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Estate of James Waldo Hendrickson v. Commissioner
T.C. Memo.1999-278, August 23, 1999

T h e  Ta x  C o u r t  h a s  v a l u e d  a  4 9 . 9 7 %  i n t e r e s t  i n  a
c l o s e l y  h e l d  bank ,  t re a t i n g  i t  a s  a  c on t r o l l i n g  i n t e r e s t .
Th e  Cou r t  r e j e c t e d  t h e  IRS  e xp e r t’ s  gu id e l i n e  c ompa -
n i e s  b e c au s e  o f  t h e i r  l a c k  o f  s im i l a r i t y  i n  o p e ra t i on s
and  s i z e .   Fu r t h e r,  t h e  Cou r t  r e j e c t e d  t h e  IRS  e xp e r t’ s
u s e  o f  t h e  “Cap i t a l  A s s e t  Pr i c i n g  Mode l ”   (CAPM)  f o r
d e t e rm in ing  t h e  c o s t  o f  c ap i t a l  o f  “a  sma l l ,  c l o s e l y - h e l d
co rpo ra t i on  wi th  l i t t l e  po s s i b i l i t y  o f  g o ing  pub l i c .”   The
Cour t  o p in ed  t ha t  t h e  g r e a t e r  r i s k  o f  sma l l  s t o c k s  i s  n o t
c ap tu red  b y  CAPM and  a  “sma l l  s t o c k  p remium”  s h ou ld
b e  add ed .
Deceden t  owned  1 ,499  o f  t h e  3 ,000  sha r e s  o f  Peop l e s
Tr u s t  and  Sav ing s  Bank  o f  Boonv i l l e ,  Ind i ana  (Peop l e s ) .
Deceden t ’s  e x -w i f e  owned  610  sha r e s ,  h i s  s on  he ld  85

sha r e s  and  th e  rema in ing  806  sha r e s  we r e  h e ld  by  29
sha r eho ld e r s  e a ch  o f  whom owned  a t  l e a s t  3  sh a r e s .
Judge  Beghe  d e t e rm ined  tha t  “a l t hough  th e  e s t a t e  sh a r e s
we re  numer i c a l l y  a  m ino r i t y  i n t e r e s t ,  t h ey  we re  a  con -
t ro l l i ng  i n t e re s t  i n  sub s t anc e .   The  e s t a t e  s h a re s  h ad
e f f e c t i v e  con t ro l  o f  Peop l e s ,  r e g a rd l e s s  o f  who  owned
them.”   In  advanc ing  th i s  t h eo r y,  t h e  Judge  no t ed ,
“ Bec au s e  e v e r y  sh a r eho lde r  owned  a t  l e a s t  3  sh a r e s ,  any
ex i s t i ng  sh a reho lde r  who  a cqu i r ed  th e  e s t a t e  sh a r e s
wou ld  au toma t i c a l l y  a cqu i re  a  ma jo r i t y  i n t e re s t . ”

The  o r i g in a l  s h a re  v a lu e  f o r  t h e  Fo rm 706  f i l i ng  wa s  d e -

                  Value

       Total  Per Share

Form 706  $  3,159,726  $2,126.00

Taxpayer expert  $  4,497,000  $3,000.00

IRS expert’s value  $  8,938,912  $5,963.25

Tax Court decision  $  5,757,296  $3,840.76

Stockholder’s equity  $19,900,000  $6,600.00
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t e rm ined  by  a  l o c a l  CPA  f i rm  on  a  m ino r i t y  b a s i s  u s ing  a
we i gh t ed  a v e r ag e  unde r  th re e  me thod s :  c ap i t a l i z ed  e a rn -
ing s ,  p r i c e / e a rn ing s  mu l t i p l e  and  p r i c e /book  v a lu e  mu l -
t i p l e .  Th i s  f i rm  then  app l i ed  a  30% l a ck  o f  ma rke t ab i l i t y
d i s c o u n t  t o  a r r i v e  a t  a  f a i r  m a rk e t  v a l u e  o f  $ 2 , 1 2 6  p e r
sha r e .   Th i s  f i rm  wa s  no t  u s ed  a s  an  e xpe r t  i n  th e  p ro -
c e ed ing s .

The  IRS  e xpe r t  d e t e rm ined  th e  sh a re s ’  f a i r  ma rke t  v a lu e
u s ing  th e  we i gh t ed  a v e r ag e  unde r  an  in come  app roach  and
a  ma rke t  app roa ch ,  r educed  by  a  ma rke t ab i l i t y  d i s coun t
o f  10%.   The  i n come  app roa ch  wa s  t h e  d i s coun t ed  c a sh
f l ow  me thod  (DCF)  b a s ed  on  f o r e c a s t ed  c a sh  f l ows .   The
expe r t  ad ju s t ed  th e  f o r e c a s t  b e c au s e  t h e  b ank  wa s  ove r -
c ap i t a l i z ed  due  t o  a  l a ck  o f  d i v i d end s  p a id  and  he  added
back  th e  e x c e s s  c ap i t a l  a s  a  non -ope r a t i ng  a s s e t  i n  h i s  c a l -
cu l a t i on .   Fo r  th e  co s t  o f  c ap i t a l  u s ed  in  th e  DCF me thod ,
th e  e xpe r t  u s ed  th e  we i gh t ed  a v e r ag e  co s t  o f  d eb t  and  eq -
u i ty  cap i t a l  (WACC) and  ca l cu la t ed  the  cos t  o f  equ i ty  cap i -
t a l  u s ing  the  cap i t a l  a s s e t  p r i c ing  mode l  (CAPM) approach .
In  c a l cu l a t i ng  th e  b e t a  ( a  mea su re  o f  s y s t ema t i c  r i s k  u s ed
in  a  CAPM ca l cu l a t i on ) ,  t h e  e xpe r t  u s ed  on l y  l a r g e  mu l t i -
l o c a t i on  pub l i c l y  t r aded  bank s  compa red  t o  th e  re l a t i v e l y
sma l l  s i ng l e - l o c a t i on  Peop l e s .   The  e xpe r t  d e t e rm ined  a
be t a  o f  1  wh i ch  i s  t h e  s ame  a s  t h e  b e t a  f o r  t h e  s t o ck  ma r -
k e t  a s  a  who l e .

The  Cour t  no t ed  tha t  the  IRS  expe r t  had  s i gn i f i c an t  shor t -
coming s  i n  h i s  app l i c a t i on  o f  CAPM,  wh i ch  h i gh l i gh t ed
the  Cour t ’s  doub t s  ove r  t h e  app r op r i a t ene s s  o f  CAPM in
the  v a lu a t i on  o f  sma l l ,  c l o s e l y -h e ld  compan i e s ,  e sp e c i a l l y
t h o s e  w i t h  l i t t l e  p r o s p e c t  o f  g o i n g  p u b l i c .   T h e  C o u r t
p o i n t e d  o u t  a  n u m b e r  o f  t h e  p r o b l e m s  w i t h  a p p l y i n g
CAPM,  inc lud ing  the  a c cu racy  o f  be t a .   Fur the r,  the  Cour t
f au l t ed  th e  IRS  e xpe r t  f o r  i gno r ing  th e  sma l l  s t o ck  r i s k
p r emium a s  a  c r uc i a l  p a r t  o f  d e t e rmin ing  co s t  o f  c ap i t a l .

The  IRS  e xpe r t  a l s o  imprope r l y  s e l e c t ed  gu ide l i n e  compa -
n i e s  a c co rd ing  t o  th e  Cour t .   The  IRS  e xpe r t ’s  p r in c ip a l
c r i t e r i on  f o r  s e l e c t i ng  gu id e l i n e  compan i e s  wa s  g eog r aphy
r a t h e r  t h a n  s i z e ,  f i n a n c i a l ,  o r  o p e r a t i n g  c h a r a c t e r i s t i c s .
A l s o ,  e v en  though  Peop l e s  wa s  a  commerc i a l  b ank ,  i t s  op -
e r a t i on s  mor e  c l o s e l y  r e s emb l ed  th a t  o f  a  t h r i f t  i n s t i t u -
t i on ,  wh i ch  shou ld  hav e  b e en  t ak en  in to  a c coun t  i n  s e -
l e c t i ng  gu ide l i n e  compan i e s .

The Financial Valuation Group
was es tabl i shed  in  1990 to
prov ide  f inanc ia l  consu l t ing
ser v ices  to  c lose ly  he ld  and
publ i c l y  t raded  compan ies.
Our  Consul t ing  and  Exper t
Witness  se r v ices  a re  based
on our  p ro fess iona ls ’ un ique
knowledge  abou t  wha t  c re -
a tes  va lue  in  a  bus iness  en-
t i ty  and the var ious methods
used to  measure  va lue .

W e  Va l u e :
•Corporate Secur i t ies

•Closely  Held Businesses

•Par tnership Interests

•Business Operat ions-subsidiar-
ies,  d iv is ions,  prof i t  centers

• I n t a n g i b l e  A s s e t s - c ove n a n t s
n o t  t o  c o m p e t e ,  c u s t o m e r
l is ts,  contract  r ights and core
depos i ts

• In te l l ec tua l  P roper ty -pa ten ts ,
t r a d e m a r k s ,  t r a d e  n a m e s ,
sof tware copyr ights and t rade
secrets

V a l u e  m e a s u r e m e n t  i s
u s e d  f o r  m a n y  p u r p o s e s ,
i n c l u d i n g :

•Business Planning

•Succession Planning

•Purchase Pr ice Al locat ions

•ESOP Values

•Economic Damages

•Cor porate Dissolut ions

•Shareholder /Par tner  Disputes

•Mar i ta l  Dissolut ions

•Estate and Gi f t

http://www.fvginternational.com
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The  IRS  e xpe r t  t ook  a  10% d i s coun t  f o r  l a ck  o f  ma rke t -
ab i l i t y.   He  conc luded  tha t  l i t t l e  o r  no  ma rke t ab i l i t y  d i s -
c o u n t  w a s  a p p ro p r i a t e  b e c a u s e  t h e  e s t a t e  s h a r e s  c a r r i e d
s i gn i f i c an t  e l ement s  o f  con t ro l  and  migh t  command  a  con-
t ro l  p remium.   The  Cour t  wa s  c r i t i c a l  o f  t h e  e xpe r t  f o r
f a i l i ng  t o  d i s t i ngu i sh  th a t  t h e  d i s coun t  f o r  l a ck  o f  ma r -
k e t ab i l i t y  and  a  p remium fo r  t h e  b ene f i t s  o f  con t ro l  a r e
concep tua l l y  d i f f e ren t .

The  t a xpaye r ’s  e xpe r t  v a lu ed  th e  e s t a t e  sh a r e s  u s ing  th e
gu ide l i n e  compan i e s  app roa ch .   Th i s  e xpe r t ’s  “me thodo l -
o g y  f o r  s e l e c t i n g  g u i d e l i n e  c o m p a n i e s  w a s  s i g n i f i c a n t l y
more  e x a c t ing . . . ”  a c co rd ing  t o  th e  Cour t .   Hi s  s e l e c t i on
c r i t e r i a  w e r e  l i m i t e d  t o  t h r i f t s  c o m p a r a b l e  i n  s i z e  t o
Peop l e s .   Fo r  th i s  r e a son ,  th e  cou r t  r e l i ed  on  the  da t a  sup -
p l i ed  by  th e  t a xpaye r ’s  e xpe r t .   Th i s  e xpe r t ,  i n  th e  Cour t ’s
v i ew,  howeve r,  f a i l ed  t o  p rope r l y  con s id e r  t h e  e x c e s s  a s -
s e t s  ( ov e r c ap i t a l i z a t i on )  i n  h i s  ana l y s i s .   In  add i t i on ,  t h i s
e xpe r t  r e l i ed  on  ma rke t  mu l t i p l e s  t h a t  more  c l o s e l y  r e -
s emb l ed  mino r i t y  i n t e re s t s  r a th e r  t h an  th e  con t ro l l i ng  i n -
t e re s t  impu t ed  by  th e  Cour t .   A f t e r  ad ju s t i ng  th i s  e xpe r t ’s
c a l cu l a t i on  f o r  t h e s e  change s ,  t h e  Cour t  app l i ed  a  30%
marke t ab i l i t y  d i s coun t  and  no t ed ,   “ Whi l e  we  r e cogn i z e
th e  e l emen t s  o f  con t ro l  may  enhance  ma rke t ab i l i t y,  we  do
no t  th ink  th a t  t h e  e s t a t e  sh a re s  we r e  rende r ed  ma rke t ab l e
by  v i r tu e  o f  t h e i r  e f f e c t i v e  con t ro l .   No  ma t t e r  who  wa s
in  con t ro l ,  Peop l e s  wa s  s t i l l  a  sma l l  c ommun i t y  b ank  w i th
l i m i t e d  g ro w t h  o p p o r t u n i t i e s ,  c a p i t a l i z e d  w i t h  c o m m o n
s tock  th a t  wa s  no t  pub l i c l y  t r aded  and  no t  e a s i l y  s o ld  p r i -
va t e l y. ”

Th i s  60 -page  Tax  Cour t  Memorandum con t a in s  an
ex t en s i v e  d i s cu s s i on  o f  Peop l e s’  1960 ’s  s t y l e  o f  ope r a -
t i on s  and  wou ld  make  i n t e re s t i ng  re ad ing  f o r  anyone
invo l v ed  in  th e  v a lu a t i on  o f  a  sma l l  c ommun i t y  b ank .

Click  Here  f o r  a  Comple t e  Copy  o f  the  Case

Edited by John R. Gilbert, CPA/ABV, CVA
The Financial Valuation Group

Mountain States Managing Director

We a re  found ing  members
o f  The  F inanc ia l  Consu l t ing
Group whose  members  p ro -
v i d e  B u s i n e s s  Va l u a t i o n ,
Exper t  Tes t imony  and  L i t i -
ga t ion  Consu l t i ng  se r v ices
na t iona l l y  and  in te r na t ion -
al ly.

F o r  m o r e  i n f o r m a t i o n  o n
cour t  cases  invo lv ing  va lu -
a t ion  i ssues,  v is i t

www. fa i r marketva lue .com

We encourage you to  for-
ward th is  E- f lash to  other
interested par t ies .

SERVICES OFFERED:
Corporate Transaction Services

Tax Related Services

International Valuations

Employee Stock Ownership Plans

Litigation Services

Intellectual Property Services

Accounting / SEC Review

See www.fvginternational.com
for a Complete List of Services

F o r  a  C o m p l i m e n t a r y
S u b s c r i p t i o n ,  e- m a i l

jgilbert@fvginternational.com
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