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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HALPERN, Judge: By notice of deficiency dated April 16,
1999, respondent determ ned a deficiency in Federal estate tax of
$5,427,983. O the adjustnments giving rise to that
determ nation, the only one remaining in dispute is respondent’s
increase in the value of certain shares of stock included in the
gross estate.

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect at the tinme of decedent’s death
and all Rule references are to the Tax Court Rules of Practice
and Procedure.

FI NDI NGS OF FACT

Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference.

| nt r oducti on

Richie C. Heck (decedent) died on February 15, 1995 (the
date of death or the valuation date). Gary Heck (sonetines,
petitioner) is the special adm nistrator of decedent’s estate.
At the tinme of the petition, petitioner resided in Santa Rosa,
California. Anong the assets includable in decedent’s gross
estate are 630 shares of stock (the shares), representing
39.62 percent, of the outstanding conmmon stock of F. Korbel &

Bros., Inc. (Korbel), a California corporation. Petitioner
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tinely filed a Form 706, United States Estate (and Cenerati on-
Ski pping Transfer) Tax Return (the estate tax return) on May 15,
1996. Petitioner did not elect alternate valuation. See sec.
2032. In the estate tax return, petitioner valued the shares at
$16, 380, 000, or $26,000 a share. In determining a deficiency in
estate tax, respondent val ued the shares at $30,177, 000, or
$47,900 a share.

Organi zati on and Operation of Korbel

Korbel was formed in 1903. Its business began in 1860, when
t hree Korbel brothers purchased property in Guerneville,
California, for the logging of tinmber. A decade later, vinifera
grapes were planted on the property, and, in 1882, the first
bottl e of chanpagne was produced. Korbel has produced chanpagne
on the property, utilizing the traditional *nethode

chanpenoi se”, ! ever since.

! Chanpagne or sparkling wine (although the nane
“chanpagne”, technically, refers to sparkling w ne produced in
t he Chanpagne regi on of France, the ternms “chanpagne” and
“sparkling wine” are often used interchangeably, and are so used
herein) is, in essence, wne that has been subject to a second
fermentation. Prem um brands, such as Korbel, utilize the French
“met hode chanpenoi se”, pursuant to which the second fernentation
and all subsequent steps such as the renoval of inpurities and
the addition of flavoring conponents take place while the
chanpagne is in the bottle that is ultimtely sold to the public.
That nmethod is nmuch nore expensive and is considered far superior
to nmet hods, such as the “Charmat process” or the “transfer
met hod”, pursuant to which certain steps do not take place in the
bottl e.
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The Heck fam |y purchased control of Korbel in 1954, and, in
1976, Adolf Heck (decedent’s husband) becane the sol e sharehol der
of the 1,900 shares of common stock outstanding. As of 1984,
Adol f and decedent each owned 950 shares. In 1984, Gary Heck
acquired 380 shares (190 each from Adol f and decedent). Also, in
1984, Adol f died, Korbel redeenmed 310 of his remaining 760 shares
fromhis estate, and the renmai ni ng 450 shares passed in trust for
decedent’ s benefit. |In or around 1987, Gary Heck purchased the
450 of the shares in trust, giving him830 shares (52.2 percent
of the 1,590 shares outstanding) and | eaving decedent with the
remai ni ng 760 shares. In 1989, decedent transferred 130 shares
in trust for the benefit of her two grandchildren. That |eft
decedent with 630 shares, the value of which, on the date of
death, is in dispute herein.

Primarily, Korbel produces economcally priced prem um
chanpagne. During the 3-year period ending with 1994, chanpagne
sal es represented approxi mately 70 percent of Korbel’s total
sal es, brandy represented approximately 27 percent of such sales,
and still w ne accounted for the approxi mately 3-percent bal ance.

At the beginning of 1995, 95 percent of Korbel’'s gross profits
were attributable to sales of chanpagne and just under 5 percent
to sal es of brandy.

As of the valuation date, Korbel’'s facilities were |ocated

on 1,800 acres of land, nostly in Sonoma County. O that
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acreage, 1,099 acres were not used in Korbel’ s business
activities, and, on the valuation date, such | and had a val ue of
$2, 000 an acre.

In January 1986, Korbel elected to becone an S corporation
(within the neaning of section 1361(a)(1)). That election was in
effect on the valuation date. Korbel’s financial statenments and
tax returns are prepared on a cal endar-year basis.

Di stribution Agreenent Between Korbel and Br own- For man Corp.

In 1965, Korbel signed a marketing agreenent with Jack
Daniel Distillery, Lem Mtlow, Prop., Inc. (Jack Daniel),
granting Jack Daniel worldw de rights to buy, sell, and
distribute all Korbel beverage products. Thereafter, Jack Dani el
was consolidated into Brown-Forman Corp. (Brown-Forman), and, in
1987, Brown-Forman contracted to be the exclusive distributor of
Kor bel products.

In 1991, Korbel and Brown-Forman entered into a new
di stribution agreenment (the agreenent or the Brown-Fornman
agreenent), effective through April 30, 2003, automatically
renewabl e on a year-to-year basis thereafter, and cancel abl e on
or after May 1, 1998, upon 5 years’ witten notice by either
party to the other of its intent to cancel. The agreenent
granted to Brown-Forman the U S. distribution rights for Korbel’s
chanpagne and brandy products, except for Korbel’s right to sel

through its on-prem ses wi ne shop. The agreenent was anended in
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Cct ober 1994 to grant Brown-Forman worl dw de distribution rights.
In addition to dealing with the distribution of Korbel’s
products, the agreenent grants to Brown-Fornman a right of first

refusal with respect to offers of Korbel’'s stock by famly
menbers. In that respect, the agreenent provides:

RIGHT OF FIRST REFUSAL. In the event any nenber
of the Heck fam |y desires to sell his or her shares of
stock in KORBEL to a person who is not a lineal
descendant of ADOLF L. HECK, he or she shall notify
BROMWN- FORVAN, in witing, giving the name of the
prospective purchaser, a copy of the offer to purchase,
t he nunmber of shares and the price per share. BROM-
FORMAN shal |l have thirty (30) days fromrecei pt of such
notice to elect to purchase and pay for the said stock
at the price stated for cash. |f BROAN FORVAN does not
pur chase such stock within said 30 day period, it may
be sold to the stated person at the stated price
wi t hout any further obligation to BROAN- FORMAN, neani ng
t hat BROMN- FORMAN shal | not have any further right to
purchase any of the KORBEL stock sold. If KORBEL has a
prospective purchaser for 50% or nore of KORBEL stock
who is not a |lineal descendant of ADOLF L. HECK and
BROWN- FORVAN does not exercise its prior right to
purchase said stock, then BROAN- FORVAN shall have no
further first right of refusal to buy that stock of
KORBEL at any tinme. * * *

Fi nanci al Perf or mance

From 1985 t hrough 1994, Korbel’s sales and net incone were

as foll ows:

Year Revenues Net | ncone
1986 $76, 955, 000 $17, 527, 000
1987 85, 582, 000 25,317, 000
1988 86, 920, 000 20,177, 000
1989 79, 294, 000 12, 728, 000
1990 78, 646, 000 11, 961, 000
1991 75,677,000 7, 735, 000
1992 77,551, 000 6, 720, 000
1993 78, 569, 000 7,179, 000

1994 82, 758, 000 11, 955, 000



As of Decenber 31, 1994, Korbel's audited bal ance sheet
showed assets valued at $83,985,000, liabilities of $10,115, 000
(current liabilities of $5,456,000 and | ong-term obligations of
$4, 659, 000), and sharehol der equity of $73,870,000. Anpng
Korbel's assets was a $2, 209,000 i nterest-bearing note receivabl e
from KFTY Broadcasting (KFTY), a conpany owned by Gary Heck

In 1994, although sales of Charmat process and transfer
met hod brands declined 11 percent, sales by donestic nethode
chanpenoi se producers increased by 4 percent. Korbel's sales of
chanpagne increased by 6 percent in 1994. That year, although
Kor bel was responsible for only 8.8 percent of total sales of
chanpagne in the United States, it represented 47.6 percent of
t he donmestic market for chanpagne produced by the nethode
chanpenoi se.

Respondent’s Expert

Respondent offered Herbert T. Spiro, Ph.D. (Dr. Spiro), as
an expert witness, to testify concerning the valuation of closely
held conpanies. Dr. Spiro is president of the American Val uation
G oup, Inc. (AVG, and has directed and conducted val uation
studi es of various types of business enterprises. The Court
accepted Dr. Spiro as an expert in the valuation of closely held
conpani es and received witten reports of AVG into evidence as

Dr. Spiro’s direct testinony and his rebuttal testinony,
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respectively. In his direct testinmony, Dr. Spiro reached the
conclusion that the aggregate fair market val ue of the shares as
of the valuation date was $30, 300,000, or $48, 100 a share,
rounded. 2

In reaching his conclusion, Dr. Spiro utilized both a market
approach and an i ncone approach, the latter of which is based
upon the discounted cashflow nethod. He then applied to the
resul ts under both approaches a 15-percent “liquidity discount”
and a 10-percent discount for “additional risks associated with S
corporations” including “the potential |loss of S corporation
status and shareholder liability for incone taxes on S
corporation incone, regardless of the |level of distributions.”

He reconciled the two approaches by applying a 70-percent
wei ghting factor to the "“indicated value” of each share under the
i ncome approach ($36,150) and a 30-percent weighting factor to

such val ue under the market approach ($65,209), resulting in a

2 The AVG report that constitutes Dr. Spiro’s direct
testinmony is dated Apr. 26, 2000. The parties have stipul at ed,
and we have received into evidence, an earlier report fromAVG to
respondent, dated Oct. 3, 1997, in which AVG concl udes that the
fair market value of the shares on the valuation date was
$30,177,000. That value agrees with the val ue used by respondent
in preparing the notice of deficiency here in issue, but it is
| ower than the value reached in the Apr. 26, 2000, report. On
brief, respondent asks us to find that, on the valuation date,
the fair market value of the shares was $30,177,000. W concl ude
t hat respondent is not asking for any increased deficiency, even
t hough the report that constitutes Dr. Spiro’'s direct testinony
finds a slightly higher valuation of the shares.
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“wei ght ed” share val ue of $44,868. He explained that “[t] he
mar ket approach is weighted | ess at 30 percent due to the | ack of
perfect conparables”. Lastly, he adjusted that value upward to
account for certain nonoperating assets: 1,099 acres of so-
call ed excess land with a stipul ated value of $2,000 an acre
(total value: $2,198,000) and $5.25 mllion of “excess cash”
Bef ore maki ng that upward adjustnent, however, he applied certain
di scounts. He applied a 25-percent “mnority” discount and,
sequentially, the above nentioned 25-percent “liquidity” discount
to the stipulated value of the | and, reducing such stipul ated
val ue to $1, 236,375, or $778 a share. He applied the additional
25-percent “mnority” discount in recognition of the fact that
the | and value “cannot be readily realized by the mnority
sharehol der.” He applied the sane 25-percent mnority discount
(but not the liquidity discount) to the so-called excess cash,
resulting in a value of $3,939,000, or $2,477 a share. He
derived his share value for Korbel of $48,123 ($48, 100 rounded)
and total value of decedent’s 630 shares (rounded) of $30, 300, 000
after making the aforesaid adjustnments to the value of the
nonoper ati ng assets.

Petitioner’'s Expert

Petitioner offered Mukesh Bajaj, Ph.D (Dr. Bajaj), as an
expert witness, to testify concerning the valuation of closely

held conpanies. Dr. Bajaj is a managing director, finance and
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damages practice, of LECG Inc. Dr. Bajaj has experience as a
uni versity professor of finance and busi ness econom cs, he has
| ectured on val uation issues, and he has perfornmed business
val uations for purposes of litigation. The Court accepted
Dr. Bajaj as an expert in the valuation of closely held conpanies
and received his witten reports into evidence as his direct and
rebuttal testinony, respectively. 1In his direct testinony,
Dr. Bajaj reached the conclusion that the aggregate fair narket
val ue of the shares as of the valuation date was $18, 707, 000, or
$29, 694 a share.

Dr. Bajaj rejected the market approach and relied
excl usively upon a discounted cashflow analysis. He rejected the
mar ket approach on the ground that there were no publicly traded
conpani es that were conparable to Korbel

Dr. Bajaj’s discounted cashflow analysis resulted in a net
operating asset value for Korbel of $72,041,711. To that anount
he (like Dr. Spiro) added an additional anmount for nonoperating
assets: $5,517,000, consisting of $2,198,000 for the excess
| and, $1, 110,000 representing the proceeds from i nsurance
policies on decedent’s |ife, and $2,209,000 for the note
recei vable fromKFTY. He then subtracted $4, 918, 000 of interest-
bearing debt, resulting in a fair market value for Korbel as of

t he valuati on date of $72, 640, 711
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Dr. Bajaj then applied a 35-percent discount to the val ue
derived under his discounted cashfl ow approach, which consisted
of a 25-percent marketability di scount and an additi onal
10- percent discount to reflect the negative inpact of Brown-
Forman’s right of first refusal and what Dr. Bajaj refers to as
“agency problens” (the inability of a purchaser of decedent’s
mnority interest to influence dividend distributions, which
woul d be at the discretion of the controlling sharehol der, Gary
Heck). Application of those discounts, totaling 35 percent,
resulted in Dr. Bajaj’s being of the opinion that the marketable
mnority value of Korbel’s equity as of the valuation date was
$47, 216,462, resulting in a value of $18,707,162 for decedent’s
630 shares, or $29,694 a share.

OPI NI ON

| nt r oducti on

We nust determ ne the fair market value of decedent’s 630
shares of Korbel on the valuation date. The shares were included
in decedent’s gross estate and reported on the estate tax return
at a value of $26,000 a share. Based upon the expert testinony
of Dr. Bajaj, petitioner now argues that the value of each share
on the valuation date was $29,694. W interpret petitioner’s
change in position as a concession that the estate is liable for

a portion of the deficiency, and we accept that concession. In
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determ ning the deficiency in estate tax, respondent valued the
shares at $47,900 a share.

Petitioner bears the burden of proof. Rule 142(a).
1. Law

Section 2001(a) inposes a tax on “the transfer of the
taxabl e estate of every decedent who is a citizen or resident of
the United States.” Section 2031(a) provides: “The value of the
gross estate of the decedent shall be determ ned by including to
the extent provided for in this part, the value at the tine of
his death of all property, real or personal, tangible or
i ntangi bl e, wherever situated.”

Fair market value is the standard for determ ning the val ue

of property for Federal estate tax purposes. United States v.

Cartwright, 411 U.S. 546, 550-551 (1973). Section 20.2031-1(b),
Estate Tax Regs., defines fair market value as: “the price at

whi ch the property woul d change hands between a willing buyer and
a wlling seller, neither being under any conpul sion to buy or
sell and both having reasonabl e know edge of relevant facts.”

The willing buyer and willing seller are hypothetical persons,
rather than specific individuals or entities, and their
characteristics are not necessarily the sane as those of the

actual buyer or seller. Estate of Newhouse v. Conm ssioner, 94

T.C. 193, 218 (1990) (citing Estate of Bright v. United States,

658 F.2d 999, 1006 (5th Cr. 1981)). The hypothetical wlling
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buyer and seller are presuned to be dedicated to achieving the
maxi mum econom ¢ advant age, whi ch advant age nust be achi eved in
the context of market conditions, the constraints of the econony,
and, assum ng shares of stock are to be valued, the financial and
busi ness experience of the subject corporation existing on the

val uati on date. Est at e of Newhouse v. Conm Ssi oner, supra.

In val uing shares of stock in a corporation whose shares are
not publicly traded, the factors we take into account include net
worth, prospective earning power and dividend payi ng capacity,
and other relevant factors, including the econom c outl ook for
the particular industry, the conpany’s position in the industry,
t he conpany’ s nanagenent, the degree of corporate contro
represented by the block of stock to be valued, and the val ue of
publicly traded stock or securities of corporations engaged in
the sane or simlar lines of business. See sec. 2031(b);
sec. 20.2031-2(f)(2), Estate Tax Regs.; Rev. Rul 59-60, 1959-1
C. B. 237, 238-242.

[, Expert Opi ni ons

A. | nt roducti on

In this case, the parties rely heavily, if not exclusively,
on expert testinony to establish the fair market value of the
shares as of the valuation date. |Indeed, respondent’s only
wtness was Dr. Spiro. In addition to Dr. Bajaj, petitioner

call ed Gary Heck, decedent’s son and Korbel’s president and
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chairman of the board, and David Faris, a Korbel assistant vice
president. Fornmerly, M. Faris was a partner in the tax
departnent of Pisenti & Brinker, C.P.A's. |In that role, he
oversaw the preparation of Korbel’s incone tax returns, the
estate tax return filed on behalf of decedent’s estate, and the
valuation, for gift tax purposes, of the stock that, in 1989,
decedent transferred in trust for the benefit of her
grandchi | dren. M. Heck did not testify as to the val ue of
the shares, and, although M. Faris testified that the Pisenti &
Brinker gift tax valuation, in part, forned the basis for the
val ue of the shares set forth on the estate tax return, it is the
value arrived at by Dr. Bajaj, not the value on the return, that
petitioner urges us to adopt.

I n deciding valuation cases, courts often |look to the
opi nions of expert w tnesses. Nonetheless, we are not bound by
t he opinion of any expert witness, and we may accept or reject
expert testinony in the exercise of our sound judgnent.

Hel vering v. Natl. Gocery Co., 304 U S 282, 295 (1938); Estate

of Newhouse v. Conmi ssioner, supra at 217. Although we may

accept the opinion of an expert in its entirety, see Buffalo Tool

& Die Manufacturing Co. v. Comm ssioner, 74 T.C 441, 452 (1980),

we may be selective in determ ning what portions of an expert’s

opinion, if any, to accept, Parker v. Conm ssioner, 86 T.C 547,

562 (1986). Finally, because valuation necessarily involves an
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approxi mation, the figure at which we arrive need not be directly
traceable to specific testinmony if it is within the range of

val ues that may be properly derived fromconsideration of all the

evi dence. Estate of True v. Conmi ssioner, T.C. Mnob. 2001-167

(citing Silverman v. Conm ssioner, 538 F.2d 927, 933 (2d Cir

1976), affg. T.C. Meno. 1974-285).

B. D fferences Between the Experts

The major difference between Drs. Bajaj and Spiro is their
di sagreenent as to the propriety of utilizing a market approach
(i.e., the guideline conpany nethod) in valuing the shares.
Al so, although both experts utilized a discounted cashfl ow
approach in valuing the shares (Dr. Bajaj, exclusively;
Dr. Spiro, in part), they disagree sharply over nethodology in
appl ying that approach. W shall analyze the argunents presented
by both experts in support of their respective positions.

| V. Propriety of Dr. Spiro' s Application of the Cuideline
Company ©Met hod

A. | nt roducti on

The gui del i ne conpany net hod of appraisal is conmmonly used
in valuing shares of stock in a closely held corporation. Wen
appropriate, its usage i s mandated by section 2031(b), which
provi des that the value of unlisted shares of stock or securities
“shall be determ ned by taking into consideration, in addition to

all other factors, the value of stock or securities of
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corporations engaged in the sane or a simlar |line of business
which are listed on an exchange.” See also sec. 20.2031-2(f),
Estate Tax Regs.; Rev. Rul. 59-60, 1959-1 C B. 237, 242.

The parties sharply dispute whether (1) the two guideline
conpani es chosen by Dr. Spiro, the Robert Mondavi Corp. (Mondavi)
and Canandai gua Wne Co. (Canandai gua), were conparable to Kor bel
for purposes of section 2031(b), (2) Dr. Spiro actually utilized
only one conpany, Mondavi, as a guideline conpany, and (3) if so,
the use of a single guideline conpany is perm ssible. The
parties also disagree as to the propriety of the financial ratios
chosen by Dr. Spiro and his adjustnents to those rati os.
Petitioner also clains, and respondent denies, that Dr. Spiro’ s
30-percent weighting of the result of his market approach was
essentially arbitrary.

B. Dr. Spiro’s Quideline Conpanies: Mondavi and
Canandai qua

1. Dr. Spiro’'s Method

Dr. Spiro first identified 1,317 conpanies |listed under the
Standard I ndustrial Cassification Code (SIC) 2084, w nes,
brandy, and brandy spirits. O those conpanies he identified
only 11 that were publicly traded, and he rejected 9 of the 11 as
potential conparabl es because, for the nost part, they were
either too large or diverse (or both), too small, unprofitable,

or conducted business in a different manner than Korbel.
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Dr. Spiro considered the remaining two conpani es, Mondavi and
Canandai gua, conparable to Korbel

Dr. Spiro val ued Korbel’s stock under the guideline conpany

met hod (as of the valuation date), by reference to the 1994
fiscal yearend price to earnings (P/E) and price to operating
cashflow (P/OCF) ratios for Mndavi and Canandai gua. For
Mondavi, those ratios, when reduced to multiples (of earnings and
OCF, respectively), were 17.51 and 9.57 and, for Canandai gua,
they were 22.09 and 14.54. Dr. Spiro based Korbel’s
correspondi ng nulti pl es on Mondavi al one, but he *“adjusted’” them
dowmward, to a PPE nultiple of 13 and a PFOCF nmultiple of 8, “to
account for Korbel’'s additional risk factors” (i.e., the
di fferences, discussed bel ow, between Korbel and the guideline
conpanies in terns of size, product m x, consunption patterns,
etc.). Those derived nultiples were applied, and a nean val ue
was determ ned, which nmean, $86,945, was Dr. Spiro’s valuation
(before discounting) of each share of Korbel under his narket
appr oach.

2. Conparability

Dr. Spiro treated Mondavi and Canandai gua as conpar abl e
(gui deline) conpani es despite acknow edgi ng that, in many
significant respects, they differ markedly from Kor bel.

Size: 1In 1994, in ternms of both revenue and total assets,

Canandai gua was approximately 10 tinmes as | arge as Korbel.
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Mondavi’s gross revenue for its 1994 fiscal year was nore than
twice that of Korbel for its 1994 cal endar year ($176, 236, 000
versus $82, 758, 000), and Mondavi’s total assets at yearend were
approximately triple those of Korbel ($244,236,000 versus
$84, 043, 000) .

Product Lines: Although Korbel produces sonme brandy and an

insignificant amount of still wine, it is essentially a single
product conpany, producing econom cally priced prem um chanpagne.
In 1992, Canandai gua’s products included table w nes, dessert
W nes, sparkling wines, inported beer, and distilled spirits.
Sparkling wines constituted only 3.79 percent of the firm s total
shi prments for 1993.

As of the valuation date, Korbel narketed its chanpagne
under two | abels, Arnmstrong Ri dge and Korbel. Canandai gua
mar keted its products under many brand nanes i ncl udi ng Pau
Masson, |ngl enook, Manischewi tz, Al naden, and Taylor California
Cellars, for wine, and Corona, for beer. Al though Canandai gua
al so produced and marketed six different brands of sparkling w ne
and mai ntai ned a 32-percent share of the sparkling w ne market
for 1994, all of its sparkling wnes were produced using the |ess
expensi ve Charmat process or transfer nethod, whereas Korbel
utilized the nethode chanpenoi se exclusively. Canandai gua
produced for the |l ow end of the chanpagne market, whereas Kor bel

was the | eadi ng producer of prem um chanpagne, controlling al nost
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50 percent of the nethode chanpenoi se or high-end market and
8.8 percent of the total donestic market. For the period 1985
t hrough 1994, the | ow end and hi gh-end chanpagne nmarkets fared
differently. Sales of chanpagne produced by neans of the Charmat
process or transfer nethod (the lowend nmarket) fell steadily
bet ween 1985 and 1994. 1In 1994, sales of the | ower priced
donestically produced Charmat process and transfer nethod | abels
dropped 11 percent, when conpared to 1993. Canandai gua’'s
sparkling wine sales reflected that trend in 1994, declining by
about 8 percent from 1993. |In sharp contrast, |ed by Korbel’s
6- percent increase in chanpagne sales for 1994, 1994 sal es by
donesti ¢ nmet hode chanpenoi se producers as a whole grew 4 percent,
when conpared to 1993.

Mondavi markets premumstill w ne under seven different

| abel's, but it produces little or no sparkling wne.?3

QO her Factors: Dr. Spiro testified that, as of the
val uation date, conpared to Mondavi and Canandai gua, Korbel was

smal ler, nore profitable, and growng nore slowy. It also had

3 Both Drs. Bajaj and Spiro state that Mondavi does not
produce any chanpagne. Gary Heck testified, however, that
Mondavi produces “about 1500 cases [of chanpagne] that they only
sell through their w ne shop, kind of like we do with still
wnes.” Even if M. Heck is correct, the amount of chanpagne
produced by Mondavi is negligible in conmparison with its w ne
production, which, for 1994, was 4, 274,000 cases. Thus, as a
practical matter, Mndavi was a producer of still w nes, whereas
Kor bel was a producer of high-end chanpagne and a snall anount of
br andy.
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substantially | ower debt to asset and debt to equity ratios than
ei t her Canandai gua or Mondavi .

Dr. Spiro summarized the totality of the differences between
Kor bel and both Mndavi and Canandai gua as fol |l ows:

Wher eas both conparabl e conpani es produce and/ or market

many products, Korbel essentially only produces two

products, chanpagne and brandy. Korbel also has | ess

revenue and greater revenue variability during the

course of a fiscal year than the two conparabl es.

Korbel's greater revenue variability results fromthe

nature of chanpagne consunption in the U S., which is

closely linked to cel ebrations and parties. This

results in a seasonal sales pattern with nost sales

coinciding wth the holiday season between Thanksgi vi ng

and New Year’s Eve. In contrast, wine is consuned nore

steadily throughout the year, often with dinner or as a

social drink. Korbel’'s lack of product diversification

and conparatively snmall size tend to increase investor

ri sk, necessitating a greater investnent return. * * *

Gary Heck testified to the follow ng significant differences
bet ween the production and marketing of wine as opposed to
met hode chanpenoi se chanpagne: The second fernentation in the
bottl e, which makes production of the latter nore conpl ex,
expensive, and tinme consum ng than the production of wine; the
fact that sales of chanpagne do not benefit fromthe so-called
“French Paradox” (i.e., reports that link the noderate daily
consunption of red wine to cardi ovascul ar health); and the fact
t hat chanpagne sal es are subject to higher Federal excise taxes
than are sales of w ne.

3. Dr. Spiro’s Opinion

In Dr. Spiro’s opinion, conparability is established by the

fact that both Mondavi and Canandai gua, |i ke Korbel, produce, a
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formof wine (“Wiile Korbel occupies a specialized niche, it
crushes grapes, fernents the juice and bottles the product |ike
ot her producers. To argue that conparables do not exist is
incorrect.”).*

C. Rej ecti on of Mindavi and Canandai qua as Cui del i ne
Conpani es

Dr. Spiro discussed the simlarities and differences between
bot h Mondavi and Canandai gua and Korbel, and he conputed price to
earnings and price to operating cashflow nultiples for both
Mondavi and Canandai gua. Neverthel ess, when he applied those
multiples to Korbel, he referred only to Mondavi, and he adjusted
downward fromthe Mondavi figures. W fail to see how
Canandai gua i nfluenced Dr. Spiro’ s guideline analysis. It
appears to us that Dr. Spiro, hinself, effectively disregarded
Canandai gua as a gui deline conpany. Assumng that to be the
case, respondent has failed to persuade us that we should have
any confidence in Dr. Spiro’s guideline analysis. |In Estate of

Hall v. Comm ssioner, 92 T.C. 312 (1989), the Conm ssioner’s

expert selected only one conparabl e conpany. The proposed
conparabl e, Anerican Geetings Corp. (American Geetings), was

sel ected because it, along with Hallmark Cards, Inc. (Hallmark),

“ Dr. Spiro’s oral testinony echoed that view “Sir, we
selected * * * [Mondavi and Canandai gua] as qgui deline conpani es,
as the only gane in towm. W did not say they were exactly |ike
Korbel. W say they have the same general production approach.
They have the same general custoner base. They are all in the
grape processing business. In that sense they are conparable.”
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t he conpany subject to valuation, were the two | eaders in the
greeting card industry. The Comm ssioner’s expert concluded that
Anmerican Greetings “was the only reasonably conparabl e conpany to
Hal | mar k because it had a simlar product m x and capital
structure and served the sane markets.” [d. at 331. W rejected
the valuation report submtted by the Conmm ssioner’s expert in
light of his reliance on a single conparable conpany in enpl oying
t he market approach. 1In so doing, we observed that “[a]ny one
conpany may have uni que individual characteristics that may
distort the conparison.” 1d. at 340. A sanple of one tells us
little about what is normal for the population in question.?®

Dr. Spiro has failed to convince us of the reliability of his

gui del i ne anal ysi s.

Even if we were to accept that Dr. Spiro relied on both
Canandai gua and Mondavi as gui deli ne conpani es, as respondent
argues, we would still reject Dr. Spiro’s use of the market
approach in this case. Respondent points out that we have
approved the use of the market approach based upon as few as two

gui del i ne conpanies. See Estate of Desnond v. Conm ssioner, T.C

Meno. 1999-76. But in that case, all three conpanies were in the

sane, and not just a simlar, |line of business (manufacture and

> In his rebuttal report, Dr. Bajaj states: “The superior
quality of Mndavi’'s wnes, its innovative packaging [a new
bottle with a flange top that prevented dripping and used a dot
of wax instead of a foil capsule as a seal] and strong
advertising coupled with its reputation as an environnent -
friendly producer * * * [were attributes that] were |argely
unique to * * * [Mondavi]”. (Fn. ref. omtted.) Respondent does
not challenge Dr. Bajaj on that point, which point indicates that
Mondavi may not be reflective of the norm
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sale of paint and coatings). Here, Mndavi and Canandai gua were,
at best, involved in simlar lines of business. Under section
2031(b) and section 20.2031-2(f), Estate Tax Regs., publicly held
conpanies involved in simlar |lines of business may constitute
gui del i ne conpani es, and we have so held. See, e.g., Estate of

Gllo v. Comm ssioner, T.C. Meno. 1985-363, where, in valuing the

stock of the largest producer of wne in the United States, we
approved the use by taxpayer’s experts of conparabl es consisting
of conpanies in the brewing, distilling, soft drink, and even
food processing industries. But, in that case, the experts used
at |l east 10 conpani es as guideline conpanies. See also Estate of

Hall v. Comm ssioner, supra at 325, where we adopted an expert

report utilizing a market approach based upon a conparison with

six sonmewhat simlar conpanies. As simlarity to the conpany to
be val ued decreases, the nunber of required conparabl es increases
in order to mnimze the risk that the results will be distorted
by attributes unique to each of the guideline conpanies. In this
case, we find that Mondavi and Canandai gua were not sufficiently
simlar to Korbel to permt the use of a market approach based

upon those two conpani es al one.®

6 Dr. Bajaj argues that only conpanies that are “primarily
chanpagne/ sparkling wi ne producers |i ke Korbel” constitute
perm ssi bl e gui deli ne conpani es. Because no such publicly traded
conpany existed, Dr. Bajaj rejected the nmarket approach. W find
Dr. Bajaj’s approach to be unduly narrow (in theory), in light of
the case law cited in the text. Nonetheless, we agree, albeit
for different reasons, that respondent inproperly applied the
mar ket approach in this case.
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Qur conclusion that Dr. Spiro inproperly applied the
gui del i ne conpany approach based upon Mndavi and Canandai gua
makes it unnecessary to address petitioner’s other criticisnms of
Dr. Spiro’s application of that approach: The selection of
i nappropriate financial ratios, the arbitrary adjustnment of those
ratios, and the arbitrary nature of the weight given to the
result reached by Dr. Spiro under the market approach.

D. Concl usi on

Dr. Spiro inproperly applied the guideline conpany approach
in valuing the stock of Korbel.

V. Utilization of the Di scounted Cashflow Method in Valuing the
St ock of Kor be

A. | nt r oducti on

This Court considers the discounted cashfl ow (DCF) nethod
enpl oyed by both experts to be an appropriate nethod for use in

val uing corporate stock. See, e.g., N_Trust Co. V.

Commi ssioner, 87 T.C 349, 379 (1986). Moreover, where we have

rejected use of the market approach as unreliable, we have based
the value of a closely held corporation on the DCF approach

al one. See Estate of Jung v. Comm ssioner, 101 T.C. 412, 433

(1993). W, therefore, find that the DCF nmethod utilized by both
experts in this case is an appropriate nethod for val uing the

stock of Korbel as of the val uation date.
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B. Analysis of the Experts’' Application of the D scounted
Cashf |l ow Met hod

1. | nt r oducti on

Recently, in Estate of True v. Conm ssioner, T.C Meno.
2001- 167, we described the DCF nmethod as foll ows:

The di scounted cash-flow nmethod is an i ncone

approach based on the prem se that the subject

conpany’s nmarket value is neasured by the present val ue

of future economc incone it expects to realize for the

benefit of its owners. This approach anal yzes the

subj ect conpany’s revenue growth, expenses, and capital

structure, as well as the industry in which it

operates. The subject conpany’s future cash-flows are

estimated, and the present value of those cash-flows is

determ ned based on an appropriate risk-adjusted rate

of return.

Drs. Bajaj and Spiro are in agreenent as to the el enents of
the DCF val uation nethod: The discounted present val ue of
cashfl ow projections for Korbel over a 5-year (1995-1999) peri od,
pl us Korbel’'s residual value at the end of the fifth year (also
di scount ed back to present value), plus the value of nonoperating
assets, less long-termdebt, and | ess appropriate discounts,
e.g., for lack of marketability. They disagree, however,
regardi ng the conputation of al nost every el enent, i ncluding
proj ected revenues, operating costs, capital expenditures, the
rate of return to be incorporated into the discount factor, the
nature and anmount of the nonoperating assets, the anount of | ong-
term debt, and the nature and amount of the discounts. W find
neither of the experts totally persuasive. W accept, however,

portions of the testinony of each. W shall discuss and eval uate
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the various el enents of both experts’ DCF conputations in
arriving at a value for the shares.

2. Pr oj ect ed Cashfl ows

a. Sales

I n projecting post-1994 sales growh for Korbel, Dr. Bajaj
determ ned that there would be 2-percent sales growh for 1995,
that the growh rate would steadily increase to 4.5 percent in
1999, and that the latter rate would prevail indefinitely for
post-1999 years. Dr. Bajaj considered his forecast optimstic in
[ight of wine industry anal ysts’ predictions of a 2.9-percent
decl i ne in chanpagne consunption during the 1995-1999 peri od.

Dr. Spiro projected a 4.5-percent sales increase for 1995,
increases of 4.0, 3.5, and 3.0 percent for 1996, 1997, and 1998,
respectively, and 3-percent annual increases thereafter. Dr.
Spiro’s forecast was primarily based upon the strong growth in
Korbel’'s sales during 1994 and the first quarter of 1995.

W find Dr. Spiro’s sales growh assunptions to be the nore
realistic. Projected growth for 1995 is based upon Korbel’'s 1994
sal es grow h, and subsequent years’ growh is assuned to
gradual |y decrease to the 3-percent growmh rate applicable to
1992-1994, which does not differ materially fromthe annual
conpound gromh rate of 3.1 percent since 1984. Dr. Bajaj’s nore
nmodest sales growth projections for the early years are based

upon projected sales for the chanpagne industry as a whole, which
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i ncludes | owend Charmat and transfer process brands. NMoreover,
we find no evidence in Korbel’s recent sales history to justify
an assuned 4.5-percent sales growh for 1999 and thereafter.

b. Operating Margin

Dr. Bajaj’s projected annual operating (pretax)’ margin
(total revenues |ess cost of goods sold, excise taxes,
depreciation, officers’ conpensation, and selling, general, and
adm ni strative expenses (SG&A)) for 1995 and all subsequent years
is 12 percent of sales revenues. He bases his projection upon
the 5-year sinple average of operating margins for the 1990-1994
period. Dr. Spiro’s projected annual operating margin for 1995-
1999 and subsequent years is 13.3 percent of sal es revenues.

Dr. Spiro conputes each elenent of cost entering into his
projection of operating margin separately, in some cases based
upon 2-year averages, in others, based upon 5-year averages. In
conputi ng average annual SG&A for 1990-1994, Dr. Spiro fails to

i ncl ude $420, 000 of pronotional expenses incurred by Korbel in
1993, which Dr. Spiro attributes to the |aunching of a new
product (Armstrong Ri dge chanpagne). Dr. Spiro considers that to
be a special, nonrecurring cost that, in future years, wll be
borne by Brown-Forman pursuant to the Brown-Forman agreenment. W

do not agree with Dr. Spiro’'s treatnent of the 1993 pronotiona

" The parties agree that the only tax applicable to the
i ncone of Korbel is California s 1.5-percent incone tax on
S corporations.
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expense as a nonrecurring cost. M. Heck testified that new
| abel pronotional expenditures are a recurring feature of
Kor bel s busi ness. Although the Brown-Fornman agreenent relieves
Korbel of any responsibility to pay nmarketing or selling expenses
(“Brand Expense”) for Korbel chanpagne or brandy, Korbel incurred
t he pronotional expenses in question subsequent to the 1991
effective date of the agreenent, and M. Heck testified that a
simlar “spike” in Korbel’s pronotional costs could occur at any
time. Projecting the nmean annual SG&A costs for a 5-year period
that includes a year of extraordinary pronotional expenses
associated wth the introduction of a new | abel does not seem
unr easonabl e.

Dr. Spiro criticizes Dr. Bajaj for relying on a sinple
5-year average in projecting an annual operating margin. Yet for
cost of goods sold, where Dr. Spiro uses a 2-year average to nake
projections, he testified, in rebuttal: “The * * * [rate chosen
by Dr. Bajaj] appears reasonabl e although we once again question
the use of a sinple average.” Dr. Spiro, hinself, uses a 5-year
average in projecting officers’ conpensation and SG&A. Korbel’s
annual operating margins for the 1990-1994 period do not show a
trend, and Dr. Spiro has failed to convince us that Dr. Bajaj’s
use of a 5-year sinple average is inappropriate. At least, it
has the virtue of consistency, and for that reason, we prefer it

to Dr. Spiro’s approach, the inconsistency of which he did not
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adequately explain. W nodify Dr. Bajaj’s approach only to take
into account small amounts of other income, which he takes into
account in his rebuttal testinony. Dr. Bajaj’s projected profit
mar gi n, based upon an unwei ghted arithnetic average of operating
mar gi ns from 1990- 1994, and i ncl udi ng “ot her incone” (interest
and “Heck Cellars” revenue), is 12.3 percent. W find that to be
t he proper assuned operating margin for purposes of determ ning
Kor bel ' s val ue on the val uation date under the DCF net hod.

c. Cashfl ow Adj ustnents

To determine cashflow, it is necessary to nodify after-tax
i ncone by addi ng back depreciation and subtracting working
capital additions and capital expenditures.

Depreci ati on averaged 3.8 percent of sales revenues during
the 1990-1994 period and 4.1 percent for 1993 and 1994.
Dr. Bajaj, relying on a 5-year average, projected depreciation at
3.8 percent of gross sales and Dr. Spiro, relying on a 2-year
average, projected it at 4.0 percent of gross sales. Although,
for 4 out of the 5 years, total depreciation grew as a percentage
of sal es revenues, the question is whether the nost recent
2 years is a better measure of the trend than the last 5 years.
Nei t her expert took the other head-on with respect to this point,
and, since, in general, we found Dr. Bajaj’s analysis to be nore
t horough than Dr. Spiro’s, we shall rely on his 5-year average as

determ nati ve.
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Both Drs. Bajaj and Spiro project inventory expenditures to
remai n constant at 50 percent of sales revenue. However,
Dr. Bajaj projects “other working capital” (including cash) at
5 percent of sales whereas Dr. Spiro projects noninventory
wor ki ng capital at 3.5 percent of sales (in both cases, based on
historical data). Dr. Spiro justifies his |ower figure by
di scounting the 1993 and 1994 average working capital |evel
(11.7 percent) on the ground that it was largely attributable to
“excess cash”. As we discuss, infra (in connection with our
anal ysis of Korbel’s nonoperating assets), we do not believe
Kor bel retained excess cash in 1993 and 1994. W are persuaded
that Dr. Bajaj’s projection of working capital levels is
justified based on historical performance, and we find in
accordance wth his cal cul ation.

Dr. Spiro projected annual capital expenditures by Korbe
equal to $4 million for 1995 and every year thereafter.
Dr. Bajaj projected annual capital expenditures on the assunption
that they woul d equal depreciation plus 30 percent of Korbel’s
annual sales increases. Dr. Bajaj projected that capital
expenditures would increase in an anount adequate to maintain
Korbel’s net fixed asset to sales ratio at 30 percent, which is
slightly bel ow the average of such ratios for the 1990-1994
period. Each expert points to unreasonabl e aspects of the

other’s approach: Dr. Bajaj to the fact that Dr. Spiro's
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approach will eventually lead to negative net asset val ue,
Dr. Spiro to the fact that Dr. Bajaj’s projected increases in
capital expenditures nore than double his projected sales
i ncreases over the 1995-1999 peri od.

Korbel’s financial statenents for the 1985-1994 period show
t hat, whereas depreciation increased annually, capital
expenditures (“property, plant and equi pnent purchased”) have
fluctuated significantly over that same period, the | ow of
$2, 315,000 occurring in 1990 and the high of $6,142,000, in 1991.
Aver age annual capital expenditures for the 1990-1994 period were
$3,817,000. Therefore, we consider Dr. Spiro’s projection of $4
mllion in annual capital expenditures to be reasonable, and we
adopt it. Conversely, we find nothing in Korbel’s financi al
history to support Dr. Bajaj’s projection of ever-increasing
annual capital expenditures.

3. Rate of Return

The DCF net hod invol ves the conputation of the present val ue
of expected future cashflows. The present value of a cashfl ow
equal s the cashflow nultiplied by a discount factor (less than
1). The discount factor is usually expressed as the reciprocal
of 1 plus a rate of return: D scount factor (for one period) =

/(1 +r).8 Drs. Bajaj and Spiro agree that the rate of return

8 See Brealey & Myers, Principles of Corporate Finance 16
(6th ed. 2000) (“The rate of returnr is the reward that
(continued. . .)
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to be used in applying the DCF nmethod to Korbel’s cashflows is
Korbel 's “wei ghted average cost of capital” (WACC).° Dr. Bajaj
conputed the WACC as 14.22 percent; Dr. Spiro conputed it as
16.54 percent. Their only significant disagreenent is as to one
conponent of the WACC, the cost of equity capital.® Dr. Bajaj
conputed the cost of equity capital as 14.70 percent; Dr. Spiro
conputed it as 16.71 percent.

We need not engage in an extended di scussion of the
appropriate cost of equity capital since, in conputing the WACC,
ot her things being equal, the higher the cost of equity capital
(i1.e., the larger the percentage), the larger the WACC. @G ven
t he DCF nethod, the larger the WACC, the | ower the present val ue
of expected cashflows. The parties endorse the DCF nethod,

differing only as the value of certain variables. Since we are

8. ..continued)
i nvestors demand for accepting del ayed paynent.”).

® As expressed by Dr. Spiro:
WACC = W x Ky x (1-t) + W x K,
Wher e:

8

wei ght ed average cost of capital,

wei ght of debt in capital structure,
estimated pretax cost of debt,

i ncone taxes at 1.5 percent,

wei ght of equity in capital structure, and
cost of equity capital.

rETREE

10 Dr. Spiro defined the cost of equity capital as foll ows:
“[T]he rate of return required by an investor as sufficient
conpensation for commtting equity funding to the business.”
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deconstructing each expert’s DCF anal ysis, and assenbling our
own, our adopting Dr. Bajaj’s cost of equity capital cannot, in
i sol ation, be objectionable to respondent, since respondent has
proposed that we find a higher, 16.71-percent cost of equity
capital. Dr. Bajaj relied on the capital asset pricing nodel
(which takes into account exclusively systenmatic (or market)
risk) to conpute the cost of equity capital, while Dr. Spiro
relied on the so-called buil dup nmethod (which pays attention to
the unsystematic (or individual) risk that an investor would face
in investing in Korbel). Neither expert convinced us that his
approach was significantly better (on the facts at hand) than the
ot her expert’s approach, and we are satisfied that 14.70 percent
(the percentage reached by Dr. Bajaj) is a reasonable figure for
Korbel's cost of equity capital, and we so find.** W find that

the WACC is 14. 22 percent.

1 In recent cases, we have criticized the use of both the
capital asset pricing nodel (CAPM and WACC as anal ytical tools
in valuing the stock of closely held corporations. See Furnman v.
Commi ssioner, T.C Menp. 1998-157. See also Estate of Maggos v.
Commi ssioner, T.C Menp. 2000-129 and Estate of Hendrickson v.
Commi ssioner, T.C Menp. 1999-278, which reaffirmthat view,
citing Furman, and Estate of Klauss v. Comm ssioner, T.C. Mno.
2000- 191, where we rejected an expert valuation utilizing CAPMin
favor of one utilizing the buildup nethod. |In other recent
cases, however, we have adopted expert reports which val ued
closely held corporations utilizing CAPMto derive an appropriate
cost of equity capital. See BTR Dunlop Holdings, Inc. v.

Commi ssioner, T.C Menp. 1999-377;, Goss v. Conm ssioner, T.C
Meno. 1999-254, affd. 272 F.3d 333 (6th Gr. 2001)
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4. Present Val ue Conmputation: Yearend Versus M d-
Year Cashfl ow Conventi on

In conmputing the present value of all cashflows, Dr. Bajaj
adopt ed a yearend convention (cashflows di scounted as of
yearend), while Dr. Spiro adopted a m dyear convention (cashfl ows
assunmed to be received at, and discounted from m dyear).

Because, under the m dyear convention, the cashflow for a year is
deened to have been received 6 nonths earlier, the discount
factor for the year is slightly greater (and the doll ar anmount of
the discount itself is slightly smaller) than if the yearend
convention is adopted. G ven the sane cashflow but a greater

di scount factor, the present value of the cashflowis greater

The parties agree that (1) approximately 60 percent of
Kor bel s chanpagne sal es occur during the |ast quarter of the
cal endar year and (2) as much as 20 percent of such sal es occur
during the |l ast week of Decenber. Since Korbel’'s revenues are
not spread evenly throughout the year, we are unconvinced that
Dr. Spiro’s use of the m dyear convention results in a nore
accurate valuation than Dr. Bajaj’s use of the yearend
convention. W adopt the yearend conventi on.

5. | ncrease in Korbel’'s Value for Nonoperating Assets

a. | nt r oducti on

The question here is whether the value of certain
nonoper ati ng assets should be added to the val ue determ ned under

the DCF nethod in determ ning the value of the shares.
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b. Excess Land:; | nsurance Proceeds; KFTY Receivable

The parties agree, and we find, that the excess |and
constitutes a nonoperating asset to be added to the present val ue
of Korbel’'s cashflows at a value of $2,198,6000 and that insurance
proceeds in the amount of $1,110,000 |ikew se are to be so added.
Al though they differ in exactly how a receivable fromKFTY in the
amount of $2,209,000 is to be taken into account, they agree that
it is to be taken into account. W agree and so find. The total
of the aforesaid nonoperating assets is $5,517, 000

C. Excess Cash

Dr. Spiro considered $5, 250,000 of cash held by Korbel on
Decenber 31, 1994, to be a nonoperating asset, which he referred
to as “excess cash”. Dr. Spiro reached that concl usion by
exam ning historical cash levels in relation to gross revenue, in
order to determ ne the appropriate “normalized” cash |evel, which
he determ ned to be 6.55 percent of gross revenue. Applying that
percentage to 1994 gross revenue, Dr. Spiro concluded that Kor bel
had excess cash in the amount stated. |In determ ning the val ue
of the shares, he included only a portion of the excess cash to
reflect the inability of mnority shareholders to force a
distribution of such cash. Dr. Bajaj concluded that there was no
excess cash, and, in his rebuttal testinony, he persuasively
expl ai ned his basis for that conclusion. W were inpressed with

his interpretation of the historical data, in light of the
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information he received (the need to retain funds for a nunber of
contingencies) on interviewwng M. Heck. On the basis of his
testinony, we find that there was no nonoperating asset
consi sting of excess cash.

6. Decrease in Korbel’s Value by Anpunt of
Long- Ter m Debt

Putting aside Drs. Bajaj and Spiro’ s di sagreenent over the
treatment of the KFTY receivable, see supra p. 35, the remaining
di sagreenent is over whether the current portion of |ong-term
bank borrow ngs is a conponent of working capital or a long-term
l[tability. On brief, respondent states that any resulting
difference in the value of the shares is immterial, and the
choice of treatnent is “a valid choice of the appraiser”. W
shall treat such current portion as a long-termliability.

7. Discounts

a. The Expert Testi nony

Dr. Bajaj determned that the shares were subject to a 25-
percent basic marketability discount. Dr. Bajaj then added an
addi tional 10 percent to his basic marketability di scount, which
addition was attributable to both the right of first refusal
(ROFR) hel d by Brown-Forman and what he refers to as “agency
probl ens”, the fact that the shares represented a mnority
interest unable to influence the majority shareholder’s contro

over cash distributions. The addition of those two di scounts
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resulted in Dr. Bajaj’s determ nation of an overall 35-percent
di scount, which he treats, in total, as a marketability discount.

Dr. Spiro determ ned a basic 15-percent liquidity
di scount, 2 increased by an additional 10 percent for risks
associated wth Korbel’s status as an S corporation. Thus, Dr.
Spiro’s total liquidity discount is 25 percent, which he applies
to the values that he determ ned under his market and incone
approaches (i.e., values exclusive of the value of nonoperating
assets). Dr. Spiro applied specific, separate discounts to
nonoperating assets: A 25-percent mnority discount followed by
his overall 25-percent liquidity discount applicable to “excess
| and”*®* and a 25-percent mnority discount applicable to “excess
cash”.

b. Mar ketability Versus Mnority Di scounts

We have recogni zed that there is a distinction between a
di scount for lack of marketability and a di scount for the
mnority position of the interest to be valued. As we stated in

Estate of Andrews v. Conm ssioner, 79 T.C. 938, 953 (1982):

The mnority sharehol der discount is designed to
reflect the decreased val ue of shares that do not
convey control of a closely held corporation. The |ack
of marketability discount, on the other hand, is

12 W interpret Dr. Bajaj’'s references to a “marketability”
di scount and Dr. Spiro’'s references to a “liquidity” discount as
references to the sane type of discount.

13 Because Dr. Spiro applies the two discounts
consecutively, the total discount is 43.75 percent: 0.25 + (0.25
x 0.75) = 0.4375.
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designed to reflect the fact that there is no ready
mar ket for shares in a closely held corporation.

Al t hough there may be sone overl ap between these two
di scounts in that lack of control nay reduce

mar ketability, it should be borne in mnd that even
controlling shares in a nonpublic corporation suffer
fromlack of marketability because of the absence of a
ready private placenent market and the fact that
flotation costs would have to be incurred if the
corporation were to publicly offer its stock. * * *

C. Basi ¢ Di scount for Lack of Marketability

Dr. Bajaj’s 25-percent marketability discount is based upon
a nunber of enpirical studies, his critical evaluation of those
studies, and his owm nultiple regression analysis of the
“explanatory variables”. Dr. Spiro, in his rebuttal testinony,
finds no fault with Dr. Bajaj’s nethodol ogy.

Dr. Spiro cites many of the same enpirical studies as
suggesting that liquidity discounts can range from 10 to 45
percent. He states that the average di scounts were “often in
excess of 35 percent.” Yet, Dr. Spiro concludes that the basic
l[iquidity discount for the shares, taking into account the ROFR
is appropriately set at 15 percent. Dr. Spiro fails to make
clear, in either his primary or rebuttal report, the basis for
his determnation that the appropriate liquidity discount is at
the I ow end of the acceptable range of such discounts. In his
oral testinony, he set forth his theory that there was a
speci ali zed group of purchasers who woul d val ue the shares on
ot her than an investnent basis (who would eye Korbel as a

possi ble future joint venture partner). Dr. Spiro failed to
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quantify or explain how he adjusted his analysis to take account
of that factor. |Indeed, such factor has recently been rejected
by the Court of Appeals for the Ninth Grcuit, the likely venue

of any appeal in this case. Estate of Sinplot v. Conm ssioner,

249 F.3d 1191, 1195 (9th G r. 2001), revg. 112 T.C. 130 (1999).
We did not find Dr. Spiro’'s oral testinony to be persuasive. It
di d not bol ster what we found to be weak analysis in his witten
reports.

We found Dr. Bajaj’s analysis in support of his 25-percent
basi ¢ di scount to be both thorough and convincing, and we find
that a basic discount for lack of marketability in the anmount of
25 percent is appropriate.

d. Additional D scounts

(1) D scount for Lack of Contro

Dr. Bajaj describes his entire 35-percent discount as a
di scount for lack of marketability. W view his proposed
di scount for “agency problens”, however, as a discount for
mnority status (or lack of control), as it is based upon the
inability of the owner of the shares to force the majority
sharehol der, Gary Heck, to make dividend distributions.
Dr. Bajaj’s discount for mnority status takes into account
factors simlar to what Dr. Spiro took into account in addressing
probl ens associated with Korbel’s S corporation status, at |east

to the extent that Dr. Spiro’s discount relates to the sane |ack
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of control problem? Thus, we view Drs. Bajaj and Spiro in
basi ¢ agreenent as regards the need for a discount for |ack of
control, which we view as a mnority status discount.

(2) Discount for Brown-Forman’s ROFR

Bot h experts agree that sonme discount for the ROFR i s
warranted. Dr. Spiro includes the ROFR as part of his basic
15-percent liquidity discount, Dr. Bajaj as part of his
addi ti onal 10-percent discount for both the ROFR and the mnority
interest’s lack of control.

Dr. Bajaj views the ROFR as a much nore serious inpedi nent
to marketability than does Dr. Spiro. He argues that, because of
its ROFR, Brown-Forman is always a potential bidder for an
avai | abl e bl ock of Korbel stock. He further argues that, because
it had been the sole distributor of Korbel chanpagne and brandy
for a nunber of years, Brown-Fornman knows nore about Korbel than
any potential outside bidder. As a result, any other outside
bi dder woul d have to expend a great deal of effort and noney to
even approach Brown-Forman’s know edge | evel concerning Korbel,

W thout which it may offer too little and risk losing out to
Br own- Forman, or too nuch and risk making a bad deal. Al so,

because Brown-Forman has a special interest in retaining its sole

4 Dr. Spiro also states that, as an S corporation, Korbel
is subject to several restrictions inpairing liquidity, including
restrictions on the nunber and type of persons that can be
sharehol ders. Neverthel ess, he views S corporation status as a
benefit and fails to quantify the rel evant advant ages and
di sadvant ages.
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distributor position, it will have a tendency to drive up the
price beyond what a potential buyer would be willing to pay based
upon the present value of anticipated cashflows. According to
Dr. Bajaj, both of those factors act as a significant deterrence
to woul d-be bidders for the shares, and, therefore, they reduce

t he val ue of the shares.

In his rebuttal testinmony, Dr. Spiro responds that Korbel is
not “such a conpl ex organi zation that the costs of analyzing the
conpany for bidding purposes would be prohibitively high.”

Dr. Spiro argues that Dr. Bajaj’s concerns regardi ng Brown-
Forman’s ROFR “are nore appropriately applied to * * * [conpl ex
hi gh-tech conpani es] where the * hidden’ value of * * *

[intell ectual property] can make accurate analysis difficult and
expensive, especially for an outsider.” Dr. Spiro agrees,
however, that sone discount is warranted for the ROFR and, as
not ed above, has included it as part of its basic 15-percent
liquidity discount.

(3) Amunt of Additional Discounts

We agree with Dr. Bajaj that an additional 10-percent
di scount for Brown-Forman’s ROFR and the purchaser’s |ack of
control over future dividend-liquidation policy (i.e., the
purchaser’s mnority status) is warranted. W ascribe nost of
that discount to the mnority status issue, which both Drs. Bajaj

and Spiro agree deserves recognition. Both Drs. Bajaj and Spiro
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al so believe that the ROFR woul d reduce val ue, but disagree both
as to rationale and quantum W are satisfied that sone anopunt
of discount is attributable to the ROFR and that 10 percent is an
appropriate discount for both the ROFR and t he purchaser’s
mnority status, given Dr. Spiro’'s addition of a 10-percent
di scount for only Korbel’s status as an S corporation.

(4) AVG s Discounts Fromthe Value of Nonoperating
Asset s

Dr. Bajaj applied an overall 35-percent marketability
di scount to his total valuation of Korbel, which included
nonoperating assets. Dr. Spiro applied a 25-percent liquidity
di scount to his valuation of Korbel, not including nonoperating
assets. As noted supra p. 37, he then applied separate
addi tional discounts to what he consi dered nonoperating assets.
W reject Dr. Spiro’'s 25-percent mnority discount applied to
“excess cash” on the basis of our finding that Korbel retained no
excess cash as of the valuation date. W also reject Dr. Spiro’s
43. 75- percent conmbination mnority/liquidity discount applied by
himto the excess land in favor of Dr. Bajaj’s 35-percent overal
di scount applied to his total valuation of Korbel, including such
excess land. W see no reason to limt a mnority discount to
particul ar assets of Korbel even if they are nonoperating assets
and, therefore, nore readily available for distribution to
sharehol ders than are Korbel’'s operating assets. As we observed

in Estate of Fleming v. Commi ssioner, T.C Meno. 1997-484, a
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mnority discount generally “reflects the mnority sharehol der’s
inability to conpel |iquidation and thereby realize a pro rata
share of the corporation’s net asset value”; i.e., the mnority
sharehol der’ s share of total corporate net asset val ue.

C. Concl usion

On the basis of the foregoing application of the DCF nethod,
taking into account certain discounts, we find that the fair
mar ket val ue of the shares as of the valuation date was
$20, 269, 736, or $32,174 a share. See Appendi x.

VI . Concl usion

We shall redetermne a deficiency in Federal estate tax
comensurate with our finding that the value of the shares as of

t he val uati on date was $20, 269, 736.

Deci sion will be entered

under Rul e 155.
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Appendi x:
Val uation of 630 Shares of R Korbel & Bros., as of 2/15/95
Projected Itens 1994 1995 1996 1997 1998 1999
Sal es $82, 757, 920 $86, 482, 026 $89,941, 307  $93,089, 252  $95,881,929  $98, 758, 386
Net | ncone
Pre-Tax I ncone 10, 637, 289 11, 062, 780 11, 449, 977 11, 793, 477 12, 147, 281
(@12.3% op. margin)
I ncone Taxes (@1.5% (159, 559) (165, 942) (171, 750) (176, 902) (182, 209)
Net | ncone 10, 477, 730 10, 896, 838 11, 278, 227 11, 616, 575 11, 965, 072
Cashf | ow Adj ustnents
+ Depreci ation 3, 286, 317 3,417,770 3,537, 391 3,643,513 3,752, 819
(3.8% of sal es)
(-) Working Capital Additions (2,048, 258) (1,902, 605) (1,731, 370) (1, 535,972) (1,582, 051)
(55% of increnental sales)
(-) Capital Expenditures (4, 000, 000) (4, 000, 000) (4, 000, 000) (4, 000, 000) (4, 000, GO0
Yearend Cashfl ow 7,715,789 8,412,003 9, 084, 248 9,724,116 10, 135, 840
Di scount Rate (WACO) 14. 22% 14. 22% 14. 22% 14. 22% 14. 22%
Present Val ue I nterest . 8755 . 7666 . 6712 . 5876 . 5145
Factor (1/(1.1422)")
Present Val ue of Cashfl ows 6, 755, 173 6, 448, 641 6, 097, 347 5,713, 891 5, 214, 890
Total Present Val ue of Cashfl ows $30, 229, 942
Present Val ue of Reversion:
10, 135, 840 (1.03/.1422-.03) 47,861, 436
(1 + .1422)5%)
=10, 135, 840 (4.722)
Present Val ue of Operating
Asset s 78,091, 378
Val ue of Nonoperating Assets 5,517, 000
Long- Ter m Debt (4,918, 000)
Enterpri se Val ue of Korbel (w o discount) 78, 690, 378
Enterprise Val ue of Korbel with 35% Di scount 51, 148, 745
Val ue of 39.629% i nterest (630 shares) 20, 269, 736
Val ue of each share 32,174
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