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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned a deficiency in
petitioner’s Federal estate tax of $238,515.05, which by
subsequent anendnent to the answer was increased to $1, 100, 000.
After concessions, the sole issue remaining for decision is the

fair market value of 492,610 shares of stock in Dunn Equi pnrent,
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I nc. (Dunn Equi pnent), owned by Beatrice Ellen Jones Dunn
(decedent) on the date of her death, the valuation date. Unless
ot herwi se noted, all section references are to the Internal
Revenue Code in effect at the tinme of decedent’s death, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts, the
suppl enental stipulation of facts, and the attached exhibits.

Decedent died on June 8, 1991, at the age of 81. Jesse L
Dunn 11l (M. Dunn), decedent’s son, is the executor of the
Estate of Beatrice Ellen Jones Dunn (estate). At the tinme of
filing of the petition in this case, the estate was adm ni stered
in Texas City, Texas, and M. Dunn resided in D ckinson, Texas.

At the tinme of her death, decedent owned 492,610 shares of
stock in Dunn Equi pnent representing 62.96 percent of the total
out st andi ng shares. At decedent’s death, Dunn Equi pnent was a
fam | y-owned and fam |y-operated conpany. Dunn Equi pnent used a
fiscal year ending March 31 for tax and financial reporting
pur poses. Dunn Equi prent was incorporated in Texas in 1949. As
of the valuation date, Dunn Equi prent operated from four
| ocations in Texas and had approxi mately 134 enpl oyees, three of

whom wer e executives and ei ght of whom were sal esnmen. The
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primary business of Dunn Equi pnment was the renting (to refinery
and petrochem cal businesses) of heavy equi pnent such as cranes,
air conpressors, backhoes, man lifts, sanders, and grinders
(collectively, “equipnment”), as well as providing operators for
such equi pnent. Crane rentals accounted for nore than 50 percent
of the revenues of Dunn Equi pnent. Al though one of Dunn

Equi prent’ s | ocations rented smal |l er equi pnent, such rentals
accounted for |less than 5 percent of the conpany’s revenues.

Dunn Equi prent charged an hourly rate for both the equi pnent and
the labor. For fiscal years 1988 through 1991, the portion of
revenues attributable to | abor, parts, and rentals of operated
equi pnent (i.e., equipnent for which an operator was al so
supplied) ranged from26.3 to 32.7 percent. 1In addition to the
equi pnent, the tangi ble assets of Dunn Equi pnent included several
parcels of industrial real estate with a total appraised val ue of
$1, 442,580 and a townhouse val ued at $35, 000.

The capital stock of Dunn Equi pnment consisted of 786, 455
shares, of which decedent owned 492,610, or 62.96 percent, and
M. Dunn owned 243,770, or 31.12 percent. Decedent, M. Dunn,
and Peter Dunn were directors of Dunn Equi pnent. M. Dunn was
presi dent of Dunn Equi pnrent, and Peter Dunn was vice president.
Until her death, decedent served as secretary-treasurer of Dunn
Equi prent. M. Dunn’s sol e conpensation from Dunn Equi prment

during the period of fiscal year 1988 through fiscal year 1991
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was $3,750 in fiscal year 1989. Peter Dunn received conpensation
of $45, 550, $48,050, and $51,550 in fiscal years 1989, 1990, and
1991, respectively. Decedent received conpensation of $131, 463
in fiscal year 1988 and $120, 700 in each of fiscal years 1989
t hrough 1991. The conpensation paid to the officers of Dunn
Equi prent was | ower than the anmount paid to officers of simlarly
si tuated conpani es.

As of the valuation date, Dunn Equi prent had been in the
heavy equi pnment rental business for nore than 40 years and was
the | argest heavy equi pnent rental business in its area of
operation. Because Dunn Equi pnent’s service and reputation were
superior to its conpetitors’, it held a substantial share of the
mar ket for heavy equi pnent rentals and was able to conmand rates
above market. Ten |arge petrochem cal firnms accounted for 45
percent of its revenues. During the period from 1987 through the
val uation date, econom c conditions were favorable for the
petrochem cal industry because of |ow feedstock prices.
Consequent |y, Dunn Equi pnent’s revenues increased over the
period. However, the heavy equi pnment rental market al so becane
i ncreasingly conpetitive during this period because cranes becane
nore readily obtainable and hourly rental rates declined.

Because of the conpetitiveness in the market, Dunn Equi pnent had
not increased its rental rates for nore than 10 years.

Furthernore, in order to remain conpetitive, Dunn Equi pnent
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continuously had to replace its equi pnent and spent an average of
$2 mllion per year for such replacenents. Also, direct
operati ng expenses increased significantly in 1988 as Dunn
Equi prent began to rent equipnent fromthird parties when its own
equi pnent was | eased out. The conpany would only break even on
these rentals. Direct operating expenses continued to increase
from42 percent in 1988 to 52 percent in the 12-nonth period
endi ng May 31, 1991.

Dunn Equi prrent did not pay any dividends from 1987 t hrough
1991. As of the valuation date, there was no public market, or
recent private transactions, in the stock of Dunn Equi pnent and
no current or pending litigation that could have had a materi al
adverse effect on its val ue.

OPI NI ON

The issue in this case is the fair market value, for Federa
estate tax purposes, of decedent’s 62.96-percent share of stock
i n Dunn Equi prent on June 8, 1991, the valuation date. In the
Federal estate tax return, decedent’s shares in Dunn Equi pnent
were val ued at $3.32 per share, for a total amount of $1, 635, 465
at her date of death. In the notice of deficiency, respondent
determ ned that the fair market value of decedent’s Dunn
Equi pment stock at such tine was $2, 229, 043. Subsequently, by
anendnent to answer, respondent clainmed a value for the stock of

$4, 430, 238, which resulted in an increase in the deficiency of
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$861, 485, for a total deficiency of $1,100,000. Consequently,
petitioner bears the burden of proof to show error in
respondent’s initial determ nation of a $2,229,043 value in
decedent’ s Dunn Equi pnrent stock, whereas respondent bears the
burden of proving any value in excess of the initial

determ nation. See Rule 142(a); Wlch v. Helvering, 290 U S. 111

(1933); P.D.B. Sports, Ltd. v. Comm ssioner, 109 T.C. 423, 444

(1997).

The dispute in the instant case concerns the proper nethod
for valuing an interest in a conpany in which asset-based val ue
and earni ngs-based value are widely divergent. Petitioner argues
that the val ue of decedent’s 62.96-percent interest should not
exceed $1,582, 185, based on a 50-50 wei ghting of asset- and
ear ni ngs- based val ues. Respondent, on the other hand, argues
that the value of decedent’s interest is equal to 62.96 percent
of Dunn Equi pnent’s net asset value, mnus an appropriate
di scount for lack of marketability and | ack of super-mgjority
control, for a final value of $4, 430, 238.

Fair market value is defined as ““the price at which the
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.”” United

States v. Cartwright, 411 U. S. 546, 551 (1973) (quoting sec.

20. 2031-1(b), Estate Tax Regs.). The best nethod to val ue a
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corporation’s stock is to rely on actual arnis-length sal es of
the stock within a reasonabl e period of the valuation date. See

Estate of Andrews v. Conm ssioner, 79 T.C. 938, 940 (1982).

There were no such sales of Dunn Equi pnent stock. |In the absence
of such sales, fair market value is determ ned fromthe val ue of
stock in corporations engaged in the sanme or simlar business as
well as other factors relevant to value. See sec. 2031(b).
Under section 20.2031-2(f), Estate Tax Regs., these other factors
i nclude the conpany’s net worth, its prospective earning power
and di vi dend- payi ng capacity, its goodwill, its position in the
i ndustry, its managenent, the econom c outlook in the industry,
the degree of control represented by the block of stock to be
val ued, and the values of stock of corporations engaged in the
same or simlar lines of business |listed on a stock exchange.
Because the record is devoid of any evidence regardi ng the val ue
of stock in conpanies engaged in the same or a simlar business,
we determne fair market value by considering other factors
rel evant to val ue.

Both parties rely on expert opinion. Expert opinion
sonetinmes aids the Court in determ ning valuation; other tines,

it does not. See Laureys v. Commi ssioner, 92 T.C. 101, 129

(1989). We evaluate such opinions in |light of the denonstrated
qualifications of the expert and all other evidence of value in

the record. See Estate of Newhouse v. Conm ssioner, 94 T.C 193,
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217 (1990). W are not bound, however, by the opinion of any

expert w tness when that opinion contravenes our judgnment. See
id. We may accept the opinion of an expert in its entirety, see

Buffalo Tool & Die Manufacturing Co. v. Commi ssioner, 74 T.C.

441, 452 (1980), or we may be selective in the use of any portion

t hereof, see Parker v. Conmm ssioner, 86 T.C 547, 562 (1986).

Petitioner’'s experts were WlliamH Frazier (M. Frazier)
of Howard Frazier Barker Elliot, Inc., and Shannon P. Pratt (M.
Pratt) of WIlanmette Managenent Associates. Respondent’s expert
was Carnmen R Eggleston (Ms. Eggl eston) of Price Waterhouse LLP
Al'l three experts authored reports and testified at trial. M.
Frazier’s report estimated the fair nmarket val ue of the stock.
Ms. Eggleston’s report critiqued M. Frazier’s report but did not
i ndependently value the stock. M. Pratt’s report also did not
i ndependently val ue the stock in issue but instead reviewed M.
Frazier’s report and critiqued Ms. Eggleston’s report.

|. Weighting the Val ues

M. Frazier calcul ated an earnings-based val ue using
capitalized net income and an asset-based val ue using what he
considered to be the liquidation value of the conpany. For his
final value, he gave each of these a weight of 50 percent.
Respondent argues that no wei ght should be given to earnings-
based val ue and noreover that the correct asset-based value is

fair market value of the underlying assets rather than
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I iquidation value. Respondent also argues that, in the event we
consi der an earni ngs-based val ue, the correct nethod for
calculating it is to capitalize net cash-flow rather than net
i ncone.

We believe that M. Frazier’s approach puts too nuch
enphasis on the |ikelihood, and assuned effect, of |iquidation
and in addition that M. Frazier’s approach incorrectly
capitalized net incone. On the other hand, we believe that
respondent puts too nmuch enphasis on the fair nmarket val ue of
assets. We find that the value of Dunn Equi pnent is best
represented by a conbination of an earni ngs-based val ue using
capitalization of net cash-flow and an asset-based val ue using
fair market val ue of assets, with an appropriate di scount for
| ack of marketability and | ack of super-majority control.

Respondent and his expert, M. Eggleston, argue that because
of the large disparity between net asset value and earni ngs
val ue, earnings value should be disregarded. They further argue
that net asset val ue represents a m ni num val ue for Dunn
Equi prent. We reject both of these positions. Respondent’s
approach would require us to disregard conpletely the significant
operational aspects of the conpany in determning fair market
val ue. But Dunn Equi pnrent was a vi abl e operating conpany as of
the valuation date and earned a significant part of its revenues

fromselling services as well as renting equi prnent.
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Approxi mately 26 to 33 percent of Dunn Equi pnment’s gross
operating revenues was earned from |l abor, parts, and equi pnent
rentals (including the supplying of operators), and Dunn
Equi prrent had 134 enpl oyees at this tinme. Thus, even though Dunn
Equi pment’ s primary business was the | easing of heavy equi pnent,
there were significant active operational aspects to the conpany
as of the valuation date.

Certainly neither Ms. Eggleston in her report nor respondent
on brief has provided an explanation as to why the existence of a
| arge disparity between earnings value and net asset value is, by
itself, a sufficient basis for disregarding the earnings
approach. W do not believe that the disparities in this case
i ndi cate the appropriateness of one approach to the exclusion of
the other. Respondent and Ms. Eggl eston repeatedly criticize M.
Frazier for failing to “reconcile” the disparate val ues obtained
in his report. But they are far nore guilty of this than M.
Frazier. Rather than reconcile the tw val ues, both respondent
and Ms. Eggl eston sinply assune that with proper adjustnents the
greater value, i.e., the asset-based value, is the correct one.
Al t hough we found her report useful with respect to certain
i ssues, we note that Ms. Eggleston is not an appraiser, but
instead works in the dispute analysis and corporate recovery
di vision of Price Waterhouse LLP and further that she did not

perform an i ndependent appraisal of the stock in issue. W
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eval uate the opinion evidence of an expert in light of the

qualifications of the expert. See Parker v. Comm Ssioner, supra

at 561. In light of the significant operational aspects of Dunn
Equi pnment, the size of the block of stock in issue, the identity
and attitudes of the remaining shareholders and directors, and
the costs associated with |iquidation, we conclude that the
hypot heti cal investor would give earnings val ue substanti al
wei ght .

It is well established that, as a general rule, earnings are
a better criterion of value for operating conpani es and net
assets a better criterion of value for holding or investnent
conpanies. See Rev. Rul. 59-60, 1959-1 C B. 237, 242; Estate of

Newhouse v. Conmmi ssioner, 94 T.C at 217 (Rev. Rul. 59-60 “has

been wi dely accepted as setting forth the appropriate [val uation]
criteria”). Thus, because Dunn Equi pnent was an operating
conpany, the better question is not whether we should disregard

t he earni ngs-based val ue, but whether we should disregard the

asset - based val ue. In Estate of Andrews v. Conm ssioner, 79 T.C

at 945, we st ated:

regardl ess of whether the corporation is seen as
primarily an operating conpany, as opposed to an

i nvest ment conpany, courts should not restrict
consideration to only one approach to valuation, such
as capitalization of earnings or net asset val ues.
Certainly, the degree to which the corporation is
actively engaged in producing incone rather than nerely
hol di ng property for investnent should influence the
wei ght to be given to the values arrived at under the
di fferent approaches but it should not dictate the use
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of one approach to the exclusion of all others.
[CGtations and fn. ref. omtted.]

Simlarly, in the instant case we shall not disregard asset-based
val ue, in particular because there are certain aspects of Dunn
Equi prent that point to the use of asset-based value. This was
acknow edged by M. Frazier in his report and by M. Pratt in
testi nony, and although we disagree with aspects of both M.
Frazier’s and M. Pratt’s positions, we agree with the basic
decision to give sone weight to asset-based value as well as

ear ni ngs- based val ue.

M. Frazier believed there was a substantial |ikelihood of
iquidation, given that the conpany’s return at the val uation
date was | ower than the return on risk-free investnents such as
Gover nment bonds. He assunmed a 50-percent chance of |iquidation.
Therefore, he cal cul ated an asset-based val ue of the conpany
equal to what he considered to be its liquidation value! and gave
t hat val ue 50 percent of the weight of total value. He also
cal cul at ed an earni ngs-based val ue and gave that val ue the
remai ni ng 50 percent of the weight of total val ue.

We find that M. Frazier’s nmethod overestimtes the

I'i kel i hood of liquidation. Although decedent’s shares represent

! There is no question that M. Frazier did not consider al
the costs of liquidation, such as the costs involved in selling
and transporting equi pnent, and the reduced sales price for
equi pnent due to the increased short-term supply resulting froma
I i qui dati on.
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a controlling interest with respect to day-to-day managenent of
Dunn Equi prent, a hol der of these shares nonet hel ess woul d | ack
the power to conpel a liquidation, a sale of all or substantially
all the assets, or a nerger or consolidation of the conpany, al
of which would require the approval of at |east 66-2/3 percent of
t he outstanding shares. See Tex. Bus. Corp. Act Ann. art. 6.03
(West 1991). In addition, based upon the conpany’ s history, its
community ties, and its relationship with its enpl oyees, we
believe it would be difficult finding enough additional
sharehol ders to agree to liquidation. M. Frazier testified that
t he ot her sharehol ders were conmtted to operating the conpany,
expecting that the returns would eventually increase. The
executor, M. Dunn, testified that all the sharehol ders woul d
object to liquidation. Thus, despite the inadequate return on
assets and correspondingly | ow earnings value, the |ikelihood of
liquidation was relatively low Finally, even assum ng a
sufficient nunber of additional consenting sharehol ders could be
found, the process of liquidation itself would have been costly
and tinme consumng. A rapid liquidation wuuld have flooded the
mar ket with equi pnent, reducing the val ue obtained for each
pi ece. A lengthy, drawn-out liquidation (also called a “creeping
' iquidation”) would have risked the | oss of custoners who, at

sonme point, would have realized that Dunn Equi prent no | onger
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meant to stay in business and who woul d t herefore have sought
ot her suppliers of equipnent.

The |l ower |ikelihood of liquidation affects value in two
ways. First of all, in calculating an asset-based val ue, we
believe it is inproper to use |liquidation value, which
understates the val ue of Dunn Equi pnent to the hypotheti cal
buyer.? Second, even assum ng a reduced |ikelihood of
i quidation, the hypothetical buyer and seller would still
consi der asset value to be an inportant factor in reaching a
price for the shares in question. This is the result of the
disparity in value between the earnings- and asset-based val ues.
In the face of that disparity, we believe that the earnings val ue
is too low, primarily because Dunn Equi pnent was engaged in a
cyclical business, and it was at the | ow point of the cycle at
the valuation date. The testinony of both of petitioner’s
experts supports this conclusion. They both testified that Dunn
Equi prent’s relatively | ow earnings were not due to poor
managenent but nerely due to the business cycle and the current
climate of conpetition in the field. Essentially, Dunn Equi pnment
had to weather a period of lowreturns in order to maintain

mar ket share, because of the conpetitive pricing in the equipnent

2On arelated point, we also believe that M. Frazier’s
approach m sconstrued the effects of |iquidation. W discuss
this point in greater depth below, in the nore detailed
di scussion of M. Frazier’'s calcul ations.
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rental business and the need to satisfy custoners with new
equi pnrent to rent. However, the reason Dunn Equi pnment was
willing to weather the | ow period was because of a belief, well
founded in our view, that the business would eventually rebound.
It follows, therefore, that earnings projections based on the | ow
period of the cycle would m srepresent the earnings val ue of the
conpany. For this reason, we believe the hypothetical buyer and
sell er woul d give asset val ue consi derabl e wei ght.

In allocating weight anong the val ues determ ned under each
approach, we have considered the degree to which Dunn Equi prment
was actively engaged in producing inconme, the nature of its
busi ness, market conditions, the econom c outl ook, the conpany’s
history, its financial and busi ness experiences and situation,
the size of the block of stock in issue, and the identity,

attitudes, and intentions of the remining sharehol ders.® See

Ward v. Comm ssioner, 87 T.C 78, 102 (1986); Estate of Andrews

v. Conm ssioner, 79 T.C. at 945. Due to other factors rel evant

to value such as low profitability, volatility of earnings, high

debt, limted custoner base, and dependence upon one industry, we

3 Respondent argues that the plans and intentions of the
remai ni ng sharehol ders and directors of Dunn Equi prent shoul d be
di sregarded under the hypothetical sale test. This argunent is
w thout merit. It is only the willing buyer and wlling seller
that are hypothetical; otherw se, the process of valuation
considers actual conditions as they existed at the tinme of
val uation. See Estate of Newhouse v. Conmm ssioner, 94 T.C 193,
218 (1990).




- 16 -
gi ve net asset value the greater significance. Based upon the
foregoing, we find that fair market value is best represented by
an allocation of 65 percent to net asset value and 35 percent to
ear ni ngs val ue.

Il. Calculating Earnings- and Asset-Based Val ue

A. Ear ni ngs- Based Val ue

In his report, M. Frazier conputed an earni ngs base and
then divided that figure by a capitalization rate to conpute the
present val ue of Dunn Equi pnent’s future incone stream None of
the parties or their experts challenges the capitalization rate
of 21.67 percent used by M. Frazier, and we accept it. The
di spute turns on whether M. Frazier used the proper earnings
base. M. Frazier believed that the proper earnings base was net
income, while Ms. Eggleston and M. Pratt believed it was net
cash-flow to equity. |In general, we agree with Ms. Eggl eston and
M. Pratt.*

M. Frazier’s capitalization rate was based on a study by
| bbot son Associ ates, which, according to M. Frazier’'s report,
gives the average total annual returns for small conpany stocks
over the return on |long-term Governnent bonds. Thus, we find

that M. Frazier’'s rate of return is appropriate when consi dering

4 On the other hand, M. Pratt believed that, in the instant
case, M. Frazier’s figure for net inconme adequately represented
net cash-flow and that therefore, ultimately, M. Frazier’s use
of net incone did not produce erroneous results. W disagree,
for reasons discussed bel ow.
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the total returns of Dunn Equi pnrent, i.e., net cash-flow to
equity, not just net incone. M. Frazier contended that he could
not capitalize net cash-fl ow because the net cash-fl ow was
negative for the period of fiscal years 1987 through 1991 and
there was no expectation of net cash-flowin the future. W

di sagree. Although cash-flow was negative in 1990 and 1991, the
average over 4 years was not, as will be seen below. > Thus, we
apply the capitalization rate to net cash-flow to equity rather

t han net incone.

Net inconme and net cash-flowto equity are calculated in
simlar ways. Both begin wth gross profit from operations, add
simlar itenms of incone fromother sources, and subtract simlar
expense itens. There are several inportant distinctions,
however, evident in a conparison of the cal culations of M.
Frazier and Ms. Eggleston. In his calculation of net incone, M.
Frazier relied on the conpany’s incone statenents for fisca
years 1987 through 1991 and conputed average net incone, before
reduction for interest and taxes, of $766,259. He subtracted
proj ected anounts for interest of $500,000 and taxes of $90, 528,
resulting in an earnings base of $175,731. He divided this

figure by the capitalization rate of 21.67 percent, to arrive at

5 As expl ai ned bel ow, we use 4-year averages rather than 5-
year averages as used by M. Frazier and Ms. Eggl eston.
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an earnings value for all equity holdings in Dunn Equi prent of
$810, 941.

In cal culating net income, M. Frazier subtracted
depreci ation, whereas in calculating net cash-flow Ms. Eggl eston
subtracted actual capital expenditures. Depreciation does not
represent actual reductions in cash-flow, but nmerely reductions
for accounting or tax purposes; whereas capital expenditures are
actual outlays of available cash and thus actually reduce net
cash-flow. Second, in calculating net inconme M. Frazier added
the net of profit and loss fromthe sale of equipnent, whereas in
cal cul ating net cash-flow Ms. Eggl eston added the proceeds from
the sale of capital assets. Net cash-flow includes all the
proceeds fromthe sale of assets; the entire proceeds are
avai l able to the sharehol ders, not just the capital gain or |oss
on such sale. In other words, although basis is relevant for
conputing capital gain or loss for tax purposes, it is not
rel evant for purposes of avail able cash-fl ow

Al though Ms. Eggleston correctly stated that the proper
ear ni ngs base was net cash-flow to equity, she failed to include
two necessary adjustnents, one for |ong-term debt and another for
net working capital. Net working capital, or current assets
mnus current liabilities, is the amount of cash and other liquid
assets needed to operate the business through one business cycle.

See generally Bardahl Manufacturing Co. v. Conm ssioner, T.C
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Meno. 1965-200. As the need for current assets to operate the
busi ness i ncreases, cash available to equity hol ders decreases;
that is, increases to net working capital result in decreases to
net cash-flow. As for long-termdebt, as M. Pratt pointed out
in testinony and in his report, when considering cash-flowto
both the equity and debt hol ders, net changes in | ong-term debt
shoul d not be considered; increases in debt do not increase cash-
flow to the debt hol ders, since they thensel ves supplied the
cash. However, net changes in |ong-term debt nust be consi dered
when consi dering cash-flow to equity only, because proceeds
recei ved as debt are available as cash-flow to the equity
hol ders. Respondent argues that there should be no reduction for
| ong-term debt. However, because the stock in issue represents
an equity investnment in Dunn Equi pnent, the proper earnings base
will reflect the projected inconme streamto an equity investnent
in the conpany. Both M. Pratt and Ms. Eggl eston correctly
stated that the relevant earnings base in the instant case is net
cash-flow to equity, not to the entire enterprise. Thus, it is
proper to consider net changes in |ong-term debt.

Finally, there is the question of using a weighted average
rather than a straight average to cal cul ate net cash-flow to

equity.® M. Pratt would have used a wei ghted average, and,

61n a typical 4-year weighted average, the nobst recent year
is given a weight of four, the previous year three, then two,
(continued. . .)
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according to him a weighted average of net cash-flow was | ess
than the straight average of net income used by M. Frazier. It
is for this reason that M. Pratt believed that M. Frazier’s use
of net incone, although technically incorrect, produced
acceptable results. However, we think that a weighted average is
i nappropriate in this case, because of the cyclical nature of the
busi ness and the fact that it was in a trough. The weighted
average gives too nuch weight to the | owest point of the cycle.
Thus, we use a straight average.

Wth respect to the 1987 fiscal year, the record does not
contain figures for four of the itens of net cash-flow to equity;
nanmel y, capital expenditures, proceeds fromsale of capita
assets, changes in net working capital, and changes in long-term
debt. Both M. Frazier and Ms. Eggl eston used averages for 1988
through 1991 (i.e., 4-year averages) for capital expenditures and
proceeds from sale of capital assets, while using averages for
1987 through 1991 (i.e., 5-year averages) for every other figure.
(Neither M. Frazier nor Ms. Eggleston used any figures for net
wor ki ng capital or long-termdebt.) W find that it is nore
accurate to use 4-year averages for all of the figures rather

t han 5-year averages for sone and 4-year averages for others.

5(...continued)
then one, and the total is divided by the sumof the weights, or
10.
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Consi dering the foregoing, we calculate the earnings base of

$286, 421 as foll ows:

Net inconme from operations $830, 618
Less: Interest expense (493, 263)
Less: Incone taxes (114, 700)
Plus: Depreciation 2,078,878
Less: Capital expenditures (2, 066, 057)
Plus: Proceeds fromthe sale of capital assets 551, 825
Less: Net profits fromthe sale of equi pnent (453, 139)
Plus: Net |osses fromthe sale of equi pnent 3,212
Less: Changes in net working capital 149, 200
Plus: Net changes in long-term debt 2(100, 153)
Equal s: Net cash-flow 286, 421

! According to M. Frazier’'s report, average changes in net
wor ki ng capital total ed -%$49, 200; subtracting that anobunt results
in the addition of $49,200 to net cash-flow

2 Average net changes in long-termdebt total ed -$100, 153;
addi ng that anmount results in the subtraction of $100, 153 from
net cash-fl ow.

Di viding the corrected earni ngs base of $286,421 by the agreed
capitalization rate of 21.67 percent results in an earni ngs-based
val ue before di scount of $1, 321, 740.

Respondent al so presented additional challenges to
petitioner’s earnings value on brief, arguing that petitioner’s
expert erred in defining the earnings base by: (i) Failing to
elimnate a bad debt witeoff fromits 1989 expenses of $468, 000
for Texcrane Rentals, Inc. (Texcrane); and (ii) failing to
reflect the benefits of an investnent tax credit carryover of
$767,047 and alternative mninmumtaxes paid totaling $90, 971

Wth respect to respondent’s first chall enge, the Texcrane

bad debt witeoff was treated by Dunn Equi pnment as an expense
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and, in calculating the earnings base, M. Frazier accepted this
treatment. Respondent argues that the witeoff should be

el imnated for purposes of determ ning value because it
represents a one-tinme noncash charge. |In general we agree with
respondent’s concern, although we have reached respondent’s
desired result through alternative nmeans. In calcul ating changes
in net working capital, we incorporated the decrease in accounts
receivable that resulted fromthe bad debt witeoff. This caused
a decrease in the “changes in net working capital” figure and a
concomtant increase in cash-flow (and, ultimately, value).
Therefore, we need not elimnate the bad debt witeoff as an
expense.

The second chal | enge made by respondent involves M.
Frazier’s failure to recognize the benefits of certain enbedded
tax credits when estimating the conpany’ s annual incone tax
l[tability. As of March 31, 1991, Dunn Equi prent had an
investnent tax credit carryforward of $767, 047’ and an
alternative minimumtax credit carryforward of $90,971. M.
Frazier ascribed no effect to these tax credits and instead
applied a straight 34-percent tax rate to his earnings base in
conputing the conpany’s expected annual incone tax cost. On

brief, respondent argues that the 34-percent tax rate applied by

" This figure represents the carryforward general business
credit for the year ending March 31, 1991, of $773,559, less the
credit used for such year of $6,512, |eaving $767, 047.
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M. Frazier fails to take into account these credits and that the
estimated annual incone tax liability of the conpany should be
reduced by the net present value of these credits. W agree with
petitioner that a potential buyer would place no value on the
enbedded tax credits and that a 34-percent tax rate on net incone
IS appropriate.

Because of the nature of its business, Dunn Equi pnent hol ds
a | arge nunber of depreciable assets. These assets, and the
| arge depreciation deductions they generated, required the
conpany to pay alternative m ninumtaxes for taxable years 1988
t hrough 1991. See secs. 55(a) and (b)(1) and 56(a)(1l). There is
no indication that decedent’s death would alter Dunn Equi pnent’s
business, in particular that alternative mninumtax paynents
woul d no | onger be made. |Indeed, given the nature of its
business, it is clear that Dunn Equi prent will continue to be
liable for alternative mninumtaxes for the foreseeable future.

It is because Dunn Equi pnent will continue to pay
alternative mnimumtax that the hypothetical buyer and seller
woul d pl ace no val ue on the enbedded tax credits. Section 55(a)
defines the alternative mnimumtax as the excess, if any, of the
“tentative mninmumtax” over the “regular tax”. Sec. 55(b) and
(c). Under section 38(c), the investnent tax credit is available
only if the conpany’ s “net income tax” exceeds its tentative

mnimumtax. Net incone tax nmeans the sum of the regular tax and
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the alternative mninumtax, reduced by certain credits. Net

i ncone tax exceeds the tentative mninumtax only in years when
there is no alternative mninumtax. Thus, the effect of section
38(c) istolimt the use of the investnent tax credit to taxable
years for which the conpany is not liable for alternative m ni mum
taxes. Likew se, under section 53(c), the alternative m ninmm
tax credit is available only to the extent that the conpany’s
regular tax liability (reduced by certain allowable credits)
exceeds its tentative mninmumtax, which only occurs when there
is no alternative mninmumtax. Thus, section 53(c) also limts
the use of the alternative mninmnumtax credit to taxable years
for which the conpany is not |iable for alternative m ni num
taxes. Accordingly, we find that the hypothetical buyer and
sell er woul d not consider the credits in valuing Dunn Equi pnent.8

B. Asset-Based Val ue

The parties agree that the underlying asset val ues used by
M. Frazier are in accordance with Dunn Equi pnent’ s bal ance sheet
of May 1991. However, as noted above, in calculating net asset
val ue, M. Frazier cal cul ated what he considered |iquidation
value. On this basis, he assigned no value to two prepaid

accounts listed on the bal ance sheet. Further, he reduced his

8 Respondent al so argues that the investnent and alternative
mnimumtax credits should affect Dunn Equi pnent’s asset - based
val ue. For the reasons stated above, we reject this argunent.
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val ue by 34 percent of Dunn Equipnent’s built-in capital gains.?®
Respondent chal | enges both of these positions.

In cal culating net asset value, M. Frazier adjusted the
under | yi ng asset val ues shown on the bal ance sheet of Dunn
Equi prrent as follows: (i) By allocating no value to prepaid
expenses of $52,643 and prepaid interest of $671,260 and (ii) by
reduci ng total asset value by 34 percent of Dunn Equi pnent’s
built-in capital gains on underlying assets to account for
potential capital gains tax liability.®® M. Frazier’'s estinmated
net asset value for the entire conpany, before any reduction for
potential tax liability, was $7,519,439. Further, he cal cul ated
the built-in capital gains in Dunn Equi pnent’s assets to be
$7, 109, 000.

There is no question that the prepaid expenses and interest
woul d be val uable to the buyer of Dunn Equi pnrent who intended to
continue to operate the conpany. In such a case, as the expenses

and interest canme due, the conpany woul d not be required to nmake

° Dunn Equi prent owned property as well as equipnent. It
appears that the proceeds fromthe sale of the equi pnrent woul d
have resulted in ordinary inconme rather than capital gains. See
sec. 1245. None of the parties or their experts addressed this
point. However, M. Frazier used a 34-percent rate for both
ordinary incone and capital gains, which appears to be the
correct result under secs. 11 and 1201. Thus, for our purposes
it is irrelevant whether the proceeds resulted in ordinary or
capi tal gain.

10 Respondent al so chall enges petitioner’s failure to
i nclude the value of a $35,000 townhouse in asset val ue.
Petitioner concedes this point.
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any outlays of cash. But M. Frazier’s calculation of asset-
based val ue assuned |iquidation. He argued that the prepaid
accounts had no value to the buyer who intended to |iquidate
because they could not be sold and they could not be used to
of fset costs of the operating conpany (since |liquidation was
intended). W find several difficulties with M. Frazier’s
approach. First, M. Frazier hinself suggested that, depending
on the agreenents with | enders, Dunn Equi pnmrent m ght be able to
receive prepaid interest back fromthe lenders if it was able to
pay off the principal of the loans during |iquidation. Second,
in assigning no value to the prepaid accounts, M. Frazier
apparently assuned that |iquidation would take place al nost
i nstant aneously. Even if the buyer intended to |iquidate, the
prepai d accounts would still have sone value to the buyer because
i quidation could not be acconplished instantaneously and the
conpany woul d continue to operate for a time, utilizing the
prepai d accounts to offset liabilities that cane due. Finally,
and nost inportant, given that the nunber of shares of stock in
i ssue was not |arge enough to cause |iquidation, and that other
sharehol ders were unlikely to agree to liquidation, we think the
chance of liquidation was sufficiently small (although not
nonexi stent) that the hypothetical buyer and seller would not
reduce the value of the prepaid accounts in considering an asset-

based val ue of the conpany.
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Respondent al so chall enges M. Frazier’s reduction in net
asset value for potential tax liability on built-in capital
gains. M. Frazier reduced his asset-based val ue by 34 percent
of the built-in capital gain, again on the assunption that he was
calculating a |iquidation value. Respondent argues that no
reduction is proper because |liquidation was not inmnent. In

Estate of Davis v. Conm ssioner, 110 T.C 530, 550 (1998), we

applied a reduction for inherent gain “even though no |iquidation
* * * was planned or contenplated on the val uation date”.
However, there are significant distinctions between that case and

the instant case. |In Estate of Davis, the conpany in question

was essentially a holding conpany, and the primary asset it held
was a block of publicly traded stock with substantial built-in
capital gain.'' Because the hypothetical buyer of the shares in
issue in that case could buy the sanme publicly traded stock on
the open market w thout the exposure to capital gains tax, we
found that “there was even less of a ready market” in the shares
in issue “than there would have been * * * w thout such tax.”
Id. at 553. Thus, we included, within the discount for |ack of
mar ketability, a reduction with respect to the inherent capital

gains of approximately 15 percent. See id. at 554.

11 The fair market val ue of the stock was $70, 043, 204, while
the conpany’s basis in that stock was $338,283. See Estate of
Davis v. Comm ssioner, 110 T.C 530, 533 (1998). The conpany
owned ot her assets worth $11, 929,763 and had liabilities of
$1,832,698. See id.
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In the instant case, the primary assets in gquestion are
equi prent, not publicly traded stock (although Dunn Equi prment
al so had sone real estate). |In using a 34-percent reduction, M.
Frazier failed to consider that the hypothetical buyer who did
not wish to continue operating the conpany, and who was able to
convi nce additional shareholders to forma super-mgjority, had
ot her options besides |iquidation. A new owner who w shed to
change t he business of the conpany into, for exanple,
construction rather than equi pnment rental, would not have a need
to buy new equi pnent every few years, and could use the equi pnent
the conpany owned for its entire useful life, elimnating the
realization of built-in gain. This goal could also be
acconplished by form ng a new corporation engaged in the
construction business; sections 351 and 361 would permt Dunn
Equi prent to transfer equipnent to the new corporation in
exchange for its stock, w thout recognition of gain on the
transfer. Only if the buyer intended to liquidate in the short
termwoul d that buyer seek a substantial reduction for built-in
capital gain. W believe that there is sonme chance that the
hypot heti cal buyer woul d have purchased the stock in issue with
the intent to |iquidate, although, as we have expl ained, the
i kelihood of liquidation was rather |Iow. Nonethel ess, we

believe that the presence of built-in gain would reduce the
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asset - based value of the stock in question to sone extent.?!?
Considering all the facts and circunstances, we think that a
reduction in the anount of 5 percent of the built-in gains is
appropri ate.

In light of the foregoing, we find that the net asset val ue
of Dunn Equi pnent is equal to the asset value cal cul ated under
M. Frazier’s report ($7,519,439) plus the value of the townhouse
($35,000) and the amounts recorded as prepaid expenses ($52, 643)
and prepaid interest ($671,260), reduced by 5 percent of the
amount of the built in gain of $7,109,000 ($355,450), resulting
in a predi scount asset-based value for the entire conpany of
$7, 922, 892.

C. Conbi ni ng the Val ues

As previously discussed, we have decided that the fair
mar ket val ue of decedent’s stockhol dings is best approxi mated by
an allocation of 65 percent to the asset-based val ue of
$7,922,892 and 35 percent to the earnings-based val ue of
$1, 321,740, resulting in an overall value of $5,612,489. Based

upon these findings, the fair market val ue of decedent’s 62. 96-

12 The effect of any inherent gain on the hypothetical buyer
who wi shes nerely to continue operating the conpany has been
taken into account in the earnings-based val ue di scussed above,
because the conpany sold equi pnent as part of its ongoi ng
operations. Thus, we apply the reduction to the asset-based
val ue only, rather than as part of an overall discount to the
asset - and earni ngs-based val ues.
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percent interest in Dunn Equi pnent, before application of
appropriate discounts, is $3,533, 623.

[11. Di scount s

The parties agree that a 15-percent |ack of marketability
di scount is appropriate.®® Further, respondent concedes that a
7.5-percent discount for |ack of super-mgjority control, i.e.,
for the fact that the stock in issue is |less than 66-2/3 percent,
is also appropriate. Petitioner argues on brief for a 10-percent
di scount for lack of super-majority control. Neither M. Frazier
nor M. Pratt provided support for a discount for |ack of super-
majority control, and petitioner offers no evidence supporting a
di scount greater than 7.5 percent. W apply a discount of 7.5
percent for |ack of super-mgjority control. Therefore the
di scounts, in total, equal 22.5 percent.

| V. Concl usion

We have cal cul ated an undi scounted val ue of petitioner’s
62. 96- percent interest in Dunn Equi pnent on the date of
decedent’ s death of $3,533,623. Applying a 22.5-percent discount
to this figure, we find that the fair market value of the stock

in issue for purposes of the Federal estate tax is $2, 738, 558.

13 On brief, respondent agreed that the |ack of
mar ketability discount could properly be applied to the earnings-
based value. Further, respondent agreed that the |ack of
mar ketability di scount could properly be applied to an asset-
based val ue generally but argued that it should not be applied to
iquidation value. As we have not used |iquidation value, we
need not address respondent’s argunent.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




