T.C. Memo. 2003-176

UNITED STATES TAX COURT

ESTATE OF HELEN A. DEPUTY, DECEASED, WILLIAM J.
DEPUTY, CO-EXECUTOR, Petitioner v.
COMMISSIONER OF INTERNAL REVENUE, Respondent

Docket Nos. 9308-01, 9309-01. Filed June 13, 2003.

Albert L. Grasso, Donald J. Russ, Jr., and John P. Adams,

for petitioner.

Gregory J. Stull and Michael F. O’Donnell, for respondent.

MEMORANDUM FINDINGS OF FACT AND OPINION

GERBER, Judge: 1In these consolidated cases,! respondent

determined a $1,295,274 deficiency in estate tax and a $162,715

deficiency in gift tax. The parties have resolved all issues

! These cases were consolidated for purposes of trial,
briefing and opinion.
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except for the fair market value of an interest in a closely held
corporation that was included in decedent’s estate as part of a
famly limted partnership.?
FI NDI NGS OF FACT

Hel en A. Deputy (decedent) died on Septenber 15, 1997, when
her | egal residence was in El khart, Indiana. WIliamJ. Deputy
and Robert J. Deputy were appoi nted coexecutors of decedent’s
estate. WIlliamJ. Deputy, as coexecutor of the estate, filed
tinmely petitions with respect to respondent’s determ nation of
separate estate and gift tax deficiencies. At the tinme the
petitions were filed, WlliamJ. Deputy resided in New Buffalo,
M chi gan, and Robert J. Deputy resided in El khart, |ndiana.

Decedent was married to Sherrill S. Deputy. They had six
sons, including WlliamJ. Deputy and Robert J. Deputy, the
coexecutors of decedent’s estate. On Decenber 12, 1996, decedent
formed a famly limted partnership (Deputy FLP), retaining a 99-
percent limted partnership interest and creating two 0. 5-

percent general partnership interests, one held by decedent and

2 These cases involve the fair market value of interests in
a closely held corporation transferred by gift during 1997 and
anot her interest held by decedent through a famly limted
partnership at the time of her death, Sept. 15, 1997. The
transferred interests were substantially smaller than the
interest held by decedent. The parties have stipulated that the
Court’s decision with respect to the fair market val ue on Sept.
15, 1997, wll bind themw th respect to the 1997 gift tax
val ues. Accordingly, we only consider only the fair market val ue
on Sept. 15, 1997.
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one by her son Wlliam On May 31, 1997, decedent gave each of
her six sons a 1l-percent limted partnership interest in Deputy
FLP.

On July 18, 1997, decedent transferred 5 of her 192.5 shares
of Godfrey Conveyor Co., Inc. (Godfrey), to her grandson, WMatthew
Deputy. The 5 shares represented 0.53 percent of the issued and
out st andi ng shares of Godfrey. On July 20, 1997, decedent
transferred her remaining 187.5 of the issued and outstanding
shares of Godfrey to Deputy FLP

As of the date of decedent’s death, Septenber 15, 1997,
there were 938 shares of Godfrey stock outstanding, which were
held as follows: 553.5 shares (59.01-percent interest) by the
Sherrill S. Deputy Trust; 187.5 shares (19.99-percent interest)
by Deputy FLP; 117 shares (12.47-percent interest) by Robert J.
Deputy; and the renmaining 80 shares, 5 each (.53-percent
interest), by 16 other Deputy famly nenbers (16 x 5 = 80).
Decedent’s six sons are the beneficiaries of the Sherrill S.
Deputy Trust, and all six nust consent to the sale of any CGodfrey
shares by the trust.

Godf rey was founded in Indiana during 1919 and engaged in
t he manufacture of coal -handling machinery and rel ated products.
Decedent’s husband acquired a ngjority of Godfrey’ s shares
during 1953, at a tinme when Godfrey’s financial condition was

poor. He converted Godfrey to a manufacturer of recreational
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al um num pont oon boats sonetinme in the late 1950s. Codfrey
expanded, in part, by acquisitions of conpanies in the sane
i ndustry, during 1968 and 1974, and by expansion into the
manuf act ure of al um num fi shi ng boats.

During 1987, Godfrey entered into a joint venture with
Dynasty Boats, Inc., concerning the nmanufacture and sal e of
fi berglass boats and other marketing arrangenents with outboard
not or manufacturers. During 1993, Godfrey acquired Dynasty,
Boats, Inc., and an outboard notor conpany. At the tinme of the
acqui sition, both conmpanies were financially troubled. By 1994,
and during the valuation period under consideration, Godfrey was
t he | argest manufacturer of al um num pontoon boats in the United
States. Its main plant was in El khart, Indiana, with other
manufacturing facilities located in M ssissippi and Al abama

During 1997, Godfrey enpl oyed approxi mately 750 peopl e, and,
with the exception of its truck drivers, it was a nonunion
operation. Codfrey generally enjoyed good enpl oyee rel ati ons.
Godfrey had a well-trained and qualified workforce, and enpl oyee
reductions occurred only with respect to seasonal manufacturing
needs. During 1997, CGodfrey had a good reputati on and was known
for quality products, service, and noderate pricing.
Mer chandi si ng was acconplished through a network of approximately

500 | oyal dealers. As of 1997, CGodfrey marketed several
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successful product lines that were sold under legally protected
trade nanes.

During the period 1981 through m d- Novenber 1995, Godfrey
experienced a consistent growh in net sales at a conpounded rate
t hat approached 18 percent. From 1991 through Septenber 15,

1997, Godfrey experienced consistent growh in its profitability.
On the basis of earlier planning, a 100, 000-square-foot expansion
of Godfrey’s Elkhart facility was conmmenced during 1998. For its
year ended Decenber 31, 1996, Godfrey earned al nost $2.5 nmillion
in net incone fromapproximately $61 mllion in sales. For the
years 1993 through 1997, CGodfrey did not pay dividends to its
sharehol ders. Al though Godfrey’s sal es of pontoon boats

i ncreased by a few percentage points from 1996 to 1997,

nati onw de sal es of pontoon boats decreased by 5 percent.

On June 17, 1998, the estate filed a Form 706, United States
Estate (and Generation-Ski pping Transfer) Tax Return, in which
the 187.5 Godfrey shares were reported as having a di scounted
fair market value of $2,246,500. The val ue reported was based on
an apprai sal prepared by Mchael A Dorman, which was attached to
the Form 706. Respondent issued a May 8, 2001, notice of estate
tax deficiency determning that the fair market val ue of
decedent’s interest in Deputy FLP was $4, 835, 300, as opposed to
the $2,589,000 reported by the estate. On June 2, 2001, the

estate filed an anended Form 706, in which the 187.5 Godfrey
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shares were reported as having a fair market val ue of $1, 941, 000.
The reduced val ue was based on a revi sed appraisal prepared by
M chael A. Dorman, which was attached to the anended Form 706

On May 26, 1998, a Form 709, United States Gft (and
CGeneration- Ski pping Transfer) Tax Return, was filed for
decedent’ s tax year ended Decenber 31, 1997. |In that return,
$607, 040 of taxable gifts was reported. Respondent issued a My
8, 2001, notice of gift tax deficiency, determning that the fair
mar ket val ues of decedent’s gifts of interests in the Deputy FLP

shoul d be increased as foll ows:

Date of G ft Val ue Reported Val ue Det er m ned
May 31, 1997 $79, 620 $127, 680
July 20, 1997 481, 350 843, 804
July 20, 1997 62, 020 74, 515

Simlar to the anendnent of the estate tax return (Form 706), on
May 21, 2001, an anended Form 709 was filed for decedent’s tax
year ended Decenber 31, 1997. |In that return, $570,570 of
taxable gifts was reported. The reduction in the amount of gifts
reported for the 1997 year was attributable to the revised
apprai sal reducing the value assigned to the interest in CGodfrey.
OPI NI ON
The controversy in these cases concerns the fair market

value of an interest in a closely held famly corporation that,
inturn, is held by the sane famly’'s limted partnership

Because the | argest asset of the partnership is an interest in a
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closely held corporation that corporation s val ue as of
decedent’ s date of death is key to our holding on valuation. The
parties also disagree as to the types and anmounts of discounts to
be applied to the value found by the Court.® The evidence
consists of a stipulation of facts, along wth attached exhibits,
and a transcript containing the testinony of one fact wtness.

In addition, each of the parties has offered an expert’s opi nion,
ostensibly to assist the Court in its consideration of the facts
and conclusion as to the fair market value of the controverted

i nterest.

A. The Question of the Burden of Proof

In its posttrial brief the estate for the first tine
i nterposed section 74914 and argued that the burden of proof
shoul d shift to respondent with respect to the remaining
val uation question. The following statenent is at the heart of
the estate’s contention:

It is respectfully submtted that the conbi ned

testinony of M. Deputy and M. Dorman!® plus the

Stipulation of Facts and the contents of the associated
exhibits is credible evidence within the neaning of

3 The parties have agreed to discounts with respect to the
interest in the famly limted partnership.

4 Al section references are to the Internal Revenue Code in
effect as of the date of decedent’s death, and all Rule
references are to the Tax Court Rules of Practice and Procedure,
unl ess ot herw se i ndi cat ed.

> M. Deputy is one of the estate’s coexecutors, and M.
Dorman is the estate’s expert w tness.
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Section 7491(a) (1) sufficient to shift the burden of
proof to Respondent.

Section 7491(a) (1) provides that if, in any court proceeding, the
t axpayer introduces credi ble evidence with respect to a factual
issue relevant to ascertaining the taxpayer's liability for a tax
(under subtitle A or B), the burden of proof with respect to such
a factual issue wll be placed on the Conm ssi oner.

For the burden to shift to the Conm ssioner, however, the
t axpayer must conply with the substantiation and record-keepi ng
requi renents of the Internal Revenue Code. See sec.
7491(a)(2)(A) and (B). In addition, section 7491(a) requires
t hat taxpayers cooperate with reasonabl e requests by the
Commi ssioner for “w tnesses, information, docunents, neetings,
and interviews”. Sec. 7491(a)(2)(B). Finally, the benefits of
section 7491(a) are not available in cases of partnerships,
corporations, and trusts unless the taxpayer neets the net worth
requi renments of section 7430(c)(4)(A)(ii). See sec.
7491(a)(2)(C). Taxpayers bear the burden of proving that these

requirenents are nmet. Higbee v. Conm ssioner, 116 T.C 438

(2001); H. Conf. Rept. 105-599, at 240 (1998), 1998-3 C.B. 747,
994; S. Rept. 105-174, at 45 (1998), 1998-3 C.B. 537, 581.
Respondent argues that the estate failed to introduce
evidence during the trial to show that the requirenents of
section 7491(a) were satisfied. Respondent al so argues that the

estate should not be allowed to initiate a burden of proof



- 9 -

guestion during posttrial briefing. |If the estate is allowed to
rai se the burden of proof question at this juncture, respondent
contends that he will be subjected to surprise and prejudice.

See Seligman v. Conm ssioner, 84 T.C 191, 198-199 (1985), affd.

796 F.2d 116 (5th Cir. 1986). Respondent al so points out that he
has not been afforded the opportunity to present evidence to
counter the estate’s unproven allegations that it has net the

statutory requirenents. See Ware v. Conmm ssioner, 92 T.C 1267,

1268 (1989), affd. 906 F.2d 62 (2d Cir. 1990).

We agree with respondent that the estate’s attenpt to raise
this matter in a posttrial brief constitutes surprise and is
therefore untinely.

In addition, section 7491(a), as a prerequisite to the
shifting of the burden of proof, requires the taxpayer to provide
credi bl e evidence. Section 7491 does not define the term
“credi bl e evidence”. The legislative history underlying the
enact nent of section 7491 contains the explanation that

Credi bl e evidence is the quality of evidence which,
after critical analysis, the court would find
sufficient upon which to base a decision on the issue
if no contrary evidence were submtted (w thout regard
to the judicial presunption of IRS correctness). A

t axpayer has not produced credi ble evidence for these
purposes if the taxpayer nerely makes inpl ausible
factual assertions, frivolous clains, or tax protestor-
type argunments. The introduction of evidence will not
meet this standard if the court is not convinced that
it is worthy of belief. If after evidence from both
sides, the court believes that the evidence is equally
bal anced, the court shall find that the Secretary has
not sustained his burden of proof.
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H. Conf. Rept. 105-599, supra at 240-241, 1998-3 C. B. at 994-995.

In the context of the valuation issue presented in these
cases, the question of who has the burden or proof is irrelevant.
The parties have stipulated the operative facts and docunents.
Quantitatively, the parties’ stipulation is the source of the
vast majority of the facts predicated in our opinion. In
addition to the parties’ stipulation, during the trial, each
party offered four itens of docunentary evidence, seven of which
were received into the record of these cases. Finally, only one
fact witness, coexecutor WlliamJ. Deputy, was called to
testify. Mst of the transcript consists of the cross-
exam nation of the parties’ tendered experts’ opinion testinony
on the question of val ue.

The parties were required to file simultaneous posttri al
briefs. The estate’s reply brief, filed in response to
respondent’ s opening brief, contained no objections to
respondent’ s extensive proposed findings of fact. Likew se,
respondent’s reply to the estate’s opening brief contained only
limted objections to the estate’s proposed findings. In great
part, the parties’ posttrial briefing focused on the experts’
opinions and their “spin” on the essentially agreed facts.

In these circunstances, the question of which party has or
had the burden of proof has becone wholly academc. |In the

context of these cases, there is no need to anal yze or decide
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whet her the estate nmet the “credible evidence” requirenent
because, as a finder of facts, we consider essentially agreed
underlying facts and | ook to the experts’ reports for guidance in
order to resolve the valuation issue.

B. The Value of Godfrey on Septenber 15, 1997

The parties have narrowed the focus of their controversy to
the question of the value of a 19.99-percent interest in CGodfrey,
a closely held Deputy famly corporation. For purposes of the
gift and estate tax provisions, the value of property transferred
on a particular date provides the base upon which the tax rate is
applied, after appropriate adjustnents. See secs. 2001,
2501(a)(1). For purposes of the gift and estate tax property
value is determ ned by considering the price at which the
property woul d change hands between a willing buyer and a willing
seller, neither being under any conpulsion to buy or to sell, and
bot h havi ng reasonabl e know edge of relevant facts. Sec.

20. 2031-1(b) Estate Tax Regs.; sec. 25.2512-1, Gft Tax Regs.
The determ nation of the fair market value of property is a
factual determ nation, and the trier of fact nust weigh al
rel evant evidence of value and draw appropriate inferences.

Conmi ssioner v. Scottish Am Inv. Co., 323 U. S. 119, 123-125

(1944); Helvering v. Natl. Gocery Co., 304 U S. 282, 294 (1938);

Sym ngton v. Conm ssioner, 87 T.C 892, 896 (1986).




- 12 -
To determi ne the value of an unlisted stock, an actual
arms-length sale of a simlar stock wwthin a reasonable tine
before or after a decedent’s date of death is indicative of its

fair market value. Ward v. Comm ssioner, 87 T.C. 78, 101 (1986).

In the absence of arnis-length sales, fair market val ue
represents the price that a hypothetical willing buyer woul d pay
a hypothetical wlling seller, both persons having reasonable
know edge of all relevant facts and neither person conpelled to

buy or sell. Estate of Hall v. Conm ssioner, 92 T.C 312, 335

(1989). It isinplicit that the buyer and seller would aimto

maxi m ze profit and/or mnimze cost in the setting of a

hypot hetical sale. Estate of Watts v. Conm ssioner, 823 F.2d
483, 486 (1ll1lth Gr. 1987), affg. T.C. Meno. 1985-595; Estate of

Newhouse v. Commi ssioner, 94 T.C 193, 218 (1990). Therefore, we

consi der the view of both the hypothetical seller and buyer.

Kol om v. Conm ssioner, 644 F.2d 1282, 1288 (9th Cr. 1981), affgqg.

71 T.C. 235 (1978).
On the original estate tax return, the estate reported
$2, 246,500 as the discounted value of the Godfrey interest.
After respondent determ ned that the discounted val ue of the
CGodfrey interest was $4, 835,300, the estate, in an anmended estate

tax return, reported a reduced di scounted val ue of $1, 941, 000.°

6 W note that values or discounts reported or clainmed on an
estate tax return may be considered adm ssions and, to sone
(continued. . .)
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For purposes of this controversy, the estate contends that the
val ue reported on the anended returns is correct. Respondent
relies on his expert’s discounted val ue of $4, 608, 825, which

cl osely approxi mates the $4, 835, 300 val ue determined in the
notice of estate tax deficiency.

As already discussed, for all practical purposes, the facts
in the record are not in dispute. The parties’ experts have used
di verse judgnental factors which resulted in differing val ues
bei ng advanced by the parties. Accordingly, we proceed to
exam ne the parties’ experts’ opinions and nethodol ogi es.

A court, in approaching expert opinion evidence, is not
constrained to follow the opinion of any expert when the opinion
is contrary to the court’s own judgnent. A court may adopt or

reject expert testinony. Helvering v. Natl. Gocery Co., supra

at 295; Silverman v. Conm ssioner, 538 F.2d 927, 933 (2d G

1976), affg. T.C. Meno. 1974-285. Valuation cases are usually

5(...continued)
extent binding or probative, restricting an estate from
substituting a |l ower value w thout cogent proof that those
adm ssions are wong. Estate of Hall v. Conm ssioner, 92 T.C.
312, 337-338 (1989); Estate of Pillsbury v. Conm ssioner, T.C
Meno. 1992-425; Estate of MG Il v. Comm ssioner, T.C. Mno.
1984-292. In that regard, the estate used the sane expert for
pur poses of the values clained in the original and anended estate
tax returns. Utimately, the valuation question we have
consi dered was framed by a factual record and the parties’
argunments in connection wth their respective experts’ reports.
The val ue we have deci ded was | arger than the value reported in
the original estate and gift tax returns, and so there was no
need to anal yze whether the estate should have been bound by the
| atter val ues.
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fact specific and are relied on by litigants and courts for
general i zed gui dance, but they do not establish bright-line rules
for valuation; i.e., they do not establish specific percentage

di scounts to be applied under particular factual circunstances.

The estate’s expert, M. Dorman, nentioned three different
approaches in valuing the common stock of CGodfrey, to wt:

“Mar ket Conpari son Approach”, “Adjusted Net Book Val ue Approach”
and “Capitalized Earnings Approach”.” Al though his report
contai ns sone discussion of all three nethods, ultimately, he
relied solely on the net asset approach.

M. Dorman rejected the narket approach because he coul d not
find what he believed to be conparable conpanies. O six
conpar abl e conpani es, he noted that four, unlike Godfrey,
reported | osses.® The remaining two were rejected because he
“determ ned that using only the remaining two public conpanies,
Brunswi ck Corp. and Fountain Powerboat Ind., Inc., would not
provide reliable conparable data to arrive at a market neasure of

value.” M. Dorman, even though he | abel ed the six conpanies

" For conveni ence, we use “market approach”, “net asset
approach”, and “incone approach” instead of “Market Conparison
Approach”, “Adjusted Net Book Val ue Approach”, and “Capitalized
Ear ni ngs Approach”, respectively.

8 W find M. Dorman’s reason for abandoni ng the conparabl e
or market approach to be somewhat curious because, in spite of
the “conparabl e conpani es” | osses, respondent’s expert’s
calculations with simlar conparables resulted in the potenti al
for values that were two to three tinmes the val ue reached by use
of the approach advanced by M. Dor man.
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“conparable”, did not explain wwth specificity why the conpanies
with losses or the remaining limted universe would not be
“reliable”.

M. Dorman concl uded that Godfrey’s adjusted net book val ue
was $17, 341, 379, as of Septenber 15, 1997. That nunber is close
to Godfrey’s unadj usted bal ance sheet total sharehol ders’ equity,
whi ch was $17, 160, 705 on the valuation date. M. Dorman started
wi th the sharehol ders’ equity and deducted $126,806 to account
for the partial year. M. Dorman expl ained the deduction as
being attributable to an expectation that sharehol ders’ equity
woul d decrease by the end of the year.® W could find no
foundation for such a deduction. He then converted the book
values to fair market values, resulting in a $2,392,916 increase
or excess of fair market value over book value. M. Dorman then
formul ated a $1, 919, 869 deduction for sonething he | abel ed
“Environnental Liabilities”. Finally, he deducted $165, 566 for
Federal and Indiana tax (ostensibly for the capital gains on
i quidation and/or sale of the assets).

Wth respect to M. Dorman’s net asset approach, we found
hi s reasoni ng and/ or basis for his conclusions in support of the
adj ustnents (reductions) to be inadequate and w t hout neani ngf ul

expl anat i on.

®In the use of a net asset valuation approach, it would be
irrel evant that sharehol ders’ equity decreases after the
val uati on date.
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As a third approach, M. Dorman expl ai ned that the incone
approach is used to determine the fair market value of an ongoing
busi ness enterprise on the basis of its earning capacity. M.
Dorman provided the caveat that CGodfrey’s nanagenent nade
representations concerning future operating outcones, but he did
not explain or provide those representations. He then annualized
t he Septenber 30, 1997, earnings, which he found to be
$3,085,615. The 4 preceding years’ earnings were then weighted,
gi ving the nost enphasis to 1996 and |least to 1993. M. Dorman
ignored the 1997 results “due to the cyclical nature of the
busi ness” and arrived at normalized annual earnings of
$1,846,793. |If M. Dorman had included the annualized anpbunt for
1997 and used a sim |l ar approach to weighting the inconme results,
normal i zed earni ngs woul d have been approxi mately $2, 259, 334 or
22 percent | arger.

Next, a capitalization rate was selected. This rate should
constitute a reasonable rate of return. M. Dorman referenced
the Dun & Bradstreet’s 1996-97 nedian after-tax return on net
worth for the boat building and repairing industry, which was
12.9 percent. He then explained that an investor would want to
receive a rate of return at least 12.9 percent; but if another
investnment alternative would produce a better return with the
sane degree of risk, the investor would want a better return than

the i ndustry average.
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After discussing the 12.9-percent nedian industry return,
M. Dorman switched to a custom zed approach to derive a
capitalization rate. He started wth a 6.14-percent rate of
return on 5-year U S. Treasury bonds as a riskless rate. He then
added to the 6. 14-percent base, increases of 7.9 percent, 5.78
percent, and 3 percent for “Premumfor Equity”, “Prem umfor
Smal | Stock”, and “Conpany/industry”, respectively. Those
i ncreases are generally explained as excess of return of common
stock over bonds; excess of return of small capitalization
conpani es over stock exchange commopn stock; and finally an
i ncreased risk factor based on either industry or conpany
condi ti ons.

The add-ons to the 6. 14-percent return for a riskless
i nvestment increased the capitalization rate to 22.85 percent,
which M. Dorman reduced by 5.5 percent to account for Godfrey’s
growh, finally arriving at a 17.5-percent capitalization rate
(rounded to the nearest 0.5 percent). Using the 17.5-percent
rate and his $1, 846, 793 annual i zed earni ngs conputation, M.
Dorman’ s anal yses result in a capitalized value for Godfrey of
$10, 553, 101, which is alnpst $7 mllion or 40 percent |less than
Godfrey’s net assets or ostensible |iquidation value.

Utimately, M. Dorman di scarded the inconme approach and
concl uded that CGodfrey had a fair nmarket value of $17, 341, 379, on

the basis of his net asset approach. M. Dorman al so applied a
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di scount to that value to arrive at the per-share value of the
interest in question.?

Respondent’ s expert, Francis X. Burns, also considered three
approaches to val ue and concluded that Godfrey’s fair market
val ue on Septenber 15, 1997, was $30, 740,869. M. Burns
expl ained that the incone, market, and net asset approaches are
used to value a business. Messrs. Burns and Dorman generally
agree about the three nethodol ogies normally used to value a
cl osely hel d busi ness.

For purposes of the incone approach, M. Burns attenpted to
normal i ze the historical earnings to reflect the expectations for
CGodfrey’s future profits. He referred to the National Marine
Manuf acturers Association’s conpiled statistics. They reflected
that a general recession occurred during the years 1990 t hrough
1994 and had a profound effect on the boating industry. From
this prem se, M. Burns concluded that Godfrey’s 1990 through
1994 earnings “would |ikely understate the conpany’s expected
future earnings as of 1997.”

M. Burns cal cul ated the 1997 nornali zed earni ngs at
$3,077,161. We note that M. Burns's figure is only $8,454, or
| ess than 1 percent, different from M. Dorman’s $3, 085, 615

figure for 1997 normalized earnings. Because he concl uded that

10 The amount of the discount to be applied is discussed
later in this opinion.
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the 1990-94 earnings were |lower than normal, M. Burns used a
3-year spread of 1995-97, with 1997 nore heavily weighted. 1In
this way, M. Burns arrived at normalized 1995-97 earni ngs of
$2, 551, 487 per year.

In conputing a capitalization rate, M. Burns, in a manner
simlar to M. Dorman’s, started with a 6.56-percent riskless
rate on U S. Treasury bonds and added a 7.50-percent prem um for
equity and a 5.78-percent premumfor small stock. Finally, he
made an industry-specific reduction of 5.20 percent to arrive at
a total of 14.64 percent. Fromthe 14.64 percent, M. Burns
deducted 4.63 percent to reflect Godfrey’s gromh, resulting in a
10. 01- percent capitalization rate. W note that M. Dornman and
M. Burns started with conparable rates for U S. Treasury bonds

and nmade, for the nost part, simlar categorical adjustnents, as

fol | ows:
[tem M. Dornman M. Burns
Percent (% Percent (%

Treasury bond rate 6. 14 6. 56
Premum for equity 7.90 7.50
Premum for small stock 5.78 5.78
Conpany/ i ndustry 3.00 (5. 20)

Tot al 22.82 14. 64

Less: Gowh (5.50) (4.63)
Capitalization rate 117. 50 10. 01

! Rounded to the nearest 0.5.
Accordingly, the major difference between the experts’

approaches resides in the “Conpany/industry” adjustnent. M.
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Burns derived his 5.2-percent Conpany/industry reduction directly
froma data base published by Ibbotson Associ ates, which suggests
a 5.2-percent reduction for conpanies in the “Ship and boat
buil ding and repairing” category. This obviously translates into
a premumfor that industry’'s category.

M. Dorman, on the other hand, listed six general categories
and the fact that Godfrey was a small conpany to increase the
risk factors and arrive at his 3-percent adjustnent in the
Conpany/industry category. That, of course, translates into a
di scount for the industry category. Here again, M. Dorman’s
explanation for his adjustnment is w thout specifics.

The estate argues that the 5.2-percent Conpany/industry
reduction that M. Burns obtained fromthe |bbotson Associ ates
data base was i nappropriate because the data, to sone extent,
were derived fromyears after 1997. M. Burns expl ai ned t hat
such information was not avail abl e before 2001 and the data base
i ncluded the years 1996 through 2001. |In defending his use of
that data base, M. Burns explained that industry risk tends to
trend and does not generally have spikes. |In addition, M. Burns
conpared sone “betas” of conparable publicly traded conpani es and
found that they had a conposite 5-percent industry
risk premum which supports the 5.2-percent prem um M. Burns

used.
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Utimately, we accept M. Burns’s explanation that there is
a premumin the industry, on the basis of his analysis of
publicly held conpanies. W note that there is no neani ngful
uni verse of information avail able for closely held conpanies or
Godfrey’s particul ar boat manufacturing niche. Although the 5. 2-
percent prem um was based on sone data from years subsequent to
1997, we are satisfied that the 5.2 percent is wthin a
reasonabl e range. In part, we base our conclusion on Godfrey’s
tendency to generally outperformthe industry and econony, so
that the 5.2-percent prem um may be on the conservative side.
Moreover, we are nore confortable with M. Burns’s net hodol ogy,
for which he has provided expl anati ons supporting his concl usions
and assunptions. On the question of industry risk, M. Dorman’s
figures are without enpirical support or explanation and appear
to be purely subjective.

M. Burns used a 10.01-percent discount rate, which
translates into an approximately 9.9900099-percent capitalization
rate. That capitalization rate produced an inconme approach val ue
of $30, 740, 869 when nmultiplied by M. Burns's $3,077, 161
normal i zed earnings for 1997. Likewi se, M. Dorman, by using a
17. 50- percent discount rate, which translates into a 5.7142857-

percent capitalization rate, produced an inconme approach val ue of
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$10, 553, 101 when nmultiplied by his $1, 846,793 nornalized
(i ndexed) earnings for 1993 t hrough 1996. 1!

M . Dorman, however, abandoned his incone approach val ue and
mar ket (conparative) approach and relied solely on his net asset
approach val ue of $17,341,379. Conversely, M. Burns did not use
the net asset approach because Godfrey had “been engaged in the
manuf act ure and marketing of boats since 1958 * * * [and] is
clearly an established and successful operating conpany.”

Because of that fact, M. Burns concluded that val uation of
Godfrey’s assets is “inappropriate because it inplies that the
conpany’s value is limted to its tangible assets.”

M. Burns also perforned a narket approach anal ysis and
| ocated 15 public equity conpanies in the sanme general industry
as Godfrey. He noted that many of the conpanies were also |isted
in a 1995 i ndependent apprai sal seeking to establish valuation
mul tiples for Godfrey. M. Burns admts that none of the 15 are
“perfect conparables”, but he contended that they are
sufficiently simlar to “indicate acceptabl e val uation
mul tiples”. Using those nultiples, M. Burns’ s market approach
resulted in a value range for Godfrey of $34, 700,000 to

$51, 500, 000. M. Burns also noted that CGodfrey’s profitability

11t is conceptually incongruent that an inconme approach
woul d produce a $10, 553, 101 val ue, approximately 40 percent |ess
than a $17, 341, 379 net val ue approach for a manufacturing conpany
with a sustai ned successful inconme and profit history.
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and debt levels relative to the guideline conpanies supported use
of the median nultiples he used, and that Godfrey had generally
hi gher profitability and | ess debt than the guideline conpanies.
Utimately, M. Burns did not rely on the market approach but
relied on his incone approach val ue of $30, 740, 869, whi ch was
based only on 1997 earni ngs.

CGenerally, we agree with M. Burns that an asset val ue
approach is inappropriate in valuing a | ong-established,
financially successful operating conpany. The estate argues that
it was customary for businesses in this industry to be acquired
for net asset value. In that regard, WIlliamJ. Deputy, who was
the chief operating officer of Godfrey at the tine of trial,
testified that he had been involved in entity purchases in the
boati ng i ndustry where the business acquisition was for an anount
approxi mati ng net asset value. Those acquisitions by Godfrey,
however, involved conpanies that were financially troubl ed.

Consi dering Godfrey’s sustained financial success, the use of net
asset value to acquire financially troubled conpanies is not
anal ogous or hel pful in the circunstances we consi der.

In an attenpt to mnimze Godfrey’ s financial success, the
estate argued that Godfrey did not have any intangi ble val ues
attributable to patents or workforce. Admtting that Godfrey had
engi neering drawi ngs and design fornulas, the estate al so

contended that conpetitors could easily copy the design and
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elimnate any advantage that Godfrey had. The estate’s
argunents, however, do not explain away Godfrey’ s |ong-
established financial successes, good worker relationships,
extensi ve and | oyal deal er marketing rel ationshi ps, and good
reputation for product and service. Although neither party
attenpted to isolate or separately val ue those aspects, they
represent sone of the reasons for Godfrey’ s past success and,
i kewi se, reasons for the potential for future success. The
| ong-established ability of the entity to earn incone and profit
render inappropriate the use of a net asset approach to val ue
CGodf rey.

Accordingly, like M. Burns, we give no weight to the net
asset approach in considering the value of Godfrey. W also
generally agree with M. Dorman’s view that the conparables were
not a good fit with this conpany. Simlarly, M. Burns did not
rely on or factor in the market approach in reaching his val ue
for CGodfrey.

It woul d appear that the inconme approach is the best
approach for valuing Godfrey, a |long-established, financially
successful, closely held operating conpany that has shown
consistent profit and growh. |In that regard, we adopt M.
Burns’s 10-percent discount rate, which translates into a 10-
percent capitalization rate. W do not, however, adopt the

normal i zed val ue approaches adopted either by M. Burns or M.
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Dorman. Instead, we believe that the normalized value |ies
sonewher e between the two approaches.

In particular, M. Burns used the three nost current years,
which left out the reduced inconme |evels occurring from 1990
through 1994. Utimtely, M. Burns relied solely on normalized
1997 earnings to cal cul ate value. Conversely, M. Dorman
enphasi zed the recessionary period by using a 4-year pattern and
| eaving out the incone increases in the 1997 year. Using M.
Dorman’ s annual i zed 1997 incone (which was al nbst the sane as M.
Burns's figure) and incorporating the figures for the 3 preceding
years, we decide that $2,400,000 represents the normalized

earnings for Godfrey, as follows:

Year | ncone Wi ght Wi ghted | ncone
1997 $3, 085, 615 4 $12, 342, 460
1996 2,497, 222 3 7,491, 666
1995 1, 082, 997 2 2, 165, 994
1994 1, 958, 688 1 1, 958, 688
Tot al 23, 958, 808
Di vided by weight factor of 10
and rounded 2,400, 000

Using a capitalization rate of 10 percent, we find that
Godfrey’ s undi scounted fair market value was $24 mllion as of
Sept enber 15, 1997.

C. Di scounts To Be Applied

Respondent’ s expert, M. Burns, concluded that no mnority
di scount should be used to conpute decedent’s interest in the

property. He reached that conclusion on the basis of his
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expedient logic that the exclusive use of capitalized earnings
and the incone nethod in the valuation would result in treating
all interests in the entity equally. 1In other words, he
concluded that mnority interests would receive the sane
percentage return on their investnent as a majority interest.
M. Burns did, however, enploy a 25-percent marketability
di scount. To conpute the discounted value, M. Burns began with
hi s $30, 740, 869 i ncone net hod val uati on of Godfrey and cal cul at ed
that a 19.99-percent interest resulted in an undi scounted val ue
of $6, 145,100. After applying a 25-percent marketability
di scount of $1,536, 275, he arrived at his discounted fair market
val ue of $4, 608, 825.

M. Burns relied on two different studies that surveyed
restricted stock transactions of otherw se publicly traded st ock.
Based on those studies and his analysis, M. Burns concluded that
a 25-percent marketability discount was appropriate for the
19.99-percent interest in Godfrey. One study, which was
conducted by FAIR MARKET VALUE Qpi nions, Inc., surveyed
restricted stock transactions from 1979 through 1992 and resulted
in a nmean di scount of 23 percent. A second study, conducted by
Managenent Pl anning, Inc. (MPl), with respect to restricted stock
transactions occurring from 1980 through 1995, resulted in an
average di scount of 19.4 percent for conpanies with revenues

ranging from$50 mllion to $100 mllion. |In the MPI study, the
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share prices paid in private placenents of restricted stock were
conpared with the sane conpany’'s freely traded market price.
After considering those studies, M. Burns arrived at a 25-
percent discount to account for “the fact that an interest in
Godfrey * * * would likely not be able to be sold imedi ately.”

The estate’s expert, M. Dorman, reached the concl usion that
the 19.99-percent interest in Godfrey should be discounted by 44
percent to account for the mnority interest and marketability
l[imtations. He calculated a discounted value of $1,941, 000 by
di viding his $17, 341, 379 adjusted net asset value by 938 (the
nunber of Godfrey shares outstanding) to arrive at an $18, 488-
per-share value. He then multiplied the per-share value by 187.5
(the nunber of shares being valued) to arrive at an undi scounted
val ue of $3, 466,427. By applying the 44-percent discount
(%1, 525,228) for lack of marketability and the mnority interest,
M. Dorman arrived at a discounted value of $1,941, 199, which he
rounded to $1, 941, 000.

M. Dorman’s conbi ned 44-percent mnority interest and | ack
of marketability discount was derived by use of a matrix table
devi sed by his conpany. The table is divided into six rating
factors, which M. Dorman believes “replicate an investor’s
deci sion process.” The table has val ues (anpbunts of percentage
di scount) assigned to each of five categories (descending from

good to poor) for each of the six factors. The matrix al so has
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built-in indexing to place nore enphasis on sone categories over
others. For purposes of our analysis and clarification, we
replicate the table used by M. Dorman with the final colum
showi ng the percentage di scount he assigned with respect to the

19. 99-percent interest in Godfrey:

Percent (% of Discount Based
on Condition
Above Bel ow Dor man’ s
Good Average Average Average Poor Rating

1. Information availability

and reliability 1 2 3 4 5 2
2. Investnent size 1 2 4 6 8 6
3. Company outl ook, manage-

ment & growth potenti al 2 4 6 8 10 4
4. Ability to control 0 5 10 15 20 10

5. Any restrictions on trans-
ferability, anticipated
hol di ng peri od and com

pany’s redenption policy 2 5 8 11 14 8
6. Dividend payout history and

out | ook 2 5 8 11 14 14

Tot al 8 23 39 55 71 44

M. Dorman’s report al so contai ned references to di scount
studi es as background and/or to support his own approach. In
regards to the marketability discounts, M. Dorman di scussed
various studies, including some that were relied on by M. Burns.
The majority of the studies referenced by M. Dorman, however,
resulted in marketability discounts ranging from approxi mtely 26
percent to 45 percent, with nost in the 32- to 35-percent range.

Most of the data for the studies referenced by M. Dorman were
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not contenporaneous to the 1997 val uati on year because they were
gathered in the md to |ate 1960s and early 1970s.

M. Dorman al so provided a brief discussion on mnority
di scounts which concluded with the statenent that an anal ysis of
“Tax Court cases between 1950 and 1982 * * * disclosed a nedian
25-percent mnority discount.” Follow ng this general discussion
of marketability and mnority discounts, M. Dorman, in an
attenpt to summari ze his comentary, referenced a study by
Prof essor Steven E. Bolten which concluded that on the basis of
ot her studies in existence as of 1984, average di scounts for
marketability and mnority were 39.86 percent and 29. 37 percent,
respectively.

Nei t her party’ s expert attenpted to persuade us to rely or
not to rely on the various studies he referenced. M. Dorman’s
di scount approach focuses nore specifically on Godfrey’s uni que
attributes and therefore provides a nore direct approach to
evaluate the interest in Godfrey. Additionally, we do not accept
respondent’s expert’s position that no mnority di scount shoul d
apply where value is estimated by neans of an incone approach.

Al t hough M. Dorman’s approach is nore subject specific, no
foundati on or background is provided to support the indexing in
each category in the matrix. |In that regard, the matrix was
created by M. Dorman’s conpany and i s obviously subjective.

Finally, as explained below, we do not agree with parts of M.
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Dorman’ s anal ysis and conclusions. The divergent val uation
approaches by the parties’ experts force the Court to choose one
met hod over the other w thout necessarily fully accepting that
met hod or approach. Accordingly, we use M. Dorman’s table
merely as a guide to assist in our analysis of the facts
presented in the record of these cases.

The first category of the matrix rates the subject’s
financial information availability and reliability wwth a range
from one di scount point for the best to five discount points for
t he poorest condition. M. Dorman sel ected an above-average 2-
percent rating, noting that Godfrey had avail abl e financi al
statenents that were audited by independent public accounts. It
is enigmatic that M. Dorman woul d assign a | ess than favorable
rating under these circunstances. Moreover, there is no reason
provided as to why any di scount should be attributable here,
where the subject has anple and quality financial information
avai l able. Accordingly, we do not attribute any discount to this
factor.

The scale provided to rate investnent size is an arithnetic
progression by 2, starting with one and proceeding to eight
di scount points. M. Dorman explains that this adjustnent is
made to reflect the premse that the | arger the necessary capital
investnment, the less likely a buyer would be willing to place it

at risk. Because M. Dornan reached a $3, 466, 000 undi scount ed
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value for the 187.5 shares in Godfrey, he considered the
investnment quite large and therefore assigned six discount points
to this aspect. W view this aspect as one of the considerations
associated wth the risk factor in investing in a mnority
interest in a closely held famly corporation. It would be
reasonabl e to assess six discount points for this factor.

The third category concerns Godfrey’s financial outl ook,
managenent, and grow h potential, and the scale is another
arithmetic progression by 2. However, it starts with 2 and
proceeds to 10 di scount points. Here M. Dorman indicates that
Godf rey has had sonme sales fluctuation, but that operating
expenses have shown conti nuous and steady decline, and that the
short-termfinancial information indicates an inproving trend.
The record here reflects a much nore positive picture of
Godfrey’s financial record and prospects. Accordingly, we
consider M. Dorman’s evaluation to be too conservati ve.

From anot her perspective, the financial outlook category
shoul d ostensibly be addressing the potential for return on
invested capital. |In that regard, the sixth category of the
matrix nore directly addresses that aspect and assigns as nuch as
14 di scount points for that aspect. The third category appears,
in that respect, to be a duplication. M. Dorman has given an

“above average” rating, assigning 4 discount points to the third
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category. In any event, Godfrey’ s financial picture is such that
we woul d assign no discount for that aspect.

Ability to control is the fourth category, and M. Dornman
assigns a nedi an discount of 10 in an arithnetic progression by
5, ranging fromO to 20. His reasoning is that the 187.5 shares
“represents 20 percent of the outstanding common stock, and is
therefore the second | argest hol ding out of approximately twenty
sharehol ders.” He concludes that the investor would not have
control but “would enjoy swing power, and have a strong voice in
t he day-to-day operations and deci sion maki ng of the conpany.”
We agree with M. Dorman’s use of 10 discount points for |ack of
ability to control.

In the fifth category, which concerns restrictions on
transfer and anticipated holding period, M. Dorman selected a
medi an 8 di scount points in an arithnetic progression by 3,
ranging from2 to 14. His conclusion is based on a hol ding
period of 5 years or nore. M. Dorman stated that “To the best
of * * * [his] know edge at the present tinme, there is no
i kelihood that Godfrey * * * wll be sold within the foreseeable
future.” W agree that there would be restrictions and possible
delay in a sale of an interest in a famly-owned entity as
opposed to a publicly traded stock. The record before us,
however, does not reflect that the hol ding period would be

extended for 5 years or nore, or that there are any particul ar
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difficulties in connection with the Deputy famly. Accordingly,
five discount points would be nore appropriate to reflect the
restriction situation in these cases.

Finally, the sixth category, which addresses dividend payout
hi story, seens to address the return on capital factor. 1In this
category, M. Dorman sel ected the poorest rating of 14 discount
points froman arithnmetic progression by 3, ranging from2 to 14.
Hi s reason for the rating is that Godfrey has not paid any
dividends and it is unlikely that any will be paid in the future.
However, the actual paynent of dividends is not the sol e neasure.
The potential to pay dividends nust also be considered. A return
may al so be expected in the formof increase in the value of the
i nvestnment or potential for capital gain. |In other words,
prospective earning power is inportant. See sec. 20.2031-2(f),
Estate Tax Regs.; Rev. Rul. 59-60, 1959-1 C B. 237.

M. Dorman’s anal ysis conpletely ignores any potential for
gain due to increase in value. Godfrey’s financial perfornance
and future prospects would likely result in an increase in the
i nvestnment value. The lack of dividends, when factored with the
prospect of capital appreciation, would place Godfrey’'s return
potential nore in the mddle range. Accordingly, 8 discount
poi nts would seem a better match than the 14 di scount points

attributed by M. Dorman to this aspect.
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Using the matrix as a guide, we would have arrived at a sum
of 29 percent after considering the six factors. Factoring in
the studies cited in the reports of the experts, considering the
record in these cases, and recognizing the inprecise nature of
the process in which we are engaged, we hold that a 30-percent
di scount is appropriate to reflect the lack of marketability and
mnority discounts connected with the 187.5 shares of CGodfrey.
Accordingly, we hold that the 187.5 shares of Godfrey had a
di scount ed val ue of $3, 358, 209! on Septenber 15, 1997, the date
of decedent’s death

To reflect the foregoing,

Decisions will be entered

under Rul e 155.

2 Fair market value of Godfrey of $24, 000, 000, divided by
938 out standi ng shares equal s $25,586. 35 per share, tines 187.5
shares equal s $4, 797, 441, less 30 percent ($1, 439, 232) equals
$3, 358, 2009.



