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Estate of Frank A. Branson v. Commissioner
T.C. Memo 199-231, July 13, 1999

Estate of Frank A. Branson v. Commissioner
113 T.C. No. 2, July 13, 1999

The Tax Court has valued shares of two banks from a
November 9, 1991, death. In the first bank, dece-
dent owned 12,889 shares (12.89%) valued at
$181.50 by petitioner, $300.00 by respondent, and
$276.00 by the Court. In the second bank, decedent
owned 500 shares (6.25%) valued at $485.00 by pe-
titioner, $850.00 by respondent, and $626.00 by the
Court. The Court largely disallowed the use of the
restricted stock studies and pre-1PO studies widely
used by appraisers.

Mendocini Savings Bank of Mendocino County
The Mendocino Savings Bank of Mendocino County (Sav-
ings) was founded in 1903 and was primarily family
owned. Its stock was not traded on any established ex-
change or over the counter. Decedent owned 12.89 % of
the outstanding shares and two other family members
owned 16.72% and 17.35% respectively. The remaining
53.04% was widely distributed with many of the share-
holders owning less than 3%. The investment department
of Savings maintained an informal list of people who were
interested in buying shares of its stock. Usually, when a
shareholder wanted to sell his or her shares, the share-
holder contacted Savings, which informed the shareholder
of the most recent sale price and the current book value
of the stock. Savings then assisted the shareholder in find-
ing a buyer. Historically, Savings shares traded at or near
book value. Since 1980, there had been several sales of
blocks of several hundred shares. In each of these sales,
the shares traded hands on a single day and all the shares
traded for the same price per share, although most of the
buyers each purchased less than 100 shares. No blocks of
Savings stock comparable to the size owned by petitioner
had ever been sold; the only shareholders who had ever
owned blocks of that size were family members, and none
of them had ever tried to sell an entire interest.

Continued on page 2

LITIGATION AND VALUATION SERVICES

www.fvginternational.com

Page 1



http://www.fvginternational.com
mailto: jrigby@fvginternational.com
mailto:ezsylvester@fvginternational.com
mailto:mmard@fvginternational.com
mailto:shyden@fvginternational.com
mailto:jmayerhofer@fvginternational.com
mailto:mmattson@fvginternational.com
mailto:tallen@fvginternational.com
mailto:sbravo@fvginternational.com
mailto:tallen@fvginternational.com
mailto:jgilbert@fvginternational.com

M

FINANCIAL VALUATION

oY%

RoUQ

WHEN RESULTS COUNT

EsTaATE AND GIFT E-FLASH

1999

Volume 1-13

The Financial Valuation Group
was established in 1990 to
provide financial consulting
services to closely held and
publicly traded companies.
Our Consulting and Expert
Witness services are based
on our professionals’unique
knowledge about what cre-
ates value in a business en-
tity and the various methods
used to measure value.

We Value:

Corporate Securities
*Closely Held Businesses
*Partnership Interests

*Business Operations-subsidiar-
ies, divisions, profit centers

eIntangible Assets-covenants
not to compete, customer
lists, contract rights and core
deposits

eIntellectual Property-patents,
trademarks, trade names,
software copyrights and trade
secrets

Value measurement is
used for many purposes,
including:

*Business Planning
*Succession Planning
*Purchase Price Allocations
*ESOP Values

*Economic Damages
eCorporate Dissolutions
eShareholder/Partner Disputes
*Marital Dissolutions

eEstate and Gift

On October 9, 1991, decedent sold 1,111 shares for $307
per share to approximately 20 buyers (the book value on
October 31, 1991 was $283.44 per share). On August 27,
1992, petitioner sold 2,800 shares for $335 per share to
approximately 45 buyers (the third-quarter book value was
$321.74 per share). Savings assisted petitioner in this
sale, and petitioner did not attempt to sell these shares in
any way other than through Savings.

The parties agreed that the best indication of the “market
value” of Savings stock was the actual sale price of the
shares. The petitioner argued that the actual sales price
was “just the starting point for deciding fair market value
- - that discounts should be applied to the sale price for
minority interest, lack of marketability, and blockage.”
The respondent argued that the actual sale price was al-
ready reflective of the discounts for lack of control and
marketability. The respondent also argued that since
higher prices were paid in the post death market, no sig-
nificant blockage discount was appropriate.

Petitioner’s Expert

The petitioner’s Big 5 accounting firm expert used the
market and income methods to value Savings stock. In
arriving at fair market value, the expert relied on the pre-
IPO and restricted stock studies typically used by busi-
ness appraisers. Based on the trading history in the Sav-
ings shares, the expert estimated it would take more than
8 years to dispose of all of the estate’s shares.

The Court was not persuaded by the petitioner’s expert
and found his “reliance on the restricted stock studies for
the size of the discount factor to be misplaced, since the
studies analyzed only restricted stock that had a holding
period of 2 years. The Savings shares were not restricted
either by law or by agreement. The fact that Savings main-
tained a waiting list of willing buyers is evidence that the
stock’s history of low trading volume is due to the
shareholder’s preference to hold Savings shares for invest-
ment rather than for sale. As the investment time hori-
zon of an investor in Savings stock evidently is long term,
we do not believe that marketability concerns rise to the
same level as a security with a short-term holding period
like a restricted stock...Therefore, we find no persuasive
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Our professionals are
experienced in the many
industries, nationally
and internationally, in-
cluding:

Aerospace
Agriculture
Automotive

Auto & Equipment Dealerships
Banking

Chemical
Construction

Dairy Farms
Distribution

Farm Management Companies
Financial Services
Flour and Grain Mills
Food Processors
Franchises

Furniture

Healthcare
Hospitality

Insurance
Intellectual Property
Internet Companies
High-tech Companies
Manufacturing
Mass-market Retailers
Oil and Gas/Mining
Power Generation
Professional Firms
Publishing

Ranching

Real Estate

Service Companies
Software Companies
Start Up Companies
Telecommunications
Tourism/Hospitality
Transportation

evidence in the record to support reliance on the restricted
stock studies in determining an appropriate marketability
discount.”

The Court further rejected the pre-1PO studies, noting
that the $307 received by the decedent in the sale shortly
before his death is more likely “40 to 45 percent less,
rather than more, than the price at which the same shares
would sell inan IPO.” In addition, since the expert’s cal-
culated marketable minority value was nearly identical to
the actual sales price of the shares, the Court believed that
“the marketability of the Savings shares in the nonpublic
market is essentially equal to that of a minority interest
in the public market, in which case no discount for mar-
ketability is required for a minority interest in Savings.”

The expert’s blockage discount (although not called that
by the expert - just the Court) was rejected. The Court
rejected the analysis of sales prior to death and was criti-
cal that the expert did not consider petitioner’s actual sale
less than 10 months after death.

Respondent’s Expert

Respondent’s expert who had “performed many valuations
for respondent in the past” also used the market and in-
come approaches in his valuation. In determining his “li-
quidity discount” the expert relied on restricted stock and
pre-1PO studies and 19 opinions of the Tax Court decided
after 1983 where there was a discount separately and spe-
cifically identified for either lack of marketability or re-
strictions on transfer. The discounts in the studies and
the cases ranged from 10% to 45%. The appraiser con-
cluded that a 20% discount was appropriate. In order to
use the actual sales price and blockage in his analysis, the
expert assumed the estate would pledge the stock on a loan
with payments over 8 years and 3 months, with loan pay-
ments made by selling stock. He then calculated the
present value of the net cash flow from the stock sales and
dividends, arriving at an “implied price per share” on a
non-marketable minority basis. This was referred to as
the piecemeal sales method.

Judge Parr rejected part of the expert’s opinion and ac-
cepted part. In his report, the expert noted a correlation
between the price earnings ratio and earnings growth. The

Continued on page 4
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SERVICES OFFERED:

Corporate Transaction Services
*Valuation for Purchase or Sale
*Merger and Acquisition Consulting
*Purchase Price Allocations

eIncentive Stock Options Valuation
eFairness Opinions

*Establishing Merger Exchange Ratios
*Going Public/Private Transactions
*Assistance with Buy/Sell Agreements

Tax Related Services

*Estate and Gift Tax Appraisals
*Charitable Donations of Stock
*Review of IRS Valuations
*Valuation of Restricted Stock
*Appraisals of Intangible Assets
*Valuations for § 482 Transfers
*Valuations for S -Corp Elections
*Family Limited Partnerships eLimited
Liability Companies

International Valuations
Employee Stock Ownership Plans

Litigation Services
eShareholder Disputes
*Dissenting Shareholder Actions
*Marital Dissolution

*Discovery Assistance
*Partnership Dissolution
*Arbitration of Valuation Issues
eLost Earnings and Profits
*Bankruptcy and Fraudulent Convey-
ance

*Commercial Damages
*Antitrust Damage Estimates

Intellectual Property Services
*Royalty Rate Studies
eInfringement Damages
*Technology Transfer Valuations
*Valuations for Sale/Licensing

Accounting/SEC Review
*Goodwill Impairment
«Stock Options

*APB 16 & 17 Allocations
*Cheap Stock

Judge could find no such correlation in the data presented
and noted that using the average of the guideline compa-
nies’ growth trends to determine a price earnings multiple
for Savings “is akin to a navigator averaging compass
points chosen at random to plot a course.” The judge also
rejected the expert’s reliance on the restricted stock stud-
ies and pre-1PO studies for the same reasons she rejected
the petitioner expert’s use of those studies. The Judge also
rejected the expert’s assumptions under his piecemeal sales
method.

Judge Parr concluded that the $307 actual sales price of
the 1,111 shares sold one month before death reduced by
a 10% blockage discount was the proper valuation, result-
ing in a fair market value of $276 per share.

Bank of Willits

This bank was founded in 1904. At the date of death,
there were 48 Willits shareholders, with decedent owning
6.25 % of the outstanding shares. Two other family mem-
bers owned 30.51% and 17.68% respectively. Historically,
very few Willits shares traded each year and from Febru-
ary 1980 until the valuation date, only 1,062 shares
changed hands in 22 transactions. Most of the sales were
by Willits board members either to Willits employees,
board members, or directors, or to induce qualified per-
sons to become board members or officers. Consequently,
in these 22 transactions there were only six sellers and
three buyers who were not Willits employees, board mem-
bers, or directors. Most of the sellers, with the exception
of decedent, sold few shares; decedent sold 674 shares.
Historically, Willits shares have traded at or near book
value. Petitioner sold 500 shares on August 12, 1992, for
$425,000 ($850 per share). The book value of the shares
on July 31, 1992 was $875 per share. Petitioner did not
independently value the shares before the sale nor did he
contact or engage any brokers or agents for this sale.

Respondent had determined the value of petitioner’s shares
was $850, but at trial reduced this to $774 based on
petitioner’s sale of all if its shares some nine months after
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FCG

i
Financial
Consulting
Group,L.C.

We are founding members
of The Financial Consulting
Group whose members
provide Business Valua-
tion, Expert Testimony and
Litigation Consulting ser-
vices nationally and inter-
nationally.

For more information on
court cases involving valu-
ation issues, visit

www.fairmarketvalue.com

We encourage you to for-
ward this E-flash to other
interested parties.

For a Complimentary
Subscription, e-mail
jgilbert@fvginternational.com

decedent’s death. Petitioner asserted a $485 share value,
but conceded on brief to a range between $485 and $662
per share. Petitioner sold its 500 shares of Willits stock
for $850 per share, with 365 of these purchased by a fam-
ily member who already owned more than 30% of the out-
standing shares. The Court considered the relationship of
the parties and petitioner’s need for funds to pay the es-
tate taxes and found the buyer “was an accommodating
buyer, not a willing buyer,” and did not rely on this sale.
The Court did rely on the sale of the remaining 135 shares.

Petitioner’s Expert

Petitioner used a different expert from Savings for this
valuation. The Court noted that this expert’s testimony
at trial was “cryptic and unhelpful” so the Court relied
solely on his written report. This expert used the guide-
line companies approach and arrived at a value of $882
per share on a marketable minority basis. He then ap-
plied a 45% discount for lack of marketability based on
the “usual restricted stock and IPO studies.” As in Sav-
ings, the judge rejected the use of these studies and gave
little weight to that portion of the expert’s opinion

Respondent’s Expert

The respondent used the same expert as Savings. The ex-
pert used the market and income approaches and consid-
ered actual sales to value the shares. He also used the same
“piecemeal method” he used in the Savings valuation. The
expert used a 20% “liquidity discount” based on the re-
stricted stock and pre-1PO studies, averaged the various
results, and concluded a $774 per share value.

Again, the Judge found no persuasive evidence to rely on
the restricted stock and pre-1PO studies. The expert had
concluded that there was an established market for Willits’
stock, but the judge disagreed and accorded that part of
the expert’s conclusion little weight. The Court rejected
the value from the “piecemeal sales method” because that
method results in the value to a particular borrower, not
the fair market value.

Judge Parr concluded the best evidence of fair market value
was the sale of 135 shares of petitioners stock at arm’s
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length. Since petitioner’s sale was 2.9% less than book value, the Court discounted the $806
book value on the date of death to arrive at $783 per share. The Court than applied a 20%
discount for blockage, resulting in a value of $626 per share.

Deduction of Estate Expenses

Petitioner asserted that certain expenses incurred in supporting its position on fair market
value should be deductible from the value of the gross estate. Respondent did not address
this issue at trial or in brief. The deduction was allowed.

Equitable Recoupment

In a separate but related case (113 T.C No. 2) a divided Tax Court issued a 70 page Opinion
dealing with the issue of equitable recoupment. The subsequent sales of Savings and Willits
stock were reported by a residual legatee. The legatee paid individual income based on the
values reported in the original estate tax return, which were lower than the values accepted by
the Tax Court. Petitioner argued and the Tax Court agreed that, under the doctrine of equi-
table recoupment, petitioner is entitled to a credit for the income tax overpaid by the legatee
on the gain recognized on the sales of shares due to the lower values reported on the estate tax
return.

Click Here for a Complete Copy of T.C. Memo 199-231, July 13, 1999

Click Here for a Complete Copy of 113 T.C. No. 2, July 13, 1999

Edited by John R. Gilbert, CPA/ABV, CVA
The Financial Valuation Group
Mountain States Managing Director
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