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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HALPERN, Judge: By notice of deficiency (the notice),
respondent determ ned a deficiency of $6,990,720 in Federal
estate tax due fromthe estate of Loui se Paxton Gl l agher
(decedent). The only issue for decision is the fair market val ue
of 3,970 nmenbership interests (units) in Paxton Media G oup, LLC
(PM5), a Kentucky limted liability conpany (L.L.C. ), included in
decedent’ s gross estate.

Unl ess otherw se stated, 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. W round all anpunts to the nearest dollar.

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. The parties agree that venue for appeal of a
decision in this case would lie in the U S. Court of Appeals for
the Eleventh Circuit.!?

Backgr ound
Decedent died on July 5, 2004 (the valuation date). Anmong

the assets includable in her gross estate are 3,970 units of PMG

The parties to a Tax Court decision may by stipulation in
writing designate the U S. Court of Appeals in which an appeal of
the decision would lie. See sec. 7482(b)(2).
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(decedent’s units or the units). As of the valuation date,
decedent’ s estate was PM5 s |argest single unit hol der, holding
15 percent of the conpany’ s 26,439 outstanding units.

On Septenber 30, 2005, the co-personal representatives of
decedent’ s estate, Frederick Gordon Spoor (petitioner) and J.
Frederick Paxton, filed a Form 706, United States Estate (and
CGeneration- Ski pping Transfer) Tax Return (the return) on behal f
of decedent’'s estate. The return stated that the fair market
val ue of decedent’s units as of the valuation date was
$34, 936, 000, or $8,800 per unit, based upon a July 12, 2004,
apprai sal of the conpany’s units by David M chael Paxton (M.
Paxton), PMG s president and chief executive officer.2 They did
not elect alternative valuation under section 2032. Upon J.
Frederick Paxton’s death, petitioner becanme the sol e personal
representative of decedent’s estate.

Respondent selected the return for exam nation, and, on June
13, 2007, petitioner received respondent’s notice of proposed
adj ustnent, which proposed $49, 500, 000 as the fair market val ue
of decedent’s units as of the valuation date. After unsuccessful

settl enment negotiations with respondent® and an appeal request to

2The personal representatives also nade a sec. 6166 el ection
on the return, choosing to defer paynent of the qualifying estate
t ax.

SAfter the negotiations failed, respondent sent petitioner
an anended notice of proposed adjustnent, dated Cct. 4, 2007.
(continued. . .)
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respondent’s Appeals Ofice, petitioner obtained an i ndependent
apprai sal from Sheldrick, MGCGehee & Kohler, LLC (SMK), appraising
the units at $26, 606,940 as of the valuation date. On June 6,
2008, respondent issued the notice, confirmng the notice of
proposed adjustnment and valuing the units at $49, 500, 000 as of
the valuation date. On July 8, 2008, petitioner filed a petition
with this Court for redeterm nation of the deficiency, relying on
the SMK appraisal’s fair market val ue determ nation

Before the start of trial, petitioner hired another
apprai ser, Richard C. My, who val ued decedent’s units at
$28, 200, 000 as of the valuation date. On Novenber 19, 2009,
petitioner filed an anmendnent to the petition to reflect this new
appraisal. Before trial, respondent hired Klaris, Thonmson &
Schroeder, Inc. (KTS), to value decedent’s units as of the
val uati on date; KTS determned a fair market val ue of
$40, 863, 000, less than the anpbunt used to determ ne the tax
l[iability on the notice.

Organi zati on and Operation of PMG

WF. Paxton fornmed PMG in 1896 in Paducah, Kentucky. The
privately held and fam |y-owned newspaper publishing conpany

initially operated one newspaper. PMs grew by acquiring

3(...continued)
Al t hough the anmended notice of proposed adjustnent corrected
certain errors in the original notice of proposed adjustnent, the
proposed fair market value of decedent’s units renai ned
unchanged.
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under perform ng conpani es and inproving their financial
performance. Due, in part, to that strategy, by July 2004, PMG
publ i shed 28 daily newspapers, 13 paid weekly publications, and a
few specialty publications, and owned and operated a tel evision
station. PM5 was carrying out that acquisition strategy as of
t he val uation date.

PMG serves primarily small and m d-sized communities in the
sout heastern and m dwestern United States. PMs dom nates the
print media in those communities by reporting nostly |ocal news,
unlike its conmpetitors. That dom nance generates higher and nore
consi stent revenue streans for PM5 than are recei ved by other
conpanies in the industry.

On Decenber 26, 1996, PMG el ected to becone an S corporation
(within the nmeani ng of section 1361(a)(1l)). On the sane day, PMG
executed a sharehol der agreenent to protect its “S’” el ection by
restricting the sale of its stock. PMG | ater anended the
agreenent to ensure continued el ection protection upon its
conversion to an L.L.C. in 2001. The election and sharehol der
agreenent restrictions were in place as of the valuation date and
there was no plan to discontinue the “S’ election at that tine.

On February 1, 1999, PMG acquired a 50-percent interest in
Hi gh Point Enterprises, Inc. (Hgh Point), with an option to
purchase the remai ni ng 50 percent at fair market val ue upon the

death of H gh Point’s publisher. Hi gh Point’s publisher died on
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May 4, 2004. PMG exercised its option to purchase the remaining
50-percent interest in H gh Point on Cctober 22, 2004.

PMG adopted two stock option progranms, one in 1996 and one
in 2000, providing key executives of PMc wth options to purchase
units. As of July 2004, PMG had a total of 2,800 options
out st andi ng under both prograns, of which 2,298 were vested. The
average strike price of the options outstandi ng was $2, 786.

I n February 2004, Wachovia Capital Mirkets, LLC, which PMG
had hired to arrange and syndi cate a $350, 000, 000 seni or secured
credit facility (the facility), distributed a confidenti al
i nformati on menorandum (CIM to potential |enders in connection
with the proposed facility. PMGintended to use the financing to
secure additional capital for future acquisitions and to
refinance its existing debt. PMS|later increased the anmount of
the facility to $400, 000,000, intending to use the additional
$50, 000, 000 as capital for acquisitions. The CIMs terms and
conditions required PMc to adhere to schedul ed princi pal
repaynments and reductions in the “aggregate conm tnment of the
Lenders”. The CIM matured and final paynent was due 7 years from
the facility's closing date.

Fi nanci al | nformation

From 1998 t hrough 2004, PM5 s total operating revenue and

net incone were as foll ows:
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Fi scal Year Ended Revenues Net | nconme
1998 $100, 286, 174 $3, 742, 337
1999 115, 574, 813 8,763,173
2000 131, 435, 923 17, 215, 339
2001 158, 478, 905 1,572,124
2002 161, 352, 375 35, 821, 086
2003 162, 225, 998 42, 374, 244
2004 169, 094, 523 48, 199, 873

As of Decenber 28, 2003, PMG s audited bal ance sheet showed t ot al
assets valued at $357,480,762, liabilities of $283, 682, 159
(current liabilities of $56,707,407 and | ong-term obligations of
$226, 974, 752), and nmenbers’ equity of $73,798, 603.

Respondent’s Expert

At trial, respondent offered John A Thonmson (M. Thonson)
as an expert in business valuation. He is vice president and
managi ng director of KTS s Long Beach, California, office. He is
al so an accredited senior appraiser of the Anmerican Society of
Apprai sers, is a nenber of the Appraisal Institute, and has
directed and conducted several valuation appraisals of various
busi ness enterprises. The Court accepted M. Thonson as a
busi ness val uati on expert and received his witten report into
evidence as his direct testinmony. M. Thonson valued the units
usi ng both a market approach and an i ncone approach. He applied
a 17-percent mnority discount to the result under the incone
approach, and then applied a 31-percent nmarketability discount to
the results under both approaches. After according both

approaches equal weight, M. Thonson derived a unit value for PMG
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of $10, 293, concluding that decedent’s units had a fair narket
val ue of $40, 863, 000.

Petitioner’'s Expert

Petitioner offered his appraiser, Richard C May (M. Muy),
as an expert in valuation. M. My has previously perfornmed
several appraisals of publishing conpanies, including those
hol di ng radio and TV broadcast assets. The Court accepted him as
an expert in business valuation and received his witten report
into evidence as his direct testinmony. M. My relied primarily
on the inconme approach in valuing decedent’s units, using the
mar ket approach only to establish a reasonable estimate of fair
mar ket value. After certain adjustnments and applying a 30-
percent |ack of marketability discount to his result, he
concluded that the fair market value of decedent’s units was
$28, 200, 000, or $7,100 per unit.

OPI NI ON

| nt roducti on

We nust determne the fair market val ue of decedent’s units
on the valuation date. The units were included in her gross
estate and valued on the estate tax return at $8,800 per unit.
Rel ying on M. May’'s expert testinony, petitioner now argues that
the correct fair market value is $7,100 per unit. |In Estate of

H nz v. Conm ssioner, T.C. Mnpb. 2000-6, we stated:

It is well settled that the valuation of an asset
in atax return is an adm ssion by the taxpayer when



-9 -

that valuation is inconsistent wwth a later position
taken by the taxpayer. See Waring v. Conm ssioner, 412
F.2d 800, 801 (3d Gir. 1969), affg. T.C Meno.
1968-126; McShain v. Conmmi ssioner, 71 T.C at 1010. It
is equally well settled that such an adm ssion is not
conclusive and that the trier of fact is entitled to
determ ne, based on all the evidence, what weight, if
any, should be given to the adm ssion. MShain v.
Conm ssi oner, supra. That is, “adm ssion” is not here
used in the binding sense of Rule 37(c), 90(f), or
91(e), but rather in the evidentiary sense of rule
801(d)(2) of the Federal Rules of Evidence. * * *

In Estate of Hall v. Conm ssioner, 92 T.C 312, 337-338 (1989),

we required “cogent proof” that the value of stock reported on an

estate tax return was erroneous. | n Rabenhorst v. Conmni ssi oner,

T.C. Meno. 1996-92, a gift tax case, we stated “this cogent proof
principle is essentially synonynous with the general burden of
proof set forth in Rule 142(a).” W thus assune that petitioner
may overcone the estate tax valuation of the units by a

preponder ance of the evidence. See Merkel v. Conm ssioner, 109

T.C. 463, 476 (1997) (“The usual neasure of persuasion required
to prove a fact in this Court is ‘preponderance of the evidence’,
whi ch neans that the proponent nust prove that the fact is nore
probabl e than not”. (citations omtted)), affd. 192 F.3d 844 (9th
Gr. 1999).

In his notice of deficiency, respondent val ued decedent’s
units at $12,469 a unit. Relying on M. Thonson' s expert
testinony, respondent now argues that the fair market val ue was
at |least $10,293 per unit, which we regard as a concession. See

Estate of Hinz v. Comm ssioner, supra (finding that the
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Comm ssi oner conceded his valuation position as set forth in the
notice of deficiency by arguing for a lower fair market val ue on
brief).

1. Burden of Proof

In general, a taxpayer bears the burden of proof. Rule
142(a)(1). However, section 7491(a) shifts the burden of proof
to the Comm ssioner in certain situations if the taxpayer raises
the issue, introduces credible evidence with respect to any
factual issue relevant to ascertaining the proper tax liability,
and denonstrates conpliance with the applicable requirenents of
section 7491(a)(2).

Petitioner raised the issue of section 7491(a) in his
posttrial brief. W need not address whether section 7491(a)
appl i es because the parties have provided sufficient evidence for
us to find that the value of decedent’s units as of the valuation

date was $32, 601, 640. See Estate of Black v. Commi ssi oner, 133

T.C. 340, 359 (2009).
1. Law

Section 2001(a) inposes a tax on “the transfer of” a
decedent’ s taxable estate, the value of which includes the fair
mar ket value “at the tinme of his death of all property, real or
personal, tangi ble or intangible, wherever situated.” Sec.

2031(a); United States v. Cartwight, 411 U S. 546, 550-551

(1973). Fair market value is defined as “the price at which the
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property woul d change hands between a willing buyer and a willing
seller, neither being under any conpulsion to buy or to sell and
bot h havi ng reasonabl e know edge of relevant facts.” Sec.

20. 2031-1(b), Estate Tax Regs. The willing buyer is a
hypot heti cal person; therefore, an actual buyer’s personal

characteristics are disregarded. Estate of Newhouse v.

Comm ssioner, 94 T.C. 193, 218 (1990).

|f the property to be valued is stock of a closely held
corporation, its fair market value is best determ ned through
“arm s-length sal es near the valuation date of reasonabl e anmounts

of that stock”. Estate of Noble v. Comm ssioner, T.C Mno.

2005-2; accord Estate of Andrews v. Conmi ssioner, 79 T.C 938,

940 (1982). If it is not possible to so value the stock,
however, fair market value is calculated by “anal yzi ng the val ue
of publicly traded stock in conparabl e corporations engaged in
the same or a simlar line of business, as well as” by
considering certain factors that an inforned buyer and seller

woul d consider.* Estate of Noble v. Conm Ssioner, supra.

“The factors include the conpany’s net worth, prospective
earni ng and di vi dend- payi ng capacity, and other relevant factors,
i ncl udi ng the econom c outl ook for the particular industry, the
conpany’s position in the industry, the conpany’s managenent, the
degree of corporate control represented by the bl ock of stock to
be valued, and the value of publicly traded stock or securities
of corporations engaged in the sanme or simlar |ines of business.
See sec. 20.2031-2(f), Estate Tax Regs.; Rev. Rul. 59-60, 1959-1
C.B. 237, nodified by Rev. Rul. 65-193, 1965-2 C. B. 370.



| V. Expert Opi ni ons

The parties rely principally on expert testinony to
establish the fair market value of decedent’s units as of the
val uation date. In addition to the expert testinony of M.
Thonmson, respondent also called as a wtness M. Paxton, PMG s
former chief financial officer and current president and chi ef
executive officer. Beginning in 1991, M. Paxton, as chief
financial officer, authored PM5 s annual valuation reports, which
reported the fair market value of its stock or units as of that
year. Although M. Paxton testified as to his July 12, 2004,
val uation report, which fornmed the basis for the value reported
in the return, petitioner requests that we adopt M. Miy’'s
appr ai sed val ue.

Valuation is a question of fact. Estate of Newhouse v.

Comm ssi oner, supra at 217. Courts often consider expert

W tnesses’ opinions in deciding such cases; however, we are not
bound by the opinion of any expert w tness and may accept or
reject such testinony in the exercise of our sound judgnent.

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

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

accept an expert’s opinion inits entirety, we may instead sel ect
what portions of the opinion, if any, to accept. Parker v.

Commi ssioner, 86 T.C 547, 562 (1986); see Buffalo Tool & D e

Manuf acturing Co. v. Conm ssioner, 74 T.C. 441, 452 (1980).
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Because val uation invol ves an approxi mation, “the figure at which
we arrive need not be directly traceable to specific testinony if
it is within the range of values that may be properly derived

fromconsideration of all the evidence.” Estate of Heck v.

Conmi ssioner, T.C Meno. 2002-34.

The parties disagree over: (1) The date of financial
information relevant to a date-of-death valuation of decedent’s
units, (2) the appropriate adjustnments to PM5 s historical
financial statenments, (3) the propriety of relying on a narket-
based val uati on approach (specifically the guideline conpany
met hod) in valuing the units, and, if appropriate, the proper
manner of applying that nmethod, (4) the application of the incone
approach (specifically the discounted cashfl ow val uati on nethod),
(5) the appropriate adjustnents to PMG s enterprise value, and

(6) the proper type and size of applicable discounts.?®

The parties al so disagree as to whether M. Paxton’s July
12, 2004, valuation report identifies the highest possible fair
mar ket val ue for decedent’s units. Petitioner argues that, as of
the valuation date, the only available market for PMG units was
PMG s discretionary redenption policy, under which only 25
percent of decedent’s units could have been redeened annually,
assum ng no other unitholder elected to have his units redeened
that sanme year. Petitioner thus concludes that only 25 percent
of decedent’s units were worth the anount determned in M.
Paxton’s report “because that is the nost that could have been
sold to PMG at that tinme”; the remaining 75 percent of the units
woul d be worth | ess than the value per unit shown in M. Paxton’s
report. Petitioner’s argunent fails on three accounts. First,
and nost fundanentally, petitioner has failed to support his
factual claimthat “there was no market for the Paxton Units
other than PMG as of the Valuation Date”. M. Spoor’s testinony

(continued. . .)
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V. Date of Financial |Information

Property includable in a decedent’s gross estate is val ued
as of the valuation date “on the basis of market conditions and
facts available on that date w thout regard to hindsight.”

Bergqui st v. Conm ssioner, 131 T.C. 8, 17 (2008) (citing Estate

of Glford v. Conm ssioner, 88 T.C. 38, 52 (1987)). Subsequent

events nmay be considered, however, “to the extent that such
events may shed |ight upon a fact, circunstance, or factor as it

existed on the valuation date.” &Goss v. Comm ssioner, T.C

Meno. 1999-254, affd. 272 F.3d 333 (6th Gr. 2001).

M. Thonmson bases his val uation analysis on data gat hered
fromPMS s internally prepared financial statenents ending June
27, 2004, and financial information for conparable public
conpani es as of the quarter ending June 30, 2004. He consi dered
that information to be nore accurate than earlier data, despite
the quarterly report’s publication 1 or 2 nonths after the

valuation date. 1In contrast, M. May' s report relies upon

5(...continued)
concerning his attenpts to sell units is vague and unsupported by
specific facts or corroborating data. Second, petitioner did not
offer M. Paxton as an expert w tness, and even if he had, we are
not bound by the opinion of any expert wtness. See Estate of
Newhouse v. Comm ssioner, 94 T.C 193, 218 (1990). Third,
petitioner erroneously bases his argunent on the particul ar
characteristics of the buyer of decedent’s units. See Estate of
Hall v. Comm ssioner, 92 T.C 312, 336-337 (1989) (“Under the
hypot hetical willing buyer/willing seller standard, decedent’s
st ock cannot be val ued by assum ng that sales would be nade to
any particul ar person.”).
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financial information for conparable public conpani es ending
March 28, 2004, the latest quarterly data avail able before the
valuation date, and PMG s internally prepared financi al
statenents ending May 30, 2004, the |atest statenents published
before the valuation date. M. My declined to use the June 2004
financial statenments, stating that a willing buyer and willing
sell er woul d be unaware of the information as of the valuation
date, since the statenents |likely would not have been cl osed and
publ i shed by such date.

We agree with M. Thonmson that the June 2004 financia
i nformati on should be used in val uing decedent’s units.
Petitioner argues that the June information was not publicly
avai l abl e as of the valuation date, preventing a willing buyer
and seller fromrelying upon it in determning fair market val ue.
That is not to say, however, that our hypothetical actors could
not make inquiries of PMs or of the guideline conpanies (or of
financi al anal ysts), which would have elicited non-publicly
avail able information as to end-of-June conditions. Moreover, we
understand M. Thonson’s testinony to be that the June 2004
financial information accurately depicts the market conditions on
the valuation date, not that a willing buyer and seller would
have relied upon the data. Inportantly, petitioner has not
all eged an intervening event between the valuation date and the

publication of the June financial statenments that woul d cause
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themto be incorrect. See Gross v. Commi Ssioner, supra.

Therefore, we shall rely on the June 30 and 27, 2004, financi al
informati on for conparable public conpanies and PM5
respectively.

VI. Adjustnents to PM5 s Historical Financial Statenents

Bef ore commencing their valuation anal yses, both M. Thonmson
and M. May subtracted itens not expected to recur in the future
(nonrecurring itens) fromPMS s historical financial statenents
to better represent the conpany’s normal operations. The experts
di sagree only as to the appropriate nunber of adjustnents.

M. Thonmson nade one adjustnent to PMG s incone statenents,
subtracting a $7, 895,016 gain on divested newspapers in 2000.

M. May made, anong ot her adjustnents, the follow ng three
adjustnents to PMG s earnings: (1) Reduced PMG s 2000 earnings
before interest, taxes, depreciation, and anortization (EBI TDA)
by a $7, 900,000 gain on divested newspapers, (2) subtracted from
bot h EBI TDA and earnings before interest and taxes (EBIT) a 2003
$700, 000 gain froma life insurance policy PMG inherited through
an acquisition, and (3) subtracted fromboth EBITDA and EBIT a
2003 $1, 100, 000 positive claimexperience fromPM5 s sel f-insured
heal t h i nsurance.

Respondent objects to those three adjustnments. W are
uncl ear as to why respondent objects to the 2000 newspaper

di vestiture adjustnent since his own expert, on whose apprai sal
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he relies, made the sane adjustnent. W thus consider respondent
to have acquiesced to the adjustnent. However, we disregard M.
May' s self-insured health insurance and life insurance policy

adj ust nents because he provides no explanation as to why the

gains were nonrecurring. See Estate of Jung v. Conm ssioner, 101

T.C. 412, 450 (1993) (granting little weight to an expert’s
val uation report because it was “deficient in providing data and
support for its conclusions”).

M. My al so made adjustnents for the follow ng: Net
pension incone (or expense), and other incone (or expense). In
his report, M. My stated that PMG had an overfunded defi ned
benefit plan, which, for nost years, increased the conpany’s
reported net inconme. He elimnated the pension anounts from
PMG s historical financial statenments in showing its EBI TDA,
addi ng back the “full anmount of the overfunding”, $11, 664,000, to
PMG s enterprise value. M. My has failed adequately to explain
both his $11, 664,000 cal cul ation and the reason for assum ng the
overfunded pl an provided no annual benefit under the discounted
cashfl ow net hod, thus pronpting its exclusion fromPMS s
financial statenments. Because we fail to understand his

adj ustnents, we shall disregard them See Estate of Jung v.

Conmi ssi oner, supra at 450; Parker v. Commi ssioner, 86 T.C. at

562. M. May also failed to explain his other incone (expense)

adj ustnents, which we simlarly disregard.
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VII. The CGuideline Conpany Mt hodol ogy

We nust next deci de whether the guideline conpany nethod is
an appropriate nmethod to use in valuing decedent’s units of PM5
and if appropriate, the size and nature of applicable discounts
and adj ust nents.

A generally accepted nethod for valuing stock of a closely
hel d conpany, the guideline conpany nethod is “a market-based
val uation approach that estimates the value of the subject
conpany by conparing it to simlar public conpanies.” Estate of

True v. Conmm ssioner, T.C. Menp. 2001-167, affd. 390 F.3d 1210

(10th G r. 2004). Since the nethod determ nes fair market val ue
using market data fromsimlar public conpanies (guideline
conpani es), “the selection of appropriate conparable conpanies is

of paranount inportance.” Estate of Hendrickson v. Conm Ssioner,

T.C. Meno. 1999-278. Both parties’ experts used that nethod in
their anal yses but only respondent’s expert, M. Thonson, relied
upon its results in valuing decedent’s units. Petitioner argues
that such reliance is inproper because no conpanies sufficiently
simlar to PM5 exi st to support the nethod’ s application. W

di scuss and evaluate M. Thonmson’ s gui deline conpany anal ysis
bel ow.

A. M. Thonson’'s Cuideline Conmpani es and Anal ysi s

To identify PM5 s guideline conpanies, M. Thonson conpiled

a list of publicly held conpanies from 10K W zard,
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St ockSel ector.com and Yahoo.com screening out those not
operated primarily as newspaper publishing conpanies. He
identified 13 potential conpanies fromthe list, ultimately
selecting the four nost simlar in size to PMG Journal Register
Co., Lee Enterprises, Inc., the MO atchy Co., and Pulitzer,
Inc., and subsidiaries (Pulitzer, Inc.). He believed those
conpani es to be the nost conparable to PMG because their
underlying price multiples “generally reflect an investor’s
assessnment of both current and future earnings prospects as well
as the business and financial risks, inherent in the Conpany’s
busi ness as of the valuation date.”

M. Thomson anal yzed the four chosen gui deline conpanies
based on a MVIC-to-EBI TDA® price nultiple value indication. He
first determned that the MVI Cto-EBITDA price multiples for
Journal Register Co., Lee Enterprises, Inc., the Md atchy Co.,
and Pulitzer, Inc., as of June 30, 2004, were 11.1, 12.4, 10.9,
and 12.6, respectively, with a nedian nultiple of 11.8. He then
calculated PMG s price nultiple by adjusting the guideline
conpani es’ nedian nultiple dowward to 10.6 because PM5 s “EBI TDA
gromh rates slowed while those sane growh rates reported by the

gui del i ne conpani es inproved, * * * [PM3 was at a size

WI C/ EBI TDA represents the market value of invested capital
inrelation to earnings before interest, taxes, depreciation, and
anorti zation.
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di sadvant age and, all else equal, private conpanies tend to sel
for less than public conpanies.”

M. Thonmson applied PMGs price multiple to PM5 s adj usted
EBI TDA and subtracted the conpany’s interest-bearing debt as of
June 27, 2004, concluding that PM5 s marketable mnority interest
val ue was $435, 000, 000 (rounded) at the valuation date. Upon
applying a 31-percent marketability discount “to account for the
| ack of marketability inherent in a mnority interest of a
closely held conpany”, he determ ned that the fair market val ue
of the menbers’ equity in PMG on an aggregate mnority interest
basis as of the valuation date was $300, 000, 000 (rounded) under
t hat met hod.

B. Cuideline Companies Not Sufficiently Conparable to PMG

M. Thonmson failed to analyze sufficiently conparabl e
publicly held conpanies to warrant application of the guideline
conpany nethod herein. Publicly held conpanies involved in
simlar, rather than the sanme, |ines of business nay act as
gui del i ne conpanies. Sec. 2031(b). However, “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

gui deline conpanies.” Estate of Heck v. Conm ssioner, T.C Meno.

2002-34. Wiile the small nunber of guideline conpanies chosen by
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M. Thonson are engaged in business ventures simlar to PMS s,
their differences fromPMs prevent a reliable conparison.

Size: As of June 2004, PMG was snaller than any of the four
gui deline conpanies in terns of both total assets and revenue.
PMG had approximately one-third of the revenue and approxi mately
one-fourth of the total assets of the guideline conpanies’
respective nedians ($163, 600, 000 versus $557, 300, 000 and
$353, 000, 000 versus $1, 368, 200, 000, respectively).

Products: Wiile PMG primarily published daily and weekly
newspapers, it also published a few specialty publications. In
contrast, Lee Enterprises and Pulitzer, Inc., conplenented their
dai ly and weekly newspapers with a wde variety of classified,
speci alty, shoppers, and niche publications. Further, three of
t he gui deline conpanies heavily integrated Internet news into
their business nodels. The Journal Register Co. operated 152
news websites, intending to expand its business through |Internet
initiatives, while both Lee Enterprises and Pulitzer, Inc.,
publ i shed their newspapers with associated and integrated online
services. PMG s business plan did not include an Internet
conponent .

O her Differences: PMs experienced greater EBITDA and

revenue growt h than the nmedian growth of the guideline conpanies
during the 5 years before June 2004. As of June 2004, however

PMG shared a simlar liquidity ratio with, but was nore highly
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| everaged (as neasured by long-termdebt in relation to net
worth) than, the guideline conpanies’ nedian liquidity and
| everage rati os.

C. Concl usion

We find that M. Thonson inproperly relied on the guideline
conpany net hod because the four guideline conpanies alone were
not simlar enough to PMcto warrant its application. See, e.g.,

Estate of Hall v. Comm ssioner, 92 T.C at 325, 341 (finding that

the taxpayer’s experts “acted reasonably in selecting” six
conpar abl e conpani es where those conpanies were involved in
simlar businesses as, and occupied simlar positions wthin

t hose industries as, the subject conpany); Estate of Zaiger v.

Comm ssioner, 64 T.C. 927, 935, 945 (1975) (finding that the

conpar abl e conpani es the Conm ssioner’s expert used were not
sufficiently conparabl e because of differences in product m x and
size operations). Although the McC atchy Co. is arguably of
sufficient simlarity to PM5 a single conparable conpany is
insufficient on which to base the valuation nethod. See Estate

of Hall v. Conm ssioner, supra at 339. Because M. Thonson

inproperly relied on the market-based approach in val ui ng
decedent’s units of PM5 it is unnecessary to address the other
two areas of disagreenent concerning the approach’s application:

Appropriate adjustnents and di scounts.
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VI, Di scount ed Cashfl ow Met hod

A. | nt r oducti on

We next consider the proper application of the discounted
cashfl ow (DCF) nethod in valuing decedent’s units. @Gven the
| ack of public conpanies conparable to PM5 we agree that the DCF
met hod is the nost appropriate nethod under which to val ue the

units. See Estate of Heck v. Conm ssioner, supra. The DCF

met hod i s an i nconme-based approach whereby a conpany’s value is
measured by the “present value of future econom c incone it
expects to realize for the benefit of its owners.” Estate of

True v. Conm ssioner, T.C Meno. 2001-167. After analyzing the

conpany’s revenue grow h, expenses, capital structure, and the
industry in which it operates, the conpany’'s future cashflows are
estimated and their present val ues are cal cul ated based on “an
appropriate risk-adjusted rate of return.” [d.

Both M. May and M. Thonson rely on the nmethod in their
apprai sals but disagree as to: (1) PMG s projections, (2)
whet her to tax affect PMG s earnings in calculating the conpany’s
val ue, (3) cashflow adjustnents, (4) the ampbunts to be included
inthe rate of return, (5) earnings adjustnents to PMG s
enterprise value, and (6) the nature and anount of applicable
di scounts. We discuss both experts’ conputations in arriving at

the PMG units’ fair market val ue.
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B. Di scounting PMG s Net Free Cashfl ow

Both M. Thonmson and M. My valued PM5 s units under the
DCF net hod; however, they discounted different economc benefits
of the conpany. Specifically, M. Thonson di scounted PMG s net
EBI TDA, beginning his calculations with PMG s revenue for the
| ast 12 nont hs ended June 27, 2004. M. My, in contrast,
derived the present value of PMG s net free cashfl ow and began
his analysis with PM5G s operating income during the 5 nonths
ended May 30, 2004. The parties have not distingui shed between
these two econom c benefits against which to apply the DCF
met hod. We shall derive the present value of PM5 s net free
cashflow (net cashflow). However, the financial statenents on
whi ch the experts’ revenue and operating i ncone nunbers are based
are not in evidence. Petitioner failed to object to and di sprove
t he anobunt of PMG s revenue as of June 27, 2004, relied upon by
M. Thonson; therefore, we deemit to be accurate. Because we
determ ne the appropriate revenue growh rate bel ow, and the
experts cal cul ated PM5 s projected operating incone as a
percentage of PMG s projected revenue, we shall construct our own

operating incone projections in discounting PM5G s net cashfl ow.

™“The term ‘free cash flow is used because this cash is
free to be paid back to the suppliers of capital.” Quick MBA,
http://ww. qui cknba. conif fi nance/free-cash-flow (last visited
Mar. 30, 2011).



C. Pr oj ecti ons

1. Confidential Information Menorandum

Since the DCF nethod cal cul ates the present value of a
conpany’s future economc incone, it is inperative to use a
reliable economc forecast in applying the nethod. Both parties’
experts prepared their own econom c projections rather than use
t he February 2004 nultiyear forecast Wachovia Bank prepared in
conjunction with its CI M

On brief, respondent argues that M. My erred in not using
the CIMforecast, which respondent argues best projects PMG s
future incone and expenses. Respondent does not di savow his own
expert’s appraisal, however, which does not rely on the CIM
forecast. W regard respondent’s continued reliance on his own
expert’s appraisal as a retreat fromrespondent’s position
regarding the use of the CiMforecast. W, therefore, need not
consider the need to use it herein.

2. Proj ected Revenue G owh Rate

a. The Experts’ Conputations

In projecting PM5 s future revenue, M. Thonson esti mated
that the conpany’s revenue would grow by 5.45 percent in year 1,8
1.5 percent in year 2, and 1 percent annually during years 3, 4,

and 5. He arrived at those projections by assum ng an annual 1-

8. Thonson used fiscal years ended June 27 in his
proj ecti on.
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percent baseline growh rate based on PMG nmanagenent’s statenents
that, absent acquisitions, the conpany grew approxi mately 1
percent each year from 1999 to 2004 and was expected to conti nue
to do so.

He then nmade two adjustnents to this annual rate. For year
1, M. Thonson assuned a starting revenue of $85, 828,303 (hal f of
the revenue estimated in PMG s 2004 budget), to account for the
second half of 2004, adding to that 1 percent of growth for that
same anmount, to account for the first 6 nmonths of 2005.° This
resulted in 5.45 percent of growh fromPMG s revenue for the
| ast 12 nont hs ended June 27, 2004. For year 2, he added 0.5
percent of growmh to the presunmed 1-percent revenue growh to
reflect PM5 s acquisition of the remaining 50-percent interest in
High Point, resulting in 1.5 percent total growh for the year.
M. Thonmson cal cul ated this percentage increase after determ ning
that PMs grew 0.8 percent in 2002 as a result of a 100 percent
acqui sition that year.

In his report, M. May projected total revenue growth for
PMG of 4.6 percent for its year ending Decenber 31, 2004, and of
2.9 percent, 4.9 percent, 3 percent, 4.9 percent, 3 percent, and

4.8 percent for years 2005, 2006, 2007, 2008, 2009, and 2010,

°At trial, M. Thomson testified that the additional 1-
percent growth accounted for the revenue expected fromthe
Cct ober 2004 Hi gh Point acquisition. W reject M. Thonson's
contradictory testinony and rely on his witten report.
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respectively. The total revenue growh rates were conposed of:
(1) An annual newspaper revenue growh rate of 4 percent, and (2)
a vacillating annual television revenue growth rate. M. My
chose a constant 4-percent newspaper revenue rate based on his
assunption that PM5 “is going to grow at the sane rate as the
conpar abl e conpanies long ternf, thus aligning the newspaper
revenue rate with the guideline conpanies’ 3.9-percent average
inplied long-termgromh rate. He did not include PM5G s option
to acquire the remaining 50-percent interest in Hgh Point in the
conpany’s future expected cashfl ow because “it woul d be neither
accretive nor dilutive to sharehol der val ue because the price to
be paid was to be fair market value.”

b. Analysis

W find M. Thonson’s revenue growth projections to be nore
persuasive. M. My chose a growh rate that he hinself
acknow edged was “significantly” higher than the conpany’ s actual
2002 and 2003 newspaper growh (0.6 percent and 1.1 percent,
respectively).

In contrast, M. Thonmson’s baseline projection derives from
PMG s historical growh absent acquisitions, a reasonable
benchmark given that PMG did not specifically identify to either
party’ s expert future acquisitions as of the valuation date. W
al so agree wwth M. Thonson that revenue expected fromthe

Cct ober 22, 2004, conpletion of the Hi gh Point acquisition should
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be included in the projections, since the conpletion of that
acqui sition was foreseeable as of the valuation date.® See,

e.g., Bergquist v. Comm ssioner, 131 T.C at 17 (“Subsequent

events are not considered to fix fair market value, except to the
extent that they were reasonably foreseeable at the date of
valuation.” (internal quotation marks omtted)). Contrary to M.
May’ s position, although PMG acquired the remaini ng 50- percent
interest at fair market value, thus not affecting the conpany’s
bal ance sheet, the expected future revenue affects the conpany’s
econom c projections, thereby demanding its considerati on under
the DCF nethod. Finally, M. Thonmson based adjustnents to the
basel i ne projection on actual past performance and resulting
effects to the conpany. W shall rely on M. Thonson’s revenue
projections in val uing decedent’s units of PMG

3. Newspri nt Adj ust nent

Respondent next disputes M. May’'s adjustnent to his
econom ¢ projections to account for higher industry newsprint
costs. Because of the “industry-expected rise of newsprint costs
for 2004 and 2005", M. My estimated a 0. 7-percent cost increase
in 2004 and an annual 1.3-percent cost increase in years 2005
t hrough 2010. He fails, however, to explain how he arrived at

those projected costs. Petitioner provides no further support

The death of Hi gh Point’s president was publicly known as
of the valuation date.
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for the annual adjustnent, other than referring to M. Paxton’s
testinony that such an adjustnent may be necessary if future
cashflows will differ from past cashflows. Because neither
petitioner nor his expert, M. My, has convinced us as to the
propriety of the adjustnment, we shall disregard it.

4. perating | ncone

a. Operating Margin

M. Thonson projected PMG s operating margin (operating
i ncone) as a percentage of revenue for year 1 through year 5 at
39.5 percent of revenue. He conputed operating incone by
subtracting operating costs (excluding depreciation and
anortization of syndicated programm ng contracts), which he
estimated at a constant 60.5 percent of revenue, fromrevenue.
He derived that estimate from PM5 s 2004 budget, which estimated
total operating costs at 60.8 percent of revenue, and PM5 s 2003
total operating costs, which were 60.4 percent of revenue.

M. My projected an operating incone profit margin of 34.7
percent for 2004 and 34.1 percent for all subsequent years. He
based his projection, which shows a decrease in operating income
mar gi ns, on two assunptions: (1) Projected annual corporate
over head expenses of 2.9 percent of revenue, which he arrived at
by averaging PMG s historical corporate overhead expenses between
2000 and 2003, after adjusting for nonrecurring itenms (nanely, a

2003 positive claimexperience for self-insured life insurance
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and a 2003 gain on life insurance from acquired conpani es), and
(2) an increase in newspaper cost of goods sold margins for
expected increases in newsprint costs in 2004 and 2005. Absent
t hese two assunptions, M. My stated that “our projected
operating incone margi ns woul d have been hi gher than any of
Paxton’s historical operating margins.” |In projecting operating
costs, he also factored in a projected depreciation cost of 3.1
percent of revenue.

We do not have confidence in M. May’'s projection as it is
based on i nproper earnings and newsprint cost adjustnents. See
supra parts VI. and VII1.C. 3. W determne M. Thonson's
analysis to be reasonable. Therefore, we find that PM5 s
projected total operating costs (excluding depreciation and
anortization of syndicated programm ng contracts) are 60.5
percent of revenue. Because we are discounting PM5 s cashfl ow,
we nodify M. Thonson’s forecasted operating margin to include
M. My’ s projected depreciation deduction of 3.1 percent of
revenue, which we find to be a reasonabl e projection. After
exam ning all of the evidence, we conclude that PMG s projected
operating margin is 36.4 percent of total revenue.

b. Oher | ncone (Expense)

Both M. Thonson and M. My adjusted PM5 s operating income
to reflect other income (expense) fromaffiliate conpany

managenent fees and equity in net inconme of affiliate conpany.
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However, they disagree over whether to al so add other net incone
and net pension incone (expense). As stated earlier, supra part
VI., we disregard M. May's exclusion of these itens fromPM5 s
historical financial statenments. W adopt M. Thonmson’s
projection of other incone (expense) at 0.1 percent of revenue,
whi ch we consi der to be reasonabl e.

D. Tax Affecting PMZ s Earnings

The parties next dispute the propriety of tax affecting
PMG s earnings under the DCF nethod. Tax affecting “is the
di scounting of estimated future corporate earnings on the basis
of assumed future tax burdens inposed on those earnings”. Dallas

v. Conm ssioner, T.C. Menob. 2006-212. Since nost data on which

stock valuation is based is derived frompublicly traded C
corporations, appraisers may tax affect an S corporation’s
earnings to reflect its S status in its stock value.!! See
Bogdanski, Federal Tax Valuation, par. 6.03[6][e] (2009 & Supp.
2011).

M. My tax affected PMG s earnings by assum ng a 39-percent
incone tax rate in calculating the conpany’s future cashfl ows,
before discounting PM5 s future earnings to their present val ue.

He al so assuned a 40-percent marginal tax rate in calculating the

1A C corporation’s incone is subject to incone tax at the
corporate |level and its sharehol ders nmust al so include any
received dividends in their gross inconme. See secs. 11
301(c)(1). In contrast, an S corporation’s incone is taxed only
at the shareholder level. Sec. 1366(a).
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appl i cabl e discount rate. 1In contrast, M. Thonson di sregarded
sharehol der-1evel taxes in projecting both the conpany’s
cashfl ows and conputing the appropriate discount rate.

M. May failed to explain his reasons for tax affecting
PMG s earnings and di scount rate and for enploying two different
tax rates (39 percent and 40 percent)?!? in doing so. Absent an
argunent for tax affecting PMG s projected earnings and di scount
rate, we decline to do so. As we stated in G 0SS V.

Commi ssioner, T.C Menp. 1999-254, the principal benefit enjoyed

by S corporation shareholders is the reduction in their total tax
burden, a benefit that should be considered when valuing an S
corporation. M. My has advanced no reason for ignoring such a
benefit, and we will not inpose an unjustified fictitious
corporate tax rate burden on PM5 s future earnings.

E. Cashfl ow Adj ust nents

M. May defines net cashflow generally as net operating
incone after taxes plus depreciation and anortizati on expenses
and m nus working capital and capital expenditures. W have

accepted simlar definitions, see, e.g., N Trust Co. V.

Conm ssioner, 87 T.C. 349, 365 n.17 (1986), and accept that

definition, but, for the reasons stated supra part VIII.D.,

2 ndeed, we are al so unclear as to the source of those
inconme tax rates. In the year in issue, 2004, the highest
mar gi nal corporate tax rate was 35 percent, with the highest
individual tax rate set at 39.6 percent. Secs. 1(c),
11(b) (1) (D).
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wi thout regard to a hypothetical corporate tax. The experts
di sagree only as to the latter tw adjustnents, and we di scuss
t hese nodifications bel ow

1. Capital Expenditures

M. Thonmson estimted PMG s annual capital expenditures at
2.77 percent of revenue for years 1 through 5. He based his
projection on PMG s operating history and historical anounts,
di scussions with PMG s managenent, and “additions necessary to
support the projected future revenue volunes”. M. My, in
contrast, projected that the conpany’s capital expenditures would
steadily increase from $4, 190,000, or 2.3 percent of revenue, in
2005 to $7,807,000, or 3.1 percent of revenue, in 2014. M. My
did not justify his projection.

PMG s historical financial statements show capita
expendi tures (“purchase of property and equipnent”), as a
percent age of revenue, fluctuating between 1999 and 2003: 4.6
percent in 1999, 14.2 percent in 2000, 0.9 percent in 2001, 3.6
percent in 2002, and 2.9 percent in 2003. The dramatic increase
in capital expenditures in 2000 resulted froma major acquisition
that year. The average annual capital expenditures for the 1999-
2003 period, excluding 2000, was 2.4 percent of revenue. Thus,
we consider M. Thonmson’s projection of 2.77 percent of revenue
(2.8 percent, rounded) to be reasonable, and we adopt it.

Conversely, not only does M. My fail to support his projection,
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but PMG s financial statenents do not justify his estimated
increase in capital expenditures.

2. Wrking Capital

M. Thonson estimted that PMG s debt-free working capital
(current assets less current liabilities (excluding current
maturities of long-termdebt and Iine of credit)) would remain at
-2.5 percent of revenue throughout his projection, on the basis
of PMG s historical data. M. My projected that PMG s future
investnment in working capital would fluctuate; however, he failed
to explain how he arrived at those estimates. M. Miy’'s only
expl anation consisted of an appendix to his report containing his
projected i nconme statenent, bal ance sheet, and cashfl ow st at enent
for PMG W shall ignore M. May’'s working capital projections
because of their conplete |ack of support. After analyzing the
record, we are persuaded that PM5 s historical performance
justifies M. Thonmson’s projection of working capital |evels, and
we find in accordance.

F. Rate of Return

Both parties’ experts used PMG s wei ghted average cost of

capital (WACC)!® as the appropriate rate of return with which to

Bl'n his report, M. My expressed the WACC fornul a as:
WACC = ((Ke)* (%) + ((Kd*(%®D)~*(1-t))

(continued. . .)
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di scount PMG s expected future cashfl ow under the DCF nethod. W
have previously held that WACC is an i nproper analytical tool to
value a “small, closely held corporation with little possibility

of going public.” Estate of Hendrickson v. Conm ssioner, T.C

Meno. 1999-278; cf. G oss v. Comm ssioner, supra (allow ng the

use of WACC when the expert used the subject corporation s actual
borrowi ng costs to calculate the cost of debt capital conponent
of the WACC fornmula). Neither party has indicated the |ikelihood
of PMG s becom ng a publicly held conpany; however, because both
experts used WACC as the rate of return in their anal yses, and
nei ther party otherw se raised the issue, we shall adopt it,

al though we do not set a general rule in doing so.

M. Thomson conputed a 10-percent WACC, assum ng a zero-
percent marginal tax rate, whereas M. My cal cul ated a WACC of
12. 3 percent, assum ng a 40-percent corporate tax rate. As
stated earlier, supra part VIII.D., we shall not tax affect PMG s
expected cashflows or the discount rate; we assume a zero-percent
tax rate in discounting the conpany’s earnings. The remnaining

di sagreenents between the parties center around two conponents of

13(...continued)

Wer e:
WACC = wei ghted average cost of capital,
Ke = |l everaged cost of equity,
%% = percent equity in capital structure,
Kd = average cost of debt,
% = percent debt in capital structure,

t mar gi nal tax rate.
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the WACC fornmula: (1) The nmethod for conputing PMG s cost of
equity capital, and (2) the percentages of PM5 s total capital
conposed of debt and equity. Although the parties have not
raised as an issue the size of PMG s cost of debt capital, the
experts have taken different positions, and we nust, therefore,
deci de the issue.

1. Cost of Equity Capital

M. My used the capital asset pricing nodel formula (CAPM
to derive a 13.5-percent cost of equity capital for PM5 M.
Thomson, in contrast, calculated a 20-percent cost of equity
capital under the buildup nethod.*® W agree with M. Thonson
that the buildup nethod is the appropriate nmethod by which to
conpute PMG s cost of equity capital. The special
characteristics associated generally with closely held corporate
stock make CAPM an i nappropriate fornula to use in this case.

See, e.g., Hoffman v. Comm ssioner, T.C Menb. 2001-109 (“The use

W have stated that CAPM “is used to estimate a discount
rate by adding the risk-free rate, an adjusted equity risk
premum and a specific risk or unsystematic risk premum The
conpany’s debt-free cash-flowis then nultiplied by the di scount
rate to estimate the total return an investor woul d demand
conpared to other investnents.” Estate of Klauss v.

Comm ssioner, T.C Meno. 2000-191 n. 10.

1% Under the build-up nmethod, an appraiser selects an
interest rate based on the interest rate paid on governnent al
obligations and increases that rate to conpensate the investor
for the di sadvantages of the proposed investnent.” [d. n.11
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of CAPMis questionable when valuing small, closely held
conmpani es.”).

Al t hough we accept M. Thonson’s use of the buil dup nethod,
we are not convinced as to the accuracy of his analysis. To
conpute a cost of equity capital of 20 percent, M. Thonson first
identified from I bbotson Associates an equity risk prem um of
11.7 percent,?® to which he added a risk-free rate of 5.22
percent. | bbotson Associates, Stocks, Bonds, Bills, and
I nflation, 2004 Yearbook 32 (Ibbotson 2004). He then subtracted
PMG s projected 1-percent long-termgrowh rate to arrive at a
mnority capitalization rate. After converting this result to a
mnority market nultiple, he added a 20-percent prem um for
control, ultimately arriving at a majority discount rate for PMG
of 14 percent. To this nunber, he added a 4-percent firm
specific risk premumand a 2-percent premumto account for
PM5 s “S” corporate status.

We do not understand why M. Thonson included PMG s firm
specific risk premumat the final step of his analysis rather
than considering it along with the risk-free rate and equity risk
premum We find this to be in error. See Trugnan,
Under st andi ng Busi ness Val uation: A Practical Guide to Val uing

Smal |l to Medium Sized Busi nesses 250 (1998). In addition, we

¥The prem um si ze represents an equity risk premumplus a
smal | conpany risk premum See |bbotson Associ ates, Stocks,
Bonds, Bills, and Inflation, 2004 Yearbook 32 (I bbotson 2004).
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modi fy M. Thonmson’s control prem um of 20 percent to 30 percent,
as di scussed below. After taking into consideration these
nodi fications, we find that PM5 s cost of equity capital is 18
per cent .

2. Cost of Debt Capital

M. Thonmson estimted PMG s pretax cost of debt at 6.6
percent on the basis of his review of PMG s wei ghted pretax cost
of debt as of Decenber 28, 2003, and Decenber 26, 2004 (2.9
percent and 3.5 percent, respectively), and of the average of Baa
corporate bonds as of July 2, 2004 (6.6 percent). He also
considered PMG s | everage, its industry, and the | ow debt
financing rates in 2003 and early 2004, which were expected to
rise.

In his expert report, M. My cal cul ated a 5-percent average
cost of debt. The entirety of his reasoning lies in a footnote:
“Based on Conpany’s existing costs of debt and estimated costs of
debt, given the conpanies [sic] financial condition and the
current interest rate environnent.”

Nei t her expert convinced us as to the accuracy of his
anal ysis. W accept the assunptions upon which M. Thonmson’'s
cal culation is based, which cannot be objectionable to
petitioner, since M. Thonson' s proposed hi gher cost of debt

results in a | ower present value of expected cashflow. See
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Estate of Heck v. Conm ssioner, T.C. Menob. 2002-34. We find that

6.6 percent is a reasonable cost of debt capital for PMG

3. Per cent ages of Total Capital Conposed of Debt and
Equity

As part of his WACC anal ysis, M. Thonmson selected 75
percent and 25 percent as PM5 s total capital conposed of debt
and equity, respectively. He derived those percentages after
considering both PMG s capital structure, (conposed of 73-percent
audi ted book debt and 27-percent audited book equity) and the
gui del i ne conpani es’ nedi an capital structure (16-percent debt
and 84-percent equity, based on market values). He relied upon
PMG s own capital structure rather than on the guideline
conpani es’ nedi an because: (1) A mnority sharehol der cannot
change the capital structure of the conpany, and (2) M. Paxton’s
statenent that PMG would continue to be nore | everaged than those
conpani es because of future acquisitions financed with debt.

Addi tionally, M. Thonmson observed that PM5 s total capital
conposed of debt and equity percentages for 2003, the year

i mredi ately preceding the valuation date, were 77.5 percent and
22.5 percent, respectively.

M. My determ ned that percentages of debt and equity in
PMG s capital structure were 15 percent and 85 percent,
respectively. He provided no analysis as to how he arrived at
t hose percentages, other than to state that the 15 percent is

“based on anal ysis guideline conpanies’ capital structure”.
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Petitioner argues that M. Thonmson erroneously used book,
rather than market, values in determning the equity and debt
ratios. W agree that market values of a conpany’s debt and
equity are to be used in estimating its weighted average cost of

capital. See Furman v. Conmm ssioner, T.C Meno. 1998-157

(finding that “To conpute WACC, it is necessary to know the

mar ket value of the firms debt and equity”); Brealey & Mers,
Principles of Corporate Finance 525 (7th ed. 2003). However,
because both experts rely on the WACC formul a and PMG s own

mar ket val ues are unknown because of its closely held conpany
status, we nust determ ne the appropriate debt and equity ratios
on the basis of the persuasiveness of the experts’ anal yses.

M. Thonson testified that he used the conpany’ s own capital
structure because decedent could not affect PM5 s capital
structure as a mnority interest unitholder. He explained that
t hat decision required that he use the conpany’s book val ues as
its market val ues were unknown. |In contrast, despite M. May’s
concl usion that the guideline conpanies were not conparabl e under
t he gui deline conmpany nethod, he declared that the sanme conpanies
were sufficiently conparable under the DCF method to justify
using their capital structures to calculate PMs WACC. W |end
no weight to M. May’'s wavering stance and therefore use PMG s

own capital structure at book value for purposes of this case.
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W find that 75-percent total capital conposed of debt and 25-
percent total capital conposed of equity is appropriate.

Petitioner also argues that M. Thonson erroneously
mai nt ai ned the 75-percent debt and 25-percent equity ratio
t hroughout his analysis, a ratio that violates the requirenent
under the CIMthat PMG reduce its debt over tine. W agree that
WACC is an inproper discount rate tool for a conmpany planning to
pay down its debt, thereby changing its capital structure. See
Brealey & Myers, supra at 536. However, given the parties’
reliance on their own experts, both of whom use the WACC fornul a
in their respective anal yses, we nust adopt the approach.
Therefore, we will use M. Thonson’s constant WACC rate in this
case, although we do not intend to establish a general rule in
doi ng so.

4. Concl usion

We agree with M. Thonmson that the wei ghted average cost of
capital for PMGis 10 percent (rounded), as our nodification to
M. Thonmson’s cost of equity capital determ nation does not
materially alter this result.

G Adjustnents to PMG s Enterprise Val ue

1. Long- Ter m Debt

Bot h experts agree that, under the DCF nethod, PMSG s |ong-
term debt nust be subtracted fromthe present value of its future

econom c inconme streamin order to arrive at the fair market
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value of PMG s units as of the valuation date. They di sagree,
however, as to the amount of PMG s debt as of the valuation date.
M. Thonson determni ned that PMG had $243, 602, 413 of interest-
beari ng debt as of June 27, 2004, on the basis of PMG s
conpar ati ve bal ance sheet for interimperiod ended June 27, 2004.
M. May, neanwhile, concluded that PMG had $243, 300, 000 (rounded)
of net debt as of May 30, 2004, relying on PMG s internally
prepared financial statements for the 5 nonths ended May 30,
2004.

M. Thonson and M. May both arrive at their debt nunbers on
t he basis of balance sheets for interimperiods that are not in
evi dence. Because neither party objects to the other’s debt
nunber, we deemthe parties to have conceded the nunbers as
accurate. Therefore, we nust determ ne which expert provided a
nmore reliable | ong-termdebt cal cul ation.

Nei t her expert supports his conclusion with an expl anati on.
After examning the record, we find that the experts generally
i ncluded the sanme categories of obligations in their PMG debt
calculations, and the difference apparently is because of the
dates of the financial data used. Because we have al ready
concl uded that PMS s June 27, 2004, unaudited financial statenent
provi des the nost relevant information, we shall adopt M.
Thonmson’ s | ong-term debt concl usion of $243,602,413. Moreover,

M. My identified differing debt anounts throughout his report.
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W will not rely on a consistently changi ng nunber, especially
one that M. My fails to justify.

2. Wrking Capital Deficit

M. My adjusted PMG s marketable mnority enterprise val ue
by $900, 000 (rounded) to reflect PMG s working capital excess (or
deficit). He determned that, as of the valuation date, PMS s
wor ki ng capital was underfunded by $900, 000 (rounded) after
conparing PMG s working capital |level with the guideline
conpani es’ nedian ratio of working capital-to-sales. He applied
this adjustnment to his results under both the guideline conpany
met hod and the DCF nethod, justifying its need only under the
former. M. Thonson did not nake a simlar adjustnent under
ei ther val uation nethod.

We do not find M. May’s analysis to be persuasive. M. My
once again failed to explain why the public conpanies that he
deened to be not conparable to PMs under the guideline conpany
met hod provide a sufficient conparison upon which to base a
wor ki ng capital adjustnent. W lend little weight to his
seem ngly contradictory positions. |In addition, although
expl aining the need for a working capital adjustnment under the
gui del i ne conpani es net hodol ogy, he failed to do so under the DCF
met hod despite applying the adjustnent to the results under both
met hods. For these reasons, we disregard his working capital

deficit adjustnent.
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3. S Cor poration Benefits

M. May made the following three adjustnents to his result
under the DCF nethod to account for certain sharehol der benefits
associated wth PMs s S corporation election: (1) Adding
$12,847,000 to account for “S sharehol der tax savings on al
future projected distributions in excess of tax distributions”,
(2) adding $44, 262,000 to reflect the future value of the
conpany’s deducti bl e goodw I |, discounted back to the val uation
date, and (3) adding $6, 693,000 to account for the conpany’s
extra margi nal debt tax shield. Petitioner argues that such

adj ustnments are proper under G oss v. Conm ssioner, T.C Meno.

1999- 254, in which we stated that “the principal benefit that
shar ehol ders expect froman S corporation election is a reduction
in the total tax burden inposed on the enterprise” and that such
savi ngs ought not be ignored in valuing an S corporation.
Petitioner argues that wth the aforenentioned three adjustnents,
M. May’'s valuation of PMG s units reflects the full economc
value of PMG s S corporation tax status, thus satisfying our
directive in Goss. M. Thonson nmade no simlar adjustnents.

Al t hough correctly cited by petitioner, M. My erred in
i npl ementing our directive in the case. In Goss, one of the
t axpayer’s experts criticized the Comm ssioner’s expert for not
accounting for the “known paynent” of taxes in valuing the

subject S corporation’s earnings under the DCF nethod because he
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assunmed a zero-percent corporate tax rate. Interpreting the
taxpayer’s expert as arguing that “the avoided C corporation tax
must be taken into account as a hypothetical expense, in addition
to the sharehol der | evel taxes actually inposed on the S
corporation’s sharehol ders” when valuing an S corporation, we
concl uded t hat

[ The taxpayer’s expert] has not convinced us that such an
adjustnent is appropriate as a matter of econom c theory or
that an adjustnent equal to a hypothetical corporate tax is
an appropriate substitute for certain difficult to quantify
di sadvant ages that he sees attaching to an S corporation
el ection. W believe that the principal benefit that
shar ehol ders expect froman S corporation election is a
reduction in the total tax burden inposed on the enterprise.
The owners expect to save noney, and we see no reason why
t hat savi ngs ought to be ignored as a matter of course in
val uing the S corporation.
Id. Thus, we found such savings properly reflected through the
inposition of a zero-percent corporate tax rate in valuing S
corporations under the DCF nmethod. Qur conclusion did not
address the propriety of inposing other adjustnents, such as
those nmade by M. May to PMG s enterprise value, to simlarly
reflect such tax savings. Petitioner fails to convince us of the
accuracy of M. May's adjustnents and, therefore, we disregard
t hem

4. Stock Options Qutstanding as of the Valuation Date

Bot h experts acknow edged PM5 s stock option program which
was in effect as of the valuation date, in their respective

val uati on anal yses. They di sagreed, however, as how to best



- 46 -
measure its inpact on the fair market val ue of the conpany’s
units. To determne the units’ fair market val ue before
di scounting for lack of marketability, M. My assuned that all
of the outstanding options would vest and subtracted the expected
proceeds fromthe option exercise, an in-the-noney val ue of
$12, 100, 000 (rounded), from PMG s enterprise val ue.

In contrast, M. Thonmson did not account for the outstanding
options’ strike price. Rather, and w thout explanation, he
calculated PM5 s per unit fair market value by dividing the fair
mar ket val ue of PMG s nenbers’ equity by the total nunber of
i ssued and outstanding fully diluted units as of the valuation
date. After review ng the evidence, it seens that his
cal cul ation rests upon the sane “treasury stock nethod”
assunption used in M. Paxton’s July 12, 2004, valuation report;
nanmel y, that an option exerci se causes a conpany to use the
resulting proceeds to repurchase shares at the prevailing nmarket
price and issue a m x of new and repurchased shares to neet its
obligation. Relying on this assunption, M. Thonson appears to
have concl uded that noney received fromthe option exercise would
not increase PMG s cashflows; the exercise would result solely in
an increased nunber of outstanding units. M. Thonmson has not
convinced us that the above assunption reflects how PM5 operat es
its stock option program and M. Paxton’s report does not

provi de an answer. Therefore, we shall adopt M. My’ s approach
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(but not his nunbers) in estimating the dilutive inpact of the
opti ons out st andi ng.

H D scounts

The parties do not dispute that, in valuing the units, it is
appropriate to take account of both a mnority discount and a
| ack of marketability discount. Indeed, we have accepted both
di scounts when val uing stock of closely held corporations. See

Estate of Newhouse v. Conm ssioner, 94 T.C. at 249. The parties

differ, however, on the size of and, with respect to the mnority
di scount, the nethod of application of the discounts.

As a prelimnary matter, we note that, although simlar,
there is a discernible difference between the two di scounts, as

articulated in Estate of Andrews v. Conmi ssioner, 79 T.C. at 953:

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 lack of marketability

di scount, on the other hand, is designed to reflect the fact
that there is no ready market for shares in a closely held
corporation. * * *

Those di scounts shoul d not be conbi ned when applied to the result

under a val uation approach. Estate of Magnin v. Conm ssioner,

T.C. Meno. 2001-31. Rather, to avoid distorting the valuation
anal ysis, the mnority discount should be applied first, followed
by the | ack of marketability discount. Id.

M. Thonson applied a 17-percent mnority discount to his
result under the DCF nmethod on the basis of studies of control

prem uns, since, he believes, the inverse of a control prem um
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“equates to a mnority interest discount.” He then applied a 31-
percent marketability discount to reach an aggregate mnority
interest value in PMs of $267, 000,000 as of the valuation date.
In contrast, M. May applied only one di scount under his DCF

anal ysis: a 30-percent lack of marketability discount. He found
a specific mnority discount unnecessary because: “The DCF

Met hodol ogy is derived based on cashflows that we assune woul d
accrue pro rata to all equity holders, therefore, the resulting
firmvalue is on a mnority interest basis and needs no further
adjustnent to reflect a mnority interest value.” W discuss
each di scount bel ow.

1. Mnority Interest D scount

M. Thonson applied a 17-percent mnority interest discount
to the fair market value of PMG s nenbers equity on a controlling
i nterest basis that he cal cul ated under the DCF net hodol ogy. He
applied the discount so as to reflect the decline in val ue of
decedent’s units given the lack of control inherent in her
mnority interest. To calculate the discount size, and
concluding that a mnority interest discount is the mathenati cal

inverse of a control premum?'” he reviewed statistics, conpiled

YAssuming that a minority discount is the inverse of a
control premum a mnority discount can be represented
mat hematically as: 1 - [(1 + (1 + control premun)]. See
(continued. . .)
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in Mergerstat Review 2004, on control premuns paid in nergers
and acqui sitions between 2002 and 2003. He found the foll ow ng:
(1) The nedian percent premumpaid for all industries in 2002
(based on 326 transactions) and 2003 (based on 371 transactions)
was 34.4 percent and 31.6 percent, respectively, (2) the overal
medi an percent premium paid for transactions in 2002 (based on 86
transactions) and 2003 (based on 100 transactions) where the
purchase price was between $100, 000, 000 and $499, 900, 000 was 30. 3
percent and 27.4 percent, respectively, and (3) within the
printing and publishing services industry during 2002 and 2003,
one transaction had a prem um of 45.2 percent, and the average
prem um of the five additional transactions was 67.5 percent. On
the basis of those statistics and general factors that affect a
control premunm s size, he concluded that a 20-percent contro
prem um was reasonable for a majority investnment in PM5 which
equated to a 17-percent mnority interest discount. M. My did
not apply a specific mnority interest discount under his DCF
anal ysi s.

Because we generally follow M. Thonmson’s DCF approach
whi ch derives PMG s nenbers’ equity on a controlling basis, we
agree that a mnority discount is appropriate in valuing

decedent’ s 15-percent mnority interest in PMG Cf. Estate of

(... continued)
Trugman, Under st andi ng Busi ness Valuation: A Practical GQuide to
Valuing Small to Medium Si zed Busi nesses 265 (1998).
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Jung v. Commi ssioner, 101 T.C at 439 (if an expert’s DCF

calculations are on a mnority basis, no mnority discount should
be applied to the resulting values). W disagree, however, wth
M. Thonson’s analysis. M. Thonson only vaguely supported his
chosen control premumw th the above-referenced statistics. M.
Thomson determ ned a control premumfor PMG that is 10

percent age poi nts bel ow the nedian control premumpaid for
transactions in all industries and 20 percentage points bel ow
control premuns paid in PMGs own industry. He provided no

expl anation as to why he chose such a conparatively | ow control
prem um besides listing general factors that affect a contro
premunm s size. W cannot justify M. Thonmson’s control prem um
and resulting mnority interest discount without a nore
conprehensi ve explanation. Since the parties are in general
agreenent that a mnority discount is appropriate, we determne a
23-percent mnority discount to the equity value of PM5 conput ed
on a 30-percent controlling interest basis under the DCF mnethod. 18

2. Lack of Marketability Di scount

M. Thonson determ ned a 31-percent |ack of marketability

di scount after review ng seven independent restricted stock

8Thirty percent is near the | ower end of the range of
medi ans and neans he found.
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studi es, '® which report average and nedi an lack of marketability
di scounts in restricted stock transactions. Those studies show
an average di scount of 32.1 percent. M. Thonson chose a 31-
percent discount based on, anong ot her things, PMG s established
name and reputation, its upward trend in distributions, and its
trend of redeem ng shares.

M. May conputed a 30-percent |ack of marketability di scount
based on the sane seven studies, plus four? additional restricted
stock studies and two pre-1PO studies.? 1|In selecting a discount
size, he observed that the restricted stock studies report a
smal | er average di scount than do the pre-I1PO studies. He also
noted that PMG s stock was significantly nore restricted and nore
likely to be held for a | onger period of tinme than the studied
restricted stock, characteristics |leading to a higher |ack of
mar ketabi ity discount for PMGs units. He, therefore, chose a
30- percent discount, which fell within the range of average
di scounts (13 percent - 35.6 percent) found by the restricted

st ock studies.

9The seven studies are: (1) SEC Institutional |nvestor
Study, (2) Gelman Study, (3) Trout Study, (4) Mroney Study, (5)
Maher Study, (6) Silber Study, and (7) Managenent Pl anning Study.

20The additional restricted stock studies are: (1) Standard
Research Consultants, (2) WIIlanmette Managenent Associ ates, (3)
FMWV Opi nions, and (4) Col unbi a Fi nanci al Advi sors.

2lThe pre-1PO studies are: (1) Enory and (2) Valuation
Advi sors.
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We have previously disregarded experts’ conclusions as to

mar ketability discounts for stock with holding periods of nore
than 2 years when based upon the above-referenced studies. See

Furman v. Conmmi ssioner, T.C Meno. 1998-157 (finding the

taxpayer’s reliance on the restricted stock studies in
calculating a |l ack of marketability discount to be m spl aced
since owners of closely held stock held Iong termdo not share
the same marketability concerns as restricted stock owners with a
hol di ng period of 2 years). G ven both experts’ reliance on the
studi es, however, we shall accept themas setting the benchmark
di scount size for decedent’s units. W find a 31-percent |ack of
mar ketabil ity di scount to be appropriate.

| X.  Concl usi on

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

t he val uation date was $32, 601, 640. See appendi X.

Deci sion will be entered

under Rul e 155.
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APPENDI X

Val uation of 3,970 Units of Paxton Media Group, LLC as of July 5 2004

Projected ltens

LTM ended June 27, 2004 Year 1

Year 2

Year 3

Year 4

Year 5

Revenue $163, 602, 288 $172, 514, 890 $175, 102, 613 $176, 853, 640 $178, 622, 176 $180, 408, 398

Qperating incone 62, 795, 420 63, 737, 351 64, 374,725 65, 018, 472 65, 668, 657
(@36.4% op. nargin)

Q her income (expense) 172, 515 175, 103 176, 854 178, 622 180, 408
(@0. 1% of revenue)

Adj usted operating incone 62, 967, 935 63,912, 454 64, 551, 579 65, 197, 094 65, 849, 065

Cashf | ow adj ust ment s

+ Depreci ation 5, 347,962 5,428,181 5, 482, 463 5, 537, 288 5, 592, 660
(3.1% of revenue)

(-) Working capital additions 222,815 64, 693 43,776 44,213 44, 656
(-2.5% of revenue)

(-) Capital expenditures (4,830, 417) (4,902, 873) (4,951, 902) (5,001, 421) (5, 051, 435)
(2.8% of revenue)

Year end cashfl ow 63, 708, 295 64, 502, 455 65, 125, 916 65, 777, 174 66, 434, 946

Di scount rate (WACC) 10% 10% 10% 10% 10%

Present value interest factor (1 / (1.1)" 0.9091 0. 8265 0. 7513 0. 6830 0. 6209

Present val ue of cashflows 57,917, 211 53, 311, 279 48,929, 101 44, 925, 810 41, 249, 458

Total present value of cashflows (year 1 - year 5)

$246, 332, 859

Present val ue of reversion: 421,129, 997
66,434,946 ((1.01 / (0.1 - 0.01)) / ((1 + 0.1)%)
Total present value of all future cashflows 667, 462, 856
Long-t er m debt (243,602, 413)
Enterprise value of PM5 (w o discount) 423, 860, 443
Val ue | ess in-the-noney val ue of options? 408, 667, 643
Val ue with 23% minority discount 314, 674, 085
Val ue with 31%1 ack of nmarketability di scount 217,125, 119
Val ue of each unit 8,212
Val ue of 3,970 units 32, 601, 640

* Last 12 nonths

1($8, 212- $2, 786) x $2, 800



