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APPENDIX
Bardahl Computation
1986 1987 1988

Billing ratio cycle:

22-day business cycle 6.0274% 6.0274% 6.0274%
Sales to rec. ratio:

Total sales $13,212,463  $14,233,649  $17,317,098

Average A/R $2,087,537 $2,300,884 $2,608,653

Ratio 15.7998% 16.1651% 15.0640%
Purchases to payable ratio:

Total purchases $7,168,200 $7,639,033 $9,226,366

Average A/P $165,402 $155,436 $216,598

Ratio 2.3074% 2.0348% 2.3476%
Net operating cycle 19.5198% 20.1577% 18.7438%
Annual operating exps. $12,944,269  $15,771,805  $19,092,835
Working capital needs $2,526,695 $3,179,233 $3,578,723

Excess Working Capital
1986 1987 1988

Accumulated E&P $5,346,888 $6,082,042 $7,062,764
Current op. needs (2,526,695) (8,179,233) (8,578,723)
Excess working capital 2,820,193 2,902,809 3,484,041

ESTATE OF MILDRED HERSCHEDE JUNG, DECEASED, RUTH
J. CONWAY, EXECUTRIX, PETITIONER v.
COMMISSIONER OF INTERNAL
REVENUE, RESPONDENT

Docket No. 20221-88. Filed November 10, 1993.

Michael E. Neiheisel, James M. Moore, Paul D. Ratterman,
and Thomas H. Clark, for petitioner.
Joseph P. Grant, for respondent.

CHABOT, Judge: Respondent determined a deficiency in
Federal estate tax against petitioner in the amount of
$2,396,902.92. By amendment to answer, respondent asserts




| 413

an addition to tax of $719,070.90 under section 66601 (valu-
ation understatement).

After concessions by both sides, the issues are as follows:

(1) What the fair market value of decedent’s 168,600
shares of Jung Corp. stock was on the date of her death (Oct.
9, 1984); and

(2) whether petitioner is liable for an addition to tax under
section 6660.

FINDINGS OF FACT?

Some of the facts have been stipulated; the stipulation and
the stipulated exhibits are incorporated herein by this ref-
erence.

When the petition was filed in the instant case, petitioner
was an Ohio estate with a legal residence in Cincinnati,
Ohio. Decedent died a resident of Ohio on October 9, 1984.
Decedent’s estate was probated in Hamilton County, Ohio.

At her death decedent owned 168,600 voting shares of
Jung Corp., which represented 20.83 percent of the outstand-
ing voting shares and 20.74 percent of all the outstanding
shares of Jung Corp.3

In the early 1900’s decedent’s husband cofounded Jung
Arch Brace Co., the predecessor to Jung Corp. In 1949, a
year after decedent’s husband died, Jung Corp. was incor-
porated in Ohio as Jung Products, Inc. As of January 1,
1982, the name was changed to Jung Corp. Jung Corp.’s
principal place of business was in Cincinnati, Ohio.

1Unless indicated otherwise, all section references are to sections of the Internal Revenue
Code of 1954 as in effect for the date of decedent’s death.
2Rule 151(e)(3) provides, in pertinent part, as follows:

RULE 151. BRIEFS

(e) Form and Content: All briefs shall contain the following in the order indicated:

(3) * * * In an answering or reply brief, the party shall set forth any objections, together with
the reasons therefor, to any proposed findings of any other party, showing the numbers of the
statements to which the objections are directed; in addition, the party may set forth alternative
proposed findings of fact.

In the instant case, the parties filed simultaneous briefs. Petitioner’s answering brief does not
include responses to respondent’s proposed findings of fact. Under the circumstances, we have
assumed that petitioner does not object to respondent’s proposed findings of fact except to the
extent that petitioner’s proposed findings of fact are clearly inconsistent therewith.

Unless indicated otherwise, all Rule references are to the Tax Court Rules of Practice and
Procedure.

30n Oct. 9, 1984, 900,000 voting shares were authorized and 809,560 were outstanding;
100,000 nonvoting shares were authorized and 3,360 were outstanding. Neither the parties nor
the expert witnesses appear to attribute different values to the voting and nonvoting shares.




|

414 -

On October 9, 1984, Jung Corp. owned all of the outstand-
ing stock of the following companies: Jung International, Inc.
(hereinafter sometimes referred to as Jir), J.R.A. Industries,
Inc. (hereinafter sometimes referred to as JRA), Rampon
Products (hereinafter sometimes referred to as Rampon),
Tone Realty (hereinafter sometimes referred to as Ione), and
Calley & Currier; Jung Corp. also owned 96.3 percent of the
stock of Theradyne.

Jung Corp and its subsidiaries were primarily operating
companies, except that Ione was a holding company for the
real estate occupied by the operating companies. Jung Corp.
consisted of two divisions—(1) the corporate division, which
provided management services to the Jung Corp. subsidi-
aries, and (2) the Futuro division (hereinafter sometimes
referred to as Futuro), which manufactured and marketed
health care products and other products, including the prod-
ucts of Jung Corp. subsidiaries.* Jung Corp. and its subsidi-
aries together comprised an integrated manufacturer and
distributor of elastic textile goods and products, including
elastic braces and supports, support stockings, and thermo
comforters (elastic gloves and braces knitted with wool,
which provide warmth and compression to swollen joints).

Futuro marketed health supports (such as elastic braces,
athletic supporters, support socks and stockings, and hernia
belts), patient aids (such as wheelchairs, canes, crutches,
walkers, bed pans, and sitz baths), and thermo comforters.
Futuro products were marketed almost entirely through
drugstores, both nationally and internationally. About 95
percent of the health supports and 70-75 percent of the
patient aids that Futuro marketed were manufactured by
Jung Corp. and its subsidiaries. Futuro also marketed sport-
ing goods through its All American and Grid lines. Futuro
was Jung Corp.’s most profitable business. Futuro’s health
supports products were number one or number two in drug
stores.

JII, incorporated in 1968, was the export sales agent for
Jung Corp. products. JiI bought goods for resale only from
Jung Corp. or its subsidiaries. JII was a domestic inter-
national sales corporation (DISC) until December 31, 1984, at

480 stipulated. Apparently Jung Corp. also had an MIS division, which coordinated all the
management information services activities within Jung Corp.




C 415

which time the DISC was liquidated and its successor was
incorporated as a foreign sales corporation (FSC).

JRA, incorporated in 1969, primarily produced coarse yarns
for sale to other Jung Corp. subsidiaries and to third parties.
JRA also used the yarns to make elastic webbing, and it made
fine elastic yarn from which Rampon (acquired by Jung Corp.
in 1965) and third parties made stockings. In 1983 JRA
acquired the property, plant, and equipment of a yarn cover-
ing operation in Raeford, North Carolina, and the Raeford
operations became part of JRA. The industry in which JRA
competed is very capital-intensive and has very low profit
margins. JRA had a low profit margin in 1984,

Rampon produced knitted products including hosiery.

Theradyne manufactured wheelchairs for sale to Jung
Corp. subsidiaries and to third parties. Jung Corp. acquired
70 percent of Theradyne’s stock in 1973. Most of the remain-
ing stock was held by Jung family members. In 1983 Jung
Corp. acquired most of the rest of Theradyne in a stock-for-
stock transaction. On October 9, 1984, Jung Corp. held 96.3
percent of Theradyne’s stock. In 1984 Theradyne was either
marginally profitable or losing money.

Jung Corp. acquired Calley & Currier in March 1984.
Calley & Currier principally manufactured wooden crutches;
it was the second largest wooden crutch manufacturer, with
about one-third of the domestic market.

Ione was incorporated in 1949 by Jung family members
and was transferred to Jung Corp. in 1973. Its primary pur-
pose was to hold real and personal property which was used
by -Jung Corp.’s operating subsidiaries. Ione owned the
manufacturing facility that Futuro occupied, the plant that
Theradyne occupied, and the Richard Grey plant (which was
a part of Rampon). Ione also owned a condominium in Flor-
ida. Ione charged rent for the facilities it owned, but the rent
charged was not market value.

Jung Corp. had industrial revenue bond (hereinafter
referred to as IRB) financing for Futuro’s manufacturing site.
As of October 9, 1984, the outstanding balance of Jung
Corp.’s IRB loan for Futuro was $970,000. JRA also had IRB
financing. As of October 9, 1984, the outstanding balance of
JRA’s IRB loan was $3,030,000. The interest rate on JRA’s IRB
loan was computed at 69 percent of the current prime rate
at the time of payment.
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Jung Corp. kept its books and records on a calendar year
basis. Jung Corp. and its subsidiaries filed consolidated tax
returns. The net income after taxes of Jung Corp. and its
subsidiaries for 1970 through 1979 is shown in table 1:

Table 1

Year Net income

$1,039,000
379,000
755,000
1,009,000
720,000
805,000
973,000
1,477,000
1,205,000
1,344,000

The audited financial statements for 1980 through 1986
show net sales and net income after taxes for the consoli-
dated operations of Jung Corp. in the rounded amounts set
forth in table 2:

Table 2
Year Net sales Net income
1980 $41,939,000 $1,233,000
1981 46,352,000 944,000
1982 48,800,000 1,789,000
1983 62,757,000 1,889,000
1984 67,918,000 3,123,000
1985 71,606,000 2,098,000
1986 54,679,000 1,991,000

The unaudited interim financial statement for September
30, 1984 (9 days before decedent’s death), shows year-to-date
net sales (rounded) of $52,271,000, and year-to-date net
income after taxes (rounded) of $2,192,000. A portion of Jung
Corp.’s unaudited interim consolidated balance sheet for
September 30, 1984, is attached as the appendix. Complete
information concerning 1984 yearend adjusting entries is not
available. However, for 1984 Jung Corp. made at least three
yearend adjustments as follows: (1) The inventory of
Theradyne was decreased by $426,677, most of which was
because of the discontinuance of the Titann wheelchair line,
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(2) the inventory of Futuro was increased by an unknown
amount to account for the increased costing of freight, and
(3) deferred Federal income tax was decreased by $541,000.

Jung Corp. paid dividends of 4 cents per share from 1979
through 1983; in 1984 it paid dividends of 25 cents per share.

In November 1984 Jung Corp. employed 1,025 people.

In the early 1980s, Jung Corp. developed and installed
computer programs which controlled its manufacturing and
operating systems and produced financial statements,
invoices, etc.

In the 1980s, governmental policies were introduced which
were designed to reduce Medicare costs by discouraging hos-
pital stays and encouraging home health care. Because Jung
Corp. marketed its products primarily through drugstores
rather than through hospitals, Jung Corp. stood to benefit
from this trend. Almost all the products in Jung Corp.’s prod-
uct lines would benefit from an increase in home health care
expenditures.

Jung Corp. had formulated 5-year business forecast plans
since 1975, but the emphasis was only on sales projections.
In 1984 Jung Corp. began an in-depth analysis of its
strengths, weaknesses, and opportunities, and it began to
formulate specific business strategies. By mid-1984 Jung
Corp. began to implement these strategies. Also, in 1984
Jung Corp. began involving employees in the planning and
forecasting process. In mid-1984, to help with financial plan-
ning, Jung Corp. hired Jim Cox, a partner from Ernst &
Whinney, and retained the services of an accounting firm.
Jung Corp. decided to actively promote future growth
through expanded domestic sales, and through acquisitions of
other companies. It decided that Jung Corp. would become
global in both sales and purchases, and it began searching
for European companies to acquire. During 1984 Jung Corp.
introduced additional products into the home health care
market, and improved its then-current products. Beginning
in 1984, each of Jung Corp.’s subsidiaries added a medical-
surgical distribution service in order to provide products to
surgical supply dealers, hospitals, and professionals. The
year 1984 was the best sales and profit year in the history
of Jung Corp.

Jung Corp. also experienced growth from October 1984
through 1986. During this time Futuro became number one
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in the drugstore market. During 1985 or 1986, Jung Corp.
introduced neoprene athletic products, which increased sales
in Futuro’s Grid line by 3 to 5 percent. In 1985 and 1986
Jung Corp. upgraded its equipment, installed new computer
programs to manage inventory, and trained personnel to use
the computers. Jung Corp. bought two English companies,
Solport and Lastonet. It began sending managers to manage-
ment training schools at Harvard, Stanford, and Massachu-
setts Institute of Technology. The planning and forecasting
procedures which Jung Corp. had begun in 1984 helped it to
identify both weaknesses and opportunities, and helped to
give it needed impetus for growth in 1985 and 1986. Jung
Corp.’s net sales in 1985 were higher than 1984 net sales;
however, Jung Corp.’s profits for 1985 and 1986 were lower
than 1984 profits. See supra table 2. The decline in profits
in 1985 and 1986 was due to the above-mentioned increased
expenditures, which ultimately helped Jung Corp. Also, in
1985 and 1986 JRA and Calley & Currier changed from
profitable companies to unprofitable companies. Because of
the foregoing activities, and changes in the market, Jung
Corp. increased in value substantially between 1984 and
1986.

Since at least 1979, Jung Corp. had received letters inquir-
ing about the possibility of acquiring Jung Corp. The stand-
ard response to these letters was that Jung Corp. was not for
sale. In 1984 Jung Corp. was not for sale. From 1979
through 1986 there were not any arm’s-length sales of the
stock of Jung Corp. Jung Corp. stock was not publicly traded.

On October 9, 1984, Ruth J. Conway, decedent’s daughter,
was treasurer of Jung Corp., and Ruth J. Conway’s husband,
Robert A. Conway (hereinafter sometimes referred to as
Conway), was chairman of the board of directors. Thomas H.
Clark (hereinafter sometimes referred to as Clark),
decedent’s nephew, was legal counsel and secretary for Jung
Corp. Mary Lois Jung, also a daughter of decedent, was a
member of the board of directors of Jung Corp. and was one
of two doctors who reviewed and approved the new product
development literature that Jung Corp. distributed. No other
members of decedent’s family were employed by, or involved
in, the management of Jung Corp. After a series of strokes
in the period 1975-77, decedent had not been involved in the
management of Jung Corp. Decedent’s death had no impact
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on the running of Jung Corp. The Conways had eight chil-
dren, none of whom was involved in the business. As of Octo-
ber 1984, Conway (then 57 years old) was not considering
retirement; however, he was concerned about who his succes-
sor would be because none of his children was involved in the
business.

The holders of voting common shares of record on the date
of decedent’s death were as shown in table 3:

Table 3

Decedent 168,600 Robert A. Conway, Trustee
Mildred H. Jung Trust 24,000 w.a.d. 11/9/76 Ruth A.
Mary Lois Jung 57,920 Conway, Grantor 24,000
Thomas H. Clark 3,120 Robert A. Conway, Jr. 4,520
Ruth J. Conway 194,720 Joseph A. Conway 4,520
Robert A. Conway 94,320 Kathleen Conway 4,520
Ruth J. Conway, Trust 25,440 Timothy J. Conway 4,520
Ruth J. Conway, Trust 25,440 Mary Ruth Conway 4,520
Ruth J. Conway, Trust 144,000 Sheila M. Conway 4,520
Edward R. Askew 6,200 Robert A. Conway, Cust.
Joyce A. Russell 400 for Mary Lois Conway 4,520
Karl V. Davis 800 Robert A. Conway, Cust.
Paul Schwartz 800 for Sean Conway 4,520
Carmen M. Newhaus 1,080 Edgar J. Mack III 800
Jean Dick 200 Paul Gamm 800
Walter Dimond 80 Geraldine Massie 160

Alvin C. Drury 520

In May 1986, Kendall Co. (hereinafter sometimes referred
to as Kendall) contacted Jung Corp. in regard to an acquisi-
tion of Jung Corp. Conway told Kendall’s representatives
that he was not interested in selling. In the summer of 1986,
Conway was invited to meet with Kendall’s representatives
in Boston, Massachusetts. Conway then consulted with Ruth
Conway and Mary Lois Jung. Conway raised the matter at
a meeting of Jung Corp.’s board of directors in September
1986. The board of directors advised that, if Conway did not
plan to have family succession at Jung Corp., then he should
treat Jung Corp. as any other asset, to be held or sold when
he thought appropriate.

Jung Corp. began negotiations with Kendall concerning the
sale of certain assets of Jung Corp. The board of directors of
Jung Corp. recommended that any sale be completed by
December 31, 1986, because of changes in the tax law
enacted by the Tax Reform Act of 1986. On December 29,
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1986, Kendall bought certain assets of Jung Corp. for about
$59.5 million. On the date of decedent’s death this sale was
not foreseeable. :

The remaining assets of Jung Corp. were sold in trans-
actions separate from the sale to Kendall. On July 7, 1986,
Jung Corp. sold Theradyne to Surgical Appliances Industries,
Inc., for $1 million. On December 1, 1986, Jung Corp. sold
assets of Futuro’s Grid line to c¢bcC Liquidators for $552,705.
On December 23, 1986, Jung Corp. sold certain assets of JrRA
to Spanco Co. for $5,076,200. On December 29, 1986, Calley
& Currier was sold for $750,000.

In 1986 Jung Corp. did not discuss the possible sale of
Jung Corp. assets with any entities other than those to
which sales actually took place.

On December 15, 1986, the shareholders of Jung Corp.
adopted a plan of liquidation. According to the plan of lig-
uidation, Jung Corp. was to be liquidated upon the sale to
Kendall, which was to be on December 29, 1986, and dis-
solved by December 31, 1986. In order to accommodate the
liquidation, the Jung-Conway Trust was established to serve
as a conduit for transferring assets from Jung Corp. to its
shareholders. The total trust equity of about $64 million is
net of liquidation expenses, and after the buyout of the vot-
ing and nonvoting stock and stock options. The buyout price
was $75 per share. On the date of decedent’s death, this lig-
uidation was not foreseeable.

In connection with the preparation of the estate tax return,
decedent’s executrix relied on Clark’s law firm to find an
appraiser for decedent’s stock in the Jung Corp. Clark’s law
firm retained Edwin T. Robinson (hereinafter sometimes
referred to as Robinson) to prepare an appraisal report. On
April 8, 1985, Robinson submitted his written valuation
report to Clark, in which he valued decedent’s Jung Corp.
stock at $2,671,973 as of October 9, 1984. This valuation
report was the basis for the estate’s estate tax return’s use
of that amount as the reported value of decedent’s Jung
Corp. stock. Petitioner’s estate tax return was filed timely, on
July 9, 1985.

On the estate tax return, petitioner elected under section
6166 to pay the appropriate portion of the estate tax in
installments. In the course of making this election, petitioner
represented that the $2,671,973 reported value of decedent’s
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Jung Corp. stock is 88.1 percent of the value of the adjusted
gross estate. On the estate tax return, petitioner reported the
value of the gross estate as $3,418,971.52. The reported
value of decedent’s Jung Corp. stock is 78.2 percent of the
value of the gross estate.

Robinson is a certified public accountant and an attorney.
Robinson does not have formal training or accreditation in
valuation. In 1966, after being graduated from law school,
Robinson spent 6 years working for the Arthur Andersen
accounting firm; his work there involved some valuation
questions. In 1972 Robinson joined a law firm as a tax
specialist. His work at the law firm included some valuation
issues. From 1979 to 1984 Robinson worked for SHV North
America Corp. (hereinafter sometimes referred to as SHV),
which is a U.S. holding company for a privately owned Dutch
company. Robinson was vice president of acquisitions, and
president of the sHV Investment Fund (hereinafter some-
times referred to as the fund), a venture capital fund. His job
was to make investments for the fund in privately held
businesses. Although Robinson did not prepare formal
appraisal reports while he was employed by SHV, his job
involved valuing companies for potential acquisition, or valu-
ing a company held by SHV for purposes of selling it.

In July 1984 Robinson joined Mayfield & Co., Inc. (herein-
after sometimes referred to as Mayfield). Mayfield provides
consultation services for clients who wish to acquire
businesses. Robinson’s work for Mayfield involved valuing
companies, and helping clients to negotiate price, contracts,
and financing. Although Robinson was not in the business of
issuing written appraisals until he began working for
Mayfield in 1984, he already had extensive experience for
several years in valuing businesses.

In preparing the appraisal report for petitioner, Robinson
visited Jung Corp.’s facilities in Cincinnati and interviewed
officers of Jung Corp. In his appraisal report, Robinson
considered the history, economic outlook, products, and
financial condition of Jung Corp. He valued Jung Corp. by (1)
calculating its return on equity and its return on capital
employed, and (2) using a price/earnings multiple based on
market comparables and applying the multiple to Jung
Corp.’s weighted earnings for 1980 through 1984. Robinson
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concluded that Jung Corp. should be valued at less than book
value.

Table 4 shows the positions of the parties, of their expert
witnesses, and of the Court as to the fair market value of
decedent’s 168,600 shares of Jung Corp. stock on October 9,
1984.

Table 4
Total value

Petitioner:

Estate tax TEtUTTL cocevivvivrerrecrcrecresesreiereesaeessessessessenes $2,671,973

Petition .coivvvveeeeireeceree et 2,671,973

Expert—Robinsomn .......ccoeiieiiininiierneaeenn. 2,671,973

BXPErt—MCCOY toveereerrrrrererreneenearsorseresseseesessesneeseseoscssens 12,529,000

Expert—McCoy (revised)? .....cveereerereercrnerrneeseoeeneens 12,950,500

Expert—CGrabowski ......ccooevenieeiiineericierirenniesseneseceneens 2,585,000

Expert—Grabowski (revised) .....ccccevcvnnninnncrccrenncnennes 13,372,000

BIAEfS cveeiriirieiieeniceeerer s creee s ser e ssestesssseseseneeseanes 2,997,708
Respondent:

Notice of defiCiency .....cccicveervererienrernneereenneriererseeenncas 8,330,448

Experts—Hanan, Mitchell .....ccoeeveevivinvevenvinnnnne 5,469,000

Experts—Hanan, Mitchell (revised) .....ccoeerereevevinnene 5,597,520

BIIEES covivrierreceereerteernereenesesessesnensesvesssessesssassassessaceneoses 8,000,000
Court:

Ultimate finding of fact ....cccovorveenieeireriennnecrrinenenenn. 4,400,000

1The indicated expert witness reports provided only per-share
values. The total value numbers set forth in this table are the product
of the respective per-share value and decedent’s 168,600 shares.

2At trial, McCoy revised several of his numbers. Petitioner
evaluated these changes as increasing McCoy’s estimate of per-share
value from $15 (rounded) to $17.50 (rounded).

On October 9, 1984, Jung Corp. was worth about $32-34
million; decedent’s shares amounted to 20.74 percent of the
total and were worth about $6.7 to $7 million, without regard
to discounts; the value of decedent’s shares should be dis-
counted 35 percent for lack of marketability and should not
be further discounted for lack of control; and the fair market
value of decedent’s shares was $4,400,000.

When Robinson prepared the appraisal report for peti-
tioner, he was an experienced expert appraiser. Petitioner
acted in good faith in claiming the valuation reported on the
estate tax return. There was a reasonable basis for the valu-
ation claimed on the estate tax return.

Respondent’s refusal to waive the addition to tax under
section 6660 was an abuse of discretion.
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OPINION
I. Value of Decedent’s Stock

The value of decedent’s gross estate includes the fair mar-
ket value of the stock in Jung Corp. that decedent owned at
her death. Sec. 2031(a);® United States v. Cartwright, 411
U.S. 546, 551 (1973); sec. 20.2031-1(b), Estate Tax Regs.
Because Jung Corp.’s stock was not listed on an exchange
and cannot be valued with reference to bid and asked prices
or historical sales prices, the statute requires us to consider
the value of stock in comparable corporations engaged in the
same or a similar line of business. Sec. 2031(b).

The parties have not agreed on the fair market value of
decedent’s stock, and so we will have to find the fair market
value. Buffalo Tool & Die Manufacturing Co. v. Commis-
sioner, 74 T.C. 441, 451-452 (1980).

Generally, the fair market value of property is the price at
which a willing buyer will purchase the property from a will-
ing seller, when neither is acting under compulsion and both
are fully informed of the relevant facts and circumstances.
E.g., Palmer v. Commissioner, 523 F.2d 1308, 1310 (8th Cir.
1975), affg. 62 T.C. 684, 696 (1974); McShain v. Commis-
sioner, 71 T.C. 998, 1004 (1979). Respondent’s determination
in the notice of deficiency as to the fair market value of the
subject property is presumptively correct, and petitioner
bears the burden of proving that the fair market value is
lower. Rule 142; Welch v. Helvering, 290 U.S. 111 (1933).

At trial, both sides presented the testimony of expert wit-
nesses to establish the fair market value of the Jung Corp.
stock. It would serve no useful purpose to make a detailed
analysis of the testimony of these experts to explain item by
item the extent to which we agree or disagree with their
analysis. Valuation is a not precise science, and the deter-

5Sec. 2031 provides, in pertinent part, as follows:

SEC. 2031. DEFINITION OF GROSS ESTATE.

(a) GENERAL.—The value of the gross estate of the decedent shall be determined by including
to the extent provided for in this part, the value at the time of his death of all property, real
or personal, tangible or intangible, wherever situated.

(b) VALUATION OF UNLISTED STOCK AND SECURITIES.—In the case of stock and securities of
a corporation the value of which, by reason of their not being listed on an exchange and by rea-
son of the absence of sales thereof, cannot be determined with reference to bid and asked prices
or with reference to sales prices, the value thereof shall be determined by taking into consider-
ation, in addition to all other factors, the value of stock or securities of corporations engaged
in the same or a similar line of business which are listed on an exchange.
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mination of the fair market value of property on a given date
is a question of fact (Kaplan v. Commissioner, 43 T.C. 663,
665 (1965)), to be resolved on the basis of the entire record
(McShain v. Commissioner, 71 T.C. at 1004), and without
necessarily being bound by the opinions of the expert wit-
ness, Silverman v. Commissioner, 538 F.2d 927, 933 (2d Cir.
1976), and cases there cited, affg. T.C. Memo. 1974-285;
Palmer v. Commissioner, 523 F.2d at 1310. However, we will
note considerations that we have taken into account in our
determination and explain how we reach our conclusions. See
Akers v. Commissioner, 798 F.2d 894, 897 (6th Cir. 1986),
revg. and remanding T.C. Memo. 1984-208.

Petitioner contends that the value of decedent’s stock on
October 9, 1984, was $2,997,708 (after applying discounts).
Petitioner averages the per-share amounts determined by its
three experts and multiplies this average ($17.78) by the
number of shares (168,600) to arrive at its position. This
position is about 12 percent greater than the amount shown
on the estate tax return. On brief, in regard to the
prediscount value of Jung Corp., petitioner does not offer
substantive criticism of respondent’s expert witness reports.

In contrast, respondent finds error in all of the expert wit-
ness reports, including those of her own expert witnesses.
Respondent contends that all the experts undervalued Jung
Corp. Respondent criticizes each report on various grounds,
and urges this Court to determine a value for Jung Corp. by
determining each element used in the discounted cash-flow
(hereinafter sometimes referred to as DCF) approach,® and by
recomputing value based on that approach. Respondent con-
tends that the DCF approach gives decedent’s shares a
prediscount value of $46.20 per share. Respondent contends
that if we choose to rely in whole or in part on the com-
parable market approach, then we should refer to ratios of
companies selected by both parties’ expert witnesses, as com-
piled by respondent. Respondent contends that Jung Corp. is
two-thirds health care operations and one-third elastic textile
operations. Respondent contends that the Court would need

8The DCF approach computes the present value of the estimated future cash-flow. First, the
available cash-flow of the business is determined for a certain projection period. Second, a dis-
count rate is applied to determine the present value of the cash-flow. Third, the residual value
of the business at the end of the projection period is determined. Fourth, the present value of
the residual value is computed. Fifth, the present value of the projected cash-flow is added to
the present value of the residual value. The sum is the value of the business.
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only to determine the appropriate normalized income to be
used in the market comparable analysis, and the emphasis
to be given to the home health care and elastic textile seg-
ments of Jung Corp. Respondent contends that under the
comparable market approach the prediscount value of
decedent’s shares is $56.11 per share. Respondent contends
that the Court should give the comparable market approach
twice the weight as the DCF approach, so that the
prediscount value of decedent’s shares is $52.81 per share.
As to discounts, respondent contends that a minority dis-
count should not be applied, and that a marketability dis-
count of 10 percent should be applied, giving decedent’s stock
a value after discounts of $47.53 per share, which results in
a total that respondent rounds to $8 million. Respondent also
contends that in valuing decedent’s stock, proceeds of the
1986 sale and liquidation of Jung Corp. should be considered.
Respondent’s position on brief is about 4 percent less than
the amount shown on the notice of deficiency and about 43
percent greater than the revised amount presented by her
own expert witnesses.

We agree with petitioner in part, and we agree with
respondent in part.

First, we briefly summarize the approaches and conclu-
sions of the experts. Then we analyze the value of Jung Corp.
as of October 9, 1984. Then we consider the appropriateness
and magnitude of discounts for marketability and minority
interests. Finally, we reach our conclusion as to the fair mar-
ket value of the property (i.e., decedent’s 168,600 shares of
Jung Corp.).

A. Expert Witnesses

Both sides submitted expert witness reports and presented
expert witness testimony in regard to the value of decedent’s
stock at the date of death. Three expert witnesses testified
for petitioner, and two expert witnesses testified for respond-
ent.

Petitioner—Robinson

Robinson is a 50-percent owner of Mayfield. He is an attor-
ney and an accountant, and has had extensive experience in
valuing businesses. Robinson submitted his report to peti-
tioner on April 8, 1985, before the estate tax return was
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filed, and his valuation was the amount used on the tax
return—$2,671,978.

Robinson concluded that the best measure of value for
Jung Corp. was by reference to Jung Corp.’s earning capac-
ity. Robinson did not use the comparable sales method of
valuation because he concluded that there were no public
companies whose business was reasonably comparable to
Jung Corp.’s. In particular, although there were publicly
traded hosiery companies about the size of Jung Corp., “they
are not significant participants in the health care or sports
business in the [same] sense that Jung is. Competitors * * *
in the sports and health care market are typically so large
overall that comparisons are meaningless.” Robinson con-
cluded that Jung Corp. should be valued at less than book
value, which he determined to have been $19,857,000, as
adjusted to the first in, first out, method of inventory valu-
ation. Robinson also valued Jung Corp. using a price earn-
ings multiple of 9, which produced a value for Jung Corp. of
$18,405,000 at the date of death, and which Robinson con-
cluded was the value of Jung Corp. This led to his deter-
mination of a prediscount value of $3,817,104, or $22.64 per
share for decedent’s stock. Robinson then discounted this
value by 30 percent to account for both lack of control and
lack of marketability. Robinson did not assign separate dis-
count rates to the control and marketability factors. This
resulted in a value for decedent’s stock of $2,671,973.

Petitioner—McCoy

David O. McCoy (hereinafter sometimes referred to as
McCoy) has more than 20 years of experience in business
valuation. McCoy used three approaches in his appraisal: A
market comparable approach, a discounted cash-flow
approach, and a capitalization of earnings approach. The
amounts McCoy obtained for the value of Jung Corp. are
shown in table 5.

Table 5

Market comparable method:
BAITNGS cevevvveiieeeereerreeisrerieresneeseesvessesssestesssessesssesssonses $20,942,000
Capital ....cooveriiieineceet e e 18,510,000
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]

S81ES crrireiircerre et b et rr e s sbaeesnasan 18,889,000

ASSEES woiverreiveereerreeiresiaeseeees e esre st e e eesraeaeesse s aeneesraentens 18,249,000
DCF method:

GroWth 18t 3% eeeeveveeeeiiitieecreecererrreer et eeaeesnaeens 18,247,000

GIOWEN 121 B c.veeeieeeceirecrecseecieecineeis e ensassesessnessanens 18,945,000

GTOWEN T8 T cevvievrveeeeieeeeereceerereer e ceteeesrr et sosvesnesan 19,722,000
Capitalization of earnings method .......cccovevvvvevnvvnvicennnenne 18,213,000

McCoy averaged the eight amounts, and rounded the
result, obtaining a prediscount value of Jung Corp. of
$18,966,000, and a prediscount value for decedent’s stock of
$23.34 per share. McCoy then applied a discount of 35 per-
cent for lack of marketability, but no minority discount, giv-
ing decedent’s stock a value of $15 (rounded) per share. This
comes to a total of $2,529,000 for the 168,600 shares.

At trial, McCoy conceded a number of errors, and esti-
mated the effects of correcting certain of these errors. As a
result, petitioner evaluates McCoy’s revised valuation esti-
mate as $17.50 per share, which comes to a total of
$2,950,500 for the 168,600 shares.

Petitioner—Grabowski

Roger J. Grabowski (hereinafter sometimes referred to as
Grabowski) is a principal and director of Price Waterhouse
Valuation Services, and he has had extensive experience in
valuing businesses. In valuing Jung Corp., Grabowski
divided the various subsidiary companies of Jung Corp. into
three separate groups. The health care product operations
group comprises Futuro, JiI, Theradyne, and Calley &
Currier. The elastic textile operations group comprises JRA,
Rampon, and the activities of the Richard Grey Co. (which
was a part of Rampon). The third group comprises the real
estate assets and machinery and equipment assets of Ione.
Grabowski used the market comparable approach and the
DCF approach, see supra note 6, in valuing the first two
groups.

In Grabowski’s revised report, his market comparable
approach gave the following values shown in table 6.
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Table 6
Health care OPErations .......ce.cesecsesesessorcsuosssmsmssssssssseses $17,910,150
Elastic textile operations ..., 7,520,300
Bo0ok valtue 0f IONE .eovvvieenrereirirererrreesirnessreerssseessssnnesessesssse 621,143
Prediscount value of Jung Corp. ....ccoovvevvverervnvinnennivesianens 26,051,593
Decedent’s proportionate Share ..., 15,373,483
Less: Marketability discount (35%) ......oceeverrevemnienvevcrnsnonnne 1,880,719
Postdiscount value of decedent’s share ......cccceecvvvcvnrrennnes, 3,492,764

1Before calculating decedent’s proportionate share, Grabowski reduced
the book value of lone by 25 percent as a minority discount. In
calculating decedent’s proportionate share, Grabowski used 20.75
percent, rather than the 20.74 percent we have found.

Grabowski also used the DCF approach in valuing the
health care products operations and the elastic textile oper-
ations.

In Grabowski’s revised report, his DCF approach gives the
values shown in table 7.

Table 7

Health care product operations ..., $21,931,000
Elastic textile operations ......c.ceeervrieresnrennvennennninnennnes 10,302,000
Book value of Ione Realty .....ccvimvvvereriveencieencieeesnierinonsens 621,143
Prediscount value of Jung Corp. ...c.ccccveevvvvereirvnssrirrsnennns 32,854,143
Decedent’s proportionate Sshare ..........eveeninneninnnenss 16,817,235
Less: Minority discounts

Heaith care product operations (24%) .........ccoeevvvevercenens 1,092,164

Elastic textile operation (26%) .....cc.cceevevvvermrsrvsrvssrersuiines 555,973

Tone Realty (25%) ...ccccoovererervenuierercssenecstisrnrennesssesssersssenns 32,222
Decedent’s share before marketability .....c.cccevceeveeernincens 5,137,056
Less: Marketability discount (85%) ....ccooveevvervccirvcersuensnnans 1,797,970
Fair market value of decedent’s 8t0ck .....cooveeverviinveiuecrenannn 3,339,086

1In calculating decedent’s proportionate share, Grabowski used 20.75
percent, rather than the 20.74 percent we have found.




e 429

Grabowski concluded that the average of the two
approaches was the value of decedent’s stock. He concluded
that decedents’s Jung. Corp. stock was worth $20 per share
(rounded). This comes to a total of $3,372,000 for the 168,600
shares.

Respondent—Hanan and Mitchell

Martin D. Hanan (hereinafter sometimes referred to as
Hanan) and Mark L. Mitchell (hereinafter sometimes
referred to as Mitchell) prepared a joint expert witness
report, and both of them testified. Hanan is the founder and
president of Business Valuation Services and Mitchell man-
ages the financial valuation services for Business Valuation
Services. Both Hanan and Mitchell have extensive experience
in valuing businesses. Hanan and Mitchell computed value
by using the market comparable approach and the DCF
approach. Hanan and Mitchell did not rely on the market
comparable approach because they had difficulty in develop-
ing a reliable sample of comparable firms.

In Hanan and Mitchell’s revised report, their DCF approach
gives the values shown in table 8.

Table 8

Value of operating assets (marketable, minority interest

DASIS) ceeeeerereiiin et nneasereesesaesne e resre s aesae e s resasrenas $33,413,952
Plus nonoperating assets ........ccevvervevreerrrererniensnerereeessnenns 344,000
Prediscount value of Jung Corp. ...ccccecreveverecrerereenenvensrennes 33,757,952
Less 20% marketability discount (operating assets) ......... 6,682,790
Less 25% minority discount (nonoperating assets) ........... 86,000
Postdiscount value of Jung Corp. ..cccceevverveeeviecinernvensnennns 26,989,162
Postdiscount value of decedent’s stock ......ccoeveeveervreniieanne 5,597,620

Summary

The conclusions of the expert witnesses and the Court may
be summarized as shown in table 9.
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Table 9
Discounts (percentage)
Value of
Expert Jung Corp.  Minority Marketability — Combined

Robinson $18,405,000 - . 130
McCoy 18,966,000 -0- 35 35
McCoy (revised) 292,127,000 -0- 35 35
Grabowski:

Market comparable 18,071,500 3.0- 35 35

Market comparable

(revised) 26,051,593 3.0- 35 35

DCF 26,355,143 425 35 551.25

DCF (revised) 32,854,143 425 35 551.25
Hanan, Mitchell 32,989,000 6.0- 20 20
Hanan, Mitchell

(revised) 33,757,952 6.0- 20 20
Court 32-34 million -0- 35 35

1Robinson’s 30-percent discount is intended to take into account both
marketability and minority holding consideration.

2 As noted supra, petitioner understands the effect of McCoy’s trial testimony
as increasing his valuation of decedent’s shares from $15 per share to $17.50.
This table shows what would be the result if McCoy were to apply the same
proportionate increase (i.e., one-sixth) to his estimate of fair market value for
the Jung Corp.

3As may be seen from table 6 note 1, supra, Grabowski (in his market
comparable approach) does not apply a minority discount to Jung Corp.’s
operating assets, but does apply a 25-percent minority discount to Jung Corp.’s
nonoperating assets only. Because the operating assets, in Grabowski’s
analysis, are about 97.5 percent of the total, this is the equivalent of applying
a minority discount of about 0.6 percent across the board. After applying the
method of calculating combined discounts, described infra note 7, this increases
the combined discount to about 35.4 percent.

4This is the average of the minority discount rates that Grabowski applies to
the different parts of Jung Corp.

5See infra note 7 for the method of calculating the combined discount.

6 As may be seen from table 8, supra, Hanan and Mitchell apply a 20-percent
marketability discount to Jung Corp.’s operating assets only, and a 25-percent
minority discount to Jung Corp.’s nonoperating assets only. Because the
operating assets, in Hanan’s and Mitchell’s analysis, are almost 99 percent of
tﬁe }goi;al(,1 this is the equivalent of applying one 20.05-percent discount across
the board.

B. Value of Jung Corp.

1. Later-Occurring Events

Respondent contends that, in valuing Jung Corp. stock,
this Court should consider the sale to Kendall, the other
sales, and the ensuing liquidation of Jung Corp. Petitioner
contends the 1986 sales and the liquidation are irrelevant
because the sales and liquidation were unforeseeable at the
valuation date.

We agree in part with respondent and in part with peti-
tioner.
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A distinction may usefully be drawn between later-occur-
ring events which affect fair market value as of the valuation
date, and later-occurring events which may be taken into
account as evidence of fair market value as of the valuation
date.

If a prospective October 9, 1984, buyer and seller were
likely to have foreseen the 1986 sale to Kendall, and the
other activities leading to the liquidation, then those later-
occurring events could affect what a willing buyer would pay
and what a willing seller would demand as of October 9,
1984. We conclude, and we have found that, on October 9,
1984, Jung Corp. was not for sale, the sale to Kendall was
not foreseeable, and the liquidation was not foreseeable.
Accordingly, we conclude that those later-occurring events
did not affect the October 9, 1984, fair market of decedent’s
stock. Estate of Gilford v. Commissioner, 88 T.C. 38, 51-55
(1987).

However, we have stated that “for purposes of determining
fair market value, we believe it appropriate to consider sales
of properties occurring subsequent to the valuation date if
the properties involved are indeed comparable to the subject
properties.” Estate of Thompson v. Commissioner, 89 T.C.
619, 628-629 n.7 (1987), revd. on other grounds 864 F.2d
1128 (4th Cir. 1989). To the same effect are, e.g., Krapf v.
United States, 977 F.2d 1454, 1458-1460 (Fed. Cir. 1992);
Estate of Kaplin v. Commissioner, 748 F.2d 1109, 1111 (6th
Cir. 1984), revg. T.C. Memo. 1982-440; Estate of Brown v.
Commissioner, 425 F.2d 1406, 1407 (5th Cir. 1970), affg. T.C.
Memo. 1969-91. See Estate of Jung v. Commissioner, T.C.
Memo. 1990-5, and cases cited therein.

Of course, appropriate adjustments must be made to take
account of differences between the valuation date and the
dates of the later-occurring events. For example, there may
have been changes in general inflation, people’s expectations
with respect to that industry, performances of the various
components of the business, technology, and the provisions of
tax law that might affect fair market values between October
9, 1984, and the sales and liquidation some 2 years later.
Although any such changes must be accounted for in deter-
mining the evidentiary weight to be given to the later-occur-
ring events, those changes ordinarily are not justification for
ignoring the later-occurring events (unless other comparables
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offer significantly better matches to the property being val-
ued).

When viewed in this light—as evidence of value rather
than as something that affects value—later-occurring events
are no more to be ignored than earlier-occurring events.

Accordingly, we do not consider the sales and eventual lig-
uidation as affecting the October 9, 1984, value of Jung
Corp., but we do consider these events as evidence of the
October 9, 1984, value.

2. Treatment by Expert Witnesses

Robinson did not consider the 1986 events in his expert
witness report. This is to be expected—his report was
submitted to petitioner on April 8, 1985, and was the founda-
tion for the valuation on the estate tax return, which was
filed on July 9, 1985.

At trial, on re-cross-examination, Robinson was asked if he
considered Jung Corp. to be an acquisition candidate, and
whether, if a company were about to be acquired at a pre-
mium, that would affect its value. Robinson agreed that one
would take that into account. However, he went on to
emphasize that he was not aware of that potential, and that
he did not think that Jung Corp. was an attractive acquisi-
tion candidate on October 9, 1984.

McCoy did not consider the 1986 events in his expert wit-
ness report. At trial, on direct examination, he stated that he
was aware of the sale, but did not know any details about
it. He testified that he considered whether he should take
into account the liquidation values, and made a decision that
he should not take them into account. He said that the rea-
sons the liquidation values are not relevant were (1) in 1984
there was no intention to sell Jung Corp., and (2) a minority
interest holder has no power to force a liquidation or sale.

Hanan and Mitchell considered the liquidation proceeds in
their appraisal. After taking into account the changes in the
market and the changes in Jung Corp. between October 9,
1984, and the 1986 sales and liquidation, they concluded that
the proceeds obtained in the 1986 liquidation supported their
date of death valuation.

Grabowski did not consider the liquidation proceeds in his
initial report. In his rebuttal report Grabowski contended
that Hanan and Mitchell made errors in their calculations.
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Nevertheless, after taking into account his view of how the
intervening events should be accounted for, he concluded
that the proceeds obtained by the shareholders in liquidation
were consistent with his date of death valuation.

Thus, Grabowski and Hanan and Mitchell evaluated the
1986 events in the manner we described supra as being
appropriate (i.e., as evidence of fair market value as of the
valuation date, and not as events affecting fair market value
as of the valuation date) and concluded that this evidence
was consistent with the results they derived from using the
DCF approach.

3. Analysis

Respondent urges us “to determine the appropriate rate or
amount for each DCF element.” Respondent also urges us to
give twice the weight to the comparable market approach as
to the DCF approach. Respondent concludes that Jung Corp.
was worth $52.81 per share, which amounts to a total of
about $43 million.

In the instant case, we believe the DCF approach to valuing

Jung Corp. is more reliable than the market comparable
approach. The market comparable approach does not work
well in the instant case because the comparable corporations
do not have the same product mix (health and elastic textile)
as Jung Corp. None of the experts relied exclusively on the
market comparable approach, and Hanan and Mitchell and
Robinson rejected the market comparable approach because
they had difficulty finding companies which were similar to
Jung Corp. At trial, Grabowski also stated that he did not
rely on the market comparable approach.

Finally, the 1986 sales of parts of Jung Corp. have been
shown by Grabowski and by Hanan and Mitchell to be
consistent with their conclusions of an October 9, 1984, value
of $32-34 million for Jung Corp. See supra table 9. The lower
valuations by Robinson and McCoy (about $18.4 and $22.1
million, respectively) were not reconciled with the 1986
events, and we doubt that they could be so reconciled.

We conclude that Hanan and Mitchell and Grabowski
accurately valued Jung Corp. using the DCF approach. We
conclude (and we have found) that the prediscount value of
Jung Corp. was about $32-34 million. Decedent’s shares
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amounted to 20.74 percent of the total and were worth about
$6.7 to $7.0 million, without giving effect to discounts.

C. Discounts

The parties agree that the date-of-death’ value to be
assigned to decedent’s shares should be discounted in some
manner. Cases involving the valuation of minority holdings
in close corporations ordinarily consider a discount or dis-
counts because the stock is a minority holding and is not
publicly traded. Conceptually, (1) a minority discount reflects
a minority shareholder’s inability to compel liquidation and
thus inability to realize a pro rata portion of the corporation’s
net assets value, while (2) a marketability discount reflects
the hypothetical buyer’s concern that there will not be a
ready market when that buyer decides to sell the stock. Each
of these prospects (lack of control and lack of ready market)
is likely to depress the price that a hypothetical buyer is
likely to be willing to pay for the stock. Although we analyze
them separately, it is likely that there is a significant real-
world overlap between these two discounts. Estate of
Andrews v. Commissioner, 79 T.C. 938, 952-953 (1982).

Respondent does not dispute that a marketability discount
should be applied. The only dispute is the amount of the dis-
count. Respondent contends that a marketability discount of
10 percent is appropriate. Petitioner contends that decedent’s
stock should be discounted 35 percent for lack of market-
ability.

Petitioner contends that decedent’s stock also should be
discounted 25 percent because it is a minority interest in
Jung Corp. Respondent acknowledges that a minority dis-
count often is appropriate, but contends that under the DCF
approach to valuation used in the instant case, no minority
discount should be applied because the DCF approach used in
the expert witness reports values the stock by reference to
minority positions, so that the value obtained in the instant
case is inherently the value of a minority interest.

Under petitioner’s approach, the combined discounts
amount to a 51.25-percent reduction” from the undiscounted

7The discounts are calculated in series in Grabowski’s report. Thus, the 35-percent market-
ability discount would reduce the value to 65 percent of the undiscounted value. The 25-percent
minority discount would be applied to the remaining value and would reduce it by another 16.25
percent of the undiscounted value. (25 percent times 65 percent equals 16.25 percent.) Thus,
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value of decedent’s shares. Respondent’s approach would
allow an overall 10-percent discount. The experts’ views, and
the Court’s conclusions, are shown supra, in table 9.

We agree with petitioner as to the marketability discount
and with respondent as to the minority discount. Thus, we
apply a 35-percent reduction from the undiscounted value of
decedent’s shares.

1. Marketability

Grabowski reviewed six studies of transactions involving
restricted stock. Grabowski’s report indicated that these
studies showed marketability discounts as follows:

Percentage

Securities and Exchange Commission (hereinafter some-

times referred to as SEC) Institutional Investor Study 25.8
Gelman SEUAY .ovcccceveevierrreeirereerinseenenerseesresseersesseesseessennnes 33.0
TrOUL SEUAY .veeveeeerrrcrerieerererernrerrersesessresseesesseesresaesssessenns 33.5
Maher SEUAY .cccvvevceerieiriiirereceierne et eenr e srresteeseresareesinas 354
Moroney Study ...ccccvevrvereerieenrerversienreessessenes 35.6
Standard research consultants study 45.0

Based on these studies, Grabowski concluded that a 35-
percent discount for lack of marketability was appropriate.
Grabowski’s rebuttal report considered two additional
studies, the Baird and Willamette studies. These studies
comapared initial public offerings to private transactions
before the public offering. The Baird and Willamette studies
showed median discounts in the private transactions of 66
percent and 74 percent, respectively.

McCoy consulted a trade magazine that publishes informa-
tion about private placements of common stock. The stocks
are securities of companies that have other common shares
that are registered with the SEC and are publicly traded in
an active market. These securities are typically bought under
an “investment letter” agreement. He reviewed all the pri-
vate placements shown to have occurred in the 6 years from
January 1, 1979, through December 31, 1984. After excluding
certain categories of placements, he found 75 private trans-
actions in the common stock of actively traded companies. Of

application of the two discounts would result in an aggregate reduction of 51.25 percent. (35
percent plus 16.25 percent.) The commutative laws of mathematics cause the result to be the
same, even if the multiplications are made in the reverse order.
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the 75, 11 occurred at small premiums over the freely traded
market price, 1 occurred at that market price, and 63
occurred at discounts (ranging up to 90 percent) from that
market price. The average of these private placements was
a discount of 27 percent. Under SEC rule 144(b),® 17 C.F.R.
sec. 230.144 (1984), such restricted securities will eventually
become freely tradable through either registration or the pas-
sage of time. McCoy reasoned that, if such stocks with a tem-
porary market restriction sold at an average discount of 27
percent, then Jung Corp. stock with a permanent market
restriction should sell at a discount greater than 27 percent;
he chose 35 percent. McCoy’s rebuttal report added com-
ments about a Maher study and a Solberg study that sup-
ported average and modal discounts of 35 percent. In his
rebuttal, he also indicated that Hanan’s and Mitchell’s
discussions about the marketability of Jung Corp. are irrele-
vant to the question of marketability of a minority interest
in Jung Corp.

Robinson merely stated in his report: “We believe that a
discount of 30% should apply to an interest such as Mrs.
Jung’s to account for the lack of control and lack of market-
ability.” Robinson’s report did not favor us with an expla-
nation of his conclusion.

Hanan and Mitchell concluded that a 20-percent market-
ability discount was appropriate. They based this conclusion
on the SEC Institutional Investor Study for 1966 through
1969. This was a study of publicly traded stock which was
restricted from trading on the open market for a certain
period of time. The study shows average discounts of about
25 percent for companies with earnings similar to Jung Corp.
Hanan and Mitchell concluded that because a majority of
Jung Corp. stock was controlled by the Jung family, the sale
of Jung Corp. could be easily accomplished. Hanan and
Mitchell also concluded that Jung Corp.’s size, history of
profitability, and relatively strong position in the market,
and the quality of its management, indicated that the
marketability discount should be less than the average
marketability discount in the SEC Institutional Investor

8The language of SEC rule 144(b) was unchanged during 1979-84 (the years from which the
statistics were taken). The definition of “restricted securities” was revised during 1979-84, but
we doubt that these changes affected the results of the statistics upon which McCoy based his
marketability discount.
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Study. Hanan and Mitchell determined the appropriate dis-
count to be 20 percent.

Here, too, respondent disagrees in part with her expert
witnesses. Respondent contends that a 10-percent market-
ability discount is appropriate because Jung Corp. was an
attractive acquisition candidate in 1984. Respondent states
“that, without consideration of the acquisition potential, the
marketability discount appropriate for Jung is between 15%
and 20%, as was opined by BVS” (i.e., Hanan and Mitchell).

We are persuaded by the materials and analyses presented
by McCoy and Grabowski. We believe that respondent, and
to a lesser extent Hanan and Mitchell, gave too much weight
to acquisition potential, or ease of sale, of Jung Corp. as a
whole. We have found that, on October 9, 1984, Jung Corp.
was not for sale, the sale to Kendall was not foreseeable, and
the liquidation was not foreseeable. Also, as McCoy pointed
out, we are concerned with the marketability of decedent’s
interest. We try to evaluate a market for decedent’s 20.74-
percent interest, not a market for Jung Corp. We assume a
hypothetical willing seller of decedent’s interest, not a hypo-
thetical willing seller of Jung Corp. The hypothetical willing
seller of decedent’s shares would have to contend with an
actual absence of interest in selling the entire corporation.

Neither respondent nor Hanan and Mitchell presented an
explanation of why the inquiries about acquiring Jung Corp.
would translate into a significant market for decedent’s
shares, and we decline to speculate on this point.

We conclude, and we have found, that a 35-percent
marketability discount should be allowed.

Respondent contends that a small marketability discount
should be applied because Jung Corp. itself would have
repurchased decedent’s shares in order to keep ownership in
the family.® Respondent supports this argument by noting

9Respondent relies on Estate of Neff v. Commissioner, T.C. Memo. 1989-278, where this Court
considered the willingness of a corporation to repurchase its shares in determining the amount
of a marketability discount. In Estate of Neff, Rand McNally repurchased stock because of its
self-avowed commitment to maintain its status as a closely held corporation with a limited num-
ber of shareholders. Further, in repurchasing the stock, Rand McNally was willing to pay full
or premium value. This Court considered Rand McNally’s history of repurchases in determining
the proper marketability discount. The instant case is distinguishable because (1) in the instant
case there is a showing of one repurchase 12 years before the valuation date, while in Estate
of Neff, the corporation “repurchased shares on numerous occasions” and made a major repur-
chase in the same year as the valuation date; and (2) in the instant case there was no evidence
of a willingness to pay full value or premiums for repurchased shares, while in Estate of Neff,
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that in 1972 Jung Corp. bought a 20-percent block of stock
from a shareholder who was not a family member. This argu-
ment is not persuasive. Firstly, although Conway testified
that he would rather decedent’s stock did not fall into the
hands of a third party, he also testified that Jung Corp. could
tolerate a 20-percent shareholder who was not a family mem-
ber. Further, the fair market value test under section
20.2031-1(b), Estate Tax Regs., contemplates a Aypothetical
willing buyer and a hypothetical willing seller. Propstra v.
United States, 680 F.2d 1248, 1251-1252 (9th Cir. 1982);
Estate of Bright v. United States, 658 F.2d 999, 1005-1006
(5th Cir. 1981); Minahan v. Commissioner, 88 T.C. 492, 499
(1987); Estate of Andrews v. Commissioner, 79 T.C. at 952-
956. We will not cast Jung Corp. in the role of the hypo-
thetical willing buyer.

We hold, for petitioner, that a 35-percent marketability
discount shall be applied.

2. Minority

As may be seen from table 9, supra, Grabowski did not
provide for a minority discount under his market
comparables approach (except for the minor matter discussed
supra in table 9 note 3); McCoy did not provide for minority
discount under any of the approaches he considered (see
supra table 5; three-eighths of his final figures depend on a
DCF approach); and Robinson’s 30-percent discount was
intended to take care of both marketability and minority
considerations. Hanan and Mitchell provided for a 25-percent
minority discount, but only for about 1 percent of the overall
value, and so that minority discount had practically no effect
on their conclusion. See supra table 9 note 6.

Only Grabowski, among the expert witnesses, argues for a
minority discount, and then only if we accept the DCF
approach to valuation of decedent’s interest in Jung Corp. As
noted supra, (1) we accept the DCF approach to valuation of
decedent’s interest in Jung Corp., and (2) we accept the gen-
eral concept of a minority discount in appropriate cir-
cumstances.
there was a general offer to repurchase shares (which expired about 1 month before the first

valuation date) at a price about 40 percent above what we determined to be a fair market value
without any discount.
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The matter now before us is whether we should allow a
minority discount in addition to the 35-percent marketability
discount we have already determined to allow, and, if so,
then in what amount. The resolution of this issue depends on
the workings of the DCF approach as used by the expert wit-
nesses before us and explained on the record in the instant
case.

Grabowski contends that his DCF approach was designed to
produce a control value, but concedes that a DCF approach
could be used to produce a minority interest value (i.e., a
value as to which a minority discount would not be appro-
priate). Hanan and Mitchell contend that their DCF approach
embodies a minority interest value.

Grabowski contends that his DCF approach leads to a con-
trol value because (a) his cash-flow assumptions for Jung
Corp. were based on what a controlling interest could do to
Jung Corp. to make it run better, (b) the discount rate he
used did not reflect minority interest evaluation, and (c) his
equity risk premium assumed large company financing
synergies. We consider these contentions seriatim.

(@) Grabowski’s initial expert witness report states that a
minority discount is needed because his DCF valuation was
done on a controlling interest basis. The expert witness
report states: “We presume that an investor is able to take
the steps necessary to realize the projected results; therefore,
a controlling interest is implicit.” In his rebuttal expert wit-
ness report, Grabowski states as follows:

Third, we have included one, quantifiable major synergy into our calcula-
tion which causes the formulation of the discounted cash flow approach to
be a control value. Premiums for comtrol are paid in buying entire
businesses. That is, the controlling shareholders of Jung could realize a
higher price if they could sell the business to a buyer who could affect
[effect?] savings or synergies. (Such synergies are oftentimes categorized as
operating, financial and tax synergies.)

Operating savings on [or?] synergies result from increased sales or reduced
costs by operating the business differently or combining businesses with a
specific acquiring company.

Financial synergy results form [from?] lower costs of funds because the
acquiring firm or combined firms are perceived as less risky. Tax synergy
results from tax savings peculiar to combining with a specific buyer (.e.,
operating loss carryforwards to a specific buyer).

We did not discover any major operating savings that a control-buyer of
Jung could realize from changing the operations of Jung as a stand-along
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[alone?] company. Operating synergies and tax synergies are unique to
each potential purchaser and could not be measured by the controlling
shareholders of Jung. However, we did account for financing synergies
which could only be realized if the existing controlling shareholders of
Jung were to take action and sell their shares.

In his oral testimony, Grabowski explained as follows:

So we have measured available cash flow based on what we observe to
be a reasonable way Jung Corp. was being run. We did not make, I grant
you, any operating changes to Jung Corp. in the calculations of the cash
flow. Sometimes, Your Honor, when you are doing a control basis, you will
find that the controlling shareholder is taking $5 million of salary out. And
if you are valuing on a control basis, you will add back the excess salary;
he may or may not be worth $5 million. But if you determine that he is
not, you would add that back. Because if I controlled the business, I would
not run it that way.

But there was no excessive amounts of compensation that we deter-
mined, excessive items that required extensive adjustments, et cetera, in
valuing the control interest.

In neither his expert witness reports nor his oral testimony
did Grabowski suggest any other element of his calculation
of the amount of the available cash-flow that would make his
DCF approach a valuation of a controlling interest.

From the foregoing, we gather that the only element of
Grabowski’s calculation of the amount of the available cash-
flow that would make his DCF approach a valuation of a
controlling interest is the financing synergy, which we dis-
cuss infra. As far as we can tell, in all other respects
Grabowski’s calculation of the amount of the available cash-
flow was done on a basis which, by itself, would not result
in a control premium, or minority discount.

(b) The second area of dispute is whether the discount rate
applied by the expert witnesses puts the DCF approach valu-
ations on a minority basis. In their initial expert witness
report, Hanan and Mitchell stated that no minority discount
was needed in their DCF valuation because their discount
rate was derived by using equity return data from the trad-
ing of minority interests in publicly traded companies.

As explained previously, supra note 6, the DCF approach
involves calculating the sum of the present value of the avail-
able cash-flow and the present value of the terminal value.
A discount rate, which represents the required rate of return
of an investor in an alternate investment opportunity, is
used in this calculation. The discount rate is the weighted

S Rl ot
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average of the required rate of return on equity capital and
the required rate of return on debt capital. Both Grabowski
and Hanan and Mitchell determined the required rate of
return on equity capital by using the capital asset pricing
model (hereinafter sometimes referred to as CAPM). The CAPM
is the risk-free rate plus the product of the betal® for the
specific company and an equity risk premium.

The risk-free rate is the yield to maturity on 20-year
(Grabowski) or 30-year (Hanan and Mitchell) U.S. Treasury
bonds on the valuation date. This yield is available to inves-
tors in the market, without regard to control or minority sta-
tus. Accordingly, this element of the discount rate does not
affect the question of whether the DCF approach results in a
controlling interest value or a minority interest value.

Although the establishment of a beta for Jung Corp.
involves consideration of many matters (e.g., selecting com-
parable companies the securities of which are commonly
traded on stock exchanges, “unlevering” and “relevering”), it
is enough for our purposes to observe that Grabowski and
Hanan and Mitchell agree that the Jung Corp. beta was a lit-
tle under 1. Also, because the betas for the companies and
industries that these expert witnesses used are derived from
reported stock exchange trading data, which is  almost
entirely the data of trading in minority interests, this ele-
ment of the discount rate suggests that ordinarily the DCF
approach results in a minority interest value.

Grabowski and Hanan and Mitchell based their equity risk
premiums on Ibbotson and Associates’ publication, “Stocks,
Bonds, Bills, and Inflation”. Grabowski based his
calculations—

on the arithmetic mean of actual investor returns over the period of 1950-
1984 and consists of an overall excess return for the stock market as a

1OHanan and Mitchell define and illustrate beta as follows in their expert witness report:

Systematic risk is measured by beta * * * and is the risk associated with those economic fac-
tors that threaten all businesses. Such factors are the reason that stocks have a tendency to
move together. Beta provides a measure of the tendency of a security’s return to move with the
overall market’s return (e.g., the return on the S&P 500). For example, a stock with a beta of
1.0 tends to rise and fall by the same percentage as the market (i.e., S&P 500 index). Thus,
“[betal = 1.0” indicates an average level of systematic risk. Stocks with a beta greater than 1.0
tend, on average, to rise and fall by a greater percentage than the market. Likewise, a stock
with a beta less than 1.0 has a low level of systematic risk and is therefore less sensitive to
changes in the market.

Grabowski’s use of this term is essentially the same.
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whole of 7.34% (the additional return common stock investors earned in
excess of the return on long-term government bonds).

Hanan and Mitchell used the same source and—

concluded that the market risk premium [a different term for equity risk
premium] equals 6.9%, the average annualized total return on equity
investments (defined as the S&P 500) in excess of the average annualized
bond yield (income) return on long-term government bonds over the period
January 1926 to December 1983.

The modest difference between Grabowski’s equity risk
premium and that used by Hanan and Mitchell is one of
many differences between them that were largely balanced
out so that their bottom-line values for Jung Corp. differed
by less than 3 percent. See supra table 9. What is important
for purposes of the minority discount question is that the
basic data these experts used are the data of stock market
trading, which is almost entirely the data of trading in
minority interests. Thus, this element of the discount rate
also suggests that ordinarily the DCF approach results in a
minority interest value.

In his rebuttal expert witness report Grabowski contends
that the discount rate represents the minimum rate of return
which the corporation must earn on its investments, includ-
ing acquisitions of controlling interests. He notes that the
prospective controlling investor will control the total avail-
able cash-flow of the acquired corporation. However, this
explanation does not persuade us that the discount rate in
Grabowski’s DCF calculation implies control, because this rate
of return is developed from data that reflect the actions of
minority investors and generally not the actions of control-
ling investors.

We agree with respondent that the discount rates used by
the expert witnesses in the instant case reflect the minority
position.t!

1 8ee Zukin & Mavredakis, Financial Valuation: Businesses and Business Interests, par.
6.912], at 6-39 (1990).

[2] Discount for Minority Interest

In many valuation situations, the block of stock to be appraised represents minority owner-
ship interests in the company. Minority blocks of stock, by themselves, generally do not have
the power to effect change in the bylaws of a corporation, effect any significant corporate change,
sellout, recapitalization or other conversion of assets, determine dividend policies and employee
shareholder salaries, or effect any other significant change in corporate policy. A minority stock-
holder without a ready market for his stock would also find it difficult to dispose of his stock

and realize a capital gain.
The fair market value of a marketable minority interest is the price at which the securities
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(¢) Grabowski’s main argument is his third argument. He
contends that his equity risk premium assumed large com-
pany financing synergies. He contends that his equity risk
premium of 7.34 percent is appropriate only if Jung Corp.
were to be acquired by a large company which could incor-
porate financing synergies into Jung Corp. He contends that
Hanan and Mitchell also assumed financing synergies in
determining their equity risk premium of 6.9 percent. In his
rebuttal expert witness report Grabowski contends that tak-
ing into account Jung Corp.’s small size, the equity risk pre-
mium should be 16.73 percent rather than 7.34 percent.
Grabowski asserts that a premium of 16.73 percent is appro-
priate based on the equity risk premiums of the smallest
companies traded on the New York Stock Exchange. Stated
otherwise, Grabowski is contending that a “small stock” pre-
mium of 16.73 percent should have been applied in the DCF
valuation, and that because he did not apply a small stock
premium, a minority discount is needed to make up for his
error. Grabowski did not make this contention in his initial
expert witness report. He made this contention only when his
minority discount was challenged. We do not agree that a
small stock premium is appropriate in the instant case, and
we do not agree that a minority discount is appropriate in
the instant case.

Firstly, if Grabowski had applied the small stock premium
in his DCF approach to dJung Corp.’s value, then his
prediscount value would be only about $20 million.’? That

trade in a free and active market. In essence, the prices quoted in the Wall Street Journal for

public companies whose shares trade on any of the various exchanges or in the over-the-counter

market represent the per-share value of marketable minority interests. It therefore follows that

a discount is inapplicable in instances where the value of the subject company minority position
' is predicated upon indices derived from prices of securities of publicly traded companies.

On the other hand, where indications of value are predicated upon control or complete owner-
ship, a discount must be applied to provide indications of value for a minority or less-than-con-
trolling interest. In short, discounts for the subject minority interest are appropriate for some
methodologies but inappropriate for others.

To the same effect, see Pratt, Valuing a Business: The Analysis and Appraisal of Closely-Held
Companies 118-119 (2d ed. 1989).

121n his rebuttal expert witness report, Grabowski explains that his small stock premium cal-
culations would result in reducing by 35 percent the value of Jung Corp.’s health care compo-
nent and by 55 percent the value of Jung Corp.’s elastic textiles component. He does not indicate
any change in the value for Ione. Thus, he would reduce his original prediscount valuation for
Jung Corp. from under $26.5 million, see supra table 9, to under $16 million, an overall reduc-
tion of about 40 percent. When Grabowski revised his calculations, increasing his original $26.5
million to $38 million, see supra table 9, he did not also recalculate the effect of his small stock
premium calculations. We have assumed, for purposes of our analysis, that his revised valuation
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number is even less than McCoy’s revised estimate. See
supra table 9. Grabowski has not shown us how a $20 mil-
lion October 9, 1984, valuation (or any valuation calculated
with Grabowski’s small stock premium) could be reconciled
with the 1986 sales and liquidation proceeds. We rejected
McCoy’s $22 million valuation in part because of McCoy’s
failure to so reconcile, and accepted Grabowski’s $33 million
valuation because it could be reconciled with the 1986
events.

Accordingly, we reject Grabowski’s contention that he had
erred by failing to use a small stock premium in his initial
expert witness report calculation in the instant case. Because
a small stock premium would not have been appropriate in
the instant case (whatever may be the general validity of the
small stock premium concept), there is no force to
Grabowski’s contention that a minority discount is appro-
priate in order to make up for Grabowski’s failure to use a
small stock premium.

Secondly, Mitchell testified that small companies tend to
be more risky because they tend to be in risky industries.
Thus, the apparently greater equity risk premiums for small
companies, on which Grabowski relies, are merely a reflec-
tion of the risk involved in the type of activity and not a
greater risk arising merely or primarily because of corporate
size. As a result, it is not at all clear that there is any gen-
eral validity in the small stock premium concept, except as
a substitute for a beta rating. See Pratt, Valuing a Business:
The Analysis and Appraisal of Closely-Held Companies 76-77
(2d ed. 1989).

Thirdly, at trial when Grabowski was asked to explain the
differences in risk and rates of return in regard to an invest-
ment in a small company like Jung Corp., and an investment
in a large publicly traded company, Grabowski discussed lack
of control and lack of marketability, factors which are taken
into account by the DCF approach and a discount for lack of
marketability. Grabowski did not provide the Court with any
evidence that Jung Corp. is a riskier investment simply
because of its small size. In addition, Grabowski did not pro-
vide any explanation of why the size of the corporation affects

also would be reduced by 40 percent, thus reducing his prediscount valuation for Jung Corp.
from under $33 million to under $20 million.
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the appropriateness of a discount for a minority interest in
the corporation.

We conclude that in the instant case financing synergies do
not justify a minority discount, on top of the 35-percent
marketability discount that we have already determined to
allow.

At trial, the Court raised the question of whether some
amount of minority discount is appropriate to account for the
difference between a minority shareholder in a publicly
traded corporation and a minority shareholder in a closely
held corporation. On brief petitioner contends that there is a
difference between minority shareholders in private and pub-
licly traded companies, but petitioner provides neither
authority nor persuasive reasoning to support the contention.
Respondent contends that although there may be differences,
the differences generally do not affect the value of the stock,
and in any event do not affect the value of decedent’s stock
in the instant case. The Court has not found any authority
for using the public-private distinction as a basis for applying
a minority discount. Accordingly, in the instant case we do
not apply a minority discount based on the differences
between public and private minority shareholders.

We conclude that the DCF calculations by Grabowski and
by Hanan and Mitchell in the instant case were on a minor-
ity basis, and we have found that in the instant case no
minority discount should be applied to the values determined
using the DCF approach.

Petitioner contends that in Northern Trust Co., Transferee
v. Commissioner, 87 T.C. 349, 383 (1986), affd. sub nom. Citi-
zens Bank & Trust Co. v. Commissioner, 839 F.2d 1249 (7th
Cir. 1988), this Court approved the use of a minority dis-
count when the DCF approach is used in valuation. Respond-
ent tells us that the instant case provides us “with an oppor-
tunity to recomsider issues” in Northern Trust Co., Trans-
feree.

In Northern Trust Co., Transferee, stock of a closely held
corporation was valued. Grabowski submitted an expert wit-
ness report and testified in that case. Grabowski used the
DCF approach, and he used the capM to determine the dis-
count rate. After deciding on a value for the corporation, he
applied a minority discount. 87 T.C. at 369. This Court con-
cluded that the DCF approach correctly determined the value
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of the stock. We also allowed both minority and market-
ability discounts. Id. However, in Northern Trust Co., Trans-
feree, respondent did not contend that no minority discount
was appropriate. Rather, respondent merely argued for a
lower minority discount than the discount for which the tax-
payer contended. Id. Because the parties in Northern Trust
Co., Transferee did not present to the Court the question of
whether a minority discount could be allowed in conjunction
with the DCF approach, the opinion in that case did not
explore whether the DCF approach that Grabowski used in
that case was calculated on a control basis rather than on a
minority basis. See Estate of Fusz v. Commissioner, 46 T.C.
214, 215 n.2 (1966).

Thus, we do not accept respondent’s invitation to
reconsider our opinion in Northern Trust Co., Transferee v.
Commissioner, supra, and we also conclude that that opinion
does not require us to allow a minority discount in the
instant case.

We hold, for respondent, that no minority discount shall be
applied.

D. Conclusion

In determining the date-of-death value of decedent’s shares
in Jung Corp., we have concluded that the value of Jung
Corp. was $32-34 million. We have concluded that the
prediscount value of decedent’s shares was $6.7 to $7 million,
and that this must be discounted by 35 percent.

We are obligated to set a specific number on the value of
decedent’s interest. We are not so presumptuous as the par-
ties, who claimed the wisdom in the estate tax return and in
the notice of deficiency to determine the value to seven
significant figures ($2,671,973 and $8,330,448, respectively).
Taking into account the “inherently imprecise” nature of this
issue, Messing v. Commissioner, 48 T.C. 502, 512 (1967), we
determine this value to fwo significant figures—=8$4,400,000.
We have so found.

We hold for neither party on this issue, although we note
that our conclusion is significantly closer to petitioner’s posi-
tion than it is to respondent’s position.
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II. Section 6660

In her amendment to answer, respondent asserts an addi-
tion to tax under section 6660. See sec. 6214(a). Respondent
asserts that the value claimed on the tax return is less than
40 percent of the correct value, and so the addition to tax
should amount to 30 percent of the underpayment attrib-
utable to the valuation understatement. On brief, respondent
does not specifically ask for the 30-percent rate, but rather
asks for an addition to tax “in an amount to be computed
based upon the value of the decedent’s interest in Jung as
determined by the Court.” Respondent contends that peti-
tioner did not have a reasonable basis for the valuation
claimed on its tax return and that respondent did not abuse
her discretion in refusing to waive the addition.

Petitioner contends that there should be no addition to tax
because (1) there is no valuation understatement, and (2)
even if there is a valuation understatement, the addition to
tax should be waived because (a) there was a reasonable
basis for the estate tax return value, (b) petitioner claimed
this value in good faith, and (c) respondent “wrongfully
refused to waive the addition to tax”.

Respondent relies on our opinion in Mailman v. Commis-
sioner, 91 T.C. 1079 (1988). Petitioner seeks to distinguish
that case because (1) it is based on a different Code section
(sec. 6661, not sec. 6660, as is the instant case), (2) in Mail-
man we relied on regulations under section 6661 while there
are no regulations under section 6660, and (3) in Mailman
there was no expert evidence or evidence of the taxpayer’s
efforts to determine proper tax liability, while in the instant
case there is substantial evidence in both categories.

We agree with respondent that there is a valuation under-
statement, but we agree with petitioner that the resulting
addition to tax should be waived.

Section 666013 provides for an addition to taX if there is
an underpayment of tax of at least $1,000 attributable to a

18SEC. 6660. ADDITION TO TAX IN THE CASE OF VALUATION UNDERSTATEMENT
FOR PURPOSES OF ESTATE OR GIFT TAXES.

(a) ADDITION TO THE TaX.—In the case of any underpayment of a tax imposed by subtitle B
(relating to estate and gift taxes) which is attributable to a valuation understatement, there
shall be added to the tax an amount equal to the applicable percentage of the underpayment
so attributed.

(b) APPLICABLE PERCENTAGE.—For purposes of subsection (a), the applicable percentage shall
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valuation understatement for purposes of estate or gift tax.
There is a valuation understatement if the value stated on
the tax return is 66 %5 percent (or less) of the correct value.
Respondent may waive all or part of this addition to tax if
there was a reasonable basis for the valuation claimed on the
return and the claim was made in good faith.

Because respondent did not determine the addition to tax
in the notice of deficiency, but asserted it in the amendment
to answer, respondent has the burden of proof on all of the
elements of section 6660. Rule 142(a); see Reiff v. Commis-
sioner, 77 T.C. 1169, 1173 (1981); Achiro v. Commissioner, 77
T.C. 881, 889-891 (1981).

We consider first whether there is a valuation understate-
ment and, if so, then whether the addition to tax should be
waived.

be determined under the following table:

If the valuation claimed is the
following percent of the correct The applicable
valuation— percentage is:

50 percent or more but not more than

66 percent . ... ... e e 10
40 percent or more but less than

BOpercent . . . . v v i e e e e .20
Lessthan4Opercent . . ... .. .. ... ... . 30

{¢) VALUATION UNDERSTATEMENT DEFINED.—For purposes of this section, there is a valuation
understatement if the value of any property claimed on any return is 66% percent or less of
the amount determined to be the correct amount of such valuation.

(d) UNDERPAYMENT MUST BE AT LEasT $1,000.—This section shall not apply if the
underpayment is less than $1,000 for any taxable period (or, in the case of the tax imposed by
chapter 11, with respect to the estate of the decedent).

(e) AUTHORITY TO WAIVE.—The Secretary may waive all or any part of the addition to the
tax provided by this section on a showing by the taxpayer that there was a reasonable basis
for the valuation claimed on the return and that such claim was made in good faith.

(f) UNDERPAYMENT DEFINED.—For purposes of this section, the term “underpayment” has the
meaning given to such term by section 6653(c)(1).

[Subsec. (f) was added by sec. 1811(d), Tax Reform Act of 1986 (TRA 86), Pub. L. 99-514, 100
Stat. 2085, 2833, retroactively as if included in sec. 6660 when sec. 6660 was enacted, TRA 86
sec. 1881, 100 Stat. 2914. The subsequent amendments of this provision by TRA 86 sec.
1899A(57), 100 Stat. 2961; and by sec. 7721(c)(2) of the Omnibus Budget Reconciliation Act of
1989 (OBRA 89), Pub. L. 101-239, 103 Stat. 2106, 2399 (which repealed sec. 6660), do not affect
the instant case.]

[As a result of OBRA 89, the substance of sec. 6660 may now be found in subsecs. (g) and
(h)(2)(C) of sec. 6662.]

[The waiver provision has been replaced by a reasonable cause exception (which now appears
as sec. 6664(c)(1)) which is similar to the circumstances which, under pre-OBRA 89 law, could
have been the basis for consideration of a waiver.]
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A. Valuation Understatement

As shown supra in table 4, we hold that the correct value
of decedent’s interest in Jung Corp. is $4,400,000, and peti-
tioner claimed on its estate tax return that the value is
$2,671,973. The claimed value thus is about 60.7 percent of
the correct value. It follows that there is a valuation under-
statement, sec. 6660(c), and that the applicable percentage is
10 percent, sec. 6660(b). It is apparent that the
underpayment of estate tax attributable to the valuation
understatement is at least $1,000. Sec. 6660(d).

As a result, an addition to tax of 10 percent of the attrib-
utable underpayment is to be imposed on account of the valu-
ation understatement, unless the addition to tax is waived.

B. Waiver

Section 6660(e) provides that the Secretary may waive all
or part of the addition to tax under section 6660 if the tax-
payer shows both (1) that there was a reasonable basis for
the valuation claimed on the tax return, and (2) that the tax-
payer acted in good faith in claiming that valuation. The
denial of a waiver by the Secretary is reviewable by this
Court on an abuse-of-discretion basis. Mailman v. Commis-
sioner, 91 T.C. at 1082-1084.14 In other words, for petitioner
to win on this issue it is not enough for us to conclude that
we would have waived the addition to tax—we would have
to conclude that, in refusing to waive the addition to tax,
respondent has exercised this discretion “arbitrarily, capri-
ciously, or without sound basis in fact.” Mailman v. Commis-
sioner, 91 T.C. at 1084;15 see Capitol Fed. Sav. & Loan v.
Commissioner, 96 T.C. 204, 213, 223 (1991).

34 Although, as petitioner notes, Mailman v. Commissioner, 91 T.C. 1079 (1988), was a sec.
6661 case, the abuse of discretion standards there set forth have been used in other areas where
the Internal Revenue Code has specifically given discretion to respondent. E.g., Citrus Valley
Estates, Inc. v. Commissioner, 99 T.C. 379, 464 (1992), on appeal (9th Cir., May 19, 1998); Cap-
itol Fed. Sav. & Loan v. Commissioner, 96 T.C. 204, 213 (1991). The use of the Mailman stand-
ard in the instant case is specifically appropriate because the language of sec. 6660(e) that we
interpret is essentially similar to the language of sec. 6661(c) interpreted in Mailman. See, e.g.,
Zuanich v. Commissioner, 77 T.C. 428, 442-443 (1981).

15We conclude that respondent had adequate opportunity to exercise her discretion under sec.
6660(e). See Mailman v. Commissioner, 91 T.C. at 1084 n.5. Petitioner objected to the addition
to tax in the reply to respondent’s amended answer, stating as an “affirmative defense” the alle-
gation that petitioner had a reasonable basis for the valuation and that the valuation was made
in good faith. The waiver issue was discussed at trial. Further, respondent does not contend that
she did not have adequate opportunity to exercise her discretion. Compare Estes v. Commis-
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In the instant case, respondent has the burden of proof on
the section 6660 addition to tax. If respondent were to prove
that either (1) there was not a reasonable basis for the valu-
ation claimed on the tax return, or (2) the valuation claim
was not made in good faith, then respondent would have
proven that petitioner failed to meet the statutory predicate
for consideration of a waiver. Failing that, respondent could
prevail if she were to prove that her refusal to waive the
addition to tax (1) was not arbitrary, (2) was not capricious,
and (3) had a sound basis in fact.

We consider first whether the valuation claim was made in
good faith, then whether there was a reasonable basis for the
valuation, and finally whether respondent abused her discre-
tion in failing to waive the addition to tax.

1. Good Faith

It was clear that decedent’s interest in the Jung Corp. con-
stituted substantially all of decedent’s estate. The executrix
proceeded promptly to retain the services of Robinson, an
experienced appraiser. Robinson examined financial records
and interviewed officials of Jung Corp. On April 8, 1985, he
submitted a report which provided some explanation of his
conclusions. Petitioner’s estate tax return, incorporating
Robinson’s valuation, was filed timely, on July 9, 1985.
Respondent does not direct our attention to any evidence
pointing to lack of good faith.

We conclude (and we have found) that petitioner acted in
good faith in claiming the valuation reported on the estate
tax return.

2. Reasonable Basis

It is a close question whether there was a reasonable basis
for the valuation claimed on the return.

On the one hand, Robinson undervalued decedent’s stock
by about $1.7 million—an undervaluation of about 39 percent
of what we have determined to be the correct value. Robin-
son’s report is short, it is deficient in providing data and sup-
port for its conclusions, and the Court has given little weight
to it in valuing the stock.®
sioner, T.C. Memo. 1992-531 with Klieger v. Commissioner, T.C. Memo. 1992-734 and Sotiros

v. Commissioner, T.C. Memo. 1991-95.
16See 15 Mertens, Law of Federal Income Taxation, sec. 59.08, at 26 (1992).
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On the other hand, Robinson’s analysis does have some
validity, and his conclusions were based on his extensive
experience as an appraiser. Robinson’s report, although poor
for purposes of assisting the Court in determining the value
of decedent’s interest, does give some explanation of Robin-
son’s conclusion, analysis, and process. Also, it is evident
that valuing decedent’s interest is a difficult task. After all,
in the notice of deficiency respondent overvalued decedent’s
interest by about 89 percent. Even on brief, after having
access to all the expert witness reports and other evidence of
record (more than 3% linear feet of exhibits and almost
1,000 pages of transcript), respondent overvalued decedent’s
interest by about 82 percent. Thus, petitioner’s valuation was
much closer to the mark than was respondent’s valuation.

Petitioner does not contend that Robinson’s value for Jung
Corp. ($18,405,000) can be reconciled with the proceeds
which were obtained by the shareholders through the sale of
Jung Corp.’s subsidiaries and assets; however, this does not
negate our finding of a reasonable basis. When the appraisal
report was prepared and the estate tax return was filed, nei-
ther Robinson nor the executrix of the estate knew that Jung
Corp.’s subsidiaries and assets would be sold, and what the
liguidation proceeds would amount to.

Under the circumstances, we conclude (and we have found)
that there was a reasonable basis for the valuation claimed
on the estate tax return.

3. Abuse of Discretion

If our role were to determine whether petitioner had
reasonable cause and acted in good faith, then our deter-
minations under items 1 and 2, supra, would be enough, and
petitioner would prevail. However, for the years before the
Court our role is much more limited. See supra the last para-
graph of note 13. As we stated in Mailman v. Commissioner,
91 T.C. 1079, 1084 (1988)—

A common fallacy in offering opinion evidence is to assume that the opinion is more important
than the facts. To have any persuasive force, the opinion should be expressed by a person quali-
fied in background, experience, and intelligence, and having familiarity with the property and
the valuation problem involved. It should also refer to all the underlying facts upon which an
intelligent judgment of valuation should be based. The facts must corroborate the opinion, or
the opinion will be discounted. [Fn. refs. omitted; emphasis added.]
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Unlike other additions to tax such as for failure to timely file (sec.
6651(a)(1)), the statute does not provide that the taxpayer’s proof of
reasonable cause will excuse the taxpayer’s misfeasance.

To put it another way, under the statute’s language
petitioner’s showing of reasonable basis and good faith serve
only to bring petitioner to the point where respondent “may
waive all or any part of the addition to the tax”. Sec. 6660(e)
(emphasis added). That is, such a showing gets petitioner
into the game; in order for petitioner to win the game, we
must consider whether respondent’s refusal to waive is an
abuse of discretion. In the instant case we have to determine
whether respondent has carried her burden of persuading us
that her discretion was not exercised “arbitrarily, capri-
ciously, or without sound basis in fact.” Mailman v. Commis-
sioner, 91 T.C. at 1084.

On the one hand, petitioner’s actions have satisfied the
good faith and reasonable basis requirements, but not so
clearly as to make respondent’s refusal to waive arbitrary or
capricious. On the other hand, it is evident that respondent’s
view of the situation was affected by a view of the facts that
was far from the view that we took.

As we have noted, respondent overvalued the property by
$3.6 million on brief, while petitioner undervalued the prop-
erty by a little more than $1.7 on the tax return. From
respondent’s position on brief, petitioner’s tax return
undervaluation was enormous. From our view of the facts,
the amount of petitioner’s tax return undervaluation was less
than one-half the amount of respondent’s overvaluation on
brief. We conclude that respondent’s discretion was exercised
“without sound basis in fact.” Mailman v. Commissioner, 91
T.C. at 1084.

We conclude, and we have found, that respondent’s refusal
to waive the addition to tax under section 6660 was an abuse
of discretion.

In Estate of Berg v. Commissioner, T.C. Memo. 1991-279,
affd. in part and revd. in part 976 F.2d 1163 (8th Cir. 1992),
we held that respondent’s discretion had not been abused in
refusing to waive the section 6660 addition to tax. The Court
of Appeals reversed on that issue. The record in the instant
case is far more favorable to petitioner than the record pre-
sented by the taxpayer in Estate of Berg.
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In Estate of Berg, the taxpayer did not commission an
appraisal until more than 4 years after the decedent’s death;
in the instant case petitioner did commission an appraisal
promptly, and the value on the timely filed estate tax return
was based on that appraisal. In Estate of Berg, the estate tax
return did not provide support for the claimed valuation,
except for a reference to another opinion of this Court; in the
instant case, Robinson’s appraisal was deficient in terms of
evidentiary standards, but provided some substantive sup-
port for the claimed valuation. In Estate of Berg, we agreed
with respondent’s determination of value; in the instant case,
respondent overvalued the property by more than twice as
much as petitioner undervalued it. Thus, our conclusion in
the instant case that respondent’s discretion was abused is
consistent with our conclusion in Estate of Berg that respond-
ent’s discretion was not abused.

In Estate of Berg, the Court of Appeals held that respond-
ent’s discretion was abused. This is the same result that we
reach in the instant case.

We conclude that, under these circumstances, the instant
case is not an appropriate vehicle for determining whether
we agree with the analysis presented by the Court of Appeals
for the Eighth Circuit in Estate of Berg v. Commissioner, 976
F.2d at 1166-1167.

We hold for petitioner on this issue.

To take account of the foregoing and concessions on other
matters,

Decision will be entered under Rule 155.

APPENDIX

Jung Corp.—Consolidated as of September 30, 1984

Assets
Current assets:
Cash $1,582,396
Short-term investments and cer-
tificates of deposit 591,804
Dividends receivable -0-

Accounts receivable:
Trade 9,613,349
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Assets
Other 1,711,458
Allowance for doubtful
accounts 168,167CR
Total accounts receivable 11,156,640
Inventories 9,188,984
Prepaid expenses 84,113
Prepaid employee benefit plan 1,091,709
Advances & receivables from
affiliates 2,583,493
Deferred income taxes 241,649CR
Total current assets 26,037,490
Investment and advance to
subsidiaries -0-
Property, plant & equipment:
Land 466,484
Building 4,920,540
Leasehold improvements 338,494
Machinery & equipment 12,603,710
Construction work in progress 217,050
Total 18,546,278
Less allowance for depreciation 9,402,491CR
Total property plant &
equipment 9,143,787
Other assets:
Cash surrender value of life
insurance, net 403,899
Due from officers 267,174
Sundry 121,373
Total other assets 792,446
Excess of cost over equity in sub-
sidiary at date of acquisition 393,419
Total assets 36,367,142
Liabilities
Current liabilities:
Notes payable to banks $1,700,000
Current portion of capital lease
obligations and long-term debt 178,996
Trade accounts payable 3,438,694
Advances and payable to
affiliates 2,673,689

Other accounts payable and
accrued expenses 1,920,586
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Liabilities
Accrued profit sharing 895,061
Accrued employee benefit plan 1,095,028
Dividend payable -0-
Federal and State income tax 267,201
Total current liabilities 12,169,255
Capital lease obligations 900,000
Long-term debt 3,277,568
Deferred Federal income taxes 1,040,281
Accrued executive retirement net
of deferred taxes 135,622
Minority interest in subsidiaries 14,556
Total Habilities 17,537,282
Shareholders’ equity:
Capital stock—class B 33,600
Common stock 1,216,241
Additional paid-in capital 1
Retained earnings 17,580,018
Total stockholders’ equity 18,829,860
Total liabilities & equity 36,367,142

ESTATE OF F.G. HoLL, DECEASED, BANK IV WICHITA,
N.A., EXECUTOR, PETITIONER v. COMMISSIONER
OF INTERNAL REVENUE, RESPONDENT *
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*See Estate of Holl v. Commissioner, 95 T.C. 566 (1990), revd. 967 F.2d 1437 (10th Cir. 1992).
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