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Estate of Sam Homer Marmaduke v. Commissioner
T.C. Memo. 1999-342, October 14, 1999

The  Tax  Cour t  e f f e c t i ve l y  “s p l i t  t h e  baby”  and  a l -
l o w e d  a  3 0 %  l a c k  o f  m a r k e t a b i l i t y  d i s c o u n t  i n
Has t ing s  Book s ,  Mus i c  & Video ,  Inc .  (Has t ing s ) .   The
taxpay e r ’s  two  e s t a t e  va lua t i on  e xp e r t s  c l a imed  d i s -
c oun t s  o f  60% and  40% re s p e c t i v e l y ,  wh i l e  t h e  IRS
expe r t  c l a imed  a  15% d i s c ount .   A  s epara t e  appra i s e r
d e t e r m i n e d  a  2 0 %  m a r k e t a b i l i t y  d i s c o u n t  f o r  a n
E S O P  t h a t  o w n e d  3 %  o f  t h e  o u t s t a n d i n g  s h a r e s .
There  had  be en  a  number  o f  sma l l  t ran sac t i on s  p rox i -
ma t e  t o  t h e  da t e  o f  d ea th ,  p r imar i l y  w i th  t h e  ESOP
and  wi th  o th e r  in s id e r s ,  a t  a  20% marke tab i l i t y  d i s -
c oun t .   The  Tax  Cour t  d id  no t  b e l i e v e  h eavy  r e l i anc e
c ou ld  b e  p l a c ed  on  th e s e  t r an sa c t i on s  in  t h e  c ompany
s t o ck  b e cau s e  t h e y  c ompr i s ed  on l y  approx imat e l y  1%
of  t h e  ou t s t and ing  s ha re s  c ompared  t o  t h e  d e c ed en t’s
22% owner sh ip ,  bu t  n e i th e r  c ou ld  t h e y  b e  i gno red .

De c e d e n t ,  S a m  H o m e r  M a r m a d u k e ,  d i e d  S e p t e m b e r  7 ,
1993 ,  own ing  22% o f  t h e  ou t s t and ing  sh a re s  o f  Ha s t i ng s
Book s ,  Mus i c  &  Video ,  In c .  (Ha s t i ng s ) .   Othe r  membe r s
o f  t h e  Marmaduke  f ami l y  owned  an  add i t i ona l  57% w i th
unre l a t ed  sh a reho ld e r s  and  th e  Ha s t ing s  ESOP p l an  own-
i n g  t h e  re m a i n d e r.   In  J a n u a r y  o f  1 9 9 3 ,  t h e  E S O P  a p -
p r a i s e r  d e t e r m i n e d  a  f a i r  m a r k e t  v a l u e  f o r  t h e  E S O P
sha r e s ,  wh i ch  compr i s ed  s ome  3% o f  t h e  company’s  t o t a l
ou t s t and ing  sha re s .   The  ESOP app r a i s e r  u s ed  a  40% mar -
k e t ab i l i t y  d i s coun t  f o r  Ha s t ing s  s t o ck ,  bu t  r educed  th i s
t o  20% fo r  t h e  ESOP sha re s  b e c au s e  o f  t h e  “pu t”  op t i on
f o r  t h e s e  s h a r e s .   T h e  f a i r  m a r k e t  v a l u e  f o r  t h e  E S O P
sha r e s  wa s  $47 .00  e a ch .

Dur ing  1993 ,  t h e re  w e re  18  Ha s t ing s  s t o ck  t r an s a c t i on s
b e t w e e n  e m p l oy e e s ,  o f f i c e r s ,  a n d  o t h e r  a f f i l i a t e s ,  w i t h
t h e s e  t r a n s a c t i o n s  a g g re g a t i n g  l e s s  t h a n  1 %  o f  t h e  o u t -
s t and ing  sh a re s .   A l l  bu t  two  o f  t h e s e  t r an s a c t i on s  we re  a t
$47 .00  p e r  sh a re .   One  o f  t h e s e  s a l e s  wa s  by  th e  d e c eden t
to  a  f i n anc i a l  o f f i c e r  who  po s s e s s ed  f u l l  know l edge  o f  t h e
Ha s t ing s  f i n anc i a l  a f f a i r s  and  who  l a t e r  t e s t i f i ed  a t  t h e
Tax  Cour t  t r i a l .
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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

Continued on page 3

When the  e s t a t e  r e tu rn  was  f i l ed ,  the  e s t a t e  c l a imed  a  va lue
o f  $36 .53  p e r  sh a r e ,  a l t hough  th e  e s t a t e  abandoned  th i s
v a lu e  and  u s ed  d i f f e ren t  v a lu e s  a t  t r i a l .   The  e s t a t e ’s  f i r s t
e xpe r t ,  u s ing  a  60% marke t ab i l i t y  d i s coun t ,  d e t e rm ined  a
f a i r  ma rke t  v a lu e  o f  $25 .15  pe r  sh a r e .   Th i s  e xpe r t  r e l i ed
on  the  gu ide l in e  company  me thod  o f  v a lu a t i on ,  th e  gu ide -
l ine  “merged - and-acqu i red  company”  me thod ,  and  the  d i s -
coun t ed  c a sh  f l ow  me thod .   No  r e l i anc e  wa s  p l a c ed  on  th e
$47 .00  t r an s a c t i on  p r i c e  due  t o  “ l a ck  o f  i ndependen t  b a r -
g a in ing  and  nego t i a t i on s . ”

The  e s t a t e ’s  s e cond  e xpe r t  u s ed  a  40% marke t ab i l i t y  d i s -
coun t  and  a r r i v ed  a t  a  p r i c e  o f  $34 .55  pe r  sh a r e .   Th i s
e x p e r t  r e l i e d  s o l e l y  o n  t h e  g u i d e l i n e  c o m p a n y  a n d  d i s -
coun t ed  c a sh  f l ow  me thod s .   The  app r a i s e r  r e j e c t ed  th e
“t r an s a c t i on  and  o the r  v a lu a t i on  me thod s  a s  i n app rop r i -
a t e  i nd i c a to r s  o f  v a l u e . ”

T h e  I R S  e x p e r t  u s e d  a  1 5 %  m a r k e t a b i l i t y  d i s c o u n t  a n d
re l i ed  on  the  gu ide l ine  company,  d i s counted  ca sh  f low,  and
t r an s a c t i on  v a lu a t i on  me thod s .

[Ed i t o r s’  No t e  -  The  t a xpaye r  and  IRS  e xpe r t s  u s ed  v a lu a -
t i o n  m e t h o d s  t h a t  d i r e c t l y  c a l c u l a t e  a  m i n o r i t y  i n t e re s t
v a lu e ,  h enc e  th e  l a ck  o f  a  m ino r i t y  d i s coun t . ]

Judge  Sw i f t  t ook  pa r t i cu l a r  no t e  th a t  t h e  f i n anc i a l  o f f i c e r
who  pu r cha s ed  2 ,000  sha r e s  a t  $47 .00  t e s t i f i ed  th a t  t h i s
wa s  an  a c cu r a t e  v a l u e  and  he  wa s  unde r  no  compu l s i on  t o
make  th e  pu r cha s e .   The  Cour t  conc luded  tha t  t h e  $47 .00
t r a n s a c t i o n s  c o u l d  n o t  b e  c o m p l e t e l y  i g n o r e d  a s  t h e
t a xpaye r ’s  e xpe r t s  h ad  done .   A t  t h e  s ame  t ime ,  t h e  Cour t
wa s  c r i t i c a l  o f  t h e  IRS  e xpe r t  f o r  p l a c ing  su ch  he avy  r e l i -
a n c e  o n  t r a n s a c t i o n s  t h a t  c u m u l a t i v e l y  r e p r e s e n t e d  l e s s
th an  1% o f  t h e  ou t s t and ing  s t o ck .

In  th e  d i s cu s s i on  o f  ma rke t ab i l i t y,  t h e  Cour t  no t ed  th a t
th e  s t ud i e s  i n  e v id enc e  con f i rmed  tha t  ma rke t ab i l i t y  d i s -
count s  in  c lo s e l y  he ld  co rpora t ions  o f t en  exceed  30%.   The
Cour t  no t ed  th e  f o l l ow ing  a s  f a c t o r s  s uppo r t ing  a  s i gn i f i -
c an t  ma rke t ab i l i t y  d i s coun t :  l a ck  o f  a  r e ady  ma rke t  f o r  a
b l o ck  o f  s t o ck  th e  s i z e  o f  t h e  e s t a t e’s ,  t h e  d ependence  o f
Ha s t ing s  on  a  r e l a t ed  company  f o r  managemen t  s e r v i c e s ,
and  the  g ene r a l  c r ed ib i l i t y  o f  th e  ESOP appr a i s e r ’s  r epo r t .
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Click  Here  f o r  a  Comple t e  Copy  o f  the  Case

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

Mountain States Managing Director
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

The  Cour t  be l i e v ed  tha t  the  marke t ab i l i t y  shou ld  be  “con-
s i d e r ab l y  l e s s  t h an  th e  40  and  60  p e r c en t  d i s coun t s  s ug -
g e s t ed  by  th e  [ t a xpay e r ’s ]  e xpe r t s”  b e c au s e  t h e s e  e xpe r t s
i n  no  way  f a c t o red  th e  $47 .00  s a l e s  i n to  th e i r  app r a i s a l s ,
and  Has t ing s  wa s  in  exce l l en t  f inanc i a l  cond i t i on  a s  o f  the
va lu a t i on  da t e .

The  Cour t  conc luded  a  30% mar ke t ab i l i t y  d i s coun t  wa s
app rop r i a t e ,  r e su l t i ng  i n  a  v a lu e  o f  $41 .51  p e r  sh a r e .
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