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BEGHE, Judge: Respondent determ ned Federal gift and estate
tax deficiencies and accuracy-rel ated penalties under sections
6662(a), (g), and (h)?2 in the foll ow ng anpbunts:

Docket No. Tax Year Defi ci ency Penal ti es
10940- 97 Gft 12/ 31/ 93 $15, 201, 984 $6, 080, 794
3409- 98 Estate 06/ 04/ 94! 43, 639, 111 17, 455, 644
3408- 98 Gft 12/ 31/ 94 17,094, 788 6,791, 715

Total s 75, 935, 883 30, 328, 153

! Date of death

| nt roducti on

In each of these consolidated cases, respondent determ ned a
gift or estate tax deficiency and penalty arising froma gross
val uation understatenent. The deficiencies and penalties relate
to valuations of ownership interests in various corporations and
partnerships (collectively, the True conpani es), subject to buy-

sell agreenents, transferred individually in 1993 by H A True,

2Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code in effect as of the date of Dave True’'s
death (for estate tax purposes) or dates of Dave and Jean True’'s
alleged gifts (for gift tax purposes). Al Rule references are
to the Tax Court Rules of Practice and Procedure.
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Jr., deceased, (docket No. 10940-97),°2 reported by the Estate of
H A True, Jr., HA True, Ill, personal representative (estate)
by reason of H A True, Jr.’s death in 1994 (docket No. 3409-98),
or transferred by Jean True individually in 1994 (docket No.
3408-98) (collectively, petitioners).* Petitioners tinely filed
petitions with this Court contesting the deficiencies and
penalties and claimng a refund of whatever overpaynent of estate
tax mght arise from paynents of adm nistrati on expenses not
clainmed on the estate tax return. After concessions, the
follow ng issues are to be deci ded:

1. Does the book value price specified in the buy-sel
agreenents control estate and gift tax values of the subject
interests in the True conpani es (buy-sell agreenent issue);

2. If the True famly buy-sell agreenents do not contro
val ues, what are the estate and gift tax values of the subject

interests (valuation issue);

3Jean True is a party to docket No. 10940-97 sol ely because
she elected to be treated as donor of one-half of the gifts H A
True, Jr. made during 1993. See sec. 2513.

“We include the estate in the collective term petitioners,
for ease of reference only. This reference does not suggest
whet her we regard the personal representatives’ residences, or
the decedent’s domcile at death, to be controlling for appellate
venue purposes under sec. 7482(b)(1). See Estate of C ack v.
Commi ssioner, 106 T.C. 131 (1996). The issue is not inplicated
in the cases at hand because Dave True and the estate’ s personal
representatives were all domiciled in the same jurisdiction
(Womng) at all relevant tines. See infra pp. 11-12.
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3. D d Jean True nake gift | oans when she transferred
interests in the True conpanies to her sons in exchange for
interest-free paynents received approximately 90 days after the
effective date of the transfers (gift |oan issue); and

4. Are petitioners liable for valuation understatenent
penal ti es under section 6662(a), (g), and (h) (penalty issue)?

We hold in respondent’s favor that the buy-sell agreenents
do not control estate and gift tax values. W value the subject
interests at anmounts greater than the prices paid under the buy-
sel|l agreenents and hold that understatenent penalties apply to
parts of the resulting deficiencies. W hold for respondent on
the gift |oan issue.

For conveni ence and clarity, findings of fact and opi nion
are set forth separately under each issue. The findings of fact
regardi ng any issue incorporate, by this reference, the facts as
found with respect to any issue previously addressed.

| ssue 1. Does Book Value Price Specified in Buy-Sell Agreenents
Control Estate and G ft Tax Values of Subject Interests in True

Conpani es?

FI NDI NGS OF FACT
Sonme of the facts have been stipulated by the parties and
are so found. The stipulation of facts, supplenental stipulation
of facts, associated exhibits, and oral stipulations are

i ncorporated by this reference.



Backgr ound

A True Famly

Henry Al phonso True, Jr. (known as H A True, Jr. or Dave
True) was born June 12, 1915, and resided in Casper, Wom ng
from 1948 until his death on June 4, 1994, 1 week before his 79th
bi rthday. He was survived by his wfe, Jean True, his children,
Tamma True Hatten (Tanma Hatten), H A True, II1 (Hank True),
Diemer D. True (Diemer True), and David L. True (David L. True)
(collectively, the True children), his grandchildren, and great-
grandchi | dren.

The Natrona County, Womnm ng, probate court (probate court)
appoi nted Jean True, Hank True, Diener True, and David L. True
(personal representatives) as co-personal representatives of the
estate. After approving the estate’s final accounting, the
probate court discharged the personal representatives on
Decenber 13, 1995.

Dave True’'s Last WII| and Testanent, dated Septenber 14,

1984 (will), provided that the residue of his estate should be
paid to the trustees under the H A True, Jr. Trust dated
Septenber 14, 1984 (living trust), as anmended. Under the |iving
trust, Jean True, Hank True, D ener True, and David L. True were
appoi nted as first successor trustees (trustees) upon Dave True’s

deat h.
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The personal representatives, trustees, and Jean True
individually, resided in Casper, Wonng, at the tinmes they filed
their petitions wth this Court.

B. Fornati on and G owh of True Conpani es

1. Reserve Drilling

Dave True graduated fromcollege and married Jean True in
1938. During the next 10 years, he worked in the oil and gas
busi ness for the Texas Co. (later known as Texaco) in various
positions, eventually becom ng Wom ng State superintendent of
drilling and production, based in Cody, Wonmng. During this
time, Tanma (1940), Hank (1942), and Di ener (1946) were born.

In 1948, Dave True left the Texas Co., noved his famly to
Casper, Wom ng, and becane manager of Reserve Drilling Co.
(Reserve Drilling), a one-rig contract drilling business. Dave
and Jean True’'s youngest child, David L. True, was born in 1950.
By 1951, Dave True owned 15 percent of Reserve Drilling, Doug
Brown, an attorney, owned 10 percent, and unrel ated conpani es
owned the remaining interests. Reserve Drilling generated
substantial profits and acquired additional rigs under Dave
True’ s managenent. Eventually, the unrel ated conpanies sold
their interests to Dave True and Doug Brown, who financed their

purchases with borrowed funds.



- 13 -

2. True-Brown Partnerships

Dave True and Doug Brown jointly pursued ot her business
ventures (collectively, True-Brown partnerships). Anmong them was
True & Brown Drilling Co., a partnership formed in 1951 that
engaged in contract drilling and al so acquired working interests
in oil and gas properties. Dave True worked | ong hours in the
field on the drilling rigs, while Doug Brown worked regul ar hours
in the Casper office. Dave True canme to believe that he was
contributing nore than 50 percent of the efforts required to run
the conpany. In 1954, Dave True offered to sell his interest, or
to buy Doug Brown’s interest, at a stated price. Doug Brown
chose to sell his interests in all the True-Brown partnerships,
and Dave True financed his purchase through an oil paynent (bank
| oan payabl e out of oil production).?

These experiences influenced Dave True’'s busi ness phil osophy
and generated his interest in using buy-sell agreenents. Dave
True deci ded that he never again would incur outside debt to
finance acquisitions and that he would allow only famly nmenbers

to be his partners in future business ventures.

S her than intimtions that the purchases and sal es of the
outsiders’ interests in Reserve Drilling and the True-Brown
partnerships were at armis length, there is no indication in the
record how the purchase prices in these transactions were
established. See infra pp. 16-17 with respect to purchases-
redenpti ons of outside shareholders’ interests in Belle Fourche
Pi pel i ne Co.
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3. True Gl and True Drilling

Following term nation of the True-Brown partnerships in
1954, Dave and Jean True fornmed True G| Co. (True Q1) and True
Drilling Co. (True Drilling). These were Wom ng genera
partnerships in which Dave and Jean True initially owned 95-
percent and 5-percent interests, respectively.

True G| acquired working interests in oil and gas
properties and | ooked for new reserves. 1|In general, True Q|
would do farmin deals (do exploratory drilling on prospects
identified by others) rather than develop its own deals. Dave
True was an operator, who actually drilled and operated wells and
arranged to sell production, rather than a pronoter, who sells
non-operating royalty interests to third parties. True Gl’s
custoners included both related and unrel ated parties; however,
on average, about half of its production was purchased by rel ated
entities.

True Drilling owned and operated drilling rigs and perforned
contract drilling services for related and unrel ated custoners.
True G| was one of True Drilling s |argest custoners.

Dave True was a “w ldcatter”. He enjoyed the challenge of
drilling exploratory wells on | eased acreage far from established
fields, rather than drilling devel opnental wells on established
fields. True Ol’s early efforts were rewarded wi th discoveries

of fields in the Rocky Muntain region (Wom ng, North Dakota,
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Montana). Dave True was al so a pioneer in the successful use of
wat er flooding to increase recoverabl e reserves.

Dave True believed that the only way to perpetuate his
busi ness would be to find and devel op repl acenent reserves and
that doing so would require substantial exploration and
devel opnent outlays. True Ol expended considerabl e funds
Wi t hout generating substantial additional production. From 1972
to 1998, True O | spent approximately $174 million on exploration
and drilling costs that resulted in dry holes.® Dave True's
continuing commtnment to exploration for new reserves, and his
aversion to incurring outside debt, required the partners to
channel their profits fromTrue Drilling and ot her True conpani es
into True G| in order to finance continued exploration
activities.

Ef fective August 1, 1973, Dave True gave each of his
children 8-percent general partnership interests in True Ol and
True Drilling. The owners and ownershi p percentages i mredi ately
after the gifts were: Dave True (63 percent), Jean True (5
percent), and each of the four True children (8 percent).

4. Bel |l e Fourche Pipeline Co.

In 1957, Dave True and ot her Wom ng operators organi zed

Bel | e Fourche Pipeline Co. (Belle Fourche) as a Wom ng

True O l's total intangible drilling costs from 1972
t hrough 1998 were $301, 016, 235, which included costs of drilling
on proven properties, developnental drilling, and exploratory
drilling. Fifty-eight percent of total intangible drilling costs

(approximately $174 mllion) were spent on nonproductive wells.
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corporation to build and operate a gathering systemfor the
Donkey Creek field in the Powder River Basin. Dave True and the
ot her | ocal operators organi zed Bell Fourche because they had
encountered difficulty in getting their crude oil to market from
new y di scovered, renote fields. They therefore decided to build
their own pipeline, rather than transport crude oil by truck to
trunk lines or connect new wells to existing gathering pipelines
owned by others. In later years, Belle Fourche substantially
expanded its operations to serve other fields as a commobn carrier
gathering systemw th nultiple outlets to trunk |ines.

Bel | e Fourche generated substantial cash-flow fromfees for
transporting crude oil. Its custoners included both True
conpani es and unrelated entities. However, the majority of its
busi ness was fromunrelated entities.

In the 1960's, Dave and Jean True acquired full ownership of
the shares of Belle Fourche through redenptions of the share
interests of the other holders.” There were no buy-sel
agreenents that woul d have dictated the redenption prices for
Bel | e Fourche stock. Al but one of the redenptions were at

precedi ng yearend book value (determ ned on a GAAP basis, see

‘Petitioners’ direct testinony characterized these
transactions as stock purchases by Dave and Jean True, while the
apprai sal of Standard Research Consultants (SRC)(see infra pp
37-39) characterized them as corporate redenptions. The SRC
apprai sal provided nore detailed information regardi ng the
transactions and appears to be nore reliable.
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infra p. 23); the exception, which anbunted to 24 percent?® of the
total shares initially issued, was for nore than book val ue.

In 1967, after having acquired all outstanding shares, the
Trues caused Bell e Fourche to nake an S corporation election.
Bel |l e Fourche relied on sharehol der | oan, rather than equity, as
its main source of financing after electing S status. Between
March 31, 1971 (the conpany’s fiscal yearend), and June 15, 1971
Dave and Jean True received earnings distributions of
approximately $2.8 mllion,® thereby reducing reported book val ue
from$99.90 to $38.69 per share.

I n August 1971, the True children each purchased a 1-percent
interest in Belle Fourche fromthe corporation. The True
famly s accountant, Coyd Harris (M. Harris), advised the True
children also to |l end noney to Belle Fourche so that each
stockhol der’s pro rata share of outstanding |oans to the
corporation would reflect his or her percentage interest. This
was intended to preserve Belle Fourche’'s S corporation status by
avoi di ng the appearance of a second class of stock. The True
children paid $38.69 per share to purchase the stock (476 shares

each) and |l ent the conpany $127.26 per share at 8-percent

829, 244 shares (redeemed Decenber 1962 at $17/share vs. book
val ue of $13.13/share) divided by 120,004 shares (issued at
formati on) equal s approxi mately 24 percent (rounded).

°$4, 569, 000 (book value at 3/31/71) less $1, 769,500 (45,734
shares outstandi ng x $38. 69 book val ue/ share at 6/15/71) equals
$2, 800, 000 (rounded) decrease in book value due to distributions
made within 2-1/2 nonths after fiscal yearend.
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i nterest, payable on demand. The children financed the
transaction with cash gifts fromtheir parents over the years and
with earnings distributions fromtheir prior investnents in other
True conpanies. The owners and ownershi p percentages imedi ately
after the purchases were: Dave True (91 percent), Jean True (5
percent), and each of the four True children (1 percent).

5. Black Hlls QI Mrketers, Inc./True QG|

Purchasi ng Co./Eighty-Eight Ol Co./Black Hlls
Trucki ng, |nc.

Black Hlls QI Mrketers, Inc. (Black HIlls Q1l), was
formed by Dave True in 1963 to market and transport crude oil.
Initially, the activities of Black Hills G| centered on
supporting Belle Fourche' s pipeline operation by noving and
accunul ati ng marketable quantities of oil. However, Black Hlls
O |’ s business quickly expanded to include purchasing oil from
unrel ated parties and providing shi pping servi ces.

Black HIls O1l's marketing activities consisted of buying
crude oil fromlease operators, shipping it through a pipeline
while retaining title, and reselling it with a markup at the
other end. In the late 1970's, the True famly began conducti ng
oil marketing activities through True G| Purchasing Co. (TOPCO
rather than through Black Hlls GIl. In 1980, one of TOPCO s
custoners could not fulfill a purchase obligation and filed for
bankruptcy. The Trues becane concerned that this default m ght

adversely affect TOPCO s ability to neet its own obligations.
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They therefore liquidated TOPCO and transferred its crude oi
mar ket i ng busi ness to a preexisting Wom ng general partnership,
Ei ghty-Eight G| Co. (Eighty-Eight Q).

Dave and Jean True owned 95 percent and 5 percent,
respectively, of Eighty-Eight Ol when they forned it in 1956.
In 1975, the four True children each purchased an 8-percent
general partnership interest from Dave True, which reduced his
partnership interest to 63 percent.

The crude oil marketing busi ness operated by Ei ghty-Ei ght
Ol and its predecessors generated considerable cash-flows; the
Trues regarded it as a “cash cow. Eighty-Eight Ol often served
its partners as a repository of excess cash. At tines, due to
di sproportionate capital contributions or withdrawals, the
capital accounts of the partners varied widely fromtheir
interests in profits and |l osses. During the 1990's, Ei ghty-Ei ght
Ol transacted nost of its business with unrelated parties.

Black HIls Trucking, Inc. (Black Hlls Trucking), began as
a division of Black Hlls G| that transported crude oil to
pipelines. |Its services grewto include noving drilling rigs and
hauling water, |ivestock, products, and pipe for related and
unrel ated custonmers. As a result of the expansion of the
activities of Black HIls Trucking, and regulatory price caps
i nposed on Black Hlls G1l, the True famly decided to nake Bl ack

Hills Trucking a separate entity.
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In 1977, Black Hlls Trucking was organi zed as a Wom ng
corporation; it was initially owed by Dave True (63 percent),
Jean True (5 percent), and the four True children (8 percent
each). The conpany elected S corporation status in Decenber
1977. The market for trucking services was conpetitive and
depended heavily on demand fromthe oil industry. As a result,
Black H Ils Trucking generally |ost noney after the drop in oi
prices that occurred in the m d-1980's.

6. True Ranches

Dave True individually owned and operated cattle ranches as
early as 1957. 1In 1976, the True famly incorporated the ranches
and their operations as True Ranches, Inc., a Wom ng corporation
that elected to be treated as an S corporation fromits formation
(ranching S corporation). The True children each purchased a 1-
percent interest in the ranching S corporation on formation.

Later, the True famly formed Double 4 Ranch Co., a Wom ng
partnership, to engage in ranching operations in Australia. The
initial partners and ownershi p percentages were: Dave True (63
percent), Jean True (5 percent), and the True children (8 percent
each). In 1983, the partnership s nane was changed to True
Ranches, a Wom ng partnership (ranching partnership), and it
began | easi ng ranching assets fromthe ranching S corporation.
The ranching S corporation was di ssolved in 1986; thereafter, al

ranching activities were conducted by the ranching partnership.
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True Ranches operated on 350,000 acres of owned and | eased
land in Womng. It is a vertically integrated cattle operation,
runni ng herds of cows and their offspring fromconception through
finishing ready for slaughter. True Ranches al so operated
feedlots and farmed to produce feed for its own cattle, including
grass hay, alfalfa hay, and corn.

True Ranches mai ntai ned a year-round breedi ng herd on ei ght
operational units and cross-bred three breeds of cattle, Angus,
Charol ais, and Hereford. The weaned, heavier steer calves went
into one of the feedlots for finishing, while the lighter steers
were wi ntered on hay and energy feeds and were subsequently sent
to feedl ots at heavier weights. When finished cattle were ready
for slaughter, True Ranches would sell themto the packers
directly, without using auctions or third parties. Besides
finishing all its own raised cattle, True Ranches al so purchased
outside cattle to maxi mze the use of its feedl ot capacity.

7. Wite Stallion Ranch, |nc.

Wiite Stallion Ranch, Inc. (Wite Stallion), an Arizona S
corporation, was forned in 1965 to operate a dude ranch.
Initially, the stock was owned by Dave True (47.5 percent) and
Jean True (2.5 percent), and by Dave True’s brother, Allen True
(25 percent), and his wife, Cynthia True (25 percent).

The sharehol ders contracted to restrict the transfer of

VWite Stallion stock outside the famlies of Allen True
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(designated Group 1) and Dave True (designated G oup 2). The
contract required the transferring shareholder first to offer any
shares for sale to the remaining nenber of his group. |If no such
menber remained, the transferring shareholder had to offer the
shares to nenbers of the other group, equally. 1In all cases, the
purchase price was book val ue (excludi ng intangibles), which was
to be determned by Wiite Stallion’s certified public accountant.
In 1982, the True children each purchased 4-percent interests
from Dave True at book val ue, thereby becom ng nenbers of G oup
2. In the sane year, Allen True and Cynthia True gave 12.5-
percent interests to each of their two children, who then becane
menbers of G oup 1.

8. Oher True Conpani es

The True famly owned and operated at |east 19 other
busi nesses, including a bank hol di ng conpany (M dl and Fi nanci al
Corp.), a drilling supplies whol esal er (Tool pushers Supply Co.),
and an environnental cleanup conpany (True Environnent al
Renedi ating LLC). Those that were fornmed as corporations were
i ncor porated under the |aws of Wom ng, except for Mdl and
Fi nanci al Corp., a Delaware corporation. Those that were forned
as general partnerships (and limted |iability conpanies) were

al so organi zed under Wom ng | aw.
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C. Met hods of Accounting Used by True Conpani es

Most of the True conpani es naintai ned their books and
records on a tax basis and not in accordance with generally
accepted accounting principles (GAAP). There were two
exceptions: (1) Belle Fourche had GAAP basis books before the
Trues obtai ned 100- percent ownership, and (2) Mdland Fi nanci al
Corp. kept its books according to bank regul atory requirenents,
whi ch approxi mat ed GAAP.

For certain True conpanies, there were substanti al
di fferences between book val ue conputed on a tax basis and book
val ue conputed on a GAAP basis. For Black HIls Trucking and
Bel |l e Fourche, the differences resulted primarily from deducting
accel erated depreciation of tangi ble personal property for incone
tax purposes. No significant tax to GAAP differences existed for
Ei ghty-Eight Gl (and its predecessors) because the bul k of the
assets held after spinning off the trucking division consisted of
cash and cash equivalents. True Ol’'s tax to GAAP di screpancies
resulted from (1) Deduction of intangible drilling costs for

t ax purposes versus capitalization under either the successful
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efforts®® or full cost!! nethods permtted by GAAP and (2)
deduction of the higher of cost or percentage depletion for tax
purposes. In the case of True Ranches, tax to GAAP differences
arose primarily fromthe deduction of prepaid feed expenses for
tax purposes. Because feed expenses and other costs of raising
i vestock were deducted in the years paid, no cost basis was
allocated to raised (as opposed to purchased) |ivestock.

True Ol maintained a qualified profit-sharing plan. The
contribution fornmula required that intangible drilling costs not
be deducted in conputing annual profit for plan purposes.

Wthout this adjustnment, True G| mght never have reported a
profit and therefore, would not have been required to nmake any
contributions to the plan to provide retirenent benefits for
enpl oyees.

D. Fami |y Menbers' Enploynent in True Conpani es

Jean True worked in the famly businesses in various
capacities. She coordinated construction, renovation, and

mai nt enance of the True conpani es’ buil di ngs and nmanaged cust oner

10The successful efforts nethod capitalizes oil and gas
exploration costs if they produce commercial reserves but
otherwi se currently deducts the cost of dry holes. See Brock et
al ., Petrol eum Accounting Principles, Procedures, & |Issues, at
224-225 (3d ed. 1990).

1The full cost method capitalizes all oil and gas
exploration costs whether or not they result in dry holes. An
annual (downward) adjustnent may be required if such capitalized
costs exceed the market value of underlying reserves. See id. at
230, 337-338, 350.
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and enpl oyee relations. She attended business neetings and
i ndustry functions wth Dave True, entertained custoners and
busi ness associates in their hone, and adm ni stered vari ous
enpl oyee awar ds prograns.

The True children, and sonetines grandchildren and
children’ s spouses, also worked for the True conpani es over the
years. From junior high school through college, the True sons
spent summers, holidays, and weekends working as roustabouts and
| ease scouts in the oil fields, roughnecks on the drilling rigs,
and ranch hands on the fam |y ranch.

After graduating fromcollege, the True sons worked ful
time for the famly businesses in various capacities. |In 1973,
Hank True becane the manager of Black Hills G|, and eventually
assunmed responsibility for Belle Fourche, Ei ghty-Eight G1l, and
True Environnmental Renediating LLC. Dienmer True went to work for
Black HlIls OG1l's trucking division in 1971, and thereafter
managed Bl ack Hills Trucking as a separate conpany. He al so took
charge of Tool pushers Supply Co. in 1980. David L. True
graduated fromcollege in 1973 and becane manager of True Ranches
in 1976 and of True Drilling in 1980.

Wi | e Dave True yi el ded operating responsibilities to his
sons over tine, he retained overall decision-nmaking authority.
However, he exercised this authority by building consensus

t hrough di scussions wwth his wfe and sons rather than by edicts.
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After Dave True died, the True sons added joi nt nanagenent
responsibility for True QI to their other duties.

Tanma Hatten briefly worked for the True conpani es as
personnel coordi nator. Her husband, Donald Hatten (Don Hatten),
worked full time for the True conpanies from 1973 to 1984. His
positions included assistant drilling superintendent and
assistant treasurer of True Drilling.

The True children (including Tamma Hatten before her
w thdrawal , see infra pp. 39-42) always owned equal percentage
interests in each True conpany, regardless of the extent of their
i ndi vi dual participation in managi ng the various busi nesses.

Starting as high school students, the True children
participated in the True conpani es’ annual supervisors’ neetings
and sem annual fam |y business neetings. Once they becane
owners, the True children and their spouses began attending
monthly Partners, Oficers, Directors, and Sharehol ders neetings
(PODS neetings). The PODS neetings foll owed an agenda and kept
the famly informed of the True conpani es’ operations.

All the True children had children of their own by the tine
Dave True died; Tamma Hatten and D enmer True al so had
grandchildren. Only two of Diemer True's children, out of all of
t he grandchildren and great-grandchildren, worked full time for

the True conpani es.
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E. Family Gft G ving and Busi ness Fi nanci ng Practices

Dave and Jean True made gifts to sonme or all of their
children (and their children’s spouses) every year but one
bet ween 1955 and 1993; gifts were not made in 1984 due to the
oversi ght of an in-house accountant-bookkeeper. They gave cash
or ownership interests in various True conpani es valued at the
maxi mum al | owabl e anbunt that would not trigger gift tax (except
for 1973, the only year in which taxable gifts occurred).

When the True children were mnors, the gifts were
adm ni stered through a guardi anshi p arrangenent established by
Dave True, as guardian. |In later years, cash gifts to True
children and their spouses were deposited into business bank
accounts that were separately designated by recipient. Gfts to
a spouse were first lent to the True child, and then those
conbi ned funds were invested in the True conpani es, either by
pur chasi ng ownership interests or by meking interest-bearing
| oans, or both. The True conpani es’ bookkeepers nmai ntai ned
detailed records of these transactions.

The True children and their spouses never received their
gifts as cash in hand; however, the donees were generally aware
that their gifts were being invested on their behalf. They had
no specific know edge of how or when they acquired their earliest

interests in the True conpani es.
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1. True Famly Buy-Sell Agreenents

A. Oigin and Purpose

The True-Brown partnership experience convinced Dave True
not to own businesses with outsiders. He therefore used buy-sel
provisions to restrict a related owner’s ability to sell outside
the True famly. Such provisions were included in partnership
agreenents, for True conpanies that were partnerships, and in
st ockhol ders’ restrictive agreenents, for those that were
corporations (collectively, buy-sell agreenents).

The original Ei ghty-Eight G, True Ql, and True Drilling
partnership agreenents, entered into by Dave and Jean True in the
m d- 1950's, prohibited a partner fromtransferring or encunbering
his or her interest. |In addition, they provided that if Jean
True were to die or becone disabled, Dave True woul d be obli gated
to purchase her interests at book value. Alternatively, the
partnership would termnate with Dave True’'s death or disability.
These agreenents served as prototypes for |ater buy-sel
agreenents. Dave True incorporated the provisions restricting
transfers to outsiders and setting the transfer price at book
value into all subsequent versions of the True conpanies’
corporate and partnership buy-sell agreenents (except for Wite
Stallion--see infra p. 48).

Dave True also felt strongly that owners should actively

participate in the famly business to avoid any divergence of
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i nterests between active and passive owers. He had w tnessed
the conflicts that arose in other famlies when active owners
wanted to retain profits and grow the busi ness, whil e passive
owners sought to distribute and consunme profits. Accordingly, in
1973, after all the True children (or their spouses) were working
full time in the business, Dave True incorporated an active
participation requirenment into the True fam |y buy-sel
agreenents. |In general, the active participation requirenent
provided that if an owner (or owner’s spouse) ceased to devote
all or substantial tine to the business, he or she woul d be
deened to have withdrawn fromthe business, absent unani nous
agreenent to the contrary by the active owners.

Dave True’s phil osophy was further nenorialized in the
August 1988 “Policy for the Perpetuation of the Fam |y Busi ness”
(policy), which was executed by the then-active participants and
spouses. The policy articul ated and adopted Dave True’s goal “to
perpetuate the famly busi ness by providing for ownership
succession through famly nmenbers who qualify as active
participants”. The policy defined “active participants” as
fol |l ows:

Active participants are those famly nenber-owners who

actively participate in the decision-making process for

fam |y business decisions and policies or who work ful

tinme in the businesses. The goal in designating active

participants is to avoid fragnentation of the famly

business in future generations and to neld it into a

rational business organization. A famly menber who
[imts their involvenent principally to disbursing
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di vi dends or cash paynents to himor herself or other
famly menbers shall not be an active participant nor
retain owership. * * * A non-active famly nenber-
owner may designate his or her spouse who does work
full time in the business to be considered for
qualification of the famly nenber-owner as an active
participant. * * *

B. First Transfers of Interests in Belle Fourche, True G|,
and True Drilling to True Children

In the early 1970's, the True children acquired interests in
three True conpanies: Belle Fourche, True QI, and True
Drilling. Dave True’'s purpose in enabling his children to
acquire these interests was to perpetuate the famly businesses
by fostering the children’s interest in owning and nmanagi ng them
Dave True was in good health in 1971 and 1973 when he
orchestrated these acquisitions by his children.

I n August 1971 (as described supra pp. 17-18), Belle Fourche
sol d stock, representing a 1-percent ownership interest, to each
True child for a conbination of cash and | oans nmade to the
corporation by the child.'? At that tine, the True children
ranged from approximately 21 to 31 years of age. The purchase
price ($38.69 per share) was based on Belle Fourche’s book val ue
as of the end of the preceding fiscal year, |ess dividends paid

wthin 2-1/2 nonths thereafter. Subsequently, the stockhol ders

2M. Harris testified that Dave True sol d 1-percent
interests in Belle Fourche to each of his four children.
However, the m nutes of the Belle Fourche Board of Directors
nmeeting and the SRC appraisal indicate that the conpany sold its
stock to the children.
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executed a Stockhol ders’ Restrictive Agreenment (corporate buy-
sell agreenent), which provided that if a stockhol der died or

ot herwi se wi shed to sell stock, the remaining stockhol ders woul d
purchase it in anounts directly proportional to their preexisting
hol di ngs. The purchase price was to be the book val ue of the
stock at the end of the preceding fiscal year, |ess any dividends
paid to stockholders within 2-1/2 nonths i nmediately foll ow ng
the fiscal yearend. The corporate buy-sell agreenent stated that
it was binding upon the heirs and executors of a deceased
stockholder. It did not include an active participation

requi renent because David L. True was still in college when the
agreenent was execut ed.

Ef fective August 1, 1973, Dave True gave each of his
children an 8-percent interest in True Gl and in True Drilling.
At that time, the True children ranged from approximately 23 to
33 years of age. As a result of these gifts, the new partners
made the follow ng identical anmendnents (anong others) to both
conpani es’ partnership agreenents (partnership buy-sel
agreenents):

5. No partner shall in any way attenpt to di spose of,

sell, encunber, or hypothecate his interest in the

partnership except in accordance with the provisions of

the Partnership Agreenent relating to wthdrawal or

death of a partner, or, except in the normal course of

busi ness, any of the assets thereof.

6. |If any partner shall resign, becone |legally

di sabl ed or bankrupt, assign his interest in the
partnership for the benefit of his creditors, or
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institute any proceedings for tenporary or pernanent
relief fromhis liabilities, or shall suffer an
attachnment or execution to be levied on his share or
interest in the partnership, or a judgnent shall be
entered agai nst himand stay of execution thereupon
shall expire, or if he shall attenpt to encunber or
hypot hecate his partnership interest, he shall be
deened to have filed a Notice of Intent to Wthdraw,
and his interest in the partnership shall be disposed
of as provided in this Agreenent.

7. In the event of the death of a partner or the
filing wth the partnership by a partner of Notice of
Intent to Wthdraw (the deceased partner or the partner
filing such notice shall hereinafter be referred to as
the “Selling Partner”), the Selling Partner shall be
obligated to sell and the remaining partners shall be
obligated to purchase the Selling Partner’s interest in
the partnership for the purchase price described
herein. The remai ning partners shall purchase the
Selling Partner’s interest in proportion to their
respective shares in the net profits of the partnership
and the purchase price shall be payable within six
nmont hs after death or the filing of the Notice of

Intent to Wthdraw. The purchase price of the Selling
Partners’s interest shall be the book value of the
partnership nmultiplied by the Selling Partner’s
percentage interest in the net profits of the
partnership, [*®] said book value to be determ ned as

of the end of the nonth i nmmedi ately preceding the date
of the death or filing of Notice of Intent to Wthdraw
| ess any withdrawal s made by the partners subsequent to
end of the preceding nonth. The book val ue of the
partnership shall be determ ned in accordance with the
accounting nethods and principles customarily foll owed
by the partnership. Appropriate adjustnments shall be
made for over or under wthdrawal s by a partner.

8. The partnership shall continue in business and
shall not be term nated unless the holders of 50% or
nmore of the total interest in partnership capital and
profits sell their interests as provided herein, or
unl ess all of the partners agree to such term nation.

13See infra p. 47 and note 20.
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9. In the event that a partner or partner’s spouse

ceases to devote all or a substantial part of his tine

to the business of the partnership, he shall be deened

to have filed with the partnership a Notice of Intent

to Wthdraw, unless the renmaining partners unani nously

agree to permt such partner to continue as a partner.

The True children received no i ndependent |egal or
accounting advice when they entered into the buy-sell agreenents.
They did not know who drafted the agreenments or why, in the case
of Belle Fourche, they were required to structure the purchase
wi th a conbination of stock and debt. However, the True
chil dren, havi ng been exposed from chil dhood to Dave True’'s
busi ness phil osophy, understood his reasons for including the
active participation and book val ue purchase price requirenents
in the buy-sell agreenents.

Dave True consulted with M. Harris, the famly’ s longtine
accountant and principal tax and econom c adviser, and C. L.
Tangney (M. Tangney), M. Harris' s enployer, before entering
into the buy-sell agreenents. On one occasion, Dave True al so
di scussed the True G| and True Drilling buy-sell agreenments with
Cl aude Maer (M. Maer), an attorney who was assisting the True
conpani es on an unrel ated incone tax matter.

Dave True mainly consulted with M. Harris regarding using a
tax book val ue purchase price formul a under the buy-sel

agreenents. M. Harris was not a professional appraiser and had

no significant practical experience in valuing businesses.
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The buy-sell agreenents did not provide a nmechani smfor
periodic review or adjustnent to the book val ue purchase price
formul a, other than what would occur as a result of changes in
book val ue.

Messrs. Harris and Tangney recomrended that Dave True obtain
an appraisal of True O l’s oil and gas reserves contenporaneously
with the gifts to the children because they expected the book
value gift valuation to be challenged by the Internal Revenue
Service (IRS). Either the True Conpanies or Dave and Jean True,
personal |y, had been audited for income tax purposes regularly in
all tax years preceding the gifts. The appraisal was prepared by
Bernie Allen'* (B. Allen report), an engi neer from Casper,

Wom ng, before Dave True nmade the gifts of True Ol interests to
his children. No appraisal of Belle Fourche was prepared
contenporaneously with the sale of 1-percent interests to the
True children

The B. Allen report indicated that as of August 1, 1973,

True G| had reserves of 5,297,528 barrels of proved devel oped
oil and 8,551,994 thousand cubic feet (Mf) of proved devel oped

gas, and that the fair market value of its oil and gas properties

“The B. Allen report was not admtted into evidence because
it could not be located at the tinme of trial. However, the SRC
apprai sal prepared for purposes of the subsequent True QI gift
tax case cited valuation data derived fromthe B. Allen report.
We assune that the information contained in the SRC apprai sal
accurately reflects the data set forth in the B. Allen report.
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(including | eases) was $9,941,000. The results of the B. Allen
report were generally discussed at True fam |y neetings; however,
there is no evidence in the record that the True children
reviewed the report in detail before signing the True Ol buy-
sell agreenment. M. Harris did not use the B. Allen report to
advi se menbers of the True famly (at the time of signing the
True QG| buy-sell agreenent) that tax book value was the
appropriate standard; he reviewed the report only in connection
W th subsequent gift tax litigation.

C. Woning US. District Court Cases on Bell e Fourche
and True G| Transfers

Dave True tinely filed a 1973 Federal gift tax return
reporting gifts of an 8-percent interest in True G| and in True
Drilling to each of his children. Jean True consented to treat
the gifts as having been nmade one-half by each spouse. Each True
Ol gift was reported to have a fair market val ue of $54, 653,
whi ch represented the tax book val ue of an 8-percent interest as
of August 1, 1973. The 1971 transfers of Belle Fourche stock to
the True children (valued at $38.69 per share) had not been
reported on a gift tax return because they were structured as
sal es by the corporation.

The Comm ssioner determned gift tax deficiencies against
Dave and Jean True for the 1971 Belle Fourche transfers. The
Trues paid the gift taxes assessed and filed a refund suit in the

U S District Court for the District of Wom ng, designated as
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True v. United States, Docket No. C79-131K (D. Wo., Cct. 1,

1980) (1971 gift tax case). On Cctober 1, 1980, after a trial,
the District Court (Judge Kerr) issued Findings of Fact and
Concl usi ons of Law that stated: “Taking into consideration al
of the facts and circunstances including the reasonable
inferences to be drawn therefrom * * * the fair market val ue of
the stock in question as of the date of August 2, 1971 was $38. 69
per share”, the book value price at which the sales to the True
children had been made. Judgnent was entered accordingly, and
the United States did not appeal.

The Comm ssioner also determned gift tax deficiencies
agai nst Dave and Jean True for the 1973 gifts to the True
children of partnership interests in True G| and True Drilling.
However, the Conm ssioner conceded the deficiency relating to
True Drilling. The Trues paid the True Ol gift tax deficiencies
and filed a refund suit wth the sanme court as the 1971 gift tax

case, designated as True v. United States, Docket No. C81-158,

reported as 547 F. Supp. 201 (D. Wo. 1982) (1973 gift tax case).
On Septenber 27, 1982, after a trial, Judge Kerr issued a
Menor andum QOpi ni on that concl uded:

Taking into consideration all the facts and
ci rcunst ances and the reasonable inferences to be drawn
therefrom * * * the nmethod of valuation used by the
plaintiffs in this case offers a nore conplete and fair
estimation of the fair market value to be used in the
val uation of the 8% interests given as gifts to
plaintiffs’ children. Application of plaintiffs’
val uation method results in a finding * * * that the



- 37 -

fair market value of each 8% interest was properly
determ ned at $54, 653.

Judgnent was entered accordingly, and the United States did not
appeal .

Al t hough nenbers of the True famly asserted at trial that
they believed that the book val ue buy-sell provisions were valid
and enforceable as a result of the favorable outcones of the 1971
and 1973 gift tax cases, neither they nor Dave True engaged
counsel to advise themof the |legal effects of those cases on
future transfers pursuant to the buy-sell agreements. In fact,
as described infra pp. 51-52, Dave True saw the 1993 transfers as
his opportunity to test the ability of the buy-sell agreenments to
fix Federal gift tax val ue.

In preparing for litigation of the 1971 and 1973 gift tax
cases, Dave True obtained appraisals for the transferred
interests in Belle Fourche (valued as of August 2, 1971) and True
Ol (valued as of August 1, 1973) from Standard Research
Consultants (SRC). The SRC appraisals supported the True famly
positions in the 1971 and 1973 gift tax cases.

After evaluating Belle Fourche's historical perfornmance,
along with overall economc and industry trends, SRC used the
ear ni ngs and book val ue approaches to derive a “freely traded
value” for the transferred stock. The earnings approach required
determ ning various price-earnings nultiples for conparable

public conpani es, adjusting them for Belle Fourche s unique
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characteristics, and applying themto Belle Fourche’s actual
earnings data. Simlarly, the book val ue approach anal yzed rates
of return on common stock equity and price-to-book value ratios
of conparabl e public conpanies and applied them (after
adj ustnents) to Belle Fourche' s actual book value at the
val uation date. After assigning nore weight to the earnings
approach, SRC derived a freely traded value for Belle Fourche
stock of $120 per share. SRC explained that the freely traded
val ue “woul d have been * * * [the] fair market value on the

valuation date * * * had there been an active public nmarket for

the stock at that tine.”

SRC opi ned that, because Belle Fourche |acked a public
market for its stock and the transferred shares represented
mnority interests, a wlling, know edgeabl e buyer would demand a
di scount fromthe freely traded value. Wile SRC exam ned
average marketability discounts?® used in public conpany
transactions, it did not use this information in its analysis.
| nst ead, SRC concl uded that, because the minority interest
sharehol ders (the True children) could never | ook forward to a

public market and were limted to the sales price fixed in the

15SRC described the transferred interests’ |ack of
marketability and control as being “infirmties” that nust be
accounted for in any sale to a hypothetical purchaser. However,
SRC s anal ysis seened to blend the two concepts, and, ultimately,
referred only to a marketability discount and not to a mnority
di scount.
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buy-sell agreenent, the fair market value of their shares on
August 2, 1971, was the book val ue cal cul ated under the buy-sel
agreement, or $38.69 per share.

SRC generally followed the sanme net hodol ogy in val uing the
partnership interests in True G| transferred by Dave True as of
August 1, 1973. However, instead of using the book val ue
approach, SRC used the net asset val ue (NAV) approach conbi ned
wi th the earnings approach. This required a two-step process:
(1) Marking the bal ance sheet to market to derive NAV, and
(2) applying a discount to NAV based on conparabl e public
conpanies’ ratios of price to NAV. After again assigning greater
wei ght to the earnings approach, SRC determ ned the freely traded
val ue of an 8-percent interest in True Ol to be $535, 000
(rounded) on the valuation date. Finally, SRC applied the sane
| ack of public market rationale, as in its Belle Fourche
appraisal, to disregard the freely traded value and to concl ude
that fair market value was limted to the buy-sell agreenent
formula price, or $54,653 for an 8-percent interest.

D. Tamm Hatten's Wthdrawal From True Conpani es

Tamma Hatten had never shown an avid interest in
participating in the True famly busi nesses, and her husband had
pl ayed a relatively mnor role in the managenent of the True
conpanies. On July 23, 1984, when Tanmma Hatten was 44 years ol d,

she notified her famly (in witing) of her intent to w thdraw
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fromand sell her interests in the True conpanies, as required
under the buy-sell agreenents. She and her husband were eager to
pur chase and i ndependently run their own ranchi ng operation.
Tamma Hatten did not seek separate | egal or other professional
counsel in connection with the sale of her interests in the True
Conpanies. Instead, she relied on Dave True and his advisers to
determ ne the sales prices of all those interests under the buy-
sel|l agreenents and to structure the nmethods of paynent.

Dave True’s | egal advisers drafted the Agreenent for
Purchase and Sal e of Assets, dated August 10, 1984, which
outlined the terns for sale of Tamma Hatten’s busi ness hol di ngs
(i ncluding partnership interests, corporate stock, notes, and
| ease interests). The total purchase price was $8,571, 296. 22,
conposed of a cash paynent of $4, 234,000 and paynment to a
specially created escrow account for the balance. The escrow,
establ i shed by Dave True and his advisers, deviated fromthe
requi renents of the True conpani es’ buy-sell agreenents. |Its
purpose was to provide security for paynent of Tanma Hatten’'s
share of accrued contingent liabilities (if any) and a nmanagenent
vehicle for her investnents.

Tamma Hatten received over $8.5 mllion in aggregate val ue
for her True conpanies’ interests, but that amount included
certain offsets. For exanple, both Eighty-Eight QI and True G|

had negative book values at the buy-sell agreenents’ val uation
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dates; as a result, Tamma Hatten in effect was required to pay
the other owners in order to dispose of her interests in those
conpanies (i.e., her overall sales proceeds were reduced). The
negative offsets were $1, 405, 449. 35 for Ei ghty-Eight G| and
$466, 560. 35 for True Gl. In the case of True G, the negative
book val ue was attributable to the deductions, which had been
taken for tax purposes, of intangible drilling and devel opnent
costs.

After the sale, Tamma and Don Hatten noved from Casper to
Thernmopol i s, Wom ng, where they bought a ranch and were no
| onger involved in True famly business activities. Dave and
Jean True thereafter ceased nmaking annual gifts to Tanma and
anended their wills (and other estate planning docunents) to
del ete any specific provision for Tamma Hatten and her famly. 1
Thi s was done because the Trues believed that Tamma Hatten was
financially secure as a result of the sale. Moreover, Dave True
believed that his estate should go to his sons so that they m ght
i nvest the assets in the famly businesses. One of Dave True’s
testanentary docunents entitled “Appoi ntnment of Trust Estate”
(appoi nt rent docunent), see infra p. 53, characterized the

circunstances as foll ows:

®However, under sec. 5.3 of the Appointnent of Trust Estate
dated Sept. 14, 1984, if Dave True were to have been predeceased
by his wife, sons, and his sons’ |ineal descendants, then Tamma
Hatten woul d have been the taker in default of Dave True’'s
est at e.
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2.5 Advancenent. Prior to the tinme of execution
[of this Appointnent], ny daughter, Tamma T. Hatten,
* * * gevered her financial ties with the True
conpani es, and thus her potential inheritance has been
fully satisfied during ny lifetine.

There is no current expectation by Tamma Hatten, her nother, or
her brothers, that Jean True or any ot her nenber of the True
famly wll make any further financial provision for Tamma or her
famly.

E. Use of Simlar Buy-Sell Agreenents in Al True
Conpani es Except Wiite Stallion; Arendnents and VWi vers

The buy-sell agreenents (and rel ated anendnents) used by the
True famly were substantially identical, except for Wite
Stallion. In general, the partnership buy-sell agreenents
mrrored True O |’s partnership agreenent, and the corporate buy-
sell agreenents mrrored Belle Fourche's Stockhol ders’
Restrictive Agreement. The buy-sell agreenents were not tailored
to the specific type of business or industry in which each True
conpany operated, and they all shared the follow ng attri butes:
(1) Transfer restrictions, (2) mandatory purchase and sal e
requi renents, (3) book val ue purchase price fornulas derived
usi ng the conpany’s customary accounting nmethods (tax basis), and

(4) active participation (by owner or spouse) requirenents.

Y"The only exception is the True Fam |y Education Trust,
created by Dave and Jean True in 1983 (before Tamma Hatten’s
wi thdrawal ) for the benefit of all the True children’s
descendants. Dave and Jean True contributed to this trust, which
is irrevocable, after their daughter’s wthdrawal. Therefore,
Tamma Hatten's descendants have continued to derive financial
benefits fromthis trust.
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Over the years, the buy-sell agreenents were anended on
several occasions. GCenerally applicable anmendnents incl uded:
(1) darifying that owners could transfer their interests to
qualified revocable living trusts without triggering the buy-sel
provi sions, (2) applying the buy-sell provisions to sales of
partial interests, and (3) meking special allowances for an
owner’'s legal disability. 1In addition, the Belle Fourche buy-
sell agreenent was anended as of August 1, 1973, to include,
inter alia, an active participation requirenent that previously
had been omtted due to David L. True's status as a student at
the tinme of the original sales to the children in 1971

Al'l the preexisting buy-sell agreenents were anended and
restated as of August 11, 1984 (1984 anendnents), to reflect,
anong ot her things, Tamma Hatten’s w thdrawal fromthe True
conpani es.® In nost cases, the 1984 anendnents were the | ast
anendnents nade to the buy-sell agreenents before Dave True’'s
deat h. 1°

The parties to the corporate buy-sell agreenents, as anmended
and restated by the 1984 anendnents, were: Dave and Jean True,

the True sons, and the subject corporation. The anended

8Except White Stallion, which was anended on Sept. 20,
1984.

True Environnental Renediating LLC s operating agreenent
was not entered into until June 30, 1992. However, its
provi sions were consistent with the 1984 anmendnents to the other
True conpani es’ buy-sell agreenents.
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corporate buy-sell agreenents included the follow ng rel evant
provi si ons:

1. Restriction of Stock. a. Until term nation of
this agreenent none of the stock of the conpany shal
pass or be disposed of in any manner what soever,
whet her by voluntary or involuntary action, to any
person, partnership or corporation except in accordance
with the terns of this agreenent; * * * * * *

b. Each share of stock shall remain subject to
this agreenent, and each corporation (including the
Conpany), partnership, trust, and person who now hol ds
or may acquire any of the stock, in any nmanner,
nevertheless shall hold it subject to the provisions of
t his agreenent whenever and as often as any of the
sal es events herein nentioned may occur.

2. Events requiring the mandatory sale and
purchase include any attenpt to pass or dispose of the
stock in any manner what soever, whether by voluntary or
involuntary act, specifically including, but not
l[imted to, the follow ng events (hereinafter called
“sal es events”):

2a. Sale. In the event any Sharehol der desires
at any time to sell all or part of his or her stock in
t he Conpany, he or she shall so notify the Purchasing
Shareholders in witing. * * * Thereafter, the Selling
Shar ehol ders shall sell and the Purchasi ng Sharehol ders
shal | purchase such stock in accordance with the terns
of paragraphs 3, 4, and 5 hereof. Such sale and
pur chase shall be consummated wthin six (6) nonths
after recei pt by the Purchasing Sharehol ders of such
witten notice.

2b. Death of Shareholder. 1In the event of the
death of any one of the * * * [Sharehol ders], the
deceased Sharehol der, as the Selling Sharehol der, shal
sell and the Purchasi ng Sharehol ders shall purchase al
the stock of the Selling Sharehol der in accordance with
paragraphs 3, 4, and 5 hereof. This agreenent shall be
bi ndi ng upon the heirs and personal representatives of
such decedent and the trustees of any qualified trust,
all of which shall be included in the term*“Selling
Sharehol der.” The actual transfer relating to such
sal e and purchase as herein provided shall be nade
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within six (6) nonths after such Sharehol der’s death

* * %

* * * * * * *

2d. Shareholders’ Required Activities. 1In the
event a Sharehol der or his or her spouse ceases to
devote all or a substantial part of his or her time to
t he busi ness of the conpany or any one of its
affiliates for any reason, * * * such Sharehol der shal
be deened to be the Selling Sharehol der and to have
notified the other Shareholders of a desire to sell his
or her stock as provided in paragraph 2a unl ess the
remai ni ng Shar ehol ders unani nously agree to permt such
a Sharehol der to continue as a Sharehol der.

3. Buy and Sell Agreenent. The parties hereto
agree that on the occurrence of each and every sale
event, the Selling Sharehol der, shall sell to the
Pur chasi ng Shar ehol ders, and the Purchasing
Shar ehol ders shall purchase, in direct proportion to
the interest which each owns in said corporation
represented by stock ownership in the conpany * * * al
of the shares of stock owned by or for the benefit of
the Selling Sharehol der or all of the shares offered
for sale by the Selling Sharehol der for the purchase
price as set forth in paragraph 4 bel ow

4. Price. The price of any shares sold hereunder
shal|l be the book value of the stock at the end of the
preceding fiscal year, less any and all dividends paid
to the Shareholders prior to the effective date of
sale, plus inconme conputed in accordance with the
| nternal Revenue requl ations generally requiring
allocation on a per share, per day basis. The book
val ue of the stock shall be determ ned in accordance
with the accounting nmethods and principles customarily
foll owed by the corporation. [Enphasis added.]

5. Effective Date. The effective date for the
determ nation of purchase price and transfer of stock
will be the earliest of (A) the date of death of the
Selling Shareholder * * * or (C) the date of notice of
desire to sell as herein defined. Except that for
pur poses of (A * * * above, if such date falls within
two and one-half (2-1/2) nonths followi ng the end of a
fiscal year, the effective date will be two and one-
half (2-1/2) nonths after the end of that fiscal year.
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6. Termination. This agreenent shall remain in
force until death of the survivor of the Sharehol ders
* * * gnd shall then term nate.

Before the 1984 anendnents, the book val ue price
formula in the corporate buy-sell agreenents was different.
Fornmerly, the price was conputed by taking the stock’ s book val ue
at the end of the preceding fiscal year |ess dividends paid

within 2-1/2 nonths i mediately following the fiscal yearend.

Furthernore, there was no reference to a per share, per day
al l ocation of income before the 1984 anmendnents.

The partnership buy-sell agreenents, as anended and restated
by the 1984 amendnents, included substantively identica
provisions to those cited above. However, the follow ng
nmodi fi cations, which were unique to partnerships, were included:

20. Price. The price of any partnership interest
or portion thereof shall be the book value of the
Selling Partner’s capital account as of the close of
busi ness of the day i medi ately preceding the sal es
event. The book val ue of such capital account shall be
determ ned in accordance with the accounting nethods
and principles customarily followed by the partnership,
and in accordance with the Internal Revenue Code and
appropriate regulations relating to the determ nation
of the Partner’s distributive share of incone, expenses
and other partnership itens. [Enphasis added. ]

21. Effective Date. The effective date for the
transfer of partnership interest shall be the date of
death of a Partner, * * * or the date of an event
requiring a mandatory sal e and purchase.

22. Termnation of Partnership. The partnership
shall continue in business and shall not be term nated
unl ess the holders of 50%or nore of the total interest
in partnership capital and profits sell their interests
wi thin the sane year as provided herein, or unless al
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of the Partners agree to such termnation. |In such

event, the interest of the Partners shall be settled

and adjusted in the same manner, and upon the sane

basis as provided in the death or disability of a

Part ner.

Before the 1984 amendnents, the book value price formula in
the partnership buy-sell agreenents was different. Fornerly, the
purchase price was determ ned as of the end of the nonth
i mredi ately preceding the sal es event and was conput ed by
mul ti plying the book value of the partnership (less any
w t hdrawal s nade by the partners after the end of the preceding
month) by the Selling Partner’s percentage interest in
partnership net profits (percentage of total partners’ capital
formul a).?°

At times, menbers of the True famly formally waived their
purchase rights under the various True conpani es’ buy-sel
agreenents. For exanple, in connection with the nmerger of Bl ack
Hlls Ol into Black Hlls Trucking in 1980, the True famly
agreed to waive any Black Hills Trucking buy-sell provision that
woul d restrict the exchange of stock between the two conpani es.

In April 1981, the True fam |y waived the Belle Fourche buy-sel

provision requiring all purchases to be in proportion to the

20The percentage of total partners’ capital fornmula first
appeared in the anended partnershi p agreenent between Dave True,
Jean True, and the True children dated Aug. 1, 1973. However,
the original partnership agreenent between Dave and Jean True
dated June 1, 1954, cal cul ated the purchase price based on the
selling partner’s capital account bal ance at the close of the
nmont h cl osest to the sal es event.
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owners’ preexisting ownership percentages in order to allow Jean
True and the True children (but not Dave True) to purchase
addi tional shares fromthe conpany. Simlarly, Jean True wai ved
her purchase rights under the Rancho Verdad buy-sell agreenent in
July 1983, when Dave True sold 8-percent interests to each of the
True children, thereby allowng themto enter that partnership.
Lastly, in October 1985, the True famly waived their purchase
ri ghts under the Tool pushers buy-sell agreenent to allowthe
trustee of the True Conpani es Enpl oyees’ Profit Sharing Trust
(Enpl oyees’ Trust) to sell its Tool pushers stock back to the
conpany. 2

F. Uni que Provisions of White Stallion Buy-Sell Agreenent

In July 1982, the original White Stallion buy-sel
agreenent, see supra p. 22, was anended to reflect the adm ssion
as stockhol ders of Dave and Jean True's children and Allen and
Cynthia True’'s children. Wiile the Wiite Stallion buy-sel
agreenent shared sone of the common characteristics of other True
conpany agreenents, it also contained certain unique provisions.
For exanple, under the provision entitled “Buy and Sel
Agreenment”, if a stockholder were to die, becone legally

di sabl ed, or desire to sell all or part of his stock, the

2lUnder the Nov. 20, 1976, Tool pushers Stockhol ders’
Restrictive Agreement, Enployees’ Trust was specifically exenpted
fromthe buy-sell restrictions. As a result, the October 1985
purchase price for Enployees’ Trust’s shares was not limted to,
and in fact exceeded, book val ue.
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remai ni ng nenbers of his group (Allen True's famly conprised

group 1,

and Dave True’'s famly conprised group 2) were obligated

to purchase the stock on a pro rata basis. The stockhol der, his

heirs, and trustees, etc., were |likewi se obligated to sell to

those group nenbers. Simlar to the other True conpanies’ buy-

sell agreenents, the purchase price reflected the transferred

shar es’

book value at the end of the preceding fiscal year, |ess

di vidends paid within 2-1/2 nmonths of such fiscal yearend.

An additional restriction, found only in Wite Stallion’s

buy-sel |

agreenent, provided:

13. First Ri ght of Refusal. | f the Sharehol ders

hol di ng 100% of the stock held in either Goup 1 or

G oup 2, above, desire to transfer by lifetinme sale al
of the interests held by Sharehol ders conpri sing that
group (hereinafter “Selling Goup”) to soneone ot her

t han t he Sharehol ders conprising the other group
(hereinafter “Nonselling Goup”), the Selling Goup
shall not do so without first offering in witing to

sel

such interests to the Sharehol ders conprising the

Nonselling Group on the sane terns and conditions as
any bona fide offer received (in witing) by the
Selling Goup for its interests. The Nonselling G oup
shall have thirty (30) days fromthe date the witten
of fer and proof of the bona fide offer are mailed to
the Nonselling Goup within which to accept such offer
in witing. Each Sharehol der conprising the Nonselling
G oup shall have the right to purchase the Selling
Goup’'s interest, in the ratio that his or her stock
bears to the total stock held by the Nonselling G oup.

| f a Shareholder in the Nonselling Goup declines to
exercise his or her rights to purchase a portion of the
Selling Goup’s stock interest, the renmaining

Shar ehol ders conprising the Nonselling Goup desiring
to purchase such portion shall have an additiona
fifteen (15) days to do so in the ratio that their
stock ownership bears to the total stock ownership of

t he Sharehol ders conprising the Nonselling G oup

exerci sing such right to purchase.
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This provision was included in the White Stallion buy-sel
agreenent at Allen True' s request.
The White Stallion buy-sell agreenment was anended and
restated again on Septenber 20, 1984, to reflect, inter alia,
Tamma Hattan’s wi thdrawal from the partnership.

G Future of True Famly Buy-Sell Agreenents

After Dave True’'s death and Jean True' s subsequent sal e of
nmost of her interests ,see infra pp. 53-55, the True sons al one
owed a majority of the True conpanies, ?? and they have conti nued
t he preexisting buy-sell agreenents. Under those agreenents,
upon a brother’s death, his estate would be required to sell, and
the surviving brothers would be required to purchase, the
deceased brother’s interest at book value. At the death of the
| ast surviving brother, the beneficiaries of his estate would
recei ve 100-percent ownership of the True conpanies. This
scenari o assunmes that none of the True sons’ children becone
actively participating owmers of the True conpani es, which may or
may not happen in the future.

The True sons have considered this problemand discussed it
with M. Harris. They have decided to wait until the conclusion
of this litigation before making any changes to the buy-sel

agreenents.

22Jean True retained her interests in only True Drilling,
Wiite Stallion, and Snokey G| Co.



[11. Transfers in |ssue

A. 1993 Transfers of Partnership Interests by Dave True

Ef fective January 1, 1993, Dave True sold part of his
ownership interest in all True conpani es that were partnerships
to his wife and sons, pursuant to the buy-sell agreenents.

Before the transfers, Dave True held a greater than 50-percent
general partnership interest in each conpany. M. Harris
recomended that Dave True reduce his ownership interest to | ess
than 50 percent, in order to avoid term nation of the
partnerships (for inconme tax purposes) at his death. M. Harris
was concerned that as a result of such term nation, the
partnership agreenents, which enbodi ed the buy-sell provisions,
woul d become subject to new valuation rules under Chapter 14 of
the Internal Revenue Code (Chapter 14).22 To prevent this from
happeni ng, Dave True sold enough of his interests to reduce his
and Jean True’s conbi ned ownership to bel ow 50 percent. Although
Dave True had health issues before the 1993 transfers, including
back problens and a chronic pul nonary insufficiency that required

himto be on oxygen full tinme, the True famly and M. Harris did

2The parties stipulated that the True conpani es’ existing
partnership agreenents and sharehol ders’ restrictive agreenents
were entered into before Oct. 9, 1990 (effective date for Chapter
14 rules), and were not substantially nodified after Cct. 8,
1990.
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not consider Dave True’'s ailnments to be |ife threatening or his
death to be immnent at the time of his 1993 transfers.

Dave True tinely filed a 1993 Federal gift tax return (Jean
True signed as consenting spouse) disclosing the transfers but
treating themas sales, thereby reporting no taxable gifts.

M. Harris expected the return to be audited and the transaction
to be challenged by the IRS. Dave True saw this risk as his
opportunity to test (through litigation) the existing buy-sel
agreenents’ ability to fix transfer tax value of the True
conpani es.

On March 3, 1997, respondent issued to the estate and to
Jean True, individually, duplicate Notices of Deficiency
(collectively, 1993 gift tax notice), determ ning that the val ues
of interests transferred by Dave True in 1993 were hi gher than
reported book val ue.? However, since issuing the original 1993
gift tax notice, respondent has conceded the reported val ues of
interests in Rancho Verdad and True Drilling that were

transferred by Dave True in 1993. Appendi x schedule 1, infra,

24l n response to a question fromthe Court, Ms. True
testified that Dave True had been a snoker, but that he hadn’'t
snoked for sonme tinme before his death. Ms. True had previously
testified that Dave True was “on oxygen for chronic bronchitis
for about 2-1/2 years before he died.”

%Jean True's notice of deficiency was identical to the
estate’s and was issued solely because she consented to split
gifts made by Dave True for cal endar year 1993.
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lists the transferred interests and conpares the 1993 gift tax
notice values to anounts paid by the purchasers.

B. 1994 Estate Transfers

Dave True died of a heart attack on June 4, 1994. Before
his death, he had transferred substantially all his assets to his
l[iving trust. Under section 5.2 of the living trust, Dave True
reserved the power to appoint the trust estate at the time of his
death to “such persons, corporations or other entities and in
such shares and interests as | may specify by appropriate
provisions in any instrunment executed and acknow edged by ne and
delivered to the [trustees of the living trust].” On Septenber
14, 1984, Dave True had exercised his power of appointnent by
executing the appoi ntnent docunent.

Under the appoi ntment docunent Dave True bequeathed to his
sons the maxi num anount that could pass wi thout estate tax by
reason of the unified credit (equally and free of trust) and the
remai nder of the trust estate to a qualified term nable interest
property trust (QIIP trust) for Jean True. At Jean True' s death
(or fromthe beginning, had Jean predeceased Dave), the bal ance
of the trust estate and any tangi bl e personalty was to be divided
equal ly anmong his sons or their heirs. However, before these
bequests were funded, and pursuant to the terns of the buy-sel
agreenents, the trustees of the living trust sold Dave True’'s

interests in the True conpanies to Jean True, Hank True, D ener
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True, and David L. True at book value effective June 3, 1994.
The sales were effected by a closing that occurred on or about
Sept enber 20, 1994.

On March 3, 1995, the estate tinely filed a Federal estate
tax return (estate tax return) reflecting, inter alia, the cash
proceeds received fromthe sale of the True conpani es under the
heading “H A True, Jr. Irrevocable [sic] Trust”.

On January 20, 1998, respondent issued the estate a notice
of deficiency (estate tax notice) determ ning that the underlying
val ues of the True conpanies that were reported on the estate tax
return were higher than book value. However, since issuing the
estate tax notice, respondent has conceded the reported val ues of
Dave True’'s interests in Rancho Verdad, True Drilling,

Tool pushers Supply Co., Mdland Financial Corp., Snokey Q1| Co.,
Inc., and Roughrider Pipeline Co. that were sold by the estate in
1994. Appendi x schedule 2, infra, lists Dave True’s interests
and conpares the estate tax notice values to anounts paid by the
purchasers. In addition, respondent has stipulated that the
estate would be entitled to an increased marital deduction under
section 2056 if the value of interests in the True conpani es that
were sold to Jean True was determ ned to be greater than the

purchase prices under the buy-sell agreenents.
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C. 1994 Transfers by Jean True

After Dave True died, Jean True no |l onger wi shed to be
actively involved in all the True conpanies. Accordingly, on
June 30 and July 1, 1994, she gave notice to her sons of her
intent to sell nost of her interests in the True conpanies. Jean
True sold her interests to her sons at book val ue, pursuant to
the terns of the buy-sell agreenents.

Jean True tinmely filed a 1994 Federal gift tax return
di sclosing the transactions but treating them as sal es, thereby
reporting no taxable gifts.

On January 20, 1998, respondent issued to Jean True a notice
of deficiency (1994 gift tax notice), determ ning that the val ues
of interests she sold in 1994 were higher than reported book
val ues. However, since issuing the 1994 gift tax notice,
respondent has conceded the reported values of interests in
Roughri der Pipeline Co., Rancho Verdad, Tool pushers Supply Co.,
and M dl and Financial Corp. that were sold by Jean True in 1994.
Appendi x schedule 3, infra, lists the interests sold and conpares
the 1994 gift tax notice values to anounts paid by the
pur chasers.

| V. Subsequent | ncome Tax Litigation Regardi ng Ranchl and
Exchange Tr ansacti ons

During the 1980's, the True famly (except Tamma Hatten)
purchased | and and operating assets to add to their ranching

operations. Each purchase took place through the sane series of
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steps, described as follows (generally, ranchland exchange
transactions): First, instead of True Ranches directly acquiring
the ranchl ands, the True famly arranged for Snokey G| Co.
(Smokey O l) to purchase the parcels of real property for an
aggregat e purchase price of over $6.8 mllion, while True Ranches
acquired the operating assets of each ranch. At the tinme, Snokey
Ol (a Womng S corporation) was owned by Dave True (72.3935
percent), Jean True (24.1316 percent), and the True sons (1.1583
percent each). Second, Snokey Q| transferred the ranchlands to
True G| in exchange for selected productive oil and gas | eases
which the parties treated as a |ike-kind, tax-free exchange under
section 1031. Third, True G| imrediately distributed the newy
acquired ranchlands to the individual partners of True Ol (Dave
and Jean True and the True sons) as tenants in common. Fourth,
the partners then contributed their undivided interests in the
ranchl ands to True Ranches by general warranty deed. The
partnership distribution and contribution transactions were
treated as nonrecognition transactions under sections 721 and
731.

The intent of the True famly in carrying out this series of
acquisitions, transfers, and exchanges was to create incone tax
benefits. Through the operation of section 1031(d), which
essentially provides that the basis of property received in a

nonrecogni ti on exchange is the sane as the basis of property
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transferred, Snokey Q| received depletable oil and gas | eases
with the sane cost basis as the nondepreciable ranchlands it had
transferred in the exchange with True O 1l. This all owed Snokey
Ol to claimcost depletion deductions for the |eases on its tax
returns for 1989 and 1990 under section 612, which, if sustained,
woul d have resulted in substantial incone tax savings to the True
famly. True QIl, on the other hand, received the nondepreciable
ranchlands with a zero basis because the oil and gas |eases it
exchanged pursuant to section 1031 were fully cost depl eted.
Through subsequent transfers, True Ranches acquired the
ranchl ands with the sane zero basis as True Gl’s oil and gas
| eases. By so doing, the True famly intended to reap the tax
benefits of turning nondepreciable assets (ranchlands) into cost-
depl et abl e assets (oil and gas | eases) in the hands of Snokey
Gl. In addition, the ranchland exchange transactions rid True
Ol of fully cost-depleted assets (oil and gas | eases) and gave
True Ranches a zero basis in otherw se nondepreci abl e assets
(ranchl ands).

| f these transactions had been effective for inconme tax
pur poses, they would al so have created transfer tax benefits by
reduci ng the prices payabl e under the True Ranches and Snokey QO |
buy-sell agreenments. They would have reduced the book val ue of
the ranchlands to zero and thereby reduced the book value formula

prices to be paid for partnership interests in True Ranches under
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the ternms of the True Ranches buy-sell agreenent. Because of the
transfer of basis to the depletable oil and gas properties, the
ultimate prices to be paid for interests in Smokey G| under its
buy-sel|l agreenent woul d have been expected to be reduced to |ess
than the costs of the purchased ranchl ands.

On audit of the True G, Snokey G, and True Ranches tax
returns for 1989 and 1990, the IRS determ ned that the substance-
over-formand step transaction doctrines required that the
various internedi ate steps of these transactions be coll apsed and
that they be viewed as a unitary transaction in which True
Ranches acquired directly the | and and depreci abl e assets of the
ranch properties. Because Snokey G| was deened not to have
acquired the ranchlands, the IRS treated these transactions as if
t here had been no exchange between Snmokey G| and True Q1. The
| RS di sal |l owed Snokey O |’s cost depletion deductions clainmed on
the | eases received in the exchanges, and it allocated the inconme
fromthose | eases back to True QO I.

The True famly paid the deficiencies and filed
adm nistrative clains for refund. After the IRS disallowed the
refund clains, the True famly filed a refund suit in U S,
District Court for the District of Wom ng. The Governnent filed
nmotions for partial sunmary judgnment, contending (inter alia)
that under the step transaction doctrine the ranchl and exchange

transactions were a single transaction in which True Ranches
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al one acquired all the ranch property (real property and
operating assets). The District Court granted the Governnent’s

notion for summary judgnent, designated as True v. United States,

No. 96- CV-1050-J, (Nov. 12, 1997), and held that the step
transaction doctrine required the recharacterization of the
ranchl and exchange transactions as the I RS had determ ned. On
appeal, the Court of Appeals for the Tenth Crcuit affirmed the
District Court’s decision regarding the ranchl and exchange

transacti ons. See True v. United States, 190 F.3d 1165, 1177-

1180 (10th Cir. 1999). On Novenber 15, 1999, the Court of
Appeal s for the Tenth Circuit denied petitioners’ petition for
reheari ng and rehearing en banc.

OPI NI ON

Do Fam |y Buy-Sell Agreenents Control Estate Tax Val ue?

Case | aw and regul atory authority have interpreted the
general estate tax valuation provisions of section 2031 to
i nclude special rules that allow qualifying buy-sell agreenents
to control estate tax fair market val ue.

A. Franewor k for Anal yzing Estate Tax Val uation |Issues

Federal estate tax is inposed on the transfer of the taxable
estate of every United States citizen or resident. See sec.

2001(a); U.S. Trust Co. v. Helvering, 307 U S. 57, 60 (1939).

The taxable estate is defined as the gross estate | ess prescribed

deductions. See sec. 2051. All property interests owned by the
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decedent at death are included in the gross estate; the val ue of
the gross estate generally is determ ned as of the date of death.
See secs. 2031(a), 2033; sec. 20.2031-1(b), Estate Tax Regs.

Fair market value is the standard for determ ning val ue of
transfers of property subject to Federal estate tax. See United

States v. Cartwright, 411 U S. 546, 550 (1973). Fair market

value is “the price at which the property woul d change hands
between a willing buyer and a wlling seller, neither being under
any conpul sion to buy or to sell and both having reasonabl e

know edge of relevant facts.” [d. at 551; see sec. 20.2031-1(b),
Estate Tax Regs. The willing buyer and seller are hypothetical
persons, rather than specific individuals or entities, and their
characteristics are not necessarily the sanme as those of the

actual buyer or seller. See Estate of Newhouse v. Conmm ssioner,

94 T.C 193, 218 (1990) (citing Estate of Bright v. United
States, 658 F.2d 999, 1006 (5th Cr. 1981)). The hypotheti cal
wi | ling buyer and seller are presunmed to be dedicated to
achi eving the maxi mum econom ¢ advantage. As stated in Estate of
Newhouse, 94 T.C at 218: “This advantage nust be achieved in the
context of market conditions, the constraints of the econony, and
the financial and business experience of the corporation existing
at the valuation date.”

Cenerally, the shares of a closely held corporation for

which there is no public market, in the absence of recent arms-
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Il ength sales, are to be valued by taking into account the
conpany’s net worth, prospective earning power, dividend-paying

capacity, and other relevant factors.?® See Estate of Andrews v.

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

Estate Tax Regs.; Rev. Rul. 59-60, 1959-1 C. B. 237. Simlarly,
the valuation of partnership interests requires (1) a fair
apprai sal (as of the valuation date) of all assets of the
busi ness, tangi ble and intangible, including goodwill, (2) an
anal ysis of the business’ denonstrated earning capacity, and
(3) consideration of other “relevant factors” noted in the stock
valuation rules. See sec. 20.2031-3, Estate Tax Regs.

The val ue of property as of the decedent’s date of death is
a question of fact requiring the trier of fact to weigh al
rel evant evidence of value and to draw appropriate inferences.

See Estate of Newhouse v. Commi sSioner, supra;, Hamm v.

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

1961- 347.

B. Devel opnent of Leqgal Standards

The | egal standards for allow ng buy-sell agreenents to

determ ne estate tax val ue have devel oped over tine. Sone cases

26t her relevant factors” listed in the regulation include:
(1) Goodw Il of the business, (2) economc outlook in the
particul ar industry, (3) conpany’ s position in the industry and
its managenent, (4) degree of control represented by bl ock of
stock to be valued, and (5) values of securities of corporations
engaged in the same or simlar lines of business that are |listed
on a stock exchange. See sec. 20.2031-2(f)(2), Estate Tax Regs.
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| aid out fundanental objective requirenents that, if net,
permtted the forrmula price provided by a buy-sell agreenment to
establish fair market val ue under predecessors of section 2031.
O her cases and the estate tax regul ati ons have expanded t hose
requi renents to address such subjective concerns as whet her the
buy-sell agreenment was a bona fide business arrangenent and not
nmerely a device to nmake a testanentary disposition at a bargain
price.

1. Case Law Precedi ng | ssuance of Requl ati ons

Before the issuance of regul ations under section 2031,
courts addressed the effect of option contracts or buy-sel
agreenents on the valuation of business interests by exam ni ng
whet her restrictions in the agreenent put a ceiling on the price
the owner (or his estate) could receive at disposition.
Specifically, buy-sell agreenents were required (1) to be
enforceabl e against the parties, (2) to specify a price, and (3)
to bind transferors both during |ife and at death in order to be
gi ven dispositive effect for estate tax val uation purposes. See

Lonb v. Sugden, 82 F.2d 166, 167 (2d Cr. 1936); WIlson v.

Bowers, 57 F.2d 682, 683 (2d G r. 1932); Estate of Salt v.

Comm ssioner, 17 T.C. 92, 99-100 (1951) (generally, the WIson-

Lonb test). Although these requirenents were devel oped in the
context of corporate buy-sell agreenents, they were al so applied

to partnership buy-sell agreenents. See Brodrick v. Gore, 224
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F.2d 892, 896 (10th Cr. 1955); Estate of Wil v. Conm ssioner,

22 T.C. 1267, 1273-1274 (1954); Hoffman v. Conmm ssioner, 2 T.C

1160, 1178-1180 (1943), affd. sub nom G annini v. Conm SsSioner,

148 F.2d 285 (9th Gir. 1945).
In addition, courts devel oped other tests to hel p deci de
whet her buy-sell agreenents controlled estate tax value. In

Bensel v. Conm ssioner, 36 B.T.A 246 (1937), affd. 100 F.2d 639

(3d Cir. 1938), the armi s-length nature of the agreenent
convinced the Court that a corporate buy-sell agreenent
controlled estate tax value. In Bensel, 36 B.T.A at 247, a

maj ority sharehol der (father) had granted enpl oyee (son) an
option to purchase father’'s stock at his death for a fixed price,
in order to retain son’s valuable services. Father and son were
estranged at all relevant tines. See id. Wen son exercised the
option at father’s death, the fair market value of the stock
exceeded the option price. See id. at 249-250.

The Comm ssioner argued, in the alternative, for inclusion
in the gross estate at date of death value under the theory that
decedent (1) retained an interest to alter, revoke, or anend
under section 302(d) of the Revenue Act of 1926, ch. 27, 44 Stat.
71, or (2) made a transfer in contenplation of death under

section 302(c). See Bensel v. Conmm ssioner, 36 B.T. A at 251.

However, the hostilities and constant bargai ni ng between fat her

and son convinced the Court that son was not the natural object
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of father’s bounty and that the option price was what adverse
parties dealing at arms |ength would have agreed to. See id. at
252-253. Accordingly, the Court concluded that the option was
neither a substitute for a testanmentary di sposition, nor a device
for avoiding estate tax, so that section 302(c) and (d) did not
apply. See id. at 253-254. Instead, son’s exercise of the
option was either a bona fide sale for adequate and ful
consideration or, like WIlson and Lonb, conpletely outside the
scope of section 302 of the Revenue Act of 1926. See id. at 254.

Simlarly, we stated in Estate of Littick v. Conm ssioner,

31 T.C. 181 (1958), that if “for the purpose of keeping control
of a business in its present nmanagenent, the owners set up in an

arm s-length agreenent * * * the price at which the interest of a

part owner is to be disposed of by his estate to the other
owners, that price controls for estate tax purposes, regardless
of the market value of the interest to be disposed of”. 1d. at
187 (enphasi s added).

O her facts that courts considered in eval uating whet her
buy-sell agreenents should determ ne estate tax val ue incl uded:
(1) Tax avoi dance notives for entering into buy-sell agreenents,

see May v. McGowan, 194 F.2d 396, 397 (2d GCr. 1952); Estate of

Littick, 31 T.C. at 186, (2) that the purchasers under the buy-
sell agreenent were natural objects of the decedent-seller’s

bounty, see Hoffman v. Comm ssioner, 2 T.C at 1179, and (3) that
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t he buy-sell agreenent’s price, when originally fixed,
represented full and adequate consideration and was not a

testanmentary substitute, see id.; Bensel v. Conmm ssioner, 36

B.T.A at 254; Baltinore Natl. Bank v. United States, 136 F

Supp. 642, 654 n.7 (D. Md. 1955).
The Court of Appeals for the Tenth Circuit indicated, in

Brodrick v. Gore, supra, that if a partnership buy-sell agreenent

were entered into in bad faith, that could jeopardize the ability
of the agreenent to control value for estate tax purposes. 1In

Brodrick v. Gore, 224 F.2d at 894, a father and his two sons

agreed to sell their interests in an oil and gas partnership,
during life or at death, only to each other at book value. After
the father’'s death, the sons petitioned the probate court to be
conpel l ed, as executors, to sell the father’s interest to
t hensel ves at book value. See id. After a hearing, the probate
court found that the partnership agreenent was valid, the estate
was obligated to sell at book value, the sons were obligated to
pur chase, and book val ue? was correctly calculated. See id. at
895.

The Conmm ssioner determned a deficiency in estate tax on

the ground that the fair market value of the father’s interest

2INei t her the published report of Brodrick v. Gore, 224 F.2d
892, 896 (10th G r. 1955), nor the briefs, which we have
revi ewed, specify the basis on which book value was to be
conputed (e.g., financial statenment, tax, or cash basis) under
t he partnership buy-sell agreenent.
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exceeded book value on his date of death. See id. at 895. The
sons paid the deficiency, brought a District Court refund suit,
and prevailed on a notion for summary judgnent. See id. The
Comm ssi oner appealed to the Court of Appeals for the Tenth
Crcuit, which affirnmed the judgnment in favor of the executor-
sons. See id. at 897.

Applying the Wl son-Lonb test, the Court of Appeals for the
Tenth Circuit held that the estate tax value was properly limted
to book val ue because the sale to the sons at book val ue was
requi red under a reciprocal and enforceable agreenent. See id.
at 896. The Court of Appeals held the probate court’s prior
judgnent to be a binding determnation that: (1) The executors
were obligated to sell to the surviving partners at book val ue
and (2) the cal culation of book value was correct. See id.

The Court noted that if the Comm ssioner had pl eaded
affirmatively that the partnership agreenment was executed in “bad
faith,” or that the probate court proceedi ng was col |l usive or
nonadversarial, there m ght have been a genuine issue of materi al
fact. See id. at 897. However, as stated by the Court: “Wth
no such issues of fact joined, the question whether the estate
tax shoul d be conputed on the basis of the book value or the

mar ket val ue was one of law” 1d.
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2. Requl atory Authority and Interpretive Rulings

In 1958, the Treasury issued final regulations under section
2031, concerning the valuation of stocks and bonds for estate tax
pur poses, applicable to estates of decedents dying after August
16, 1954. See sec. 20.2031-2, Estate Tax Regs. [In particular,
section 20.2031-2(h) addresses the valuation of securities owned
by a decedent at death subject to an option or contract to
purchase held by another person. See sec. 20.2031-2(h), Estate
Tax Regs. The regulation states that the effectiveness of the
agreenent to determ ne the value of securities for estate tax
pur poses depends on the circunstances of the case. See id. For
i nstance, the option or contract price is accorded little weight
if it did not bind the decedent equally during life and at death.
See id. The regulation further states:

Even if the decedent is not free to dispose of the

underlying securities at other than the option or

contract price, such price will be disregarded in

determ ning the value of the securities unless it is

determ ned under the circunstances of the particul ar

case that the agreenent represents a bona fide business

arrangenent and not a device to pass the decedent’s

shares to the natural objects of his bounty for |ess

t han an adequate and full consideration in noney or
noney’s worth. [1d.; enphasis added.]

Al t hough the regulation as a whole, and this subsection in
particul ar, have been subsequently anmended, the changes do not

af fect the cases at hand.?® Cases applying the regul ation have

28Sec. 20.2031-2, Estate Tax Regs., was anended June 14,
1965 by T.D. 6826, 1965-2 C.B. 367; Apr. 26, 1974 by T.D. 7312,
(continued. . .)
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interpreted the “bona fide business arrangenent” and “not a
testanentary device” tests to be conjunctive (i.e., both tests
must be satisfied i ndependently to give the agreenent dispositive

effect). See Dorn v. United States, 828 F.2d 177, 182 (3d G r

1987); St. Louis County Bank v. United States, 674 F.2d 1207,

1210 (8th CGr. 1982); Estate of Lauder v. Conmm ssioner, T.C

Meno. 1992-736 (Lauder 11). This nmeans that a buy-sell agreenent
can be both a bona fide business arrangenment and a testanentary
device, with the result that it will not be given dispositive
effect for estate tax val uation purposes. See Lauder I1.

In 1959, the Conm ssioner issued Revenue Ruling 59-60, which
was intended to “outline and review in general the approach,
met hods and factors to be considered in valuing shares of the
capital stock of closely held corporations for estate tax and
gift tax purposes.” Rev. Rul. 59-60, 1959-1 C B. 237. Revenue
Rul i ng 59-60 has been wi dely accepted as setting forth the
appropriate criteria to consider in determning fair market

val ue. See Estate of Newhouse v. Conmi ssioner, 94 T.C. at 217.

Section 8 of the ruling addresses the effect of agreenents

28(. .. continued)
1974-1 C. B. 277; Sept. 30, 1974 by T.D. 7327, 1974-2 C. B. 294;
Sept. 13, 1976 by T.D. 7432, 1976-2 C. B. 264, and Jan. 28, 1992
by T.D. 8395 (1992 anendnent), 1992-1 C.B. 816. Only the 1992
amendnent affected subsec. 20.2031-2(h), Estate Tax Regs., by
adding a cross-reference to sec. 2703 (and the regul ati ons
t hereunder) for special rules involving options and agreenents
(i ncluding contracts to purchase) entered into (or substantially
nodi fied after) Cct. 8, 1990. See infra pp. 79-81.
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restricting the sale or transfer of stock on estate and gift tax
value. See Rev. Rul. 59-60, 1959-1 C. B. at 243.

First, the ruling describes a situation in which stock was
acquired by a decedent subject to an option reserved by the
I ssuing corporation to repurchase at a certain price. The ruling
states that the option price usually will be accepted as fair
mar ket val ue for estate tax purposes, under the rubric of Revenue
Ruling 54-76. See id.; Rev. Rul. 54-76, 1954-1 C B. 194.
However, Revenue Ruling 59-60 further states that the option
price does not control fair market value for gift tax purposes.
See Rev. Rul. 59-60, 1959-1 C B. at 244.

Second, the ruling provides another formulation of the
Wl son-Lonb test. It states that if the option or buy-sel
agreenent (1) resulted fromvoluntary action by the stockhol ders
and (2) was binding during life and at death of the stockhol ders,
then the agreenent may or nay not, depending on the circunstances
of each case, fix the value for estate tax purposes. See id.
The ruling adds, however, that the agreenment would be a factor to
evaluate with other relevant factors in determning fair market
value. See id.

Third, the ruling lists factors that nust always be
considered in valuing closely held stock “to determ ne whet her
t he agreenent represents a bonafide business arrangenent or is a

device to pass the decedent’s shares to the natural objects of
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his bounty for |ess than an adequate and full consideration in
nmoney or nmoney’'s worth.” 1d. The factors nentioned are: The
rel ationship of the parties, the relative nunber of shares held
by the decedent, and other material facts. See id.

3. Case Law Foll ow ng |Issuance of Requl ations and
Revenue Ruling 59-60

Cases decided after the issuance of section 20.2031-2(h),
Estate Tax Regs., and Revenue Ruling 59-60, supra, reflect new
expressions of the WIlson-Lonb test. Specifically, the formula
price under a buy-sell agreenent was consi dered binding for
Federal estate tax purposes if: (1) The offering price was fixed
and determ nabl e under the agreenent; (2) the agreenment was
bi nding on the parties both during life and after death, (3) the
agreenent was entered into for bona fide business reasons, ? and
(4) the agreenent was not a substitute for a testanmentary

di sposition® (generally, the Lauder Il test). See Lauder |

W refer to this requirenent as the business purpose prong
of the Lauder Il test. See Estate of Lauder v. Conm Ssioner,
T.C. Meno. 1992-736 (Lauder I1). This is equivalent to the
requi renent of sec. 20.2031-2(h), Estate Tax Regs., that the
agreenent represent a bona fide business arrangenent. See Lauder
Il (using the term nology of this Court and the regul ation
i nt erchangeabl y); sec. 20.2031-2(h), Estate Tax Regs.

30We refer to this requirenent as the nontestanentary
di sposition prong of the Lauder Il test. This is equivalent to
the requirenment of sec. 20.2031-2(h), Estate Tax Regs., that the
agreenent not be a device to pass the decedent’s shares to the
natural objects of his bounty for |ess than an adequate and ful
consideration in noney or noney’'s worth. See Lauder Il (using
the term nology of this Court and the regulation
i nt erchangeably); sec. 20.2031-2(h), Estate Tax Regs.
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(tracing the origins of the test through case | aw and
regul ations). The first two prongs of the Lauder 1l test had
been addressed directly by the courts in the Wl son-Lonb |ine of
cases. However, after the issuance of section 20.2031-2(h),
Estate Tax Regs., the attention of the courts shifted to the |ast
two prongs, which had only been adverted to in sone early cases.

a. Was Agreenent Entered Into for Bona Fide
Busi ness Reasons?

In several cases, courts considered whether parties had bona
fi de busi ness reasons for entering into buy-sell agreenents. For
exanple, instituting a buy-sell agreenent to maintain exclusive
famly control over a business repeatedly have been found to be a

bona fide business purpose. See Estate of Bischoff v.

Comm ssioner, 69 T.C. 32, 39-40 (1977); Estate of Littick v.

Conmi ssioner, 31 T.C. at 187; Lauder I|l; Estate of Seltzer v.

Conmi ssioner, T.C. Menp. 1985-519; Estate of Slocumyv. United

States, 256 F. Supp. 753, 755 (S.D.N. Y. 1966). In addition,
usi ng buy-sell agreenents to assure continuity of conpany
managenent policies and to retain key enpl oyees al so has been

held to be bona fide business purposes. See Estate of Reynol ds

v. Comm ssioner, 55 T.C. 172, 194 (1970); Bommer Revocabl e Trust

V. Conm ssioner, T.C. Menob. 1997-380. However, as we noted in

Lauder I1: “legitimate business purposes are often ‘inextricably
m xed’” with testanmentary objectives where * * * the parties to a

restrictive stock agreenent are all nenbers of the sane i medi ate
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famly.” Lauder 1, T.C. Meno. 1992-736, 64 T.C.M (CCH) 1643,
1657, 1992 T.C M (RIA) par. 92,736, at 92,3731 (quoting 5
Bittker, Federal Taxation of Incone, Estates & Gfts, par
132.3.10, at 132-54 (1984)). As a result, courts required
t axpayers independently to satisfy both the business purpose and
nont est anentary di sposition prongs of the Lauder Il test.

b. Was Agreenent a Substitute for
Testanentary Di spositions?

I n eval uati ng whet her buy-sell agreenents were substitutes
for testanmentary dispositions, greater scrutiny was applied to
intrafam |y agreenents restricting stock transfers in closely
hel d businesses than to simlar agreenents between unrel at ed

parties. See Dorn v. United States, 828 F.2d. 177, 182 (3d G

1987); Lauder 11; Hoffrman v. Comm ssioner, 2 T.C. at 1178-1179

(“The fact that the option is given to one who is the natural

obj ect of the bounty of the optionor requires substantial proof

to show that it rested upon full and adequate consideration.”).
Courts anal yzed several factors and enpl oyed various tests

to ascertain whether buy-sell agreenents were neant to serve as

substitutes for testanentary dispositions. |In Lauder |1, we

organi zed the analysis into two categories: (1) Factors

i ndicating that a buy-sell agreenent was not the result of arms-

| ength dealing and was designed to serve a testanentary purpose

(testanmentary purpose test), and (2) tests to determ ne whether a

buy-sell agreenment’s formula price reflected full and adequate
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consideration in noney or noney’'s worth (adequacy of
consideration test). No particular factor or test was wei ghted
nore heavily than another; but rather, courts considered al
ci rcunst ances to determ ne whether buy-sell agreenments were
adopted for the principal purpose of achieving testanentary

objectives. See St. Louis County Bank v. United States, 674 F.2d

at 1210-1211; Lauder I|l; Estate of Carpenter, T.C Mno. 1992-

653.

1. Testanentary Purpose Test

Under the testanentary purpose test, factors indicating that
a buy-sell agreenment was not the result of arm s-length dealing
and was designed to serve a testanmentary purpose included (1) the
decedent’s ill health when entering into the agreenent, see St.

Louis County Bank v. United States, 674 F.2d at 1210; Estate of

Lauder v. Conmmi ssioner, T.C Meno. 1990-530 (Lauder 1); Estate of

Slocumyv. United States, 256 F. Supp. at 755, (2) lack of

negoti ati ons between the parties before executing the agreenent,

see Bommer Revocable Trust v. Conm ssioner, T.C. Mnop. 1997-380;

Lauder I1; Bensel v. Conm ssioner, 36 B.T.A at 253 (finding no

testanentary purpose due to evidence of hostile negotiations),
(3) lack of (or inconsistent) enforcenent of buy-sell agreenents,

see St. Louis County Bank v. United States, 674 F.2d at 1211

Estate of Bischoff v. Conm ssioner, 69 T.C. at 42 n. 10 (finding

t hat agreenent was not a testanmentary substitute due, in part, to
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enf orcenment when son died),? (4) failure to obtain conparables or
appraisals to determne the buy-sell agreenent’s fornula price,

see Bommer Revocable Trust v. Comm ssioner, supra; Lauder I, (5)

failure to seek professional advice in selecting the fornula

price, see Bommer Revocable Trust v. Conmi ssioner, supra; Lauder

1, (6) lack of provision in buy-sell requiring periodic review

of a stated fixed price, see Bonmer Revocable Trust v.

Commi ssi oner, supra, (7) exclusion of significant assets fromthe

formula price, see Lauder Il (finding that om ssion of al
i ntangi bl e assets from book val ue fornula suggested testanentary
pur pose), and (8) acceptance of bel ow market paynent terns for

purchase of decedent’s interest, see Bonmer Revocable Trust v.

Conmi sSsi oner, supra.

2. Adequacy of Consideration Test

Bef ore determ ni ng whether the formula price in a buy-sel
agreenent represented full and adequate consideration in noney or
money’ s worth, courts were required to decide, as a prelimnary
matter, when and how t he adequacy of consideration test would be
applied. For exanple, would the adequacy of consideration be
tested when the buy-sell agreenment was adopted or when the buy-
sell restrictions were invoked at the decedent-stockhol der’s

death? 1In addition, the term “adequate and full consideration”

31But see Bommer Revocable Trust v. Commi ssioner, T.C. Meno.
1997-380 (disagreeing with the taxpayer’s contention that record
of prior enforcenent requires that buy-sell agreenent be
respected for estate tax purposes).
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whi ch was not defined in section 20.2031-2(h), Estate Tax Regs.,
required interpretation.
In general, courts eval uated the adequacy of consideration
as of the date the buy-sell agreenent was executed, rather than
at the date for valuing property to be included in the decedent-

sharehol der’s gross estate. See St. Louis County Bank v. United

States, 674 F.2d at 1210; Lauder 11; Estate of Bischoff v.

Conmi ssioner, 69 T.C. at 41 n.9; Bensel v. Commi ssioner, 36

B.T.A at 253. However, in exceptional circunstances, courts
exam ned the adequacy of consideration and conduct of parties
after the buy-sell agreenent date if intervening events within
the parties’ control caused a wi de disparity between the buy-sel
agreenent’s fornmula price and fair market value. See St. Louis

County Bank v. United States, 674 F.2d at 1211; Estate of Rudol ph

V. United States, 93-1 USTC par. 60,130, at 88449-88450, 71 AFTR

2d 93-2169, at 93-2176-93-2177 (S.D. Ind. 1993). In St. Louis

County Bank, supra at 1209, the intervening event (conversion

from novi ng, storage, and delivery business to real estate rental
busi ness) “had a significant, adverse inpact” on the stock’s

val ue as conput ed under the buy-sell agreenent’s formula price
(conmputed as 10 tinmes average annual net earnings per share for 5

precedi ng years). %

%2The novi ng busi ness generated substantial yearly incone
(high in 1968 of $1,061.15 per share; lowin 1970 of $597 per
share), as defined under the stock purchase agreenent’s fornul a.

(continued. . .)
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In Estate of Reynolds v. Comm ssioner, 55 T.C. at 194, we

consi dered whether the ultinmate disparity between unrestricted
mar ket price per share and the formula price could have been
predicted by the parties at the tine they executed a voting trust
agreenent. In that case, we found that the restrictive

provi sions of the voting trust agreenent were not determ native
of estate or gift tax value and were at nost a factor to be
considered in valuing the voting trust certificates.® See id.
at 191. The decedents’ famly entered into the voting trust
agreenent to maintain the famly’'s controlling interest in the
Kansas City Life Insurance Co., a publicly traded conpany. See
id. at 174-175. At the voting trust agreenent date in 1946, the
unrestricted, over-the-counter market price of the underlying
stock was 2-1/2 times the voting trust formula price (25 tines

t he average annual cash dividend paid on a share of conmmon stock

of the conpany over the preceding 3-year period). See id. at

32(. .. continued)
However, while engaged in the rental real estate business, the
conpany’s stock val ue under the forrmula went down to $0 per share
from1971 to 1975. See St. Louis County Bank v. United States,
674 F.2d 1207, 1209 (8th G r. 1982).

33The restrictive provisions were held not to fix estate and
gift tax val ues because (1) the voting trust certificates could
have been freely given or bequeathed w thout triggering the
restrictive provisions and (2) this Court considered inapplicable
t he approach of the Court of Appeals for the Second Circuit in
the Wlson-Lonb |ine of cases because of the lack of regard for
the “retention value” of the voting trust certificates. See
Estate of Reynolds v. Conm ssioner, 55 T.C 172, 188-192 (1970);
see infra p. 148 regarding gift tax valuation inplications of
retention val ue.
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193-194. By 1962 (year of death), the ratio of unrestricted
mar ket price to voting trust forrmula price had becone 10 to 1
See id. at 194. The Conmm ssioner argued that the restrictive
provi sions should be disregarded in val uing the shares because
the voting trust agreenent in Reynolds represented a device and
was not a bona fide business arrangenent under section 20.2031-
2(h), Estate Tax Regs. See id. However, we found that there
were bona fide business reasons for the Reynolds voting trust
agreenent, and that “the |arge di screpancy between market price
per unrestricted share and formula price per unit was not the
result of any cleverly devised plan to |lower the testanentary
val ue of [decedents’] * * * investnments in the conpany”. 1d. at
194-195. Therefore, the voting trust agreenment was factored into
the determ nation of fair market value, rather than being
conpl etely di sregarded.

To apply the adequacy of consideration test, courts were
required to determ ne the neaning of the phrase “adequate and
full consideration in noney or noney’'s worth” used in section

20. 2031-2(h), Estate Tax Regs. |In Estate of Bischoff v.

Conmi ssioner, 69 T.C. at 41 n.9, we concluded that consideration

was adequate because the fornmula price to be paid for a
partnership interest represented the fair market val ue of

partnership assets. In Dorn v. United States, 828 F.2d at 181,

the Court of Appeals for the Third Grcuit observed that

“Al t hough few cases have relied on Treasury Regul ation
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820. 2031(h) [sic] for support, those which do discuss it support
the position that the option price affects the value of the gross
estate only if the option was granted at armis length.” In

Bensel v. Conm ssioner, 36 B. T.A at 253-254, the adequacy of

consideration test was net when the agreenent was entered into
because “the price agreed upon between the father and son was not
too low. That is, it was not |ower than the price at which
persons with adverse interests dealing at arm s | ength m ght have

been expected to have agreed.” Simlarly, in Estate of Carpenter

V. Conmm ssioner, T.C. Menob. 1992-653, we held that a book val ue

price was reasonable (i.e., adequate and full) because it was the
result of arm s-length negotiations conducted at the tine the
buy-sel |l agreenent was created.

An instructive articulation of the adequacy of consideration
test was presented in Lauder 11, 64 T.C.M (CCH) 1643, 1660, 1992
T.CM (RIA) par. 92,736, at 92-3733 through 92-3734, in which we
st at ed:

Not ably, the phrase “adequate and full consi dera-
tion” is not specifically defined in section 20.2031-
2(h), Estate Tax Regs. |In defining the phrase, we
begin wwth the proposition that a formula price may
refl ect adequate and full consideration notw thstandi ng
that the price falls below fair market value. See,
e.g., Estate of Reynolds v. Comm ssioner, 55 T.C 172,
194 (1970). In this light, the phrase is best
interpreted as requiring a price that is not |ower than
t hat which woul d be agreed upon by persons wth adverse
interests dealing at armis |length. Bensel v.
Conm ssi oner, supra. Under this standard, the formula
price generally nust bear a reasonable relationship to
the unrestricted fair market value of the stock in
guesti on.
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In sunmary, to satisfy the adequacy of consideration test,
given the greater scrutiny applied to intrafam |y agreenents
restricting transfers of closely held businesses interests, the
formul a price under the buy-sell agreenent nust be conparable to
what would result fromarms-Iength dealings between adverse
parties, and it nust bear a reasonable relationship to the
unrestricted fair market value of the interest in question.

4. Statutory Changes

In 1990, Congress enacted the Chapter 14 special valuation
rules. See secs. 2701-2704 (Chapter 14); QOmi bus Budget
Reconciliation Act of 1990 (OBRA), Pub. L. 101-508, sec.
11602(a), 104 Stat. 1388-491, 1388-500 (1990). These rules were
enacted to replace the conplex, overly broad estate freeze rul es
of recently enacted section 2036(c)3% with targeted rul es that
were designed to assure nore accurate valuation of property
subject to transfer taxes. See S. 3209, 101st Cong. 2d Sess.
(1990), 136 Cong. Rec. 30538.

Chapter 14 includes section 2703, which codifies rules
regardi ng the inpact of restrictions (options, agreenents, rights
to acquire or use property at less than fair market val ue, or
limtations on sale or use of property) on valuation for estate

and gift tax purposes.® See sec. 2703. New section 2703

34See Omi bus Budget Reconciliation Act of 1987, Pub. L
100- 203, sec. 10402, 101 Stat. 1330-431.

3°SEC. 2703. CERTAIN RI GHTS AND RESTRI CTI ONS DI SREGARDED.
(continued. . .)
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applied to agreenents, options, rights, or restrictions entered
into, granted, or substantially nodified after October 8, 1990. 3
See OBRA sec. 11602(e)(1)(A(ii), 104 Stat. 1388-500.

The Senate bill (S. 3209) explained that the rules requiring
options, rights, or restrictions (1) to be bona fide business
arrangenments and (2) not to be devices to transfer property to
menbers of the decedent’s famly for less than full and adequate

consideration in noney or noney’'s worth, see secs. 2703(b)(1) and

3%(...continued)

(a) Ceneral Rule.--For purposes of this subtitle, the
val ue of any property shall be determ ned w thout regard
t o--

(1) any option, agreenent, or other right to
acquire or use the property at a price less than the
fair market value of the property (w thout regard to
such option, agreenent, or right), or

(2) any restriction on the right to sell or use
such property.

(b) Exceptions.--Subsection (a) shall not apply to any
option, agreenent, right, or restriction which neets each of
the foll owm ng requirenents:

(1) It is a bona fide business arrangenent.

(2) It is not a device to transfer such property
to menbers of the decedent’s famly for less than ful
and adequate consideration in noney or noney’s worth.

(3) Its terns are conparable to simlar
arrangenments entered into by persons in an arns’ |length
transacti on.

36\ sunmari ze sec. 2703 to conplete our analysis of the
evol ution of |egal standards on the ability of buy-sell
agreenents to control estate tax value. However, the parties
have stipul ated that the provisions of sec. 2703 do not apply to
the cases at hand. See supra note 23.
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(2), were simlar to those contained in section 20.2031-2(h),
Estate Tax Regs. See S. 3209, supra at 30540-30541. S. 3209
al so enphasi zed that the business arrangenent and device
requi renents were independent tests. See id. Further, S. 3209
expl ai ned that OBRA added a third requirenent, that the terns of
the option, agreenent, right, or restriction nust be conparable
to simlar arrangenents entered into by persons in an arni s-
| ength transaction. See id. According to S. 3209, this
requi renent was not found in prior law. See id.

1. Do 1971 and 1973 G ft Tax Cases Have Preclusive Effect?

A. Petitioners’ Coll ateral Estoppel Argunent

Petitioners argue that under the doctrine of collatera
estoppel, or issue preclusion, we are bound by certain
determ nations of the U S. District Court for the District of
Womng in the 1971 and 1973 gift tax cases. |In petitioners’
view, the District Court found, as to True O and Belle Fourche,
that (1) their buy-sell agreenents were bona fide business
arrangenments and (2) book value of the transferred interests

equal ed fair market value as of the agreenent dates.?

'Petitioners explain that the District Court explicitly
determ ned that book val ue equal ed fair market value for the two
conpani es, describing this as an “ultimate” fact in the 1971 and
1973 gift tax cases and an “evidentiary” fact in the cases at
hand. In contrast, petitioners contend that the District Court
inplicitly held that the buy-sell agreenents were bona fide
busi ness arrangenents, because the District Court took the
agreenents into account in determning fair market value of the
True Ol and Belle Fourche transferred interests. Petitioners

(continued. . .)
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Petitioners assert that the requirenents for applying

coll ateral estoppel articulated in Peck v. Conm ssioner, 90 T.C

162, 166-167 (1988), affd. 904 F.2d 525 (9th G r. 1990), have
been net; therefore, respondent is precluded fromrelitigating
those two issues. W disagree. Moreover, petitioners

acknow edge that respondent is not estopped fromarguing that the
True conpani es’ buy-sell agreenments were testanmentary devices
that were not controlling for estate tax purposes. W agree.

B. Legal Standards for Applying Coll ateral Estoppel

The doctrine of collateral estoppel provides that, once an
issue of fact or lawis “actually and necessarily determ ned by a
court of conpetent jurisdiction, that determ nation is conclusive
i n subsequent suits based on a different cause of action

involving a party to the prior litigation.” Mntana v. United

States, 440 U. S. 147, 153 (1979) (quoting Parklane Hosiery Co. V.

Shore, 439 U.S. 322, 326 n.5 (1979)). Collateral estoppel is a
judicial doctrine designed to protect parties fromunnecessary

and redundant litigation, to conserve judicial resources, and to

37(...conti nued)
characterize this as an “evidentiary” fact in the 1971 and 1973
gift tax cases and an “ultimate” fact in the cases at hand. An
evidentiary fact is a fact that is necessary for or leads to the
determnation of an ultimate fact. See Black’s Law Dictionary
611 (7th ed. 1999). An ultimate fact is a fact essential to the
claimor the defense. See id. at 612. In Mier v. Comm SSioner,
91 T.C. 273, 283-286 (1988), the Tax Court regarded the
di stinction between ultimate and evidentiary facts as irrel evant
in applying collateral estoppel. See infra pp. 84-85.
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foster certainty in and reliance on judicial action. See Mnahan

v. Comm ssioner, 109 T.C 235, 240 (1997). This Court, in Peck

v. Conmm ssioner, supra at 166-167, prescribed the follow ng five

conditions that nust be satisfied before applying collateral
estoppel to a current factual dispute (the Peck requirenents):

(1) The issue in the second suit nmust be identi cal
in all respects with the one decided in the first suit.

(2) There nust be a final judgnment rendered by a
court of conpetent jurisdiction.

(3) Collateral estoppel may be invoked agai nst
parties and their privies to the prior judgnent.

(4) The parties nust actually have litigated the
i ssues and the resolution of these issues nust have
been essential to the prior decision.
(5) The controlling facts and applicabl e |egal
rul es nmust remai n unchanged fromthose in the prior
litigation. [Citations omtted.]*®
Col | ateral estoppel may be used in connection with matters
of law, matters of fact, and m xed matters of |aw and fact. See

Meier v. Conmmi ssioner, 91 T.C 273, 283 (1988). Mbreover, its

focus is on the identity of issues, not the identity of I|egal
proceedi ngs, so that it nmay apply to issues of fact or |aw
previously litigated even though the clains differ. See Bertol

v. Comm ssioner, 103 T.C. 501, 508 (1994)(citing Meier v.

Comm ssioner, 91 T.C. at 286). Collateral estoppel cannot apply

%8The Court of Appeals for the Tenth Crcuit used a simlar
test to determ ne whether collateral estoppel applied. See Klein
v. Conmmi ssioner, 880 F.2d 260, 262-263 (10th Cir. 1989).
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if the party against whomit is asserted did not have a full and
fair opportunity to litigate the issue in the earlier proceeding.

See Meier v. Commi ssioner, 91 T.C. at 286 (citing Allen v.

MCurry, 449 U S. 90 (1980)). To determ ne whether the issue to
be precluded in case 2 was identical to an essential issue
actually litigated in case 1 (Peck requirenents 1 and 4), early
cases di sagreed over whether the facts found in case 1 had to be
ultimate facts or instead, included both ultimte and evidentiary

facts. See Meier v. Conm ssioner, 91 T.C. at 284 (citing The

Evergreens v. Nunan, 141 F.2d 927, 928-929 (2d Cr. 1944)

(Evergreens)). In Anpbs v. Conm ssioner, 43 T.C. 50 (1964), affd.

360 F. 2d 358 (4th Cr. 1965), this Court adopted the Everqgreens

“ultimate facts” test, which [imted the use of collateral
estoppel to ultimate facts found in the second case. However,

nore recent cases and commentators have criticized the Everdgreens

approach and its limtation of collateral estoppel to ultimte

facts. In Meier v. Conmi ssioner, supra at 284-286, we abandoned

t he Evergreens approach and adopted the rationale of Coment j,

Rest at enment, Judgnents 2d, section 27 (1982), which focuses not
on whether the facts to be precluded frombeing relitigated were
evidentiary or ultimate, but on whether the parties recognized

the issue as inportant and necessary to the first judgnent. 3

3¥%The Restatenent reads as foll ows:

(continued. . .)
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C. Collateral Estoppel Inmpact of 1971 and 1973 G ft Tax
Cases

We now eval uate the 1971 and 1973 gift tax cases and the
cases at hand, in light of the Peck requirenents, to determ ne
whet her we are precluded from deci di ng whether True O l’s and

Bell e Fourche’s (1) buy-sell agreenents were bona fide business

39(...continued)

Determ nations essential to the judgnent. It is
sonetinmes stated that even when a determnation is a
necessary step in the fornulation of a decision and
judgnent, the determnation will not be concl usive
between the parties if it relates only to a “nediate
datuni or “evidentiary fact” rather than to an
“ultimate fact” or issue of law. It has al so been
stated than [sic] even a determ nation of “ultimte
fact” will not be conclusive in a later action if it
constitutes only an “evidentiary fact” or “nediate
datunf in that action. Such a fornulation is
occasionally used to support a refusal to apply the
rul e of issue preclusion when the refusal could nore
appropriately be based on the lack of simlarity
between the issues in the two proceedings. |If applied
nore broadly, the formulation causes great difficulty,
and is at odds with the rationale on which the rule of
i ssue preclusion is based. The line between ultinate
and evidentiary facts is often inpossible to draw.
Moreover, even if a fact is categorized as evidentiary,
great effort may have been expended by both parties in
seeking to persuade the adjudicator of its existence or
nonexi stence and it may well have been regarded as the
key issue in the dispute. 1In these circunstances the
determ nation of the issue should be concl usive whet her
or not other links in the chain had to be forged before
the question of liability could be determned in the
first or second action.

The appropriate question, then, is whether the
i ssue was actually recogni zed by the parties as
inportant and by the trier as necessary to the first
judgnent. |If so, the determ nation is conclusive
between the parties in a subsequent action * * *,

[ Rest at ement, Judgnents 2d, sec. 27 (1982).]
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arrangenents and (2) book val ues equaled their fair narket val ues
on the agreenent dates.

We preface the inquiry by noting that petitioners properly
rai sed the collateral estoppel issue in their petition. See Rule
39. The jurisdictional conpetency of the District Court in the
1971 and 1973 gift tax cases has not been questioned. Judgnents
were entered, and the Governnent did not appeal. The parties to
the cases at hand were also parties to the 1971 and 1973 gift tax
cases (i.e., both petitioners and respondent were parties or
privies in the earlier gift tax cases and were bound by those
decisions).* In sum conditions (2) and (3) of the Peck
requi renents are satisfied.

1. Bona Fi de Busi ness Arrangenent |ssue

Petitioners argue that we are precluded from deci di ng
whet her the True O | and Bell e Fourche buy-sell agreenents
represented bona fide business arrangenents under section
20. 2031-2(h), Estate Tax Regs., because the District Court
inplicitly made this determnation in the 1971 and 1973 gift tax

cases. W disagree with petitioners, because the issue was not

4Specifically, the taxpayers in the 1971 and 1973 gift tax
cases were: Dave True, Jean True, Tamma Hatten, Hank True,
D emer True, and David L. True. Petitioners in the cases at hand
are: Dave True's estate (considered his privy) and Jean True.
The fact that the True children are not parties, in their own
right, to the cases at hand does not cause the renaining parties
to fail Peck requirenment 3. See Peck v. Conm ssioner, 90 T.C
162, 166-167 (1988), affd. 904 F.2d 525 (9th Cr. 1990).
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actually litigated and decided in the 1971 and 1973 gift tax
cases and was not essential to those decisions (flunking Peck
requi renment 4). Therefore, we proceed i ndependently to determ ne
whet her the True conpani es’ buy-sell agreenents were entered into
for bona fide business reasons. See discussion infra pp. 99-101.

2. \Wet her Book Val ue Equal ed Fair Market
Val ue as of Agreenent Date |ssue

The District Court’s findings that tax book val ue equal ed
fair market value for the True Ol and Belle Fourche interests
transferred as of the buy-sell agreenment dates in 1971 and 1973
al so do not have preclusive effect in the cases before us. This
is because the issues in these cases (the fair market val ue of
the interests in question many years later) are not identical to,
and were not actually litigated in or essential to the District
Court’s decisions in the 1971 and 1973 gift tax cases.

In the 1971 and 1973 gift tax cases, the District Court
determ ned the fair market values (as of the agreenent dates) of
transferred interests in Belle Fourche and True G|, explicitly
taking into account the depressive effect that the buy-sel
agreenents had on value. |In those cases, the District Court
i ndependently determ ned that fair market val ue equal ed book
val ue at the agreenent dates w thout finding that the buy-sel

agreenents controlled transfer tax val ue under a Lauder |1 type
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of analysis.* Wthout a finding that the agreenments were
testanmentary devices, the District Court was free to consider the
buy-sell restrictions along wwth other relevant factors in
determning fair market value. See Rev. Rul. 59-60, 1959-1 C. B
at 244,

In the cases at hand, we al so nust determ ne, as part of our
evidentiary findings, fair market value on the agreenent dates to
hel p us deci de whether the True conpani es’ buy-sell agreenents
were testamentary devices. However, in so doing, we would not
take into account any depressive effect that the buy-sel
agreenents m ght have had on value; to do otherwi se would be to
indulge in circular reasoning that woul d assune the answer at the
outset of the inquiry. Therefore, the facts we nust find in the
cases at hand (fair market value at agreenent dates w thout
consi dering inpact of buy-sell restrictions on value) were not
required to be found by the District Court in the 1971 and 1973
gift tax cases, leaving the matter open to our exam nation in the
cases at hand.

We anal yze the differences between a forrmula price under a

buy-sell agreenment and fair market val ue on the agreenent date to

“The District Court’s approach was simlar to that enpl oyed
in Estate of Hall v. Comm ssioner, 92 T.C 312 (1989), where we
did not decide whether the price determ ned under an adjusted
book value fornmula price was dispositive for estate tax purposes.
Instead we held, after review ng the expert reports, that the
actual date of death fair market value of the shares did not
exceed the fornula price. See discussion infra pp. 141-144.
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hel p expose any | ack of arm s-length dealings or presence of

testamentary intent. See Estate of Bischoff v. Conm ssioner, 69

T.C. at 41 n.9; Bensel v. Comm ssioner, 36 B.T.A at 253; Lauder

1. If the buy-sell agreenent is found to be a testanentary
device, it is to be disregarded for purposes of determ ning
estate and gift tax value. See discussion infra p. 154.
Accordingly, it would be incorrect to account for a buy-sel
agreenent’s effect on value in deriving an evidentiary fact (fair
mar ket val ue at agreenent date) that will be used to decide

whet her the agreenent should have an effect on value at a later
dat e.

In Estate of Bischoff v. Comm ssioner, supra at 35-36, 41

n.9., we conpared the buy-sell fornula price to the fair market
val ue of the underlying partnership assets on the date they were
transferred to the partnership (which was close to the agreenent
date), and found consideration to be adequate and the buy-sel
agreenent price to be equal to fair market value. W did not
consi der any depressive effect that the buy-sell agreenent m ght
have had on underlying asset values at the agreenent date.

In Lauder 11, we analyzed various experts’ val uations,
finding the conparative val uati on approach that enphasi zed
price/earnings ratios of industry conpetitors to be the nost
reliable basis for valuing the decedent’s stock at the buy-sel

agreenent dates. W then allowed a discount for |ack of
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liquidity in conmputing fair market val ue; however, we did not
attribute the lack of liquidity to the buy-sell agreenments. See
id.

In summary, the 1971 and 1973 gift tax cases determined fair
mar ket val ue of the True G| and Belle Fourche transferred
interests at the dates of agreenent by taking into account the
depressive effect the buy-sell agreenents had on value. The
District Court in those cases did not anal yze whether the buy-
sel|l agreenents served as substitutes for testanentary
di spositions and therefore was allowed to consider their effect
on value. This issue is not the sanme as the one in the cases
before us, as we are required to disregard the buy-sell
agreenents in determning value at the relevant dates in order to
make our determ nation of whether the True famly buy-sel
agreenents were substitutes for testanentary devices. Therefore,
we are not bound by the District Court’s determ nations that tax
book val ue equal ed fair market value for the True G| and Belle
Fourche interests transferred as of the buy-sell agreenent dates.

[11. Do True Fam ly Buy-Sell Agreenents Control Estate Tax
Val ues?

We now apply the Lauder Il test to the True famly buy-sel
agreenents to determ ne whet her the agreenents control Federal
estate tax value. Because nost of the buy-sell agreenments at
issue in these cases were nodel ed on the True Q| partnership

agreenent or the Belle Fourche stockholders’ restrictive
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agreenent, we focus attention on the facts surrounding the
creation and inplenmentation of those agreenents.
Petitioners assert that the True famly buy-sell agreenents
satisfy all four prongs of the Lauder Il test, while respondent
contends that they flunk two of the four prongs.

A. Was the Ofering Price Fixed and Deterni nabl e Under the
Agr eenent s?

The parties agree that the formula price set forth in the
True famly buy-sell agreenents (tax basis book val ue) was both
fi xed and determ nable.* Thus, the first prong of the Lauder |
test is satisfied.

B. Were Agreenents Binding During Life and at Deat h?

Petitioners divide this test into two conponents: the
agreenents nust be enforceable under State | aw and nust bind the
transferors both during life and at death. The True famly buy-
sell agreenents nust satisfy both of these conponents to fulfill

t he second prong of the Lauder Il test. See Lonb v. Sugden, 82

F.2d 166, 167 (2d Gr. 1936); WlIlson v. Bowers, 57 F.2d 682, 683

(2d Gr. 1932); Estate of Salt v. Comm ssioner, 17 T.C 92, 99-

100 (1951); Lauder 1I1.
First, respondent argues that the True conpani es’ buy-sel

agreenents were not enforceable under Wom ng |aw. W di sagr ee.

“2However, respondent challenges the propriety of using tax
basi s book value as a neasure of fair market val ue.
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Restrictions on transfers of corporate stock are valid and
enforceable if authorized by statute. See Wo. Stat. Ann. sec.
17-16-627(b) (Mchie 1999). Authorized restrictions include
those that (1) serve a reasonabl e purpose and (2) are not agai nst
public policy. See Wo. Stat. Ann. sec. 17-16-627(c)(iii)

(Mchie 1999); Hunter Ranch Inc. v. Hunter, 153 F.3d 727 (10th

Cir. 1998), 1998 WL. 380556 (unpublished opinion). Respondent
equates this requirenent with the business purpose and
nont estanentary di sposition prongs of the Lauder Il test (i.e.,
transfer restrictions nmust fulfill a business purpose and nust
not contravene public policy by serving as substitutes for
testanentary dispositions). However, respondent provides no
authority for his interpretation of the Wom ng statute, and it
is not self-evident that a Wom ng court would consider transfer
restrictions that served both business and testanentary purposes
to violate public policy. In fact, the District Court in the
1971 and 1973 gift tax cases treated the Belle Fourche and True
O | buy-sell agreenents as enforceable by factoring the transfer
restrictions into the conmputation of fair market val ue.

Under the Wom ng Uni form Partnership Act (WIPA)
partnership agreenents govern rel ations anong partners and
bet ween partners and the partnership. As such, the WJPA provides
only default rules if the partnership agreenent is silent. See

Wo. Stat. Ann. sec. 17-21-103(a) (Mchie 1999). However,
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certain rights cannot be varied by the partnership agreenent.

See id. at sec. 17-21-103(b). Such non-variable rights do not
include the right to inpose transfer restrictions on partnership
interests. See id.

Respondent further argues that the buy-sell agreenents
shoul d be set aside as unconsci onabl e contracts of adhesion.
Respondent points to Tamma Hatten’s |ack of |egal representation
when she acquired interests in the True conpani es and entered
into the buy-sell agreenents and withdrew fromthe True
conpani es, her lack of control over the buy-sell agreenent terns,
and her inferior bargaining position to support his
unconscionability argunent. A “contract of adhesion” is a
“standard-form contract prepared by one party, to be signed by
the party in a weaker position, usu. a consunmer, who has little
choi ce about the ternms.” Black’s Law Dictionary 318-319 (7th ed.
1999). Under Wom ng | aw, unconscionability is tested at the
time of the agreenent and “is considered as a formof fraud
recogni zed in equity, but such fraud should be ‘apparent fromthe
intrinsic nature and subject of the bargain itself; such as no
man in his senses and not under del usi on woul d make on the one
hand, and no honest and fair man woul d accept on the other’”. In

re Estate of Frederick, 599 P.2d 550, 556 (Wo. 1979). W do not

believe that conditions present at the inception of the True

conpani es buy-sell agreenents would neet these definitions. The
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buy-sell agreenments were not boilerplate docunents and, in al
l'i kel i hood, the weaker parties (the True children, according to
respondent) would benefit the nost fromthe non-arm s-|ength
terms. The fact that Tamma Hatten may ultimately have suffered
financial detrinment because she withdrew fromthe True conpani es
at the tinme she did has no bearing on whether the agreenents were
unconsci onabl e at inception or would be so regarded as of the
times they were given effect in 1993 and 1994. Accordingly, we
conclude that the True famly buy-sell agreenents were
enf orceabl e under Wom ng | aw.

Second, respondent asserts that the buy-sell agreenents,
al t hough binding by their explicit terns, were often nodified and
were not always followed by the parties, suggesting that they did
not actually bind the parties during life. On the contrary, we
find that the amendnents to and wai vers of the buy-sel
provi sions were formally docunmented and were consistent with the
terms and general intent of the agreenents (i.e., to maintain
famly ownership). For exanple, waivers to allow non pro rata
purchases of interests by True famly nmenbers, exchanges of stock
incident to a nmerger, and sales of stock by the Tool pushers’
Enpl oyees’ Trust back to the conpany were nornal responses to
busi ness exigencies. Simlarly, anendnents allow ng transfers to
owners’ revocable living trusts, clarifying the mechanics of the

buy-sel |l provisions, and introducing the active participation
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requi renment were all in keeping with the general purpose of

mai ntai ning control of the True conpanies anong famly nenbers
who were active in the businesses. Mreover, the invocation of
t he buy-sell provisions when Tamma Hatten withdrew fromthe True

conpani es i s persuasive evidence that the parties treated the

agreenents as binding. See Estate of Bischoff v. Conm ssioner,
69 T.C. at 42 n.10. Accordingly, the waivers and anendnents do
not jeopardize the binding nature of the buy-sell agreenents.
See Lauder I1.

Third, respondent suggests that the corporate buy-sel
agreenents (except the Wiite Stallion agreenent) are not binding
because Dave True had substantial power, as controlling
sharehol der, to alter their terns during his lifetine.
Petitioners counter that Dave True did not have the ability
unilaterally to alter the agreenents by virtue of his majority
ownership of the corporations. They argue that control of the

corporation is irrel evant because the buy-sell agreenents were

agreenents anong the shareholders that could not be amended or

term nated wi thout the sharehol ders’ unani nous consent.

Respondent and petitioners cited no cases to support their
positions on this matter. For the reasons stated bel ow, we agree
W th petitioners.

I n Boomer Revocable Trust v. Conm ssioner, T.C. Mnob. 1997-

380, we found that a buy-sell agreenent was not binding on the
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decedent during his lifetinme because it explicitly gave the
decedent unilateral power to alter or anmend its terns, and the
natural objects of the decedent’s bounty were the other
sharehol ders. In the cases at hand, we agree with petitioners
that Dave True could not unilaterally term nate the agreenents
because, by their ternms, the buy-sell agreenents woul d not
termnate until the death of the l|last surviving sharehol der.
However, contrary to petitioners’ assertions, we note that each
corporation was listed as a party to its own anended and restated
buy-sell agreenent dated August 11, 1984.

Not wi t hst andi ng this inconsistency, we believe that Dave
True’s controlling ownership did not give himunilatera
authority to alter or anend the corporate buy-sell agreenents so
that they woul d be considered non-binding. First, the agreenent
in Bommer explicitly conferred on the decedent the unil ateral
power to anend. See id. This is not true in the cases at hand.
Second, it appears that the primary parties to the instant
agreenents were the sharehol ders and that the corporation was
included only to ensure that the stock certificates were marked
with transfer restrictions. Therefore, contrary to respondent’s
assertions, we conclude that Dave True's majority ownership of
the True corporations did not confer on himthe unil ateral

authority to alter or anend the buy-sell agreenents, which woul d
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have been sufficient to render the agreenents non-binding for
estate tax purposes.

However, we note that the White Stallion buy-sell agreenent
allowed a different pricing formula for certain types of lifetine
transfers, and thereby did not equally bind transferors during
life and after death. Specifically, under the “Buy and Sel
Agreenment” provision, if a stockholder were to die, becone
| egally disabled, or desire to sell all or part of his stock, the
remai ni ng nenbers of his group would be obligated to purchase the
stock on a pro rata basis for a price equal to book value at the
end of the preceding fiscal year, |ess dividends paid within 2-
1/2 nonths of such fiscal yearend. The transferring stockhol der,
his heirs, trustees, etc., reciprocally would be obligated to
sell to those group nenbers. Alternatively, under the “First
Ri ght of Refusal” provision, if all the sharehol ders of one group
(selling group) wanted to transfer all their interests by
lifetime sale to a third party who was unaffiliated with the
ot her sharehol der group (nonselling group), they could do so at
any price. But, the selling group would be required first to
of fer the nonselling group the opportunity to purchase the stock
on the same ternms and conditions as any bona fide third party
offer received by the selling group. Thus, a lifetine sale of
all the selling group’s stock could generate a higher price than

woul d a transfer at death under the book value fornula price.
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Section 20.2031-2(h), Estate Tax Regs., states: *“Little
wei ght will be accorded a price contained in an option or
contract under which the decedent is free to dispose of the
underlying securities at any price he chooses during his

lifetime.” Simlarly, in Estate of Weil v. Conm ssioner, 22 T.C.

1267, 1274 (1954), we expl ai ned:

where the agreenent made by the decedent and the
prospective purchaser of his property fixed the price
to be received therefor by his estate at the tine of
his death, but carried no restriction on the decedent’s
right to dispose of his property at the best price he
could get during his lifetime, the property owned by
decedent at the time of his death would be included as
a part of his estate at its then fair market val ue.
[Citations omtted; see also United States v. Land, 303
F.2d 170, 173 (5th Cr. 1962); Baltinore Natl. Bank v.
United States, 136 F. Supp at 654.]

In the cases at hand, a conplete, lifetinme buy-out of one
famly group’s interests in Wite Stallion could be achieved at
t he highest price the market woul d bear, while a transfer at
death (or during life by less than all group nenbers) would be
limted to a book value purchase price. This runs afoul of the
Lauder |1 requirenents.

Because the buy-sell agreenments for the True conpani es ot her
than Wiite Stallion were enforceable under State | aw and were
bi nding on the transferors both during life and at death, we find
that the second prong of the Lauder Il test is satisfied as to

t hose conpanies. However, the White Stallion buy-sell agreenent
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fails to satisfy the second prong of the Lauder |l test because
it was not equally binding during life and at death.

C. Were Agreenments Entered Into for Bona Fide Business
Reasons?

The buy-sell agreenents in these cases were adopted and
mai ntai ned to ensure continued famly ownership and control of
the True Conpanies. Dave True' s experiences of owning and
operating businesses with outsiders (and then having to buy them
out) notivated himto use buy-sell provisions (even when Jean
True was his only co-owner) to restrict a related owner’s ability
to sell outside the famly. As previously stated, courts
consi stently have recogni zed the goal of maintaining exclusive
famly control over a business to be a bona fide business
pur pose. See supra p. 71

By maintaining famly control and ownership, Dave True was
able to continue his policy of channeling profits fromthe True
conpanies into True Ol to fund the costs of searching for
addi tional reserves through exploratory drilling. 1In addition,
t he buy-sell agreenents were used to secure active participation
fromowners of the True fam |y busi nesses, because Dave True
feared that passive owners woul d not share his | ong-termvision
for the success and perpetuation of the True conpanies. Under
t he buy-sell agreenents, an owner who with his or her spouse
ceased to devote all or a substantial part of his or her tinme to

t he business would be required to sell his or her interest in the
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busi ness. Thus, the buy-sell agreenents enforced the active
ownership requirenents that played a central role in Dave True's
busi ness phil osophy. In this regard, courts have found that
usi ng buy-sell agreenents to assure continuity of conpany
managenent policies or to retain key enpl oyees are bona fide
busi ness purposes that satisfy this prong of the Lauder |1 test.
See supra pp. 71-72.

The parties generally agree that the True fam |y buy-sel
agreenents were entered into for bona fide business reasons.®
Thus, for the reasons stated above, we find that the third prong

(busi ness purpose prong) of the Lauder Il test is satisfied.

“*However, respondent disagrees with petitioners’ suggestion
that a finding of business purpose could preclude a finding of
testanentary intent. Petitioners cite dicta in St. Louis County
Bank v. United States, 674 F.2d 1207, 1210 (8th Cr. 1982), which
stated that the “fact of a valid business purpose could, in sonme
ci rcunst ances, conpletely negate the all eged exi stence of a tax-
avoi dance testanentary device as a matter of law' . Petitioners’
brief states: “In this case, the business purposes for the
agreenents are sufficient to establish that the agreenents are
bona fide business arrangenents. Petitioners do not rely solely
on those busi ness purposes, however, to show that the agreenents
are bona fide business arrangenents.”

We agree with respondent that established case | aw and
regul atory authority require that the bona fide business purpose
and nontestanentary di sposition prongs of the Lauder Il test nust
be satisfied independently. However, we acknow edge that in sone
i nstances, the presence of a business purpose (e.g., a desire to
vest control of a conpany in an enployee who is not related to
the testator by blood or marriage) may indicate that testanentary
notives are absent. This is not the situation in the cases at
hand. Alternatively, if the business purpose is to keep control
within the famly, it is fully consistent with a testanmentary
objective. In such a case, the presence of a business purpose
does not negate the testanentary purposes.
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D. Wre Agreenents Substitutes for Testamentary
Di spositions?

We now consi der whet her the True conpani es’ buy-sel
agreenents were adopted for the purpose of achieving testanentary
objectives. As previously stated, greater scrutiny applies to
intrafam |y agreenents restricting stock transfers in closely
hel d busi nesses. This analysis requires us to apply the
appropriate comon |aw tests (along with other rel evant factors)
to the particular facts of the cases at hand. No one test or
factor is determ native; rather, we nmust consider all relevant
factors to deci de whether the buy-sell agreenents were used as
substitutes for testanentary di spositions.

1. Testanentary Purpose Test

Respondent argues that the True conpani es’ buy-sel
agreenents were not the result of arm s-length dealings and were
designed to serve testanentary purposes. After evaluating the
followng factors, we agree with respondent that Dave True had
testamentary objectives (conflated with the |egitinmte business
reasons nentioned above) for adopting and maintaining the True
famly buy-sell agreenents.

a. Decedent’'s Health When He Entered Into
AQr eenent s

Dave True was in good health when he entered into the first
buy-sell agreenents (Belle Fourche, True G, True Drilling) with

his children in 1971 and 1973. However, by the tinme he made the
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1993 transfers in issue, Dave True had a history of back problens
and a chronic pulnmonary insufficiency that required himto be on
oxygen full tine.
Courts have found that a decedent’s ill health at the tine
he entered into a restrictive agreenent indicated that he had

testanentary purposes for doing so. See, e.g., St. Louis County

Bank v. United States, 674 F. 2d at 1210; Lauder |; Estate of

Slocumyv. United States, 256 F. Supp. at 755. Therefore, Dave

True’s good health in 1971 and 1973 does not |ead to any
inference of testanentary notive for his entry into those
agreenents. The subsequent decline in Dave True’s health has no
direct bearing on the likelihood of testanentary purpose when the
agreenents were originally entered into.

b. No Neqgotiation of Buy-Sell Agreenent Terns

Petitioners have provided little evidence to show that the
parties negotiated the terns of the buy-sell agreenents.
Al though the True children in their testinony consistently
characterized conmmuni cations with their father regarding the buy-
sel|l agreenents as discussions, rather than as negotiati ons,
there is no evidence that any changes were nmade to the buy-sel
agreenents as a result of those discussions. The True children
di d not receive independent |egal or accounting advice when they
entered into the agreenents, nor did they know who drafted them
Further, certain facts suggest that the buy-sell agreenent terns

were determned unilaterally by Dave True, based on his strong
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beliefs concerning how his famly should own and operate their
busi nesses, beliefs that he ingrained in his children so that
they readily consented to any ownership conditions proposed by
their father.

Dave True’s control over his children's interests in the
True conpani es indicates that he had absol ute discretion to set
the buy-sell agreenment terns. Before the True children had
reached majority, Dave True transferred gifts of cash and m nor
interests in the True conpanies to the children’ s guardianship
accounts, which he nmanaged for their benefit. The children were
unawar e of how or when they acquired those early interests in the
True conpanies. \Wen the True children were in their early 20's
and 30's, Dave True transferred to them (either by gift or sale)
interests in three principal True conpanies, Belle Fourche, True
Drilling, and True O1l. The True children’s purchases of their
interests in Belle Fourche were financed with cash gifts from
their parents over the years and with earnings distributions from
ot her True conpanies. They did not know why, in connection with
their stock purchase, they also had to |l end noney to Belle
Fourche. Al though the True children (except Tamma Hatten)
received gifts from Dave and Jean True every year but one between
1955 and 1993, they never received cash in hand. |nstead,
anmounts were transferred (under Dave True's direction) to
accounts that were accunulated for the children’s benefit,

nmoni tored by the True conpani es’ bookkeepers, used to purchase
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interests in the True conpanies, and lent to relatives and the
fam |y busi nesses.

These facts indicate that Dave True exerted significant
control over the True children’ s investnents in the True
conpanies. He determ ned the extent of their ownership, the
timng of their acquisitions, and the nethods of paynent for the
children’s debt and equity interests. W conclude that Dave
True’s control over the neans of conveying ownership to the
children also allowed himunilaterally to determ ne the terns of
t he buy-sell agreenents.

The specific terns of the buy-sell agreenents also reflected
Dave True’s dom nance over their creation. For instance, key
provisions restricting transfers to outsiders and setting the
transfer price at book value were included in the earliest buy-
sell agreenents between Dave and Jean True. Simlar versions of
t hose sane provisions were incorporated into all subsequent buy-
sell agreenents with the True children. Mreover, Dave True’s
inposition of the active participation requirenments was actuated
by his strong personal bias against passive ownership. Wile the
True children may have understood and even agreed with their
father’s reasons for inposing these requirenents, it is clear
that he had unfettered ability to do so, which he exercised,
wi t hout the need for negotiations.

It also follows fromthe events surroundi ng the sal e of

Tamma Hatten’s interests in the True conpanies that there was a
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| ack of negotiations anong the parties. Tanmm Hatten did not
seek separate |egal or other professional counsel in connection
with the sale. Instead, she relied on Dave True and his advisers
to determne the sales price under the buy-sell agreenents and to
structure the nethods of paynent. Accordingly, Dave True’s
advi sers drafted an agreenent outlining the terns of sale and set
up an escrow account for Tanma Hatten to receive roughly half of
the sal es proceeds. The escrow arrangenent, which departed from
the requirenents of the buy-sell agreenents, was neant to reserve
assets to pay Tanma’s share of contingent liabilities and to
provi de a managenent vehicle for her investnents. Finally, Tamm
Hatten was required (effectively) to pay the other owners in
order to sell her interests in certain profitable conpanies that
had negative book val ues at the buy-sell valuation date.

As previously discussed, Tanma Hatten, once she gave notice
t hat she and her husband woul d no | onger be active participants,
was bound to sell her interests in the True conpanies pursuant to
the terns of the buy-sell agreenents. However, it is |likely that
an unrelated party in simlar circunstances would have hired
separate counsel to interpret the buy-sell agreenent terns,
review the sal es agreenents, and question the reasonabl eness of
being required to pay (i.e., take an offset against sales
proceeds) to sell interests in profitable conpanies. 1In

addition, an unrel ated seller would want to hire her own
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i nvest mnent manager, rather than agree to an escrow arrangenent
that was not required under the buy-sell agreenents.

In other cases involving related party buy-sell agreenents,
we focused on the existence and extent of neani ngful negotiations
between the parties to determ ne whether the agreenents were
designed to serve testanentary purposes. See Bensel v.

Commi ssioner, 36 B.T. A at 253 (finding no testanmentary purpose

due to evidence of extensive and hostile negotiations); Bommer

Revocabl e Trust v. Conmm ssioner, T.C Meno. 1997-380 (finding no

bona fide negotiations anong related parties because famly’'s
attorney represented all parties to the buy-sell); Lauder |
(finding that no negotiations and unil ateral determ nation of
formul a price by decedent’s son evidenced testanentary

pur pose).“* Petitioners argue that proving fam |y nenbers sought

4l n Lauder IIl, supra, 64 T.C.M (CCH) 1643, 1658-1659 n. 20,
1992 T.C M (RIA par. 92,736, at 92-3732 n.20, and acconpanyi ng
text, we observed:

the record is devoid of any persuasive evi dence that

t he Lauders negotiated with respect to the formula
price. To the contrary, the record indicates that
Leonard [decedent’s son] unilaterally decided upon the
formula price. Ronald [decedent’s son] could not
remenber who deci ded upon the formula and only recalled
that Leonard had explained the formula to him Estee

[ decedent’s wife] had no specific recollection of
either of the agreenents. @G ven these circunstances,

it appears that the parties never intended to negotiate
the matter, fully recognizing that an artificially |ow
price would provide estate tax benefits for all.* * *

2Pr esumabl y, if decedent and Estee were pursuing an
(continued. . .)
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i ndependent advi ce regardi ng buy-sell ternms is not essential to
showi ng that an agreenent is a bona fide business arrangenent and
not a testanmentary device. W agree that such a showing is not
crucial to proving petitioners’ case. As previously stated, the
presence or absence of any particular factor is not dispositive
on the question of testanmentary intent. However, |ack of
i ndependent representation anong related parties to a buy-sel
agreenent reasonably suggests |l ess than arm s-|ength dealings.
See Lauder 11.

C. Enf or cenent of Buy-Sell Agreenent Provisions

Courts have found the [ack of enforcenent of buy-sel
provisions at the death or withdrawal of a party to evidence a
testanentary purpose for the buy-sell arrangenent. See, e.g.,

St. Louis County Bank v. United States, 674 F. 2d at 1211

However, the record in the cases at hand indicates that the True
famly generally conplied with the ternms of the buy-sel

agreenents, or executed formal waivers when circunstances nade it

44(...continued)

identical agreenent with unrelated parties in the place
of Leonard and Ronal d, they woul d have been noti vat ed,
by virtue of their advanced age, to negotiate a formula
ensuring as high a price as possible for their shares
bal anced against their desire to maintain continuity of
managenent and contr ol
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appropriate for themto deviate fromthose terns.* Thus, this
factor does not apply to the True conpani es’ buy-sell agreenents.

Petitioners cite our opinion in Estate of Bischoff v.

Comm ssioner, 69 T.C. 32 (1977), for the proposition that

enforcenent of a buy-sell agreenent against the estate of a son

who predeceased his parents was strong evidence that the
agreenent was a bona fide business arrangenent and not a device.
Petitioners assert that Tamma Hatten’s sale to her parents and
brot hers under the buy-sell agreenents should be viewed as
equal |y strong evidence of Dave True's |lack of testanentary

pur pose.

Petitioners m sconstrue the facts of Estate of Bischoff v.

Conmi ssi oner, supra, and our comment in that case. | n Estate of

Bi schoff v. Commi ssioner, supra at 33-36, the partner-parties to

t he buy-sell agreenent included Bruno Bischoff, who died in 1967,
Bertha, his wife, who died in 1969; Herbert, their son, who died
in 1973; and Frank Brunckhorst, Bertha' s brother, who died in
1972. Thus, Herbert did not predecease his parents. Moreover,
our commrent addressed the Comm ssioner’s assertion that the

Bi schoff partnershi p agreenent could have been anended to
circunvent the restrictive buy-sell provisions, so that those

provi si ons shoul d have been ignored for purposes of determ ning

4°But see supra pp. 105-106 regardi ng escrow set up for the
Tamma Hatten sale that departed fromrequirenents of buy-sel
agr eenent s.
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value. See id. at 42 n.10. W disagreed and noted that the buy-
sel|l provisions had been adhered to follow ng the deaths of Bruno
and Bertha Bischoff, Frank Brunckhorst, and “nore inportantly,
followi ng the death of decedent’s son, Herbert.” |d. Thus, the
coment concerned whet her the buy-sell agreenent was enforceabl e
during Iife and at death, see supra p. 91, or whether decedent
had the ability to alter its terns at any tine, see Bonmer

Revocabl e Trust v. Conm ssioner, supra (explaining and

di stingui shing Bischoff based on Bommer decedent’s unil ateral
ability to anmend buy-sell agreenent). W did not say that an
agreenent woul d be respected for estate tax purposes in al
circunstances as long as the parties adhered to its terns. See
id.

d. Failure To Seek Significant

Pr of essi onal Advice in Sel ecting
Fornmul a Price

Dave True consulted M. Harris, the famly’s accountant and
| ongtime financial adviser, about using a tax book val ue purchase
price formula under the buy-sell agreenments. Dave True’s
expressed purposes for using book value were (1) to avoid the
need for appraisals and (2) to provide an easily determ nable
price in order to prevent future conflicts within the famly.
When consulted, M. Harris indicated that he did not object to
usi ng a book val ue purchase price in the case of True Q;
however, in general, he believed that book val ue would not be

representative of fair market value in the case of a stand-al one,
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oil and gas exploration conpany. In his opinion, book val ue
woul d not reflect fair market val ue because the current val ue of
proven oil and gas reserves would not be accounted for on the
conpany’s books. However, in True Ol’'s situation, revenues
generated through production extracted fromthose reserves, and
revenues from ot her True conpani es, were being plowed back into
True GI. He believed that the constant expenditure of True
O1l’s (and other True conpanies’) resources to fund new and often
unsuccessful exploratory drilling absorbed the unbooked val ue of
the oil and gas reserves over tine. M. Harris reasoned that on
a goi ng-concern basis, True G 1|’s book value cl osely approxi mated
fair market value at the date of the gifts. He indicated that
this would not be the case if True G| were being valued on a
[ i qui dating basis.

M. Harris's expertise was in accounting, and he was wel |
acquainted with the True conpani es’ operations. The record
indicates that M. Harris was the only professional with whom
Dave True consulted in selecting the book value formula price.
However, M. Harris stated that he did not have a detailed
under st andi ng of val uati on net hodol ogi es, as he had no academ c
or practical experience in the valuation area. On M. Harris’'s
recommendati on, Dave True obtained the B. Allen report, which
appraised True O |’'s reserves, before transferring 8-percent

interests to the True chil dren. However, M. Harris indicated
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that he only reviewed the B. Allen report in connection with
subsequent litigation, not at the tine of the gifts.

We reject any notion that M. Harris was qualified to opine
on the reasonabl eness of using the tax book value formula in the
True famly buy-sell agreenents. M. Harris was closely
associated with the True famly; his objectivity was
questionable. Mre inportantly, he had no technical training or
practical experience in valuing closely held businesses. The
record shows no technical basis (in the form of conparables,
val uation studies, projections) for M. Harris s assertion that
tax book value represented the price at which property woul d
change hands between unrelated parties. In Lauder Il, we were
troubled by the fact that the decedent’s son settled on a book
value formul a after having consulted with only a close famly

financial adviser. Simlarly, in Bonmrer Revocable Trust v.

Comm ssioner, T.C Meno. 1997-380, we found it significant that

t he decedent consulted only with his attorney, who spent 1 day
cal culating the buy-sell agreenent’s fixed transfer price. On
the basis of the record evidence, we find that Dave True’s

di scussions with M. Harris were insufficient to assess

obj ectively and accurately the reasonabl eness of using a tax book

value fornmula price for the True conpani es’ buy-sell agreenents.
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e. Failure To htain or Rely on Appraisals
in Selecting Formula Price

Dave True obtained an appraisal (the B. Allen report) of
True G l’s oil and gas reserves contenporaneously with the 1973
gifts to his children. M. Harris had suggested the apprai sal
because he expected the tax book value gift valuation to be
chal l enged by the IRS. Petitioners provided no evidence of
cont enpor aneous apprai sals of any of the other True conpanies.
The B. Allen report found that, as of August 1, 1973, the fair
mar ket value of True G l’'s oil and gas properties was $9, 941, 000.
SRC later used this information to prepare its forensic appraisal
of True G| in connection with the 1973 gift tax case. SRC
determned that the freely traded val ue of an 8-percent interest
in True Gl (as of August 1, 1973) woul d have been $535, 000, as
conpared with the tax book val ue of $54,653. The results of the
B. Allen report were discussed at famly neetings, but there is
no clear evidence that the children reviewed the report in detai
before signing the True Q| buy-sell agreenent.

Petitioners suggest that the |logical inferences to be drawn
fromthe procurenment of the B. Allen report were that: (1) Dave
True wanted to assure that his children had sufficient know edge
of True G |’'s asset values so that their consent to the book
val ue price was informed, and (2) he obtained the report to help
determ ne whether to use a tax book value formula price in True

O1’'s buy-sell agreement. Wiile these may have been secondary
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considerations, we find that the B. Allen report was obtained
primarily in anticipation of litigation and was not relied on by
the parties to arrive at the buy-sell agreenment’s formula price.

First, because Dave True only obtained a contenporaneous
appraisal of True Ol’'s assets, it is clear that the parties did
not rely on appraisals before adopting the other True conpanies’
buy-sell agreenments. Second, as illustrated in the SRC report
(whi ch was not avail abl e, however, at the tinme of the gift), the
appr ai sed val ue of the reserves showed a significant disparity
bet ween tax book val ue ($54,653) and fair nmarket val ue ($535, 000)
of an 8-percent interest in the assets of True GI|. Even w thout
the benefit of the SRC report, petitioners should have assuned
t hat al nost $10, 000, 000 of unbooked asset val ue would increase
the market price of an interest in the partnership. There is no
evidence in the record of any attenpt to reconcile this
di fference, except for M. Harris’s rationalization that the
unbooked reserve val ue woul d be consuned over tine to fund oi
and gas exploration. Third, petitioners have failed to show that
the True children reviewed the report in detail before executing
the True O | buy-sell agreenment, or that it made any difference
in the terms of the agreenent or their entry into it.

Qur inpression is that Dave True was predi sposed toward
using a tax book value formul a because he had used it before in
his buy-sell agreenents with Jean True, and because he saw it as

a relatively quick and easy way to determ ne price. He presented
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the idea to M. Harris, who “did not object” to the use of tax
book value in the special case of the True conpanies. Dave True
then obtained the B. Allen report to fulfill his due diligence
requi renents, given the perceived threat of gift tax litigation
Even petitioners qualified their assertion that Dave True relied
on the B. Allen report to assess whether to use a tax book val ue
formula by stating on brief: *“but, in reality, Dave True likely
relied primarily on his own know edge of the value of True G1.”

We have often found that failure to obtain conparabl es or
appraisals to determne a buy-sell agreenent’s formula price

indicates testanmentary intent. See, e.g., Bommer Revocable Trust

V. Conm ssioner, supra; Lauder 11; cf. Estate of Hall v.

Comm ssioner, 92 T.C. 312 (1989)(holding that the buy-sell price

reflected fair market value, due in part to the efforts expended
by the corporation to test the reasonabl eness of the adjusted
book value forrmula). Moreover, cases in which the | ack of
out si de appraisals did not evidence a testanentary i ntent

i nvol ved buy-sell agreenents between persons that were not the
natural objects of the decedent’s bounty. See, e.g., Estate of

Bi schoff v. Conm ssioner, 69 T.C. at 42 n.10.; Bensel V.

Conmi ssioner, 36 B.T. A at 252-254.

f. Excl usi on of Significant Assets From
Fornmul a Price

In Lauder 11, we questioned the propriety of expressly

excluding the value of all intangible assets fromthe book val ue
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formul a, because we thought that much of the conpany’s val ue was
attributable to goodwill. Simlarly, we question the
reasonabl eness of omtting the value of proven oil and gas
reserves fromTrue O 1l’'s buy-sell pricing fornmula, given that
t hose reserves represent the focus of the business and its nost
val uabl e asset. Dave True’'s stated reasons for using book val ue
were to avoid the need for appraisals and to provide an easily
determ nable price in order to prevent future conflicts within
the famly. However, as we stated in Lauder Il, supra: “while
we appreciate that an adjusted book value fornula may provide a
si npl e and i nexpensive neans for evaluating shares in a conpany,
we cannot passively accept such a formula where, as here, it
appears to have been adopted in order to mnimze or mask the
true value of the stock in question.” Lauder II, T.C Meno.
1992-736, 64 T.C.M (CCH) 1643, 1659, 1992 T.C.M (R A) par

92,736, at 92-3732 (citing Estate of Trammell v. Conm ssioner, 18

T.C. 662 (1952)).

g. No Periodic Review of Fornmula Price

The True conpani es’ buy-sell agreenents did not provide a
mechani sm for periodic review or adjustnment to the tax book val ue
formula. Over the years, the buy-sell agreenents were anended on
several occasions. The 1984 anendnents, which affected all buy-
sell agreenents and related to Tamma Hatten’s w t hdrawal , nade

only m nor changes to the tax book value fornula price
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conputation. Since then, the tax book value formula price has
not been altered.
We have found that buy-sell agreenents were not testanentary
substitutes if, inter alia, the agreenents contained provisions
for periodic review of the fornula price. See Estate of

Carpenter v. Conmm ssioner, T.C Meno. 1992-653 (dealing with buy-

sel |l agreenent anong unrel ated parties). W have al so been
per suaded that agreenents w thout periodic review provisions were

designed to serve testanentary purposes. See Bommer Revocabl e

Trust v. Conm ssioner, T.C Meno. 1997-380, 74 T.C.M (CCH) 346
355, 1997 T.C.M (RIA) par. 97,380, at 97-2424 (“W find it
unrealistic to assune that the decedent, as the majority
shar ehol der, woul d have negotiated a fixed price for the
agreenents if he had been bargaining with unrelated parties”).
Under the circunstances of the cases at hand, we believe that
unrel ated parties dealing at armis I ength would have included a
provi sion requiring periodic revaluation, or would have at | east
consi dered anendi ng the tax book value formula price, for two
reasons.

First, M. Harris opined, at the tine of the agreenent, that
a tax book value pricing formula woul d be appropriate for True
Ol only because of its history of expending the value of proven
oil and gas reserves to discover new ones. |If this were not the
case, tax book value would not be a reliable indicator of val ue

because the reserves’ value would be omtted. Thus, we would
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expect that unrelated parties dealing at armis | ength would have
i ncluded a provision requiring periodic redeterm nation of the
pricing formula to allow for the future possibility that the
val ue of new reserves mght outstrip the costs of finding and
devel opi ng them

Second, when Tamma Hatten w thdrew from and sold her
interests in the True conpani es pursuant to the buy-sel
agreenents, it was clear that tax book value did not correspond
to the intrinsic value of sone of the conpanies. For instance,
Ei ghty-Eight G, which was referred to as a “cash cow’, had
negati ve tax book value that required Tanmma Hatten to offset the
sal es proceeds to which she was entitled in order to sell her
interests. W would expect that unrelated parties dealing at
arms |length woul d have re-eval uated the tax book value formul a
price in light of these anomal ous results, especially if the
agreenents already had to be anended to reflect Tamma Hatten’s
wi t hdr awal .

Petitioners argue that the lack of a periodic revaluation
provision is legally irrel evant because unani nous agreenment was
required to anend the True conpani es’ buy-sell agreenents.
Presumably, this nmeans that the parties could always agree to
amend the fornula price even absent a specific provision granting
reval uation authority. This argunment ignores whether it was
reasonable for the True famly not to reconsider the tax book

value pricing formula, given the actual and potential changes in
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ci rcunst ances nentioned above. Petitioners counter that they did
not anmend the fornmula when they anmended the agreenents for other
reasons because they believed that the agreenents produced a fair
and reasonable price. On the contrary, we believe that
petitioners did not alter the formula price because the sons
woul d benefit (taxwi se and pricewi se) fromleaving in place a
formula transfer price that was as | ow as possi bl e.

h. Busi ness Arrangenents Wth True Children
Fulfill ed Dave True's Testanentary |ntent

Dave True’s busi ness arrangenments with his children
fulfilled his testanentary intent, as evidenced by his wll and
ancillary estate planning docunents. At his death, Dave True’'s
estate plan provided equally for his children, except Tanma
Hatten. Dave and Jean True anended their estate planning
docunents to delete any specific provisions for Tanma Hatten and
her famly after her withdrawal fromthe famly businesses. The
advancenent | anguage in Dave True’s appoi nt nent docunent
expl ai ned that Tamma Hatten's “potential inheritance” had been
fully satisfied when his daughter severed her financial ties with
the True conpani es.

Since the 1970's, each of the True sons has nmanaged one or
nore of the True conpanies. Hank True assunmed responsibility for
the oil and gas marketing, pipeline, and environnmental cleanup
busi nesses; Di enmer True managed the trucking and tool supply

conpani es; and David L. True ran the ranching and drilling
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operations. Tamma Hatten worked only briefly for the True
conpani es and not in a managenent capacity, and her husband never
had nore than a subordinate role in managenent of any of the True
conpani es. However, the True children (including Tamma Hatten
before her withdrawal) always owned equal percentage interests in
each True conpany, regardl ess of the degrees of skill and effort
required to manage the vari ous businesses.

These facts suggest that Dave True’'s testanmentary objectives
were fulfilled, in large part, through lifetime transfers to his
children of interests in the True conpanies. The buy-sel
agreenents ensured that those testanentary objectives were net by
restricting transfers outside the famly. The equality of the
percentage interests, in spite of the different managenent
responsi bilities borne by each child, indicates that the
transfers were based on famly relationships, provided the
m ni mal threshold participation requirenent continued to be
satisfied.

The True sons are now the only individual parties to nost of
the True conpani es’ buy-sell agreenments. Under the existing
agreenents, a predeceasing brother’s interest would be sold to
his surviving brothers at tax book val ue, and woul d not pass to
his heirs. This assunmes that the predeceasi ng brother had no
heirs who actively participated in the famly business. The True
sons have discussed this “problenf with M. Harris and have

deci ded not to make any changes to the existing buy-sell
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agreenents until the current estate and gift tax litigation is
concl uded.

We believe that the current buy-sell structure poses a
problemonly if the True sons consider tax book value not to
fairly represent market value. Oherwise, it should not be a
problemthat their heirs, who did not actively participate in the
True conpani es, m ght receive cash equal to the value of the True
sons’ business interests, as determ ned under the buy-sel
agreenents. The True sons were the natural objects of Dave
True’s bounty; they are not the natural objects of each other’s
bounty; their own children and grandchildren are the natural
objects of their respective bounties. These facts lead us to
infer that Dave True used the business arrangenents with his
children to fulfill his own testanmentary objectives.

2. Adequacy of Consi deration Test

The adequacy of consideration paid and received pursuant to
a buy-sell agreenent is generally neasured at the date the
agreenent is executed. See supra p. 75. However, courts have
al so eval uated the adequacy of consideration and conduct of
parties after the agreenent date when intervening events within
the parties’ control caused a wi de disparity between the formul a
price and fair market value. The standard for determ ning
adequacy of consideration requires the formula price (1) to be
conparabl e to what persons with adverse interests dealing at

arms length would accept and (2) to bear a reasonabl e
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relationship to the unrestricted fair market value of the
interest in question. See Lauder Il. Again, these standards
must be applied with the hei ghtened scrutiny inposed on
intrafam |y agreenents restricting transfers of closely held

busi nesses. See Hoffnman v. Commi ssioner, 2 T.C. at 1178-1179.

Petitioners argue that the book value formula price used in
the True conpani es’ buy-sell agreenents reflected adequate and
full consideration as required in section 20.2031-2(h), Estate
Tax Regs., and as interpreted by relevant case |law. For the
reasons stated bel ow, we disagree.

a. Petitioners’ Brodrick v. Gore/ Gl sen Argunent

Petitioners argue that the proper standard for determ ning
whet her consi deration was adequate and full can be found in

Brodrick v. Gore, 224 F.2d 892 (10th G r. 1955). They contend

that the Court of Appeals for the Tenth Crcuit held in Brodrick
v. Gore that, as a matter of |aw, an agreenent containing legally
bi ndi ng and nmutual obligations anong famly nenbers to sell and
purchase partnership interests at book val ue constitutes adequate
and full consideration, absent a show ng of bad faith. See supra

pp. 65-66. Petitioners further argue that, under ol sen v.

Comm ssioner, 54 T.C. 742, 756 (1970), affd. 445 F.2d 985 (10th

Cr. 1971), we nust follow Brodrick v. Gore because the cases at

hand are appeal able to the Court of Appeals for the Tenth

Crcuit.
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Respondent counters that petitioners m scharacterize the

Brodrick v. Gore holding. According to respondent, Brodrick v.

Gore did not hold that mutual buy-sell agreenents are al ways
bi ndi ng and efficacious for estate tax valuation purposes as a
matter of law. Instead, the Court of Appeals for the Tenth
Circuit held that the Governnent’s failure to allege that the
State court proceeding was collusive or otherwi se invalid was
fatal to the Governnent’s case. W agree with respondent’s

interpretation of Brodrick v. Core.

&0l sen v. Comm ssioner, 54 T.C. at 757, established the rule

that this Court wll “follow a Court of Appeals decision which is
squarely in point where appeal fromour decision lies to that
Court of Appeals” (the Golsen rule). W later clarified the
reach of the Golsen rule by enphasizing that it should be
construed narrowmy and applied only if “a reversal would appear

i nevitable, due to the clearly established position of the Court
of Appeals to which an appeal would lie”. Lardas v.

Commi ssioner, 99 T.C 490, 494-495 (1992). This is because “our

obligation as a national court does not require a futile and
wast eful insistence on our view.” 1d. In the cases at hand, an
appeal would lie to the Court of Appeals for the Tenth Crcuit.
Therefore, under the Golsen rule, we are bound to follow the
clearly established positions of that Court. W concl ude,

however, that petitioners’ fornulation of the holding in Brodrick



- 123 -

v. CGore, supra, overstates the position of the Tenth G rcuit

Court of Appeals.
First, we note the peculiar procedural posture of Brodrick
v. Gore. It was decided on notion for summary judgnent and

relied on a prior, unappeal ed determ nation by a State court.

See Brodrick v. Gore, 224 F.2d at 894-896. Accordingly, because

there was no genuine issue as to any pleaded, material fact,
deci sion was rendered as a matter of law. See Fed. R Cv. P.

56(c). Second, Brodrick v. Gore was deci ded before section

20. 2031-2(h), Estate Tax Regs., which set out the bona fide
busi ness arrangenent and not a testanentary device requirenents,
had been pronul gated.* Third, the Court of Appeals for the
Tenth Grcuit has not revisited this question since the issuance
of section 20.2031-2(h), Estate Tax Regs. W therefore concl ude

that Brodrick v. Gore is not “squarely in point” wth the cases

at hand and that its holding is not dispositive under the Gol sen
rul e.

The taxpayers won in Brodrick v. Gore because (1) they

showed that the agreenent was equally binding on the estate and
surviving partners, based on the facts found in the probate
proceedi ng, and (2) the Governnent had failed to plead that the

partnership agreenment was tainted by bad faith or that the

“Brodrick v. Gore, 224 F.2d 892 (10th Cir. 1955), was
decided July 22, 1955, and sec. 20.2031-2(h), Estate Tax Regs.,
was pronul gated June 23, 1958. See id.; sec. 20.2031-2(h),
Estate Tax Regs.
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probate court proceeding was col |l usive or nonadversarial. Since
t he i ssuance of the section 20.2031-2(h), Estate Tax Regs., in
1958, courts have focused on whether a buy-sell agreenent was a
bona fide business arrangenent and/or a testanmentary device. See
supra p. 70. For instance, in Lauder Il, T.C Menp. 1992-736, 64
T.CM (CCH) 1643, 1659, 1992 T.C M (RIA) par. 92,736, at 92-
3733, we stated:

the assunption that the formula price reflects a fair

price is not warranted where * * * the sharehol ders are

all menbers of the sane immediate famly and the

ci rcunst ances show that testamentary considerations

i nfluenced the decision to enter into the agreenent.

In such cases, it cannot be said that the nere

mutual ity of covenants and prom ses is sufficient to

satisfy the taxpayer’s burden of establishing that the

agreenent is not a testanentary device. Rather, it is

i ncunbent on the estate to denonstrate that the

agreenent establishes a fair price for the stock. * * *

Here, the True famly buy-sell agreenents and the transfers
in issue all arose after the issuance of section 20.2031-2(h),
Estate Tax Regs. Respondent essentially has pleaded the
equi valent of bad faith (i.e., that the buy-sell agreenents were
substitutes for testanentary dispositions). Thus, different
procedural settings and the intervening regul ati ons prevent us
from bei ng constrai ned, under the Golsen rule, by the decision of

the Court of Appeals for the Tenth Crcuit in Brodrick v. Gore.

b. Petitioners’' Assertion That Respondent
| nperm ssibly Applied Section 2703
Retroacti vel y

Petitioners argue on brief: “Prior to the enactnent of

section 2703, no court had ever required a taxpayer to
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denonstrate that the buy-sell agreenent was conparable to simlar
arm s-1ength arrangenents between unrel ated parties” (arm s-
| ength requirenent) (enphasis added). They support this
statenent by citing the legislative history of section 2703,
whi ch states that the arnmis-length requirenment of section
2703(b)(3) was not present in prior law. See supra p. 81.
According to petitioners, the heightened scrutiny that respondent
has applied to the True conpanies’ intrafamly buy-sel
agreenents anounts to a presunption of testanmentary intent that
could be rebutted only by neeting the arm s-1ength requirenent.
Petitioners characterize this as an inperm ssible, retroactive
application of section 2703.

Respondent counters that petitioners m sconceive the inport
of section 2703. To respondent, “the effect of section
2703(b)(3) was to elevate the arm s-length nature of the terns of
the agreenent froma factor to consider in determ ning
[testanentary] intent to an absolute requirenent.” Thus,
respondent insists that the arm s-length requirenment was present
before the enactnent of section 2703, citing cases that antedated
section 2703 and applied section 20.2031-2(h), Estate Tax Regs.
We agree with respondent.

As al ready shown, courts often have consi dered whet her buy-
sel|l agreenents were conparable to arm s-length arrangenents
bet ween unrel ated parties in cases that both predated and

post dat ed i ssuance of section 20.2031-2(h), Estate Tax Regs., and
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in cases that preceded the enactnent of section 2703. See, e.g.,

Dorn v. United States, 828 F.2d 177 (3d Gr. 1987); Estate of

Littick v. Conm ssioner, 31 T.C. 181 (1958); Bensel v.

Comm ssioner, 36 B.T.A 246 (1937); Lauder 11; Estate of

Carpenter v. Comm ssioner, T.C Meno. 1992-653. Thus, although

this requirenment was not explicitly set out in section 20.2031-
2(h), Estate Tax Regs. (as noted in the legislative history of
section 2703), the armi s-length requirenent has al ways been a
factor used by courts to deci de whether a buy-sell agreenent’s
price was determ native of value for estate tax purposes.

Further, we do not believe that the hei ghtened scrutiny
applied to intrafam |y buy-sell agreenents essentially creates a
presunption of testanmentary purpose that can only be rebutted by
a show ng that the agreenent satisfied the armis-length
requirenent. As we have stated many tinmes, no one factor is
di spositive, and all circunmstances nust be evaluated to determ ne
whet her a buy-sell agreenent is intended to serve as a substitute
for a testanentary di sposition.

Even if we were to treat the armis-length requirenent as a
“super factor” in our analysis, an inperm ssible, retroactive
application of section 2703 would not result. The arm s-length
requi renent played the sane role in pre-section 2703 case | aw
After surveying the cases that apply (either inplicitly or
explicitly) the section 20.2031-2(h), Estate Tax Regs.,

requi renent that a buy-sell agreenment cannot be a testanentary
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device, we see that certain patterns energe. The cases in which
the test was satisfied (i.e., no testanentary device found), and
the buy-sell agreenment’s price was held to determne fair market
val ue, involved buy-sell agreenents that (1) were between
unrel ated parties or related parties who were not the natural
obj ects of the decedent’s bounty and (2) were either inplicitly
or expressly found to be done on an arm s-length basis.* Thus,
case | aw preceding the enactnent of section 2703 shows t hat
courts were nore likely to find that a buy-sell agreenent’s price
determ ned estate tax val ue under section 20.2031-2(h), Estate

Tax Regs., if the agreenent was conparable to that which would be

4’"Cases involving intrafam |y buy-sell agreenents that were
held not to deternmi ne estate tax value include: Dorn v. United
States, 828 F.2d 177 (3d Cir. 1987); St. Louis County Bank v.
United States, 674 F.2d 1207 (8th G r. 1982); Estate of Reynolds
v. Comm ssioner, 55 T.C 172 (1970); Hoffman v. Conm ssioner, 2
T.C. 1160 (1943); Bonmmer Revocable Trust v. Conm ssioner, T.C
Meno. 1997-380; Lauder 11; Slocumv. United States, 256 F. Supp
753 (S.D.N. Y. 1966). But see Estate of Rudolph v. United States,
93-1 USTC par. 60,130, 71 AFTR 2d 93-2169 (S.D. Ind. 1993).
Cases invol ving buy-sell agreenents that (1) were between
unrel ated parties or parties that were not the natural objects of
decedent’ s bounty, (2) were inplicitly or explicitly found to
have been transacted on an arnmis-length basis, and (3) were held
to determine estate tax value include: Estate of Bischoff v.
Comm ssioner, 69 T.C. 32 (1977) (brother and sister not
consi dered natural objects of each other’s bounty; inplicitly
arms length); Estate of Littick v, Conmm ssioner, 31 T.C 181
(1958) (three of five parties to agreenent were brothers;
explicitly armis length); Bensel v. Conm ssioner, 36 B. T. A 246
(1937), affd. 100 F.2d 639 (3d Cir. 1938) (son was not natural
obj ect of decedent’s bounty due to hostile relationship;
explicitly armis length); Estate of Carpenter v. Conm ssioner,
T.C. Meno. 1992-653 (unrelated parties to agreenent; explicitly
arms length); Estate of Seltzer v. Conm ssioner, T.C Meno.
1985-519 (only two of five parties to agreenent were rel ated;
inplicitly armis length).
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derived (or actually was derived) fromarm s-length dealings
bet ween adverse parti es.

c. D d Tax Book Value Pricing Fornul a Represent
Adequat e and Full Consi deration?

Petitioners make various argunents to support their
contention that the tax book value pricing fornula used in the
True famly buy-sell agreenents represented adequate and ful
consi deration under section 20.2031-2(h), Estate Tax Regs., and
the Lauder |1 test. They contend that tax book val ue was
adequate and full consideration because (1) it equaled fair
mar ket val ue at the dates of agreenent for True Ol and Belle
Fourche; (2) book value was a common pricing fornmula anong
rel ated and unrel ated parties at the dates of agreenent; (3) the
parties testified that they thought the price was realistic when
they entered into the agreenents; (4) there were bona fide
busi ness reasons for using a tax book value formula price; and
(5) book value was not required to bear a predictable
relationship to the fair market value of underlying assets,

i nasmuch as the True famly had no plans to liquidate the True
conpani es.

First, petitioners observe that no court has required a
t axpayer to prove that a buy-sell agreenent’s fornula price
represented fair market value at either the date of agreenment or
at the time of the transfers at issue. Moreover, petitioners

cite St. Louis County Bank v. United States, supra, for the
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proposition that adequacy of the formula price is only one factor
to consider in evaluating whether a buy-sell agreenent is bona
fide and not a device. They further contend that, under Estate

of Bischoff v. Conmm ssioner, 69 T.C. 32 (1977), if the formula

price equaled fair market value at the agreenment date, it was
strong evidence of a fair or realistic buy-sell agreenment price.
Thus, petitioners argue that tax book value was a fair price
because tax book val ue equal ed fair market value at the dates of
agreenent for the True G| and Belle Fourche interests
transferred to the True children (as determ ned by the 1971 and
1973 gift tax cases).

We disagree with petitioners’ contention. As previously
di scussed, see supra pp. 85-90, we are not bound by the District
Court’s determnations in the 1971 and 1973 gift tax cases that
the tax book value of interests in True Ol and Belle Fourche
equal ed fair market value at the agreenent dates. As a result,
we are free to determ ne independently the fair market val ue of
True Ol and Belle Fourche transferred interests at those dates,
w t hout taking into account the depressive effect of the buy-sel
agreenents. To do this, we refer to the valuation information
provided in the SRC apprai sal s.

In the True G| and Bell e Fourche appraisals, which were
prepared for litigation, SRC ostensibly used recognized val uation
met hods to derive a “freely traded value” for the transferred

interests as of the agreenent dates. The freely traded val ue for
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Bel | e Fourche stock was $120 per share (or $57,120 per each 1-
percent interest sold) on August 2, 1971. The freely traded
val ue for each 8-percent partnership interest in True Ol was
$535, 000 on August 1, 1973.

SRC then exam ned average marketability di scounts of
conpar abl e conpanies to determ ne the appropriate discount from
freely traded value. 1In the Belle Fourche appraisal, the average
mar ket ability di scount for investnent conpani es*® subject to
investnment letter restrictions ranged from15 to over 50 percent,
wi th an average di scount of 33 percent. |In the True Ol
apprai sal, which was perfornmed 2 years |later, the average
mar ketability discount was within the sane range, with an average
di scount of 34 percent.

SRC ultimately disregarded the average marketability
di scount information and opined that the buy-sell restrictions in
the True G| and Bell e Fourche agreenents absolutely precluded
sales in the public market. As a result, SRClimted fair market
value to the buy-sell formula prices, which anmounted to di scounts
of 90 percent and 68 percent, respectively, fromthe freely
traded value of the True G| and Belle Fourche transferred
interests. SRC effectively treated the buy-sell agreenents as if

they controlled Federal gift tax value; rather than solely as

“8Descri bed as public conpanies that as a policy invested in
stock subject to investnent letter restrictions. |nvestnent
letter restrictions prevented the holder fromselling shares to
the public for a fixed period of tine (generally 2 to 3 years).
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factors to be considered with other relevant factors in
determning fair market value, as required under Rev. Rul. 59-60,
1959-1 C. B. 237.

As previously discussed, the proper approach to determ ning
fair market value at the agreenent date is to disregard the
depressive effect of the buy-sell agreenent on val ue.
Accordingly, we do not follow SRC s net hodol ogy, which
essentially treated the buy-sell agreenents’ formula prices as
di spositive. Instead, we apply the average marketability
di scounts for conparable conpanies to the freely traded val ues
determ ned by SRC to conpute fair nmarket value at the agreenent
dates. For Belle Fourche, fair market value of a 1-percent
interest on August 2, 1971, was $38,270 (or $80.40 per share), *
whereas tax book value on that date was $18, 416 (or $38.69 per
share). For True QI, fair market value of an 8-percent
partnership interest on August 1, 1973, was $353, 100, °° wher eas
tax book value on that date was $54,653. W therefore concl ude
that tax book value did not equal fair market value of the
transferred interests in Belle Fourche and True G| as of the

buy-sel |l agreenent dates.

“Freely traded val ue of $120 per share multiplied by 476
shares transferred, the product of which is then discounted by 33
percent (average marketability discount averted to by SRC).

°Freely traded val ue of $535, 000 di scounted by 34 percent
(average marketability discount averted to by SRC).
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Second, petitioners assert that book val ue was the nost
comon formula pricing provision in agreenents between rel ated
and unrel ated parties when the True fam |y adopted the buy-sel
agreenents at issue in these cases. Petitioners cite Estate of

Anderson v. Conmm ssioner, 8 T.C. 706, 720 (1947), Estate of

Carpenter v. Commi ssioner, T.C Mno. 1992-653, Brodrick v. Core,

224 F.2d at 897, Estate of Hall v. Conm ssioner, 92 T.C 312

(1989), Estate of Bischoff v. Conmm ssioner, 69 T.C at 34-36, and

Luce v. United States, 4 d. C. 212, 222-223 (1983), to support

their position.

We acknow edge that these are cases in which courts have
equat ed book value to fair market value. These cases involved
transfers subject to buy-sell agreenents between rel ated parties,

Brodrick v. CGore, supra; Estate of Bischoff v. Conm ssioner,

supra, between unrelated parties, Estate of Carpenter v.

Conmi ssi oner, supra; Estate of Anderson v. Commi SSioner; supra,

and between related and unrel ated parties, Estate of Hall v.

Comm ssi oner, supra, and transfers not subject to buy-sel

agreenents at all, Luce v. United States, supra. However, this

information is not helpful in determ ning whether the True
conpani es’ tax book value pricing formula is conparable to a
formul a derived fromarnis-1ength dealings between adverse
parties. The Lauder Il test requires scrutiny of the facts of
each case. On brief, respondent distingui shed nost of

petitioners’ cited cases fromthe cases at hand on their facts,
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procedural settings, or standards of |aw applied. Indeed, we
have found no deci ded cases in which a tax book val ue buy-sel
agreenent formula determi ned fair market val ue. Moreover,
there are contrary cases hol di ng book value to be an unreliable
basis fromwhich to determ ne a stock’s fair market value. See,

e.g., Estate of Andrews v. Conm ssioner, 79 T.C. 938, 948 n. 16

(1982); Biaggi v. Conm ssioner, T.C Meno. 2000-48 (incone tax

case), affd. w thout published opinion __ F.3d __ (2d Cr. Apri

20, 2001); Estate of Ford v. Comm ssioner, T.C Menp. 1993-580,

affd. 53 F.3d 924 (8th Cir. 1995); Brown v. Conmm ssioner, T.C

Menp. 1966-92; Estate of Cookson v. Conmi ssioner, T.C. Meno.

1965-319. Thus, petitioners do not persuade us that the True
famly' s use of a tax book value pricing formula in their buy-
sell agreenents was conparable to what unrelated parties would
use in simlar circunstances.

Third, petitioners rely on Estate of Carpenter v.

Conmi ssioner, T.C. Menp. 1992-653, to claimthat tax book val ue

was a fair and realistic price because the True famly testified
that they considered it to be so. However, that case invol ved
arm s-1ength negotiations anong unrel ated parties to transfer

interests at book val ue, whereas the True conpani es’ buy-sel

S1Again, we note that in the 1971 and 1973 gift tax cases,
the District Court held that tax book val ue equal ed fair market
val ue, taking into account the depressive effect of the buy-sel
agreenents. However, the District Court did not hold that the
tax book value formula price determned gift tax value. See
di scussi on supra pp. 85-90.
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agreenents were anong famly nenbers and there was no convi nci ng
evi dence of armis-length dealing. Moreover, the record shows
that Dave True exerted significant control over his children' s
investnments in the True conpanies. Although the True children
may have agreed to the fornmula price provisions and ot her
restrictions inposed by Dave True, that does not prove, under the
ci rcunst ances, that those restrictions would be consi dered
reasonable froman arm s-|ength perspective.

Fourth, petitioners argue that valid business reasons,
rather than testanmentary designs, notivated the True famly’'s
decision to use a tax book value pricing fornmula. They explain
that the fornula had to be (1) understandable to the parties, (2)
predi ctable, and (3) easily determ nable to avoid future
conflicts and to accomodate the short tinmeframe (6 nonths from
date of withdrawal) w thin which tax book value had to be
conputed and paynents had to be made under the agreenents. Wile
t here m ght have been valid business reasons for choosing a tax
book value forrmula price, we note that |egitimte business
purposes are often mxed with testanmentary objectives in the
famly context. See Lauder Il. Thus, petitioners’ argunent does
not di spose of the testanmentary device and adequacy of
consi deration issue.

Fifth, petitioners contend that tax book val ue was not

required to bear a predictable relationship to fair narket val ue
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of the underlying assets because the True famly had no plans to
liquidate the True conpanies. Petitioners argue on brief:

book value Iikely would not have represented the fair
mar ket value of * * * [True O1’'s and Bell e Fourche’s]
assets upon liquidation. |If the price under a buy-sel
agreenent * * * [were] the fair market value of the
business in liquidation, then one of the primary

pur poses of a buy-sell agreenent woul d be underm ned.
Since the primary business purpose of a buy-sell
agreenent is continuation of the business by its
current owners, the agreed price likely will not equate
to the value of the business in liquidation. * * *

At the sane tinme, they argue that because True O1l’s and Belle
Fourche’ s tax book val ues equal ed fair narket val ues at the
agreenent dates, this is strong evidence that tax book val ue was
a fair price.

To the contrary, respondent argues (citing St. Louis County

Bank v. United States, supra) that the reasonabl eness of the

formula price should be analyzed both at the date of agreenent
and at |ater dates to determ ne whether the agreenent was a
testamentary substitute. |[|f the buy-sell agreement’s formula
coul d be expected to mnimze the transfer price, this would
indicate an intent to transfer the interest for |ess than
adequate and full consideration. W agree.

As we stated in Lauder 11, adequate and full consideration
requires a forrmula price (1) to be conparable to that which would
be negotiated by persons with adverse interests dealing at arnis
length and (2) to bear a reasonable relationship to the

unrestricted fair market value of the interest in question.
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Under item (2), we must consider whether disparities (at the
interest owner’s death) between the fair market val ue of
unrestricted interests and the buy-sell agreenent’s fornula price
coul d have been predicted by the parties at the tinme the

agreenents were executed. See Estate of Reynolds v.

Conmi ssioner, 55 T.C. at 194.

Certain facts indicate that the True conpani es’ tax book
value formula price was |lower than the fornmula price that would
have been negotiated by unrelated parties dealing at arnis
I ength. For instance, petitioners concede that tax book val ue
does not reflect the fair market val ue of underlying assets.

They justify this disparity by saying that val ue should not be
determ ned on a conpany-by-conpany, |iquidating basis, but

i nstead on an aggregate, going concern basis. Thus, petitioners
contend that the value of True Ql’s proven oil and gas reserves
was properly omtted fromthe tax book value pricing formula
because the reserves essentially were purchased wth earnings
fromthe other True conpanies and their value likely would be

di ssipated in the unsuccessful search for replacenent reserves.
W find it unreasonable to assune that Dave True, in a conparable
situation with unrelated parties, would have agreed to a fornul a
price that assunmed that the value of True G l’s reserves woul d be
expended indefinitely on dry holes resulting from unsuccessful

efforts to | ocate additional reserves.
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Moreover, the True famly sonetinmes chose not to use tax
book value pricing fornulas in their dealings with unrel ated
parties. Petitioners highlight the fact that unrel ated
stockhol ders sold their stock in Belle Fourche to Dave and Jean
True (not pursuant to buy-sell agreenents) at a book val ue price.
However, we note that one unrel ated sharehol der sold stock, which
anounted to 24 percent of the stock initially issued by the
corporation, for nore than book value; in addition, the book
val ue used in buying out unrel ated sharehol ders of Belle Fourche
was GAAP book val ue rather than tax book value. See supra p. 23.
Also, the Wiite Stallion buy-sell agreenment, which included
parties that woul d not be considered natural objects of Dave
True’ s bounty (Dave True's brother and his famly), was the only
buy-sell agreenent that departed froma pure tax book val ue
pricing formula (see “First R ght of Refusal” provision described
supra p. 49). Simlarly, the Tool pushers Enpl oyees’ Trust was
specifically exenpted from Tool pushers’ buy-sell agreenent, thus
all owm ng the Enpl oyees’ Trust to sell its shares back to the
conpany for nore than book value. |In an anal ogous situation, the
True QG| enployee profit-sharing plan’s contribution fornula
required intangible drilling costs (IDC s), which were deducted
for tax book purposes, to be added back to determ ne annual
profits for the purpose of determ ning the enployer’s

contribution obligations.
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The True famly’ s use of tax book value fornmula pricing for
conpani es that engage in ranching and exploratory drilling for
oil and gas further suggests an intention to transfer interests
for |l ess than adequate and full consideration. Congress has
granted various tax incentives to the oil and gas industry, which
include the current wite-off of IDC s and the deduction of cost
or percentage depl etion, whichever is higher. Those incentives
reduce book val ue for tax purposes, sonetines creating anonal ous
results such as True O l’s negative book value at the tinme of
Tamma Hatten's sale. Sone of the incentives create only short-
termtimng differences between books reported on tax versus
financial accounting bases (e.g., accelerated depreciation),
whil e others create long-termor pernmanent differences (conpare
current deduction of IDC s to full cost nethod of accounting for
exploration costs).

Additionally, tax incentives granted to the farm ng and
ranchi ng industries also create distortions between tax book
val ue and underlying fair market value. Because True Ranches
deducted (when paid) feed and other costs incurred to raise
i vestock, none of those costs were capitalized as basis.
Therefore, raised livestock had no book value on True Ranches’
tax basi s books.

These facts suggest that the True famly shoul d have known,
at the time the buy-sell agreenents were executed, that tax book

val ue woul d probably not bear a reasonable relationship to
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(1 ndeed be substantially less than) unrestricted fair market
val ue.

Respondent al so argues that the ranchl and exchange
transactions anong True G|, True Ranches, and Snokey G|,
di scussed supra pp. 55-59, reflected petitioners’ attenpts
artificially to reduce tax book val ue through aggressive tax
planning (i.e., petitioners were “doubl e-di pping”). Respondent
suggests that even if these transactions were efficacious inconme
tax planning techni ques--which the Court of Appeals for the Tenth
Circuit held they were not--their effect was to mnim ze or
elimnate tax book value of certain assets so that Dave True
could transfer interests in the affected True conpanies for |ess
t han adequate and full consideration. W agree.

Courts have eval uated conduct after the agreenent date when
intervening events within the parties’ control caused a w de
disparity between the buy-sell agreenent’s fornmula price and fair

mar ket value. See St. Louis County Bank v. United States, 674 F.

2d at 1211; Estate of Rudolph v. United States, 93-1 USTC par.

60, 130, at 88449-88450, 71 AFTR 2d 93-2169, at 93-2176 through
93-2177 (S.D. Ind. 1993). Here, the ranchland exchange
transactions were clearly within the True famly's control. In
addi tion, because of those transactions, True Ranches received
ranchl and properties with substantial fair market value and a
zero tax book value, while the high basis assets received by

Snokey O | could be expected to be witten down for tax purposes.
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Thus, petitioners could have predicted that the ranchl and
exchange transactions would create a disparity in which actua
fair market val ue woul d exceed the tax book value fornula price
under the True Ranches buy-sell agreenent.

3. True Famly Buy-Sell Agreenents Were Substitutes
for Testanentary Di spositions

To summari ze, we have found facts indicating that the buy-
sell agreenents at issue in these cases (1) were not the result
of armi s-length dealings and served Dave True's testanentary
pur poses and (2) included a tax book value fornula price that was
not conparable to a price that woul d be negoti ated by adverse
parties dealing at armis |length and would not, over tine, be
expected to bear a reasonable relationship to the unrestricted
fair market value of the ownership interests in the True
conpanies. In Lauder 1l, certain facts regardi ng how the
agreenent was entered into allowed us to infer that the buy-sel

agreenents served testamentary purposes. W then went on to

52The Trues argued that evidence of |egitimte business
pur poses for the ranchl and exchange transacti ons shoul d render
the step transaction doctrine inapplicable. They advanced an
anal ogous argunent in the cases at hand. The Court of Appeals
for the Tenth Crcuit acknow edged the evidence of business
pur poses, but held that such evidence was not dispositive and
that the step transaction doctrine should still apply. See True
V. United States, 190 F.3d 1165, 1176-1177 (10th Gr. 1999). W
al so note the follow ng observation of the Court of Appeals for
the Tenth Circuit: “None of the individual steps in the
ranchl and [ exchange] transaction is the type of business activity
we woul d expect to see in a bona fide, arnmis | ength business deal
bet ween unrel ated parties”. True v. United States, 190 F. 3d at
1179.
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det erm ne whet her consideration was full and adequate, to resolve
whet her the fornmula price was binding for estate tax purposes.
See id. After considering all the circunstances, and
particularly the arbitrary manner in which the formula price was
sel ected, we concluded that the agreenents were adopted for the
princi pal purpose of achieving testanentary objectives and were
not binding for estate tax purposes. See id.

Simlarly, in the cases at hand we have wei ghed all materi al
facts and conclude that the True conpani es’ buy-sell agreenents
were substitutes for testanentary dispositions. Therefore, the
fourth prong (nontestanentary disposition prong) of the Lauder |
test has not been satisfied.

E. Conclusion: True Famly Buy-Sell Agreenents Do Not
Det erm ne Estate Tax Val ues

The True famly buy-sell agreenments do not satisfy the
Lauder |1 test, because they are substitutes for testanentary
di spositions. As a result, under section 2031 and the rel ated
regul ati ons, the tax book val ue buy-sell agreenent price does not
control estate tax values of interests in the True conpani es at
issue in the estate tax case.

Petitioners cite Estate of Hall v. Commi ssioner, 92 T.C. 312

(1989), in support of their position that the buy-sell agreenent

price should control estate tax value. |In Estate of Hall, the

estate of Joyce C. Hall, the founder of Hallrmrk Cards, Inc.,

reported the value of his Hallmark shares for estate tax purposes
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at “adjusted book value”, as determ ned under various buy-sel
and option agreenents. W did not decide whether the price
det erm ned under the adjusted book value formula in those
agreenents was dispositive for estate tax val uati on purposes;
instead, we held, after careful review of the experts’ reports,
that the actual date of death fair market value of the shares did
not exceed the price determ ned under the adjusted book val ue
formula, as reported on the estate tax return. In so doing, we
did two things: (1) We found no evidence to support respondent’s
intimations that the agreenents “were nerely estate planning
devi ces [that served] no bona fide business purpose”; and (2) we
concluded that “the transfer restrictions * * * and the prices
set in the buy-sell and option agreenents” could not be ignored
in arriving at value because, anong other things, “there [was] no
persuasi ve evidence to support a finding that the restrictions,
or the offers to sell set forth in the agreenents, were not
suscepti bl e of enforcenent or would not be enforced by persons

entitled to purchase under them” Estate of Hall v.

Commi ssi oner, supra at 334-335.

The di fferences between the cases at hand and Estate of Hal

are significant and substantial. In these cases we have found
t he buy-sell agreenents to be testanentary devices,
notw t hstandi ng that they al so served valid business purposes.
As a result, the depressing effect on value that the buy-sel

agreenents may have had in these cases is to be ignored, rather
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than taken into account and given sone effect, as in Estate of
Hall. See infra p. 153.
An inportant factor that supports our conclusion in these

cases and di stinguishes Estate of Hall is the profound difference

bet ween the tax book value forrmula in the True famly buy-sel

agreenents and the adjusted book value fornula in Estate of Hall.

Book value in the cases at hand is income tax basis book val ue,
whi ch gives effect to the inconme tax subsidies for the oil and
gas and cattle industries, and accel erated depreciation, which
have the effect of substantially reducing book val ue as conpared
w th book val ue determ ned under generally accepted accounting

principles. “Adjusted book value” in Estate of Hall was book

val ue using financial statenents prepared in accordance with
general |y accepted accounting principles, adjusted to reflect the
val ue of intangibles arising fromabove-average earnings. 1In
contrast, the tax basis book value fornula in the True famly
buy-sell agreenents ignores all intangibles, which, Lauder |

i ndi cat ed, suggests that an unadjusted book value fornmula has a
testanmentary purpose. It ignores the current “discovery val ue”
of proven reserves, which would increase the price that a well-

i nfornmed buyer would be willing to pay. It even ignores historic
actually paid for costs, such as drilling costs and exploration
expenditures attributable to proven reserves, and feed expense
and ot her costs of honeraised cal ves that would enter into cost

of goods on hand under generally accepted accounting principles,
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as well as the basis reductions associated with accel erated
depreciation for inconme tax purposes.

Petitioners’ opening brief says: “Under the facts in this
case, there is no reason to believe that any buyer of an interest
in the True conpani es would pay nore than the book value price of

such interest”, preceded by a quote fromEstate of Hall v.

Comm ssioner, 92 T.C. at 337, that “there was [not] even a renote

possibility that any investor, including a permtted transferee,
woul d purchase Hall mark shares at a price higher than adjusted
book value.” This is just not true in the cases at hand. There
were instances of sales of higher than book value for profit
sharing purposes and by unrelated parties. |In any event, even
if, as could have been expected, all of the sales in the
transactions at issue between famly nenbers were at tax basis
book val ue in accordance with the provision in the buy-sel
agreenents, there is no reason to believe, if the buy-sel
agreenents are disregarded, as they nust be as a result of our
testanentary device finding, that a hypothetical buyer would not
have been willing to pay higher prices than the tax basis book
val ues at which the subject interests changed hands between
menbers of the True famly.

| V. Do True Famly Buy-Sell Agreenents Control Gft Tax Val ues?

We now consi der whet her the buy-sell agreenents at issue in

these cases determne gift tax values for lifetime transfers of
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interests in the True conpani es made by Dave and Jean True in
1993 and 1994, respectively.

A. Framework for Analyzing Gft Tax Val uation | ssues

Federal gift tax is inposed on transfers of property by gift
by any individual during a calendar year. See sec. 2501(a)(1).
The gift is nmeasured by the value of property passing fromthe
donor and not by the resulting enrichnment of the donee. See sec.
25.2511-2(a), Gft Tax Regs. The value of property transferred
at the date of gift is considered to be the anount of the gift.
See sec. 2512(a); sec. 25.2512-1, Gft Tax Regs.

The value of property for gift tax purposes is determned in
the same manner as for estate tax purposes, see supra p. 60, by
appl ying the hypothetical willing buyer and seller standard. See

Estate of Reynolds v. Conmi ssioner, 55 T.C. at 187-188

(explaining that the estate and gift tax regul ati ons provide
identical definitions of value); conpare sec. 25.2512-1, G ft Tax
Regs., with sec. 20.2031-1(b), Estate Tax Regs. Identical
factors are used for gift and estate tax purposes to determ ne
fair market value of a closely held business for which there is
no public market or recent arnmis-length sale. See Ward v.

Commi ssioner, 87 T.C 78, 101 (1986); secs. 25.2512-2(a),

25.2512-2(f), 25.2512-3, Gft Tax Regs.
Transfers that are subject to Federal gift tax include
sal es, exchanges, and other dispositions of property for

consideration. See sec. 2512(b). |If property is transferred for
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| ess than adequate and full consideration, the amount by which
the value (as defined above) of property exchanged exceeds the
val ue of consideration received is deened to be a gift. See sec.

2512(b); Comm ssioner v. Wenyss, 324 U.S. 303, 306-307 (1945)

(“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.”); sec.
25.2512-8, Gft Tax Regs. However, a sale, exchange, or other
transfer of property nmade in the ordinary course of business,
meani ng a transaction that is bona fide, at arms |length, and
free fromany donative intent, wll be considered as nmade for

adequate and full consideration. See Conm ssioner v. Wnyss, 324

U S. at 306-307; sec. 25.2512-8, Gft Tax Regs. As previously
stated in the estate tax context, transactions within a famly
group are subject to special scrutiny, such that there is a

presunption that intrafamly transfers are gifts. See Harwood v.

Commi ssioner, 82 T.C 239, 259 (1984)(citing Estate of Reynol ds

v. Comm ssioner, 55 T.C. at 201), affd. w thout published opinion

786 F.2d 1174 (9th Gir. 1986).

B. Buy-Sell Agreenents Do Not Determ ne Value for Gft Tax
Pur poses

It is well settled that restrictive agreenents, such as the

buy-sell agreenments at issue in the cases at hand, generally do
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not control value for Federal gift tax purposes.® At nost, a
buy-sell agreenent may be a factor to consider in determning

gift tax value. See Ward v. Conmm ssioner, 87 T.C at 105;

Har wood v. Conmi ssioner, 82 T.C. at 260; Berzon v. Conmni ssioner,

63 T.C. 601, 613 (1975), affd. 534 F.2d 528 (2d Gr. 1976);

Estate of Reynolds v. Conmi ssioner, 55 T.C. at 189; Rev. Rul. 59-

60, 1959-1 C. B. 237. Many reasons have been advanced by this
Court and others for the disparate treatnent accorded buy-sel
agreenents for gift tax versus estate tax purposes.

In estate tax cases, the purchasing individuals or entities
have i medi atel y exercisable, valid, and irrevocable rights to
purchase the decedent’s interest fromthe estate as of the
valuation date. The critical event (death) that subjects the
stock to the purchase right has occurred, and it is clear that
the seller-estate can receive no nore than the fornula price.

See Spitzer v. Comm ssioner, 153 F.2d 967, 970-971 (8th Gr.

%3See Spitzer v. Conmi ssioner, 153 F.2d 967, 971 (8th Cr.
1946); Krauss v. United States, 140 F.2d 510, 511 (5th Gr.
1944); Comm ssioner v. MCann, 146 F.2d 385, 386 (2d Cir. 1944),
revg. 2 T.C. 702 (1943); Ward v. Conm ssioner, 87 T.C. 78, 105
(1986); Harwood v. Comm ssioner, 82 T.C 239, 260 (1984), affd.
wi t hout published opinion 786 F.2d 1174 (9th Cr. 1986); Berzon
v. Comm ssioner, 63 T.C. 601, 612-613 (1975), affd. 534 F.2d 528
(2d Cir. 1976); Estate of Reynolds v. Conm ssioner, 55 T.C. 172,
189- 190 (1970); Janes v. Comm ssioner, 3 T.C 1260, 1264 (1944),
affd. per curiam 148 F.2d 236 (2d Cir. 1945); Moore v.

Comm ssioner, 3 T.C 1205, 1211 (1944); Rev. Rul. 59-60, 1959-1
C.B. 237; Hood et al., Cosely Held Corporations in Business and
Estate Planning, Vol. Il, sec. 9.13.2, p. 151-152 (1982); Bittker
& Lokken, 5 Federal Taxation of Incone, Estates & Gfts, par
135.3. 10 at 135-57 through 135-59 (2d ed. 1993).
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1946). However, in gift tax cases, the transferring stockhol der
or partner (putative donor) is under no imredi ate obligation to

sell. See Conmi ssioner v. MCann, 146 F.2d 385, 386 (2d G

1944), revg. 2 T.C. 702 (1943); Janes v. Comm ssioner, 3 T.C

1260, 1264 (1944). Instead, he nerely agrees to offer his
interest to the other owners on stated terns if and when he
decides to sell or transfer his interest. Thus, the obligation
to sell has not matured in the gift tax cases and therefore
cannot set a ceiling on transfer tax val ue.

Resal e value is not the only factor to consider in
determning fair market value for gift tax purposes. Until the
transferor actually disposes of his interest, he is entitled to
all the rights and privileges of ownership (e.g., rights to
recei ve dividends and to decide when to dispose of his interest).

See Harwood v. Comm ssioner, 82 T.C. at 261; Estate of Reynolds

V. Conm ssioner, 55 T.C. at 190; Baltinpbre Natl. Bank v. United

States, 136 F. Supp. 642, 654 (D. Md. 1955). Thus, courts found
that gift tax fair market value should include this “retention
val ue”, which the buy-sell agreenment price does not adequately

capt ure.
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C. Application of Gft Tax Rules to Lifetine Transfers by
Dave and Jean True

1. True Fam ly Buy-Sell Agreenents Do Not Control G ft
Tax Val ues

The wei ght of authority establishes that the True famly
buy-sell agreenents do not fix values for Federal gift tax
pur poses. However, petitioners contend that identical standards
shoul d apply to determ ne whether buy-sell agreenents control
values for both estate and gift tax purposes. W disagree, for
t he reasons stated bel ow.

First, petitioners argue that “fair market val ue” has the
same neaning for estate tax and gift tax purposes; therefore, the
standard for determ ning whether a buy-sell agreenment controls
fair market val ue should be the sanme under both regines.

Al t hough petitioners’ argunent has superficial appeal, it does
not reflect the devel opnent of the lawin this area.

Second, petitioners attenpt to distinguish the cases at hand
fromthe many cases in which restrictive agreenents were found
not to determne gift tax value. Petitioners suggest that in
t hose cases, courts enphasized that the event giving rise to an
obligation to sell had not occurred as of the date of gift (i.e.,
gift transfers of stock or partnership interests did not trigger
option or first-offer provisions). As a result, it was not
certain whether or when the buy-sell provisions would be
triggered. Petitioners contrast this wth the treatnent of

transfers at death, stating that courts all owed buy-sel
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agreenents to determ ne estate tax val ue because death gave rise
to the obligation to sell. Petitioners argue that the events
giving rise to the obligation to sell under the True buy-sel
agreenents were Dave and Jean True’'s decisions to sell their
respective interests in 1993 and 1994; therefore, their lifetinme

transfers made subject to the buy-sell agreenent restrictions

shoul d be treated under the sane standard as transfers at death
and not by the standard applied to gift transfers that do not
trigger the buy-sell provisions. W disagree.

Petitioners’ analysis strikes us as nmechani cal and
unreflective of the law s developnent in this area. |n Harwood

v. Conm ssioner, 82 T.C. at 260, we said: “Restrictive

provisions in a partnership agreenment which [imt the anount
received fromthe partnership by a withdrawi ng partner or the
estate of a deceased partner to the book value of his partnership
interest are not binding upon respondent for gift tax purposes.”
The fact that the operation of the buy-sell agreenents was
triggered by Dave and Jean True’s decisions to sell their
interests in the True conpani es does not substantively

di stingui sh these cases fromthose in which the transferor was
not required first to offer his interest to others before nmaking
agift to his famly. |In either situation, the transferor has
retained the right to choose when and if a disposition would
occur. In the neantine, the transferor is entitled to receive

di vidends or partnership distributions, and to enjoy the other
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benefits associated with his or her investnent. The estate
executor has no such discretion at the decedent-stockhol der’s or
decedent -partner’s death

In any event, the sane buy-sell agreenents are at issue for
both estate and gift tax purposes, and we have found themto be
substitutes for testanmentary di spositions under Lauder Il and
section 20.2031-2(h), Estate Tax Regs. Therefore the True famly
buy-sell agreenents at issue in the cases at hand do not control
values for gift tax purposes.

2. Lifetinme Transfers by Dave and Jean True Were Not
in Odinary Course of Business

As previously discussed, sales or exchanges for |ess than
adequate and full consideration constitute gifts. See sec.

2512(b); Conmm ssioner v. Wenyss, 324 U.S. 303 (1945); sec.

25.2512-8, G ft Tax Regs. However, a sale nade in the ordinary
course of business (bona fide, at armis length, and free from
donative intent) is considered to have been nmade for adequate and

full consideration. See Comm ssioner v. Wnyss, 324 U. S. at 306-

307; sec. 25.2512-8, Gft Tax Regs.

Dave and Jean True's sales of interests in the True
conpani es were not nmade in the ordinary course of business. 1In
1993, Dave True sold partial interests in the various True
conpani es that were partnerships to ensure that, on his death
his estate woul d secure the benefits of pre-Chapter 14 rules

regardi ng the determ native nature of buy-sell agreenents for
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estate tax valuation purposes. Likew se, Jean True’'s sales to
her sons in 1994, shortly after her husband’s death, fulfilled
the couple’s overall testanentary plan to pass the famly
busi nesses to their sons. These notivations for the sales were
not devoid of testanentary (or donative) intent. |In addition, we
have already discussed at |ength how the creation and conti nued
enforcenent of the True conpani es’ book val ue buy-sell agreenents
| acked indicia of armis-length dealing. See supra pp. 101-144;

Har wood v. Conmi ssioner, 82 T.C. at 258 (“W do not believe that

a transfer by a nother to her sons of her interest in the famly

partnership, structured totally by the famly accountant, with no
arm s-1ength bargai ning, can be characterized as a transaction in
the ordinary course of business.”).

Petitioners erroneously argue that section 2512(b) does not
apply to the lifetine sales by Dave and Jean True; therefore,

t hey provide no evidence and only conclusory statenents to
support their conclusion that the sales were made in the ordinary
course of business.

I n concl usi on, because the buy-sell agreenents do not
establish gift tax fair market val ue, we nust independently
determ ne val ue and conpare that value to consideration paid in
the 1993 and 1994 lifetine transfers to decide whether interests
in the True conpanies were transferred for |ess than adequate and

full consideration. Any excess of the value of interests
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transferred over the value of consideration received wll
constitute gifts under section 2512(b).

V. | npact of NonControlling Buy-Sell Agreenents on Estate and
G ft Tax Val uati ons

Havi ng held that the True conpani es’ buy-sell agreenents do
not control fair market value for either estate tax or gift tax
pur poses, we mnust deci de whet her noncontrolling buy-sel
agreenents are factors to consider in valuing the subject
i nterests under sections 2031 and 2512.

For estate tax purposes, section 20.2031-2(h), Estate Tax
Regs., explicitly states that a buy-sell agreenent price wll be
di sregarded in determning the value of securities unless it is
found that the agreenent represents a bona fide business
arrangenment and not a device to pass the decedent’s shares to the
natural objects of his bounty for |ess than adequate and ful
consideration. Therefore, only if the agreenent is both a bona
fide business arrangenent and not a testanentary device would its

price have an effect on estate tax value. See Lauder ||

We applied this principle in Estate of Lauder v.

Commi ssioner, T.C Menp. 1994-527, 68 T.C M (CCH) 985, 998-999,

1994 T.C M (RIA par. 94,527, at 94-2741 (Lauder 111), in which
we st at ed:

We agree with respondent that, in Iight of our
holding in * * * [Lauder I1], it would be anomal ous if
particul ar portions of the sharehol der agreenent are
now deened rel evant to the question of the fair market
val ue of decedent’'s stock. At the risk of belaboring
the point, our responsibility is to determne the fair
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mar ket val ue of decedent’s stock on the date of his
death. In our prior opinion, we resolved that the
formula price was intended to serve a testanentary

pur pose, and thus would not be respected for Federal
estate tax purposes. It is worth noting at this point
that we have not had the opportunity to address the
validity of each and every aspect of the sharehol der
agreenent. Nonet hel ess, we repeat the observation nade
earlier in these proceedings that there is no evidence
in the record that the Lauders engaged in arnmis-length
negotiations with respect to any aspect of the

shar ehol der agreenent. Absent proof on that point, we
presune that all aspects of the agreenent, particularly
those tending to depress the value of the stock, are
tainted with the sane testanmentary objectives rendering
the formula price invalid. [Fn. ref. omtted.]

In light of our holding in * * * [Lauder 1] we

hol d that the specific provisions of the sharehol der

agreenent are not relevant to the question of the fair

mar ket val ue of decedent’s stock on the valuation date.

Sinply put, the willing buyer/willing seller analysis

that we undertake in this case would be distorted if

el ements of such testanmentary origin are injected into

t he determ nation

Al t hough we did not hold the buy-sell agreenent in Lauder
1l invalid per se, the only evidentiary wei ght we accorded it
was to recognize that it denonstrated the Lauders’ commitnent to
mai ntaining famly control over the business. That fact, anong
others, justified the use of a lack of a marketability discount

in the valuation analysis. See Estate of Godley v. Conm Ssioner,

T.C. Meno. 2000-242 (disregarding option provision in valuing
partnership interests because it served as substitute for
testamentary disposition).

In the cases at hand, we hold for simlar reasons that the

restrictive provisions of the buy-sell agreenents (including but
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not limted to the fornula price) are to be disregarded in
determ ning fair market value for estate tax purposes.

Rev. Rul. 59-60, 1959-1 C B. 237, which provides val uation
gui dance for both estate and gift tax purposes, states that a
buy-sell agreenment is a factor to consider with other relevant
factors in determning fair market value. It further provides
that it is always necessary to determ ne whether the agreenent
represents a bona fide business arrangenent or is a testanentary
device. See id. W take these statenents, together with Lauder
1l and its interpretation of section 20.2031-2(h), Estate Tax
Regs., to nean that the sanme rule should apply to disregard
noncontrol ling buy-sell agreenents for gift tax and estate tax

val uation purposes. Cf. Estate of Reynolds v. Conmm ssioner, 55

T.C. at 194 (holding that voting trust agreenment preenption
provi si ons should not be disregarded in consolidated gift and
estate tax cases because the agreenent was not a testanentary
devi ce) .

| ssue 2. If True Famly Buy-Sell Agreenents Do Not Contro
Val ues, What Are Estate and G ft Tax Values of Subject Interests?

FI NDI NGS OF FACT
After respondent’s concessions, the transferred interests
whose values remain in dispute are: True G, Ei ghty-Eight O,
and True Ranches, to be valued as of January 1, 1993, June 4,
1994, and June 30, 1994; Belle Fourche and Black H|ls Trucking,

to be valued as of June 4, 1994, and June 30, 1994; and Wite
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Stallion, to be valued as of June 4, 1994 (disputed conpanies).
See Appendi x schedules 1-3. The parties have stipulated that the
fair market val ues of the assets owned by the disputed conpanies,
except Wiite Stallion, were the sane on June 30, 1994, as they
were on June 4, 1994.

Financial information for the di sputed conpani es was
conpil ed and anal yzed in the expert reports, which derived the
data fromthe conpani es’ Federal partnership and S corporation
incone tax returns for tax years 1988 through 1994. The di sputed
conpani es mai ntai ned tax basis books and records for managenent
pur poses and did not have financial statenents that had been
audited or otherw se reviewed by certified public accountants.
See supra pp. 12-22 for historical background of disputed
conpani es.

. True G|

True QG l’s proved oil reserves equal ed 5,297,528 barrels
(bbl') as of August 1, 1973, and 7,389,000 bbl as of June 4, 1994.
Proved gas reserves were 8,551,994 thousands of cubic feet (Mf)
as of August 1, 1973, and 9,075,000 Mcf as of June 4, 1994. The
parties have stipulated that the total fair market value of al
oil and gas properties and related facilities owned by True QO
was $39, 650, 000 as of January 1, 1993, and $34, 200, 000 as of June
4, 1994. In addition, respondent agreed not to dispute

petitioners’ position that True Ol’s reserves were 8.9 mllion
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barrels of oil-equival ent (boe)® on January 1, 1993, and on June
4, 1994.

During the period 1988 through 1993, True G|’ s revenues
declined froma high of $25.8 million in 1990 to a | ow of $17.6
mllion in 1993. 1In addition, operating margi ns declined from
44.2 percent of revenues in 1990 to 35.8 percent of revenues in
1993. These declines can be attributed to increased conpetition
within the industry and to True O l’s unsuccessful attenpts to
find new reserves. True Q| spent over $300 nillion on
intangible drilling costs from 1972 through 1998; approxi mately
58 percent of those costs related to nonproductive wells.

True O1’s ordinary inconme also declined froma high of
approximately $12.2 mllion in 1990 to a loss of $4.7 mllion in
1993. For the period 1988 through 1993, True G| sustained net
| osses only in 1992 and 1993. |In those 2 years, True QO
deduct ed extraordi nary exploration costs of approximtely $23
mllion on an unsuccessful venture in Honduras.

For the 6 nonths ending June 30, 1994, True G|’ s revenues
decreased sharply fromapproximately $11.3 mllion (for 6 nonths
endi ng June 30, 1993) to $7.5 mllion. Likew se, net income was

| ower than for the sane 6-nonth period in 1993.

“Barrels of oil-equivalent takes into account both oil and
gas reserves. (Gas is converted to boe units either based on a
heating ratio (usually 6,000 cubic feet of gas to a barrel of
oil) or on a current price ratio (about 9,000 to 1 in the 1993-94
period).
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True Ol’'s fixed assets increased from$28.4 million in 1988
to $36.6 million in 1993. Total assets decreased froma high in
1991 of approximately $41.4 mllion to $18.4 mllion in 1993.
Current liabilities increased from$7.8 mllion in 1990 to $8.1
mllion in 1993. True G| carried no funded debt during the
period being exam ned, so that current liabilities represented
total liabilities.

During the period 1988 through 1994, withdrawals from
partners’ capital exceeded contributions by approxinmately $26.8
mllion. However, in the last 4 of those years (1991 to 1994),
total contributions exceeded distributions by al nost $2.5
mllion.

CGeneral partnership interests in True Ol have never been
traded in public nmarkets.

1. Belle Fourche

Bell e Fourche's primary asset is a network of pipelines it
uses to gather and transport crude oil. At the valuation dates,
Bel | e Fourche had approximately 1,740 mles of gathering |ine and
870 mles of main line. Crude oil was collected into the
gathering line systemfromthe production point (e.g., wellhead
or stock tank) and eventually reached a main line for
distribution to the market via oil storage facilities or
transportation to other pipelines.

Throughput is the standard neasure for pipeline operations

t hat describes the anmount of fluid transported through the system



- 159 -
in a given period of tinme. During the period 1979 through 1993,
Bel | e Fourche’ s throughput ranged from approxi mately 26 to 36
mllion barrels per year;% the highest volunme was in 1993 (36.2
mllion barrels), while the | owest volunme was in 1988 (26.2
mllion barrels). Since 1990, the conpany’s throughput has
steadily increased.

Bel | e Fourche earned revenue fromits pipeline system by
charging tariffs for transportation, delivery, and testing of
crude oil. Amounts charged by Bell e Fourche were regul ated by
Federal and State agencies.

During the period 1988 through 1993, revenues increased at a
conpounded annual growth rate of 11 percent, froma |ow of $10.5
mllion in 1988 to a high of $17.5 million in 1993. Belle
Fourche was profitable from 1988 to 1993, generating the highest
pre-tax incone of $8.2 million in 1990 and the | owest of $3.7
mllion in 1993 (As an S corporation, Belle Fourche is not
required to pay corporate |level incone taxes.). However, pre-tax
i nconme margins have declined froma high of 61 percent in 1990 to

a low of 21 percent in 1993. This trend is attributable to a

Spetitioners’ expert’'s reports stated that Bell e Fourche’'s
hi storical average throughput was 25,000 barrels per day.
Annual i zing that figure would result in average throughput of
just over 9 mllion barrels per year. The parties did not
address this discrepancy at trial or on brief. W find the 26 to
36 mllion barrels per year average to be nore reliable because
it was derived fromrespondent’s expert’s analysis of filings
wi th regul at ory agenci es.



- 160 -
decline in production, which was expected to continue as of the
val uati on dates.

For the 6 nonths ending June 30, 1994, Belle Fourche’'s
revenues declined fromapproximately $8.8 mllion (for 6 nonths
endi ng June 30, 1993) to $7.3 mllion. Likew se, net income was
| oner than for the sanme 6-nonth period in 1993.

Bel | e Fourche's fixed assets increased steadily from $57. 6
mllion in 1988 to $78.6 mllion in 1993. |In 1992, Belle Fourche
pai d approximtely $16 mllion to purchase a snaller crude oi
comon carrier system (the Thunderbird pipeline) |ocated near its
preexi sting pipelines.

During the period 1988 through 1993, Belle Fourche carried
| ong-term debt to sharehol ders, which rose nost sharply from 1991
($1.3 mllion) to 1992 ($18 mllion). Sharehol der debt was
$17, 115, 350 as of Decenber 31, 1993. However, the corporation
repaid $1.2 mllion of the debt in May 1994, resulting in
shar ehol der debt of $15,915,350 on May 31, 1994, and June 30,
1994. Interest on sharehol der debt was cal cul ated based on the
greater of a Colorado bank’s prine rate or the short-term
applicable Federal rate. The interest rate for 1994 ranged from
6 to 6.75 percent.

During the period 1988 through 1993, Bell e Fourche
di stributed total cash or other property worth over $36 million
to its shareholders, with average total distributions of over $5

mllion annually. On average, these distributions exceeded the
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sharehol ders’ tax obligations on their distributive shares of
t axabl e i ncone.
Bel | e Fourche stock has never been traded in public markets.

I11. Eighty-Eight Gl

On brief, respondent adopted M. Kinball’'s marketable
mnority value for Eighty-Eight Gl of $25,174,683 as of
January 1, 1993; M. Lax’s nmarketable mnority value was $40
mllion as of June 3, 1994.

During the period 1988 through 1993, Ei ghty-Eight Ol’s
revenues increased from$191.7 mllion in 1988 to $558.6 nmillion
in 1992, then decreased to $466.7 mllion in 1993. CQperating
mar gi ns varied over the analyzed period from 2 percent of
revenues in 1988 to .8 percent in 1993.

Ei ghty-Eight G| generally was profitable from 1988 to 1993,
generating the highest ordinary income of $4.1 million in 1992
and the | owest of $623,000 in 1988; however, the conpany
sustained a $7 mllion loss in 1991. During the period, Eighty-
Eight Ol annually deducted, in arriving at ordinary incone, an
average of $1.2 mllion in total guaranteed paynents to partners.

For the 6 nonths ending June 30, 1994, Eighty-Eight Gl’s
revenues declined from$242 mllion (for 6 nmonths endi ng June 30,
1993) to $161 mllion. However, Eighty-Eight Ol so nmanaged its
expenses that ordinary incone increased as conpared with the sane

6-month period in 1993.
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Ei ghty-Eight O1’s fixed assets increased from $714,000 in
1988 to approximately $13 mllion in 1993, as the conpany
acquired buildings, equipnent, and |land. Current assets
increased from $20.6 mllion in 1988 to approximtely $46 mllion
in 1993, which is attributable to an increase in cash, cash
equi val ents, and prepaid crude oil purchases. At the end of 1992
and 1993, current assets (i.e., cash, cash equival ents, accounts
recei vabl e, inventories, prepaid crude oil purchases) constituted
nore than 85 percent of Eighty-Eight Ol's total assets. Total
current liabilities decreased from$35.4 million in 1989 to $16.8
mllion in 1993. A large reduction in current liabilities
occurred between 1988 and 1989 after the conpany paid off $30.9
mllion in debt. Eighty-Eight QI carried no funded | ong-term
debt during the period being exam ned, so that current
liabilities represented total liabilities.

Eighty-Eight Gl’s financial ratios inproved over the
anal yzed period and were strong relative to the nedi an oi
i ndustry ratios. Between 1988 and 1993, the conpany’s current
ratio increased from.3 to 2.7, as conpared with the industry
average of 1.3 in 1993. Eighty-Eight Gl’'s working capital
increased significantly from$8.5 mllion in 1989 to $29.3
mllion in 1993. The conpany’s accounts receivabl e turnover
ratio inproved from19.2 in 1990 to 24.5 in 1993, which is

substantially above the industry average of 6.5. Thus, during
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t he anal yzed period, Eighty-Eight Gl increasingly becane nore
liquid than the industry.

During the period 1988 through 1994, overall partners’
capital contributions exceeded w thdrawal s by approxi mately $60
mllion. However, in the nost recent of those years (1993 and
1994) total withdrawal s exceeded contributions by over $36
mllion. Under the partnership agreenent, additional capital
contributions were to be nade in the sane percentages as the
profit and | oss sharing ratios. However, the partners’ capital
account bal ances were often not in proportion to their profit and
| oss sharing ratios. For exanple, Dave True' s capital account
bal ance at the end of 1992 was $7, 046,509, while total partners’
capital was $43,590,998. This gave Dave True a 16. 17-percent
interest in total partners’ capital, as conpared with his yearend
profit and | oss sharing ratio of 68.47 percent, according to the
partnershi p agreenent dated August 11, 1984, and the 1992
schedule K-1. Petitioners explained that disproportionate
capital accounts were unique to Eighty-Eight G, which operated
as a bank that held excess cash for the True famly, and did not
reflect the operations of the other True fam |y partnerships.

The day before selling part of his interest in Eighty-Ei ght
Ol to his sons as of January 1, 1993, Dave True contri buted over
$6 mllion to partners’ capital. 1In accordance with the
partnership agreenent, he then sold 24.84 percent of his Eighty-

Eight Ol partnership interest to his sons based on the book
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value of his capital account as of the close of business on
Decenber 31, 1992, or $7,046,509. Thus, he sold 24.84 percent
out of his 68.47-percent interest in profits, |osses, and capital
for $2,556,379. The consideration paid by the True sons for an
aggregate 24.84-percent interest in Eighty-Eight Gl represented
5.86 percent of total partners’ capital as of Decenber 31, 1992.
As a result of the sales, the True sons’ profit and | oss sharing
rati os each increased by 8.28 percent, for a total increase of
24.84 percent.® |f Dave True had not nade the $6 nillion
capital contribution to Eighty-Eight G| on Decenber 31, 1992,
the price he woul d have been entitled to receive for the 24.84-
percent partnership interest would have been | ess than $400, 000.

General partnership interests in Ei ghty-Ei ght G| have never
been traded in public markets.

| V. Bl ack Hills Trucking

Respondent has adopted the final Lax report’s controlling
equity value (using the net asset val ue nmethod) of $10, 933,730 as
of June 3, 1994.

Black H Ils Trucking engaged in interstate transport of
oilfield and drilling equipnment, specializing in on-road and off-
road hauling of heavy equi pnment. From 1988 to 1994, Black Hills

Trucki ng conducted 75 percent of its business with unrel ated

6Because of the state of the record, we were unable to
performa simlar analysis of partners’ capital account bal ances
in connection with the June 4 and June 30, 1994, transfers.
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conpanies. Black HIls Trucking’ s assets fell into three
categories: Power equipnent, trailer equipnent, and
m scel | aneous and of fice equi pnent. Power equi pnent included
trucks, tractors, cranes, forklifts, heavy construction
equi prent, and small vehicles; trailer equipnent included
flatbed, float, |owboy, tanker and dunp trailers, and accessory
trailers such as jeeps, boosters, dollies, light trailers, a
bar beque pit, and other towed equi pment; m scell aneous and office
equi prent included conputers, maintenance and shop equi pnent, and
furniture. The ages of the various types of equi pnent ranged
from1l to 40 years.

During the period 1989 through 1993, revenues increased
slightly from$15.1 mllion to $16.8 mllion. Black Hlls
Trucki ng suffered | osses over the anal yzed period that ranged
froma high of $6.1 million in 1990 to a | ow of $178,000 in 1992.
On average, the conpany annually deducted approxinmately $2.1
mllion of depreciation expense in conputing its |osses.

For the 6 nonths ending June 30, 1994, revenues increased
from$9.086 million (for 6 nonths ending June 30, 1993) to $9.436
mllion. Net |osses for the period decreased from $2.628 nillion
in 1993 to $220,680 in 1994. However, managenent indicated that
the conpany’s outl ook was bl eak due to excess supply and
insufficient demand in the trucking industry.

Total net fixed assets (tax basis) drastically declined over

the period from$8.9 mllion in 1989 to $3.1 million in 1993 due
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to the conpany’s selloff of buildings and equi pnent. Tot al
assets decreased over the period from$13.2 million in 1989 to
$6.7 mllion in 1993.

During the period 1989 through 1993, Black Hlls Trucking
carried |l ong-term sharehol der debt that ranged froma high of
$13.9 nmillion in 1990 to a | ow of $855,000 in 1992. Sharehol der
debt was roughly $2.8 million at the end of 1993.

During the period 1988 through 1994, Black Hlls Trucking
di stributed cash or other property to its shareholders only in
1989, in the amount of $213,000. On the other hand,
sharehol ders’ contributions to paid-in or capital surplus
i ncreased during the anal yzed period, spiking from$1.4 mllion
in 1990 to $16.7 mllion in 1991.

The stock of Black Hills Trucking has never been traded in
public markets.

V. True Ranches

Respondent adopts the entity values derived by M. Kinball
under the net asset value nethod. Accordingly, the parties agree

that the controlling equity val ue of True Ranches was
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$41, 003, 000%" as of January 1, 1993, and $45, 297,509 as of June
30, 1994.

During the period 1989 through 1993, revenues fl uctuated
froma low of $23.3 million in 1991 to a high of $31.3 million in
1992. O dinary inconme also fluctuated froma high of $2.1
mllion in 1992 to a loss of $3.6 million in 1991. The conpany
incurred losses in 2 out of the 5 years bei ng exam ned.

For the 6 nonths ending June 30, 1994, revenues decreased
from$12.7 mllion (for 6 nonths ending June 30, 1993) to $9.3
mllion. Net |osses for the period increased from $842,179 in
1993 to $1.9 million in 1994.

True Ranches had no current liabilities during the analyzed
period. However, net working capital steadily declined from
roughly $7 mllion in 1990 to $4.8 million in 1993.

During the period 1988 through 1994, partners’ capital
contributions exceeded wi thdrawal s by approxi mately $64. 4
mllion.

Partnership interests in True Ranches have never been traded

in public markets.

S"Originally, the Kinmball report conputed True Ranches’ net
asset value to be $40, 863,000 as of Jan. 1, 1993; however,
M. Kinball later revised his estimate to $41, 003, 000, based on
clarifying data received fromthe ranch property appraisers. n
brief, respondent agreed with M. Kinball’s original value as of
Jan. 1, 1993. W assune that respondent al so adopts M.
Kinmbal |’ s revi sed val ue.
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VI. Wite Stallion

Respondent adopts the final Lax report’s controlling equity
val ue (using the net asset val ue nethod) of $1,139,080 as of
June 3, 1994.

VWhite Stallion operates a dude ranch near Tucson, Arizona,
consi sting of 250 acres of land and inprovenents. During the
period 1989 through 1992, revenues increased from $677,224 in
1989 to $1,042,260 in 1992. The conpounded annual growth rate
for the period was approxi mately 15 percent. Revenues for 1993
showed no substantial percentage growmh. Odinary incone
i ncreased during the period from$2,771 in 1989 to $166,922 in
1993.

During the period 1988 through 1993, the conpany carried
| ong-t erm shar ehol der debt that ranged fromroughly $46, 000
(early years) to $92,000 (ending balance in 1993).

During the period 1988 through 1994, Wiite Stallion nmade no
distributions of cash or other property to its shareholders. On
t he ot her hand, sharehol ders’ contributions to paid-in or capital
surplus slightly increased during the anal yzed peri od.

White Stallion stock has never been traded in public

mar ket s.
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CPI NI ON

Expert Opi ni ons

As is customary in valuation cases, the parties rely
primarily on expert opinion evidence to support their contrary
val uation positions. W evaluate the opinions of experts in
light of their denonstrated qualifications and all other evidence

in the record. See Anderson v. Conm ssioner, 250 F.2d 242 (5th

Cr. 1957), affg. in part and remanding in part on another ground

T.C. Meno. 1956-178; Parker v. Commi ssioner, 86 T.C. 547, 561

(1986). We have broad discretion to evaluate “‘the overal

cogency of each expert’s analysis.”” Sammons v. Conm Ssioner,

838 F.2d 330, 334 (9th G r. 1988)(quoting Ebben v. Conmm ssioner,

783 F.2d 906, 909 (9th Gr. 1986), affg. in part and revg. in
part T.C. Meno. 1983-200), affg. in part and revg. in part on
anot her ground T.C. Meno. 1986-318. Although expert testinony
usual Iy hel ps the Court determ ne values, sonetines it does not,
particularly when the expert is nerely an advocate for the
position argued by one of the parties. See, e.g., Estate of

Hal as v. Conmm ssioner, 94 T.C. 570, 577 (1990); Laureys v.

Comm ssioner, 92 T.C. 101, 129 (1989).

We are not bound by the fornulas and opinions proffered by
an expert witness and wll accept or reject expert testinony in

the exercise of sound judgnent. See Helvering v. National

G ocery Co., 304 U S 282, 295 (1938); Anderson v. Comm ssioner,

250 F.2d at 249; Estate of Newhouse v. Conm ssioner, 94 T.C at
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217; Estate of Hall v. Comm ssioner, 92 T.C. at 338. W have

rejected expert opinion based on conclusions that are unexpl ai ned

or contrary to the evidence. See Knight v. Conm ssioner, 115

T.C. 506 (2000); Rose v. Comm ssioner, 88 T.C 386, 401 (1987),

affd. 868 F.2d 851 (6th Gir. 1989): Conpaq Conputer Corp. V.

Conmi ssioner, T.C. Menp. 1999-220.

Were necessary, we may reach a determ nation of val ue based
on our own exam nation of the evidence in the record. See Lukens

v. Comm ssioner, 945 F.2d 92, 96 (5th Cr. 1991)(citing Silvernman

v. Comm ssioner, 538 F.2d 927, 933 (2d Cr. 1976), affg. T.C

Meno. 1974-285); Anes v. Conm ssioner, T.C Meno. 1990-87, affd.

wi t hout published opinion 937 F.2d 616 (10th G r. 1991). \Where
experts offer divergent estimtes of fair market val ue, we decide
what weight to give those estimates by exam ning the factors they
used in arriving at their conclusions. See Casey v.

Commi ssioner, 38 T.C 357, 381 (1962). W have broad discretion

in selecting valuation nethods, see Estate of O Connell v.

Comm ssi oner, 640 F.2d 249, 251 (9th Cr. 1981), affg. on this

issue and revg. in part T.C Meno. 1978-191, and in determ ning
the weight to be given the facts in reaching our conclusions,
i nasmuch as “finding market value is, after all, sonething for

j udgnent, experience, and reason”, Colonial Fabrics, Inc. v.

Comm ssi oner, 202 F.2d 105, 107 (2d Gr. 1953), affg. a

Menor andum Opi nion of this Court. Wile we may accept the

opi nion of an expert inits entirety, see Buffalo Tool & Die Mqg.
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Co. v. Commi ssioner, 74 T.C. 441, 452 (1980), we nay be sel ective

in the use of any part of such opinion, or reject the opinion in

its entirety, see Parker v. Conm ssioner, supra at 561. Finally,

because val uation necessarily results in an approxi mation, the
figure we arrive at need not be directly attributable to specific
testinmony if it is within the range of values that may properly
be arrived at fromconsideration of all the evidence. See

Silverman v. Conmmi ssioner, supra at 933; Alvary v. United States,

302 F.2d 790, 795 (2d Cir. 1962).

I1. Experts and Their Credentials

A. Petitioners' Expert, John H. Lax

Before filing the estate tax return, petitioners obtained an
appraisal (initial Lax report) of the estate’ s corporate and
partnership interests in the True conpanies as of June 3, 1994,
fromthe Valuation Services Goup of Arthur Andersen LLP (AA),
Houst on, Texas. John H Lax (M. Lax), a principal at AA
participated in the evaluation of the True conpanies, assisted in
the preparation of the reports, and testified at trial on behalf
of petitioners. M. Lax specializes in financial analysis and
apprai sal of business enterprises, individual securities, and
various intangi ble assets. He earned a Senior Anerican Society
of Appraisers designation in 1975 and becanme a Certified
Managenent Accountant in 1976

Petitioners provided a copy of the initial Lax report to the

| RS during the 1993 gift tax return audit, which overlapped with
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respondent’s audits of the estate tax return and Ms. True's 1994
gift tax return. In preparing the 1993 and 1994 gift tax notices
and the estate tax notice, respondent used nost of the entity
val ues determ ned by M. Lax but entirely disallowed the clained
di scounts.

Subsequently, M. Lax submtted a revised expert w tness
report (final Lax report) and testified at trial regarding the
value of the estate’s interests in the True conpani es as of June
3 and 4, 1994. The final Lax report differed fromthe initial
Lax report in several ways; nost inportantly, the final Lax
report repudi ated certain marketability discounts found in the
initial Lax report because AA had deci ded, subsequent to issuance
of the initial Lax report, that market data did not justify
measur abl e marketability discounts in connection with controlling
i nterests.

B. Petitioners' Expert, Curtis R Kinball

After petitions had been filed in these cases, petitioners
engaged WI | anette Managenent Associates (WVMA) to appraise the
transferred interests in the True conpanies. Curtis R Kinball
(M. Kinball), a principal of WWA and its national director for
estate and gift tax matters, participated in the eval uations,
assisted in the preparation of the resulting reports, and
testified at trial on behalf of petitioners. M. Kinball has
performed val uati ons of business entities and interests, anal yzed

publicly traded and private securities, and appraised intangible
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assets and intellectual property. He is an Accredited Seni or
Appr ai ser of the Anerican Society of Appraisers and a Chartered
Fi nanci al Anal yst of the Association for |nvestnent Managenent
and Research. M. Kinball personally had appraised interests in
three closely held oil and gas conpani es before True Ql, and WA
had appraised interests in three others. Al so, WWA had apprai sed
interests in closely held pipeline and oil tool manufacturing
conpani es.

M. Kinball submtted two expert witness reports (Kinball
reports) and testified at trial regarding the values of interests
in the True conpanies as of January 1, 1993, June 4, 1994, and
June 30, 1994. He also prepared a rebuttal to respondent’s
expert reports.

Messrs. Lax and Kinball valued many of the sane interests as
of the same dates but canme to different conclusions regarding
value. Petitioners introduced both experts’ appraisals of value
into evidence and did not choose between them

C. Petitioners' Expert, Dr. Robert H Cal dwell

Dr. Robert H Caldwell (Dr. Caldwell) is co-founder of The
Scotia G oup, Inc., Dallas, Texas, which provides donestic and
international oil and gas advisory services. He has a Ph.D. in
geology and is a Certified Petrol eum Geol ogi st.

Dr. Caldwell prepared expert witness reports (Scotia
reports) for trial that conputed the fair market value of True

Ol’'s oil and gas properties as of January 1, 1993, and June 4,
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1994. Dr. Caldwell did not testify at trial because the parties
eventual ly stipulated the values of the oil and gas properties on
the basis of discussions between Dr. Caldwell and respondent’s
expert, M. @istavson, supra p. 155-156.

D. Petitioners' Expert, Mchael S. Hal

M chael S. Hall (M. Hall) is president of Hall and Hal

Mort gage Corp., Denver, Colorado, which provides farmreal estate
financing and appraisal services. He is a CP.A, a Certified
CGeneral Appraiser in Colorado and Wom ng, and a qualified expert
wtness in U S Bankruptcy Court. M. Hall prepared an expert

W tness report (H&H report) that valued the | and and i nprovenents
of True Ranches as of January 1, 1993, and June 3, 1994; he al so
testified at trial.

E. Respondent’s Expert, John B. QGustavson

Respondent’s only expert witness with respect to interests
in the disputed conpanies was John B. Gustavson (M. QGustavson),
of Qustavson Associates, Inc., Boulder, Colorado. M. Gustavson
is a mnerals appraiser and a Certified Professional Geol ogist
who has val ued over 100 oil and gas properties. He is not an
expert in business val uations.

M. Qustavson submtted an expert w tness report (GQustavson
report) regarding the fair market values of oil and gas
properties and assets owned by True G| and assets owned by Belle
Fourche as of January 1, 1993, and June 4, 1994. The Qustavson

report did not value 100 percent of the equity interests or the
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subject interests in True G| and Belle Fourche. M. Qustavson
testified at trial regarding the fair market value of Belle
Fourche assets only, due to the parties’ agreenent on the val ue
of True Gl’s oil and gas properties. 1In addition, M. Qustavson
prepared reports (Qustavson rebuttals) and testified in rebuttal
to the final Lax report and the Kinball reports.® M.
GQustavson’s rebuttal testinony solely dealt with the val uations
of interests in True G| and in Belle Fourche.

[11. Prelimnary Matters Reqgardi ng Val uati on

A. Respondent’s Al l eged Concessi ons Regardi ng Val uati on
Di scounts

In a tel ephone conference on January 8, 1999, the Court
asked the parties to submt schedul es, before trial, setting
forth their positions on the fair market values of the interests
still in dispute. The parties responded by jointly submtting
schedul es, attached to a cover letter dated January 14, 1999,
entitled “Conparison of Values of Transferred Interests”
determ ned as of January 1, 1993, June 4, 1994, and June 30, 1994
(Exhi bit 262-P).

Exhi bit 262-P contained informati on about each conpany under

the foll ow ng headi ngs: Return Val ue/Book Val ue, IRS Val ue per

8Mr. Qustavson al so prepared rebuttal reports to the Scotia
reports and the SRC appraisals. As a result of the parties’
agreenent regarding the value of True G I|’s reserves, M.
GQustavson did not testify in rebuttal to the Scotia reports.
However, those rebuttal reports, as well as Dr. Caldwell’s
rebuttal to the Gustavson report, were admtted into evidence.
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Noti ce, AA Hypothetical Value, WA Hypothetical Value, and
Current IRS Value. A footnote to the “Current I RS Val ue” col umm
in each schedul e stated: “These values reflect respondent’s
agreenent to allow conbined mnority interest and marketability
di scounts of up to 40 percent.” For the nost part, petitioners
prepared Exhibit 262-P and then furnished it to respondent for
his review and approval. However, respondent provided
petitioners with the “Current I RS Value” information and text for
the rel ated footnote.

On February 16, 1999, the first day of trial, the parties
filed a stipulation of facts and a suppl enental stipul ati on of
facts. The stipulations did not refer to “Current | RS Val ue[s]”
or the conmbined mnority and marketability di scounts nmentioned in
Exhi bit 262-P. However, the stipulations stated that respondent
was no | onger asserting adjustnents in the value of transferred
interests in certain conpanies, each of which had a “Current |IRS
Val ue” that approximated its “Return Val ue/ Book Val ue”.

Respondent’s trial menorandum dated January 28, 1999,
st at ed:

In [his] notice of deficiency respondent allowed no

di scounts to the underlying values of the transferred

interests. Respondent has indicated to petitioners that

mnority and marketability discounts of up to 40% shoul d

be applied in determning the fair market values of the

transferred interests.

In addition, “Current IRS Value[s]” differed from val ues reported

in the statutory notices because the “Current | RS Val ue[s]”
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i ncorporated M. CQustavson’s underlying asset values for Belle
Fourche and True QO l, rather than those of M. Lax, and reflected
approximately $16 mllion of debt owed by Belle Fourche that had
not been accounted for previously.

At trial, respondent’s counsel characterized as a
“concession” the position in Exhibit 262-P and the trial
menor andum that allowed mnority and marketability di scounts.
Both petitioners’ counsel and the Court indicated that they did
not understand exactly how “Current |IRS Value[s]” were derived in
all cases. Respondent’s counsel stated that the conbi ned
di scounts were different for each conpany and that the exact
amounts woul d be fleshed out through further testinony® and on
brief. Respondent’s counsel also stated that the conbined
di scounts were |l ess than 40 percent in sone cases and that
respondent never intended the 40-percent figure to serve as a
starting point for negotiation.

At trial’s end, respondent’s counsel asserted that “Current
| RS Val ue[s]” had been put forth as a settlenent position only,
in an effort to resolve the case, and that respondent had not
conceded that petitioners were entitled to conbined, across-the-
board di scounts of no | ess than 40 percent as to all the disputed

conpanies. Petitioners’ counsel objected to respondent’s

*However, respondent presented no additional testinobny to
explain the derivation of the discounts included in the “Current
| RS Val ue[s]” figure or the anmount of any di scounts respondent
was proposing in lieu thereof.
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settl enment position characterization, and the Court instructed
the parties to address the issue in their argunents on brief.

Petitioners argue that respondent’s concessions, presented
at and before trial, indicating conbined mnority and
mar ketability discounts of up to 40 percent to the True conpanies
still in dispute, constituted adm ssions--clear, deliberate, and
unequi vocal statenents regarding questions of fact. Caimng
they relied on these adm ssions in presenting their case,
petitioners argue that they woul d be prejudiced if respondent
were allowed to change his position to claimthat conbi ned
mnority and marketability discounts are | ess than 40 percent of
t he predi scount values of any of the subject interests. W
di sagr ee.

Statenents nade by respondent’s counsel during trial were
not clear, deliberate, or unequivocal as to the | evel of
di scounts that respondent was or m ght be conceding. It is clear
t hat respondent had abandoned the determ nations of value in the
statutory notices and had acknow edged that sonme mnority and
mar ketability di scounts were appropriate. However, respondent’s
counsel indicated that “Current I RS Value[s]” represented
different |evels of conbined discounts that could not be conputed
by sinply applying a 40-percent discount to the entity val ues
determined in the statutory notices or otherw se nodified by the
GQustavson reports. Before the end of trial, respondent’s counsel

expl ained that different discounts applied for each conpany,
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conbi ned di scounts were |l ess than 40 percent in sone cases, and
that a nore detail ed breakdown was pending. |ndeed, the only
“Current I RS Value[s]” that incorporated conbi ned di scounts of 40
percent were for interests in Eighty-Eight G| and Black Hlls
Trucking. Thus, as of the end of trial, the discounts that
respondent was concedi ng remai ned unclear. This lack of clarity
is further evidenced by the failure of the parties to include
stipul ations regardi ng conbi ned di scounts in the joint
stipulations introduced by the parties after they had submtted
Exhi bit 262-P to the Court.

More inportantly, we do not believe that petitioners relied
on respondent’s statenents regarding “Current |IRS Value[s]” and
conbi ned discounts in presenting their case. In Ware v.

Comm ssioner, 92 T.C. 1267, 1268 (1989), affd. 906 F.2d 62 (2d

Cir. 1990), we said:

The rule that a party may not raise a new issue on
brief is not absolute. Rather, it is founded upon the
exercise of judicial discretion in determ ning whether
consi derations of surprise and prejudice require that a
party be protected fromhaving to face a bel ated
confrontation which precludes or limts that party’s
opportunity to present pertinent evidence. * * *
[Ctations omtted; see also Estate of Andrews v.

Comm ssioner, 79 T.C. 938, 952 (1982).]

Petitioners obtained expert appraisals for the subject
interests in all disputed conpanies, and their experts testified
at trial in support of their findings on entity val ues and
di scounts. Petitioners appear to have accepted respondent’s

concessions regarding conpanies with “Current IRS Val ue[s]” that
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roughly equal “Return Val ue/ Book Val ue[s]”, but have continued to
litigate the values of the subject interests in other conpanies,
proposi ng conbi ned di scounts exceedi ng 40 percent in nost cases.
Petitioners also presented rebuttal reports and expert testinony
addressing M. CQustavson's criticisns of the Kinball and Lax
reports. Finally, petitioners devoted |arge portions of their
reply brief to rebutting respondent’s posttrial valuation
positions. Al this indicates that petitioners continued to
mar shal their evidence and argunents to support val uation
di scounts greater than those reflected in the “Current IRS
Val ue[s]” figures. Petitioners have not persuaded us that they
woul d have presented their case any differently if respondent had
made no statenments regarding “Current IRS Val ue[s]”.
Accordingly, we find that respondent’s disavowal or clarification
of his pretrial statenents of “Current IRS Value[s]” did not
prejudice petitioners’ ability to present val uation evidence.

B. Rol e of Burdens and Presunptions in Cases at Hand

Petitioners have also argued that if respondent is allowed
to revert to the adjustnents reflected in the deficiency notices,
respondent shoul d have the burden of proof on any adjustnent that
i ncreased the value of a transferred interest to nore than the
“Current IRS Value”. Moreover, petitioners contend that
respondent did not sustain such burden, because he did not offer
any expert testinony regarding the value of the subject

interests. W disagree.
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First, in all but two cases (Dave True’'s date of death
interests in Black Hills Trucking and Wiite Stallion), the val ues
of the subject interests advanced by respondent on brief were
| ower than those determned in the deficiency notices.

Therefore, respondent is not reverting to the deficiency notice
val ues. Second, the nmere fact that the position of one party is
not supported by expert testinony does not require that the other
party’s position, which is so supported, will prevail. See Tripp

v. Comm ssioner, 337 F.2d 432, 434-435 (7th Gr. 1964), affg.

T.C. Meno. 1963-244; Woning Inv. Co. v. Commi ssioner, 70 F.2d

191, 193 (10th Cr. 1934), remandi ng on other grounds a
Menor andum Opi ni on of the Board of Tax Appeals; Cupler v.

Commi ssioner, 64 T.C 946, 955-956 (1975); Estate of Scanlan v.

Comm ssioner, T.C Meno. 1996-331, affd. in an unpublished

opinion 116 F. 3d 1476 (5th Cr. 1997); Brighamyv. Conmm Ssioner,

T.C. Meno. 1992-413.

The presunption of correctness and the burden of proof have
no bearing on our decisions in the cases at hand. There is
sufficient evidence in the record to arrive at supportable
positions on entity val ues and appropriate discounts, bearing in
m nd that opinions of value may legitimately differ wwthin a

reasonabl e range. See Silverman v. Conm Ssioner, supra at 933;

Alvary v. United States, 302 F.2d 790, 795 (2d Cr. 1962).
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The peculiar circunstances of the cases at hand warrant our
inquiries into, and ultimate findings of, internediate val ues for
the True conpani es that exceed tax book values but are | ess than
t he val ues determ ned by respondent in the notices. As discussed
at length under issue 1 of this opinion, petitioners’ buy-sel
agreenents requiring sales of interests in the True conpani es at
tax book value virtually assured unrealistically |lowentity
val ues for certain conpanies. This was due to the use of (1)
accel erated depreciation nethods by capital intensive conpanies
and (2) enhanced wite-offs of substantial asset costs and
capital expenditures of the ranching and oil and gas conpani es.
Thus, the method of accounting used to derive tax book val ues
provided a basis for our holding that the buy-sell agreenents
were testamentary devices and for our hypothesis--wthout regard
to the presunption of correctness or the burden of proof in
sustai ning or overturning the determnations in the notices--that
petitioners’ values did not accurately represent fair market
val ue and that higher values would be appropriate.

Accordingly, we have not relied on the presunption of
correctness or the burden of proof to decide the cases at hand.
We have based our findings of value on our own exam nation of
evidence in the record, including expert reports, published
studies, wtness testinony, exhibits, and joint stipulations of

fact. See infra pp. 186-287; see also Burns v. Conm ssioner, 36
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AFTR 2d 75-6235, 75-2 USTC par. 9774 (10th Cir. 1975), affg. T.C.
Meno. 1974- 220.

C. Petitioners’ Agdregation and O fset Argunent

The transferred i nterests whose val ues renained in dispute
at the date of trial are listed in the Appendi x. The val ues of
transferred interests in the other conpani es (undisputed
conpani es) were not in controversy by the time of trial either
because (1) respondent had not adjusted their values in the
statutory notices or (2) the parties stipulated that respondent
woul d no | onger assert an adjustment in connection wth those
interests. Even so, petitioners submtted appraisal information
into evidence that valued sone, but not all, of the undi sputed
conpani es as of the valuation dates.

In a footnote to their opening brief, petitioners argue that
if the Court finds that the book val ue buy-sell price was not
controlling for estate and gift tax purposes, an offset should be
allowed in determning the overall value of the gross estate and
taxable gifts to the extent that the value of any interest
included in the gross estate or subject to gift tax is |less than
book value. Petitioners reason that the estate tax is inposed on
the fair market value of the total taxable estate, and that the
gift tax is inposed on the fair market value of all taxable gifts
during the taxable period. Therefore, according to petitioners,

any overreported val ue should offset any underreported value in
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calculating the overall estate tax or gift tax liability. W
believe that petitioners’ argunment oversinplifies the issue; we
do not agree that petitioners would be entitled to an offset for
estate tax or gift tax purposes for the reasons set forth bel ow

First, petitioners reported on the 1993 and 1994 gift tax
returns and on the estate tax return that the fair market val ue
of every subject interest was the book val ue, as determ ned under
each conpany’s buy-sell agreenent, at which the subject interest
was sold. See supra pp. 51-55. Reported values are considered
to be an adm ssion by petitioners, so that | ower values cannot be
substituted w thout cogent proof that the reported val ues were

erroneous. See, e.g., Estate of Hall v. Conm ssioner, 92 T.C

312, 337-338 (1989). Here, petitioners did not provide evidence
of value contrary to book value with regard to transferred
interests in True Geothernmal Energy, True M ning, and True
Envi ronnental Renedi ating LLC as of January 1, 1993, and C areton
O, Donkey Creek G 1l, Punpkin Buttes G I, Sunlight Ol, and Wnd
River Ol as of June 4 and June 30, 1994. Therefore, the record
does not contain sufficient evidence to determ ne the aggregate
fair market value of all the transferred interests.

Second, with respect to the gift tax, we have found no
authority that would allow petitioners to offset sales of sone
conpani es for allegedly excess consideration (i.e., buy-sel

formul a price exceeded fair market val ue) against unrel ated sal es
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of ot her conpanies for inadequate consideration (i.e., fair
mar ket val ue exceeded buy-sell fornula price) to produce a | ower
net deened gift. Section 2512(b) provides:
SEC. 2512(b). Were property is transferred for |ess
than an adequate and full consideration in noney or
nmoney’ s worth, then the anmount 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
anmount of gifts nmade during the cal endar year.
The | anguage of the statute suggests that the gift amount is
reduced only by consideration received for the transferred

property that constitutes the gift. See Robinson v.

Comm ssioner, 75 T.C. 346, 351 (1980), affd. 675 F.2d 774 (5th

Cr. 1982). However, petitioners are in effect proposing that
sales of certain True conpanies for excessive consideration
served as consideration for sales of other True conpanies. The
facts do not support this proposition.

Each of the True conpani es was subject to a separate buy-
sell agreenent. The parties could pick and choose which of the
conpani es they would sell and which they would retain. Each sale
was a separate, independent transaction. Accordingly, we see no
reason why consideration for the transfer of one interest should
serve as consideration for another separate transfer.

Third, wth respect to estate tax, we are skeptical of
petitioners’ claimthat book val ues exceeded fair market val ues
for interests in certain True conpani es owned by Dave True at his

death. W have said many tinmes that a buy-sell agreenent that
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constitutes a testanentary device will not fix estate and gift
tax value. More precisely, however, we would say that the buy-
sell formula price does not set a ceiling on value, but that it
does set a floor. The mandatory buy-sell provisions in the cases
at hand effectively gave the estate a put, which set a m ni mum
value for Dave True's interests owned at death. Even assum ng
that the buy-sell agreenent does not set a floor on value, we
doubt that book value actually and substantially exceeded estate
tax fair market value. Petitioners generally base their clains
of overreported value on appraisal information provided in the
final Lax report. However, we often note in our analysis of the
di sputed conpanies, infra, that the final Lax report’s valuation
concl usi ons were unsubstantiated and result-oriented.

Therefore, we find that there is insufficient evidence to
support lower fair market values for any of the undi sputed
conpani es than those originally reported on the 1993 and 1994
gift and estate tax returns.

V. Valuations of True Conpanies in D spute

A True Gl

1. Mar ketable Mnority Interest Val ue

a. Kinball Reports

The Kinball reports determ ned the so-call ed hypotheti cal
fair market value of the subject interests in the disputed

conpani es by using generally accepted valuation procedures and by
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di sregardi ng the book val ue buy-sell price, but otherw se taking
into account all other provisions of the buy-sell agreenment. The
reports outlined four generally accepted approaches for val ui ng
closely held conpanies: (1) The guideline conpany nethod, (2)
t he di scounted cash-flow nethod, (3) the asset accumnul ation
met hod, and (4) the transaction nethod.

The gui deline conpany nethod is a market-based val uation
approach that estimates the value of the subject conpany by
conparing it to simlar public conpanies. First, a group of
conpar abl e “gui deline” conpanies is selected and anal yzed; then
mar ket nultiples are derived and applied to the financi al
fundanental s of the subject conpany. Financial fundanentals
i ncl ude various neasures of operating revenue, incone, underlying
asset val ues, and unit volunme of production. This nethod yields
the value of a marketable mnority interest because value is
determ ned based on publicly marketable mnority interests in
conpani es that have registered and traded securities.

The di scounted cash-flow nethod is an i ncome approach based
on the prem se that the subject conpany’s market value is
measured by the present value of future economc incone it
expects to realize for the benefit of its owners. This approach
anal yzes the subject conpany’s revenue growh, expenses, and
capital structure, as well as the industry in which it operates.

The subject conpany’s future cash-flows are estimted, and the
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present value of those cash-flows is determ ned based on an
appropriate risk-adjusted rate of return.

The asset accunul ation nethod is a cost approach that
estimates fair market val ue of the subject conpany based on the
assets and liabilities reflected on its bal ance sheet. The fair
mar ket val ues of each conpany’ s assets and liabilities are first
determ ned and accunul ated; then the subject conpany’s total
equity is calculated by subtracting total liabilities fromtotal
assets. A closely held business owner nust have the ability to
i qui date the conpany to realize fully the value produced by this
met hod. Thus, the asset accumnul ati on nethod yi el ds the val ue of
a controlling interest, because a mnority sharehol der coul d not
force |iquidation.

The transaction nethod, another narket-based approach,
identifies and anal yzes actual transactions (e.g., nergers and
acqui sitions) of conpanies with operations simlar to those of
t he subject conpany. As with the guideline conpany nethod,
market nultiples are derived fromthe conparabl e conpani es and
applied to the financial fundanentals of the subject conpany.
This method yields the value of a controlling interest because
mergers and acqui sitions typically are acconpanied by a conpl ete
change of control

After considering these val uation approaches, M. Kinball

concl uded that a market-based approach, specifically the
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gui del i ne conpany net hod, woul d be used nost appropriately to
value the True Q| interests. M. Kinball rejected the
di scounted cash-fl ow nmet hod because he believed it was too
difficult to forecast the future prices of oil and gas needed to
estimate future revenues and cash-flows. He also rejected the
transacti on net hod because he found no data on transactions of
conpanies with operations simlar to True Gl. M. Kinball did
not apply the asset accumul ati on approach; instead, he used the
stipul ated physical volume of True O1’'s proved reserves,
measured in barrels of oil-equivalent, to derive the reserve
multiple used in the guideline conpany net hod.

M. Kinball first identified eight guideline conpanies from
the crude oil and natural gas industries, focusing on conpanies
generally in the sane geographic area (Rocky Mountain territory)
as True G I.

M. Kinball then focused his analysis on five market
multiples: Earnings before interest and taxes (EBIT); earnings
before depreciation, interest, and taxes (EBDI T); revenues;

t angi bl e book val ue of invested capital (TBVIC); and reserves
(BOE). He calculated these nultiples and True G|’ s financi al
fundanental s over two tinme periods, the latest fiscal year and a
sinpl e average of the preceding 5 fiscal years. M. Kinbal

pl aced a wei ght of 20 percent on each earnings nultiple (EBIT,

EBDI T, and revenues), 30 percent on the reserves multiple, and 10



- 190 -
percent on the TBVIC multiple. Thus, earnings-based nultiples
were wei ghed nore heavily in aggregate.

M. Kinball selected | ow (rather than nmean or average)
mul ti ples of the guideline conpanies to apply against True G1l’s
financi al fundanental s, because he found that True O had | ow or
negative growh relative to the guideline conpanies. He also
chose lower nultiples because of the depressive effect of True
O 1l’s buy-sell agreenent terns (other than the book val ue price
term. M. Kinball did not adjust True O l’s actual earnings
over the valuation period to reflect differences in accounting
for intangible drilling costs, saying that such adjustnments would
not be nade by a hypothetical buyer of a closely held business.®
| nstead, he nmade qualitative adjustnents to the market multiples
to reflect such differences. M. Kinball did not quantify the
effect of those adjustnments on the market multiples.

Lastly, M. Kinball nmultiplied True G 1’s financial
fundanentals by the selected nultiples derived from guideline
conpany data, and he ascribed different weights to each product.
Because True G| had no long-termdebt, the sum of these anmounts

represented the market value of its equity.

80As previously stated, True Ol deducted intangible
drilling costs in arriving at taxable inconme. |In contrast,
public conpanies would be required to capitalize sone of those
costs under either the successful efforts or full cost nethod of
accounting required by SEC rules or GAAP. See supra p. 23.
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M. Kinball concluded that fair market value of True Gl’'s
total equity on a marketable mnority basis was $37, 253, 000 on
January 1, 1993, and $34, 623,000 on both June 4 and June 30,
1994.

b. Final Lax Report

The final Lax report calculated fair market val ue of
interests in the disputed conpanies w thout considering any
obligations or restrictions inposed by the book val ue buy-sel
agreenent. M. Lax valued the subject interests as of June 3,
1994, the day before Dave True’'s death. However, he opined that
t he val ue remai ned unchanged on June 4, 1994.

The final Lax report enployed two market-based val uation
approaches, the guideline conpany nethod and the reserves nethod,
to determne the value of True Q1.5 First, M. Lax used the
gui del i ne conpany nethod to arrive at a marketable, mnority
val ue of $24,500,000. He identified six publicly traded
conpani es that he considered to be conparable to True G |; four
of those conpanies also were used by M. Kinball. M. Lax
applied EBDIT, EBIT, pretax earnings, and book value multiples to
True O1’s financial results for the 12-nonth period ending
May 31, 1994. Unlike the Kinball reports, the final Lax report

did not provide detail ed supporting schedul es show ng how M. Lax

6. Lax stated that he did not enploy the incone approach
for any of the True entities because, like M. Kinball, he
believed that it was too difficult to forecast the future prices
of oil and gas needed to estimate future revenues and cash-fl ows.
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cal cul at ed gui deline conpany nultiples and True O 1l’s financi al
fundanmentals. In addition, the relative weight M. Lax placed on
each nultiple and whether he adjusted the data for differences in
accounting nethods are al so uncl ear.

Second, M. Lax valued True G| based on an estimted val ue
of its reserves on June 3, 1994. M. Lax adopted the concl usions
of the Scotia report that fair market value of True G|
properties on the valuation date was $34, 800, 000, based on both a
di scounted cash-fl ow and conparative sal es approach. M. Lax
wei ghted this value at 80 percent because he believed that a
reserve anal ysis based on di scounted cash-fl ows was the best
i ndi cation of value for an exploration and producti on conpany.
Next, M. Lax reviewed exploration and production industry
acquisitions in the Rocky Mountain region that occurred within 1
year of the valuation date to establish an inplied range of
dol lars per barrels of oil-equivalent, which he applied to the
Scotia report’s estimted reserve volune to arrive at a val ue of
$27,000, 000. He weighted this value at 20 percent. M. Lax did
not update his conclusions after the parties agreed to the val ue
and volune of True Ql's oil and gas properties.

After conmbining the weighted results of the two reserves
met hods, M. Lax conputed a marketable, controlling value for
True O of $33,200,000. He converted this to a marketable

mnority value by applying a 25-percent mnority discount,
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resulting in a reserves val ue of $24,900,000. The final Lax
report explained that AArelied on data from acquisition
transactions and real estate investnent trusts (REIT S) to
conpute the mnority discounts applied to the subject interests.
The report did not include either a description of the studies or
their findings.

M. Lax conpared the two indications of value, $24,500, 000
under the guideline conpany nethod and $24, 900, 000 under the
reserves nethod, and concluded that True G |’s marketable
mnority val ue was $24, 820, 000 on June 3, 1994.

c. Q@ustavson Report and Respondent’s Position

The Gustavson report val ued major assets owned by True QO
as of January 1, 1993, and June 4, 1994, which included producing
oil and gas properties, the Red Wng Creek gas plant, the Little
Knife gas plant, and the G anpian pipeline. M. Gustavson did
not val ue the conpany as a whole. He explained that industry
practice would treat the value of proved reserves as the nost
inportant (if not the only) indicator of value for a small,

i ndependent oil and gas producer such as True G I.

M. Qustavson used the di scounted cash-flow nethod (incone
approach) to val ue produci ng properties, and he used the boe
met hod (rmar ket approach) to verify those val ues because he

consi dered the boe nethod to be the | east reliable val uation
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approach. M. CGustavson al so used an investnent recovery nethod
to value plant and pipeline facilities.

The CGustavson report valued True G 1l’'s major assets at
$48, 000, 000 on January 1, 1993, and $33, 700, 000 on June 4, 1994.
Subsequently, M. CGustavson reconciled his valuation
net hodol ogi es with those of Dr. Caldwel % to arrive at the True
Ol stipulated asset val ues of $39, 650,000 as of January 1, 1993,
and $34, 200, 000 as of June 4, 1994. See supra p. 156. According
to respondent, the value of True G |’s major assets represented
t he 100-percent equity val ue of the conpany.

Because M. Q@ustavson is not an expert in business
val uations, he did not value the subject interests in any True
conpany. Instead, respondent argues on brief that the True Q|
interests transferred by Dave and Jean True to their sons as of
January 1, 1993 (Dave transferred an 8. 28-percent interest to
each son), and June 30, 1994 (Jean transferred a 5. 74-percent
interest to each son), were entitled to mnority discounts of no

nore than 10 percent.® Respondent bases his conclusions on a

62The Scotia reports al so valued oil and gas properties
owned by True G| as of Jan. 1, 1993, and June 4, 1994. Dr.
Caldwel | primarily relied on the discounted cash-flow nethod to
value True O l’s proved reserves and other facilities, and
applied the conparative sales nethod to test the reasonabl eness
of those results. The Scotia reports concluded that the fair
mar ket val ue of True O |’s nmajor assets was $34, 800,000 on both
val uati on dates.

Spetitioners interpreted respondent’s statenments on brief
to mean that respondent was all ow ng conbined mnority and
(continued. . .)
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student note published near the tine of the transactions at issue
in these cases, which found 10-percent discounts to be the
starting point for mnority discounts that had been uphel d by
courts. See DenHoll ander, Note, “Mnority Interest D scounts and
the Effect of the Section 2704 Regul ations”, 45 Tax Law. 877
(1992).

Respondent al so argues that the 38.47-percent interest owned
by Dave True at his death is not entitled to a mnority discount,
because it represents a significant ownershi p bl ock that had
SwWi ng vote potential. Respondent argues, on the ground that Dave
True held the | argest single block of voting rights in True QI
that his bl ock could be conbined with any other single block to
control the conpany, even though he did not own a stand-al one
controlling interest. Accordingly, respondent contends that no
mnority discount should be allowed in valuing Dave True’'s
interest in True Ol as of June 4, 1994.

In summary, respondent conputed marketable mnority val ues
for the True Ol interests transferred as of January 1, 1993, and

June 30, 1994, of $35, 685,000 and $30, 780, 000, respectively.

83(...conti nued)
mar ket abi ity di scounts of 20 percent for transfers of interests
in True Ol by Dave True and Jean True as of Jan. 1, 1993, and
June 30, 1994, respectively, and for the transfer of Jean True’'s
interest in Belle Fourche as of June 30, 1994. W interpret
respondent’ s statenents to nean that separate mnority and
mar ketability discounts of 10 percent each should apply.
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Respondent derived a marketable controlling value for the
interest valued as of Dave True's death at $34, 200, 000.

d. Court’'s Anal ysis

The positions of the parties and the Court’s determ nation
of the marketable mnority values of True Ol’s total equity at
each of the valuation dates are sumarized infra pp. 215-216

In the cases at hand, we find that exclusive use by
petitioners’ experts of the guideline conpany nmethod to cal cul ate
True Ql’s nmarketable mnority value is inappropriate. W
recogni ze that market-based approaches are hel pful tools for
determning fair market value of unlisted stock. See sec.
20. 2031-2(f), Estate Tax Regs; Rev. Rul. 59-60, sec. 3.03, 1959-1
C.B. at 238. However, in the case of an ongoi ng busi ness, courts
generally will not restrict consideration to only one val uation

approach. See Hamm v. Conm ssioner, 325 F.2d 934, 941 (8th G

1963), affg. T.C. Meno. 1961-347; Ward v. Conm ssioner, 87 T.C

78, 102 (1986); Estate of Andrews v. Commi ssioner, 79 T.C at

945; Portland Mg. Co. v. Conmm ssioner, 56 T.C. 58, 80 (1971),

affd. without published opinion (9th Gr. 1975); Trianon Hotel

Co. v. Conm ssioner, 30 T.C. 156, 181 (1958); Hooper V.

Comm ssioner, 41 B.T.A 114, 129 (1940).

W find it unreasonable to assune that a hypothetica

willing buyer would rely entirely on public conpany nultiples to
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conpute the purchase price of a closely held, fam |y busi ness®
that derived all its value fromits ability to discover and
exploit oil and gas reserves. See Zukin, Financial Valuation:
Busi nesses and Business Interests, par. 19.2[6] at 19-9, par.
19.2[8] at 19-13 (1990). If a conpany is primarily in the
busi ness of selling its assets, then hypothetical buyers nost
likely would be interested in the conpany’ s net asset value. See

Ward v. Conmmi ssioner, 87 T.C. at 102 (citing Harwood V.

Commi ssioner, 82 T.C 239, 265 (1984), affd. w thout published
opinion 786 F.2d 1174 (9th G r. 1986) (concerni ng conpany engaged

in selling tinber)); see also Estate of Janeson v. Conm SSioner,

T.C. Meno. 1999-43. True Ql’s proved oil and gas reserves are

its nost significant asset and its sole source of revenue, so it

84Dr . Shannon Pratt (founder of WMA) and his coll eagues
articul ated sone of the fundanmental differences between | arge and
smal | conpani es that would dimnish the value of the guideline
conpany approach as foll ows:

Publ i c conpanies are run by boards of directors
and professional managers. These executives nake
operati ng deci sions based on a different set of
corporate objectives than private conpanies typically
have. Private conpanies are nore likely to have
relationships with famly nenbers, enpl oyees,
suppliers, custoners, and the |l ocal community that have
devel oped over a long period of tine. These
rel ati onshi ps can present the board and the managenent
of the private conpany with corporate objectives that
are different than a strict duty to maxim ze
shar ehol der value. As an additional exanple, in
private conpanies, the analyst is nore likely to
observe a strategy that is designed to mnim ze incone
taxes, conpared with strategies of public conpanies.
[Pratt et al., Valuing Small Businesses and
Prof essional Practices 289 (3d ed. 1998).]
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is appropriate to use the net asset value nethod (or what M.
Kinmball called the asset accumul ati on nmethod), in conjunction
wi th the guideline conmpany nethod, to determ ne the value of True
Ol. Accordingly, we treat the stipulated value of True O 1l’s
maj or assets® as the conpany’s net asset val ue.

Petitioners argue that the Kinball reports properly
accounted for the value of True Gl’s reserves by using the
reserves multiple in the guideline conpany anal ysis. W disagree
for two reasons. First, M. Kinball’ s reserves multiple was
based on the stipul ated physical volune of proved reserves
measured in barrels of oil-equivalent, known as the boe nethod;
however, the geol ogical experts’ reports of both parties favored
t he di scounted cash-flow nethod to value True QO l’'s proved
reserves and used the less reliable boe nethod only as a
reasonabl eness test. Second, M. Kinball weighted the reserves
multiple at only 30 percent, which we would consider |ow given
the nature of True G|’ s business.

Petitioners also contend that we should disregard al together
the net asset value nethod in determning True Ql’s entity val ue
because the subject interests carried no liquidation rights so
t hat hol ders of such interests could not access the underlying
asset values. W disagree. Although the net asset val ue net hod

yields the value of a controlling interest, a mnority discount

True O had no long-term debt on or around the val uation
dates, and current assets generally offset current liabilities.
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woul d be applied to reflect the constraints inposed on mnority
owners. Moreover, True Ol is primarily in the business of
selling its assets; thus, liquidation is not the only neans by
whi ch an owner woul d have access to the conpany’s net asset
value. Here it is likely that a hypothetical purchaser would
gi ve substantial weight to True G |’s underlying asset val ues
even though he woul d not have the ability immediately to realize
those values in their entirety by forcing liquidation. See

Estate of Andrews v. Conmissioner, 79 T.C. at 945; Estate of Dunn

V. Conm ssioner, T.C. Meno. 2000-12.

Turning to the guideline conmpany nethod, the Kinball reports
present a clear and adequately docunented approach to determ ning
True Ql’s nmarketable mnority value. However, we note a few
areas of concern. First, we could not trace any adjustnents nade
to either the guideline conpanies’ earnings nmultiples or True
O 1's financial fundanentals to reflect the fact that intangible
drilling and dry hole costs were being accounted for differently.
This om ssion could lead to significant distortions in val ue
given True O1’s substantial intangible drilling (including
nonproductive well) costs over the years. Second, M. Kinball’s
consi stent choice of only the | owest guideline conpany multiples
suggests a |l ack of conparability between the sel ected conpanies
and True Q1. Third, the restrictive provisions (other than

price) of True O 1l’'s buy-sell agreenent inappropriately
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i nfluenced M. Kinball’'s choice of multiples. As stated earlier,
restrictive provisions of buy-sell agreenents that are deened to
be testanentary devices should be disregarded in determning fair
mar ket val ue for estate and gift tax purposes. See supra p. 152.
Adj ustnments for these errors would result in marketable mnority
val ues hi gher than those derived by M. Kinball

The final Lax report’s guideline conpany anal ysis was even
nore questionable. It provided no data to support the
calculations of EBDI T, EBIT, pretax earnings, and book val ue for
ei ther the conparable conpanies or True Ql. Further, M. Lax
did not explain the relative weight placed on each factor. The
Lax report al so applied nmarket nmultiples to only 1 year’s worth
of financial data. W believe that using a 5-year average of
True G l’s financial fundanentals (as M. Kinball did) would have
provi ded nore representative results. Wthout nore data and
expl anations, we cannot rely on the final Lax report’s valuation
concl usi ons using the guideline conpany net hod.

We need not discuss the strengths or weaknesses of M. Lax’s
reserves nmethod because the parties stipulated the value of True
Ol’'s reserves as of the rel evant neasurenent dates.

Regardi ng the issue of mnority discounts, this Court
recogni zes that a mnority interest in a conpany usually is worth
| ess than a proportionate share of the conpany’s total value, see

VWard v. Conm ssioner, 87 T.C. at 106; Estate of Andrews V.
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Comm ssioner, 79 T.C. at 953, because a minority interest hol der

| acks control over conpany policy, cannot direct paynent of
di vi dends, and cannot conpel a |iquidation of conpany assets, see

Est ate of Newhouse v. Conm ssioner, 94 T.C at 249; Harwood V.

Comm ssioner, 82 T.C. at 267. Applicability of mnority

di scounts depends on the type of interest being appraised (i.e.,
degree of control the interest confers) and on any assunptions
regarding control that are inplicit in the entity-1evel
val uation

For estate tax purposes, the property being valued is the
i nterest decedent owned at death. See sec. 2031. W arrive at
this value by exam ning the degree of control inherent in the
decedent’s interest and not the control conveyed to the

decedent’s | egatees. See Estate of Chenoweth v. Conm ssioner, 88

T.C. 1577 (1987). W determ ne whether a block of stock is a
mnority interest without considering the identity and prior
hol di ngs of the transferee, because the hypothetical willing
buyer-willing seller test is an objective test. See Estate of

Watts v. Conmm ssioner, 823 F.2d 483, 486-487 (11th G r. 1987),

affg. T.C. Meno. 1985-595; Estate of Bright v. United States, 658

F.2d 999, 1005-1006 (5th GCr. 1981).
We find the 25-percent mnority discount applied in M.
Lax’ s reserves nethod analysis to be unsubstantiated and

unreliable. The final Lax report vaguely described studi es of
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acqui sition transactions and REIT's to support the chosen
di scount, but it did not cite specific studies, describe the
studi es’ assunptions and findings, or analyze the control
features of the True oil subject interests. W therefore
di sregard the final Lax report’s proposed mnority discount.

We al so disagree with respondent’s argunent that the 38.47-
percent interest Dave True owned at death would be conbined with
any other single ownership block to control True QI so that a
mnority discount is unjustifiable. In determ ning whether a
mnority discount applies, we do not assune that the hypotheti cal

buyer is a nenber of decedent’s famly. See Propstra v. United

States, 680 F.2d 1248, 1251-1252 (9th Cr. 1982); Estate of Hal

V. Conm ssioner, supra; Mnahan v. Commi ssioner, 88 T.C. 492, 499

(1987). Here, we assune that the buyer is an unrelated party,
but we are free to recogni ze Jean True and the True sons as the
ot her general partners as of Dave True's death. See Estate of

Davis v. Commi ssioner, 110 T.C 530, 559 (1998). G ven these

assunptions, we find it unlikely that a nenber of Dave True’'s
famly would join forces with an unrel ated purchaser to gain
voting control over True GIl. See id. In addition, the concept
of voting control does not apply to True G, a genera
partnership that is jointly managed by all of its owners. Cf

Estate of Wnkler v. Conmi ssioner, T.C. Menp. 1989-231

(di stinguishing voting fromnonvoting stock for val uation
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pur poses and denying mnority discount to voting stock because of
SWi ng vote potential).
A conparison of the marketable mnority values for True Q|

proposed by M. Kinball and by respondent foll ows:

Ki nball reports’

Respondent’s net

!ﬂ%ﬁﬁi%gﬂ quideukﬁﬁu;fnpanv asset val ue net hod
January 1, 1993 $37, 253, 000 $35, 685, 000
June 4, 1994 $34, 623, 000 N A
June 30, 1994 $34, 623, 000 $30, 780, 000

We have acknow edged the nerits of both parties’ valuation
met hods and bel i eve that sone conbination of the two nethods
woul d nost accurately neasure True G |l’s marketable mnority
val ue. However, M. Kinball’'s values would require adjustnents
for our stated concerns, which are likely to result in higher
values. As it is, we need not conpute M. Kinball’'s adjusted
gui del i ne conpany val ues because respondent’s nmarketable mnority
val ues (shown above) are less than M. Kinball’s as of January 1,
1993, and June 30, 1994. Thus, we accept respondent’s market abl e
mnority values as of January 1, 1993, and June 30, 1994, and
treat them as concessions.

Respondent did not determine True O1l’'s marketable mnority
val ue as of June 30, 1994, because he treated Dave True as owni ng
a controlling interest at death. However, we treat Dave True’s

38.47-percent interest in True Ol as a mnority interest, and we
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assunme that True G |’s marketable mnority value on June 4, 1994,
was equal to its value on June 30, 1994 (i.e., $30, 780, 000).

2. Marketability Di scounts

a. Kinball Reports

The Kinball reports discussed two types of enpirical studies
that WWA relied on to quantify marketability discounts for
cl osely held conpanies. Those studies anal yzed di scounts on
sales of restricted shares of publicly traded conpanies
(restricted shares studies) and discounts on private transactions
t hat preceded public offerings (pre-IPO studies).

The restricted shares studi es sought to isolate
mar ketability fromall other value-affecting factors by anal yzing
the price differential between freely traded stock of a public
conpany and stock that is otherwi se identical except for certain
time period restrictions on trading in the open market. The
Ki nbal | reports discussed the results of eight studies that
covered the years 1966 through 1988, and found average
mar ket abi l ity di scounts ranging fromapproximately 26 to 45
per cent .

The Kinball reports also discussed two pre-1PO studi es that
used data from SEC registration statenments to conpare share

prices of conpanies before and after they had gone public. The



- 205 -
studi es generally covered the years 1975 through 1995, and found
marketability discounts ranging from40 to 63 percent. %

Next, the Kinball reports generally addressed aspects of al
the True conpani es’ partnership agreenents and Woni ng’ s gener al
partnership |l aw that nmade the subject partnership interests |ess
l[iquid than publicly traded stock or Iimted partnership
i nterests. M. Kinball testified that he factored all the
partnershi p agreenent provisions (other than the book val ue buy-
sell price) into his determ nation of marketability di scounts.

First, the Kinball reports noted that transfer or assignnent
of a partnership interest would not term nate the partnership, so
that a hypothetical buyer would have to litigate to force
i quidation of a True partnership.

Second, the Kinball reports stated that Wom ng | aw required
a buyer to obtain consent fromthe existing partners to be
admtted as a new partner; otherw se, the buyer would be treated
as a transferee with rights limted to receiving his or her pro
rata share of current and liquidating distributions. As a
result, the Kinball reports concluded that potential purchasers
woul d be di scouraged frombuying an interest in a True
partnership w thout the assurance of gaining such consent.

Third, the Kinball reports observed that the mandatory buy-

sell provisions would have a chilling effect on the market for

%60ne of the studies specifically omtted natural resource
conpani es fromthe group of conpani es bei ng exam ned.
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interests in the True partnerships. The reports stated that
potential buyers would not want to spend tinme anal yzing an offer
price if there were other buyers with prior purchase rights,
especially if those buyers were current owners and operators of
the business. Additionally, the universe of potential purchasers
woul d be reduced by (1) the requirenent that all partners (or
their spouses) actively participate in the business and (2) the
prohi biti on agai nst encunbering partnership interests (treated as
a sal es event triggering nmandatory buy-sell), because purchasers
woul d have difficulty obtaining financing w thout pledging the
subj ect interests.

Fourth, the Kinball reports suggested that potenti al
i nvestors would hesitate to expose thensel ves to personal
liability as general partners given the environnental and
busi ness risks associated with the oil and gas industry.

Fifth, the Kinball reports observed that none of the True
partnershi ps had nmade section 754 elections, so that a
hypot heti cal purchaser of the subject interests would recognize
built-in gain on sales by the partnerships of their assets. The
Ki nbal I reports explained that this would adversely affect
mar ketability because a hypot hetical purchaser could avoid such
built-in gain through an outright purchase of assets simlar to

t hose owned by the partnership.
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Based on the foregoing, the Kinball reports concl uded that
the subject interests in True Gl were not readily marketable and
appl i ed 40-percent marketability discounts to the marketable
mnority values as of January 1, 1993, June 4, 1994, and June 30,
1994.

b. Final Lax Report

The final Lax report contained only a brief justification
for the marketability discounts applied to mnority interests in
True O1. The report said that AA gathered data on di scounts
t hat have been realized on private market sales of restricted or
illiquid ownership interests and al so exam ned the cost of
creating a public market for closely held interests. However,

t he underlying data fromthose studies was not included in the
report. The final Lax report concluded that a mnority interest
in True Gl was relatively illiquid, because the conpany was
closely held and its interests were unregi stered; therefore,

M. Lax applied a 45-percent marketability discount to the

mar ketable mnority val ue cal cul ated as of June 3, 1994.

c. Qustavson Report/Rebuttals and Respondent’s
Posi tion

Respondent did not provide expert testinony regarding
mar ketabi ity di scounts for any True conpany; instead, the
GQustavson rebuttals criticized only the discounts applied in the

Kinmball and final Lax reports.
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Respondent characterizes the True Ol interests as being
mar ket abl e and therefore proposes a 10-percent discount for
interests being valued as of January 1, 1993, and June 30, 1994,
and no di scount (due to swing vote potential) for the interest
bei ng val ued as of June 4, 1994.

d. Court’'s Anal ysis

A discount for lack of marketability reflects the absence of
a ready market for interests in closely held businesses. See

Estate of Andrews v. Conmmissioner, 79 T.C. at 953. The benchmark

for marketability of mnority interests is the active public
securities market, where a security holder can quickly and easily
sell a mnority interest at a relatively low cost. The mnority
owner of a closely held conpany does not have simlar liquidity,
because the pool of potential purchasers is substantially smaller
and securities registration requirenents inpose substanti al

del ays and transaction costs.

To determ ne appropriate marketability discounts, this Court
has consi dered fundanental elenents of value that investors use
to make investnment decisions. Sonme of the factors include: (1)
The cost of a simlar conpany’s stock; (2) an analysis of the
corporation’s financial statements; (3) the corporation’s
di vi dend- payi ng capacity and dividend paynent history; (4) the
nature of the corporation, its history, its industry position,

and its econom c outlook; (5) the corporation’s managenent; (6)
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the degree of control transferred with the block of stock to be
valued; (7) restrictions on transferability; (8) the period of
time for which an investor nust hold the stock to realize a
sufficient return; (9) the corporation’s redenption policy; and
(10) the cost and likelihood of a public offering of the stock to

be valued. See Estate of Glford v. Conmm ssioner, 88 T.C. 38, 60

(1987); Northern Trust Co. v. Comm ssioner, 87 T.C 349, 383-389

(1986), affd. sub nom Citizens Bank & Trust Co. v. Conm SsSioner,

839 F.2d 1249 (7th Cr. 1988); Mandel baumv. Comm ssioner, T.C

Meno. 1995-255, affd. w thout published opinion 91 F.3d 124 (3d
Cr. 1996).

The factors Iimting marketability of True QI general
partnership interests on the valuation dates included: (1) The
True famly’'s commtnent to keep True QI privately owned; (2)
the risk that a purchaser would not obtain unani nbus consent to
be admtted as a partner; (3) True G|’ s declining revenues due
to increased conpetition and failure to find new reserves or to
i ncrease production; (4) the subject interests’ |ack of control;
(5) a purchasing partner’s exposure to joint and several
ltability; and (6) the long holding period required to realize a
return.

Under Issue 1 of this opinion, we have held that the
restrictive provisions of the buy-sell agreenents are to be

disregarded in determning fair market value for estate and gift
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tax purposes. See supra pp. 152-155. W concur with the
reasoni ng of Lauder 111, which found that all aspects of the buy-
sell agreenent, and particularly those tending to depress val ue,
were tainted by the sanme testanentary objectives that nade the
formula price irrelevant for transfer tax purposes.

The Lauder |11 sharehol ders’ agreenent was a stand-al one
docunent separate fromthe corporation’s governing instrunents
(i.e., articles of incorporation, bylaws), nmuch like the
St ockhol ders’ Restrictive Agreenments of the True corporations.
Accordingly, we disregard the Belle Fourche, Black Hills
Trucki ng, and Wiite Stallion buy-sell agreenents entirely in
determning fair market value of the subject interests in those
conpani es. By contrast, the True partnerships incorporated buy-
sell restrictions anong the governing provisions of the
partnership agreenents. As a result, we disregard only the buy-
sell provisions® of the True O I, Eighty-Eight O, and True
Ranches partnership agreenments in determning fair nmarket val ue
of the subject interests in those conpanies. W consider the
buy-sell agreenments only to recogni ze that their existence
denonstrates the True famly' s commtnent to maintain famly

control over the True conpani es.

5"The buy-sell provisions in the True O 1l, Ei ghty-Eight G1,
and True Ranches partnership agreenents are titled: Par. 17.
“Restriction on Partnership Interest”; Par. 18. “Sal es Events”;
Par. 19. “Buy and Sell Agreenment”; Par. 20. “Price”; Par. 21.
“Effective Date”, and Par. 25. “Binding on Heirs”.
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The Kinball reports determ ned the so-call ed hypotheti cal
fair market value of the subject interests by ignoring the book
val ue buy-sell price, but otherw se regarding all other
provi sions of the buy-sell agreenments. M. Kinball factored the
buy-sell agreenent terns into his determ nation of both entity
val ues and marketability discounts. This is a mgjor flawin
met hodol ogy that reduces the reliability of the conclusions of
the Kinball reports.

VWil e we ignore buy-sell restrictions for valuation purposes
if they are deened to be testanmentary devices, we do not ignore
State law transfer restrictions. In determning the value of an
asset for transfer tax purposes, State | aw determ nes what

property is transferred. See Mdrgan v. Conm ssioner, 309 U S

78, 80 (1940); Estate of Bright v. United States, 658 F.2d 999,

1001 (5th Gr. 1981); Estate of Nowell v. Comm ssioner, T.C

Meno. 1999-15. Under the Wom ng Uniform Partnership Act (WJPA),
a person may becone a partner only with the consent of al
partners. See Wo. Stat. Ann. sec. 17-21-401(j) (M chie 1999). ¢
A partner’s only transferable interest in the partnership is his
or her interest in distributions. See Wo. Stat. Ann. sec. 17-
21-502(a) (Mchie 1999). The transfer, in whole or in part, of a

partner’s transferable interest does not entitle the transferee

%Al referenced sections of the Wom ng Uniform Partnership
Act (WUPA) were in effect at the time of the subject transfers in
1993 and 1994.
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to participate in the managenent or conduct of partnership
busi ness, to require access to information about partnership
transactions, or to inspect or copy the partnership books and
records. See Wo. Stat. Ann. sec. 17-21-503(a) (Mchie 1999). A
transferee of a partner’s transferable interest is entitled to
receive current or liquidating distributions to which the
transferor would otherwi se be entitled. The transferor retains
the rights and duties of a partner other than an interest in the
distributions transferred. See Wo. Stat. Ann. sec. 17-21-503(b)
and (c¢) (Mchie 1999).

The deni al of nanagenent rights to a transferee interest
woul d make it | ess marketable than a partnership interest. See

Adans v. United States, 218 F.3d 383 (5th Gr. 2000). A

hypot heti cal purchaser could not count on being admtted into
partnership with the close-knit True famly and would factor any
uncertainty regarding his ownership rights and privileges into

his offering price. See Estate of Newhouse v. Conm SsSioner,

supra at 230-233. Thus, we agree with the conclusion of the
Kinbal | reports that this is a val ue-depressing factor.

On the other hand, we are troubled by the |ack of any clear
connection between the Kinball reports’ general discussion of
restricted stock and pre-1PO studies and the marketability
di scounts applied to the True G| subject interests. For

i nstance, there was no showi ng that the industries represented in
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the studies had risks and other attributes simlar to the oil and
gas industry. |In fact, one of the pre-1PO studies specifically
excl uded natural resource conpanies fromthe conpani es being
exam ned.

In addition, M. Kinball did not explain how his analysis of
True Ql’s historical financial data, see supra pp. 156-158,
affected the marketability discounts. W believe his analysis,
by choosi ng conparison years that enphasi zed downward trends in
True O 1’s financial performance (e.g., extraordinary |losses in
Honduras) painted a bl eaker picture than is appropriate. On the
positive side, True Q| replaced and slightly increased its
proved reserves from 1973 to 1994 and did so wi thout incurring
outside debt. Even allowng for this, we find that True O 1l’s
substanti al exploration expenditures, declining revenues, and
inability to make significant net distributions to partners would
adversely affect the marketability of an interest in the conpany.

We are dissatisfied conpletely with both M. Lax’s and
respondent’s treatnent of marketability discounts. First,
nei ther provided enpirical data for average discounts in the
mar ket or an analysis of marketability factors particular to True
O1l. Second, the final Lax report applied higher marketability
di scounts than the Kinball reports, even though the final Lax
report did not consider any val ue-depressing aspects of the True

O 1 buy-sell agreement. Third, respondent’s marketability
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di scounts are either unreasonably |low (given the factors limting
mar ket abi ity di scussed above) or nonexistent, due to
respondent’s incorrect assunptions regarding sw ng vote
potenti al .

Based on the record before us, we apply a 30-percent
mar ketabil ity discount to the mnority interests in True Q|
val ued as of January 1, 1993, June 4, 1994, and June 30, 1994.
We derive this figure first by acknow edgi ng that the subject
interests in True Ol are |less marketable than actively traded
interests, for reasons previously stated. W then use M.
Kinbal | " s discount as a starting point. M. Kinball did not
explain clearly how he used market data to conpute his
mar ketability discounts. |t appears that he chose a 40-percent
di scount to fall within the high range of discounts observed in
the restricted stock studies (26 to 45 percent). W believe that
the restricted stock studies provide nore rel evant data than the
pre-1PO studi es, because True Ol interests are subject to State
| aw transfer restrictions and because True QI is not conparable
to a conpany on the verge of going public. Finally, we reduce
t he proposed 40-percent discount to 30 percent, because M.
Ki nbal | i nproperly considered the True Q| buy-sell agreenent in

devel oping his marketability di scounts.
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3. Summary of Proposed Values and Court’s Determ nations of Values of Interests
in True Gl
Val ue as of Book val ue Statutory Ki nbal | Fi nal Lax Respondent’ s Court’s
January 1, 1993 reportd on notice value reports report position val ues
return

Entity Val ue

(Controlling Basis) N A N A N A N A $39, 650, 000 N A

(3,965, 000)

Less: Mnority D scount N A N A N A N A 10% N A
Mar ket abl e M nority

Val ue N A N A $37, 253, 000 N A 35, 685, 000 $35, 685, 000
Less: Marketability (14,901, 200) (3,568,500) (10, 705,500)

Di scount N A N A 40% N A 10% 30%
Nonmar ket abl e M nority

Val ue N A N A 22,351, 800 N A 32,116, 500 24,979, 500
Val ue of 24.84%

Interests (total)

Transferred to True Sons 5,226, 006 13, 940, 210 5,552, 187 N A 7,977,739 6, 204, 908
Val ue as of
June 4, 1994
Entity Val ue

(Controlling Basis) N A N A N A N A 34, 200, 000 N A
Less: Mnority D scount N A N A N A N A N A N A
Mar ket abl e M nority

Val ue N A N A 34, 623, 000 24, 820, 000 N A 30, 780, 000
Less: Marketability (13,849,200) (11, 169, 000) (9, 234, 000)

Di scount N A N A 40% 45% N A 30%
Nonmar ket abl e M nority

Val ue N A N A 20, 773, 800 13, 651, 000 N A 21, 546, 000
Val ue of 38.47% | nt er est

Omed at Dave True's

Deat h 5, 538, 423 20,041, 717 7,991, 681 5, 251, 540 13, 156, 740 8, 288, 746




Val ue as of
June 30, 1994

Entity Val ue
(Controlling Basis)

Less: Mnority
Di scount

Mar ket abl e M nority
Val ue

Less: Marketability
Di scount

Nonmar ket abl e M nority
Val ue

Val ue of 17.23%
Interests (total)
Transferred to True
Sons

216 -

Book val ue Statutory Ki nbal | Fi nal Lax Respondent’ s Court’s
reported on notice reports report position val ues
return val ue
N A N A N A N A $34, 200, 000 N A
(3,420, 000)
N A N A N A N A 10% N A
N A N A $34, 623, 000 N A 30, 780, 000 $30, 780, 000
(13, 849, 200) (3,078, 000) (9, 234, 000)
N A N A 40% N A 10% 30%
N A N A 20, 773, 800 N A 27,702, 000 21, 546, 000
2,528, 315 8,976, 312 3,579, 326 N A 4,773, 055 3,712,376
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B. Belle Fourche

1. Val ue of Total Equity on a Marketable Basis

a. Kinball Report

M. Kinball applied the guideline conpany nethod to val ue
the subject interests in Belle Fourche as of June 4 and June 30,
1994. He rejected the discounted cash-fl ow net hod, reasoning
that the cash-flow projections and di scount rate determ nations
required would be too difficult to conpute and woul d not reflect
investors’ attitudes toward these types of conpani es.

First, M. Kinball identified four guideline conpanies from
t he crude petrol eum pi peline and refined petrol eum pi pel i ne
i ndustries, which are simlar but not identical to Belle
Fourche’s line of business. M. Kinball could not identify any
publicly traded conpani es that were engaged in crude oi
gat heri ng.

M. Kinball then analyzed six market nultiples: EBIT,
EBDI T, debt-free net incone (DFNI), debt-free cash-flow (DFCF),
revenues, and TBVIC. As with True QI, he used data fromthe
| atest year and an average of the 5 preceding years to calcul ate
the nultiples. M. Kinball weighted the EBDI T and DFCF nul tipl es
at 30 percent each and the rest at 10 percent each. M. Kinball
expl ained that he chose low nultiples to apply to Belle Fourche’s
financi al fundanmental s because the gui deline conpanies were

| arger and nore successful than Belle Fourche.
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After subtracting debt owed to sharehol ders of $17, 115, 350,
M. Kinball concluded that the fair market value of Belle
Fourche’s total equity on a marketable mnority basis was
$13, 654, 361 on both June 4 and June 30, 1994.

M. Kinball calculated total equity on a mnority basis even
t hough he was valuing a 68.47-percent interest as of June 4,
1994, because he found that the Belle Fourche buy-sell agreenent
elimnated any premumfor control that m ght otherw se have
attached to a block of stock representing voting control.

Rel ying on the opinion of a Wom ng attorney, M. Kinball
expl ai ned that a hypothetical purchaser (other than a current
stockhol der) woul d not be recogni zed as a stockhol der unl ess he
or she conplied with the buy-sell agreenent terns or gained
consent of the other stockholders. M. Kinball stated that a
hypot heti cal purchaser who was not recogni zed as a stockhol der
woul d not have the right to vote, the right to distributions, or
any other rights against the conpany, unless he or she
successfully chal |l enged enforcenment of the buy-sell agreenent in
court. For these reasons, M. Kinball concluded that a
hypot heti cal purchaser would not pay a prem um for such
gquestionabl e control.

b. Initial and Final Lax Reports

The initial Lax report also used the guideline conpany
nmet hod and conpared Bell e Fourche’s financial results to those of

si x pi peline conpani es (none of which operated gathering |ines).
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M. Lax applied EBDI T, EBIT, and pre-tax earnings (EBT) multiples
to Belle Fourche’s financial results for the 12-nonth period
ending May 31, 1994. The initial Lax report did not disclose the
sel ected gui deline conpany nultiples, Belle Fourche’s financi al
fundanental s, or the weight assigned to each multiple to arrive
at total equity val ue.

The initial Lax report concluded that the fair market val ue
of Belle Fourche’s equity as of June 3, 1994, on a marketable
controlling basis, was $10 mllion, which included a 25-percent
control premum According to the report, the prem um was based
on the specific control features of the subject interest (e.g.,
control over the conpany’s distributions, assets, and managenent
deci sions) and on public market acquisition transactions.

As described in nore detail later, the initial Lax report
applied a 40-percent marketability discount to arrive at a
nonmar ket abl e controlling value for the 68.47-percent interest of
$4, 108, 200 as of June 3, 1994.

Simlarly, the final Lax report used the guideline conpany
met hod and the sane public conpany conparisons as the initial Lax
report. However, M. Lax stated that he did not conpute an
entity value for Belle Fourche in the final Lax report. |nstead,
he purported to value the specific 68.47-percent interest wthout
first deriving the total equity value of Belle Fourche on either

a controlling or a noncontrolling basis.
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M. Lax expl ained that even though a 68.47-percent interest
w el ded voting control over Belle Fourche, a hypothetical buyer
woul d not pay a premumfor the interest because of the
interrel at edness of the True conpanies. According to M. Lax,
Bell e Fourche is part of a network of interdependent, famly-
owned conpani es engaged in all aspects of the oil and gas
busi ness. He enphasi zed that these conpani es shared managenent
and adm nistrative resources and relied on each other for
success, so that it would be difficult for Belle Fourche to stand
alone profitably. He observed that as a pipeline conpany with no
dedi cated reserves, Belle Fourche depended on True O, True
Drilling, and especially on Eighty-Eight O1, as the shipper, to
ensure continued operation of its pipeline. M. Lax concluded
that a hypothetical buyer would not assign additional value to
voting control over Belle Fourche because the buyer coul d not
obtain simlar control over the related True conpanies.

The val uation analysis of the final Lax report concl uded:

Using the 12 nonths ended [ May 31, 1994] EBDI T of

$9, 000, 000 and nultiples of 2, 2.5 and 3.0 less the

i nterest bearing debt of $16, 000, 000; EBIT of

$4, 057,000 and nultiples of 4.5, 5.0 and 5.5 less the

debt of $16, 000,000 and EBT of $2,975,000 and multiples

of 2, 2.5, 3, we concluded an equity value for the

68.47 percent [interest] of $4,100,000 as of June 3,
The iﬁ?g?hation above represents all the financial data that
M. Lax provided to support his valuation concl usion.

As described infra, the final Lax report stated that no

mar ketabi ity di scount would apply to Dave True' s 68. 47-percent
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interest in Belle Fourche, contrary to the findings of the
initial Lax report.

c. Qustavson Report and Respondent’s Position

M. Qustavson applied the discounted cash-fl ow (DCF) nethod
to val ue pipeline assets owned by Belle Fourche as of June 4,
1994; he did not value the conpany as a whole. Under this
met hod, M. Qustavson nultiplied projected future throughput by
estimated net revenue per barrel to devel op annual net cash-
fl ows, which he then discounted to account for the tinme val ue of
nmoney.

The Gustavson report projected discounted cash-flows for 15
years, assumng half a year’s throughput in years 1 and 16. He
estimated 1994 t hroughput based on one-half of actual 1993
t hroughput, or 18 mllion barrels. M. Qustavson incorporated an
annual decline rate for throughput (7 percent) that mrrored the
forecasted rate of decline in oil production for the State of
Wom ng. M. CQustavson noted that his analysis of |ocal
production data yielded a 2-percent decline rate; however, he
chose the higher statewide rate to be nore conservative. M.
GQustavson stated that he exam ned Bell e Fourche’s throughput data
(derived fromfilings with regul atory agenci es) goi ng back 23

years, and that he found the flowto be fairly uniform
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M. Qustavson estimted net revenue per barrel by dividing
Bell e Fourche’s historical net revenue® by its historical
t hroughput. He averaged the values for years 1990 t hrough 1993
to derive an average net revenue per barrel of .24, and applied
this to projected throughput in year 1. M. Qustavson
established a 4-percent annual decline rate for net revenue per
barrel by consulting a survey conducted by the Society of
Pet rol eum Eval uati on Engi neers (SPEE). This assuned that
i ncreasi ng operating costs would decrease the profit margin on
each barrel transported by the pipeline.

In his report, M. Gustavson applied a 14-percent discount
rate to the projected net cash-flows. He conputed this rate by
taking 10 percent, the regulated maximumtariff over cost of
service that a pipeline operator was allowed to charge, and
adding 2 percent, for the risk that new conpetition m ght
undercut Belle Fourche's prices, and another 2 percent, to
account for the risk that Belle Fourche s throughput m ght drop
bel ow t he average decline rate. M. Qustavson cited industry
personnel as confirmng that a 10- to 15-percent discount rate
was typically used to anal yze cash-fl ows of a pipeline conpany.

M. Qustavson stated that he did not conduct site visits or

di scuss his DCF projections with Belle Fourche’s nanagenent. He

%Hi storical net revenue was conposed of gross operating
revenue m nus operating expenses, rent/l ease paynents, State and
| ocal property taxes, other taxes, and interest expense.



- 223 -
expl ained that it was not necessary to interview managenent in
this case for a nunber of reasons: Cash-flow was not influenced
entirely by managenent; he assumed that managenent policies would
remai n unchanged; the pipeline industry was highly regulated on a
Federal and State |evel; and public information was avail abl e
regardi ng how nuch oil could be expected to flow through a
pi pel i ne.

M . @ustavson concluded that the fair market value of Belle
Fourche’ s pipeline assets under the DCF net hod was $34.62 mllion
on June 4, 1994. M. Qustavson also briefly discussed the
conpar abl e sal es and cost approaches to verify his concl usions
under the DCF nethod. ©

According to respondent, M. Qustavson’s gross asset val ue
of $34, 600, 000 (rounded) mi nus outstanding | ong-term debt of
$17, 115, 350 represented the conpany’s net asset value. Thus,
respondent derived a marketable controlling value for Belle

Fourche of $17,484,650 as of June 4 and June 30, 1994.

Under the conparable sales nmethod, M. Qustavson exam ned
an unrel ated purchase of a Canadi an crude oil pipeline in July
1993. He used generally the same DCF analysis as he did for
Bel | e Fourche; however, he assuned that fair market val ue equal ed
t he purchase price and solved for net revenue per barrel of oil.
This resulted in a net revenue figure of .26 per barrel, which
cl osely approximated the .24 per barrel anount used for Belle
Fourche. Under the cost nethod, M. GQustavson revi ewed apprai sal
information prepared for tax assessnment purposes by the Wom ng
Depart ment of Revenue. For 1995, the Departnent of Revenue
val ued Bell e Fourche assets at $27, 605,035, on a replacenent cost
basis. Because this nunber was reasonably close to the DCF
met hod’ s value, M. Qustavson stated that this validated his
concl usi ons.
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Respondent all owed a 10-percent mnority discount in
val uing the 17.23-percent interest transferred by Jean True as of
June 30, 1994. Therefore, respondent asserts that Belle
Fourche’s marketable mnority val ue was $15, 736, 185 on that date.

d. Court’'s Anal ysis

The positions of the parties and the Court’s determ nation
regardi ng the marketabl e value of Belle Fourche' s total equity at
each of the valuation dates are summari zed infra p. 240.

As wth True G, we find it inappropriate to use only the
gui del i ne conpany nethod to value the subject interests in Belle
Fourche. W believe that a hypothetical buyer woul d consider the
conpany’s underlying asset value in negotiating a purchase price,
especially if purchasing a controlling interest. W therefore
consi der both the guideline conpany and net asset val ue net hods
to value the Belle Fourche interests at issue in these cases.
First, however, we address the strengths and weaknesses of the
experts’ reports.

We have serious reservations about M. Lax’s approach to
val uing Bell e Fourche; thus, for the reasons stated bel ow, we
reject the final Lax report’s valuation concl usions.

First, the final Lax report’s guideline conpany anal ysis
suffers fromthe sane | ack of substantiation as its True QO
analysis. As the quoted material on page 220, supra, indicates,

M. Lax provided no data showing: (1) How he conputed the
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gui deline conpany nultiples or the Belle Fourche financial
fundanentals, (2) which of three multiples he applied to Belle
Fourche’ s fundanentals, or (3) how he wei ghed each resulting
product. Wthout nore informati on we cannot eval uate the
reliability of M. Lax’s results.

Second, the final Lax report calculated the equity val ue of
Dave True's 68.47-percent interest in Belle Fourche on a fully
mar ket abl e noncontrolling basis without first valuing the conpany
as a whole. This significantly departed fromthe initial Lax
report’s guideline conpany approach, which first valued the
conpany on a nmarketable controlling basis, and then applied a 40-
percent marketability discount. Even though both reports used
t he gui deli ne conpany nethod, we believe the approaches were
substantially different and find it remarkabl e that both reports
arrived at the sanme ultimte val ue of roughly $4, 100, 000 for Dave
True’s interest. This suggests that the final Lax report was
resul t-oriented.

Third, while M. Lax conceded that Dave True’s 68. 47-percent
interest had voting control over Belle Fourche, he averred that a
hypot heti cal buyer would not pay nore for such voting control
because he could not control the related True conpani es that
Bel | e Fourche depended on for its business (e.g., True G, True

Drilling, and especially Eighty-Eight G1l). W disagree.
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Hank True testified that during the period 1992 through
1994, Belle Fourche’ s business primarily consisted of noving oil
for unrel ated conpanies. Further, M. Qustavson observed that
Bel | e Fourche’ s average annual throughput substantially exceeded
the quantities of oil actually produced by the True conpani es.
Therefore, we are not persuaded that the value of a controlling
interest in Belle Fourche would be dimnished by its
interrel atedness with the True conpani es.

Turning to the Kinball report, we find various errors in the
conputation of Belle Fourche's financial fundanentals,
specifically EBDIT. According to respondent, M. Kinball
conputed EBDI T by taking ordinary incone reported on page 1 of
Form 1120S (line 21) and by addi ng back interest expense (line
13) and depreciation (line 14c). However, line 14c did not
account for depreciation that was included in the conputation of
cost of goods sold, reported on Schedule A Respondent argues
that total depreciation reported on |ine 14a, which included
depreciation reported on Schedul e A and el sewhere on the return,

shoul d have been added back to arrive at Belle Fourche's EBD T. "t

""Arguably, it is possible that M. Kinball’s conputation of
debt-free cash-flow (DFCF) omtted the sane adjustnent for
depreciation that was included in cost of goods sold. It also
appears that cost of goods sold for sone of the years being
anal yzed i ncluded anortization expense that should have been
added back to DFCF and earnings before depreciation, interest,
and taxes (EBDIT). W do not adjust for these itens, however,
because respondent did not raise themand petitioners did not
have the opportunity to respond to them

(continued. . .)
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The omtted Schedul e A depreciation adjustnments are |isted

by year in the table bel ow

Schedul e A

Tax year depreci ation
1989 $2, 333, 216
1990 $1, 857, 056
1991 $1, 955, 040
1992 $2, 523, 597
1993 $4, 924, 213

On brief, petitioners explain this om ssion by assum ng t hat
M. Kinball added back the smaller depreciation nunber to reflect
differences in the nethods used by Belle Fourche and the public
conpani es to conpute cost of goods sold. This explanation is
unpersuasive. First, Schedule A reports cost of goods sold
and/ or cost of operations. Belle Fourche did not sell goods, it
rendered services. Therefore, the costs reported by Belle
Fourche reflected its cost of operations, which included
depreciation, anortization, operating expenses, vehicle expenses,
operating rents, fuel and power. W are aware of no accounting
met hod i ssues that would prevent M. Kinball from adjusting net
i ncone for substantial depreciation deductions in order to arrive
at nmultiples that served as proxies for cash-flows. Second, if

such accounting nethod i ssues existed, it seens that adjustnents

(.. .continued)
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al so shoul d have been nmade to the other multiples that had
i ncor porat ed Schedul e A depreciation deductions into the
conputation of net incone. Third, we find it unlikely that M.
Ki nbal I woul d make adjustnments for accounting nethod differences
for Bell e Fourche when he assuned that a hypothetical buyer would
not make such adjustnents for True QO I.

Respondent asserts that adjusting M. Kinball’s nunbers by
the af orenmenti oned depreciation amounts would result in the

foll owi ng val ues (rounded to the nearest $1,000):

Ki nbal | Respondent’ s
report revi si ons
EBDI T | atest 12
nont hs $4, 957, 000 $9, 881, 000
EBDI T 5-year
aver age $6, 538, 000 $8, 837, 000

W agree with respondent’s revision to EBDIT | atest 12 nont hs,
but we find that the 5-year average anount shoul d have been
$9, 257, 000. Adjusting for these changes, and using the sane
selection of nmultiples and weighting factors enpl oyed by M.
Kinball, we find that the Kinball report’s market val ue of
i nvested capital (debt and equity) should have been $37, 240, 000,
rather than $30, 770, 000.

Anot her apparent error in M. Kinball’'s conputations rel ates
to debt owed by Belle Fourche to its sharehol ders as of the

val uati on dates. M. Kinball subtracted $17, 115, 350 of interest-
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beari ng sharehol der debt in conmputing market value of equity as
of June 4 and June 30, 1994. However, Belle Fourche’'s
shar ehol der debt had been paid down in May 1994, and was only
$15, 915, 350 at the valuation dates. Therefore, M. Kinball
under st at ed mar ket val ue of equity by $1, 200, 000.72 Correcting
for the debt, M. Kinball’'s fair market value of total equity on
a marketable minority basis should have been $21, 325, 000
(rounded) on both June 4 and June 30, 1994.

Finally, we disagree wwth M. Kinball that Dave True's
68.47-percent interest in Belle Fourche, valued as of June 4,
1994, should be treated as a noncontrolling interest. M.

Ki nbal | considered this interest as being equivalent in value to
a mnority interest in a public conpany, because a hypothetical

buyer woul d expect the buy-sell agreenent to inpede his or her

free exercise of voting control. See supra p. 218. However,
under Lauder I11, we disregard the Belle Fourche buy-sel

agreenent in determning fair market value of the subject
interests. As aresult, we reject M. Kinball’s reasoning for

treating Dave True' s 68.47-percent interest as noncontrolling.

Havi ng di sregarded the buy-sell agreenment, we | ook to

Womng law to determ ne the rights accorded a 68. 47-percent

?Respondent made the sanme error in his conputation of Belle
Fourche’s net asset value. M. Lax’s $16, 000, 000 debt
subtraction presunmably reflected the correct debt anount rounded
to the nearest $100, 000.
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interest in Belle Fourche. Unless the articles of incorporation
provi de ot herw se, the Wom ng Busi ness Corporation Act requires
the followng, in relevant part: (1) Each outstandi ng share of
stock is entitled to one vote, see Wo. Stat. Ann. sec. 17-16-
721(a) (Mchie 1999)73; (2) all corporate powers are exercised by
the board of directors, see Wo. Stat. Ann. sec. 17-16-801(b)
(Mchie 1999); (3) directors are elected by a plurality of votes
cast by the shares entitled to vote, see Wo. Stat. Ann. sec. 17-
16-728(a) (Mchie 1999); (4) sales of assets other than in the
regul ar course of business nmust be approved by a ngjority of al
votes cast by shares entitled to vote, see Wo. Stat. Ann. sec.
17-16-1202(e) (Mchie 1999); and (5) dissolution of the
corporation nust be approved by a majority of all votes cast by
shares entitled to vote, see Wo. Stat. Ann. sec. 17-16-1402(e)
(M chie 1999).

Bell e Fourche’ s articles of incorporation and byl aws were
not introduced in evidence. W therefore assune that Belle
Fourche’ s governi ng docunents do not vary fromthe Wom ng
corporate | aw requirenents descri bed above. At his death, Dave
True’s 68.47-percent interest represented a majority of the
shares entitled to vote, which allowed himto control the board

of directors, sell corporate assets, or dissolve the corporation

Al referenced sections of the Wom ng Busi ness
Corporation Act were in effect at the tine of the subject
transfers in 1993 and 1994.
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entirely. Accordingly, we find that Dave True owned a
controlling interest in Belle Fourche at his death.

Turning to respondent’s proposed values, we find that the
net asset value nethod yielded reliable controlling values for
Bel |l e Fourche’s total capital as of June 4 and June 30, 1994.

M. Qustavson used the discounted cash-flow nethod to value Belle
Fourche’ s pipeline assets, and verified his results with both the
conpar abl e sal es and cost approaches. Under the DCF nethod, he
conput ed net cash-fl ows based on 23 years of Belle Fourche’s
operating data and on published information fromregul atory
authorities and industry surveys. Even though Belle Fourche’s
actual throughput had increased in the early 1990's, to be
conservative in his estimates, M. CGustavson assuned the higher

t hr oughput decline rates projected by the State of Wom ng.

Al t hough cash-fl ow projections are inherently specul ative, we
find M. Qustavson's estimates to be sufficiently supported by
Bel | e Fourche’ s past perfornmance and by industry data.

M. Kinball criticized M. Qustavson’s use of a 14-percent
cost of capital to discount projected net cash-flows, claimng
that the rate was unsubstantiated and that it was wongly based
on the pipeline industry' s regulated profit margin (10-percent
maxi mum tariff over cost of service). W disagree with
petitioners and accept M. Gustavson' s proposed di scount rate for

the foll owi ng reasons.
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Cenerally, a regul ated conpany nay only charge custoners
what the regulatory authority deens to be a fair rate of return
on the conpany’s investnent. Such conpanies usually are
regul at ed because they have a captive market and are in a
nmonopol y position to supply needed services; thus, their cost of
capital should be considerably | ower than that of an average
conpany. Therefore, allowed rates of return for regul ated
conpani es are viewed as reasonabl e benchmarks for a m ni mum
boundary of the overall cost of capital. See Pratt et al.

Val uing a Business 179 (3d ed. 1996).

In addition, we find M. Qustavson’s 14-percent discount
rate to be reasonable given that the Scotia reports used a 10-
percent discount rate to value True G| under the DCF nethod and
that M. Qustavson’s rate is substantially higher than the 6- to
6. 75-percent interest rate charged to Belle Fourche by its
shar ehol ders for outstanding debt during the rel evant peri od.

Finally, we agree, in theory, with petitioners’ observation
that M. Qustavson shoul d have consulted with managenent to
support his throughput, net revenue, and discount rate estimates.
However, in this case, M. Q@ustavson’s oversi ght does not
significantly underm ne his conclusions of value because he was
conservative in his estimates, and he reasonably relied on public
information froma highly regulated industry to derive his

proj ections.
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Accordingly, we accept M. Custavson's gross asset val ue of
$34, 600, 000 (rounded) and subtract the corrected anount of
shar ehol der debt of $15,915,350, to arrive at respondent’s
mar ket abl e controlling value on a net asset val ue basis of
$18, 684, 650 as of June 4 and June 30, 1994.
A conparison of the parties’ adjusted marketabl e val ues for

Bel |l e Fourche fol |l ows:

Kinball reports’ Respondent’ s Respondent’ s
qui del i ne _conpany net asset val ue net asset val ue
net hod (adj ust ed) net hod (adj ust ed) net hod (adj ust ed)
Val uati on nmar ket abl e nmar ket abl e mar ketabl e mnority
dat e mnority val ue controlling val ue val ue
June 4, 1994 $21, 325, 000 $18, 684, 650 N A
June 30, 1994 $21, 325, 000 N A $16, 816, 185

Agai n, we believe that sonme conbination of both parties’
val uati on nmet hods woul d nost accurately neasure Bell e Fourche’'s
mar ket abl e val ue. However, because respondent’s narketabl e
val ues (shown above) are less than M. Kinball’s on both
val uation dates, we accept respondent’s val ues and treat them as
concessi ons.

2. Mar ketability Di scounts

a. Kinball Report

In the True G| section of this opinion, see supra p. 203,
we described the Kinball report’s general discussion of enpirical
studies on marketability discounts. This information seens to

have informed M. Kinball’s choice of marketability discounts for
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all the True conpani es he val ued; therefore we do not repeat that
di scussi on here.

The Kinball report al so addressed aspects of the
St ockhol ders’ Restrictive Agreenents that made the subject shares
in the True conpanies less liquid than publicly traded shares.
In general, M. Kinball found that the corporate buy-sel
agreenents had the sane negative inpact on marketability of
corporate shares as the identical partnership agreenent
restrictions had on marketability of partnership interests.

M. Kinball also observed that S corporations in general,
and Bell e Fourche, Black Hills Trucking, and Wite Stallion in
particular, had features that affected the fair market val ue of
their stock. The Kinball report explained that limtations on
t he nunber and types of investors in S corporations reduced
mar ketability by restricting the pool of wlling buyers. On the
ot her hand, the Kinball report noted that the |ack of corporate
| evel incone taxes allowed S corporations to distribute nore cash
to sharehol ders, thus enhancing marketability.

Based on the foregoing, the Kinball reports concluded that
the subject interests in Belle Fourche were not readily
mar ket abl e and applied 40-percent nmarketability discounts to the

mar ket able mnority values as of June 4 and June 30, 1994.

b. Initial and Final Lax Reports
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The initial Lax report concluded that a 40-percent
mar ketability di scount was appropriate even for a controlling
interest in a conpany because of the substantial tine and expense
required to sell an interest in the absence of an established
mar ket. For instance, M. Lax noted that the sale of an interest
in Belle Fourche would require preparation of a selling
menor andum and audi ted financial statenents, |ocation of a buyer,
drafting of |egal docunents, and coordination of financing
arrangenents.

The final Lax report disclained the initial Lax report’s
conclusions and did not apply a marketability di scount in val uing
Dave True’s 68.47-percent interest in Belle Fourche. M. Lax
expl ai ned that there was no enpirical evidence suggesting that a
mar ketability discount would apply to an interest of greater than
50 percent. In fact, AA' s research showed that in many cases,
buyers placed a premiumon control that fully offset the
illiquidity problens identified in the initial Lax report,
thereby resulting in a net prem um

c. Respondent’s Position

Respondent relied on M. Lax’s final conclusions to argue
that a marketability discount would not apply to Dave True’s
controlling interest in Belle Fourche valued as of June 4, 1994.

However, respondent allowed a 10-percent marketability di scount



- 236 -
for Jean True’s mnority interest transferred as of June 30,
1994.

d. Court’'s Anal ysis

As stated earlier, under Lauder Ill we disregard the buy-
sell agreenent in determning fair market val ue of the subject
interests in Belle Fourche. See supra pp. 209-210. W consi der
the agreenent only to recognize that its existence denonstrates
the True famly’ s commtnent to maintain control over Belle
Fourche. Accordingly, we reject M. Kinball’s justifications for
mar ketability discounts that derive fromthe buy-sell agreenent
restrictions.

We also find that the restricted shares and pre-| PO studies
referenced by M. Kinball are not useful in determ ning
mar ketability discounts applicable to controlling interests,
because those studi es anal yzed marketability of noncontrolling
i nterests.

In the past, we have said that controlling shares in a
nonpublic corporation could suffer froma lack of marketability
because of the absence of a ready private placenent market and

the costs of floating a public offering. See Estate of Andrews

v. Comm ssioner, 79 T.C. at 953. Therefore, we disagree with the

positions of M. Lax and respondent that marketability or
illiquidity discounts are never justified in the case of

controlling interests in private corporations.
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In Estate of Janeson v. Conm ssioner, T.C. Mno. 1999-43, 77

T.C.M (CCH) 1383, 1397, 1999 T.C.M (RIA) par. 99,043, at 269-
99, we noted that the terns marketability and illiquidity are
closely related but are not interchangeable. Liquidity is a
measure of the tinme required to convert an asset into cash and
may be influenced by marketability. On the other hand,

mar ketability is not a tenporal neasure--it is a neasure of the
probability of selling goods at specified terns, based on two
vari abl es: Demand for the asset and existence of an established
mar ket for buyers and sellers of that asset type. See id. Thus,
if the interest being valued had the power to |iquidate the
corporation, then demand for the corporation’s assets (rather
than its stock) and existence of a market for such assets are
nost relevant to our analysis of marketability. See id.

In the cases at hand, Dave True’'s 68. 47-percent interest
could control liquidation of Belle Fourche; therefore, we nust
exam ne the marketability of Belle Fourche' s pipeline assets.
Petitioners did not address directly the demand for pipeline
assets in the region during the relevant period. However, based
on M. Qustavson’s conservative projections, a buyer could expect
the Bell e Fourche pipeline to continue to generate cash-flow for
anot her 15 years. Mdreover, the stiff conpetition in the region
suggests that |arger pipeline owners m ght consider buying out

smal | er pipeline operations rather than building new lines. This
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m ght explain why Belle Fourche purchased the Thunderbird
pipeline in 1992. For these reasons, we find that Belle
Fourche’ s pi peline assets were narket abl e.

Based on the record, we apply a 20-percent marketability
di scount in valuing Dave True's 68.47-percent interest in Belle
Fourche as of June 4, 1994. This level of marketability di scount
on a controlling interest is within the range previously all owed

by this Court. See, e.g., Estate of Jones v. Comm ssioner, 116

T.C. 11 (2001) (allow ng an 8-percent marketability discount on a

83.08-percent controlling interest); Estate of Maggos v.

Comm ssioner, T.C Meno. 2000-129 (allow ng a 25-percent

illiquidity discount on a 56.7-percent interest conveying

effective operational control); Estate of Hendrickson v.

Comm ssioner, T.C Meno. 1999-278 (allow ng a 30-percent

mar ketabi ity di scount on a 49.97-percent effectively controlling

interest); Estate of Janeson v. Conm ssioner, supra (allow ng a

3-percent marketability discount on a 98-percent controlling
interest).

To determ ne the appropriate marketability di scount for Jean
True’'s 17.23-percent interest in Belle Fourche transferred as of
June 30, 1994, we draw from our earlier discussion of
mar ket abi ity di scounts applicable to mnority interests in True
Gl. In our True Ol analysis, see supra pp. 213-214, we began

with M. Kinball’s 40-percent discount, presunably derived from
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the restricted shares studies, and reduced it to 30 percent to
elimnate the effects on value of the buy-sell agreenent
restrictions.

We find that a mnority interest in Belle Fourche, like a
mnority interest in True Ol, is |less marketable than actively
traded interests because: (1) The True famly is commtted to
keepi ng Bell e Fourche privately owned, (2) the subject interest
| acks control, and (3) Federal tax rules limt the pool of
potential investors in S corporations. However, certain facts
suggest that a mnority interest in Belle Fourche would be nore
mar ket abl e than an equivalent interest in True Gl. First, Belle
Fourche historically has been profitable, unlike True Q1.
Second, on average Belle Fourche’s distributions substantially
exceeded the sharehol ders’ tax obligations on their distributive
shares of incone, while True Ql’s net distributions were not
significant. Third, a purchaser of Belle Fourche stock woul d not
be subject to joint and several liability.

Based on the foregoing, we conclude that a mnority interest
in Belle Fourche is nore marketable than the sanme percentage
interest in True O1l. Therefore, to remain within the 26 to 45-
percent range of discounts observed in the restricted shares
studies, we assign a 27-percent marketability discount to Jean
True’s 17.23-percent interest in Belle Fourche transferred as of

June 30, 1994.
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3. Sunmary of Proposed Values and Court’'s Determ nations

of Val ues of

Val ue as of
June 4, 1994

Entity Val ue
(Controlling Basis)
Less: Mnority D scount

Mar ket abl e M nority Val ue

Less: Marketability
Di scount

Nonmar ket abl e M nority
Val ue

Val ue of 68.47% | nt er est

Omed at Dave True's
Deat h

Val ue as of
June 30, 1994

Entity Val ue
(Controlling Basis)

Less: Mnority D scount
Mar ket abl e M nority
Val ue

Less: Marketability
Di scount

Nonmar ket abl e M nority
Val ue

Val ue of 17.23%
Interests (total)
Transferred to True
Sons

Interests in Belle Fourche
Book val ue Statutory Ki nbal | Fi nal Lax Respondent’s Court’s
reported on notice val ue reports report position val ues
return
N A N A N A N A $17, 484,650 $18, 684, 650
N A N A N A N A N A N A
N A N A $13, 654, 361 N A N A N A
(5, 461, 744) (3,736, 930)
N A N A 40% N A N A 20%
N A N A 8,192, 617 N A N A 14,947, 720
747,723 19, 801, 518 5, 609, 485 4,100, 000 11, 971, 740 10, 234, 704
N A N A N A N A 17, 484, 650 18, 684, 650
(1,748, 465) (1, 868, 465)
N A N A N A N A 10% 10%
N A N A 13, 654, 361 N A 15, 736, 185 16, 816, 185
(5, 461, 744) (1,573,618) (4, 540, 370)
N A N A 40% N A 10% 27%
N A N A 8,192, 617 N A 14, 162, 567 12, 275, 815
183, 593 4,982,916 1,411, 588 N A 2,440, 210 2,115,123
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C Eighty-Eight Ol

1. Mar ketable Mnority Interest Val ue

a. Kinball Reports

M. Kinball applied the guideline conpany nethod to val ue
the subject interests in Eighty-Eight Gl as of January 1, 1993,
June 4, 1994, and June 30, 1994. First, M. Kinball identified
five guideline conpanies that devoted some or all of their
business to the marketing of crude oil and gas. M. Kinball then
anal yzed four market nultiples: EBIT, EBD T, Revenues, and
TBVIC. He used data fromthe |atest year and an average of the 5
preceding years to calculate the multiples. M. Kinball weighted
the EBDIT and TBVIC nultiples at 40 percent each and the rest at
10 percent each.

M. Kinball concluded that the fair narket val ue of Eighty-
Eight Ol’s total equity on a marketable mnority basis was
$25, 174, 683 on January, 1, 1993, and $31, 069, 285 on both June 4
and June 30, 1994.

b. Final Lax Report

The final Lax report also used the guideline conpany nethod
and conpared Eighty-Eight Gl’s financial results to those of six
conpanies. As a group, the chosen guideline conpanies engaged in
all aspects of the oil and gas business, including acquisition of

properties, exploration and production, and transportation and
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marketing. M. Lax used the sane group of conpanies to val ue
True O, Eighty-Eight G, and Snokey G |.

M. Lax applied EBD T, EBIT, EBT, and book value nmultiples
to Eighty-Eight Ol’s financial results for the 12-nonth period
ending May 31, 1994. As with the other True conpanies, M. Lax
di d not provide supporting schedul es show ng how he cal cul at ed
t he gui deline conmpany nultiples and Ei ghty-Eight O1’s financial
fundanent al s.

The final Lax report concluded that the fair market val ue of
Eighty-Eight Gl’s total equity on a marketable mnority basis
was $40 nmillion on June 3, 1994.

c. Respondent’s Position

Respondent offered no expert testinony or other evidence
regarding Eighty-Eight Gl’s total equity value on the rel evant
dates. Instead, respondent agrees with M. Kinball’s marketable
mnority value of $25,174,683 as of January 1, 1993, and with M.
Lax’s “entity value” of $40 mllion as of June 3, 1994.

Respondent did not explain why he rejected M. Kinball’s June 4,
1994, value or how he justified the large disparity in entity
val ues between proxi mate val uati on dates.

Respondent al so argues, as he did with True G 1l, that Dave
True’s 38.47-percent interest owed at death is not entitled to a

mnority discount, because it represented a significant ownership
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bl ock that had swi ng vote potential.™

d. Court’'s Anal ysis

The positions of the parties and the Court’s determ nations
of the marketable mnority values of Eighty-Eight G1l’'s total
equity at each of the valuation dates are summarized infra pp.
250- 251.

We accept the agreenment of the parties that the narketable
mnority value of Eighty-Eight Ol’s total equity was $25, 174, 683
on January 1, 1993. However, we have reservations regarding the
reliability of this value, which we explain |ater.

We are critical of respondent’s reliance on the final Lax
report to establish marketable mnority value as of June 4 and
June 30, 1994. First, as noted several tinmes in this opinion,
the final Lax report’s guideline conpany anal yses | ack adequate
substantiation. |In contrast, the Kinball reports are well
docunented, and the anounts reported therein are traceable to the
vari ous conpani es’ Federal inconme tax returns. W are unable to

reconcile Eighty-Eight G1’s financial fundanentals as reported

“This argunent is inconsistent with respondent’s acceptance
of M. Lax’s entity value as of June 3, 1994, which was derived
on a marketable mnority basis. Respondent explicitly argued, in
connection with Dave True’s controlling interests in Belle
Fourche and Black Hills Trucking, that if those entities were
valued on a mnority basis, a control prem um of 25 percent
shoul d have been applied to derive entity value. It is unclear
whet her respondent is making the sane argunent regardi ng Dave
True’s significant, but not controlling, ownership of Eighty-
Eight Gl. W need not resolve this issue, however, because we
reject respondent’s swing vote argunent infra p. 244.
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in the Lax and Kinball reports, even though the reports covered
roughly the sane period and allegedly relied on the sane tax
return information. Because of the Lax report’s substantiation
probl ens, we conclude that the Kinball reports provide nore
reliable conclusions of value. Second, we find that the Kinball
reports used guideline conpanies that were nore conparable to
Eighty-Eight GI. Three of the six guideline conpani es chosen by
M. Lax engaged in oil and gas exploration and production and not
in oil and gas nmarketing activities. These conpanies may have
been appropriate conparables for True G| or Snokey G, but not
for Eighty-Eight GIl. Third, respondent provides no reasoned
justification for choosing M. Kinball’'s January 1, 1993, val ue,
but using M. Lax’s significantly higher June 3, 1994, val ue.

W al so reject respondent’s swi ng vote argunment concerning
Dave True’s 38.47-percent interest owned at death, for the
reasons stated in our analysis of True O1l. See supra pp. 201-
202.

On the basis of the foregoing, we accept M. Kinball’s
mar ket able mnority value for Eighty-Ei ght Ol of $31, 069, 285 as
of June 4 and June 30, 1994.

Al t hough we have accepted M. Kinball’s marketable mnority
val ues, based on the agreenent of the parties and our problens
with respondent’s reliance on the final Lax report, we note

certain facts that cast doubt on the reliability of M. Kinball’s
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entity values. First, as of January 1, 1993, Ei ghty-Eight Gl s
total equity on a book basis was nore than $43.5 mllion, which
was primarily conposed of cash, cash equival ents, and accounts
receivable. G ven the lack of any substantial book to fair

mar ket val ue disparities for these liquid assets, we question the
accuracy of M. Kinball’s total equity value of just over $25
mllion. |If this difference only related to the fact that M.

Ki nbal | derived a mnority value, and not a controlling val ue,
that woul d suggest an inplied mnority discount of approximately
43 percent, which woul d be excessi ve.

Second, we are troubled by the differences in the way
petitioners derived the sales price for the interest transferred
by Dave True to his sons on January 1, 1993, conpared to M.
Kinball’s method for valuing the subject interest. The Eighty-
Eight Ol buy-sell agreenent required the selling partner to sel
all or sonme of his interest for book value, as reflected by his
capital account, as of the day imedi ately precedi ng the sal es
event. As previously stated, the sales price under the buy-sel
agreenent anounted to approximtely 5.86 percent of total
partners’ capital as of Decenber 31, 1992. However, M. Kinball
val ued the subject interests by conputing total equity value on a
mnority basis, by applying a marketability discount, see infra,
and then by nmultiplying total discounted equity by 24.84 percent.

Because Eighty-Eight QI routinely allowed its partners to
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mai ntai n di sproportionate capital accounts, the two approaches
are fundanentally inconsistent. To the extent that the
partnership agreenent defines the interest being transferred, we
doubt that M. Kinball has valued the correct interest. As a
general matter, we are also concerned with the anomal ous econoni c
resul ts™ that have occurred due to the all owance of
di sproportionate capital accounts.

We account for the abovenentioned concerns in our
determ nation of marketability discounts.

2. Mar ketability Di scounts

a. Kinball Reports

M. Kinball treated the subject interests in Eighty-Ei ght

O 1 as not being readily marketable for the sanme reasons

\\ note again that in 1984, Tamm Hatten had to reduce her
proceeds fromthe sales of other True conpanies in order to sel
her interest in “cash cow Eighty-Eight G| because of her
negati ve endi ng capital account. Also, Dave True' s unusually | ow
capital balance at the effective date of the 1993 transfers
arguably created an additional gift to his sons, because the True
sons only paid what anounted to 5.86 percent of total partners’
capital ostensibly to purchase the right to an additional 24.84
percent of profits, |osses, and partners’ capital. It would
appear that Dave True’'s unusual (the day before the sale)
contribution to partners’ capital of nore than $6 mllion was
intended to avoid a sale at a price so lowin relation to overal
book val ue of partners’ capital and the percentage interest in
profits being sold as to be inpossible to justify with even a
senbl ance of a straight face. Petitioners argue on brief that
Dave True “substantially restored” his disproportionate capital
account before the 1993 transfers because Eighty-Eight Ol
required the extra cash to conduct its business. W are
unconvi nced by petitioners’ justifications, and we note that Dave
True’ s capital account remai ned disproportionately |ow even after
the allegedly “substantial” restoration.
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described in the True Ol section of this opinion. See supra pp.
204-206. Accordingly, M. Kinball applied 35-percent
mar ketabi ity di scounts to the marketable mnority val ues as of
January 1, 1993, June 4, 1994, and June 30, 1994.

b. Final Lax Report

The final Lax report concluded that a mnority interest in
Eighty-Eight G| was relatively illiquid, for the same reasons
described in the True Ol section of this opinion. See supra pp.
206-207. Therefore, M. Lax applied a 45-percent marketability
di scount to the nmarketable mnority val ue cal cul ated as of
June 3, 1994.

c. Respondent’s Position

Respondent characterizes the Eighty-Eight G| interests as
bei ng mar ket abl e and therefore proposes a 10-percent discount for
interests being valued as of January 1, 1993, and June 30, 1994,
and no di scount (due to swing vote potential) for the interest
bei ng val ued as of June 4, 1994.

d. Court’'s Anal ysis

First, we reject M. Kinball’s justifications for
mar ketability discounts that derive fromthe buy-sell agreenent
restrictions. Second, we reject M. Lax’s and respondent’s
proffered marketability discounts for the same reasons stated in

the True Ol section of this opinion. See supra p. 213.
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We find that a mnority interest in Eighty-E ght G| was not
fully marketabl e at the valuation dates because: (1) The True
famly was commtted to keeping Eighty-Eight Gl privately owned,
(2) there were risks that a purchaser would not obtain unani nous
consent to be admtted as a partner; and (3) a purchasing partner
woul d be exposed to joint and several liability.

However, a mnority interest in Ei ghty-Eight Ol would be
nmore mar ket abl e than an equivalent interest in True QI or in
conpar abl e public conmpanies. Unlike True O, Ei ghty-Ei ght Ol
was profitable and consistently nmade guaranteed paynents to its
partners, who considered the conpany to be a “cash cow'.
Furthernore, during the period being exam ned, Ei ghty-Ei ght Ol
was nore liquid than the industry, and the concepts of liquidity
and marketability are closely related. Finally, a general
partner in Ei ghty-Eight Ol would exert nore control over the
busi ness than a sharehol der would in a conparabl e public conpany.
Under the WUPA, partnership agreenents generally govern relations
anong the partners and between the partners and the partnership.
See Wo. Stat. Ann. sec. 17-21-103(a) (Mchie 1999). Eighty-
Eight Ol’s partnership agreenent required the partners to nanage
jointly the partnership’'s affairs. Thus under Wom ng | aw, each
partner had an equal vote in (anong other things) appointing
managenent, setting business policies, nmaking distributions,

buyi ng and selling assets, and anending the partnership
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agreenent. A mnority sharehol der could not exercise equival ent
control over a public conpany because voting power is generally
proportional to a shareholder’s ownership interest.

On the basis of the foregoing, we conclude that mnority
interests in Eighty-Eight Ol are nore nmarketable than either
mnority interests in True Ol or restricted shares in a publicly
traded oil and gas marketing conpany. |In addition, as previously
stated, we doubt the reliability of the entity val ues derived by
the parties due to the widely disproportionate capital accounts.
See supra p. 244-246. These facts suggest that no nore than
nom nal discounts, if any, would be appropriate for the subject
interests. W, therefore, adopt and apply respondent’s position
all ow ng no nore than 10-percent marketability discounts from
mnority value for the Eighty-Eight G| interests valued as of

January 1, 1993, June 4, 1994, and June 30, 1994.
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Val ue as of
January 1, 1993

Mar ket abl e M nority Val ue
Less: Marketability
Di scount
Nonmar ket abl e M nority
Val ue

Val ue of 24.84% I nterests
(total) Transferred to
True Sons

Val ue as of
June 4, 1994

Mar ket abl e M nority Val ue

Less: Marketability
Di scount

Nonmar ket abl e M nority
Val ue

Val ue of 38.47% | nt er est
Omed at

3. Summary of Proposed Values and Court’s Determ nations of Values of Interests
in Eighty-Eight Gl
Book val ue Statutory Ki nbal | Fi nal Lax Respondent’ s Court’s
reported on notice val ue reports report position val ues
return
N A N A $25, 174, 683 N A $25, 174,683  $25, 174, 683
(8,811, 139) (2,517, 468) (2,517, 468)
N A N A 35% N A 10% 10%
N A N A 16, 363, 544 N A 22,657, 215 22,657, 215
2,556, 378 13, 248, 002 4,064, 704 N A 5,628, 052 5,628, 052
N A N A 31, 069, 285 40, 000, 000 40, 000, 000 31, 069, 285
(10,874, 250) (18,000, 000) (3,106, 928)
N A N A 35% 45% N A 10%
N A N A 20, 195, 035 22, 000, 000 40, 000, 000 27,962, 357
Dave True’s
9, 546, 285 26, 505, 830 7,769, 030 8,463, 400 15, 388, 000 10, 757,119

Deat h




Val ue as of
June 30, 1994

Mar ket abl e M nority
Val ue

Less: Marketability
Di scount

Nonmar ket abl e M nority
Val ue

Val ue of 17.23%
Interests (total)
Transferred to True
Sons
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Book Statutory Ki nbal | Fi nal Respondent’ s Court’s
val ue notice reports Lax position val ues
reported val ue report
on return
N A N A $31, 069, 285 N A $40, 000, 000 $31, 069, 285
(10, 874, 250) (4, 000, 000) (3,106, 928)
N A N A 35% N A 10% 10%
N A N A 20, 195, 035 N A 36, 000, 000 27,962, 357
4,400,744 11,871,469 3,479, 605 N A 6, 202, 800 4,817,914




- 252 -

D. Bl ack Hills Trucking

1. Val ue of Total Equity on a Marketable Basis

a. Kinball Report

M. Kinball applied a conbination of the guideline conpany
and net asset value nmethods to value the subject interests in
Black HIls Trucking as of June 4 and June 30, 1994.

Under the guideline conpany nethod, M. Kinball identified
10 conpani es fromthe trucking industry and anal yzed revenue and
TBVIC nul tiples, weighting each nultiple equally. He used data
fromthe | atest year and an average of the 5 preceding years to
calculate the nultiples. M. Kinball selected revenue multiples
that were |l ower than the | owest guideline conpany nultiples;
however, he selected a TBVIC nmultiple that approxi mated the
medi an val ue anong the guideline conpanies. After subtracting
debt to sharehol ders of $2.8 mllion, M. Kinball concluded that
the fair market value of Black Hlls Trucking s total equity on a
mar ket able minority basis was $5, 953,417, under the guideline
conpany net hod.

M. Kinball calculated total equity on a mnority basis even
t hough he was val uing a 58. 16-percent interest as of June 4,

1994, because he found, consistent with his analysis of Belle
Fourche, see supra p. 218, that the Black H |lls Trucking buy-sel
agreenent elimnated any premumfor control that m ght otherw se

have attached to a bl ock of stock representing voting control.
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Under the net asset value nmethod, M. Kinball estimated the
mar ket val ue of Black H Ils Trucking s individual assets by
category. First, he adjusted the conpany’ s book val ue bal ance
sheet to elimnate tax basis accunul at ed depreci ation. Second,
he reduced the cost basis of fixed assets to approximately 70
percent of book value. Third, M. Kinball subtracted liabilities
to arrive at an adjusted NAV of $10,933,730 as of June 4 and June
30, 1994.

M. Kinball applied a 10-percent | ack-of-control discount to
adj usted NAV as of June 4 and June 30, 1994, for the sane reasons
menti oned above in the guideline conpany section. Thus, M.

Ki nbal I concluded that the fair market value of Black Hills
Trucking’s total equity on a marketable mnority basis was
$9, 840, 357, under the net asset val ue net hod.

b. Initial and Final Lax Reports

The initial Lax report used only the net asset val ue nethod
to value the subject interests in Black H Ils Trucki ng, because
the conpany consistently operated at a loss. M. Lax physically
inspected only a few of the several hundred vehicles, trailers,
and m scel | aneous equi pnent owned by Bl ack Hi Ils Trucking; when
i nspection was infeasible, he relied on information provi ded by
t he conpany’ s representatives such as fixed asset records,
vehi cl e mai nt enance | ogs, and depreciation schedules. In

conputing net asset value, M. Lax assuned that Black Hlls
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Trucki ng equi pment could be sold in orderly fashion over a |ong
period of tinme, rather than in a forced |iquidation.

M. Lax used the market approach to value assets in the
power and trailer equipnment categories by gathering information
on recent sales of simlar property and by determ ning the nost
probabl e selling price of the subject property. |In the process,
M. Lax consulted auction guides, trade magazi nes, and new and
used equi pnent dealers. He nade no adjustnents to market val ues
to reflect physical depreciation or functional or economc
obsol escence, assum ng that these factors were incorporated into
t he market dat a.

M. Lax used the cost approach to val ue assets in the
m scel | aneous and of fi ce equi pnent category. He determ ned the
cost of new repl acenent assets by contacting original
manuf acturers or by applying inflation factors to historical
costs and verifying the results with vendors. He then nade
adj ustnents to each replacenent cost figure to reflect
depreci ati on and obsol escence.

After reducing the fair market value of underlying assets by
total liabilities, the initial Lax report concluded that the
controlling marketabl e val ue of a 100-percent interest in Black
Hills Trucking was $10, 933,730 as of June 3, 1994.

As described in nore detail infra, the initial Lax report

applied a 50-percent marketability discount to arrive at a
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nonmar ket abl e controlling value for Dave True' s 58. 16-percent
interest of $3,179, 530.

The final Lax report calculated the same controlling
mar ket abl e equity value on a net asset value basis as the initial
Lax report. However, M. Lax reduced the controlling value by 50
percent to reflect the fact that a 58.16-percent interest in
Black HIls Trucking would not be entitled to a control prem um

M. Lax expl ained that the 50-percent reduction was not a
mar ketabi ity discount; instead it reflected M. Lax’s inpression
that a wlling buyer would not pay a price based on a
proportional value of the conpany’s underlying assets. He
reasoned that because Black Hills Trucking operated at a | oss, a
hypot heti cal buyer wth a controlling interest would |iquidate
the conpany’s assets as soon as possible to stem further | osses.
Such a rapid disposition of specialized equipnment within a
limted geographic region generally would depress val ue by 50
percent, according to M. Lax.

Thus, the final Lax report concluded that the fair market
val ue of a 58.16-percent equity interest in Black HIls Trucking
was $3, 179,530 as of June 3, 1994.

c. Respondent’'s Position

Respondent offered no expert testinony or other evidence
regarding Black Hills Trucking' s total equity value on the
rel evant dates. Instead, respondent adopted the net asset val ue

conclusions of the final Lax report and treated $10, 933, 730 as
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the controlling equity value of Black HIls Trucking on June 4
and June 30, 1994.

Respondent argues that Dave True’s 58. 16-percent interest
owned at death should be valued as a controlling interest,
contrary to M. Kinball’s mnority interest treatnent under both
t he gui deline conpany and net asset val ue nethods. Respondent
contends that if M. Kinball’s mnority values are accepted by
the Court, a 25-percent control prem um should be added to
refl ect Dave True's control at death. Respondent derived the
prem um anount fromthe initial Lax report, which applied a 25-
percent control premiumto conpute the marketable controlling
val ue of Belle Fourche, see supra p. 219.

Respondent al so argues, as he did with True G|, see supra
pp. 194-195, that Jean True’'s 37.63-percent interest transferred
as of June 30, 1994, was not entitled to a mnority discount,
because it represented a significant ownership bl ock that had
SW ng vote potenti al

d. Court’'s Anal ysis

The positions of the parties and the Court’s determ nations
of the marketable value of Black Hlls Trucking’ s total equity at
each of the valuation dates are sunmarized infra pp. 266-267

We accept the final Lax report’s controlling equity val ue on
a net asset value basis of $10,933,730 as of June 3, 1994. W
believe that a hypothetical buyer would consider underlying asset

value in negotiating a purchase price, especially if purchasing a
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controlling interest. M. Lax’s approach to valuing the
different categories of fixed assets was reasonable and well
docunented. Furthernmore, M. Kinball and respondent agreed with
M. Lax’s net asset val ue concl usi ons.

W di sagree, however, with the conclusion of the final Lax
report that a 50-percent discount should be applied to arrive at
the fair market value of Dave True’'s 58. 16-percent interest. M.
Lax provided no enpirical evidence to support this reduction. At
trial, M. Lax tried to distinguish this discount fromthe 50-
percent marketability discount taken in the initial Lax report.
He expl ained that a reduction was necessary because a
hypot heti cal buyer would be forced to sell imrediately the
conpany’s assets to avoid additional operating |osses. However,
this statenent contradicted M. Lax’s earlier testinony, in which
he expl ained that he had conputed Black Hills Trucking s net
asset value assum ng an orderly disposition of assets, not a
forced liquidation. |If we accept that a hypothetical buyer would
conpute entity value under the orderly disposition prem se, there
is no reason for us to assune that the buyer would value a 58. 16-
percent interest in Black H Ils Trucki ng under any ot her
val uation prem se. Mreover, the initial and final Lax reports
both arrived at the sanme ultinmate value of $3,179,530 for Dave
True’s interest using very different assunptions regarding
mar ketability. This suggests that the final Lax report was

result-oriented.
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Turning to the Kinball report, we doubt the reliability of
t he gui deline conpany nethod values. First, we question whether
the rel ati onship between revenues, TBVIC, and market val ue of the
sel ected public conpani es has any bearing on the narket val ue of
Black HIls Trucking. The guideline conpanies were all
profitable over the 5-year period, whereas Black H lls Trucking
sustained | osses every year. Also, nost of the guideline
conpani es had significantly higher average revenues over the
anal yzed period than Black Hills Trucking. As a result, M.
Kinbal | applied multiples to Black H Ils Trucking s revenues that
were | ower than the | owest industry nultiples. These facts
suggest a | ack of conparability between the sel ected conpani es
and Bl ack H|lls Trucking.

Second, M. Kinball did not adjust the TBVIC nultiple to
reflect differences in accounting nethods between Black Hlls
Trucki ng and the public conpanies. TBVICis a debt-free neasure
of a conpany’s book value. Black HIls Trucking s book val ue was
conputed on a tax basis, which allowed nore accel erated
depreci ati on deductions than GAAP basis financials. Annually,

t he conpany deducted approximately $2.1 million in depreciation
expense. There is no evidence in the record indicating that M.
Ki nbal | adjusted the TBVIC nmultiples of either the guideline

conpanies or Black Hills Trucking to reconcile any discrepancies

i n accunul ated depreci ation.
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Third, contrary to the Kinball report’s enphasis on the
TBVIC nultiple, we find that it is not a neaningful neasure of
value in this case. 1In general, book value of tangible assets
woul d serve as a neani ngful neasure of value only if book val ue
was close to market value on the valuation date. Thus, tangible
asset values first should be adjusted to their respective fair
mar ket val ues to nmake price-to-asset-value ratios nore rel evant.
Mor eover, equi pnent varies fromone conpany to another in age,
condition, and inportance to the operations, so that price-to-
asset-val ue neasures are difficult to inplenent on a conparison
basis and frequently are not hel pful. See Pratt et al., Valuing
a Business 217 (3d ed. 1996).

Black HIls Trucking owed a variety of heavy specialized
equi pnent that was purchased anywhere from1l to 40 years before
the valuation date. M. Kinball calculated the fair market val ue
of equi pnment (under the NAV nethod) to be $11.5 million as of
Decenber 31, 1993, while net book value was $2.5 mllion. Such a
| arge disparity between book value and fair market val ue suggests
that TBVIC is not an appropriate basis for valuing Black Hlls
Tr ucki ng.

Fourth, we disagree wwth M. Kinball that Dave True’'s 58. 16-
percent interest in Black Hlls Trucking, valued as of June 4,
1994, should be treated as a noncontrolling interest. As we said
in the Belle Fourche section of this opinion, see supra pp. 229-

230, we disregard the buy-sell agreenent in conputing fair market
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val ue and |l ook to Wonming law to determne the rights accorded a
58. 16-percent interest in Black H lls Trucking.

Wom ng | aw all ows the holder of a majority of the shares
entitled to vote to control the board of directors, sel
corporate assets, or dissolve the corporation. See discussion of
Wom ng | aw supra p. 230. No articles of incorporation or byl aws
were introduced in evidence for Black Hlls Trucking. Therefore,
we assume that the conpany’s governing docunents do not vary from
Wom ng |aw. Dave True’s 58. 16-percent interest represented a
majority of the shares entitled to vote; therefore, Dave True
owned a controlling interest in Black HIls Trucking at his
death. Accordingly, M. Kinball should have added a control
premumto conpute entity val ue under the guideline conpany
met hod.

For the reasons stated above, we reject M. Kinball’s
val uati on concl usi ons under the guideline conmpany nethod. W
need not discuss the nerits of M. Kinball’'s net asset val ue
approach because his controlling interest value equal ed that of
M. Lax, which we have al ready adopted. However, we reject M.
Ki nbal | s 10-percent |ack of control discount to adjusted NAV as
of June 4, 1994, because Dave True owned a controlling interest
at deat h.

Turning to respondent’s position, we agree that Dave True’'s
58. 16-percent interest valued at June 4, 1994, is not entitled to

a mnority discount. However, we disagree with respondent’s
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SwWi ng vote argunent regarding Jean True' s 37.63-percent interest
transferred as of June 30, 1994, for the reasons stated in our
analysis of True G|, see supra pp. 201-202, and we find that a
mnority discount is warranted. W apply M. Kinball’s proposed
10- percent | ack-of-control discount to M. Lax’s net asset val ue
to arrive at a marketable mnority value as of June 30, 1994, of
$9, 840,357 for the interest sold by Jean True to her sons.

A sunmmary of our determ nations regarding marketable entity

val ues for Black H Ils Trucking foll ows:

Net asset val ue Net asset val ue
Val uati on met hod mar ket abl e nethod mar ket abl e
date controlling val ue mnority val ue
June 4, 1994 $10, 933, 730 N A
June 30, 1994 N A $9, 840, 357

2. Mar ketability Di scounts

a. Kinball Report

Based on the reasoning described in the Belle Fourche
section of this opinion, see supra pp. 233-234, M. Kinball
concl uded that the subject interests in Black Hills Trucking were
not readily marketable, and he applied 45-percent marketability
di scounts to the marketable mnority values as of June 4 and June
30, 1994.

The tabl e bel ow summari zes the nonmar ketable mnority val ues
of the subject interests in Black Hills Trucking cal cul ated using

t he gui del i ne conpany and NAV net hods.
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Gui del i ne conmpany NAV net hod
met hod nonnar ket abl e
Val uati on nonnar ket abl e mnority val ue of
date mnority val ue of subj ect i nterest
subj ect i nterest
June 4, $1, 904, 000 $3, 147, 733
1994
June 30, $1, 232, 149 $2, 036, 609
1994

M. Kinball then applied a 30-percent weight to the
gui del i ne conpany net hod val uati on concl usi ons and a 70- percent
wei ght to the NAV nethod conclusions, resulting in final
nonmar ketable mnority val ues (rounded) for the subject interests
of $2,775,000 as of June 4, 1994, and $1, 795,000 as of June 30,
1994.

b. Initial and Final Lax Reports

As previously stated, the initial Lax report concluded that
a 50-percent marketability discount was appropriate even for a
controlling interest in a conpany because of the substantial tine
and expense required to sell an interest in the absence of an
establ i shed market .

However, the final Lax report applied no marketability
di scounts to Dave True's 58.16-percent interest in Black Hlls
Trucking for the reasons described in the Belle Fourche section
of this opinion. See supra p. 235.

c. Respondent’s Position

Respondent relied on M. Lax’s final conclusions to argue

that a marketability di scount would not apply to Dave True’s
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controlling interest in Black H lls Trucking valued as of June 4,
1994. Simlarly, respondent denied any marketability discount to
Jean True’ s 37.63-percent interest valued as of June 30, 1994,
because the transferred interest had swing vote potential.

d. Court’'s Anal ysis

As stated earlier, under Lauder 111, we disregard the buy-
sell agreenent in determning fair market value of the subject
interests in Black HIls Trucking. See supra pp. 209-210.
Accordingly, we reject M. Kinball’s justifications for
mar ketability discounts that derive fromthe buy-sell agreenent
restrictions.

W find that the restricted shares and pre-1PO studies
referenced by M. Kinball are not useful in determ ning
mar ketability discounts applicable to controlling interests,
because those studi es anal yzed marketability of noncontrolling
i nterests.

We al so disagree with the positions of M. Lax and
respondent that marketability or illiquidity discounts are never
justified in the case of controlling interests in private

corporations. See Estate of Andrews v. Comm ssioner, 79 T.C at

953.

In the cases at hand, Dave True’s 58. 16-percent interest
could control liquidation of Black H Ils Trucking; therefore, we
must exam ne the marketability of Black Hills Trucking s assets.

M. Lax valued Black HIls Trucking' s power and trailer equipnment
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by consulting auction guides, trade nmagazi nes, and new and used
equi pnent dealers. This suggests an active market for these
types of assets. However, Black Hlls Trucking’ s fixed assets
had a low tax basis relative to their resale value, which would
trigger a tax liability on sale. Also, a wlling seller would
i ncur other transaction costs to dispose of the conpany’s assets
either on a bulk sale or an itemby-item basis.

Based on the record, we apply a 20-percent marketability
di scount in valuing Dave True’'s 58. 16-percent interest in Black
Hills Trucking as of June 4, 1994. This level of marketability
di scount on a controlling interest is within the range previously
allowed by this Court. See cases cited supra p. 238.

To determ ne the appropriate marketability di scount for Jean
True’s 37.63-percent interest in Black Hills Trucking transferred
as of June 30, 1994, we draw from our discussion of discounts
applicable to mnority interests in Belle Fourche. See supra pp.
238- 239.

We find that a mnority interest in Black Hlls Trucking,
like a mnority interest in Belle Fourche, is |ess marketable
than actively traded interests because: (1) The True famly is
commtted to keeping Black HiIls Trucking privately owned, (2)
the subject interest |acks control, and (3) Federal tax rules
limt the pool of potential investors in S corporations.

Moreover, certain facts suggest that a minority interest in Black

Hills Trucking would be | ess marketable than a mnority interest
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in Belle Fourche. First, Black Hills Trucking was unprofitable,
unli ke Bell e Fourche. Second, Black Hills Trucking' s sharehol der
distributions were negligible, while Belle Fourche' s were
significant. In fact, during the period anal yzed, sharehol ders
I ent or contributed substantial amounts to Black H |lls Trucking.

Based on the foregoing, we conclude that a mnority interest
in Black HIls Trucking was | ess marketable than a mnority
interest in Belle Fourche. Therefore, we assign a 30-percent
mar ketabi ity di scount to Jean True’'s 37.63-percent interest in

Black HIls Trucking transferred as of June 30, 1994.
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3. Summary of Proposed Val ues and Court’s Determ nations of Values of Interests
in Black Hlls Trucking

Val ue as of Book value Statutory Ki mball reports Final Lax Respondent’s Court’s
June 4, 1994 reaigiﬁi]on Qﬁ;“ﬁf Qideline co. NAV met hod report position val ues
Entity Val ue

(Controlling Basis) N A N A N A $10, 933, 730 $10, 933,730 $10, 933,730 $10, 933, 730
Less: Mnority (1,093, 373)

Di scount N A N A N A 10% N A N A N A
Mar ket abl e M nority

Val ue N A N A $5, 953, 417 9, 840, 357 N A N A N A
Less: Marketability (2,679,038) (4,428,161) (2,186, 746)

Di scount N A N A 45% 45% N A N A 20%
Nonmar ket abl e M nority

Val ue N A N A 3,274, 379 5,412,196 N A N A 8, 746, 984
Val ue of 58.16% 30% 70%

I nterest Oaned at

Dave True’'s Death 951, 467 6, 359, 055 2,774,727 3,179, 530 6, 359, 057 5,087, 246

t M. Lax applied a 50-percent reduction to controlling marketable equity value to arrive at the val ue of
the subject interest. He did not consider the reduction to be a marketability discount.



Val ue as of
June 30, 1994

Entity Val ue

(Controlling
Basi s)

Less: Mnority
Di scount

Mar ket abl e M nority
Val ue

Less: Marketability
Di scount

Nonmar ket abl e
M nority Val ue

Val ue of 37.63%
Interests (total)
Transferred to
True Sons
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Book value Statutory Ki nbal | reports Fi nal Respondent’ s Court’s
reported notice Gui del i ne NAV Met hod Lax position val ues
on return val ue co. report

N A N A N A $10, 933, 730 N A $10, 933, 730  $10, 933, 730
(1,093, 373) (1,093, 373)
N A N A N A 10% N A N A 10%
N A N A $5, 953, 417 9, 840, 357 N A N A 9, 840, 357
(2,679,038) (4,428,161) (2,952, 107)
N A N A 45% 45% N A N A 30%
N A N A 3,274, 379 5,412, 196 N A N A 6, 888, 250
30% 70%
590, 511 4,147,164 1,795,271 N A 4,114,363 2,952,048
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E. True Ranches

1. Mar ketable Mnority Interest Val ues

a. H&H Report

Hall and Hall Mortgage Corp. (H&H) prepared a detailed
apprai sal of land and i nprovenments owned by True Ranches as of
January 1, 1993, and June 3, 1994.7® M. Hall and his coll eagues
gathered data from |l ocal sources, including ranch owners,
governnment offices, other appraisers, and real estate agents.
They al so personally inspected the True Ranches properties and
exam ned conparable sales. M. Hall concluded that the highest
and best use of True Ranches’ property was its current use as an
integrated comercial |ivestock range and fini shing operation.

M. Hall found the cost approach to be the nost reliable
measure of fair market value for True Ranches’ | and and
i nprovenents; however, he also used the incone and sal es
conpari son approaches to corroborate his cost approach val ues.
M. Hall explained that the term*“cost approach” was m sl eadi ng,
because even though the nmethod val ued i nprovenents based on
estimated repl acenent cost, it valued | and based on conparabl e

sal es.

®H&H conducted a full appraisal of the subject property as
of June 3, 1994. The H&H report stated that fair market val ue
did not change between June 3 and June 4, 1994. M. Hall
adj usted the June 3, 1994, value to reflect fair narket val ue as
of Jan. 1, 1993, rather than conducting another full appraisal.
These adj ustnents took into account property acquisitions and
inflation in | and val ues between the two val uati on dat es.
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After conputing the total value of |and and inprovenents
under the cost approach, M. Hall then reduced this value by a
20-percent size adjustnent. Relying on narket data, M. Hall
concl uded that |arge or noncontiguous parcels of |and generally
sold for Iower prices per acre. The majority of the available
data used in the cost approach related to sales of relatively
smal | parcels of land (generally | ess than 20,000 deeded acres).
However, True Ranches’ |and hol dings consisted of |arge, nostly
nonconti guous parcels (approxi mately 265,000 total deeded acres).
Thus, M. Hall applied the 20-percent size adjustnent to
elimnate this disparity.

To check the reasonabl eness of the size adjustnent, M. Hall
conpared the conputed per acre value (after size adjustnent) of
True Ranches’ | argest parcel (Plains Rangel and--183, 990 deeded
acres) to the three | argest actual sales for which data was
avai |l abl e (each conprising over 30,000 deeded acres) and
concl uded that the per acre values were within a reasonabl e range
of each other. To further support his discount, M. Hall cited a
publication prepared by the University of Wom ng, which stated
that in the md-1990's, ranches of 600 aninmal units sold for 16
percent |ess than ranches with 300 to 400 animal units. True
Ranches’ estimted capacity was 12,500 aninmal units. Finally,
M. Hall testified that the 20-percent size adjustnment did not
represent a discount for lack of marketability of the |land and

I nprovenents.
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b. Kinball Reports

M. Kinball used the net asset val ue nmethod to conpute
controlling equity value of True Ranches. The conpany’ s mgj or
assets included | and and i nprovenents, machi nery and equi pnent,
and feed and |ivestock inventories. M. Kinball relied on the
foll ow ng appraisals to derive the conpany’ s net asset val ue:

(1) Land and inprovenents apprai sal prepared by H&H as of

January 1, 1993, and June 3, 1994, (2) machi nery and equi pnent
apprai sal prepared by Don Hel berg as of June 1994, and (3) feed
and |ivestock inventories appraisal prepared by the
superintendent of True Ranches as of January 1, 1993, and June 4,
1994. Wth this information, M. Kinball adjusted True Ranches’
book val ue bal ance sheet to reflect the fair market val ue of
assets and liabilities and cal cul ated an adjusted net asset val ue
of $41, 003,000 as of January 1, 1993, and $45, 297,509 as of

June 4 and June 30, 1994.

M. Kinball then applied a 25-percent mnority discount,
reflecting the subject interests’ lack of control, to arrive at a
mar ket abl e m nority val ue of $30, 752,250 as of January 1, 1993,
and $33,973,132 as of June 4 and June 30, 1994.

c. Final Lax Report

The final Lax report also used the net asset value nethod to
val ue True Ranches’ total equity, generally relying on the sanme
asset appraisals used in preparing the Kinball reports. However,

M. Lax adjusted True Ranches’ bal ance sheet information as of
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April 30, 1994, whereas M. Kinball adjusted the June 4, 1994,
bal ance sheet. As a result, the final Lax report arrived at a
net asset value as of June 3, 1994, of $44, 643,191, which was
slightly I ower than the anount conputed by M. Kinball.

Next, M. Lax applied a conbined mnority and marketability
di scount from net asset value of 60 percent. He derived the
conbi ned di scount by exam ning three published studies containing
econom ¢ and market price information on publicly registered real
estate partnerships that traded in secondary markets. According
to the final Lax report, the studies showed that partnerships
owni ng i nconme producing properties but not making regul ar cash
di stributions sold at average conbi ned di scounts of 43 percent in
1992, 51 percent in 1993, and 76 percent in 1994.

M. Lax noted that the conbi ned discounts reported in the
studies reflected the lack of control of limted partners over
partnership distributions and |iquidation. He explained that the
sanme | ack of control applied to limted partners in private
partnerships. |In addition, M. Lax found that private
partnerships were | ess marketabl e than the study partnerships,
because private partnerships did not trade on an informa
secondary market. He al so observed that private partnerships
often placed burdensone transfer restrictions on ownership
i nterests.

On the basis of the foregoing, M. Lax concl uded that

general partnership interests in True Ranches were simlar to the
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l[imted partnership interests reported in the studies. However,
he found that True Ranches interests were less liquid than the
reported partnershi ps because True Ranches had not nade recent
distributions as of the valuation date and the interests were not
publicly traded. Thus, M. Lax chose a 60-percent conbi ned
di scount to reflect the increasing trend of average discounts
reported in the studies.

d. Respondent’'s Position

Respondent offered no expert testinmony or other evidence
regardi ng True Ranches’ total equity value as of the rel evant
dates. |Instead, respondent has adopted M. Kinball’s adjusted
net asset val ues of $41, 003,000 as of January 1, 1993, and
$45, 297,509 as of June 4 and June 30, 1994,

Respondent argues that interests in True Ranches transferred
individually by Dave and Jean True to their sons as of January 1,
1993, and June 30, 1994, respectively, were entitled to mnority
di scounts of no nore than 10 percent. Additionally, respondent
argues that the 38.47-percent interest owned by Dave True at
death is not entitled to a mnority discount, because it
represented a significant ownership block that had sw ng vote
potenti al .

Based on the foregoing, respondent proposes mnarketable
mnority values for the True Ranches interests transferred as of
January 1, 1993, and June 30, 1994, of $36,902, 700 and

$40, 767, 758, respectively. Respondent argues that the marketabl e
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controlling value for the interest valued as of Dave True's death
was $45, 297, 509.

e. Court’'s Analysis

The positions of the parties and the Court’s determ nations
of the marketable mnority values of True Ranches’ total equity
at each of the valuation dates are summari zed infra pp. 278-279.

We accept the agreenent of the parties that controlling
equity value on a net asset val ue basis was $41, 003, 000 as of
January 1, 1993, and $45, 297,509 as of June 4 and June 30, 1994.

However, we reject the parties’ proposed mnority discounts.
M. Kinball derived a 25-percent mnority discount from studies
of premuns offered during tenders for control of publicly traded
conpanies. He found that the observed average control prem uns
of 30 to 40 percent translated into mnority discounts of 23 to
29 percent. W find this analysis to be unhel pful because a
general partner in True Ranches woul d exert nore control over the
busi ness than a sharehol der in a conparabl e public conpany. The
True Ranches partnership agreenent required the partners to
manage jointly the partnership’'s affairs. Thus, each partner had
an equal vote in (anong other things) appointing nmanagenent,
setting business policies, making distributions, buying and
selling assets, and anendi ng the partnership agreenent. A
m nority sharehol der could not exercise equivalent control over a

publ i ¢ conpany.
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Simlarly, we reject M. Lax’s conbi ned 60-percent mnority
and marketability discount, because the studies that he relied on
dealt with transactions in limted partnership interests, not
general partnership interests.

We find respondent’s proposed 10-percent mnority discounts
for interests transferred by Dave and Jean True to be
unsubstantiated and insufficient. Even though a general partner
in True Ranches may exert nore control than a shareholder in a
public conmpany or a limted partner in a publicly registered
partnership, he would not have unilateral control over business
decisions. Further, we reject respondent’s swi ng vote argunent
regardi ng Dave True’s 38.47-percent interest owned at death, for
the reasons stated in our analysis of True Ql. See supra pp
201- 202.

Based on the record, we apply a 15-percent mnority discount
to the controlling equity values conputed by M. Kinball to
arrive at a marketable mnority value for True Ranches of
$34, 852,550 as of January 1, 1993, and $38, 502,883 as of June 4,
and June 30, 1994.

2. Mar ketability Di scounts

a. Kinball Reports

M. Kinball treated the subject interests in True Ranches as
not being readily marketable for the same reasons described in
the True G| section of this opinion. See supra pp. 204-206.

Accordingly, M. Kinball applied 35-percent marketability
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di scounts to the marketable mnority values as of January 1,
1993, June 4, 1994, and June 30, 1994.

b. Final Lax Report

As previously described, see supra p. 271, M. Lax applied a
conbined mnority and marketability discount from net asset val ue
of 60 percent. Thus, M. Lax’s nonnarketable mnority val ue as
of June 3, 1994, was $6, 869, 694. "7

c. Respondent’'s Position

Respondent argues that the size adjustnent applied by M.
Hall to value True Ranches’ |and and inprovenents reflected the
difficulties associated with marketing such a | arge ranch.
Respondent contends that the marketability discounts applied ny
Messrs. Kinball and Lax incorporated simlar considerations.
Therefore, respondent concludes that the marketability discounts
in the Kinball and Lax reports are redundant and all ows no
mar ketabi ity discounts in valuing the subject interests in True
Ranches.

d. Court’'s Anal ysis

W reject M. Kinball’s justifications for marketability
di scounts that derive fromthe buy-sell agreenent restrictions.
We al so reject respondent’s argunent that any marketability

di scount used to determne the fair market value of an interest

"Due to a conputational error, the final Lax report
incorrectly conputed the nonmarketable mnority value to be
$7, 084, 370.
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in True Ranches woul d replicate the size adjustnment enployed to
determ ne the underlying value of True Ranches’ net assets.
First, M. Hall’s size adjustnent under the cost approach was
required to account for substantial differences in size between
t he conparabl e sales and the True Ranches properties being
anal yzed. Second, marketability discounts neasure the
probability of selling goods at specified terns based on the
demand for those goods and the existence of an established

mar ket. See Estate of Jameson v. Commi ssioner, T.C Mno. 1999-

43, 77 T.C.M (CCH) 1383, 1397, 1999 T.C M (R A par. 99,043, at
269-99. Because the subject interests do not have the ability to
i quidate, we focus on the marketability of general partnership
interests in True Ranches. The fact that the underlying asset
val ues incorporate a size adjustnent has no bearing on whet her
there is demand for or an active market in True Ranches
partnership interests.

We find that a mnority interest in True Ranches was not
fully marketabl e at the valuation dates because: (1) The True
famly was coommtted to keeping True Ranches privately owned;

(2) there were risks that a purchaser would not obtain unani nous
consent to be admtted as a partner; and (3) a purchasing partner
woul d be exposed to joint and several liability.

A mnority interest in True Ranches suffered fromthe sane
mar ketability problens as an equivalent interest in True Q.

Bot h conpanies incurred | osses in the years being exam ned, and
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nei t her conpany nmade substantial distributions to partners.
Accordingly, we apply the sanme 30-percent nmarketability di scount
to True Ranches that we applied to True O1l. See supra pp. 213-

214.
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| nterests

in True Ranches

Val ue as of Book val ue Statutory Ki nbal | Fi nal Lax Respondent’s Court’s val ues
January 1, 1993 reported on notice val ue reports report position
return

Entity Val ue

(Controlling Basis) N A N A $41, 003, 000 N A $41, 003, 000 $41, 003, 000
Less: Mnority (10, 250, 750) (4, 100, 300) (6, 150, 450)

Di scount N A N A 25% N A 10% 15%
Mar ket abl e M nority

Val ue N A N A 30, 752, 250 N A 36, 902, 700 34, 852, 550
Less: Marketability (10, 763, 288) (10, 455, 765)

Di scount N A N A 35% N A N A 30%
Nonmar ket abl e

M nority Val ue N A N A 19, 988, 962 N A N A 24, 396, 785
Val ue of 24.84%

Interests

Transferred to True

Sons 3, 265, 647 12,193,990 4, 965, 258 N A 9,166, 631 6, 060, 161
Val ue as of
June 4, 1994
Entity Val ue

(Controlling Basis) N A N A 45, 297, 509 44,643, 191 45, 297, 509 45, 297, 509
Less: Mnority (11, 324, 377) (26, 785, 915) (6,794, 626)

Di scount N A N A 25% 609% N A 15%
Mar ket abl e M nority

Val ue N A N A 33,973, 132 N A N A 38, 502, 883
Less: Marketability (11, 890, 596) (11, 550, 865)

Di scount N A N A 35% N A N A 30%
Nonmar ket abl e

M nority Val ue N A N A 22,082,536 17, 857, 276 N A 26, 952,018
Val ue of 38.47%

I nterest Oaned at

Dave True’'s Death 5,777,943 20, 283, 447 8,495,152 6, 869, 694 17,425, 952 10, 368, 441

t Conbined minority and marketability di scount




Val ue as of
June 30, 1994

Entity Val ue

(Controlling
Basi s)

Less: Mnority
Di scount

Mar ket abl e
M nority Val ue

Less: Marketability
Di scount

Nonmar ket abl e
M nority Val ue

Val ue of 17.23%
Interests (total)
Transferred to
True Sons

279 -

Book val ue Statutory Ki nbal | Fi nal Lax Respondent ' s Court’s
reported noti ce val ue reports report position val ues
on return
N A N A $45, 297, 509 N A $45, 297, 509 $45, 297, 509
(11, 324, 377) (4,529, 751) (6, 794, 626)
N A N A 25% N A 10% 15%
N A N A 33,973, 132 N A 40, 767, 758 38, 502, 883
(11, 890, 596) (11, 550, 865)
N A N A 35% N A N A 30%
N A N A 22,082, 536 N A 40, 767, 758 26, 952, 018
2,712,212 9, 084, 581 3,804, 821 N A 7,024, 285 4,643, 833
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F. Wiite Stallion

1. Mar ketable Mnority Interest Val ues

a. Kinball Report

M. Kinball used the net asset value nmethod to conpute
controlling equity value of Wiite Stallion. He relied on an
apprai sal of land and inprovenents perforned by Jeffery C. Patch
as of June 9, 1991, to derive the conpany’s underlying asset
value. Wth this information, M. Kinball adjusted Wite
Stallion’ s June 4, 1994, bal ance sheet to reflect the fair market
val ue of assets and liabilities and cal cul ated adjusted net asset
val ue of $1,138,698.7®

M. Kinball then applied a 20-percent mnority discount to
reflect the subject interest’s lack of control. M. Kinball
concluded that the marketable mnority value of White Stallion as
of June 4, 1994, was $910, 958.

b. Initial and Final Lax Reports

The initial and final Lax reports also used the net asset
val ue nethod to value Wite Stallion’s total equity, relying on
the sanme asset appraisal used in the Kinball report. M. Lax
adjusted Wiite Stallion’s balance sheet as of April 30, 1994, to

arrive at net asset value of $1,139,080 as of June 3, 1994.

M. Kinball’'s cal cul ati ons contai ned a mat hemati cal error.
Adj ust ed net asset val ue should have been $1, 139, 000.
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In the initial Lax report, M. Lax applied a 25-percent
mnority discount to net asset value, along with a 45-percent
mar ket abi ity di scount.

In the final Lax report, however, M. Lax applied a conbined
mnority and marketability di scount fromnet asset val ue of 60
percent. He expl ained that the conbined di scount was derived
fromthe studies described in the True Ranches section of this
opinion. See supra p. 271. M. Lax considered the subject
interests to be |l ess marketable than the interests in the studies
because White Stallion had no history of paying dividends and
there was no active market for investnents of this type.

c. Respondent’s Position

Respondent offered no expert testinmony or other evidence
regarding White Stallion’s total equity value as of June 4, 1994.
| nst ead, respondent adopts M. Lax’s net asset val ue of
$1, 139, 080.

Respondent argues that the 34.235-percent interest owned by
Dave True at death is not entitled to a mnority discount,
because it represented a significant ownership bl ock that had
SW ng vote potenti al

d. Court’'s Anal ysis

The positions of the parties and the Court’s determ nations
of the marketable mnority values of White Stallion’s total

equity are summari zed infra p. 287
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We accept the agreenent of the parties that controlling
equity value on a net asset basis was $1, 139,080 as of June 3,
1994. However, we reject respondent’s swing vote argunent, for
the reasons stated in our analysis of True Ql. See supra pp
201- 202.

We find the final Lax report’s conbi ned di scount of 60
percent to be excessive and unsubstantiated. M. Lax solely
relied on sales of registered real estate |imted partnership
interests as benchmarks for the discount he applied to Wite
Stallion. However, we do not believe that registered real estate
limted partnerships are conparable to Wiite Stallion, an
operati ng dude ranch organi zed as an S corporation. Further, we
cannot eval uate the reasonabl eness of the final Lax report’s
mnority discount relative to M. Kinball’s, because of M. Lax’'s
conbi ned di scount approach. W are not convinced that using a
conbi ned di scount is appropriate, inasnmuch as marketability and
mnority discounts are conceptually distinct. See Estate of

Newhouse v. Conm ssioner, 94 T.C at 249.

The final Lax report did not discuss the requirenents for
control under Arizona |aw or Wiite Stallion’s governing docunents
before concluding that Dave True's interest |acked control. In
addition, M. Lax did not provide a theoretical basis for his
change in approach to cal cul ating discounts (going from separate
to conbi ned di scounts) between the initial and final Lax reports.

This nmakes M. Lax’s conclusions seemarbitrary.
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Simlarly, M. Kinball generally based his 20-percent
mnority discount on data from studies of prem uns offered during
tenders for control of publicly traded conpanies. He also did
not consider the specific control attributes of Wiite Stallion
stock to arrive at the mnority discount.

Unl ess the articles of incorporation provide otherw se,
Arizona corporate law requires the following, in relevant part:
(1) Each outstanding share of stock is entitled to one vote, see
Ariz. Rev. Stat. Ann. sec. 10-721(A) (West 1996);° all corporate
powers are exercised by the board of directors, see Ariz. Rev.
Stat. Ann. sec. 10-801(B) (West 1996); (3) directors are elected
by a plurality of votes cast by shares entitled to vote, see
Ariz. Rev. Stat. Ann. sec. 10-728(A) (West 1996); (4) sales of
assets other than in the regular course of business nust be
approved by a mpjority of all votes cast by shares entitled to
vote, see Ariz. Rev. Stat. Ann. sec. 10-1202(E) (West 1996); (5)
di ssolution of the corporation nmust be approved by a majority of
all votes cast by shares entitled to vote, see Ariz. Rev. Stat.
Ann. sec. 10-1402(E) (West 1996).

White Stallion’s articles of incorporation and byl aws were
not introduced in evidence. Therefore, we assune that Wite

Stallion’s governing docunents do not vary from Arizona corporate

“Title 10, Corporations and Associ ati ons, was reorgani zed
by 1994 Ariz. Sess. Laws ch. 223 (effective Jan. 1, 1996). The
sections cited in our discussion were not substantively changed
but were renunbered by the new | aw.
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law. At his death, Dave True' s 34.235-percent interest did not
represent a mpjority of the shares entitled to vote. Thus it did
not give himthe power to sell corporate assets or to dissolve
the corporation entirely. However, it could have given hima
plurality in electing board nenbers, which would have all owed him
to influence distribution policies.

On this record, we find that a 15-percent mnority di scount
is appropriate for Dave True’'s interest in Wite Stallion.

2. Mar ketability Di scounts

a. Kinball Report

M. Kinball treated the subject interest in Wite Stallion
as not being readily marketable for the same reasons described in
the Bell e Fourche section of this opinion. See supra pp. 233-
234. Accordingly, M. Kinball applied a 35-percent marketability
di scount to arrive at nonnmarketable mnority value of $592,123 as
of June 4, 1994.

b. Initial and Final Lax Reports

As previously described, see supra pp. 280-281, the initial
Lax report showed a 45-percent marketability discount, whereas
the final Lax report indicated a conbined mnority and
mar ketabi ity di scount of 60 percent. Thus, nonmarketabl e
mnority values derived by the initial and final Lax reports as

of June 3, 1994, were $160, 860 and $155, 986, respectively.?8

8The final Lax report incorrectly conputed the
(continued. . .)
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c. Respondent’'s Position

Respondent argues that no marketability discount is
appropriate for Dave True’'s 34.235-percent interest in Wite
Stallion because it represented a significant ownership bl ock
t hat had swi ng vote potenti al

d. Court’'s Anal ysis

W reject M. Kinball’s justifications for marketability
di scounts that derive fromthe buy-sell agreenent restrictions.

We al so reject respondent’s swi ng vote argunent for the
reasons stated in our analysis of True O, see supra pp. 201-

202, and M. Lax’s conbi ned di scount approach for reasons stated

supra p. 282.
We find that a mnority interest in Wite Stallion, like a

mnority interest in Belle Fourche, was | ess marketabl e than
actively traded interests because: (1) The two branches of the
True famly are commtted to keeping Wiite Stallion privately
owned; (2) the subject interest |acks control; and (3) Federal
tax rules limt the pool of potential investors in S corporation.
Moreover, certain facts suggest that a mnority interest in Wite
Stallion would be | ess marketable than a mnority interest in
Bel | e Fourche. Although White Stallion was nodestly profitable,

it was not a “cash cow’ |like Belle Fourche. Also, Wite Stallion

80(...continued)
nonmar ketable mnority value to be $160,860 due to a nath error
that arose from M. Lax’s change in discount approaches between
the initial and final Lax reports.
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made no distributions to shareholders during the anal yzed peri od.
| nst ead, sharehol ders lent or contributed funds to the conpany.
On the basis of the foregoing, we conclude that a mnority
interest in Wite Stallion is |less marketable than a mnority
interest in Belle Fourche. Therefore, we assign a 30-percent
mar ketabi ity di scount to Dave True’'s 34.235-percent interest in

VWite Stallion, valued as of June 4, 1994.
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3. Summary of Proposed Val ues and Court’s Determ nations of Values of Interests
in White Stallion

Val ue as of Book val ue Statutory Ki nbal | Fi nal Lax Respondent’s Court’s val ues
June 4, 1994 reported on notice val ue reports report position
return

Entity Val ue

(Controlling Basis) N A N A $1, 138, 698 $1, 139, 080 $1, 139, 080 $1, 139, 080
Less: Mnority (227, 740) (683, 448) (170, 862)

Di scount N A N A 20% 609% N A 15%
Mar ket abl e M nority

Val ue N A N A 910, 958 N A N A 968, 218
Less: Marketability (318, 835) (290, 465)

Di scount N A N A 35% N A N A 30%
Nonmar ket abl e M nority

Val ue N A N A 592,123 455, 632 N A 677,753

Val ue of 34.235%
I nterest Omed at
Dave True’s Death 153, 434 389, 964 202,713 155, 986 389, 964 232, 029

t Conbined minority and marketability di scount
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Issue 3. Did Jean True Make G ft Loans When She Transferred
Interests in True Conpanies to Sons in Exchange for Interest-Free
Paynments Recei ved Approxi mately 90 Days After Effective Date of
Transfers?

On June 30, 1994, and July 1, 1994 (hereinafter sonetines
referred to as the notice dates), Jean True gave notice to her
sons that she wanted to sell her interests in 22 True conpanies.
The buy-sell agreenents governing transfers of interests in the
conpani es provided that, upon giving this notice, Jean True
becane required to sell, and the sons becane required to buy, her
i nterests.

The buy-sell agreenents al so provided that the “effective
date[s]” of the resulting sales were the notice dates. From and
after June 30, 1994, the True conpanies treated the incone and
expenses associated with the interests sold as belonging to the
sons, not to Jean True. Moreover, the sales prices for Jean
True’s interests were not adjusted for any incone or |oss of,

di stributions nade by, or changes in the value of the True
conpani es, after June 30, 1994.

Not wi t hst andi ng the foregoing, the buy-sell agreenents gave
the sons 6 nonths fromthe notice dates to “consummate” the
sales. Jean True did not receive paynent for her interests until
Septenber 30, 1994, 3 nonths after the notice dates. The total
amount she received, $13,298,978, did not include any interest to

conpensate her for this 3-nonth del ay.
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Respondent determned in the gift tax statutory notice to
Jean True that this deferred paynent arrangenent was a “bel ow
mar ket gift |oan” subject to section 7872, which gave rise to a
taxable gift fromJean True to her sons, in the anmount of
$192,307. Petitioners dispute this determ nation.

FI NDI NGS OF FACT

In 1994, Jean True sold her interests in 22 True conpanies
to her sons.8 Five of the conpanies were partnerships, one was
alimted liability conpany (LLC), and 16 were corporations. Al
the corporations were S corporations, except for Mdl and
Fi nancial Corp., which was a C corporation.

Substantially identical buy-sell agreenents governed
transfers of interests in these conpanies. The buy-sel
agreenents were contained in partnership agreenents (partnership
buy-sell agreenents) and in stockholders’ restrictive agreenents
(corporate buy-sell agreenents).

The buy-sell agreenents were triggered when Jean True gave
her sons notice of her intention to sell her interests. Jean
True gave notice of her intention to sell her stock in the 16
corporations on June 30, 1994. She gave notice of her intention
to sell her interests in the five partnerships and the LLC on

July 1, 1994.

81See Appendi x schedule 3 for a list of these conpanies.
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Once triggered by Jean True’s notice, the buy-sel
agreenents required Jean True to sell, and her sons to purchase,
her interests. Each of the buy-sell agreenments provided that the
“effective date” of the resulting sale was the applicable notice
dat e.

Al t hough the buy-sell agreenents defined the effective dates
of Jean True’'s sales as the notice dates, other provisions of the
buy-sell agreenents required only that the “sal e and purchase” of
stock or partnership interests “be consunmated” wthin 6 nonths
after those dates. 1In fact, Jean True did not receive paynent
for her stock and partnership interests until Septenber 30, 1994
(paynent date).

The record does not establish exactly what happened on or
around the paynent date, other than the receipt of paynent by
Jean True. It appears that the reissuance of stock certificates
to the sons was authorized by the corporations’ boards of
directors on Septenber 29, 1994. However, the mnutes of the
board neetings authorizing this action refer to “the transfer of
the shares formerly owned” by Jean True, and state that
“appropriate action should be taken * * * to accept and
acknow edge the transfer of ownership that occurred effective
June 30, 1994". The acconpanying board resolutions simlarly
di scuss the “sale and transfer effective June 30, 1994" of “the

shares previously held” by Jean True.



- 291 -

Each of the buy-sell agreenents al so contai ned a provision
entitled “Further Assurances”. The further assurances provision
of the partnership buy-sell agreenents stated:

Before any retiring Partner, former Partner, or other

person selling his interest shall be entitled to receive

any noney in paynent of or on account of his partnership

interest * * * he shall deliver or cause to be delivered

to the remaining Partners such instrunents as the

remai ni ng Partners may reasonably request in order to

establish a record that the retiring Partner or a forner

Partner’s interest in the partnership has passed to and

becone vested in the remaining Partners.

The further assurances provision of the corporate buy-sel
agreenents stated that each of the stockhol ders and the rel evant
corporation agrees “to nmake, execute and deliver to the other
parties all assignnents, transfers or other documents necessary
to carry out and acconplish the ternms” of the corporate buy-sel
agreenents. However, the corporate buy-sell agreenents did not
state that the seller was not entitled to receive paynment unti
she supplied what ever docunents were required.

The buy-sell agreenents required Jean True' s sales to be
made at formula prices based on book value. The price provision
of the partnership buy-sell agreements provided that “The price
of any partnership interest or portion thereof shall be the book
value of the Selling Partner’s capital account as of the close of
busi ness of the day imedi ately preceding the sales event.” Jean
True’s giving notice of her intention to sell was the sales

event. The partnership buy-sell agreenents therefore provided

that the price for Jean True’'s sale of a partnership interest was
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equal to the book value of her capital account in that
partnership as of the close of business on June 30, 1994, the day
before the day she gave notice of her intent to sell her
partnership interests.

The corporate buy-sell agreenents provided:

The price of any shares sold hereunder shall be the book

val ue of the stock at the end of the preceding fiscal

year, less any and all dividends paid to the

Sharehol ders prior to the effective date of sale, plus

i ncone conputed in accordance with the Internal Revenue

regul ations generally requiring allocation on a per

share, per day basis.
As applied to Jean True’'s 1994 sal es, the corporate buy-sel
agreenents therefore provided that the sale price of stock was
equal to: (1) The book value of that stock as of the end of the
corporation’s fiscal year preceding June 30, 1994, mnus (2) the
dividends (if any) paid fromthe end of that fiscal year to
June 30, 1994, plus (3) a pro rata share of the corporation’s
income for the fiscal year including June 30, 1994.

As shown by the foregoing citations to the buy-sel
agreenents, the agreenents did not provide for any adjustnents to
be made to the formula prices on account of the incone or |oss

of, the dividends paid or distributions made by, or any change in

t he val ue of a True conpany, after June 30, 1994. 82

82Al t hough the buy-sell agreenents did not provide for any
price adjustnents to be nmade on account of the True conpanies
financial performance after June 30, 1994, the price paid for
sone of Jean True' s stock may have been affected by post-June 30,
1994, events. The corporate buy-sell agreenents required the
precedi ng fiscal year’s ending book value to be increased by a
(continued. . .)
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The buy-sell agreenents also did not provide for any
interest to be paid on the sales price on account of any passage
of time between the effective dates of the sales and the date
paynment was ultimtely nade.

From and after June 30, 1994, the 22 True conpanies
consi dered the incone and expenses associated with the interests
sold by Jean True to belong to her sons, not to Jean True.

Mor eover, the True conpanies filed their Federal incone tax
returns consistently with this consideration. For exanple, as
part of its Federal partnership return (Form 1065) for 1994, True
Gl filed three Forns 8308, “Report of a Sale or Exchange of
Certain Partnership Interests”; these forns reported that the
“Date of Sale or Exchange of Partnership Interest” with respect

to Jean True's sale of her interest in True Gl was June 30,

82( ... continued)
pro rata share of the corporation’s incone for the year of sale,
conputed in accordance with the Internal Revenue | aws.

Sec. 1377(a)(1) provides that a stockholder’s pro rata share
of S corporation incone for a taxable year is calculated by
all ocating an equal portion of the corporation’s itens to each
day in the year. Under this nmethod, a selling shareholder’s pro
rata share of inconme for the year of sale will be affected by
corporate itens realized after the sale date, because a portion
of such itens will be allocated to her period of ownership. Sec.
1377(a)(2), however, provides that under certain circunstances
t he sharehol ders nay elect to conpute the selling sharehol der’s
pro rata share as if the taxable year term nated on the sale
dat e.

It appears that the True famly made the el ection to conpute
Jean True's pro rata share of incone as if the corporation’s
t axabl e year ended on June 30, 1994, with respect to sone (but
not all) of the 15 S corporations in which she sold her stock.
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1994. True QO 1’'s 1994 return al so contai ned schedul es show ng
that after June 30, 1994, Jean True owned a zero percent share of
True G l’s inconme, deductions, |losses, credits, capital account,
and other itens. Simlarly, Belle Fourche's Federal tax return
(Form 1120S) for 1994 contains a schedule of changes in
owner shi p; that schedul e showed that Jean True owned no Belle
Fourche stock after June 30, 1994.

The amount of the paynent Jean True received on the paynent
date (Septenber 30, 1994) in exchange for her interest in a True
conpany was equal to the fornula price of that interest as
determ ned under the correspondi ng buy-sell agreenment. The
parties agree that the prices of Jean True's interests as
det erm ned under the buy-sell agreenents, and the anounts
recei ved by Jean True on the paynent date in exchange for those

interests, were as shown in the follow ng table:
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Fornmul a price and anount

Entity received on paynent date
True Q| $2, 528, 315
Ei ghty-Ei ght O | 4, 400, 744
True Ranches 2,712,212
Rancho Ver dad 226, 759
True M ning Co. 176
True Environnmental Renediating 205, 886
LLC
Bel | e Fourche 183, 593
Black H Ils Trucking 590, 511
M dl and Fi nanci al Cor p. 2,226, 338
Tool pushers Supply Co. 137,872
Black Hlls Gl 60
Bonanza Publ i shing, Inc. 395
Clareton G| Co. 58
Equitable O 1 Purchasi ng Co. 2,304
Fire Creek Ol Co. 1, 193
Punmpkin Buttes Q1 Co. 51
Roughri der Pipeline Co. 55, 208
Sunlight Gl Co. 57
True Geothermal Drilling Co. 111
True Wom ng Beef 638
Wnd River Gl Co. 59
True Land and Royalty Co. 26, 438
Tot al 13, 298, 978

Respondent has conceded that the fair market val ue, as of
June 30, 1994, of the interests sold by Jean True did not exceed

the fornmula prices of those interests, except in the case of the
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followi ng conpanies: True G, E ghty-Eight G|, True Ranches
Bel | e Fourche, and Bl ack Hills Trucking.

As a result of Dave True’'s death on June 4, 1994, Jean True
acquired part of the stock and partnership interests she
ultimately sold to her sons. Dave True’'s death triggered the
buy-sell agreenents and required Jean True and the sons to buy
the interests fornerly held by Dave True.

The sal es of stock triggered by Dave True’'s death apparently
were not formally closed until about Septenber 20, 1994.

Al t hough the record does not establish precisely what happened on
Septenber 20, 1994, it appears that the rei ssuance of stock
certificates to reflect the transfer of ownership from Dave True
to Jean True and the sons was authorized on that date. However,
the buy-sell agreenents defined the effective date of these
transfers as the date of Dave True's death. Consistent with this
definition, the mnutes of the board neetings concerning the

rei ssuance of Dave True’'s stock treat Dave True's death as the
date ownership of the stock was transferred to Jean True and the
sons. 83

On a schedul e attached to Jean True’'s anended Federal gift
tax return for 1994, Jean True reported the 1994 sal es of her

interests to her sons as gifts with a “Value at date of gift” of

8Respondent has not determ ned or otherw se asserted that
any gift loans resulted fromthe sales triggered by Dave True’s
death on June 4, 1994, even though sone of those sales may not
have been formally closed until Sept. 20, 1994.
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zero. This schedule reported the “Date of gift” as June 30,
1994.

In the statutory notice, respondent determ ned, w thout
citing any authority, that the value of the gift Jean True nade
by | endi ng her sons the sales price fromJune 30, 1994, to the
paynent date was $192,307. The notice explained that this anount
was equal to 91 days of interest on the $13, 298,978 aggregate
sales price, calculated using the 5.9-percent interest rate the
True famly used for other intrafamly |oans. Although the
notice stated that “Arguably, the 5.9%is belowmarket”, it also
stated that “no adjustnment will be made for this due to the
extreme difficulty of conputing it”. The notice did not cite any
authority for these concl usions.

OPI NI ON

Summary of Argunents

On June 30, 1994, and July 1, 1994 (notice dates), Jean True
gave her sons notice that she wanted to sell her interests in 22
True conpanies. This notice triggered the provisions of the buy-
sell agreenents that required Jean True to sell her interests to
her sons.

The buy-sell agreenents provided that the effective dates of
these sales were the notice dates. However, the buy-sel
agreenents al so stated that the sales did not have to “be
consunmat ed” until 6 nonths after those dates. |In fact, Jean

True did not receive paynent for her interests until Septenber
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30, 1994, 3 nonths after the notice dates. W hereinafter refer
to the deferred paynent of the sales price for Jean True’s
interests, pursuant to the provisions of the buy-sell agreenents
giving the parties up to 6 nonths to “consummate” the sales, as
the deferred paynent arrangenent.

The anopunt Jean True received on the paynent date,
$13, 298, 978, was equal to the sumof the formula prices for the
interests she sold, calculated as provided in the buy-sel
agreenents. This sumdid not include any stated interest or any
ot her adjustnents to take account of the 3-nonth period between
the notice dates and the paynent date.

Respondent asserts that the sales of Jean True's interests
were conpl eted for tax purposes on June 30, 1994, because the
benefits and burdens of ownership were transferred on that date.
Respondent further asserts that because the deferred paynent
arrangenent allowed 3 nonths to pass between the sale conpletion
date and the paynent date, Jean True effectively |lent her sons
(during that 3-nmonth period) an anobunt equal to the $13, 298, 978
sal es proceeds she was entitled to receive. Finally, respondent
asserts that this loan was in the nature of a gift, and that Jean
True therefore made a taxable gift to her sons of the val ue of
the use of the sale proceeds fromJune 30, 1994, to Septenber 30,
1994.

Respondent has continued to assert, as determ ned by the

statutory notice, that the value of Jean True's gift is $192, 307.
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However, respondent now argues that the reason for this is that
the deferred paynent arrangenent was a “bel ow market | oan”
subj ect to section 7872. Sec. 7872(c)(1)(A). Notw thstanding
this new argunent, respondent does not explain why the True
famly' s 5.9-percent intrafamly interest rate used to calcul ate
the value of Jean True's gift in the statutory notice should
apply, rather than the “applicabl e Federal rate” expressly
referenced by section 7872(e), (f)(1), and (f)(2).

Petitioners make three argunments why the deferred paynent
arrangenment was not a gift loan. First, petitioners argue that
the sales of Jean True's interests were conpleted for tax
pur poses on Septenber 20, 1994, instead of on June 30, 1994, as
asserted by respondent. According to petitioners, Jean True was
not entitled to receive the sales proceeds—and therefore could
not have lent themto her sons—until the sales were conplete. 8

Second, petitioners argue that the deferred paynent
arrangenment cannot be a bel ow-market | oan subject to section 7872
because: (1) If the deferred paynent arrangenent were a

“contract for the sale or exchange of any property” within the

8petitioners do not explain why Sept. 20, 1994, is the
rel evant date. However, we note that Jean True' s acquisition
(from Dave True) of sonme of the stock she ultimately sold to her
sons appears to have been cl osed on that date.

Petitioners also do not explain why, if Sept. 20, 1994, was
the sal e conpletion date, Jean True coul d not have nmade a bel ow
market gift loan fromthat date to the paynent date on Sept. 30,
1994.
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meani ng of section 483, no portion of the sales price would be
recharacterized as interest under that section; and (2) if the
deferred paynent arrangenent were a “debt instrunment given in
consideration for the sale or exchange of property” within the
meani ng of section 1274, no portion of the sales price would be
treated as original issue discount (O D) under that section.

Third and finally, petitioners argue that even if the
deferred paynent arrangenent was a “bel ow market | oan” to which
section 7872 could apply, it was not a “gift |loan” actually
subj ect to that section, because allow ng short delays in the
paynment of sal es proceeds, w thout charging interest, is a norma
commercial practice satisfying the ordinary business transaction
exception set forth in section 25.2512-8, G ft Tax Regs.

We consider these argunents seriatim W conclude that: (1)
The sal es of Jean True's interests were conpleted for tax
pur poses on June 30, 1994, and July 1, 1994 (i.e., on the notice
dates, which are also the effective dates defined by the buy-sel
agreenents); (2) sections 483 and 1274 do not prevent the
application of section 7872 to the deferred paynent arrangenent;
and (3) the deferred paynent arrangenent is a bel ow narket gift
| oan subject to section 7872, rather than an ordi nary business
transacti on.

1. Jean True's Sales Were Conpl eted on Notice Dates

The “Further Assurances” provisions of the partnership buy-

sel |l agreenents stated:
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Before any retiring Partner * * * shall be entitled to

receive any noney in paynment of or on account of his

partnership interest * * * he shall deliver or cause to

be delivered to the remai ning Partners such instrunents

as the remaining Partners may reasonably request in

order to establish a record that the retiring * * *

Partner’s interest in the partnership has passed to and

becone vested in the remaining Partners.

Petitioners claimthese further assurances provisions were
not satisfied until Septenber 20, 1994, when title to Jean True’'s
stock and partnership interests “vested” in her sons.®
Petitioners assert that as a result, Jean True could not have
| ent her sales proceeds to her sons on June 30, 1994, as
cont ended by respondent - -because under the terns of the buy-sel
agreenents, Jean True was not entitled to receive those proceeds
until the “vesting” date.

As a prelimnary matter, we note that petitioners’ argunent
on this point cites no authority and is hard to follow. However,
the thrust of petitioners’ argunent appears to be that the sales
of Jean True’'s interests were not conpleted for tax purposes
until Septenber 20, 1994. For the reasons set forth bel ow, we
di sagree, and conclude that the sales were conpleted on June 30,
1994, and July 1, 1994 (the notice dates, also the effective
dates as defined by the buy-sell agreenents).

First, we note that the “Further Assurances” provisions of

the corporate buy-sell agreenents are different fromthe

8As noted supra p. 299, it is not clear why petitioners
believe Sept. 20, 1994, is the relevant date.
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provi sions of the partnership buy-sell agreenents relied upon by
petitioners. The further assurances provisions of the corporate
agreenents state only that each of the stockhol ders and the
rel evant corporation agrees “to make, execute and deliver to the
other parties all assignnents, transfers or other docunents
necessary to carry out and acconplish the terns” of the corporate
buy-sell agreenments. However, the corporate buy-sell agreenents
do not state that delivery of these docunents is a condition
precedent to the right to receive paynent, or to any other right
or obligation arising under the agreenents.

Second, the buy-sell agreenents, when read in their
entirety, show Jean True and her sons intended that a binding
contract of sale would be created on the notice dates, even
t hough paynent was not required to be nmade on those dates. For
exanpl e, the partnership buy-sell agreenents define the term
“sales event” to include “the events outlined in Paragraph 18 the
occurrence of which, under the terns hereof, triggers the
mandat ory purchase and sal e agreenent.” Paragraph 18 in turn
provides that a voluntary sale is a “sales event”, and states:

In the event any Partner desires at any tine to sell al

or a part of his or her partnership interest in the

Conmpany, he or she shall so notify the Purchasing

Partners in witing. * * * Thereafter, the Selling

Partner shall sell and the Purchasing Partners shal

purchase such partnership interest in accordance with

the terns of paragraphs 19 [restating the buy-sell

agreenent, and providing that purchases shall be nade by

Purchasing Partners in proportion to interests already
owned], 20 [defining fornmula price] and 21 [defining




- 303 -

effective date as the notice date] * * * [ * * *
[ Enphasi s added. ]

Not hing in these operative provisions suggests that the buy-
sell obligations arising on the notice dates were conditioned
upon the selling partner’s conpliance with the “Further
Assurances” provision. Indeed, they do not even refer to the
“Furt her Assurances” provision. 88

Third and nost inportantly, the terns of the buy-sell
agreenents, the conduct of the parties to those agreenents, and
the actions of the True conpanies all show that Jean True and her
sons intended the benefits and burdens of ownership of Jean
True’s interests to shift to her sons on the notice dates.

Petitioners correctly note that Jean True did not receive
paynment for her interests in the 22 True conpanies until
Septenber 30, 1994. In addition, it appears that the
corporations were authorized on or around that date to reissue
the shares Jean True sold in the nanes of Jean True’s sons.

The record does not establish precisely what happened on or
around the paynent date, other than the recei pt of paynent and
t he rei ssuance of sonme stock certificates. However, petitioners
have not shown (or even clained) that the sons did not take
possessi on of Jean True's stock certificates, or that the

partnership records did not reflect a change in ownership, well

8The “sal es event” and “sal e” provisions of the corporate
buy-sell agreenents are substantially the sanme as the cited
provi sions of the partnership buy-sell agreenents.
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before the paynent date. To the contrary, the board m nutes and
resol uti ons concerning the rei ssuance of stock treat June 30,
1994, as the date ownership of Jean True' s stock passed to the
sons. Simlarly, Jean True's anmended 1994 Federal gift tax
return reported that the 1994 sales of her interests occurred on
June 30, 1994.

We al so note that under relevant State (Wom ng) |aw, board
of directors’ approval and recording on the corporate books are
not conditions precedent to a valid transfer of stock ownership.

See Jones v. Central States Inv. Co., 654 P.2d 727 (Wo. 1982).

Al so, although neither party has argued that, until the paynent
date, the buy-sell agreenents created an inconplete gift, we note
that a stock gift may be conpl ete before the donee receives

possession of or title to the stock. See Estate of Davenport v.

Conm ssioner, 184 F.3d 1176 (10th G r. 1999), affg. T.C Meno.

1997- 390.

More generally, a sale is conplete for Federal incone tax
pur poses when the benefits and burdens of ownership shift; this
may occur well before title passes or a fornmal closing of the

sale occurs. See Derr v. Conm ssioner, 77 T.C. 708, 723-724

(1981) (for Federal income tax purposes, sale occurs upon
transfer of benefits and burdens of ownership rather than upon
satisfaction of technical requirenents for passage of title under
State law, applicable test is facts and circunstances test with

no single factor controlling); Hoven v. Conm ssioner, 56 T.C. 50,
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55 (1971) (in determ ning date of property transfer, date on
whi ch benefits and burdens or incidents of ownership of property

pass nust be considered); Merrill v. Conmm ssioner, 40 T.C. 66, 74

(1963) (where delivery of deed is delayed to ensure paynent,

intent of parties as to when benefits and burdens of ownership
are to be transferred, as evidenced by factors other than the
passage of bare legal title, controls for tax purposes), affd.

336 F.2d 771 (9th Cr. 1964); cf. Dyke v. Conmi ssioner, 6 T.C

1134 (1946) (stock sale not conpleted until all conditions of
escrow agreenent (including paynent) were satisfied and stock was
actually delivered, even though buyer was entitled to
corporation’s earnings for approximately 1 nonth before delivery
date).

Taking into account all the facts and circunstances of the
case at hand, we conclude that Jean True and her sons intended
the benefits and burdens of ownership of Jean True’s stock and
partnership interests to pass to the sons on the notice dates;
i.e., on June 30, 1994, in the case of her stock and on July 1,
1994, in the case of her partnership (and LLC) interests. W
further conclude that the benefits and burdens of ownership in
fact shifted on those dates. These conclusions are based on the
fol |l ow ng observati ons:

1. The buy-sell agreenents expressly provided that the
notice dates were the effective dates of Jean True’'s sales to her

sons. The buy-sell agreenents al so expressly provided that on
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t hose dates Jean True becane obligated to sell, and her sons
becane obligated to buy, her interests in the 22 True conpani es.
2. Fromand after June 30, 1994, the 22 True conpanies
consi dered the incone and expenses associated with the interests

sold by Jean True to belong to the sons, not to Jean True.
Mor eover, the True conpanies filed their Federal tax returns
consistently with this observation.

3. Although the reissuance of sone stock certificates to
reflect the change in ownership of Jean True’'s stock was
aut hori zed on Septenber 29, 1994, the m nutes of the board
nmeetings concerning this action refer to “the transfer of the
shares fornerly owned” by Jean True, and state that “appropriate

action should be taken * * * to accept and acknow edge the

transfer of ownership that occurred effective June 30, 1994".

(Enphasis added.) Simlarly, the acconpanying board resol utions

di scuss “the sale and transfer effective June 30, 1994" of “the

shares previously held” by Jean True. (Enphasis added.)?®
4. The partnership buy-sell agreenents provided that the

price for a partnership interest owed by Jean True was equal to

8As noted supra p. 299, petitioners argue that Jean True’'s
sales were conpleted for tax purposes on Sept. 20, 1994. It is
not clear why petitioners chose this date. It appears that a
formal cl osing of Jean True' s purchase (from Dave True) of sone
of the stock she ultimately sold to her sons was held on or
around that date. However, the mnutes of the Sept. 20, 1994,
board neetings authorizing the reissuance of Dave True's stock to
Jean True treat June 4, 1994 (the date of Dave True' s death), as
the effective date of the transfer of ownership of that stock to
Jean True.
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t he book value of that interest as of the close of business on
June 30, 1994. This price was not adjusted for any incone or
| oss, distributions made by, or change in the value of the
partnership, for any period after June 30, 1994. As a result,
once Jean True gave notice, all she could receive in exchange for
a partnership interest was its book value as of June 30, 1994.
Jean True’s sons becane entitled to the econom c benefits, and
woul d suffer the econom c burdens, flow ng fromthe partnerships
after June 30, 1994.

5. Simlarly, the corporate buy-sell agreenents provided
that the price for stock owned by Jean True was based on the book
val ue of the stock as of the last day of the fiscal year ending
before June 30, 1994. This price was not adjusted for any incone
or loss, distributions made by, or change in the value of the
rel ated corporation, after June 30, 1994.8%8 As a result, once
Jean True gave notice, all she could receive for her stock was
its book value as of June 30, 1994. Jean True’s sons becane
entitled to all the economi c benefits, and would suffer all the

econom ¢ burdens, flowng fromthe stock after June 30, 1994.

8The purchase price of stock did include a pro rata share
of the corporation’s incone for the year including June 30, 1994.
Wth respect to sone of the corporations, this pro rata share may
have reflected incone realized after June 30, 1994. See supra
pp. 292-293 note 83.
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For all these reasons, we hold that for Federal incone tax
pur poses Jean True sold her stock on June 30, 1994, and her
partnership (and LLC) interests on July 1, 1994, 8°

[11. Sections 483 and 1274 Do Not Prevent Bel ow Market Loan
Treat nent Under Section 7872

The deferred paynment arrangenent allowed 3 nonths to pass
bet ween the dates Jean True’'s sales were conpleted for tax
pur poses and the paynent date. For this reason, respondent
asserts that the deferred paynent arrangenent shoul d be
considered to be a loan (from Jean True to her sons) of the
$13, 298,978 sales price for that 3-nonth period. Because Jean
True did not charge or receive any interest on this anount,
respondent further asserts that the deferred paynent arrangenent
was a bel ow-market gift |loan to which section 7872 applies.

Petitioners argue that even if Jean True's sales were
conpleted on the notice dates (as we have deci ded), section 7872
cannot apply to the deferred paynent arrangenent. The buy-sel
agreenents required Jean True' s sales to be consunmated within 6
nmonths after the notice dates. As aresult, if the deferred

paynment arrangenent were a “contract for the sale or exchange of

8Respondent nmi ntains that Jean True sold all her interests
on June 30, 1994. W disagree. Jean True did not give notice of
her desire to sell her partnership (and LLC) interests until July
1, 1994. Until she gave notice, she was not required to sell,
and her sons were not required to buy, those interests. Al so,
t he buy-sell agreenents defined the effective date of the sale of
her interests as the notice dates. For these reasons we concl ude
that the sale of Jean True’s partnership (and LLC) interests
occurred on July 1, 1994, as stated in the text.
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any property” to which section 483 ordinarily could apply, no
portion of the sales price would be recharacterized as interest
under that section. See sec. 483(a), (c)(1l) (although sec. 483
generally applies to paynents made under any contract for the
sal e or exchange of any property, it does not apply unless sone
contract paynents are due nore than 1 year after the sale or
exchange). Simlarly, if the deferred paynment arrangenent were a
“debt instrunment given in consideration for the sale or exchange
of property” to which section 1274 ordinarily could apply, no
portion of the sales price would be recharacterized as ori gi nal
i ssue discount (O D) under that section. See sec. 1274(c)(1)
(al though sec. 1274 generally applies to any debt instrunment
given in consideration for the sale or exchange of property, it
does not apply unless sone paynents under the debt instrunment are
due nore than 6 nonths after the date of the sale or exchange).

Petitioners assert that because no portion of the
$13, 298, 978 aggregate sales price would be recharacterized as
interest or O D under section 483 or 1274, the deferred paynent
arrangenment cannot be treated as a bel ow-market | oan subject to

section 7872. W disagree. In Frazee v. Conm ssioner, 98 T.C.

554 (1992), we considered the relationship of sections 483, 1274,
and 7872 for gift tax purposes and rejected argunents quite

simlar to those made by petitioners in the case at hand.
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The taxpayers in Frazee sold property to famly nmenbers in
exchange for a note. The interest rate on the note, although
| ess than a market rate, was sufficient to avoid the
recharacterization of any part of the stated principal of the
note as interest under section 483. The Frazee taxpayers argued
that as a result, the note could not be a “bel ow nmarket | oan”
subject to section 7872. W disagreed. In our view, sections
483 and 1274 were enacted to ensure the proper characterization

of paynents as principal or interest for incone tax purposes. By

contrast, the key issue for qgift tax purposes is the valuation of

all paynents (both principal and interest). See Krabbenhoft v.

Comm ssioner, 94 T.C 887, 890 (1990), affd. 939 F.2d 529 (8th

Cr. 1991). W held in Frazee that sections 483 and 1274 sinply
were not relevant for that gift tax purpose.

The Comm ssioner’s primary position in Frazee was that the
value of the intrafamly note for gift tax purposes should be its
“present value” under section 7872 (i.e., a value determ ned by
reference to the applicable Federal rate), rather than its fair
mar ket val ue under general tax principles (i.e., a value
determ ned by reference to market interest rates). Although we
found this position to be “anomal ous” because it was contrary to
the traditional fair market val ue approach, Frazee v.

Conmm ssi oner, supra at 590, we neverthel ess accepted the

Comm ssioner’s treatnment of the intrafamly note as a bel ow
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market gift | oan subject to section 7872. See id.; cf. Blackburn

v. Comm ssioner, 20 T.C. 204 (1953).

Petitioners correctly observe that section 7872(f)(8)
provi des that section 7872 does not apply to any |loan to which
section 483 or 1274 applies. This prohibition is not applicable
to the case at hand. Technically, neither section 483 nor
section 1274 applies to the deferred paynent arrangenent, because
the buy-sell agreenments required paynment to be nade within 6
months after the notice dates. See sec. 483(c)(1l) (sec. 483 does
not apply where no paynent is due nore than 1 year after the sale
or exchange); sec. 1274(c)(1) (sec. 1274 only applies where at
| east one paynent is due nore than 6 nonths after the sale or
exchange) .

Petitioners also observe that certain proposed section 7872
regul ations state that section 7872 does not apply to any | oan
given in consideration for the sale or exchange of property,
within the nmeani ng of sections 483(c)(1) and 1274(c)(1), even if
the rules of those sections do not technically apply by reason of
safe harbors or other exceptions. See sec. 1.7872-2, Proposed
| ncone Tax Regs., 50 Fed. Reg. 33553, 33557 (Aug. 20, 1985). W
note, however, that although proposed regul ations constitute a
body of infornmed judgnent on which courts nmay draw for gui dance,

see Frazee v. Conmi ssioner, supra at 582, we accord them no nore

wei ght than a litigating position, see KTA-Tator, Inc. V.
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Comm ssioner, 108 T.C 100, 102-103 (1997); E.W Wolwrth Co. v.

Conmi ssi oner, 54 T.C. 1233, 1265-1266 (1970).

The Comm ssi oner proposed section 1.7872-2, Proposed |Inconme
Tax Regs., supra, in 1985, and has never adopted it in final
form The Comm ssioner has since asserted that section 7872 can
apply to loans given in consideration for the sale or exchange of

property, in both Frazee v. Conmm ssioner, supra, and the case at

hand. Moreover, our acceptance in Frazee of the Comm ssioner’s
position that section 7872 applied to the intrafam |y note
necessarily rejected the position taken in the proposed
regul ati on.

For all these reasons, consistent with our decision in
Frazee, we hold that the deferred paynent arrangenent nmay be a
bel ow- mar ket | oan subject to section 7872, even though no part of
the sales price would be treated as interest or O D under

sections 483 and 1274.°°

%The Court of Appeals for the Seventh Crcuit held, in
Ballard v. Comm ssioner, 854 F.2d 185 (7th Gr. 1988), revg. T.C
Meno. 1987-128, that a note should have no gift tax consequences
where it stated interest at the “safe harbor” rate referred to by
sec. 483 and no portion of the note's stated principal anount
woul d be recharacterized as interest for that reason. In
Kr abbenhoft v. Conm ssioner, 94 T.C. 887 (1990), affd. 939 F. 2d
529 (8th G r. 1991), we reconsidered our position on the
rel evance of sec. 483 for gift tax purposes in light of the
reversal of our Ballard decision, and decided not to follow that
reversal except where required by the Golsen rule (see Golsen v.
Conm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r
1971)). Moreover, the Court of Appeals for the Tenth Crcuit, to
whi ch an appeal of this case would lie, has agreed with our view,

(continued. . .)
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|V. Deferred Paynent Arrangenents Are Bel ow Market G ft Loans
Subject to Section 7872

Section 7872(c)(1)(A) provides (subject to certain
exceptions not relevant to the case at hand) that section 7872
applies to “Any bel ownmarket |oan which is a gift |loan.”
Therefore, section 7872 applies to the deferred paynent
arrangenment if that arrangenent is: (1) A “loan”, (2) a “bel ow
mar ket | oan”, and (3) a “gift |oan”.

A.  Loan

Section 7872 does not define the term“loan”. However, the
| egi slative history indicates that “loan” should be interpreted
broadly to include any extension of credit. See Frazee v.

Conm ssioner, 98 T.C. at 589 (citing conference report). W

concluded in Frazee v. Commi ssioner, supra at 588-589, that

section 7872 does not apply solely to | oans of noney; it also
applies to seller-provided financing for the sale of property.

In our view, the fact that the deferred paynent arrangenent in
the case at hand was contained in the buy-sell agreenents, rather
than in a separate note as in Frazee, does not require a

different result.

(... continued)
as affirmed by the Court of Appeals for the Eighth Circuit in
Kr abbenhoft, that sec. 483 is not relevant for gift tax valuation
pur poses. See Schusterman v. United States, 63 F.3d 986 (10th
Cr. 1995).
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For these reasons we conclude that the deferred paynent
arrangenent is a “loan” for purposes of section 7872.

B. Bel ow Market Loan

Section 7872 sets forth two definitions of bel ow market
| oans. One definition applies to demand | oans; the other applies
to termloans. Sec. 7872 (e)(1)(A), (B)

A “demand |l oan” is defined as “any | oan which is payable in
full at any time on the demand of the lender.” Sec. 7872(f)(5).
A “termloan” is defined as “any | oan which is not a demand
loan.” Sec. 7872(f)(6).

The deferred paynent arrangenent required Jean True' s sal es
to be consummated “wthin 6 nonths” after the notice dates. It
did not give Jean True the right to paynent on demand. Because
the deferred paynent arrangenent was not a “demand | oan” as
defined in section 7872(f)(5), it is a “termloan” under section
7872(f)(6).

Atermloan is a “bel ownmarket loan” if the “anmount | oaned”
exceeds the present value of all paynents due under the | oan,

di scounted at the applicable Federal rate in effect as of the
date of the loan. Sec. 7872(e)(1)(B), (f)(1). Neither party has
argued that the “amount | oaned” was other than the $13, 298, 978
aggregate sales price of Jean True’s interests under the buy-sel
agreenents, and we assune that the “anount | oaned” was equal to

that price.
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The amount Jean True ultimately received on the paynent date
(Sept enmber 30, 1994) was equal to the $13, 298,978 “anount
| oaned”. Because the “present value” of $13,298,978 to be paid
up to 6 nonths in the future, without interest, is |less than
$13, 298,978, the deferred paynent arrangenent was a “bel ow market
| oan”. Sec. 7872(e)(1)(B)

C dift Loan

Section 7872 applies to certain defined categories of bel ow
mar ket | oans. See sec. 7872(c)(1). One of these categories is
gift loans. See Sec. 7872(c)(1)(A).

A gift loan is defined as “any bel ow market | oan where the
foregoing of interest is in the nature of a gift.” Sec.

7872(f)(3). As we said in Frazee v. Conm ssioner, supra at 589:

The question of whether the forgoing of interest is in
the nature of a gift is determ ned under the gift tax
principles of chapter 12. See sec. 7872(d)(2). Under
traditional gift tax principles, we | ook to whether the
val ue of the property transferred exceeds the val ue of

t he consi deration received, dispensing with the test of
donative intent. Therefore, a belownarket loan wll be
treated as a gift loan unless it is a transfer nade in
the ordinary course of business, that is, unless it is a
transaction which is bona fide, at arnis |length, and
free of donative intent. * * * [Enphasis added. ]

See al so sec. 25.2512-8, Gft Tax Regs. W also note that
intrafam |y transactions are subject to special scrutiny and are

presuned to be gifts. See Harwood v. Conm ssioner, 82 T.C 239,

259 (1984), affd. wi thout published opinion 786 F.2d 1174 (9th
Cir. 1986).
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As di scussed supra under |Issue 2 of this opinion, we have
found that Jean True's sales of her interests in True QI,
Ei ghty-Eight G|, True Ranches, Belle Fourche, and Black Hlls
Trucki ng gave rise to taxable gifts, because the fair market
val ue of Jean True’s interests in those conpani es exceeded the
sales prices for those interests determ ned under the buy-sel
agreenents. This establishes that the sales of Jean True’'s
interests in those conpanies, including the parts of the deferred
paynment arrangenent relating to those sales, were not
transactions in the ordinary course of business and were gifts.

See Frazee v. Conmissioner, 98 T.C at 589.

Wth respect to the sales of Jean True's interests in the
remai nder of the 22 True conpani es, respondent has not asserted
that the fornula sales prices were less than fair market val ue.
We have found, however, that Jean True transferred the benefits
and burdens of ownership of her interests in those conpanies to
her sons on the notice dates, even though the sons were not
required to pay for those interests until 6 nonths after those
dates. We believe that parties dealing at armis | ength woul d not
have transferred ownership of such business interests on these
terms. | ndependent parties would have required either the
paynment of interest on the purchase price during the period from

the notice dates to the paynent date, or an adjustnent to the
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formula prices to reflect the financial performance of the True
conpani es during that period.

For all these reasons, we conclude that the deferred paynent
arrangenment was not a transaction in the ordinary course of
busi ness and was therefore a gift | oan.

V. Amounts of the G fts— Application of Section 7872

We have just concluded that for purposes of section 7872,
the deferred paynent arrangenent was a term|oan and a gift |oan
Section 7872 treats the lender of a gift termloan as havi ng
transferred to the borrower, on the date the |loan is nmade, a cash
gift in an anount equal to the excess of: (1) The *"anpunt
| oaned”, over (2) the present value of all paynents required to
be made under the | oan, discounted at the applicabl e Federal
rate. See sec. 7872(b)(1), (d)(2), (f)(21).

It is not entirely clear how this provision should be
applied to the case at hand. The buy-sell agreenents required
paynment to be made within 6 nonths of the notice dates.
Therefore, as of the notice dates, the deferred paynent
arrangenent coul d have been considered to be a 6-nonth | oan,

prepayabl e wi t hout penalty. %

%"We note that certain proposed sec. 7872 regul ations state
that an option to prepay should be disregarded in determ ning the
termof a loan. See sec. 1.7872-10, Proposed |Incone Tax Regs.,
50 Fed. Reg. 33553, 33566 (Aug. 20, 1985).
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I f the deferred paynent arrangenent were considered to be a
6-month term |l oan, then section 7872 woul d deem Jean True to have
made a gift, on the notice dates, of approximately 6 nonths’
worth of interest on the $13, 298,978 aggregate purchase price.
Al t hough Jean True actually received paynent only 3 nonths after
the notice dates, section 7872 does not appear to provide
explicitly for any adjustnent to be nade to the anount of the
gift if agift termloan is prepaid.

Respondent’ s determ nati on appears to be a reaction to the
possi bl e harshness of such a result. In the statutory notice,
respondent asserted that the anmount of Jean True’'s gift arising
fromthe deferred paynent arrangenment was $192,307. The notice
stated that this anmount represented 91 days of interest on the
$13, 298,978 sal es price. Although respondent now naintains that
t he consequences of the deferred paynment arrangenment shoul d be
det erm ned under section 7872, respondent has not increased the
anount of the asserted gift.

Respondent’s cal cul ati on of the anount of the gift is
consistent wwth the treatnent that woul d obtain under section
7872, if the deferred paynent arrangenent were treated as a

demand gift loan rather than a termgift loan.® Al though

%2The provi sions requiring paynent “within six nonths” after

the notice dates, the fact that paynent was in fact nmade only 3
nmont hs after those dates, and the possible harshness of inputing,
under these circunstances, a gift in an anmount equal to the val ue
(continued. . .)
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respondent apparently could have asserted that a |arger gift was
made, we accept respondent’s concession that in the case at hand
the anount of the gift should be conputed as though the deferred
paynent arrangenent were a demand gift | oan. However, consistent
with this opinion (and with respondent’s position that section
7872 applies), respondent’s determ nation should be nodified in
two respects. First, the portion of the aggregate sales price
attributable to Jean True’'s partnership (and LLC) interests
shoul d be considered to be a | oan outstanding fromJuly 1, 1994
rat her than from June 30, 1994. Second, the amount of the gift
shoul d be conputed using the applicable Federal rates prescribed
by section 7872, rather than the 5.9-percent True famly rate

referred to in the statutory notice. %

%2(. .. continued)
of 6 nonths’ use of the ampunt |ent, suggest that the deferred
paynment arrangenment mght preferably be viewed as a demand | oan
of indefinite maturity, rather than a termloan. Sec. 7872(f)(5)
gives the Secretary regulatory authority to treat indefinite
maturity | oans as demand | oans. However, because the Secretary
has not exercised that authority, a loan that is not a demand
| oan ordinarily nust be treated as a termloan for sec. 7872
pur poses. See sec. 7872(f)(6); KTA-Tator, Inc. v. Conm Sssioner,
108 T.C. 100, 104-105 (1997).

%The short-term applicabl e Federal rate for June 1994,
based on sem annual conpoundi ng, was 5.48 percent; the
corresponding rate for July, 1994, was 5.55 percent. See Rev.
Rul . 94-44, 1994-2 C.B. 190; Rev. Rul. 94-36, 1994-1 C.B. 215.

Respondent’s trial menorandum erroneously referred to the
5.9-percent interest rate used to value the gift in the statutory
notice as the “applicable Federal rate”.
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| ssue 4. Are Petitioners Liable for Valuation Understat enent
Penal ti es Under Sections 6662(a), (qg), and (h)?

FI NDI NGS OF FACT

On an attachnent to his 1993 gift tax return, Dave True
di scl osed the sale to his wfe and sons of 30-percent interests
in the True partnerships listed in Appendi x schedule 1. The
attachnment listed the partnerships whose interests were sold and
indicated, in general terns, that the sales price was book val ue,
wi t hout providing actual nunbers. The 1993 gift tax return
reported zero as the value of gifts attributable to these
transactions. Petitioners did not engage a professional
appraiser to value the transferred interests in the True
partnerships for gift tax reporting purposes.

The estate tax return did not list individually the
interests in True conpani es that Dave True owned at death.
Instead, it showed on Schedule F, Ot her M scell aneous Property
Not Reportabl e Under any O her Schedul e, the value of Dave True's
l[iving trust, which owned his interests in the True conpani es at
death. Another schedule attached to the estate tax return
provi ded a breakdown of the assets owned by the living trust as
of June 4, 1994, which included cash of $39, 349, 150, investnents,
notes receivable fromsone of the True conpanies, and
m scel | aneous assets. Total book value of all the True conpanies
owned by Dave True at his death was $37, 894, 797, see Appendi x

schedule 2. The living trust docunent, which was attached to the
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estate tax return, listed the interests in the True conpani es
that Dave True originally conveyed to the living trust at its
inception. The estate tax return made no further disclosure of
the valuation of the True conpani es under the buy-sel

agr eenent s.

On brief, petitioners explained that the book val ue of Dave
True’s interests in the True conpanies was reported as a cash
asset of the living trust because, under the ternms of the buy-
sel|l agreenents, the sales were deened to have been transacted as
of the day before Dave True’'s death, or June 3, 1994.

Petitioners hired M. Lax to value Dave True’'s interests in
the True conpani es before filing the estate tax return.
Petitioners instructed M. Lax to disregard the buy-sel
agreenents in so doing. For the nost part, M. Lax's values for
t he di sputed conpani es approxi mated book val ue. However, book
values for the subject interests in Belle Fourche and Black Hills
Trucki ng were only 18.20 and 29.92 percent, respectively, of M.
Lax’s values. In any event, petitioners did not use any of M.
Lax’s values, but instead in effect reported the interests at
book val ue.

On an attachnent to her anended 1994 gift tax return,® filed

on or around June 19, 1996, Jean True di scl osed the sale to her

%Jean True's 1994 gift tax return as originally filed did
not disclose the sales of her remaining interests in the True
conpani es.
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sons of her entire interest in the True conpanies listed in
Appendi x schedule 3. The attachnment listed the interests in the
part nershi ps and corporations that were sold and indicated, in
general terns, that the sales price was book val ue, w thout
provi di ng actual nunbers. The anmended 1994 gift tax return
reported zero as the value of gifts attributable to these
transactions. Jean True did not disclose the gift |oan that
arose out of the deferred paynent transaction on either her
original or her anended 1994 gift tax return.

In the August 1988, “Policy for the Perpetuation of the
Fam |y Business” (policy), the True famly agreed that tax
pl anni ng played a crucial role in every business decision. The
policy stated: “In considering potentially controversial tax
issues, we Wll include the criteria [sic] whether we are willing
to take the issue to court.”

In the statutory notices, respondent determ ned accuracy-
rel ated penalties under section 6662(a), (g), and (h)
attributable to valuation msstatenents allegedly reported in the
1993 and 1994 gift tax returns and the estate tax return.
Respondent continued to argue for inposition of these penalties
at trial and on brief.

OPI NI ON
Section 6662 inposes a 20-percent penalty on any portion of

an underpaynent of tax that is attributable to, inter alia, any
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substantial estate or gift tax valuation understatenent. See
sec. 6662(a) and (b).° An estate or gift tax valuation
understatenent is substantial if the value of any property
clainmed on an estate or gift tax return is 50 percent or |ess of
t he amount determned to be the correct value. See sec.
6662(g)(1). No penalty is inposed unless the portion of the
under paynent attributable to substantial estate or gift tax

val uation understatenents for the taxable period (or with respect
to the estate of the decedent) exceeds $5,000. See sec.
6662(g)(2). The penalty is increased from20 percent to 40

percent and is a gross valuation msstatenent, if the value of

%SEC 6662. | MPOSI TI ON OF ACCURACY- RELATED PENALTY.

(a) Inposition of Penalty.--1f this section applies to
any portion of an underpaynent of tax required to be shown on a
return, there shall be added to the tax an anmount equal to 20
percent of the portion of the underpaynent to which this section
applies.

(b) Portion of Underpaynent to \Wich Section
Applies.--This section shall apply to the portion of any
under paynment which is attributable to 1 or nore of the foll ow ng:

(1) Negligence or disregard of rules or regul ations.

(2) Any substantial understatenent of incone tax.

(3) Any substantial valuation m sstatenment under
chapter 1

(4) Any substantial overstatenent of pension
lTabilities.

(5) Any substantial estate or gift tax valuation
under st at enent .
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any property clainmed on the return is 25 percent or less of the
anount determned to be the correct value. See sec. 6662(h).
Section 6664 provides an exception to the inposition of
accuracy-related penalties if the taxpayer shows that there was
reasonabl e cause for the understatenment and that the taxpayer

acted in good faith. See sec. 6664(c); see also United States v.

Boyle, 469 U S. 241, 242 (1985). \Whether a taxpayer acted with
reasonabl e cause and in good faith is a factual question. See
sec. 1.6664-4(b), Incone Tax Regs. Cenerally, the nost inportant
factor is the extent to which the taxpayer exercised ordinary
busi ness care and prudence in attenpting to assess his or her

proper tax liability. See Estate of Sinplot v. Conmm ssioner, 112

T.C. 130, 183 (1999) (citing Mandel baum v. Conmm ssioner, T.C

Meno. 1995-255), revd. on another issue 249 F. 3d 1191 (9th Gr

2001); sec. 1.6664-4(b), Incone Tax Regs.
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Under section 6662(Qg), ° respondent apparently takes the
position that the determ nati on whether the percentage threshold
for a substantial or gross val uati on understatenent has been
reached is made on a property-by-property basis. See Part XX
Penal ti es Handbook, Internal Revenue Manual (R A), sec.
120.1.5.11. 2. In the absence of any argunent to the contrary by
any of the parties in this case, we use this specifically

target ed approach.

%SEC 6662(g). SUBSTANTI AL ESTATE OR G FT TAX VALUATI ON
UNDERSTATEMENT.

(1) I'n General.--For purposes of this section, there is
a substantial estate or gift tax valuation understatenent if the
val ue of any property clained on any return of tax inposed by
subtitle Bis 50 percent or |ess of the anpbunt determ ned to be
the correct amount of such val uation.

* * * * * * *

(h) I NCREASE I N PENALTY I N CASE OF CGROSS
VALUATI ON M SSTATEMENTS.

(1) I'n General.--To the extent that a portion of the
under paynent to which this section applies is attributable to one
or nore gross valuation m sstatenents, subsection (a) shall be
applied with respect to such portion by substituting “40 percent”
for “20 percent”.

(2) Gross Valuation Msstatenents.--The term “gross
val uati on m sstatenents” neans--

* * * * * * *

(C any substantial estate or gift tax valuation
under st atenent as determ ned under subsection (g) by substituting
“25 percent” for “50 percent”.
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The penalty applies to all property included in the gross
estate under section 2031 or transferred for |ess than adequate

and full consideration under sec. 2512(b). See Estate of Owen v.

Conmm ssioner, 104 T.C 498, 505-506 (1995) (applying section

6660, which was the precursor of section 6662(Q)).

In the cases at hand, we determ ne whet her the percentage
threshold for a substantial or gross val uation understatenent has
been reached by individually conparing the book value of the
subject interests in the disputed conpanies clainmed on the 1993
and 1994 gift tax returns and the estate tax return® wth our
determ nations of the correct values of those interests. The

t abl e bel ow shows reported val ue as a percentage of actual val ue

The way in which the transactions were reported (as sal es
on the gift tax returns and as cash proceeds in the living trust
on the estate tax return) mght raise a question about whether
there was an understatenent of value of property “clainmed on any
return of tax inposed by subtitle B’. However, petitioners
rai sed no such question. |Indeed, they contend that they
di scl osed the value of the transferred interests at book val ue,
according to the ternms of the buy-sell agreenments. Petitioners’
brief states:

the Estate reported on the Estate Tax Return an anount
equal to the book value price of the interests owned by
Dave True as of the date of his death. In calculating
their gift tax, Dave and Jean True valued the interests
that they sold at book value so there was no gift to
report. Therefore, the accuracy-related penalty

mat hematically shoul d be cal cul ated based on the

di fference between the correct value of the property
and the book value used to calculate the tax as
reported.
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(as determned by the Court) for each of the subject interests in
t he di sputed conpani es.

Actual val ue Reported as a

Subj ect interest clained on

Report ed

determ ned by

per cent age of

estate or qgift tax return book val ue Cour t actual val ue
True Q|

1993 gift tax return $5, 226, 006 $6, 204, 908 84.22%
Estate tax return 5, 538, 423 8, 288, 746 66. 82%
1994 gift tax return 2,528, 315 3,712, 376 68. 11%
Bel | e Four che

Estate tax return 747,723 10, 234, 704 7.31%
1994 gift tax return 183, 593 2,115,123 8. 68%
Ei ghty-Eight G|

1993 gift tax return 2, 556, 378 5, 628, 052 45. 42%
Estate tax return 9, 546, 285 10, 757, 119 88. 74%
1994 gift tax return 4,400, 744 4,817,914 91. 34%
Bl ack Hills Trucking

Estate tax return 951, 467 5, 087, 246 18. 70%
1994 gift tax return 590, 511 2,952, 048 20. 00%
True Ranches

1993 gift tax return 3, 265, 647 6, 060, 161 53.89%
Estate tax return 5,777,943 10, 368, 441 55. 73%
1994 gift tax return 2,712,212 4,643, 833 58. 40%
VWite Stallion

Estate tax return 153, 434 232,029 66. 13%



- 328 -

As the table indicates, the subject interests in Belle
Fourche were valued on the estate tax return and the 1994 gift
tax return at less than 25 percent of the correct val ue, which
result in gross valuation m sstatenents under section 6662(h).
The subject interest in Ei ghty-Eight Ol was val ued on the 1993
gift tax return at nore than 25 percent, but |ess than 50 percent
of the correct value, which results in a substantial gift tax
val uati on understatenent under section 6662(g). Finally, the
subject interests in Black HlIls Trucking were val ued on the
estate tax return and the 1994 gift tax return at |less than 25
percent of the correct value, resulting in gross valuation
m sstatenents under section 6662(h). %

Unl ess the reasonabl e cause exception to the accuracy-
rel ated penalties applies, the 40-percent penalty wll apply to
the portion of any underpaynent of estate tax or 1994 gift tax
attributable to the gross val uati on understatenent of the subject
interests in Belle Fourche and Black Hills Trucking. Moreover,

t he 20-percent penalty will apply to the portion of any
under paynment of 1993 gift tax attributable to the substanti al
val uation understatenent of the subject interest in Eighty-Ei ght

al.

%The gift loan derived fromthe deferred paynent
transacti on was not property “clainmed on any return of tax
i nposed by subtitle B” and is therefore not subject to the
val uation understatenent penalties.
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There is no statutory, regulatory, or case |aw guidance for
the cal culation of the portion of the underpaynent attributable
to a substantial or gross valuation understatenent for estate or
gift tax purposes. However, section 1.6664-3, |Income Tax Regs.,
provides rules for determ ning the order in which adjustnents to
a return are taken into account to conpute penalties inposed
under the first three conmponents of the accuracy-related penalty
(1.e., penalties for negligence or disregard of rules or
regul ati ons, substantial understatenment of incone tax, and
substantial (or gross) valuation m sstatenents under chapter 1).
See secs. 1.6662-1 and 1.6664-3, Incone Tax Regs. Therefore, we
draw from those regul ations to determ ne the portions of the
under paynents attributable to substantial or gross val uation
understatenents in the cases at hand.

According to the regulations, in conputing the portions of
an under paynent subject to penalties inposed under sections 6662
and 6663, adjustnents to a return are considered nade in the
foll ow ng order:

(1) Those with respect to which no penalties have been
i nposed.

(2) Those with respect to which a penalty has been

i nposed at a 20 percent rate (i.e., a penalty for
negl i gence or disregard of rules or regul ations,
substantial understatenent of incone tax, or substanti al
val uation m sstatenent, under sections 6662(b) (1)

t hrough 6662(b)(3), respectively).
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(3) Those with respect to which a penalty has been

i nposed at a 40 percent rate (i.e., a penalty for a
gross val uati on m sstatenent under sections 6662(b)(3)
and (h)).

(4) Those with respect to which a penalty has been

i nposed at a 75 percent rate (i.e., a penalty for fraud
under section 6663). [Sec. 1.6664-3(b), Inconme Tax

Regs. ]

Exanpl es under the regul ations, and our opinion in Lem show

v. Comm ssioner, 110 T.C. 346 (1998), illustrate how the

regul ati ons would apply to the cases at hand. Step 1 is to
determ ne the portion, if any, of the underpaynent on which no
accuracy-rel ated penalty or fraud penalty is inposed by

i ncreasing reported taxable inconme for understated incone that is
not subject to penalty (adjustnment 1), reconputing the tax, and
conparing it to the tax shown on the return. Step 2 determ nes
the portion, if any, of the underpaynment on which a penalty of 20
percent is inposed by increasing taxable incone derived in step 1
for understated i ncome subject to the 20-percent penalty
(adjustnment 2), reconputing the tax, and conparing it to the tax
conputed in step 2. Finally, step 3 determ nes the portion, if
any, of the underpaynent on which a penalty of 40 percent is

i nposed by conputing the total underpaynent attributable to al
understated i ncone and subtracting the portions of such

under paynent calculated in steps 1 and 2. See Lem show v.

Commi ssioner, 110 T.C. 346 (1998); see also Todd v. Conm ssi oner,
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89 T.C. 912 (1987), affd. 862 F.2d 540 (5th Cr. 1988; sec.

1.6664-3(d), Inconme Tax Regs.

In the cases at hand, the sanme nethodol ogy should apply to
conpute the portions of the underpaynents attributable to the
substantial and gross val uation understatenents, identified
above, that were reported on the 1993 and 1994 gift tax returns
and on the estate tax return.

Finally, we hold that the reasonabl e cause exception to the
accuracy-rel ated penalties does not apply to the cases at hand.
The facts of record indicate that petitioners did not exercise
ordi nary business care and prudence in attenpting to assess the
proper estate and gift tax liabilities for the years in question.

In having the 1993 gift tax return prepared, Dave True did
not engage a professional appraiser to value the transferred
interests in the True partnerships. Instead, he wanted to test,
through litigation, the ability of the buy-sell agreenents to fix
Federal gift tax value. Petitioners claimed to rely on the
decisions in the 1971 and 1973 gift tax cases, which held that
book val ue equal ed fair market val ue, when they val ued the
subject interests in the cases at hand at book value. W find
that such reliance was not reasonable; petitioners did not engage
counsel to advise themof the |legal effects of those cases on
future transfers pursuant to the buy-sell agreenents. Moreover,
the opinions of the District Court in the 1971 and 1973 gift tax

cases did not address whether the buy-sell agreenents were
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testanmentary devices; therefore, those opinions and the resulting
deci sions did not provide adequate support for petitioners’
reporting positions on the gift and estate tax returns.

In having the estate tax return prepared, petitioners
engaged M. Lax to value Dave True’'s interests in the True
conpani es as of June 3, 1994. However, petitioners obviously did
not rely on M. Lax’s conclusions. |If they had done so, they
woul d not have grossly understated the date-of-death val ue of
Dave True’'s interest in Belle Fourche and substantially
understated the date-of-death value of his interest in Black
Hi |l ls Trucking.

Unli ke the taxpayers in Mandel baum v. Conm ssioner, T.C.

Meno. 1995-255, Dave True and the True fam |y had substanti al
sophistication in legal, valuation, and tax matters; they were
accustoned to working with and using | awers on both tax® and

non-tax® matters. |In fact, the famly' s business policy

®See, e.g., True v. United States, 190 F.3d 1165 (10th Cir.
1999); True Ol Co. v. Comm ssioner, 170 F.3d 1294 (10th Cr
1999), affg. N elson-True Partnership v. Conmm ssioner, 109 T.C
112 (1997); True v. United States, 35 F.3d 574 (10th Cr
1994) (unpubl i shed opinion); True v. United States, 894 F.2d 1197
(10th Cir. 1990); True v. United States, 80 AFTR 2d 97-7918, 97-2
USTC par. 50,946 (D. Wo. 1997); True v. United States, 72 AFTR
2d 93-5660, 93-2 USTC par. 50,461 (D. Wo. 1993); True v. United
States, 629 F. Supp. 881 (D. Wo. 1986); True v. United States,
547 F. Supp. 201 (D. Wo. 1982); True v. United States, Docket
No. C79-131K (D. Wo., Cct. 1, 1980)

1005ee, e.g., Walker v. Tool pushers Supply Co., 955 F. Supp.
1377 (D. Wo. 1997); True QI Co. v. Sinclair Gl Corp., 771 P.2d
781, 794 (Wo. 1989); True v. H gh Plains Elevator Mach. Co., 577
(continued. . .)
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explicitly stated that for every business deal they would
consider its tax consequences, and they woul d eval uate whether to
litigate potentially controversial tax issues. |In the cases at
hand, the True famly was well aware of the issues in controversy
and the dollars at stake. They took aggressive positions on the
estate and gift tax returns to test the effectiveness of the buy-
sell agreenents to fix transfer tax values. They did not rely,
in good faith, on professional appraisals or obtain professional
advice on the effects of the decisions in the prior gift tax
cases. Accordingly, we hold that the reasonabl e cause exception
to the accuracy-related penalties does not apply to the cases at
hand.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.

100 . conti nued)
P.2d 991 (Wo. 1978); True GOl Co. v. G bson, 392 P.2d 795 (Wo.
1964) .




1993 Transfers by Dave True

| nt er est
transferred
to True sons(®
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Appendi x

Fair mar ket

val ue of 100%
i nterest per
gift tax notice(®

1993

Fair market val ue
of True sons
24. 84% aggr egat e
i nterests per 1993
gift tax notice

Di sput ed Conpani es

True Ol

Ei ghty-Eight QG|

True Ranches
Subt ot al

Undi sput ed Conpani es

Rancho Ver dad

True Drilling

True Geot hermal Energy
True M ning

True Envir. Rem LLC

Subt ot al

Grand total

(1) Aggregate interests in each conpany transferred by Dave True to Hank, Diener, and David L. True.

24.
24.
24.

24.
24.
24.
24.
24.

84%
84%
84%

84%
84%
84%
84%
84%

$56, 120, 008
53, 333, 341
49, 090, 137

158, 543, 486

2,175, 048
4,605, 773
1, 226, 039

1, 027
1,111, 256

9, 119, 143

167, 662, 629

$13, 940, 210
13, 248, 002
12, 193, 990

39, 382, 202

540, 282(3)
1,144,074
304, 548

255
276, 036

2, 265, 195

41, 647, 397

Interests sold to Jean True were not included in the 1993 gift tax notice.

(2) The 1993 gift tax notice did not separately state the values of the transferred interests.
are based on the Revenue Agent’s Reports and the 1994 estate tax noti ce.

(3) Respondent no longer asserts a gift tax deficiency related to this entity.

Schedul e 1

Total purchase
price paid by
True sons
(book val ue)

$5, 226, 006
2, 556, 378
3, 265, 647

11, 048, 031

327,012
848, 208
304, 548

255
276, 036

1, 756, 059

12, 804, 090

The val ues shown above
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Schedul e 2

1994 Transfers by Estate

Fair market val ue

of Dave True's Total purchase
i nterest owned price paid by
at death per 1994 Jean True & True

Fair market
val ue of 100%
i nterest per 1994

I nt erest owned
by Dave True

at deat h®» estate tax notice® estate tax notice sons (book val ue)
Di sput ed Conpani es
True Gl 38.47% $52, 097, 003 $20, 041, 717 $5, 538, 423
Ei ghty-Eight Ql 38.47% 68, 900, 000 26, 505, 830 9, 546, 285
True Ranches 38.47% 52,725, 363 20, 283, 447 5,777,943
Bel | e Fourche 68. 74% 28, 919, 991 19, 801, 518 747,723
Bl ack Hills Trucking 58. 16% 10, 933, 726 6, 359, 055 951, 467
Wiite Stallion 34. 235% 1,139, 080 389, 964 153, 434
Subt ot al 214,715, 163 93, 381, 531 22,715, 275
Undi sput ed Conpani es
Rancho Ver dad 38.47% 2,175, 053 836, 74303 506, 308
True Drilling 38.47% 4,605,776 1,771, 842(® 938, 940
Tool Pushers 70. 683% 6, 500, 000 4,594, 39503 2,173, 211
M dl and Fi nanci al 68. 47% 20, 000, 001 13, 694, 001(® 8,761, 108
Roughri der Pi peline 68. 47% 325, 001 222,52803 217, 396
Smokey Q| 72.394% 2,399, 983 1, 737, 4443 1, 733, 359
True Ceot hermal Energy 38.47% 662, 5162 254, 870 254, 870
True M ning 38.47% 1,024 394 394
True Envir. Rem LLC 38.47% 1, 234, 656 474,972 474,972
Black Hills G| Marketers 68. 47% 349 239 239
Bonanza Publ i shi ng 68.47% 2,294 1,571 1,571
Clareton Q| 68. 47% 334 229 229
Donkey Creek Q| 68. 47% 334 229 229
Equi table G| Purchasers 56.51% 5,764 3, 257 3, 257
Fire Creek Q| 68. 47% 6, 282 4,301 4,301
Punmpkin Buttes G| 68. 47% 296 203 203
Sunlight Gl 68. 47% 332 227 227
True CGeothermal Drilling 68.47% 894 612 612
True Wom ng Beef 68. 47% 4,092 2,802 2,802
Wnd River Ol 68. 47% 340 233 233
True Land & Royalty 68. 47% 153, 441 105, 061 105, 061
Subt ot al 38, 078, 762 23, 706, 153 15, 179, 522
G and total 252, 793, 925 117, 087, 684 37,894, 797

(1) Dave True's total interest in each conpany as of his death. Respondent has agreed that any adjustnent to the
value of the interest transferred to Jean True qualifies for the marital deduction.

(2) Fair market value of 100%interest ampunts for True Geothernal Energy and fol | owing were extrapol ated from 1994
estate tax notice

(3) Respondent no |onger asserts an estate tax deficiency related to this entity.



1994 Transfers by Jean True

Di sput ed Conpani es

True Q|

Ei ghty-Eight Ql
True Ranches

Bel | e Fourche

Black Hills Trucking

Subt ot al

Undi sput ed Conpani es

Rancho Ver dad

Tool Pushers

M dl and Fi nanci al

Roughri der Pi peline

True M ning

True Envir. Rem LLC
Black Hlls G Marketers
Bonanza Publ i shi ng
Careton G|

Equi table G| Purchasers
Fire Creek O

Punpkin Buttes G|
Sunlight Gl

True CGeothermal Drilling
True Wom ng Beef

Wnd River Gl

True Land & Royalty

Subt ot al

Grand total

I nt er est

transferred
by Jean True

17.
17.
17.
17.
37.

17.
. 54%
17.
17.
17.
17.
17.
17.
17.
40.
17.
17.
17.
17.
17.
17.
17.

23%
23%
23%
23%
93%Y

23%

23%
23%
23%
23%
23%
23%
23%
00%
23%
23%
23%
23%
23%
23%
23%
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Fair market

val ue of 100%
i nterest per 1994
gift tax notice

$52, 097, 000
68, 900, 000
52,725, 360
28, 920, 000
10, 933, 730

213, 576, 090

2,175, 051
6, 500, 000
20, 000, 000
320, 417
1,023

1, 194, 929
347

2,292

334

5,761
6,924

295

330

642

3,700

340

153, 441

30, 365, 826

243,941,916

(1 Jean True's percentage interest should be 37.63%
(2 Respondent no | onger asserts a gift tax deficiency related to this entity.

mar ket val ue
of aggregate

interests transferred
by Jean True per

1994 qgift tax notice

$8, 976, 312
11,871, 469
9, 084, 581
4,982, 916
4,147,164

39, 062, 442

374, 7612
295, 100(?
3, 446, 000(?
55, 2082
176
205, 886
60
395
58
2,304
1,193
51
57
111
638
59

26, 438

4,408, 495

43, 470, 937

Schedul e 3

Total purchase
price paid by
True sons
(book val ue)

$2, 528, 315
4, 400, 744
2,712, 212

183, 593
590, 511

10, 415, 375

226, 759
137, 872
2,226, 338
55, 208
176
205, 886
60

395

58
2,304
1,193
51

57

111

638

59

26, 438

2,883, 603

13, 298, 978



