ranch to the fam|ly-owned corporation represented
“a gift to each of her sons” to the extent of their proportionate
interests. 1d. at 1224. G ven the unanbi guous prem se of the
cited regulation, as applied in Kincaid, that the transfer gives
rise to separate “gifts”, it follows that for purposes of val uing

t hose separate gifts, the “property transferred” should be vi ewed
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as the property transferred by virtue of each of the deened
separate gifts. Oherw se, we nust construe section 2512(b) to
apply not on a gift-by-gift basis, but on the basis of aggregate
gifts made by the donor to different donees—a result w thout
basis in | aw or common sense.

It would seem beyond cavil that if the petitioner had nade
direct gifts to his sons of 25-percent undivided interests in the
| and, we would permt appropriate fractional interest discounts
in valuing the gifts. It would be anomalous if by nmaking the
sane gifts indirectly, through a partnership, instead of
directly, such fractional interest discounts were precluded.
Havi ng applied the indirect gift rule to deny the donor entity-
| evel discounts on the basis that the transfer to the entity was
in essence nmultiple transfers to the individual objects of the
donor’s bounty, it would be unfair then to ignore the operation
of that rule in concluding that in considering the availability
of a fractional interest discount, the transfer should be treated
as a unitary transfer to the entity.

Finally, it is true, as Judge Ruwe notes, that neither
Ki ncaid nor several of its progeny allowed any fractional
interest discount with respect to the transferred property.

There is no indication in any of these cases, however, that the
t axpayer raised or that the court considered such an issue. The
only case in the Kincaid |ine of cases to expressly consider the

i ssue was Estate of Bosca v. Commi ssioner, T.C Mno. 1998-251,

whi ch concl uded, consistent with the majority opinion, that
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fractional interest discounts were pernmssible. | see no reason
why we shoul d now abandon this precedent, which is soundly

r easoned.

CHABOT, COHEN, WHALEN, COLVIN, LARO, GALE, and THORNTON
JJ., agree with this concurring opinion.
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RUWE, J., concurring in part and dissenting in part: |
agree with the majority opinion except for its allowance of a 15-
percent val uation discount with respect to what the majority
describes as “indirect gifts [by petitioner] to each of his sons,
John and WIlliam of undivided 25-percent interests in the | eased
land”. Majority op. p. 22. In ny opinion, no such discount is
appropriate because undivided interests in the |eased | and were
never transferred to petitioner’s sons. The transfer in question
was a transfer of petitioner’s entire interest in the |eased |and
to the partnership. This transfer was to a partnership in which
petitioner held a 50-percent interest. Except for enhancing the
val ue of petitioner’s 50-percent partnership interest, he
recei ved no other consideration for the transfer.

Section 2512(b) provides:

SEC. 2512. Valuation of Gfts.

(b) Where property is transferred for |less than an
adequate and full consideration in noney or noney’s

worth, then the anount by which the value of the

property exceeded the val ue of the consideration shal

be deened a gift, and shall be included in conputing

the anount of gifts nmade during the cal endar year

The Supreme Court has described previous versions of the
gift tax statutes (section 501 inposing the tax on gifts and

section 503 which is virtually identical to present section

2512(b)) in the follow ng termns:
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Sections 501 and 503 are not disparate provisions.
Congress directed themto the sanme purpose, and they
shoul d not be separated in application. Had Congress
taxed “gifts” sinpliciter, it would be appropriate to
assunme that the termwas used in its colloquial sense,
and a search for “donative intent” would be indicated.
But Congress intended to use the term“gifts” inits
br oadest and nost conprehensive sense. H Rep. No.
708, 72d Cong., 1st Sess., p.27; S. Rep. No. 665, 72d
Cong., 1st Sess., p.39; cf. Smth v. Shaughnessy, 318
U S 176; Robinette v. Helvering, 318 U S. 184.
Congress chose not to require an ascertai nnment of what
too often is an elusive state of mnd. For purposes of
the gift tax it not only dispensed with the test of
“donative intent.” It fornmulated a nuch nore workabl e
external test, that where “property is transferred for
| ess than an adequate and full consideration in noney
or noney’s worth,” the excess in such noney val ue
“shall, for the purpose of the tax inposed by this
title, be deened a gift...” And Treasury Regul ations
have enphasi zed that comon | aw consi derati ons were not
enbodied in the gift tax. [Conm ssioner v. Wnyss, 324
U S. 303, 306 (1945); fn. ref. omtted.]

The Suprenme Court described the objective of these statutory
provi sions as foll ows:

The section taxing as gifts transfers that are not nade

for “adequate and full [noney] consideration” ainms to

reach those transfers which are withdrawn fromthe

donor’s estate. * * * [Id. at 307.]

Under the applicable statutory provisions, it is unnecessary
to consider the value of what petitioner’s sons received in order
to determ ne the value of the property that was transferred.

| ndeed, the regulations provide that it is not even necessary to

identify the donee.! The regulations provide that the gift tax

1Sec. 25.2511-2(a), G ft Tax Regs.

SEC. 25.2511-2. Cessation of donor’s dom nion and
control. (a) The gift tax is not inposed upon the
recei pt of the property by the donee, nor is it
necessarily determ ned by the neasure of enrichnment
(continued. . .)
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is the primary and personal liability of the donor, that the gift
is to be neasured by the value of the property passing fromthe
donor, and that the tax applies regardless of the fact that the
identity of the donee may not be presently known or
ascertai nable. See sec. 25.2511-2(a), Gft Tax Regs.?
The majority correctly states the fornmula for val uing
transfers of property:
| f property is transferred for |ess than adequate and
full consideration, then the excess of the value of the
property transferred over the consideration received is
generally deened a gift. See sec. 2512(b). The gift
is neasured by the value of the property passing from
the donor, rather than by the property received by the
donee or upon the neasure of enrichnent to the donee.
See sec. 25.2511-2(a), Gft Tax Regs. [Majority op
pp. 11-12.]
This is exactly the fornula used in the cases on which the
majority relies for the proposition that a gift was nmade. See

Kincaid v. United States, 682 F.2d 1220 (5th Cr. 1982); Heringer

Y(...continued)

resulting to the donee fromthe transfer, nor is it
condi tioned upon ability to identify the donee at the
time of the transfer. On the contrary, the tax is a
primary and personal liability of the donor, is an

exci se upon his act of making the transfer, is neasured
by the value of the property passing fromthe donor,
and attaches regardless of the fact that the identity
of the donee may not then be known or ascertai nabl e.

2See al so Robinette v. Helvering, 318 U S. 184 (1943), in
whi ch the taxpayer argued that there could be no gift of a
remai nder interest where the putative renai ndernmen (prospective
unborn children of the grantor) did not exist at the tine of the
transfer. The Suprene Court rejected this argunment stating that
the gift tax is a primary and personal liability of the donor
measured by the value of the property passing fromthe donor and
attaches regardless of the fact that the identity of the donee
may not be presently known or ascertai nabl e.
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v. Comm ssioner, 235 F.2d 149 (9th Cr. 1956); Ketteman Trust v.

Comm ssioner, 86 T.C. 91 (1986). |In each of these cases,

property was transferred to a corporation for |ess than ful
consideration. All or part of the stock of the transferee
corporations was owned by persons other than the transferor. In
each case, the value of the gift was found to be the fair narket
val ue of the property transferred to the corporation, mnus any
consideration received by the transferor. None of these cases
al l oned a di scount based upon a hypot hetical assunption that
fractionalized interests in the transferred property were given
to the individual sharehol ders of the transferee corporations.
Unfortunately, the majority does not followits own fornula, as
guot ed above, or the above-cited cases.

The only case cited by the majority where a di scount was
gi ven based on a hypothetical assunption that fractionalized
interests in the transferred property were given to the indirect

beneficiaries (shareholders or partners) is Estate of Bosca V.

Conmi ssioner, T.C. Menp. 1998-251. | believe that Estate of

Bosca was incorrectly decided on this point. That opinion

inproperly relied upon cases that dealt with determning the

nunber of annual gift tax exclusions and bl ockage di scounts.
Opi nions dealing with the nunber of annual gift tax

excl usi ons under section 2503(b)2® have no application in

3Sec. 2503(b) provides in part:

SEC. 2503(b). Exclusions From Gfts.--In the case
(continued. . .)
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determ ning the value of gifts under section 2512(b). Under the
annual gift tax exclusion, the first $10,000 of gifts nade to any
person is excluded fromtotal taxable gifts. Unlike section
2512(b), section 2503(b) focuses on the identity of the donee.
Section 2503(b) specifically addresses “gifts * * * nade to any
person” and excludes “the first $10,000 of such gifts to such
person”. In explaining the neaning of “gift” in the statute
provi ding for the annual exclusion, the Suprenme Court expl ai ned:

But for present purposes it is of nore inportance
that in common understanding and in the comobn use of
| anguage a gift is nmade to hi mupon whom the donor
bestows the benefit of his donation. One does not
speak of making a gift to a trust rather than to his
children who are its beneficiaries. The reports of the
comm ttees of Congress used words in their natural
sense and in the sense in which we nust take it they
were intended to be used in 8 504(b) when, in
di scussing 8 501, they spoke of the beneficiary of a
gi ft upon trust as the person to whomthe gift is
made.* * * Helvering v. Hutchings, 312 U S. 393, 396
(1941).

The Suprenme Court’s interpretation of the term=®“gift” for
pur poses of the annual exclusion was based upon the common
meani ng and understanding of the termgift. The Suprene Court’s
interpretation of the termgift in section 2503(b) nust be

contrasted wwth the Suprene Court’s broad interpretation of

3(...continued)

of gifts (other than gifts of future interests in
property) nmade to any person by the donor during the
cal endar year, the first $10,000 of such gifts to such
person shall not, for purposes of subsection (a), be
included in the total anmount of gifts made during such
year. * * *
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section 2512(b). Section 2512(b) specifies a formula for

determ ning when a transfer will be deened a gift and for

determ ning the amount of the gift for gift tax purposes. In
expl aining the broad reach of the predecessor of section 2512(b),

the Suprenme Court in Conm ssioner v. Wenyss, 324 U. S. 303 (1945),

expl ai ned that Congress was applying the gift tax to transfers
that were beyond the common neaning of the termgift.

Had Congress taxed “gifts” sinpliciter, it would be
appropriate to assune that the termwas used in its
col l oqui al sense, and a search for “donative intent”
woul d be indicated. But Congress intended to use the
term“gifts” in its broadest and nost conprehensive
sense. * * * [[d. at 306.]

Thus, for purposes of the gift tax, a transfer that is deened to
be a “gift” is statutorily defined in section 2512(b) in broad
and conprehensive terns and is not limted to the comobn neani ng
of that term

Rel i ance on cases based on bl ockage di scounts is al so
m spl aced in the context of section 2512(b). The gift tax
regul ations permt an exception to the traditional definition of
fair market value for gifts of large blocks of publicly traded
stock. Under the regulations, a bl ockage di scount can be all owed
“If the donor can show that the bl ock of stock to be valued, with

reference to each separate gift, is so large in relation to the

actual sales on the existing market that it could not be
liquidated in a reasonable tinme w thout depressing the market.”
Sec. 25.2512-2(e), Gft Tax Regs. (Enphasis added.) The cases

dealing with bl ockage di scounts are distingui shabl e because they
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were decided on the basis of a specific regulation dealing with
bl ockage di scounts and invol ved either separate transfers of
properties to various persons or transfers in trust where the
transferor allocated specific properties to the trust accounts of

i ndi vi dual donees. See Rushton v. Conm ssioner, 498 F.2d 88 (5th

Cr. 1974), affg. 60 T.C 272 (1973); Calder v. Conm ssioner, 85

T.C. 713 (1985). In the instant case, there was a single
transfer of petitioner’s property for less than full and adequate
consideration. Pursuant to section 2512(b), such a transfer is
deened to be a gift to the extent the fair nmarket val ue of the
transferred property exceeded the val ue of any consideration
recei ved by the transferor.

The val ue of the property to which the gift tax applies in the
instant case is the fair market value of the | eased property that
petitioner transferred to the partnership, mnus the portion of
that value that served to enhance petitioner’s 50-percent

partnership interest. See Kincaid v. United States, supra at

1224; Heringer v. Comm ssioner, 235 F.2d at 152-153;4 Kettenman

Trust v. Comm ssioner, 86 T.C. at 104. There is nothing in that

formula that would justify a discount for two 25-percent

“'n Heringer v. Commi ssioner, 235 F.2d 149 (9th Cr. 1956),
t he taxpayers held a 40-percent interest in the corporation to
whi ch they transferred property. The taxpayers argued that any
gi ft should not exceed 60-percent of the value of the transferred
property because the taxpayers’ 40-percent stock interest was
i ncreased proportionately by the transfer and that such increase
was anal ogous to receipt of consideration. The Court of Appeals
agreed citing sec. 1002, 1939 |I.R C., which contains the sane
| anguage as the current version of sec. 2512(b). See id. at 152-
153.




- 62 -
undi vided interests in the | eased property. Petitioner never
transferred 25-percent fractional interests in the |eased
property. H's sons never received or owned 25-percent undivided
interests in the | eased property. Indeed, no such fractionalized
interests ever existed. After the transfer, the partnership held
the sane property interest that petitioner held before the
transfer; there was no fractionalization of ownership; and the
partnership could have sold the | eased property for the sane fair
mar ket val ue that petitioner could have realized. Nevertheless,
the majority values the | eased property by giving a discount for
hypot hetical fractional interests that never existed. On this
point, the majority is in error.

VASQUEZ and MARVEL, JJ., agree with this concurring in part
and dissenting in part opinion.
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BEGHE, J., concurring in part and dissenting in part: |
concur in the magjority’s conclusion that, in conputing the val ue

of the gifts, the donor is not entitled to entity |evel
di scounts; | dissent fromthe majority’s concl usion that
petitioner’s transfer of the |eased | and should be val ued as
separate indirect transfers to his sons of individual 25-percent
interests, rather than as a unitary transfer to the partnership.?
Wth all the woofing these days about using famly
partnerships to generate big discounts, the majority opinion
provi des salutary rem nders that the “gift is nmeasured by the
val ue of the property passing fromthe donor, rather than by the
property received by the donee or upon the neasure of enrichnent
of the donee”, majority op. pp. 11-12, and that “How petitioner’s
transfers of the | eased | and and bank stock nmay have enhanced the
sons’ partnership interests is immterial, for the gift tax is
i nposed on the value of what the donor transfers, not what the

donee receives”, majority op. p. 16 (citing section 25.2511-2(a),

1 Al though the majority describe the gifts as “undivided 25-
percent interests in the |leased land”, majority op. p. 22, the
15- percent discounts allowed by the ngjority in valuing those
interests anmount to no nore than the di scount petitioner’s
experts attributed to the transfer of a 50-percent interest.

This i s because petitioner’s experts “presented no concrete,

convi nci ng evidence as to what additional anount of discount, if
any, should be attributable to a 25-percent undivided interest as
opposed to a 50-percent undivided interest”. Majority op. note
28. For an exanple of an agreenent by the parties as to the
difference in value between a transfer of a 50-percent bl ock and
two 25-percent bl ocks of the stock of a closely held corporation,
see Estate of Bosca v. Conm ssioner, T.C Menp. 1998-251.
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G ft Tax Regs., Robinette v. Helvering, 318 U S. 184, 186 (1943),

and ot her cases therein); see also sec. 25.2512-8, G ft Tax Regs.
This is the “estate depletion” theory of the gift tax?
given its nost cogent expression by the Suprenme Court in

Comm ssi oner v. Wenyss, 324 U.S. 303, 307-308 (1945):

The section taxing as gifts transfers that are not nade
for “adequate and full [noney] consideration” ainms to
reach those transfers that are withdrawn fromthe
donor’s estate. To allow detrinment to the donee to
satisfy the requirenent of “adequate and ful

consi deration” would violate the purpose of the statute
and open wi de the door for evasion of the gift tax.

See 2 Paul, supra [Federal Estate and G ft Taxation
(1942)] at 1114.3

The logic and the sense of the estate depletion theory
requi re that a donor’s sinultaneous or contenporaneous gifts to

or for the objects of his bounty be unitized for the purpose of

2 See, e.g., Lowndes et al., Federal Estate and G ft Taxes
356 (1974); Solonon et al., Federal Taxation of Estates, Trusts
and Gfts 191 (1989).

3 The Paul treatise, cited twice with approval in
Conmm ssioner v. Wenyss, 324 U.S. 307, 308 (1948), put it this
way :

It is Congress’s intention to reach donative
transfers which dimnish the taxpayer’s estate. The
exi stence of “an adequate and full consideration in
noney or noney’s worth” which is not received by the
t axpayer has that very same effect. Since the section
is ained essentially at “colorable famly contracts and
simlar undertakings nade as a cloak to cover gifts,”
it is fair to assune that Congress intended to exenpt
transfers only to the extent that the taxpayer’s estate
is sinmultaneously replenished. The consi deration may
t hus augnent his estate, give hima new right or
privilege, or discharge himfromliability. [2 Paul
Federal Estate and G ft Taxation, 1114-1115 (1942);
citations omtted.]
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val uing the transfers under section 2511(a). After all, the gift
tax was enacted to protect the estate tax, and the two taxes are

to be construed in pari materia. See Merrill v. Fahs, 324 U. S.

308, 313 (1945). The estate and gift taxes are different from an

i nheritance tax, which focuses on what the individual donee-

beneficiaries receive; the estate and gift taxes are taxes whose

base is nmeasured by the val ue of what passes fromthe transferor.
| would hold, contrary to the majority and the approach of

Estate of Bosca v. Comm ssioner, T.C. Mnp. 1998-251,4 that the

gross val ue of what petitioner transferred in the case at hand is
to be nmeasured by including the value of his entire interest in

the leased land.® | would then value the net gifts by

4 Contrary also to the Conm ssioner’s concession, in Rev.
Rul . 93-12, 1993-1 C. B. 202, that a donor’s simltaneous equal
gi fts aggregating 100 percent of the stock of his wholly owned
corporation to his five children are to be valued for gift tax
pur poses without regard to the donor’s control and the famly
rel ati onship of the donees. The ruling is wong because it
focuses on what was received by the individual donees; what is
inportant is that the donor has divested hinmself of control. The
cases relied upon by the ruling—Estate of Bright v. United
States, 658 F.2d 999 (5th Cr. 1981); Propstra v. United States,
680 F.2d 1248 (9th Cir. 1982); Estate of Andrews v. Conm Ssioner,
79 T.C. 938 (1982); Estate of Lee v. Conm ssioner, 69 T.C. 860
(1978) - -address an arguably different question: whether for
estate tax purposes a decedent’s transfer at death of interests
in real property or shares of a famly corporation should be
val ued by aggregating themw th interests in the sane property or
shares already held by the decedent’s spouse or siblings.

> | acknow edge that nmy sense of the logic of the estate
depletion theory would require unitization of a donor’s sane day
gifts of the stock of the same corporation in determ ning the
significance of parting wth but not conveying control, contrary
to Estate of Heppenstall v. Comm ssioner, a Menorandum Opi ni on of
this Court dated Jan. 31, 1949, and arguably contrary to cases
t hat segregate sane day gifts for bl ockage di scount purposes,
(continued. . .)
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subtracting fromthe gross value so arrived at the value, at the
end of the figurative day, of the partnership interest that
petitioner received back and retained, sec. 2512(b),® not 50
percent of the value of the |leased |l and that he transferred to

t he partnership.

5(...continued)
see, e.g., Rushton v. Conmi ssioner, 498 F.2d 88 (5th Cr. 1974),
affg. 60 T.C. 272 (1973); Calder v. Conm ssioner, 85 T.C. 713
(1985), which may be attributed to the presence of a specifically
targeted regulation. |In any event, ny sense of what the estate
depletion theory inplies for gift tax purposes is consistent with
and supported by the rule that unitizes a block of shares held at
death to determine the value at which they are included in the
gross estate, notwi thstanding that they nay be bequeathed to nore
t han one beneficiary. See, e.g., Ahmanson Found. v. United
States, 674 F.2d 761, 768 (9th Cr. 1981); Estate of Chenoweth v.
Comm ssioner, 88 T.C. 1577, 1582 (1987).

61 see no problemin harnonizing the above-suggested
approach with the considerations that apply in determ ning
whether a gift qualifies as a present interest rather than future
interest for the purpose of the annual exclusion under sec.
2503(b). The annual exclusion inquiry necessarily focuses on the
quality and quantity of the donee’s interest. See Stinson Estate
v. United States, 214 F. 3d 846 (7th Cr. 2000); sec. 25.2503-3,

G ft Tax Regs.; see also Helvering v. Hutchings, 312 U. S. 393
(1941); Estate of Cristofani v. Comm ssioner, 97 T.C. 74 (1991).
Anal ogous consi derations apply in conputing the val ue of bequests
entitled to the estate tax charitable or marital deduction. See,
e.g., Ahmanson Found. v. United States, supra; Estate of
Chenowet h v. Conm ssioner, supra.
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FOLEY, J., dissenting: The mpjority relies on Kincaid v.

United States, 682 F.2d 1220, 1226 (5th Gr. 1982), where the

court held that Ms. Kincaid made a gift through an

“unequal exchange [that] served to enhance the val ue of her sons’
voting stock”. The opinion, however, states: “Nor do we agree
with petitioner’s contention that his transfers should be
characteri zed as enhancenents of his sons’ existent partnership
interests.” Majority op. p. 16. The holding in this case is
prem sed on Kincaid. The majority opinion, however, rejects
petitioner’s contention, which is the essence of the Kincaid

hol ding, and fails to explain why the result in this case should
be different fromthat in Kincaid. Accordingly, | respectfully

di ssent.



