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Introduction 

Willamette Management Associates and our practice
– Timothy J. Meinhart, principal and Chicago office director
– Kevin M. Zanni, Chicago office manager

We are often engaged to provide expert opinions on the following:
– Value of equity securities
– Value of debt and debt securities
– Value of fractional business interests
– Value of intellectual property and other intangible assets
– Reasonable royalty rates
– Economic damages
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Discussion Outline 

I.  Hot Topics in Gift and Estate Tax Valuations

II.  Summary of Selected Judicial Decisions

III.  Concluding Thoughts

IV.  Questions and Discussion
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Hot Topics in Gift and Estate Tax Valuations

– Tax-affecting the earnings of pass-through entities
• Estate of Louise Paxton Gallagher v. Commissioner, TC Memo. 2011-148

– Treatment of built-in capital gain tax
• Estate of Marie J. Jensen v. Commissioner, TC Memo. 2010-182

– Invoking the Step Transaction Doctrine
• Pierre v. Commissioner, 133 TC No. 2 133 TC 24 

– Consideration of restrictions in partnership/operating agreement (IRC 2703 issues)
• Holman v. Commissioner, 105 AFTR 2d ¶ 2010-721 (8th Cir. April 7, 2010) aff’g 130 TC 170 

(2008)

– Interpretation of the fair market value definition of value
• Holman and Estate of Giustina v. Commissioner, TC Memo. 2011-141

– Undivided interests in real estate
• Estate of James J. Mitchell, et al., v. Commissioner, TC Memo. 2011-94
• Ludwick v. Commissioner, TC Memo. 2010-104

– Formula clauses as applied to stock transfers for gift tax purposes
• John H. Hendrix, et. al, v. Commissioner, TC Memo. 2011-133
• Succession of McCord v. Commissioner, 461 F.3d 614, 5th Cir. 2006

– FLP and LLC valuation discounts
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Judicial Decisions and Discussion

Estate of Louise Paxton Gallagher v. Commissioner (T.C. 
Memo. 2011-148, 2011 WL 2559847 (U.S. Tax Ct.))
– Decedent died on July 5, 2004 (the valuation date). She owned 3,970 units of 

Paxton Media Group, LLC (Paxton or the “Company”) at date of death. She was 
Paxton’s largest shareholder, owning 15 percent of the Company’s units.

– Paxton, in July 2004, owned 28 daily newspapers, 13 paid weekly publications, a few 
specialty publications, and owned and operated a television station.

– The federal estate tax return was filed on September 30, 2005. The estate, in order 
to file the tax return, relied on a valuation estimate by a Paxton executive. 

– On the tax return, the estate claimed the decedent's interest in Paxton had a fair 
market value (FMV) of $34,936,000 ($8,800 per unit). The Internal Revenue Service 
(the “Service”) selected the return for examination and sent the estate a notice of 
adjustment on June 13, 2007. The Service claimed the FMV of the decedent’s 
interest in Paxton was $49,500,000 ($12,469 per unit).

– The estate engaged an appraiser in early 2008 to estimate the FMV of the 
decedent’s shares, as of the date of death. That appraiser arrived at a FMV of 
$26,606,940 ($6,702 per unit). 
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Judicial Decisions and Discussion

Gallagher v. Commissioner
– On June 6, 2008, the Service maintained its position by countering with a FMV 

estimate of $49,500,000 ($12,469 per unit) for the decedent’s shares.
– Prior to trial, the estate hired another appraiser who estimated the FMV of the 

decedent’s units at $28,200,000 ($7,103 per unit). 
– Also prior to trial, the Service hired an appraiser to estimate the FMV of the 

decedent's shares. That appraiser arrived at the FMV of $40,863,000 ($10,293 per 
unit) for the decedent’s shares. The Court noted that the Service’s change from 
$12,469 per unit to $10,293 per unit was “regard[ed] as a concession.”

– The Court performed its own appraisal and found that the FMV of the decedent’s 
units was $32,601,640 ($8,212 per unit), as of the valuation date. 

– Noteworthy Points 
• The use of subsequent financial information regarding public companies

– The Service’s expert used public company information as of June 30, 2004, but that 
information was not publicly available until a few months after the valuation date. The 
estate argued that the June statements were not available to a hypothetical willing buyer 
as of the valuation date. The Court found in favor of the Service, because it reasoned that 
the subsequently produced statements related to market conditions as of the valuation 
date.
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Judicial Decisions and Discussion

Gallagher v. Commissioner
• Disagreement regarding financial statement adjustments

– The estate suggested 3 nonrecurring adjustments to historical Company income while, 
the Service suggested 1 nonrecurring adjustment. At trial, the Service objected to all 3 
estate appraiser nonrecurring adjustments even though the Service's appraiser made one 
of the adjustments. The Court suggested that the estate was deficient in providing data 
and support for its conclusion. The Court only allowed the one common adjustment. 

– The Court did not understand estate’s other income adjustments and disregarded them.
• The application of the guideline publicly traded company method

– Both parties used it, but only the Service’s appraiser relied on it.
» The Court found that the guideline companies used by the Service’s expert were “not 

sufficiently comparable to [Paxton]” – size, products, and growth issues.
• The application of the discounted cash flow method

– Projected financial statements used in the discounted cash flow method analysis 
» Both parties’ experts prepared their own projections rather than use the Confidential 

Information Memorandum (CIM) earnings projection figures – the CIM was prepared 
for an unrelated purpose. 

» The Service argued that the estate did not use the CIM, which it claimed to contain 
the best projection of company earnings. 

» The Service also acknowledged that its expert did not use the CIM, but according to 
the Service, the fact that its appraiser did not use the CIM did not discredit their 
appraisal expert.
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Judicial Decisions and Discussion

Gallagher v. Commissioner
• The application of the discounted cash flow method, continued

– Projected financial statements used in the discounted cash flow method analysis 
» The Court decided not to use the CIM and did not find fault with the estate for not 

using the CIM earnings projections. 
» The Court also considered a foreseeable—as reasoned by the Court—acquisition of a 

remaining 50 percent interest in a subsidiary of the Company. The estate appraiser 
argued that the acquisition was not accretive to value because the price paid would 
be fair market value. 

» The Court disagreed with the estate and suggested that the impact of the foreseeable 
acquisition must be accounted for in the Company’s projected earnings. 

» The Court ultimately prepared its own financial projections for Paxton. 
– To tax-affect or not to tax-affect, that is the question

» The estate’s expert tax-affected earnings by applying a 39 percent income tax rate. 
However, the estate’s expert had an inconsistency between the 39 percent income 
tax rate used in the financial projection and the 40 percent income tax rate used in 
his weighted average cost of capital calculation. 

» In contrast, the Service’s expert did not tax affect earnings.
» The Court cited Gross v. Commissioner and stated: “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.”
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Judicial Decisions and Discussion

Gallagher v. Commissioner
• The application of the discounted cash flow method, continued 

– To tax-affect or not to tax-affect, that is the question.
» The Court reasoned that because the estate’s expert did not (1) explain his reasoning 

behind tax-affecting earnings, (2) consistently apply income tax rates, as evidenced 
by his use of a 39 percent income tax rate and 40 percent income tax rate, and (3) 
address the income tax benefits of owning S Corporation equity, it disregarded the 
tax-affecting financial statement adjustments. 

» Of note, later in Gallagher the estate’s expert added tax benefits associated with 
subchapter S corporation ownership. However, the Court disregarded the S 
corporation adjustments and stated that that the estate “[failed] to convince us of 
the accuracy of [its expert’s] adjustments.” 

– The rate of return applied in the discounted cash flow method
» Both valuation experts employed weighted average cost of capital (WACC) 

calculations as required rates of return to discount future earnings. 
» The Court stated “we have previously held that WACC is an improper analytical tool 

to  value a small, closely held corporation with little possibility of going public.” The 
Court cited the Estate of Hendrickson v. Commissioner and Gross v. Commissioner by 
reference. 

» However, the Court allowed the use of the WACC because “both experts used WACC 
as the rate of return in their analyses, and neither party otherwise raised the issue, 
we shall adopt it, although we do not set a general rule in doing so.”
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Judicial Decisions and Discussion

Gallagher v. Commissioner
• The application of the discounted cash flow method, continued 

– The rate of return applied in the discounted cash flow method
» Another issue was the estate expert’s use of the capital asset pricing model (CAPM) 

as compared to the Service expert’s use of the build-up method. The Court held that 
“CAPM was an inappropriate formula to use in this case,” as support it cited Hoffman 
v. Commissioner – “The use of CAPM is questionable when valuing small, closely held 
companies.”

» As a point of reference, the four estimated—the Company executive, the pre-trial 
estate appraiser, the Service appraiser, the estate’s trial appraiser—valuations  
suggested a minority-premised equity market capitalization value for the business of 
$177.4 million to $330.0 million. 

» The Court modified the “control premium” alpha factor input to the Service’s expert 
build-up cost of capital – to 30 percent from 20 percent. 

» The Court decided that book value debt to equity ratios were appropriate to use for 
the capital structure weightings in the WACC (75 percent debt and 25 percent equity) 
used by the Service’s expert. 

» The Court did not use the estimated equity value, as employed on an iterative basis, 
to arrive at capital structure weightings for the WACC. 

Page 9



Willamette Management Associates

Judicial Decisions and Discussion

Gallagher v. Commissioner
• Other adjustments to Paxton’s Enterprise Value

– The other adjustments considered included the subchapter S corporation adjustment, as 
previously discussed, and the valuation adjustment due to Company stock options.

• Proper type and size of applicable discounts
– Neither appraiser objected to the applicability of a minority interest discount and the 

discount for lack of marketability (DLOM). However, only the Service’s appraiser applied a 
minority discount to the value derived by the discounted cash flow method. The Court 
agreed that a minority interest discount was applicable and in a greater size (23 percent) 
than applied by the Service’s appraiser (17 percent). The Service’s appraiser used 
Mergerstat Review control premium data as the basis for its minority discount, and the 
Court used the same data to reach its conclusion. 

– The Court made reference to the Estate of Andrews v. Commissioner and the Estate of 
Magnin v. Commissioner as to why combining minority and marketability discounts is 
inappropriate. 

– With regard to marketability, the Court held that it would accept the Service’s appraiser’s 
DLOM of  31 percent. Both appraisers relied on restricted stock studies to estimate the 
DLOM. The Court noted that it previously disregarded other experts’ opinions based on 
restricted stock studies due to the likelihood of privately held stock having holding periods 
of greater than one year. 

• The Court continually criticized the estate expert’s analysis, primarily due to the 
contradiction of not relying on the guideline public company method but using 
guideline company metrics to evaluate the performance of the Company. 
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Judicial Decisions and Discussion

Estate of Marie J. Jensen v. Commissioner, TC Memo. 2010-182 
– The decedent owned an 82 percent interest in Wa-Klo, a closely held C corporation.
– The primary asset of Wa-Klo was 94 acres of waterfront real estate that was 

operated as a summer camp for girls.
– The estate’s valuation expert used an adjusted book value method to arrive at a net 

asset value (NAV) of $4.244 million for Wa-Klo. The valuation expert then reduced 
the NAV, dollar-for-dollar, for a built-in capital gain tax of $965,000.

– The estate’s valuation expert did not rely on an income approach or a market 
approach to value the subject interest. 

– The concluded value for the subject interest was $2.6 million.
– At the time of the decedent’s death, neither a sale or liquidation of Wa-Klo nor a sale 

of its assets was planned.
– The estate tax return was filed with a value of $2.6 million, which was later 

amended to $2.554 million. 
– The Service claimed that the value of the subject interest was $3.268 million. The 

value included a discount for a built-in capital gain tax of $250,042.
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Judicial Decisions and Discussion

Estate of Marie J. Jensen v. Commissioner
– In supporting his capital gain tax adjustment, the Service's valuation expert 

examined closed-end fund data. He was “unable to find a direct correlation, at least 
up to 41.5 percent of net asset value, between higher exposure to built-in capital 
gains tax and discounts from net asset value.” Based on his observations, the expert 
concluded that no consideration of a built-in capital gain tax should be considered for 
Wa-Klo up to 41.5 percent of its NAV. However, dollar-for-dollar consideration 
should be given for the built-in capital gain tax exposure above 41.5 percent. 

– In his report, the Service's valuation expert also opined that there are various ways 
to avoid paying the built-in capital gain tax (i.e., IRC §1031 like-exchange, C corp. 
to S corp. conversion, etc.).

– In support of its argument for a dollar-for-dollar reduction for the built-in capital 
gain tax, the estate referred to the following decisions:

• Eisenberg v. Commissioner 155 F.3d 50 (2d Cir.1998)
• Estate of Dunn v. Commissioner 301 F.3d 339 (5th Cir.2002)
• Estate of Jelke v. Commissioner 507 F.3d 1317 (11th Cir.2007)

– The Court did not believe that the closed-end funds analyzed by the Service's expert 
were comparable to Wa-Klo. It also noted that (1) NAV discounts are influenced by 
many factors other than just built-in capital gain tax liabilities and (2) studies on the 
effects of unrealized capital gains on NAV discounts of closed-end funds are 
“inconclusive.” As a result, the Court did not accord the Service expert’s valuation 
much weight.
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Judicial Decisions and Discussion

Estate of Marie J. Jensen v. Commissioner
– In response to the Service’s argument that there are various methods to avoid 

paying the built-in capital gain tax, the Court noted that the suggested methods can, 
at best, only defer the recognition of the tax.

– The Court concluded that a present value approach was applicable to determine the 
built-in capital gain tax liability of Wa-Klo. In its capital gain tax calculation, the 
Court used the following variables:

• A current market value of the Wa-Klo land and improvements of $3.3 million
• Appreciation rates on land and improvements of 5 percent and 7.725 percent
• A 17-year holding period for the real estate (i.e., the Court’s estimated remaining useful life of 

the Wa-Klo improvements)
• A tax basis for the property of $500,000
• A federal and state corporate capital gain tax rate of 40 percent
• Present value discount rates of 5 percent and 7.725 percent

– In summary, the Service's expert concluded a built-in capital gain tax adjustment of 
$490,382 for Wa-Klo. The estate expert concluded an adjustment of $1.113 million. 
The Court concluded an adjustment, based on its own analysis, of $1.233 million to 
$1.264 million.

– The Court accepted the estate’s expert’s built-in capital gain tax adjustment because 
“although not precise, it is within the range of values that may be derived from the 
evidence (and the estate did not argue for a greater amount).”
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Judicial Decisions and Discussion

Estate of Marie J. Jensen v. Commissioner
– Noteworthy Points

• The Court reverted to a “present value” method that had noteworthy assumptions, but a 
favorable result for the estate.

• In this case, the Court disregarded the concept of using publicly traded closed-end funds to 
quantify a discount for a C corporation built-in capital gain tax liability.

• Several of the courts seem to recognize that, unlike a partnership or other pass-through 
entity, a built-in capital gain tax within a C corporation is unavoidable.

• It is noteworthy that the Court decided that the dollar-for-dollar built-in capital gain tax 
liability was appropriate even though it stated that “[a]s of the date of decedent’s death, 
neither a sale or liquidation of Wa-Klo nor a sale of its assets was imminent or planned.”

Page 14



Willamette Management Associates

Judicial Decisions and Discussion

Pierre v. Commissioner (133 T.C. No. 2 133 T.C. 24) (August 
24, 2009). 
– Ms. Pierre (taxpayer) formed Pierre Family, LLC (the “Company”) on July 13, 2000, 

funded it on September 15, 2000, and made gift and sale transactions on September 
27, 2000. 

– Ms. Pierre made two transfers each to her son and granddaughter. The four 
transfers consisted of two 9.5 percent gifts and two 40.5 percent sales of the 
Company member units to trusts for the son and granddaughter. 

– The Service took exception to the form in which Ms. Pierre transferred the Company 
membership interests. That was primarily due to the fact that the Company was 
organized as a single-member LLC, and it was not considered a corporation for 
federal income tax purposes.

– The Company was considered a disregarded entity for federal income tax purposes 
pursuant to Section 301.7701-1 through Section 301.7707-3 of the Procedure and 
Administration Regulations (better known as “check-the-box” regulations).

– The taxpayer argued that state law, and not federal tax law, is the determinate of a 
taxpayer’s interest in a property. The Company was formed under New York state 
law. And, in New York, a limited liability company (LLC) member has no interest in 
the specific property of the LLC. Therefore, the transferred interests were the Pierre 
LLC membership interests and not Company property.
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Judicial Decisions and Discussion

Pierre v. Commissioner 2009 
– The Court agreed with the taxpayer that the transfers consisted of LLC member units 

and not asset transfers as alleged by the Service. 
– Noteworthy Points 

• There was a dissenting opinion, to which several Tax Court judges concurred.
• Two issues still remained: (1) to invoke or not to invoke the step transaction 

doctrine and (2) assuming the step transaction doctrine applied, the 
redetermination of valuation discounts.
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Judicial Decisions and Discussion

Pierre v. Commissioner (T.C. Memo. 2010-106, 2010 WL 
1945779 (U.S. Tax Ct.), (May 13, 2010). 
– The Service argued that the four transactions were really two transactions (i.e., one 

50 percent transaction per trust).
– Ms. Pierre argued that the four transfers had independent business purposes to 

preclude the four transactions from being collapsed. To support this position, several 
nontax reasons for establishing the Company were specified. However, no nontax 
reasons for splitting the transfers between gifts of ownership interests and sales of 
ownership interests were offered.

– The Court found that nothing of tax-independent significance occurred in the 
moments between the gift transactions and sale transactions. Therefore, the Court 
applied the step transaction doctrine, and the gift and sale transactions were 
aggregated from four transactions to two transactions. 

– The Court listed the following reasons as to why the gift and sale transactions should 
be aggregated:
• The transactions occurred on the same day.
• No time elapsed between the gift and the sale. 
• The taxpayer intended to transfer her entire interest without paying gift tax as 

evidenced by the decision not to pay any principal on the notes over an eight-
year period.
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Judicial Decisions and Discussion

Pierre v. Commissioner 2010
• The Company provided contradictory evidence because of poor documentation. 

This documentation included a notation, by the Company manager, to record the 
transactions in the Pierre LLC journal and general ledger. The notation stated, 
“to reflect gift transfer by Suzanne Pierre to J. Despretz Trust and K. Despretz 
Trust.”

– Noteworthy Points 
• The Court allowed an 8 percent minority discount for the 50 percent interests. 

That discount was a slight revision from the 10 percent discount originally 
claimed by the taxpayer. The slight revision was due to the perceived differences 
between a 1 percent member interest and 50 percent member interest. The 
primary difference between the two member interests is that a 50 percent 
member interest could block the appointment of the Company manager. 

• The Court decided to allow a 30 percent DLOM, as originally claimed by the 
taxpayer. However, the Service did not present a valuation expert to argue the 
merits of applying a lower DLOM.

• At trial, the taxpayer presented another expert’s opinion who suggested a 35 
percent DLOM based on restricted stock studies. The Service argued that studies 
now show a decrease in the private placement discount to as low as 13 percent 
after April 1997.

• The change in valuation discounts could have been much greater had more 
prerogatives of control been triggered.
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Judicial Decisions and Discussion

Holman v. Commissioner, 105 AFTR 2d ¶ 2010-721 (8th Cir. April 7, 
2010) aff’g 130 TC 170 (2008)

– Husband and wife created an FLP that was funded with Dell Corp. stock.
– Gifts of limited partnership interests were made in 1999, 2000, and 2001 using a 

valuation discount of approximately 49 percent.
– The partnership agreement contained commonly used transfer restrictions that:

• restricted transfers of LP interests without the approval of all partners, and
• gave the FLP the right to purchase nonpermitted assignments of LP interests at the fair 

market value of those interests.

– At audit, the Service initially offered a valuation discount of 28 percent. This offer 
was revoked when it was determined that the case was going to trial.

– The Service argued that the 1999 gift of LP interests that occurred six days after the 
FLP was created was an indirect gift of a portion of the Dell stock. The Tax Court 
rejected this argument, noting that there was “a real economic risk of a change in 
value” of the FLP between the time of the FLP funding and the date of the gift.

– For all of the gifts of LP interests, the Service argued that the restrictions in the 
partnership agreement on an LP’s right to transfer its interest should be disregarded 
pursuant to IRC §2703(a)(2). 
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Judicial Decisions and Discussion

Holman v. Commissioner
– The Court noted that §2703(a) does not apply to disregard a restriction if the 

restriction meets each of the following three requirements: 
• It is a bona fide business arrangement 
• It is not a device to transfer such property to members of the decedent’s family for less than 

full and adequate consideration in money or money’s worth
• Its terms are comparable to similar arrangements entered into by persons in an arm’s-length 

transaction

– The Tax Court concluded that the partnership agreement provision that related to 
the acquisition of an interest in the event of a nonpermitted assignment failed “at 
least” the first two requirements of the §2703 three-prong test.

– In discussing the bona fide business arrangement requirement, the Court noted that 
it has “held that buy-sell agreements serve a legitimate purpose in maintaining 
control of a closely held business. Here, however, we do not have a closely held 
business.”

– In addressing the device test of §2703, the Court noted that paragraph 9.3 of the 
partnership agreement allowed the Partnership to redeem the LP interests of an 
impermissible transferee. The ability of the Partnership to redeem these interests at 
a value lower than the interests’ net asset value would benefit the remaining 
partners, which presumably are Holman family members. As a result, the Court 
concluded that paragraph 9.3 failed the second test of §2703.
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Judicial Decisions and Discussion

Holman v. Commissioner
– The taxpayers and the Service agreed that the starting point for estimating the value 

of the transferred LP interests is the FLP’s net asset value (NAV). However, the 
parties disagreed on (1) the magnitude of the valuation discounts and (2) the 
valuation impact of disregarding paragraph 9.3 of the partnership agreement.

– Valuation experts for both parties used publicly traded closed-end mutual funds to 
estimate a discount for lack of control (DLOC) for the transferred LP interests. The 
Tax Court ultimately concluded a DLOC for the three valuation dates that was similar 
to the estimates derived by the Service’s valuation expert.

– Valuation experts for both parties used restricted stock transaction data to estimate 
a discount for lack of marketability (DLOM) for the transferred LP interests. 
Considering these data, and the specific characteristics of the LP interests, the 
taxpayers’ expert arrived at a DLOM of 35 percent for the LP interests.

– The Tax Court was critical of the taxpayers’ expert’s DLOM analysis because it 
appeared to dismiss the possibility of a private sale of the LP interests. The Court 
reiterated the Service’s position that if the LP interests truly lack any type of market 
“then the conclusion is unavoidable that the value of limited partnership interests in 
the partnership is virtually zero, or that they cannot be valued at all.”
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Judicial Decisions and Discussion

Holman v. Commissioner
– The Service's valuation expert concluded that investments such as the LP interests, 

which are not subject to a mandated holding period and other operating and 
financial risks, warrant a DLOM of 12 percent. The concluded DLOM was based, in 
part, on his analysis of how the liquidity of restricted stocks has changed over time.

– The Service's valuation expert considered various partnership-specific factors and 
concluded that the provisions of the partnership agreement that provide for a 
voluntary dissolution of the partnership and a pro rata distribution of its assets 
benefited a holder of LP interests. Ultimately, the expert concluded a DLOM for the 
LP interests of 12.5 percent. 

– The Tax Court was more receptive to the DLOM testimony provided by the Service's 
expert. This is especially true concerning the concept of a voluntary partnership 
liquidation that would presumably allow a withdrawing partner access to her pro rata 
share of the partnership assets. 

– In summary, the Tax Court stated that the Service's expert was correct to consider 
the prospect of the partnership’s dissolution as a significant factor in the private 
market for the LP interests. The Court also stated that it agreed with the Service's 
expert that the holding period component of the DLOM is of little, if any, relevance in 
the subject case. The Tax Court concluded that the appropriate DLOM for the LP 
interests was 12.5 percent. 
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Judicial Decisions and Discussion

Holman v. Commissioner
– Part of the rationale for the relatively low DLOM was the Tax Court’s consideration 

that the remaining partners would have an economic incentive to purchase an 
interest for a value that is (1) higher than the discounted price that a third party is 
willing to pay for the interest but (2) lower than the interest’s net asset value (i.e., 
undiscounted value).

– The Tax Court ultimately concluded a combined valuation discount for (1) lack of 
control and (2) lack of marketability of 22.4 percent (1999 transfers), 25.1 percent 
(2000 transfers), and 16.3 percent (2001 transfers).

Page 23



Willamette Management Associates

Judicial Decisions and Discussion

Holman v. Commissioner
– The taxpayers appealed the Tax Court’s decisions regarding §2703 and the valuation 

of the transferred interests.
– The 8th Circuit, by a 2-1 split decision, affirmed the Tax Court’s conclusion that 

transfer restrictions in the partnership agreement should be ignored under IRC 
§2703 in valuing the transferred LP interests. The 8th Circuit stated, “there is little 
doubt that the restrictions included in the Holmans' limited partnership agreement 
were not a bona fide business arrangement, but rather, were predominately for 
purposes of estate planning, tax reduction, wealth transference, protection against 
dissipation by the children, and education for the children.”

– The 8th Circuit affirmed the valuation approach used by the Tax Court and held that 
it did not violate the hypothetical willing buyer/willing seller valuation standard. The 
8th Circuit concluded that a buyer of an interest in the FLP would know that:

• the underlying FLP assets are highly liquid;
• the FLP permits the buying out of existing partners or dissolution upon the unanimous consent 

of all partners; and
• there would be little or no economic risk for remaining partners to buy out an existing partner.

– In contrast, the dissenting opinion stated, “The Tax Court’s analysis violates the 
hypothetical willing buyer/willing seller test because it assumes the hypothetical 
buyers own Holman limited partnership interests.”
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Judicial Decisions and Discussion

Holman v. Commissioner
– Noteworthy Points

• The taxpayers defeated the Service’s indirect gift/step transaction argument. This victory 
helped preserve the valuation discounts on the transfers.

• In the future, how do we view transferability restrictions in FLPs that hold marketable 
securities as opposed to an operating business? In other words, will an investment FLP meet 
the bona fide business arrangement test of §2703?

• How do we interpret the definition of fair market value if we are to consider that current 
partners in a partnership may be willing to pay more for an interest than hypothetical third 
parties?

• How much of an impact do transferability restrictions really have on the valuation of an LP 
interest in a closely held FLP interest? 

• Notwithstanding the points mentioned above, overall it was a decent result for the taxpayers 
because the largest gift was discounted 22.4 percent.

– Another recent example of the Tax Court examining the intentions of the partners in 
an LP in estimating fair market value is Estate of Giustina v. Commissioner, TC 
Memo 2011-141.

– In concluding the fair market value of a 41.128 percent limited partnership interest 
in an FLP holding timberland, the Tax Court utilized (1) an asset-based liquidation 
method and (2) a going concern cash flow method. 
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Judicial Decisions and Discussion

Holman v. Commissioner
– The Tax Court concluded that there was a 25 percent probability that the FLP would 

be liquidated and, accordingly, assigned a 25 percent weight to the asset-based 
liquidation method. In justifying its decision, the Court stated, “It is true that the 
owner of a 41.128 percent limited partner interest could not alone cause the 
partnership to sell the timberlands. However, there are various ways in which a 
voting block of limited partners with a two-thirds interest in the partnership could 
cause the sale. The members of such a voting block could replace the two general 
partners, who have the power to sell assets and make distributions. Alternatively, a 
two-thirds voting block could dissolve the partnership, an act that must be followed 
by the distribution of the partnership’s assets. We are uncertain how many partners 
would share the view that the timberland should be sold. The uncertainty does not 
prevent us from estimating the probability of the sale…”
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Judicial Decisions and Discussion

Estate of James J. Mitchell, et al., v. Commissioner (T.C. 
Memo. 2011-94, 2011 WL 1598623 (U.S. Tax Ct.))
– The decedent was born into a prosperous California family in 1944. His father was a 

co-founder of United Airlines and was married to Lolita Armand, heiress to a Chicago 
meat packing fortune. 

– The decedent died on January 31, 2005. The Whittier Trust Company served as the 
executor and trustee of the James J. Mitchell Estate (estate).

– The estate filed its federal estate tax return form, which reported $17,016,944 in 
gross estate value and a $6,916,919 total transfer tax due. 

– The Service determined a $10,177,566 deficiency in the federal estate and gift taxes 
of the estate. The deficiency related to the valuation of interests in five real 
properties, 10 paintings, and other various assets held by the estate. 

– The parties resolved the majority of the valuation issues, except for the following 
assets: (1) two real properties and (2) two paintings. 

– The two real properties consisted of (1) beachfront property and (2) ranch property. 
– The estates subject interests of the real properties were 95-percent interests that 

were owned by the James. J. Mitchell Trust (Mitchell Trust). The other 5-percent 
interests were gifted by James J. Mitchell to his sons’ trusts six days before his 
death. The Service questioned the value of both the 95 percent interest and the 5 
percent interest. 

– The two paintings at issue were: "Casuals on the Range" by Remington (Remington) 
and "Creased" by Russell (Russell).
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Judicial Decisions and Discussion

Estate of Mitchell v. Commissioner
– The disputed property values were as follows.

• Beachfront Property
– $5.9 million for the 95 percent interest and $241,600 for the 5 percent interest - (Form 706)
– $12.9 million for the 95 percent interest and $435,153 for the 5 percent interest – Service
– $4.6 million for the 95 percent interest and $204,000 for the 5 percent interest – Estate at trial

• Ranch Property 
– $2.6 million for the 95 percent interest and $123,750 for the 5 percent interest – (Form 706)
– $10.9 million for the 95 percent interest and $432,251 for the 5 percent interest – Service
– $2.1 million for the 95 percent interest and $101,100 for the 5 percent interest – Estate at Trial

• Paintings
– Remington: $400,000, Russell: $300,000 – (Form 706)
– Remington: $2.0 million, Russell: $2.6 million – Service 
– Remington: $1.2 million, Russell: $750,000 – Estate at Trial 

– Noteworthy Points
• The parties stipulated to fractional interest discounts, as follows:

– 19 percent for the 95 percent interest in the residential beachfront property
– 32 percent for the 5 percent interest in the residential beachfront property
– 35 percent for the 95 percent interest in the ranch property
– 40 percent for the 5 percent interest in the ranch property

• At trial, the Service’s experts (one for each property) employed a lease buyout method. The 
Court held that the lease buyout method “has not been accepted by any court or generally 
recognized real property appraisers.”
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Judicial Decisions and Discussion

Ludwick v. Commissioner, TC Memo. 2010-104 
– A married couple owned a $7.25 million Hawaii vacation home as tenants in common 

(TIC).
– The couple transferred their 50 percent TIC interests to qualified personal residence 

trusts. The transfers incorporated a valuation discount of 30 percent.
– The Service initially argued for a 15 percent discount, but subsequently reduced the 

discount to 11 percent.
– The taxpayers' valuation expert relied on (1) historical sales of undivided interests in 

income-producing properties and raw land and (2) transaction data of real estate 
limited partnerships.

– The Service's valuation expert relied on (1) four sales of undivided interests in 
commercial property, (2) broker surveys, and (3) a study of tender offers for 
majority interests in publicly traded real estate companies.

– The Court found neither valuation expert convincing.
• The Court could not evaluate the comparables used by the taxpayers' expert.
• The comparables used by the Service’s expert were deemed not comparables to the subject 

property.

– The Court concluded that a hypothetical buyer of the subject interest would not 
demand a discount greater than (1) the discount reflecting the cost and likelihood of 
partition and (2) the discount representing marketability risk.
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Judicial Decisions and Discussion

Ludwick v. Commissioner
– The Court needed to estimate the following variables for its partition analysis:

• The length of time to complete a partition of the property (2 years)
• The cost to complete a partition of the property (1 percent of the property value or $72,500)
• The cost to sell the property (6 percent of the property value)
• Annual operating costs of the property ($350,000)
• Annual growth in the value of the property (3 percent)
• The hypothetical buyer’s required rate of return (10 percent)
• The likelihood of a partition action (10 percent)

– Based on its analysis, the Court concluded a valuation discount of 17 percent.
– Noteworthy Points

• The decision appears to advocate that a partition analysis is the preferred analysis when 
valuing undivided interests in real estate.

• The valuation experts’ comparables were criticized by the Court.
• The taxpayers' expert used a 30 percent rate of return. The Court ruled a 10 percent rate of 

return was appropriate (the Service recommended rate), primarily because the taxpayers 
failed to prove that a buyer would demand a return greater than 10 percent. 
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Judicial Decisions and Discussion

John H. Hendrix, et. al, v. Commissioner (TC Memo. 2011-
133, 2011 WL 2457401 (U.S. Tax Ct.))
– The John H. Hendrix Corp. (JHHC) was organized as an S corporation. John H. 

Hendrix and his wife Karolyn M. Hendrix (taxpayers) transferred JHHC nonvoting 
shares to (1) their three adult daughters and (2) a donor-advised fund established 
at the Greater Houston Community Foundation (the “Foundation”). 

– To effectuate the transfer, a formula clause was used to fix the number of JHHC 
nonvoting shares to be transferred to trusts for the taxpayers’ three daughters and 
the donor-advised fund based on a stated dollar value. The formula clause provided 
that any excess in the fair market value (FMV) of the JHHC nonvoting stock over the 
stated dollar value was to be allocated to the donor advised fund.

– On December 31, 1999, taxpayers entered into various agreements to transfer the 
JHHC nonvoting shares to the Foundation and their daughters’ trusts.

– The taxpayers’ JHHC nonvoting stock transfer was structured as follows: (1) each 
taxpayer gave $50,000 of JHHC nonvoting common stock to the Foundation, (2) 
$10,519,136.12 of JHHC nonvoting common stock went into a generation-skipping 
tax trust, and (3) $4,213,710.10 of JHHC nonvoting common stock to an issue trust.

– The December 31, 1999, transfers were made through a part sale/part gift 
transaction, since the trusts were obligated to pay via promissory notes for a portion 
of the total value allocated to them. 
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Judicial Decisions and Discussion

Hendrix v. Commissioner
– The taxpayers engaged an appraiser to provide a FMV estimate of the JHHC 

nonvoting stock. The taxpayers’ appraiser arrived at a FMV of $36.66 per share as of 
the transaction date. The Foundation had the taxpayers’ appraisal reviewed by a 
third-party appraiser, and it ultimately accepted the taxpayers’ appraised value. The 
Foundation and the trusts then entered into a confirmation agreement that allocated 
shares between them, using the $36.66 value.

– On April 12, 2000, each taxpayer filed federal gift tax returns for the 1999 tax year. 
The taxpayers each claimed $50,000 charitable contribution deductions and a total 
taxable gift of $1,414,581.37.

– The Service disputed whether the defined-value formula clauses (1) set the fair 
market value, (2) were reached at arm’s-length, and (3) were void as contrary to 
public policy. 

– The Court held that the transactions, as consummated in Hendrix, were factually 
similar to the Succession of McCord v. Commissioner. 

– In part, because the Court did not find evidence that the parties in Hendrix colluded 
or had side deals, it ruled in favor of the taxpayers, by reasoning that “the formula 
clauses were reached at arm’s-length and that they were not void as contrary to 
public policy.”
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Judicial Decisions and Discussion

Hendrix v. Commissioner
– Noteworthy Points

• The Service and the taxpayers entered into an agreement to set the stock value at $48.60 per 
share. The Court reasoned that the change in value from $36.66 to $48.60 was irrelevant 
because the taxpayers were only claiming $50,000 charitable gifts. If the taxpayers’ were to 
claim $48.60 per share, the charitable donations would have been $66,284.57 each.

• Because of the tax planning employed in Hendrix, any increase in the reported value of JHHC 
nonvoting stock would not result in additional tax, but the increase in value would be enjoyed 
by the designated charity. 

• The Court stated that the formula clauses employed in Hendrix “furthered fundamental public 
policy of encouraging gifts to charity.”
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Judicial Decisions and Discussion

The Ringgold Telephone Company v. Commissioner, TC Memo. 2010-103 
– Ringgold Telephone Company (“RTC”) converted from C corporation to S corporation 

income tax status on January 1, 2000.
– RTC, BellSouth, and two other parties each owned a 25 percent interest in Cellular 

Radio of Chattanooga (“CRC”).
– CRC owned a 29.54 percent limited partnership interest in Chattanooga MSA Limited 

Partnership (“CHAT”). A BellSouth subsidiary was the 40 percent sole general 
partner of CHAT. BellSouth’s total indirect ownership interest in CHAT was 62.7 
percent.

– The taxpayer commissioned a valuation of its 25 percent interest in CRC. The report, 
which was issued on February 15, 2000, concluded a value for the CRC interest of 
$2.6 million.

– On November 27, 2000, RTC sold its 25 percent interest in CRC to BellSouth for 
$5.220 million. 

– On its 2000 income tax return, RTC reported the amount of the IRC §1374 built-in 
gain attributed to the CRC interest using a fair market value of $2.6 million.

– The Service concluded a value for the CRC interest of $5.220 million and asserted a 
tax deficiency and penalty.
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Judicial Decisions and Discussion

The Ringgold Telephone Company v. Commissioner
– In preparation for trial, the taxpayer secured another valuation of the CRC interest, 

which resulted in a concluded value of $2.98 million.
– The taxpayer's valuation expert used four valuation methods and applied a discount 

for lack of marketability of 5 percent to arrive at a value of $2.718 million for the 
CRC interest. 

– The taxpayer's valuation expert also considered the historical distributions of CHAT 
and then used a distribution yield analysis to conclude a value for the CRC interest of 
$3.243 million.

– The taxpayer's valuation expert weighted the two values to arrive at his value 
conclusion for the CRC interest of $2.98 million.

– In concluding that it was appropriate for the taxpayer's expert to use a distribution 
yield analysis, the Court noted that “Dividends paid can be more important than 
dividend-paying capacity in appraising minority interests because a minority 
shareholder cannot force the company to pay dividends even if it has the capacity to 
do so.”

– The Service's valuation expert used three valuation methods and applied a discount 
for lack of marketability of 35 percent to arrive at a value of $5.155 million for the 
CRC interest. 
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Judicial Decisions and Discussion

The Ringgold Telephone Company v. Commissioner
– The Court also considered whether the subsequent sale to BellSouth should be 

considered in the valuation of the CRC interest as of the valuation date. In doing so, 
the Court considered the following:

• The sale price for the CRC interest was fixed by a formula agreed to 6 months after the 
valuation date.

• The taxpayer did not argue that there were any events that would have affected the value of 
the interest between the valuation date and the sale date.

• Neither party asserted that the sale date was not within a reasonable time after the valuation 
date.

– The taxpayer argued that the sale price represented a controlling interest value for 
the 25 percent interest because the buyer, through its wholly owned subsidiary, was 
the sole general partner of CHAT.

– The Service countered that BellSouth would not have paid a premium for the 25 
percent interest because it already controlled CHAT.

– The Court sided with the Service and ruled that the sale price should not be adjusted 
for a discount for lack of control. However, the Court also considered the possibility 
that BellSouth viewed the CRC interest as a “strategic acquisition” and was willing to 
pay a premium.  

– Consequently, the Court concluded that the sale price was “probative, but not 
conclusive, evidence of the value of the CRC interest on the valuation date.”
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Judicial Decisions and Discussion

The Ringgold Telephone Company v. Commissioner
– In reaching a value conclusion, the Court weighted equally (1) the taxpayer expert’s 

concluded value based on four valuation methods of $ 2.718 million, (2) the 
taxpayer expert’s yield analysis value of $3.243 million, and (3) the sale price of 
$5.220 million to arrive at a concluded value for the CRC interest of $3.727 million.

– The Court concluded that the taxpayer acted in good faith and was not subject to 
understatement penalties.

– Noteworthy Points
• Due to his credentials and valuation experience in the telecommunications industry, the Court 

viewed the taxpayer's valuation expert to be the more persuasive of the two experts. 
• The Service's valuation expert lacked a business valuation accreditation and did not have 

valuation experience with telecommunications companies.
• The Court acknowledged that distribution history is an important consideration when valuing a 

noncontrolling interest.
• The sale of the subject ownership interest that occurred 11 months after the valuation date 

was given one-third of the weight in the value conclusion.  
• It is unclear why the taxpayer's expert used a discount for lack of marketability of only 5 

percent.
• The outcome may have been different if the taxpayer was able to argue that intervening 

events between (1) the valuation date and (2) the sale date increased the value of the subject 
interest.
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Concluding Thoughts

– Tips for Effective Case Management
• Attorney-appraiser discussion of whether certain provisions in the 

entity’s operating document (i.e., partnership agreement, operating 
agreement, etc.) should be considered for valuation purposes

• Attorney-appraiser discussion of judicial decisions that may have an 
impact on valuation analysis 

• Communicate to the appraiser the company/partnerships-specific 
features of the entity, including plans for operating the business, etc.

• Attorney-appraiser discussion of positions that the appraiser intends to 
take on controversial issues such as tax affecting earnings, recognition 
of built-in capital gain taxes, etc.

• Attorney-appraiser agreement on any production of preliminary 
valuation work product

• Attorney-appraiser discussion of how to rebut an opposing appraiser’s 
positions without discrediting your own positions
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Questions

Timothy J. Meinhart

(773) 399-4331

tjmeinhart@willamette.com

Kevin M. Zanni

(773) 399-4333

kmzanni@willamette.com
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