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T.C. Meno. 2003-280

UNI TED STATES TAX COURT

PETER S. PERACCHI O, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 10470-01. Fil ed Septenber 25, 2003.

P transferred limted partner interests in a
famly limted partnership (PT) to a famly trust (T)

pursuant to two separate transactions. In one of the
transactions, P transferred a 45.47-percent |imted
partner interest to T for no consideration. 1In the

ot her transaction, P transferred a 53. 48-percent
limted partner interest to T in exchange for T's
prom ssory note in the anmount of $646, 764.

Hel d: Fair market value of the transferred PT
interests determ ned. See sec. 2512, |.R C

Eric M Neneth, Mchael J. Mil cahy, and Brian C.

Bernhardt, for petitioner.

John W Stevens, for respondent.




-2 -
MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HALPERN, Judge: By notice of deficiency dated May 25, 2001
(the notice of deficiency), respondent determ ned a deficiency in
Federal gift tax for cal endar year 1997 with respect to
petitioner in the amount of $328,317. Petitioner tinmely filed a
petition for redeterm nation. The dispute involves the val ue of
interests in a famly limted partnership transferred by
petitioner to a famly trust.

Unl ess otherw se noted, all section references are to the
| nternal Revenue Code in effect on the date of the transfers, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. All dollar anobunts have been rounded to the nearest
dol | ar.

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. At the tine he filed the petition, petitioner
resided in G osse Pointe Wods, M chigan.

Fornati on of the Trust and the Partnership

On Novenber 25, 1997 (the valuation date), petitioner, as
settlor, and petitioner’s wife, as trustee, executed a trust
agreenent creating the Peracchio Fam |y Trust (the trust). On
the sanme day, petitioner, the trust, and petitioner’s son, John
R Peracchi o, executed an agreenment of |imted partnership (the

partnership agreenent) with respect to Peracchio Investors, L.P.
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a Delaware limted partnership (the partnership). Petitioner
contributed cash and securities with a designated val ue of
$2,013,765 to the partnership in exchange for a 0.5-percent
general partner interest and a 99.4-percent limted partner
interest in the partnership, which, collectively, represented
2,013.765 partnership units. Petitioner’s son contributed $1, 000
to the partnership in exchange for a 0.05-percent general partner
interest in the partnership, which represented one partnership
unit. The trust contributed $1,000 to the partnership in
exchange for a 0.05-percent |imted partner interest in the
partnership, which also represented one partnership unit.

Transfers of Partnership Units

Al so on the valuation date, petitioner nade three transfers
of partnership units. Petitioner gratuitously transferred 9.0788
partnership units (representing 0.45 percent of all partnership
units outstanding) to his son, to be held in the capacity of a
general partner. Petitioner also gratuitously transferred
916. 667 partnership units (representing 45.47 percent of al
partnership units outstanding) to the trust, to be held in the
capacity of alimted partner. Petitioner transferred an
additional 1,077.9409 partnership units (representing 53. 48
percent of all partnership units outstanding) to the trust, to be
held in the capacity of a limted partner, in exchange for the

trust’s promissory note in the anount of $646,764. After the
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foregoi ng transfers, the percentage ownership of the partnership
was as foll ows:

General Partners

Peter S. Peracchio 0. 05%

John R Peracchio 0. 50%
Limted Partners

Peter S. Peracchio 0. 45%

Peracchio Fam |y Trust 99. 00%

Tot al 100. 00%

Part nershi p Assets

The partnership’ s assets on the valuation date consi sted
entirely of cash and marketable securities.! The partnership’s
donestic stock portfolio on that date consisted of shares in 44
conpani es, wWith no apparent concentration in any particul ar
i ndustry.

Rel evant Provi sions of the Partnership Agreenent

Anmong ot her things, the partnership agreenment provides as
fol |l ows:

The partnership will continue in existence until Novenber
25, 2047 (the termnation date), unless sooner termnated in
accordance with the terns of the partnership agreenent. No

[imted partner may withdraw his capital fromthe partnership

! The partnership held certain narketabl e securities
indirectly through investnent funds, including “open-end’
i nvestment funds. W understand fromthe expert reports received
into evidence in this case that, although shares of open-end
i nvestment funds are not thenselves publicly traded, a hol der
t hereof generally can liquidate his investnent at any tine by
tendering his shares to the fund for repurchase at a price equal
to their pro rata share of the fund' s net asset val ue (NAV).
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prior to the termnation date wthout the witten consent of the
general partners.

Partners may freely transfer their partnership units to or
for the benefit of certain famly menbers and charitable
organi zations (permtted transferees). A partner desiring to
transfer his partnership units to sonmeone other than a permtted
transferee nust first offer those units to the partnership on the
sane terns and conditions. The partnership then has 30 days to
exercise its option to purchase such units. Regardless of the
identity of the transferee, no transferee of partnership units
can attain the legal status of a partner in the partnership
wi t hout the unani nous consent of all general partners.

Limted partners have no right to participate in the
managenent of the partnership’s affairs, and partnership
distributions are subject to the discretion of the general
partners.

The G ft Tax Return

Petitioner tinely filed Form 709, United States G ft (and
Ceneration Skipping Transfer) Tax Return, for 1997 (the Form
709). In a statenent attached to the Form 709, petitioner
reported his gratuitous transfer of 9.0788 partnership units to
his son at a value of $9,070. |In the same statenent, petitioner
reported his gratuitous transfer of 916.667 partnership units to
the trust at a value of $550,000. |In another attachnent to the

Form 709, petitioner disclosed that he had determ ned the val ue
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of his gratuitous transfer to the trust by (1) nultiplying the
nunber of partnership units transferred (916.677) by their
desi gnated “per unit” value of $1,000, and (2) applying a
conbi ned di scount of 40 percent (for lack of control and | ack of
mar ketability) to the resulting figure.

The Notice of Deficiency

By the notice of deficiency, respondent determ ned a
deficiency in Federal gift tax with respect to petitioner in the
anount of $328,317, based primarily on an increase in 1997
taxable gifts in the anmount of $797,843.2 Specifically,
respondent (1) increased the value of petitioner’s gratuitous
transfer to the trust from $550,000 to $916, 667, and (2)
determ ned an additional gift in the anmount of $431, 176,
representing the anmount by which, according to respondent, the
val ue of the additional 1,077.9409 partnership units transferred
by petitioner to the trust exceeded the consideration received
therefor.?

Respondent based his determ nation on four alternative

theories: (1) that the partnership | acks econom c substance and

2 Respondent also determined that, in preparing the Form
709, petitioner failed to account for $70,500 of taxable gifts
made in prior years. Petitioner does not dispute that
determ nation and has paid the portion of the asserted deficiency
(plus interest) attributable thereto.

3 Respondent did not adjust the value of petitioner’s
gratuitous transfer of 9.0788 partnership units to his son.
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t herefore should be disregarded for Federal gift tax purposes,
(2) that the partnership agreenent should be treated as a
restriction on the right to sell or use property (i.e., the
property underlying the transferred partnership units) which nust
be di sregarded under section 2703(a)(2) in determning the
Federal gift tax value of such property, (3) that the provision
in the partnership agreenment restricting a limted partner’s
ability to liquidate his interest by withdraw ng fromthe
partnership should be treated as an applicable restriction under
section 2704(b) which nmust be disregarded in determ ning the
Federal gift tax value of the transferred partnership units, and
(4) that in determning the fair market value of the transferred
partnership units under the general valuation rule of section
2512, no discounts for lack of control and |lack of marketability
are warranted. Respondent has since abandoned the first three of
those four alternative theories and has nodified his position
with respect to the remaining theory to allow for a 4. 4-percent
di scount for lack of control and a 15-percent discount for |ack
of marketability.

OPI NI ON

| nt r oducti on

W nust deternmine the fair nmarket value, as of the date of

transfer, of 45.47-percent and 53.48-percent limted partner
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interests (the gifted interest and the sold interest,*
respectively, and, collectively, the transferred interests) in
Peracchio Investors, L.P. (the partnership) transferred by
petitioner to the Peracchio Famly Trust (the trust) in separate
transactions occurring on Novenber 25, 1997 (the val uation date).
The parties agree that, because the partnership’'s assets on the
val uation date consisted entirely of cash and market abl e
securities, the partnership’s net asset value (NAV) on that date
is the appropriate starting point for determning the fair market
value of the transferred interests. The parties further agree
that, in valuing the transferred interests, it is appropriate to
di scount each interest’s pro rata share of the partnership’ s NAV
to reflect the lack of control and |lack of marketability inherent
inthe transferred interests. The parties disagree on the

magni tude of those discounts. For purposes of reporting the
value of the gifted interest on his Federal gift tax return and
establishing the consideration for the sold interest, petitioner
applied a conbined di scount of 40 percent. Respondent contends
that 4.4-percent and 15-percent discounts for |ack of control and
| ack of marketability, respectively, are appropriate, yielding a
conbi ned di scount (applying the separate discounts serially) of

18. 74 percent.

4 W use the term*“sold interest” solely for descriptive
convenience (i.e., without regard to the proper characterization,
for Federal gift tax purposes, of petitioner’s transfer of that
interest).
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Petitioner bears the burden of proof.®> Rule 142(a)(1).
1. Law
Section 2501(a) inposes a tax on the transfer of property by
gift. Section 2512(a) provides that, if a gift is made in
property, the value of the property on the date of the gift is
considered the anount of the gift. Section 25.2512-1, G ft Tax
Regs., provides that the value of property for Federal gift tax
purposes is “the price at which such 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
knowl edge of relevant facts.” The wlling buyer and willing
sell er are hypothetical persons, rather than specific individuals
or entities, and their characteristics are not necessarily the

sane as those of the donor and the donee. Est ate of Newhouse v.

Comm ssioner, 94 T.C. 193, 218 (1990) (citing Estate of Bright v.

> Petitioner does not raise the applicability of sec.
7491(a), which operates to shift the burden of proof to the
Comm ssioner in certain circunstances. See Rule 142(a)(2).
However, petitioner argues for the first tinme in his posttrial
reply brief that, under general principles of Federal tax |aw,
respondent bears the burden of proof on the ground that the
notice of deficiency is arbitrarily excessive and w t hout
foundation. As petitioner did not tinely raise that issue, we
decline to consider it. See, e.g., Gahamyv. Conm ssioner, 79
T.C. 415, 423 (1982) (“It is well settled that this Court w |
not consider issues raised for the first tinme on brief when to do
So prevents the opposing party from presenting evidence or
argunments that m ght have been presented if the issue had been
tinely raised.”).
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United States, 658 F.2d 999, 1006 (5th Cr. 1981)).° The

hypot hetical willing buyer and willing seller are presuned to be
dedi cated to achieving the maxi num econom ¢ advantage. Estate of

Newhouse, supra at 218.

[, Expert Opi ni ons

A. | nt roducti on

In this case, the parties rely exclusively on expert
testinony to establish the appropriate discounts to be applied in
determining the fair market value of the transferred interests.

O course, we are not bound by the opinion of any expert wtness,
and we nay accept or reject expert testinony in the exercise of

our sound judgnent. Helvering v. Natl. Gocery Co., 304 U S

282, 295 (1938); Estate of Newhouse v. Conmm Ssioner, supra at

217. Although we may | argely accept the opinion of one party’s

expert over that of the other party’ s expert, see Buffalo Tool &

D e Manufacturing Co. v. Conm ssioner, 74 T.C. 441, 452 (1980),

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

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

562 (1986). Finally, because valuation necessarily involves an
approxi mation, the figure at which we arrive need not be directly

traceable to specific testinmony if it is within the range of

6 Although the cited cases involved the Federal estate tax,
it is well settled that the Federal estate tax and the Federal
gift tax, being in pari materia, should be construed together.
See, e.g., Shepherd v. Conm ssioner, 283 F.3d 1258, 1262 n.7
(11th Gr. 2002) (citing Harris v. Conm ssioner, 340 U S. 106,
107 (1950)), affg. 115 T.C. 376 (2000).
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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. Petitioner’'s Experts

Petitioner offered Tinothy R Dankoff and Charles H Stryker
as expert witnesses to testify concerning the value of the
transferred interests. M. Dankoff is a partner in Plante &
Moran, LLP, an accounting and managenent consulting firm He is
accredited as a senior appraiser by the Anmerican Society of
Appr ai sers and has been involved in business valuation activities
since 1986. M. Stryker is a partner in the valuation and
apprai sal group of BDO Seidman, LLP, an accounting and consulting
firm He has been perform ng val uation services for
approxi mately 25 years. The Court accepted M. Dankoff and M.
Stryker as experts in valuation and received into evidence as
their expert testinony their respective witten anal yses
regarding the value of the transferred interests.

In his witten report, M. Dankoff concludes that, based on
a 7.7-percent mnority interest discount and a 35-percent
mar ketabi ity discount, the fair market values of the gifted
interest and the sold interest on Novenber 30, 1997 (5 days after
the valuation date), were $550,000 and $646, 764, respectively.

M. Stryker concludes in his witten report that, based on a 5-
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percent mnority interest discount and a 40-percent marketability
di scount, the fair market value of the gifted interest on the
val uati on date was $522,609. M. Stryker did not separately
calculate the fair market value of the sold interest.

C. Respondent’s Expert

Respondent offered Francis X. Burns as an expert witness to
testify concerning the value of the transferred interests. M.
Burns is managing director of InteCap, Inc., a financial
consulting firmthat specializes in valuation services. He has
been perform ng val uation services for approximately 15 years and
has testified as an expert in several valuation cases. The Court
accepted M. Burns as an expert in valuation and received into
evidence as his expert testinony his witten anal ysis regarding
the value of the transferred interests.

In his witten report, M. Burns concludes that, based on a
4.4-percent mnority interest discount and a 15-percent
mar ketabi ity discount, the fair market values of the gifted
interest and the sold interest on the valuation date were
$742,071 and $872, 794, respectively.

| V. Di scussi on

A. Net Asset Val ue of the Partnership

M. Dankoff’s firmvalued the assets petitioner contributed
to the partnership (the contributed assets) at $2,013,765. In

his witten report, M. Dankoff acknow edges that such figure
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(upon which petitioner’s other expert, M. Stryker, relied as
well)” is based on val ues reported in brokerage account
statenents as of Novenber 30, 1997 (5 days after the valuation
date). Respondent’s expert, M. Burns, concludes in his witten
report that the value of the contributed assets on the val uation
date was $2,008,370.8 W accept M. Burns’s conclusion in that
regard.® Taking into account the $2,000 in cash contributed by
the other partners of the partnership, we conclude that the
partnership’s NAV on the val uation date was $2, 010, 370.

B. Mnority Interest (Lack of Control) D scount

1. | nt r oducti on

Pursuant to the partnership agreenent, a hypothetical buyer
of all or any portion of the transferred interests would have
l[imted control of his investnent. For instance, such holder (1)
woul d have no say in the partnership’ s investnent strategy, and
(2) could not unilaterally recoup his investnment by forcing the
partnership either to redeemhis interest or to undergo a

conplete liquidation. The parties agree that the hypothetical

" M. Stryker also inappropriately added approxi mately $640
of interest earned by the partnership in Decenber 1997

8 M. Burns actually identifies that figure as the
partnership’s NAV. |In doing so, he overlooks the $2, 000
contributed by the other partners, which the parties have
sti pul at ed.

® Although the parties stipulated that, for purposes of the
noti ce of deficiency, respondent relied on the valuation of the
contributed assets by M. Dankoff’s firm the parties did not
stipulate the accuracy of that figure.
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“Wlling buyer” of a transferred interest would account for such
| ack of control by demandi ng a reduced sales price; i.e., a price
that is less than the interest’s pro rata share of the
partnership’s NAV.

2. Conparison to dosed End | nvest nent Funds

a. Overview

Each expert wtness determned a minority interest discount
for the transferred interests by reference to shares of publicly
traded, closed end investnent funds, which typically trade at a
di scount relative to their share of fund NAV.® The idea is
that, since such shares (by definition) enjoy a high degree of
mar ketabi lity, those discounts nust be attributable, at least to
sone extent, to a mnority shareholder’s |lack of control over the

i nvest nent fund. 1!

10 We understand fromthe expert reports received into
evidence in this case that, unlike a sharehol der of an open-end
fund (and simlar to a holder of a limted partner interest in
the partnership), a sharehol der of a closed end fund cannot
obtain the liquidation value of his investnent (i.e., his pro
rata share of the fund’s NAV) at will by tendering his shares to
the fund for repurchase.

11 That there are other factors involved in the pricing of
cl osed end fund shares is evidenced by the fact that shares of
sone funds trade at a premiumrelative to their share of fund
NAV. In his witten report, M. Burns suggests that positive
pricing factors include heightened investor interest in the
specific attributes of a fund, while additional negative pricing
factors (i.e., in addition to |ack of control) include fund
managenent fees and adm nistration fees. Absent any further
refinenment of the data contained in the record, we assune that,
w thin each sanple of closed end funds we consider in our
anal ysis, such positive factors and additional negative factors

(continued. . .)
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Both M. Dankoff and M. Burns determne a mnority interest
di scount factor for each type of investnent held by the
partnership, based (to the extent possible) on discounts observed
in shares of closed end funds holding simlar assets.!? They
then determne their respective mnority interest discounts for
the transferred interests by cal culating the weighted average of
such factors, based on the partnership’s relative hol di ngs of
each asset type. That is an approach we have previously followed
in the context of investnent partnerships, see McCord v.

Commi ssioner, 120 T.C. 358, 376-387 (2003), and we shall do so

agai n here.

b. Part nershi p Asset Cateqories

Both M. Dankoff and M. Burns divide the assets of the
partnership into five basic categories: cash and noney market
funds, U S. Governnent bond funds, nunicipal bonds, donestic
equities, and foreign equities. W utilize those categories in
our analysis, except that we divide the “nunicipal bonds”

category into “national” and “M chi gan” subcategori es.

(... continued)
roughly offset each ot her.

2 Al't hough petitioner’s other expert, M. Stryker,
purports to derive his mnority interest discount fromdiscounts
observed in shares of closed end funds, his nethodol ogy is
conparatively both inprecise (his 5-percent discount is not
statistically derived from observed di scounts) and i nconplete (he
considers only donestic equity funds). For those reasons, we
give no weight to that portion of M. Stryker’s testinony.
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C. Part nership Assets in Each Cateqgory

In his witten report, M. Burns includes a list of
partnership investnents (and their values as of the valuation
date) by asset category. That list, as nodified by the
af orenenti oned refinenent of the “nunicipal bonds” category and
two additional classification changes®® (as well as the addition
of $2,000 to the “Cash and Money Market Funds” category to
reflect contributions by partners other than petitioner, see
supra note 8), yields the following profile of partnership assets

as of the valuati on date:

Asset Type EwW Per cent age

Cash & noney market funds $883, 622 44.0
U.S. Governnent bond funds 7,988 0.4
State & local bonds (M) 41, 750 2.1
Nat|. Muni bond funds 101, 145 5.0
Donestic equities 877,179 43. 6
Foreign equities 98, 686 4.9

Tot al $2, 010, 370 100.0

d. Date of Price/ NAV Dat a

Both M. Dankoff and M. Burns obtain their closed end fund
data fromtabl es prepared by Lipper Analytical Services (Lipper)
and published in Barron’s. However, M. Dankoff relies on data

as of COctober 24, 1997, while M. Burns utilizes data as of

13 Because “noney market fund” is a termof art, see 17
C.F.R sec. 270.2a-7(b) and (c) (1997), we have al so reclassified
“Fidelity M Muni Mney Market” and “Short Term | ncone Fund-
Govt.” (listed by M. Burns as a municipal bond fund and a U. S.
Gover nnent bond fund, respectively) as noney market funds, which
is how they are classified in brokerage statenents introduced
into evidence.
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Novenber 21, 1997. Absent any explanation from M. Dankoff as to
why it would be nore appropriate for us to use his | ess
cont enpor aneous data, we utilize M. Burns’ price and NAV data in
our anal ysi s.

e. Sanples of dosed End Funds

i. Cash and Money Market Funds

Both M. Dankoff and M. Burns inplicitly recogni ze the | ack
of an appropriate sanple of closed end funds fromwhich to derive
a mnority interest discount factor for the “cash and noney
mar ket funds” asset category. In his witten report, M. Dankoff
assigns a 5-percent discount factor to that asset category and
notes that such figure is “[j]udgnmentally determ ned recogni zi ng
the relative risk/return tradeoff of this asset category vis a
vis U S. Governnent Bond Funds”. M. Burns assigns a 2-percent
di scount factor to the “cash and noney market funds” asset
category, noting w thout further explanation that such figure is
an estimate. Wiile we find neither expert persuasive on this
issue, we utilize a 2-percent discount factor in our analysis on
the grounds that (1) respondent has effectively conceded that a
di scount factor of up to 2 percent would be appropriate, and (2)
petitioner has failed to carry his burden of persuading us that a

figure in excess of 2 percent would be appropriate.
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ii. U.S. Gvernnent Bond Funds'*

M. Burns’ witten report includes a copy of the
af orenenti oned Li pper closed end fund table published in the
Novenber 24, 1997, edition of Barron's (the Lipper table). That
table lists 13 funds under the heading “U S. Gov't Bond Funds”
and contains NAV data for 12 of those funds.®® M. Dankoff
w nnows that sanple to seven unidentified funds, apparently on
the basis of “outliers and asset honpgeneity with the subject
assets”. M. Dankoff offers no data in support of his refinenent
of the sanple, and we see no obvious “outliers” in the group.
Accordingly, we include in our sanple (as did M. Burns) all 12
of the funds for which NAV data is set forth in the Lipper table.

iii. State and Local Bonds (M chi gan)

The Lipper table lists five Mchigan funds under the headi ng
“Single State Muni Bond”. W include in our sanple (as did M.

Dankof f, apparently) all five of those funds.®

14 The partnership’s lone investrment in U S. Governnent
bonds on the valuation date was itself in the formof shares of a
cl osed end investnent fund, Putnam | ntermnedi ate Governnent (PGT).
VWiile it may be nore appropriate under these circunstances sinply
to utilize that fund s price-to-NAV di scount in our analysis
(rather than a discount derived froma sanple of funds), the
record does not contain that information.

15 See supra note 14.

6 At hough M. Dankoff does not identify the funds
included in his sanple, he does indicate that his sanple contains
five funds. M. Burns did not create a separate sanple of single
State funds invested in M chigan-based obligations.
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iv. Nat i onal Muni ci pal Bond Funds

The Lipper table lists 99 funds under the heading “Nati onal
Muni Bond Funds” and contains NAV data for 81 of those funds. As
we see no obvious outliers in the data, we include all 81 of
t hose funds in our sanple.?

V. Donestic Equities

The Lipper table lists 24 funds under the heading “General
Equity Funds” and 21 funds under the heading “Specialized Equity
Funds”. M. Dankoff apparently included both types of funds in
his sanple, which is conprised of 44 funds. M. Burns, on the
other hand, limted his sanple to general equity funds. As
referenced in our findings of fact, the partnership’s donestic
stock portfolio was wdely diversified on the valuation date. W
therefore follow M. Burns’ lead and Iimt our sanple to genera
equity funds. W further limt our sanple by excluding two funds
fromthe Lipper table which were trading at unusual ly high
premuns relative to the other donestic equity funds listed in

t hat table.®

7 We cannot deduce fromthe record whether M. Burns
included all 81 of those funds in his sanple. However, we note
that the average discount of M. Burns’s sanple (3.3 percent) is
very close to the average di scount of our sanple (3.4 percent).

M. Dankoff did not create a separate sanple of national
muni ci pal bond funds.

18 Shares of “MS Special Val” (MFV) and “NAIC G owt h”
(GRF) were trading at premuns of 27.3 percent and 51.3 percent,
respectively. No other general equity fund listed in the Lipper
(continued. . .)
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Vi . Foreign Equities

The Lipper table lists 91 funds under the heading “Wrld
Equity Funds” and contains NAV and price data for 89 of those
funds.®® Unlike M. Burns, we exclude fromour sanple three
funds fromthe Lipper table which were trading at unusually high
premuns relative to the other foreign equity funds listed in
that table.?°

f. Representative Discount Wthin the Range of Sample

Fund Di scounts

M . Dankoff cal cul ates the nean (average) discount and the
medi an (m dpoint) discount with respect to each of his fund
sanples. In each instance, the nedian discount is greater than
the mean discount. M. Dankoff opts to use the nedian, rather
than the nmean, discount with respect to each sanple for purposes

of determning a mnority interest discount factor for each

18( .. continued)
table was trading at a premumgreater than 11.1 percent.

By contrast, discounts anong general equity funds listed in
t he Li pper table showed | ess variation, ranging from 2.1 percent
to 26.4 percent and averaging 12.8 percent.

19 M. Dankoff inexplicably derives his sanple fromthe
“Wrld I ncome Funds” (gl obal bond funds) l|isted by Lipper.

20 Shares of “Thai Capital” (TC, “Malaysia” (M), and
“Thai” (TTF) were trading at premuns of 35.1 percent, 36
percent, and 55.7 percent, respectively. No other world equity
fund listed in the Lipper table was trading at a prem um greater
than 21.9 percent.

By contrast, discounts anong world equity funds listed in
t he Li pper table showed | ess variation, ranging from 1.6 percent
to 31.3 percent and averaging 16.8 percent.
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correspondi ng asset category of the partnership. At trial, he
testified that nedians “in nmy opinion are often nore rel evant
[than neans] because it takes outliers out of the equation”.
However, M. Dankoff’s witten report suggests that he may have
accounted for outliers (by excluding themfromhis sanples) prior
to determ ning sanple nedians: “After adjusting for outliers and
asset honogeneity with the subject assets, we then cal cul ated a
wei ght ed average nedi an discount”. In any event, M. Dankoff
eventual |y conceded at trial that “1I don't think |I have a good
reason as to why one was better than the other, and | think
ei ther one [nedian or nean] could have been used.” Because it
seens nore straightforward to us to account for obvious outliers
by excluding themfromthe sanples in question, we utilize the
mean di scount from each of our sanples as the mnority interest
di scount factor for each correspondi ng asset category of the
part nershi p.

g. Mnority Interest Discount Factor for Each Asset
Cat egory

Based on the nethodol ogy descri bed above, we concl ude that
the appropriate mnority interest discount factors for the

partnership asset categories are as foll ows:

Asset Type Di scount Fact or
Cash & noney nmarket funds 2. 0%
U. S. Governnent bond funds 6. 9%
State & |l ocal bonds (M) 3.5%

Natl. Muni bond funds 3.4%



Donestic equities 9. 6%
Foreign equities 13. 8%

3. Determ nation of the Mnority Interest D scount

The mnority interest discount factors determ ned above

yield a wei ghted average di scount of 6.02 percent, determ ned as

fol | ows:

Per cent Per cent

Per cent D sc. Wei ght ed

Asset Type of NAV Fact or Aver age
Cash & noney nmarket funds 44.0 2.0 0. 88
U.S. Governnent bond funds 0.4 6.9 0. 03
State and | ocal bonds (M) 2.1 3.5 0. 07
Nat|. Muni bond funds 5.0 3.4 0.17
Donestic equities 43. 6 9.6 4.19
Foreign equities 4.9 13.8 0. 68
Di scount 6. 02

Roundi ng to the nearest percentage point, we conclude that the
appropriate mnority interest discount for the transferred
interests is 6 percent.

C. Mar ketability Di scount

1. | nt roducti on

The parties agree that, to reflect the |ack of a ready
mar ket for the transferred interests, an additional discount
shoul d be applied to the partnership’s NAV (after applying the
mnority interest discount) for purposes of determning the fair
mar ket val ue of those interests. Such a discount is commonly
referred to as a “marketability discount”. The parties disagree
on the appropriate nmagnitude of that discount in the context of

the transferred interests.
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2. Anal yses of Petitioner’s Experts

a. General Approach

Both M. Dankoff and M. Stryker start with a benchmark
di scount or range of discounts and then determ ne, based on the

factors we anal yzed in Mandel baum v. Conmm ssioner, T.C Meno.

1995- 255, affd. w thout published opinion 91 F.3d 124 (3d G r
1996), whether the marketability discount for the transferred
interests should be greater than, less than, or equal to (or
within) the benchmark di scount (or range of discounts). Because
we are unpersuaded by either expert’s determ nation of the
appropriate benchmark (starting point), we give little weight to
their respective anal yses.

b. M. Dankoff’'s Analysis

In his witten report, M. Dankoff states that, in

Mandel baum v. Commi ssi oner, supra, the Tax Court “established a

benchmark | ack of marketability discount range of 35%to 45%.
He subsequently states that he anal yzed the factors we revi ewed

i n Mandel baum “as they relate to the subject Partnership in order

to determ ne whether the Partnership’s |lack of marketability

di scount shoul d be above, below or wthin the range indicated by
t he benchmark range of 35%to 45% " Thus, although M. Dankof f
refers to nunerous enpirical studies elsewhere in his report, he
derives his quantitative starting point (35 percent to 45

percent) fromthe Mandel baum case.
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To the extent M. Dankoff believes that the benchmark range

of discounts we utilized in Mandel baum v. Commi ssioner, supra, isS

controlling in this or any other case, he is mstaken.? Nothing

i n Mandel baum suggests that we ascertained that range of

di scounts for any purpose other than the resolution of that case.
To the contrary, we specifically stated that we were using the
upper and lower |imts of that range “as benchnmarks of the

mar ketability discount for the shares at hand.” (Enphasis

added.) If, instead, M. Dankoff sinply believes that such range
of discounts is equally appropriate under the facts of this case,
he offers no justification whatsoever for that view. W believe
he woul d be hard pressed to do so; the entity at issue in

Mandel baum an establi shed operating conpany, bears little

resenbl ance to the partnership. 22

2l Petitioner’s counsel indeed asserts in his posttrial
brief that Mandel baum v. Comm ssioner, T.C Meno. 1995-255, affd.
Wi t hout published opinion 91 F.3d 124 (3d G r. 1996), “sets a
benchmark for |ack of marketability discounts in the range of 35%
to 45%, suggesting his belief that the Court in Mandel baum
established a | egal standard in that regard to be followed in
subsequent cases.

22 Petitioner indeed states in his posttrial reply brief
that “Petitioner did not rely on the factual basis of Mandel baum
or claimthat the instant case should be simlarly deci ded based
on factual simlarities”.
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C. M. Stryker’'s Analysis

In his witten report, M. Stryker cites a series of
enpirical studies known as restricted stock studies, ?® which,
according to him “center around a 30% marketability di scount for
transfers of restricted stock.” After analyzing the factors we

reviewed i n Mandel baum v. Conmmi ssioner, supra,? M. Stryker

concl udes that “a discount of 40% was applicable to the freely
traded value of Peracchio’'s interests. (10 percentage points
hi gher than the private placenent studies.)” Thus, M. Stryker
derives his quantitative starting point (30 percent) from
restricted stock studies.

While restricted stock studies certainly have sone probative
value in the context of marketability di scount analysis, see,

e.g., MCord v. Conm ssioner, 120 T.C at 390-393, M. Stryker

makes no attenpt whatsoever to anal yze the data fromthose
studies as they relate to the transferred interests. Rather, he
sinply lists the average di scounts observed in several such

studies, effectively asking us to accept on faith the prem se

2 Restricted stock studies (also referred to by M.
Stryker as private placenent studies) conpare the private-market
price of restricted shares of public conpanies (i.e., shares
t hat, because their issuance was not registered with the
Securities and Exchange Comm ssion (SEC), generally cannot be
sold in the public market for a certain period of tinme wthout
SEC registration) with the coeval public-market price of such
conpani es’ unrestricted shares.

24 M. Stryker also considers factors discussed in Rev.
Rul . 77-287, 1977-2 C.B. 319, which are generally subsunmed w thin
t he Mandel baum fact ors.
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that the approxi mate average of those results provides a reliable
benchmark for the transferred interests. Absent any anal ytical
support, we are unable to accept that prem se, particularly in
[ight of the fundanental differences between an investnent
conpany hol ding easily val ued assets (such as the partnership)
and the operating conpanies that are the subject of the
restricted stock studies.

3. Analysis of Respondent’s Expert

Unfortunately, M. Burns does not offer a satisfactory
alternative to the i nadequate anal yses of petitioner’s experts.
Following a brief analysis of six factors “that may influence the
size of the marketability discount”, he concludes in his witten
report:

It is reasonable to assune that a negotiation between
buyer and seller would initially focus on a di scount
for lack of marketability in the range of 5%to 25% A
di scount above this range would not be justified for a
conservati vel y-managed partnershi p hol ding highly

i quid marketabl e securities and cash investnents;
whil e a di scount bel ow the range woul d i gnore the costs
and effort that mght be required to find a wlling
buyer. | believe that a fair outconme of such a
negoti ati on between buyer and seller would entail an
adj ust ment of approximately 15%to refl ect

mar ket abi l ity concerns.

In his testinmony at trial, M. Burns confirnmed that the
lower Iimt of his suggested range of discounts (5 percent)
represents the typical sales conm ssion charged by brokers of
interests in private limted partnerships. However, he also

testified that an additional discount (unspecified in degree)
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woul d be warranted to account for the admttedly thin nature of

t hat secondary market. Regarding his suggested upper limt of 25
percent, M. Burns essentially testified that such figure derives
fromhis attenpt “to extricate sonmehow * * * fromthe restricted
stock studies” the portion of the observed di scount |evel which,
in his opinion, readily translates to the transferred interests.
G ven the lack of quantitative evidence in support of that
attenpt, as well as M. Burns’s tacit acknow edgnent that the
lower Iimt of his suggested range of discounts is understated,
we are not persuaded by his opinion that the appropriate range of
mar ketabi ity discounts for the transferred interests is 5 to 25
percent. W are even less inpressed by his arbitrary selection
of the m dpoint of that range (15 percent) as his suggested

di scount.

4. Determ nation of the Marketability D scount

Havi ng expressed our dissatisfaction with the experts’
respecti ve anal yses, we nust neverthel ess determ ne an
appropriate marketability discount for the transferred interests.
As not ed above, respondent’s expert states in his witten report
that a marketability di scount above 25 percent woul d not be
justified for an entity with the characteristics of the
partnership. W treat that statenment as a concession that a
mar ketabi ity di scount of up to 25 percent (rather than the

arbitrarily selected 15 percent) would be appropriate for the



- 28 -

transferred interests. Because petitioner has failed to carry
hi s burden of persuading us that a figure in excess of 25 percent
woul d be appropriate, we utilize a 25-percent marketability

di scount for purposes of determning the fair nmarket val ue of the
transferred interests.

D. Val uation Concl usion

We conclude that the fair market values of the gifted
interest and the sold interest on the valuation date were

$644, 446 and $757,972, respectively, determ ned as foll ows:?®

Total NAV $2, 010, 370
1 percent of NAV 20, 104
Less: 6-percent mnority

i nterest discount (1, 206)
Mar ket abl e val ue 18, 898
Less: 25-percent

mar ket abi ity di scount (4,725)
FMWV of 1-percent interest 14,173
FMWV of 45.47-percent interest 644, 446
FMWV of 53.48-percent interest 757,972

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

2> For ease of conputation, we determ ne the fair market
value of a 1l-percent interest.



