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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

COLVI N, Judge: Respondent deterni ned a $635, 018. 85
deficiency in the estate tax of the Estate of WIlliam G Adans,
Jr. (decedent). After concessions, the sole issue for decision
is whether the fair market value of decedent’s 61.59-percent

interest in Waddell Sluder Adans & Co., Inc. (WBA), on Septenber


jgilbert


www.fairmarketvalue.com

- 2 -

28, 1995, was $1, 746, 000, as respondent determ ned, or $920, 800,
as the estate contends. W hold that it was $1, 161, 705.

Unl ess ot herw se specified, section references are to the
I nternal Revenue Code as anended and in effect on the date of
decedent’ s death, and Rule references are to the Tax Court Rules
of Practice and Procedure.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Decedent and the Executor

Decedent, who lived in Asheville, North Carolina, died
testate on Septenber 28, 1995. Wen he died, he owned 178 shares
of WBA voting conmmon stock, which was 61.59 percent of its
out st andi ng stock. Voting commopn stock was WEA's only
out st andi ng st ock when decedent di ed.

CGeorge W Saenger, the executor of decedent’s estate, lived
in Asheville, North Carolina, when the petition was fil ed.

B. VWaddel |l Sl uder Adans & Co., Inc.

1. | nsur ance Busi ness

WBA has been an S corporation since the early 1970s. It has
two conponents, a retail insurance agency and a managi ng gener al
i nsurance agency (M3A). [In 1995, the retail agency generated 5

percent of WSA's revenue, and the MGA generated 95 percent. The

retail agency sells insurance to the public.
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When decedent died, and until the tinme of trial, WA had a
contract with the Maryland Casualty Co. (MCC) to be an MGA. The
contract provides that MCC is the sole supplier of insurance to
the MGA and that WBA has the exclusive right to sell personal and
commercial lines of insurance for MCC in 17 counties in western
North Carolina. 1In 1995, 68 to 72 percent of WBA s busi ness cane
frompersonal lines. WA was MCC s only MZA in 1995. MCC or WSA
could termnate the contract at any tinme by giving 180 days’
witten notice to the other party.

WEA sel | s insurance for MCC through about 42 independent
retail insurance agents. |ndependent agents may obtain insurance
for their custonmers from any insurance conpany. W5A processes
i nsurance applications fromcustoners of the retail agents and
makes underwriting decisions. |If WSA accepts an application, it
sets the premum issues the policy to the retail agent, and pays
the premumto MCC. MCC then pays part of the premumto WSA
WEA uses these funds to pay its expenses and the retail agents
and keeps the excess as profit. The retail agents have contracts
w th WSA which establish the anbunts of conm ssions they wll
receive for selling MCC products. WA would not be a viable
business without its relationship with MCC or if it could not

sell personal |ines of insurance.



2. Key Per sonnel

a. Decedent
Decedent began working for WBA in the m d-1940s. He becane
presi dent of WSA around 1972, and he worked for WSA until Apri
or May 1995. He worked fewer hours in his |later years. His
primary function in those |later years was to set wage and bonus
| evel s for WBA officers.

b. Robert B. Gelder, Jr.

Robert B. CGelder, Jr. (Celder), was born in 1949 and has
lived in Asheville, North Carolina, since 1953. He graduated
fromthe University of North Carolina. He worked for 5 years for
NCNB (now Bank of America). He began working for WA in 1976

Cel der spent his first year at WSA | earning the insurance
business. In 1976, WSA's insurance underwiting was divided
bet ween property and casualty lines of coverage. Celder becane
t he manager for personal and commercial |ines of casualty
i nsurance after 15 nonths at WSA. He began to perform
underwiting services, i.e., to assess risk for applicants of
property insurance policies, around 1982. He devel oped marketing
skills and gai ned experience in all aspects of underwiting for
WBA. He devel oped and naintained a close relationship with the
i ndependent agents who sold WSA products and with MCC personnel .
He becane the sole |iaison between WSA and MCC begi nni ng around

1982. He began managi ng WBA around 1987. He becane the general
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manager and president of WBA in 1994. |In 1995, his duties
i ncl uded maintaining WoA's rel ationship with MCC and the retai
agents in western North Carolina. He has perfornmed all of the
managenent functions for WSA since 1995.

Cel der has no witten enploynent contract or nonconpete
agreenent with WA. WSA had no ot her enpl oyee who coul d repl ace
Celder in 1995. Gelder’s conpensation and dividends from W5A for

1991-95 were as foll ows:

1991 1992 1993 1994 1995
Wages $234, 700 $258,100 $299, 600 $381,200 $381, 465
Di vi dends 76, 614 83,581 84, 247 108, 889 167, 239
Tot al 311, 314 341,681 383,847 490, 089 548, 704

c. Julia Adans Slipher

Julia Adans Slipher (Slipher) is decedent’s daughter.
Sl i pher began working for WA in 1977 as an assi stant bookkeeper.
She | ater began underwiting personal lines of insurance, and she
was responsi ble for underwiting property insurance coverage for
commercial mddle markets (not otherw se described in the record)
in 1995. Slipher could not have done Gelder’s job in 1995.

3. O ficers and Enpl oyees

On Septenber 28, 1995, WBA' s officers were Gel der
(president), Slipher (vice president and secretary), and decedent
(treasurer). On that date, WSA had 16 enployees in addition to

Cel der, Slipher, and decedent.
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4. St ock Hol di ngs on Septenber 28, 1995

On Septenber 28, 1995, decedent, Celder, and Slipher owned
WBA's stock as foll ows:

Per cent age

Shar ehol der No. of shares of tota
Wlliam G Adans, Jr. 178 61.59
Robert B. Gelder, Jr. 105 36. 33
Julia Adans Sli pher _ 6 2.08

Tot al 289 100. 00
5. Zurich I nsurance G oup’s Purchase of MCC

The Zurich I nsurance G oup (Zurich) purchased MCC in the
| ate 1980s. Zurich considered inplenenting a “service center”
concept for MCC, which would have caused WSA to | ose underwriting
authority, elimnated the need for WA to serve as an MAA or as a
retail agency, and elimnated the work done with WA by the
i ndependent agents throughout western North Carolina. WA
opposed inposition of the service center concept in the 17
counties which it serviced, and Zurich eventually abandoned the
concept. Through considerable effort, Celder nuintained and
i nproved WEA's rel ationship wth Zurich.

6. Pendi ng Litigation

The North Carolina Rate Bureau represents insurance
conpani es before the I nsurance Conmm ssioner of North Carolina.
In 1994, the Rate Bureau comenced litigation with the I nsurance
Comm ssi oner which potentially affected WSA. |If the Rate Bureau

had prevail ed, WSA woul d have been required to pay about $407, 000
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to Zurich to be refunded to WSA's custoners. That litigation was
pendi ng on Septenber 28, 1995.

OPI NI ON

A. Contentions of the Parties

The estate contends that the value of decedent’s 178 shares
of WBA stock (a 61.59-percent interest) on Septenber 28, 1995,
was $920,800. Respondent contends that the val ue was $1, 746, 000
on that date.?

A tax is inmposed on the fair market value of the decedent’s
property on the date of death. Secs. 2001, 2031. The fair
mar ket val ue of property is “the price at which the property
woul d change hands between a willing buyer and a wlling seller,
nei t her being under any conpulsion to buy or to sell and both
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
estate bears the burden of proof.2 Rule 142(a)(1).

Both parties rely on the testinony of experts to establish
the fair market value of decedent’s WSA stock. W may accept or

reject expert testinony according to our own judgnent, and we may

1 In objecting to the estate’s proposed ultinmate finding of
fact, respondent contends that the fair market val ue was
$1, 757,911. However, respondent’s proposed ultimte finding of
fact is that the value of decedent’s interest in W5A was
$1, 746, 000, the value that respondent deterni ned. Respondent
does not explain this difference.

2 The estate concedes that sec. 7491 does not apply because
t he exam nation began before July 22, 1998.
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be selective in deciding what parts of an expert's opinion, if

any, we accept. Helvering v. Natl. Gocery Co., 304 U S. 282,

295 (1938).

Herbert T. Spiro (Spiro) testified for respondent. F
Foster Shriner (Shriner) testified for the estate.® Shriner and
Spiro estinmated, and conputed the present value of, future
returns an investor would receive froman investnment in W5A
They did so by cal culating the present val ue of the stream of
estimated future cashflows to WoA. Spiro concluded that the fair
mar ket val ue of the shares at issue was $1, 904, 403 on Sept enber
28, 1995; Shriner concluded that it was $920, 800.

B. Spiro’'s and Shriner’'s Expert Reports

We believe that Shriner’s approach for estimating the val ue
of WBA stock (before applying a discount for |ack of
mar ketability) was nore thorough than Spiro’s. Spiro did not

speak with anyone from MCC or investigate the pending

3 Kevin M Stipe also testified for the estate. However,
the estate does not rely on Stipe’'s estimate even though it was
nore favorable to the estate than Shriner’s estimate. W do not
consider Stipe s estimte of val ue.
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litigation.* Shriner did those things, and reasonably concl uded
that it was unlikely that WSA woul d survive w thout GCel der.

C. VWhet her Shriner Properly Estimted Gelder’'s Future
Conmpensati on

Respondent contends that Shriner underestinmated future net
cashfl ows by overestimating future conpensation to CGelder. On
the basis of Spiro’ s testinony, respondent contends that Shriner
shoul d have used $125, 000 per year as Gelder’s future
conpensation. W disagree.

CGel der’s salary in 1995 was $381, 465 and his salary and
di vi dends total ed $548,704. Spiro acknow edged that Gel der was a
key enpl oyee, and that no one would buy WSA wi thout Gelder. W
do not believe that Gel der could have been replaced for $125, 000
per year.

Respondent contends that WS5A coul d have found a suitable
replacenent for Gelder in 1995 and that Gel der had no attractive
enpl oynment alternative. W disagree. Slipher testified that it
was unlikely that anyone could assune Gelder’s responsibilities
because few peopl e understood as well as did Gel der the market,

the industry, underwiting, and managenent as they affect W5A

4 In his report, Spiro said:

Not having interviewed persons in authority at The
Maryland in 1995, it is inpossible to determ ne
concl usi vel y whet her or not The Maryl and woul d have
cancelled or materially nodified WSA's personal |ines
underwriting authority upon the transfer of M. Adans’
interest to another party.
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Spiro projected Gelder’s future salary based on the salary
of the top 10 percent of underwiters, even though Gel der spent
only 10 or 15 percent of his time underwiting. Spiro’s
nmet hodol ogy i gnores the fact that Gelder did nuch nore than
underwri ting.

Shriner used insurance industry data for officers and
managers to estimate Celder’s future conpensation. That data
shows that officers of conpanies in the insurance industry with
assets of $1 mllion received conpensation of 14.6 percent of
gross revenues. Shriner estimated that future conpensation of
WEA officers would be 14.7 percent of WSA's gross revenues. W
believe that Shriner reasonably estimated Gelder’s future
conpensati on.

Respondent contends that Shriner should have assuned that
WEA woul d make payouts to investors at the mddle of the year
(m dyear convention) rather than at the end of the year (yearend
convention). Respondent contends that Shriner’s approach is
i ncorrect because he “artificially treats net cashfl ows as not
received until the end of each year.” W disagree. There is
support for use of the yearend convention on the grounds that
paynment at the end of the year is better than paynent in the
m ddl e of the year because paynent at the end of the year enables
the managers to see how the year has turned out. Pratt, Cost of

Capital, Estimations and Applications 30-31 (1998). W do not
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apply the m dyear convention here because respondent offered no
evi dence that WBA would pay its investors at the mddle of the
year rather than at the end of the year.

D. Estimati ng the Di scount and Capitalization Rates

Shriner used the incone capitalization nmethod and Spiro used
t he di scounted cashflow nethod to estimate the fair market val ue
of WBA stock. In the discounted cashflow nethod, a discount rate
is applied to a series of future cashflow periods (e.g., each
year in the future that the asset will produce a return on
investnment) to estimate present value. In the incone
capitalization nethod, the future cashflow of a single period
(e.g., the next year) is estimted. An estimated growh rate is
applied to project the cashflow for that single period into the
future. An estimated discount rate is applied to reduce the
projected future cashflows to present value. A capitalization
rate conbines the estimated growh rate and the di scount rate.
It is applied to the estimated future cashfl ow of the single
period. Neither party contends that the other’s nethod is
I nappropriate here.

Bot h experts began their anal yses by estimating a di scount
rate to apply to WA’ s projected net cashflow using the “buil d-
up method”. They both used a rate of return on risk-free
investnments (risk-free rate) of 6.86 percent, which was the 30-

year Treasury rate for August 1995.



1. Added Ri sk Preni uns

Bot h experts increased the 6.86-percent rate to account for
risks that an investor in WA would assune; i.e., “added risk
prem uns”.

Spiro and Shriner both added a 7.03-percent equity risk
prem un? to account for the fact that the rate of return on stock
is less certain than on U.S. Treasury obligations. They obtained
this value, which is based on investnment returns of C
corporations, from Stocks, Bonds, Bills, and Inflation: 1995
Year book by | bbotson Associ ates, Inc.

Both experts added a 5. 25-percent risk premumto account
for the fact that WSA was a snall conpany. Both experts based
this added risk premumon data from | bbotson Associ ates.

Spiro al so added a 10-percent risk premumto account for
potential |oss of personal |lines of underwiting authority and
the fact that WA is an S corporation. Shriner added a 9. 03-
percent risk premum (7.03 percent for WSA's tenuous rel ationship
with Zurich and 2 percent for its thin managenent and the
i nportance of Celder). The sumof the risk-free rate and added
risk premuns equal ed a discount rate of 29.14 percent for Spiro

and 28. 17 percent for Shriner.

> Adding the equity risk premumto the risk-free rate is a
w dely accepted nmethod. Brealey & Myers, Principles of Corporate
Fi nance 146-147 (5th ed. 1996); Pratt, Cost of Capital
Estimation and Applications 62 (1998).
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2. Deriving a Capitalization Rate

Shriner derived a capitalization rate of 20.53 percent from
his estimted discount rate and fromhis estimated future average
annual growh rate of 6.34 percent for WSA.® Respondent does not
di spute Shriner’s estimated growh rate or capitalization rate.
We accept Shriner’s estimate of a capitalization rate of 20.53
percent. However, we do not accept an increase that Shriner nade
to that rate for reasons di scussed next.

3. Whet her Shriner Properly Converted the Capitalization

Rate From an After Corporate Tax Rate to a Before
Corporate Tax Rate

The net cashflow and the capitalization rate used to conpute
the fair market value of the WSA stock shoul d have the sane tax
character; i.e., before corporate tax or after corporate tax.

See G oss v. Comm ssioner, T.C Meno. 1999-254 (both the discount

rate and cashfl ow shoul d be before sharehol der tax or after
sharehol der tax), affd. 272 F.3d 333 (6th GCr. 2001). See
generally Black & Issom Associ ates, Fundanental s, Techni ques and
Theory of Capitalization/D scount Rates, ch. 5, at 23 (1995);

| bbot son Associ ates, Stocks, Bonds, Bills and Inflation:

Val uation Edition 1999 Yearbook; Pratt, supra at 151-152, 155.

6 The capitalization rate is generally derived by reducing
the discount rate by the expected |ong-termstable growh rate of
net cashflows to the investnent being valued. Pratt, supra at
21-23.
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The estate contends that Shriner’s estimtes of WBA' s
prospective net cashflows are before corporate tax. The estate
al so contends that Shriner properly converted the capitalization
rate froman after corporate tax rate to a before corporate tax
rate to match estimated prospective net cashflows and that the
conversion increased his capitalization rate from 20. 53 percent
to 31.88 percent. W disagree with the estate on both points.

We di sagree that Shriner’s estimtes of WSA's prospective
net cashflows are before corporate tax because it is appropriate
to use a zero corporate tax rate to estimate net cashfl ow when
the stock being valued is stock of an S corporation. G o0SS V.

Commi ssi oner, supra. WA is an S corporation, and its cashfl ows

are subject to a zero corporate tax rate. Thus, Shriner’s
estimates of WBA' s prospective net cashflows are after corporate
tax (zero corporate tax rate) and not before corporate tax as the
estate contends.

We di sagree that Shriner properly converted the
capitalization rate because there was no need to do so. The
parties agree that Shriner’s estimated capitalization rate
(before he converted it to before corporate tax) is an after
corporate tax rate. Thus, as in Goss, the tax character of
Shriner’s estimte of WSA's prospective net cashfl ows matches
that of the unconverted capitalization rate because both are

after corporate tax. It follows that Shriner should not have
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converted the capitalization rate fromafter corporate tax to
before corporate tax because the tax character of both his
estimated net cashflows for WSA and unconverted capitalization
rates is after corporate tax.

We concl ude that Shriner inproperly increased the
capitalization rate from 20.53 percent to 31.88 percent.’

4. Concl usi on

The foll owm ng shows the val ue of decedent’s interest in WA
on Septenber 28, 1995, before applying a discount for |ack of

mar ket abi lity:

Nor mal i zed net cashfl ows $595, 746
Capitalization rate + 20.53%
Capitalized net cashflows — total entity 1$2, 901, 831
Equity interest of 61.59 percent X .6159
Val ue of decedent’s interest 2$1, 787, 238

1 $595, 746/ . 2053 = $2, 901, 831.
2 Before discount for lack of marketability.

E. Di scount for Lack of Marketability

Bot h experts applied a discount for |ack of marketability
because there was no ready market for WSA stock on Septenber 28,
1995. We agree that a discount for |lack of marketability is

appropri ate.

" The result here of a zero corporate tax on esti mated
prospective cashfl ows and no conversion of the capitalization
rate fromafter corporate tax to before corporate tax is
identical to the result in Goss v. Conmm ssioner, T.C Mno.
1999- 254, affd. 272 F.3d 333 (6th Gr. 2001), of zero corporate
tax rate on estimated cashfl ows and a discount rate with no
conversion fromafter corporate tax to before corporate tax.




- 16 -

Shriner applied a 20-percent discount for marketability. To
calculate the marketability discount, he first derived a 32. 89-
percent discount by averaging the discounts found in various
restricted stock studies. He reduced that amount to 20 percent
to account for his belief that the insurance industry was nore
stabl e than the general nmarket.

Li ke Shriner, Spiro found that the average marketability
di scount based on restricted stock studies was between 30 and 35
percent. Spiro also found that initial public offering studies
show an average marketability discount of nearly 45 percent.
Spiro considered the fact that WA’ s very speci alized operations
would Iimt potential buyers and detract fromthe stock’s
mar ketability. He also considered the size of the bl ock of stock
and el ements of control which could enhance marketability. After
listening to testinony at trial, he stated that a discount for
| ack of marketability of 40 or 45 percent would be appropriate to
account for the risk due to the pending Rate Bureau litigation.
We concl ude that a 35-percent discount for |ack of marketability
applies.

We disagree with Shriner’s reduction from about 33 percent
to 20 percent because we do not believe WSA was as stable as the
i nsurance industry average. W disagree with Spiro’s increase
from 35 percent to 45 percent, not because the Rate Bureau

litigation should not be considered, but because we believe a 35-
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percent discount adequately takes into account WBA' s
vul nerabilities.

F. Concl usi on

The fair narket value of decedent’s interest in WSA on
Sept enber 28, 1995, is $1, 161, 705 ($1, 787, 238 x .65).

Because of concessions and the foregoing,

Deci sion will be

entered under Rul e 155.




