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Estate of  Emily F.  Klauss  v.  Commissioner
T.C. Memo 2000-191, June 27,  2000

The Tax  Cour t  ha s  a f f i rmed  tha t  a  smal l
s t o ck  premium i s  a n  a p p r o p r i a t e

component  o f  the  d i s count  ra te ,  de sp i t e  ar -
gument s  t o  the  con t rar y  by  an  IRS  e xper t .
Fu r t h e r,  t h e  Ta x  C o u r t  h a s  a g a i n  c o n -
c l u d e d  t h a t  t h e  C a p i t a l  A s s e t  P r i c i n g
Mode l  (CAPM),  whi ch  re l i e s  on  “be ta” ,  i s
not  a  proper  way  to  de termine  the  d i s count
ra t e  f o r  non -pub l i c  c ompan i e s ,  pa r t i cu -
la r l y  when  the  company  ha s  l i t t l e  p ro spe c t
o f  go ing  pub l i c .   The  Cour t  conc luded  that
the  taxpayer  exper t  had  no t  p roper l y  ca l -
cu la t ed  a  gu ide l ine  company  g rowth  ra t e
in  de t e rmining  mul t ip l e s  f o r  the  gu ide l ine
pub l i c  companie s  approach .    The  Cour t
a l l owed  a  d i s count  f o r  env i ronmenta l  l i -
ab i l i t i e s ,  u s ing  the  amount  ca l cu la t ed  by
the  taxpayer  e xper t .

Deceden t  d i ed  on  Feb r ua r y  1 ,  1993 ,  own ing  184  sha re s
(40%) of  Green Light  Chemica l  Co. ,  Inc .    The  par t i e s  de-
te rmined va lues  a s  shown in  the  tab le .

Continued on page 2

Taxpayer’s Tax Return and Petition $1,810,000
Taxpayer’s Expert Witness at Trial $1,800,000
IRS Deficiency Notice and Answer $4,080,200
IRS Expert at Trial $2,713,000
Tax Court Decision $2,150,000
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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

Smal l  Stock Premium
The taxpayer  exper t  used  a  5 .2% smal l - s tock  premium in
determining the  d i scount  ra te ,  based  on the  ra te  o f  re turn
for  the  smal le s t  quint i l e  o f  the  publ ic  market ,  us ing  data
from Ibbotson Assoc ia te s .   The  IRS exper t  re l i ed  on an ar -
t i c l e  by  Ba ja j  and Haka la ,  “ Valuat ion for  Smal le r  Capi ta l i -
za t ion Companies”  publ i shed in  Financia l  Valuat ion:  Bus i -
ness  and Bus iness  Interes t s .   The Cour t  found the  taxpayer
exper t’s  ana lys i s  more  per suas ive  than th i s  a r t i c l e .

The  IRS exper t  te s t i f i ed  that  i t  was  appropr ia te  to  use  the
Ibbotson data  for  1978 through 1992 ra ther  than for  1926
through 1992 because  smal l  s tocks  did not  cons i s tent ly  out-
per form la rge  s tocks  dur ing  the  1980’s  and 1990’s .   The
Court  noted,  however,  that  the  exper t  re l i ed  on Ibbotson
data  f rom 1978-92 to  support  h i s  theor y  that  there  i s  no

smal l  s tock  premium,  whi le  us ing  the  Ibbotson data  f rom
1926-92 to  ca lcu la te  h i s  equi ty  r i sk  premium.   The Court
conc luded that  the  IRS exper t  “appeared to  se lec t ive ly  use
data  that  favored h i s  conc lus ion,”  and gave  l i t t l e  we ight  to
th i s  ana lys i s .

Guidel ine Companies  Price  Earnings  Mult iples
Both  exper t s  u sed  pr i ce /ea rn ings  mul t ip l e s  de r ived  f rom
pub l i c  compan i e s  t o  de t e rmine  a  va lue  f o r  Green  L igh t
Chemica l .   The  IRS cr i t i c i zed  the  taxpayer  exper t ’s  ca lcu la -
t ion of  the  growth ra te  for  the  most  s imi lar  guide l ine  com-
pany.   The Cour t  be l i eved the  exper t  over s ta ted  the  growth
rate  o f  the  guide l ine  company compared to  Green Light ,
thus  unders ta t ing  the  va luat ion mult ip le .   The  Cour t  in-
creased  the  mult ip le  for  th i s  perce ived er ror,  but  d id  agree
with  the  re s t  o f  the  taxpayer  exper t ’s  ana lys i s .

The Cour t  was  qui te  c r i t i ca l  o f  the  IRS exper t’s  ca lcu la t ion
of  mult ip le s , conc luding that  the  exper t  fa i l ed  to  cons ider
such impor tant  d i f fe rences  f rom the  c loses t  guide l ine  com-
pany as ,  “Green Light  does  not  manufacture  products ;  i t s
product  l ines  a re  fa r  l e s s  d iver se  than those  o f  the  guide-

Continued on page 3

The  Cour t  conc luded  tha t  th e  IRS  e xper t
“appeared  t o  s e l e c t i v e l y  u s e  da ta  tha t  f a -
vored  h i s  c onc lu s i on .”
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O u r  p r o f e s s i o n a l s  a r e
experienced in the many
i n d u s t r i e s ,  n a t i o n a l l y
and  in te rna t iona l ly,  in -
cluding:

Aerospace

Agr icu l ture

Automot ive

Auto  & Equipment  Dealersh ips

Bank ing

Chemica l

Const ruc t ion

Dai r y  Far ms

Dis t r ibut ion

Farm Management  Companies

Financ ia l  Ser v ices

Flour  and Gra in  Mi l l s

Food Processors

Franch ises

Fur n i tu re

Heal thcare

Hospi ta l i ty

Insurance

In te l lec tua l  Proper ty

In ternet  Companies

High- tech Companies

Manufac tur ing

Mass-market  Reta i le rs

Oi l  and Gas/Min ing

Power  Generat ion

Profess iona l  F i rms

Publ ish ing

Ranching

Real  Esta te

Ser v ice  Companies

Sof tware  Companies

Star t  Up Companies

Te lecommunicat ions

Tour ism/Hosp i ta l i ty

Transpor ta t ion

l ine  companies ;  i t s  f ive  largest  customers  accounted for  more
than 70% of  i t s  sa l e s ;  i t  s e l l s  products  reg iona l ly,  not  na-
t ional ly ;  i t s  pr imary market  in  1993 was  l imited to  the  home
and garden market  and did not  inc lude agr ibus inesses  or  gol f
courses ;  and i t  had minimal  insurance  coverage  for  products
l iabi l i ty  and environmenta l  c la ims.”   The IRS exper t  d id  not
adjus t  mul t ip le s  for  “cus tomer  concentra t ion,  product  mix ,
geographic  d iver s i f i ca t ion,  or  market  segment  fac tors ,  ”  ac -
cording  to  the  Court .

Capita l  Asset  Pr ic ing Model  (CAPM)
The IRS exper t  used  CAPM to  determine  the  d i scount  ra te ,
whi le  the  taxpayer  exper t  used the  bui ld-up method.   In  ap-
p ly ing  the  CAPM method,  the  IRS exper t  chose  a  beta  o f  .7

to  e s t imate  Green Light’s  sy s temat ic  r i sk .   In  other  words ,
an  inves tment  in  Green Light  would  only  have  70% of  the
r i sk  of  an  inves tment  in  the  Standard & Poor’s  500 Stock
Compos i te  Index  (S&P 500) .   The  Court  d i sagreed,  not ing ,
“Green Light  was  a  smal l ,  reg iona l  company,  had cus tomer
concentra t ions ,  f aced l i t iga t ion and envi ronmenta l  c la ims ,
had inadequate  insurance ,  was  not  publ ic ly  t raded,  and had
never  pa id  a  d iv idend.   A beta  cannot  be  correc t ly  ca lcu-
la ted  for  the  s tock  in  a  c lose ly  he ld  corporat ion;  i t  can only
be  correc t ly  e s t imated on the  bas i s  o f  the  betas  o f  compa-
rable  publ ic ly  t raded companies .”   The Cour t  a l so  concluded
that  the  CAPM method i s  not  appropr ia te  because  Green
Light  has  l i t t l e  poss ib i l i ty  o f  go ing  publ ic .

Environmental  Liabi l i t ies
Green Light  was  faced wi th  a  c la im by  a  Texas  government
agency  tha t  the  so i l  a t  i t s  p l an t  was  contamina ted .   The
Company d i sputed th i s  c la im,  but  the  matter  had not  been
reso lved by  the  t ime of  the  Tax  Court  t r i a l .   The  taxpayer
e x p e r t  r e d u c e d  t h e  v a l u e  o f  t h e  G re e n  L i g h t  s t o c k  b y
$921,000 based  on the  cos t  to  increase  i t s  products  l i ab i l i ty
insurance ,  and management’s  e s t imates  of  f ines ,  remediat ion

“A beta cannot be correct ly  calculated for the
s tock  in  a  c lo se ly  he ld  corporat ion;  i t  can
only  be  correct ly  e s t imated on the  basi s  o f
the betas  of  comparable public ly  traded com-
panies .”

Continued on page 4
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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

We are  found ing  members
of  The F inancia l  Consul t ing
G r o u p  w h o s e  m e m b e r s
p r o v i d e  B u s i n e s s  Va l u a -
t ion ,  Exper t  Tes t imony  and
L i t i ga t i on  Consu l t i ng  se r -
v ices  na t iona l l y  and  in te r -
nat ional ly.

Fo r  m o r e  i n fo 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

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

Mountain States Managing Director

cos t s ,  and a t torneys  f ee s .   The  IRS exper t  reduced va lue  by
$1,130,000 “ in  par t  because  counse l  for  Green Light  s ta ted
i t s  maximum l iab i l i ty  for  l i t iga t ion c la ims  would  be  10 per -
cent .”   The  Tax  Cour t  pre fe r red  the  taxpayer  exper t ’s  ap-
proach.

Discount for  Lack of  Marketabi l i ty
The  Cour t  d id  not  d i spute  the  30% d i s count  fo r  l a ck  o f
marketabi l i ty  c la imed by  both exper t s .

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