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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: Respondent determ ned a $998, 508
deficiency in petitioner’s 1996 Federal gift tax. The issue for
decision is the fair market value of interests in a famly

[imted partnership that petitioner transferred in 1996.
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Unl ess otherw se indicated, all section references are to
the Internal Revenue Code as anended, and all Rule references are
to the Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

The parties have stipulated many of the facts, which we
incorporate by this reference. When petitioner filed her
petition, she resided in Fruitport, M chigan.

A. Fornation of the Lappo Famly Limted Partnership

On Cct ober 20, 1995, petitioner and her daughter, d arajane
M ddl ecanp (C araj ane), forned, pursuant to Georgia |law, the
Lappo Famly Limted Partnership (the partnership). On April 19,
1996, petitioner and Cl araj ane conveyed to it a portfolio of
mar ket abl e securities (principally municipal bonds) and certain
parcels of Mchigan real estate that were subject to a long-term
| ease.?

After these initial capital contributions, petitioner’s and

Cl araj ane’s respective partnership interests were as foll ows:

CGener al Limted
Par t ner shi p Par t ner shi p
Part ner | nt er est | nt er est Tot al
Petitioner 1.0 98. 7 99.7
Cl ar aj ane .2 .1 . 3
Tot al 1.2 98. 8 100.0

! The real estate parcels, in Fruitport, Mch., and South
Haven, Mch., were sites of two retail |unberyards fornerly owned
and operated by the Lappo famly. In June 1995, Wckes Lunber
Co. purchased all the lunberyard assets other than the rea
estate and entered into a 15-year |ease for the real estate.
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The allocation of initial partnership interests was based on
t he Decenber 31, 1995, market value of the assets contributed to
the partnership. The appraised market value of the real estate
was $1, 860,000. The market value of the securities was
$1, 318, 609.

B. Petitioner's Gfts of Partnership Interests

1. The April 19, 1996, Gfts

On April 19, 1996, petitioner transferred a 69.4815368-
percent limted partnership interest, representing the foll ow ng
gifts: a 66.80917-percent |imted partnership interest to
Cl araj ane as Trustee of the Lappo Generation Trust; and a
0. 6680917-percent interest to each of her four grandchildren,
Seth R M ddl ecanp, Lisa M ddl ecanp-Sil ky, Wendy Thomas, and
Al yson M ddl ecanp.

2. The July 2, 1996, Gft

On July 2, 1996, petitioner gave her remaining 29.2184632-
percent limted partnership interest to Clarajane in her
i ndi vi dual capacity.

Consequently, after these gifts, the partnership interests

were as foll ows:

Gener al Limted
Par t ner shi p Par t ner shi p
Part ner | nt er est | nt er est Tot al
Petitioner 1.0 —- 1. 0000000
Cl ar aj ane .2 29. 3184632 29. 5184632

Lappo Generation
Tr ust - - 66. 8091700 66. 8091700



Seth R M ddl ecanp -- . 6680917 . 6680917
Li sa M ddl ecanp-

Si | ky - - . 6680917 . 6680917
Wendy Thonas -- . 6680917 . 6680917
Al yson M ddl ecanp -- . 6680917 . 6680917
Tot al 1.2 98.8 100.0

C. The Partnership Agreenent

Under the partnership agreenent, the general partners have
excl usive authority to manage the operations and affairs of the
partnership and to nmake all decisions regarding its business,
including the distribution of cash. No partner can: (a)

Wt hdraw any part of her capital or receive any distributions
fromthe partnership except as provided for in the partnership
agreenent; (b) demand or receive any assets other than cash in
return for her capital interest; or (c) be paid interest on any
capital contributed to or accunul ated in the partnership.

Wt hdrawal of a general partner will cause dissolution of the
partnership unless there is at |east one other general partner to
carry on the partnership’ s business or unless all renaining
partners agree to continue the partnership and to appoint one or
nore general partners.

In general, the limted partners have no rights to
participate in managi ng or controlling the partnership' s
business. A limted partner may assign his or her interest, but
such assignnment will not dissolve the partnership or entitle the

assi gnee to becone a partner or to exercise any rights as a
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partner (unless the general partners give their prior consent);
rather, the assignee will be entitled only to receive

di stributions to which the assignor woul d have been entitled.

Under the partnership agreenent, the partnership my
purchase all, but not less than all, of alimted partner’s
interest upon the limted partner’s death or upon any transfer of
the limted partner’s interest by operation of |aw. The purchase
price will be the fair market value as agreed upon by the limted
partner and the partnership or else as determ ned by appraisal.

If alimted partner undertakes to sell his or her interest,
the partnership has the right of first refusal. |If the
partnership elects to buy the limted partner’s entire interest,
the price to be paid will be the price set forth in the selling
partner’s original proposal, |ess 15 percent.

The partnership is to continue until Decenber 31, 2045,
unless it is dissolved sooner by consent of all the partners, by
the wi thdrawal of a general partner (in the absence of another
general partner to carry on the partnership’s business), or by
entry of a decree of judicial dissolution.

D. Petitioner’'s G ft Tax Returns

On April 11, 1997, petitioner filed a Federal gift tax
return, reporting her April 19, 1996, gifts of limted
partnership interests, which she valued at $1,040,000. Wth this

return she remtted $153,000 of reported gift tax liability. On
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February 6, 1998, petitioner filed an anended Federal gift tax
return, reporting her July 2, 1996, gift to Carajane of a
29.218462-percent limted partnership interest which had been
omtted fromher original 1996 gift tax return. Petitioner
val ued the July 2, 1996, gift at $423,871 and renmtted an
additional $177,265 of gift taxes.

E. Noti ce of Deficiency

In the notice of deficiency, issued June 19, 2001,
respondent determ ned that petitioner’s 1996 gifts of partnership
interests should be increased fromthe originally reported
$1, 040,000 to $3, 137,287, resulting in a $998,508 gift tax
deficiency as determ ned by reference to petitioner’s originally
filed gift tax return.? Respondent credited the additional
$177,265 that petitioner had paid with her anmended gift tax
return as an advance paynent of the gift tax deficiency so
det er m ned.

OPI NI ON

A. The Parties’ Positions

The only issue renmaining in dispute is the fair market

2 |n addition to the valuation issue, the notice of
deficiency also raised these alternative contentions: (1) There
was no econom ¢ substance to the partnership’s formation and
operation; (2) the partnership interests should be val ued w t hout
regard to any restriction on the right to use or sell the
property within the neaning of sec. 2703(a)(2); and (3)
petitioner made a taxable gift upon the partnership’ s formation.
The parties have stipulated that all such alternative contentions
have been “w t hdrawn”.
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values of the limted partnership interests that petitioner
transferred during 1996. The parties generally agree that these
fair market val ues should be determ ned by reference to the net
asset values (NAVs) of the partnership’s assets (i.e., its rea
estate hol dings and nmarketabl e securities portfolio), reduced by
mnority interest and marketability discounts. The parties agree
on the NAVs of the partnership’s assets.® They disagree on the
size of the applicable mnority interest and marketability
di scounts. Petitioner bears the burden of proof. See Rule

142(a).*

3 At trial, petitioner agreed to use respondent’s (overal
slightly higher) figures for the NAVs of the partnership’s
securities portfolio: $1,296,882 as of Apr. 19, 1996, and
$1,379,531 as of July 2, 1996. The parties also agree that the
fair market value of the partnership’'s real estate hol dings was
$1,860,000 at all relevant tinmes. This agreed-upon val ue of the
real estate is based on an appraisal report dated Jan. 24, 1996,
and represents the market value of the | eased fee estate as
determ ned by an independent appraiser using a discounted
cashfl ow anal ysi s.

4 Effective for court proceedings arising in connection with
exam nations comencing after July 22, 1998, if certain
requi renents are net, sec. 7491(a) shifts to the Comm ssioner the
burden of proof with respect to factual issues relevant to
ascertaining the tax liability of the taxpayer. Internal Revenue
Service Restructuring and Reform Act of 1998 (RRA 1998), Pub. L
105- 206, sec. 3001(a), 112 Stat. 726. Respondent asserts and
petitioner does not dispute that respondent’s exam nation of
petitioner’s 1996 gift tax return comenced in 1997.
Accordingly, the burden-shifting provisions of sec. 7491(a) are
i nappl i cabl e here.



B. The Parties’ Experts

In support of their positions, each party relies on an
expert opinion. W evaluate expert opinions in light of all the
evidence in the record and may accept or reject expert testinony,

in whole or in part, according to our own judgnment. Helvering v.

Natl. Gocery Co., 304 U S. 282, 295 (1938); Shepherd v.

Comm ssioner, 115 T.C. 376 (2000), affd. 283 F.3d 1258 (11th Cr

2002); Estate of Newhouse v. Conm ssioner, 94 T.C 193, 217

(1990). *“The persuasiveness of an expert’s opinion depends
| argely upon the disclosed facts on which it is based.” Estate

of Davis v. Conmm ssioner, 110 T.C 530, 538 (1998). W may be

selective in our use of any part of an expert’s opinion. |d.

1. Petitioner’'s Expert

Petitioner’s expert, Robert P. diver (M. diver), is an
accredi ted apprai ser who has been wi th Managenent Pl anni ng, |nc.
(MPl'), since 1975 and has served as its president since 1996.

MPlI has been in the business of preparing financial analyses of
cl osely hel d businesses and in evaluating securities of such
busi nesses since 1939. M. Qdiver is an author and speaker on
val uation and rel ated topics.

In his direct testinony, M. diver concluded that a 7.5-
percent mnority interest discount is appropriate with respect to
t he marketabl e securities conponent of the partnership interests.

Wth respect to the real estate conmponent, he concluded that a
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35-percent mnority interest discount should apply to
petitioner’s April 19, 1996, gifts, and a 30-percent mnority
interest discount to her July 2, 1996, gift. In addition, M.

A iver concluded that there should be a 35-percent marketability
di scount for each gift.

2. Respondent’s Expert

Respondent’s expert, Dr. Alan C. Shapiro (Dr. Shapiro), is
the Ivadel |l e and Theodore Johnson Professor of Banking and
Fi nance and past chairman of the Departnent of Finance and
Busi ness Econom cs, Marshall School of Business, University of
Southern California (USC). He is also an outside director of
LECG LLC, an econom c and financial consulting conpany. Prior
to joining USC in 1978, he taught at the Warton School of
Busi ness at the University of Pennsylvania and has been a
visiting professor at Yale, the University of California at Los
Angel es, the University of British Colunbia, and the Stockhol m
School of Economics. He is the author of numerous academ c
articles and books on corporate finance.

In his direct testinony, Dr. Shapiro concluded that the
partnership interests should be valued to reflect an 8. 5-percent
mnority interest discount and an 8. 3-percent nmarketability

di scount .



C. Mnority Interest D scount

In estimating the fair market value of a noncontrolling
interest in a closely held business entity, it may be appropriate
to decrease NAV to reflect lack of control inherent in the

interest. See, e.g., Estate of Andrews v. Conmm ssioner, 79 T.C

938, 953 (1982).

1. Mar ket abl e Securities

As previously indicated, with respect to the narketable
securities conmponent of the partnership interests, petitioner’s
expert recomends a 7.5-percent mnority interest discount,
wher eas respondent’s expert recommends an 8.5-percent mnority
interest discount. The parties agree that the difference is not
significant. At trial, petitioner agreed to use respondent’s
slightly higher net asset values for the marketable securities.
Qut of fairness to petitioner, we also use Dr. Shapiro’s slightly
hi gher 8.5-percent mnority interest discount rate.

2. Real Estate

a. Selection of Cuideline Conpanies

Both experts agree that publicly traded real estate
investnment trusts (RElITs) provide an appropriate starting point
for determning the mnority interest discount with regard to the
partnership’s real estate holdings. They di sagree, however, on
whi ch REI Ts shoul d be used for conparison and on the anal ysis of

t he RElI Ts dat a.
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i Petitioner’'s Expert

To sel ect his guideline conpanies, M. Oiver started with
over 400 REITs and real estate conpanies listed in Mody' s Bank
and Finance Manual. Fromthis initial group of over 400, he
elimnated all but seven conpanies (three REITS and four real
estate conpanies) as being insufficiently conparable to the
partnership.® For instance, he elim nated numerous conpani es
that did not report current appraisals of their real estate
assets. He also elimnated other conpanies that he considered to
have i nvestnent characteristics dissimlar to the partnership.

We are not persuaded that M. Oiver’s guideline group is
sufficiently large or nade up of conpanies sufficiently
conparable to the partnership. “Wile we have utilized snal
sanples in other valuation contexts, we have al so recogni zed the
basic premse that ‘[a]s simlarity to the conpany to be val ued
decreases, the nunber of required conparables increases’.”

McCord v. Conmi ssioner, 120 T.C. 358, 384 (2003) (quoting Estate

of Heck v. Commi ssioner, T.C Meno. 2002-34). For the rel evant

period, the four real estate conpanies included in M. Qiver’s

gui del i ne group appear dissimlar to the partnership in

5 M. diver’'s seven val uation guideline conpanies included
these three REITS: BRE Properties, Inc.; Cedar |Incone Fund,
Ltd.; and Meridian Industrial Trust, Inc. H's guideline
conpani es included these four real estate conpanies: Arbor Prop.
Trust (Arbor); Catellus Dev. Corp. (Catellus); The Rouse Co.
(Rouse); and Shopco Laurel Centre, L.P. (Shopco).
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fundanmental ways that m ght be expected to skew the price-to-NAV
di scounts of the guideline conpani es upward.®

ii. Respondent’s Expert

Dr. Shapiro started with the “core coverage group” of 62
real estate conpanies as reported by Geen Street Advisors, Inc.
(Green Street).” He elimnated 10 conpanies that were not RElITs
or that had what he believed were “substantially different
i nvestment characteristics” fromthe partnership. The record
does not reveal the identities of the 52 REITs included in Dr.
Shapiro’s guideline group. Petitioner does not dispute, however,
that they are all RElI Ts—a consideration of sonme significance,
given that the parties agree that REITs are an appropriate

starting point for determning the mnority interest discount.

6 For the relevant period, Catellus and Rouse were, unlike
the partnership, highly | everaged taxable entities. Shopco,
unli ke the partnership, was in extrene financial trouble during
the relevant period. Arbor had cut its dividends by 36 percent
fromthe prior year, suggesting financial difficulty. The record
contai ns no suggestion that the partnership was experiencing
financial difficulties during any rel evant period.

Al though M. diver purports to make an adjustnent to his
gui deline data reflecting that the partnership was in a better
financial position than his guideline conpanies, as explained
bel ow, this factor is sinply included in undifferentiated fashion
anong various other factors that result in his net adjustnent
increasing the partnership’s price-to-NAV discount relative to
hi s gui del i ne conpani es.

" Green Street Advisors, Inc. (Green Street), is an
i ndependent research and consulting firmconcentrating on REITs
and other publicly traded real estate conmpani es. Respondent
asserts, and petitioner does not dispute, that the REITs included
in the Green Street reports nake up 80 percent of the market
capitalization of the overall market of about 200 REI Ts.



- 13 -
Mor eover, we believe the size of Dr. Shapiro’ s sanple was
sufficiently large to nmake tolerable any dissimlarities between
the partnership and the REITs in his guideline group. See MCord

v. Conm ssioner, supra at 385.

Petitioner conplains that Dr. Shapiro’ s guideline group is
i nappropriate because G een Street derived NAVs using a val uation
met hod different fromthat used to value the partnership’'s rea
estate. The valuation nethod used by Green Street, however,
appears simlar to that used to value the partnership’'s rea
estate.® In any event, even if the valuation nethods are not
identical, insofar as each nmethod is reliable and unbi ased (and
petitioner does not contend that either is not), each m ght be
expected to produce reasonable valuations so as to provide a
meani ngf ul basis for conparing share prices to net asset val ues.

b. Pri ce-to-NAV D scounts

i Petitioner’'s Expert

To determ ne the NAVs of his seven guideline conpanies, M.
Aiver reviewed their reported book values and then nmade what his
expert report tersely describes as “certain adjustnments” to

adj ust these book values upward to reflect *“appraised val ues

8 The parties generally agree that Green Street derived its
NAVs in |arge part by applying various capitalization rates to
the real estate net operating inconme generated by each conpany’s
portfolio. The appraisal report upon which the agreed-upon val ue
of the partnership’'s real estate is based reflects a simlar
val uati on nmet hod based on a di scounted cashfl ow anal ysis of the
partnership’s net rental incone stream
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di scl osed by managenent.” Conparing these NAVs to quoted share
prices, M. Qdiver concluded that the nedian price-to-NAV

di scount for the guideline conpanies was 29.3 percent on Apri

19, 1996, and 20.3 percent on July 2, 1996.

M. diver then considered a nunber of factors that he said
differentiated the partnership fromhis seven guideline
conpanies. On the one hand, he concluded, the partnership had a
“much stronger” financial position than the guideline conpanies,
whi ch woul d indicate a relatively smaller price-to-NAV di scount
for the partnership interests. On the other hand, he concl uded,
certain factors augured for a deeper price-to-NAV discount: The
partnership had “very small” real estate hol dings conpared to the
gui del i ne conpanies; it was dependent on just one primary tenant;
and as a newy forned entity, it |lacked a track record of
operations. The net effect of such factors, M. Qiver
concluded, was that a mnority interest investor would val ue the
partnership’ s real estate conponent at a deeper discount than the
gui del i ne nedi an price-to-NAV discount. |In the final analysis,
he concl uded that the appropriate mnority interest discount was
35 percent for petitioner’s April 19, 1996, gifts of partnership
interests and 30 percent for petitioner’s July 2, 1996, gift.

M. diver has inadequately expl ai ned how he derived the

NAVs that are critical to his conmputation of the price-to-NAV



- 15 -
di scounts. The record does not adequately reflect the nanagenent
di sclosures that led to M. diver’s upward adjustnents of the
conpani es’ reported book values, with a directly correspondi ng
upward effect on his price-to-NAV di scount conputations.?®
Moreover, M. diver has failed adequately to explain the
apparent volatility in his recommended price-to-NAV di scounts
over less than 3 nonths (decreasing from 29.3 percent on Apri
19, 1996, to 20.3 percent on July 2, 1996).1° It seens nost
likely that the volatility results fromthe small size of his
sanple and the inclusion of entities that are insufficiently
conparabl e to the partnership.!!

Mor eover, we are unconvi nced of the appropriateness of the
upward adjustnents M. diver made to this volatile guideline

conpany data to account for factors specific to the partnership.

® Sone of these upward adjustnents are very large. For
instance, in determ ning a $25,928, 000 NAV for Shopco as of July
2, 1996, M. diver started with a reported book val ue of
$4, 862,000 and adjusted it upward by $21, 066, 000.

10 When questioned about this volatility at trial, M.
Aiver nmerely observed that the discount rates changed “because
the stock prices of these guideline conpanies are changing.”

1 1f we exclude fromM. Qiver’'s guideline group the four
real estate conpanies that we have found to be dissimlar to the
partnership (admttedly thereby exacerbating the problemof the
smal | ness of his sanple), the nedian price-to-NAV rel ationship
for the remaining three REITs is, as of Apr. 19, 1996, a 5. 3-
percent discount, and as of July 2, 1996, a .5-percent prem um
As we shall presently see, these data are generally inline with
the price-to-NAV data indicated by Dr. Shapiro’s RElITs guideline

group.
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He does not explain how he quantified each factor, how the
factors were netted, or why the net effect should result in an
upward adjustnent to the nedi an gui deli ne conpany di scounts,
rather than a downward adjustnment or a wash.'? Nor does M.
Aiver explain why this fixed set of factors should result in a
5. 7-percent upward adjustnent for petitioner’s April 1996 gifts
but a 9.7-percent (70-percent |arger) upward adjustnment for
another gift less than 3 nonths later. It seens nost |ikely that
M. diver’s upward adjustnents are, to sone extent, plug nunbers
used to justify his ultimate, very round mnority interest

di scount figures of 35 percent and 30 percent for April 19, 1996,
and July 2, 1996, respectively.

M. diver opined that the reasonabl eness of his reconmended
mnority interest discounts was confirned by reference to the
aver age 36-percent price-to-NAV discount that he calculated for a
sel ect group of 14 publicly registered, nonpublicly traded real

estate limted partnerships (RELPs).*® The record provides,

12 More particularly, although M. diver acknow edges that
the partnership was stronger financially than his guideline
conpanies and that this factor augurs for a smaller discount for
the partnership interests, he does not explain how he ultimtely
concluded that netting this factor against various other factors
results in the particular upward adjustnents to his guideline
conpany di scounts referenced above.

13 To nake these calculations, M. diver relied on a study
by Partnership Profiles, Inc., of Dallas, Tex., conmparing the
NAVs of RELPs with their trading prices in the secondary market.
He used as his guideline group 14 of the 167 RELPs covered by the

(continued. . .)
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however, an insufficient basis for us to nmake an infornmed
judgnent as to the partnership’s conparability to these 14 RELPs
or as to the reliability of the nethods used to determ ne NAVs
and nmarket prices for these 14 RELPs.'* In addition, petitioner
concedes that the trading volunme of RELPs, which do not trade on
organi zed stock exchanges, is very low. Consequently, M.
Aiver’s reliance on the published RELP market prices seens
guesti onabl e.

ii. Respondent’s Expert

Dr. Shapiro conpared Green Street-reported market prices and
NAVs to conclude that for the relevant period, his 52 guideline
REI Ts traded at a 4.8-percent nedian price-to-NAV premum To be
conservative and to account for the difference that the
partnership, unlike REITs, is not obligated to pay |arge and
regular distributions to its interest holders, Dr. Shapiro | ooked
bel ow t he nedian, to the 15th percentile, and began with an . 8-
percent discount as of March 25, 1996, and a 1.48-percent prem um

as of June 25, 1996

3(...continued)
Partnership Profiles study.

¥ 1n his expert report, M. Qiver states that the NAVs of
the 167 RELPs covered by the Partnership Profiles “represent
either estimtes by general partners, appraised val ues determ ned
by i ndependent appraisers retained on behalf of the partnerships,
or sone conbination of the two.”
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Dr. Shapiro concluded that these 15th-percentile REITs data
shoul d be adjusted downward in petitioner’s favor to renove a
l[iquidity premumthat is inherent in REITs; i.e., a prem umthat
ari ses because REIT interests, unlike the assets underlying them
are publicly traded in reasonably |iquid markets. To gauge the
size of this inherent liquidity premum Dr. Shapiro referred to
an academ c study of private placenent discounts for a period
endi ng just before the valuation dates for the subject
partnership interests. Bajaj et al., “FirmValue and
Mar ketability Discounts”, 27 J. Corp. L. 89 (2001) (hereinafter
the Bajaj study). On the basis of the Bajaj study, Dr. Shapiro
concluded that, for the relevant tine period, |iquid assets such
as REITs were trading at a prem um of about 7.5 percent over
illiquid assets such as the partnership interests. Subtracting
this 7.5-percent liquidity premiumfromthe previously indicated
15t h-percentile REITs data, he concluded that the real estate
conponent of the partnership interests should be valued to
reflect mnority interest discounts of 8.3 percent (-.8 mnus
7.5) and 6 percent (1.48 mnus 7.5), as of April 19, 1996, and
July 2, 1996, respectively.

Dr. Shapiro then conpared these results to his own study
whi ch suggested that mnority interests in holding conpanies
trade at a discount of 8.5 percent relative to controlling

interests in holding conpanies. Adjudging hol ding conpanies to
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be conparable to the partnership in certain respects, he
concluded that to be conservative he would apply this nore
favorabl e 8. 5-percent mnority interest discount to the
partnership interests.

Dr. Shapiro’s study on hol ding conpanies is not in evidence.
The m nimal description of it in his testinony provides an
i nadequate basis for us to rely upon it in determning the
appropriate mnority interest discount here.

W agree with Dr. Shapiro that, in order to derive a
mnority interest discount factor fromREI T price-to-NAV dat a,
one nust account for the liquidity premiuminherent in REIT data

prices. See MCord v. Conm ssioner, 120 T.C. at 385. In

quantifying that liquidity premum however, we hesitate to rely
on a single academ c study—-particularly one that Dr. Shapiro did
not participate in preparing and could not el aborate upon first
hand. W therefore seek common ground between the Bajaj study
and simlar studies (the Wuck study and the Hertzel & Smth
study)® cited therein.

According to the Bajaj study, the Wuck study found that the

aver age di scount observed in unregistered private placenents

15 Wuck, “Equity Omership Concentration and Firm Val ue:
Evi dence from Private Equity Fi nancings”, 23 J. Fin. Econ. 3
(1989); Hertzel & Smth, “Market Di scounts and Sharehol der Gains
for Placing Equity Privately”, 48 J. Fin. 459 (1993). W discuss
such “private placenent” studies nore fully in the context of the
mar ket abi ity di scount.
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exceeded the average di scount observed in registered private
pl acenments by 17.6 percentage points.'® The differentia
reported in the Hertzel & Smth study is 13.5 percentage
points.! Those figures are consistent with the differentia
reported in the Bajaj study, 14.09 points.!® The average of
these three figures is approximately 15 percent, which yields a
liquidity premiumof 17.6 percent (1/[1 - .15]).1%

Using a liquidity premumof 17.6 percent, we arrive at
mnority interest discounts of 18.4 percent (.8-percent price-to-
NAV di scount |ess 17.6-percent liquidity premium for the Apri
16, 1996, gifts and 16.12 percent (1.48-percent price-to-NAV
premum | ess 17.6-percent liquidity premun) for the July 2,
1996, gift. Following Dr. Shapiro’s |lead, we round these figures
up slightly to a uniform 19-percent mnority interest discount
rate, which we shall apply to the real estate conponent of the

partnership interests.

1 Bajaj et al., “FirmValue and Marketability Discounts,”
27 J. Corp. L. 89, 98 (2001).

7 1d. at 99.

8 1d. at 107.

19 As Dr. Shapiro explains in his expert report: “If an
illiquid security trades at a discount of 7%relative to a liquid

asset, the liquid asset is trading at a prem um of about 7.5%
fromthe illiquid asset [1/(1-79%9]."



3. Concl usi on

As expl ai ned above, we find that an 8.5-percent mnority
interest discount is appropriate in valuing the marketable
securities conponent of the partnership interests and a 19-
percent mnority interest discount is appropriate in valuing the
real estate conponent of the partnership interests. These
mnority interest discount factors yield weighted averages of
14. 70 percent and 14.49 percent, as of April 19, 1996, and July
2, 1996, respectively.? Rounding these wei ghted averages, we

conclude that an overall mnority interest discount

20 As of Apr. 19, 1996, these mnority interest discount
factors yield a weighted average of 14.70 percent, as cal cul ated

bel ow:
Per cent Per cent

Asset Per cent D sc. Wei ght ed

Cl ass of NAV Fact or Aver age
Mar ket abl e Securities .41 8.5 3. 49
Real Estate .59 19.0 11. 21
Total Wei ghted Average 14. 70

As of July 2, 1996, these mnority interest discount factors
yield a wei ghted average of 14.49 percent, as cal cul ated bel ow

Per cent Per cent

Asset Per cent D sc. Wei ght ed

Cl ass of NAV Fact or Aver age
Mar ket abl e Securities .43 8.5 3. 66
Real Estate . 57 19 10. 83

Total Wei ghted Average 14. 49
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of 15 percent is appropriate in determning the fair market val ue
of each gifted partnership interest.

D. Mar ketability Di scount

The experts agree that private placenents of publicly traded
stock are an appropriate starting place for determning a
mar ketabi ity di scount here. The experts disagree on the
appropriate private placenents to be considered and what is
measured by those conparisons. The experts also disagree on the
inferences to be drawn fromthe partnership s specific
characteristics.

1. Empirical Anal ysis

a. Petitioner’'s Expert

M. diver conpared private-market prices of unregistered
(restricted) shares in public corporations with the public-market
prices of unrestricted but otherw se identical shares in the sane
corporations.? He attributes the price difference to the
restricted shares’ lack of marketability.

More particularly, starting wwth a preexisting MPI study
anal yzing 197 private transactions in common stocks of actively
traded corporations from 1980 through 1995, M. diver identified

a guideline group of 39 transactions in unregistered (restricted)

2l Restricted shares, because they have not been registered
with the SEC, generally cannot be sold in the public market for a
2-year period. See 17 CF. R sec. 230.144(d)(1) (1996). In 1997
the required hol ding period was shortened to 1 year. See 62 Fed.
Reg. 9242 (Feb. 28, 1997).
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stock. He determ ned that these 39 transactions occurred at
prices reflecting discounts of 5.2 percent to 57.6 percent from
the public-market price, with the nedi an di scount being 29.3
per cent.

Thirteen of the 39 conpanies in M. diver’s guideline group
appear to be high-technol ogy conpanies and al so to have sone of
t he hi ghest discounts, ostensibly reflecting greater risk.? W
are unpersuaded that these 13 conpanies are conparable to the
partnership. |[If these 13 conpanies are renoved fromM. Oiver’s
gui del i ne group, the nedian discount of the renaining 26
conpanies is 19.45 percent.

b. Respondent’s Expert

Dr. Shapiro again relied primarily on the Bajaj study, which
anal yzed di scounts observed in private placenents of registered
shares as well as private placenents of unregistered (restricted)
shares. The Bajaj study concluded that the portion of private
pl acenent discounts attributable solely to inpaired marketability

was 7.2 percent.

22 These 13 conpanies and their indicated discounts are:
El ectro Nucl eonics (24.8 percent); Bioplasty, Inc. (31.1
percent); Sym Tek Systens, Inc. (31.6 percent); Anaren M crowave,
Inc. (34.2 percent); North Hlls Electronics, Inc. (36.6
percent); Newport Pharmaceuticals, Intl., Inc. (37.8 percent);
Quadrex Corp. (39.4 percent); Del Electronics (41 percent); lon
Laser Technol ogy, Inc. (41.1 percent); Chantal Pharmaceuti cal
Corp. (44.8 percent); Western Digital Corp. (47.3 percent);
Phot ogr aphi ¢ Sci ences Corp. (49.5 percent); and AW Conput er
Systens, Inc. (57.3 percent).
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We note initially that, in this context, we prefer Dr.
Shapiro’s “private placenent” approach (as enbodied in the Bajaj
study) over M. diver’'s nore narrow “restricted stock” approach.

See McCord v. Conmi ssioner, supra at 394. Absent further

explication of the Bajaj study by Dr. Shapiro, however, and

wi thout the benefit of other enpirical studies that would tend to
val i date the conclusions of the Bajaj study, we are unpersuaded
that a 7.2-percent discount is an appropriate quantitative
starting point for determning the marketability di scount
applicable to the gifted interests in this case.

Looking instead to the raw data fromthe Bajaj study, we see
that the average discount with respect to its sanple of private
pl acements is 22.21 percent.? The Hertzel & Smith study, cited
in the Bajaj study, reported an average di scount of 20.14 percent
with respect to its sanple of private placenents.?* Averaging
those two figures, we conclude that a 21-percent marketability
di scount is appropriate before adjustnents to incorporate
characteristics specific to the partnership. W note that this

di scount rate is very close to the 19. 45-percent nedi an di scount

2% See Bajaj et al., supra at 107.

24 Hertzel & Smith, supra at 470. The other private
pl acement study cited in the Bajaj study, the Wuck study, does
not reveal an average discount for the overall sanple.
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rate that we determned using M. diver’s nethodol ogy and dat a,
nodi fi ed as di scussed above.

2. Furt her Adj ustnents

a. Petitioner’'s Expert

M. diver ultimately concluded that the marketability
di scount applicable to the partnership interests should be 35
percent, or 5.7-percent higher than the 29. 3-percent nedi an
di scount that he determ ned by reference to his private placenent
sanple. He made this upward adjustnent to his recomended
mar ket abi ity di scount on the basis of the follow ng
considerations: The partnership is closely held with no real
prospect of becom ng publicly held; the partnership is relatively
small and little known; there is no present market for the
partnership interests; the partnership agreenent requires the
partnership to be offered the right of first refusal to purchase,
at a 15-percent discount, limted partnership interests; and the
partnership agreenent permts a transferee of alimted
partnership interest to becone a substituted limted partner only
with the general partners’ consent.

b. Respondent’s Expert

Dr. Shapiro ultimately concluded that the marketability
di scount applicable to the partnership interests should be 8.3
percent, or 1.1-percent higher than the 7.2-percent discount that

he said was indicated by the Bajaj study. |In arriving at this
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upward adj ustnent, he considered a nunber of factors. He
acknow edged t hat because the partnership is not schedul ed for
di ssolution until 2045, the partnership interests are |ess
mar ket abl e than restricted securities, thereby justifying sone
addi ti onal anount of discount. As a countervailing
consi deration, however, he opined that the appraised value of the
partnership’'s real estate already incorporates a | ack-of-
mar ketability discount. He also acknow edged provisions of the
partnership agreenent that generally prevent the assignee of a
limted partner’s interest from becom ng a partner and that
require a limted partner who w shed to sell his or her entire
interest to offer the partnership a right of first refusal at a
15-percent discount. He concluded, however, that these
restrictions had little effect on marketability. He observed,
for instance, that a limted partner could easily circunmvent the
15- percent di scount associated with the right of first refusal by
selling less than her entire interest.

c. Concl usion

On the basis of all the evidence and using our best
j udgnent, we conclude that a 3-percent upward adjustnment in the
mar ketability discount rate (as determ ned by reference to the
previously described enpirical studies) is appropriate to
i ncorporate characteristics specific to the partnership.

Consequently, we find that a discount for lack of marketability
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of 24 percent is appropriate in determning the fair market val ue
of each limted partnership interest that petitioner transferred
in 1996.

E. Concl usi on

We conclude that for April 19, 1996, the fair market val ue
of the 69.4815368-percent gifted partnership interests is

$1, 417,006, conputed as foll ows:

Total NAV as of 4/19/96 $3, 156, 882
1 percent of NAV 31, 569
Less: 15-percent mnority interest
di scount (4, 735)
26, 834
Less: 24-percent marketability di scount (6, 440)
FMWV of 1-percent interest 20, 394
FMW/ of 69.4815368-percent interests 1,417, 006

We conclude that for July 2, 1996, the fair market val ue of
the 29.2184632-percent gifted partnership interest is $611, 455,

conputed as foll ows:

Total NAV as of 7/2/96 $3, 239, 531
1 percent of NAV 32, 395
Less: 15-percent mnority interest
di scount (4, 859)
27,536
Less: 24-percent marketability di scount (6,609)
FMWV of 1-percent interest 20, 927
FMWV of 29.2184632-percent interest 611, 455

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.
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