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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
SW FT, Judge: Respondent determ ned deficiencies of
$127,619 and $3,997,288 in petitioner’s 1996 and 1997 respective
Federal gift taxes.
After settlenment by the parties of the valuation of a nunber
of properties, in order to calculate the fair market val ue of

l[imted partnership interests petitioner transferred as gifts in
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1996 and 1997, we nust determne the fair market value of 1,187
acres of Mnnesota farm and, whether a particular interest in a
general partnership should be valued as a partnership interest or
as an assignee interest, and the lack of control and |ack of
mar ketabi ity di scounts that should apply to the limted and to
t he general partnership interests.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the 2 years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.

FI NDI NGS OF FACT

Many of the facts have been stipulated and are so found.

At the tinme the petition was filed, petitioner resided in
M nnesot a.

Petitioner’s husband, MG Astleford (M3, was a successfu
real estate businessman who over the course of years acquired
individually, jointly with petitioner, and through various trusts
and limted and general partnerships significant interests in
real estate located primarily in Mnnesota. Below, we briefly
describe the interests in real estate M5 and petitioner owed and
that petitioner transferred to a famly limted partnership and
the gifts of interests in the famly limted partnership that

petitioner in 1996 and in 1997 nade to her children.
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In 1970, MG and R chard T. Burger forned Pine Bend
Devel opnent Co. (Pine Bend) as a M nnesota general partnership.
M5 and M. Burger were each 50-percent general partners in Pine
Bend. Under provisions of the Pine Bend general partnership
agreenent, consent of each partner was required with respect to
t he managenent, conduct, and operation of the partnership
business in all respects and in all matters. The Pine Bend
general partnership agreenent did not contain any provisions
relating to the transfers of interests in Pine Bend and whet her
such transferred interests woul d be general partnership or
assi gnee interests.

In 1970, Pine Bend purchased 3,000 acres of |and near St.
Paul , M nnesota, of which 1,187 acres consisted of agricultural
farm and i n Rosenmount, M nnesota (the Rosenmount property). Pine
Bend | eased 944 acres of the Rosenount property to farnmers and
| eased out the remaining acreage for use as a commerci al
pai ntball field.

The Rosenbunt property was |ocated near an industrial area
and an oil refinery and approximately 6 mles fromthe nearest
residential nei ghborhood. The Rosenount property was not
connected to nunicipal sewer or water.

On or about February 20, 1992, MG and petitioner each
created separate revocable trusts, and they each transferred to

their separate trusts various interests in real estate.
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On April 1, 1995, MG passed away. As of the date of his
death, MG owned directly (or indirectly through various
partnershi ps and his above revocable trust) interests in 41 real
properties located in Mnnesota and California. Al of M5 s real
estate interests passed under MG s last will and testanment to the
MG Astleford Marital Trust (the marital trust), which on MG s
death cane into existence under MGs wll for the benefit of
petitioner.

After MG s death in 1995, petitioner owned (indirectly
through the marital trust) all of the interests in the various
real properties that M5 had acquired over the years, and
petitioner continued to own all of the real estate interests she
separately had acquired.

On August 1, 1996, petitioner fornmed the Astleford Famly
Limted Partnership (AFLP) as a Mnnesota |limted partnership to
facilitate the conti nued ownershi p, devel opnent, and nanagenent
of the various real estate investnents and partnership interests
petitioner then owmed and to facilitate the gifts which
petitioner intended to give to her three adult children.

Under provisions of the AFLP agreenent, AFLP's net cashfl ow
was to be distributed annually anong the partners. The limted
partners were not entitled to vote on matters relating to
managenent of AFLP, no outside party could becone a partner in

AFLP wi t hout consent of petitioner as general partner, alimted
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partner could not sell or transfer any part of his or her AFLP
[imted partnership interest without consent of petitioner, and
no real property interest held by AFLP could be partitioned

W t hout consent of petitioner.

On August 1, 1996, petitioner funded AFLP by transferring
her ownership interest in an elder-care assisted living facility
with a stipulated value of $870, 904.

Al so on August 1, 1996, petitioner gave each of her three
children a 30-percent limted partnership interest in AFLP,
retaining for herself a 10-percent AFLP general partnership
i nterest.

A Novenber 2, 1997, partnership resolution of AFLP referred
to an inpending transfer to AFLP of petitioner’s 50-percent Pine
Bend interest as a transfer of petitioner’s “entire right and
interest” in Pine Bend.

On Decenber 1, 1997, as an additional capital contribution
to AFLP, petitioner transferred to AFLP her 50-percent Pine Bend
interest and her ownership interest in 14 other real estate
properties located in the M nneapolis-St. Paul netropolitan area
(the other properties).

As a result of the Decenber 1, 1997, transfer to AFLP of
petitioner’s 50-percent Pine Bend interest and of the other

properties, petitioner’s general partnership interest in AFLP
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i ncreased significantly, and petitioner’s children s respective
l[imted partnership interests in AFLP decreased significantly.

However, al so on Decenber 1, 1997, and simnultaneously with
petitioner’s above transfer of property to AFLP, petitioner gave
each of her three children additional Iimted partnership
interests in AFLP having the effect of reducing petitioner’s AFLP
general partnership interest back down to approximately 10
percent and increasing petitioner’s children’s AFLP |imted
partnership interests back up to approximtely 30 percent apiece.

In 1996 and in 1997, petitioner’s three children did not
make any contributions to the capital of AFLP.

On audit, as conpared to the values and di scounts used by
petitioner in calculating and reporting on her 1996 and 1997
Federal gift tax returns the value of the gifts of AFLP limted
partnership interests to her three children, respondent increased
the fair market values of a nunber of the properties that were
transferred to AFLP and the fair market value of AFLP s net asset
val ue (NAV). Respondent decreased the |ack of control and | ack
of marketability discounts applicable to the valuation of the
gifted AFLP |limted partnership interests. The schedul e bel ow
reflects the total value of petitioner’s taxable gifts and gift
tax liabilities for 1996 and 1997, as reported on petitioner’s
Federal gift tax returns and as determ ned by respondent on

audi t:



Petitioner’s Respondent’ s Audit
G ft Tax Returns Det erm nati ons
Taxabl e Gft Tax Taxabl e Gft Tax
Year Gfts Liability Gfts Liability
1996 $ 277,441 $ 79, 581 $ 626,898 $ 127,619
1997 3, 954, 506 2, 005, 689 10, 937, 268 3, 997, 288
OPI NI ON

Under section 2501(a)(1) the transfer of property by gift is
subject to Federal gift taxes. The amount of the gift is equal
to the fair market value of the gifted property, defined as the
price at which, on the date of the gift, the property would
change hands between a willing buyer and a willing seller,
nei t her bei ng under any conpul sion to buy or sell and both having
reasonabl e knowl edge of relevant facts. Sec. 2512(a); sec.
25.2512-1, Gft Tax Regs.; see also Rev. Rul. 59-60, 1959-1 C. B
237.

A wlling buyer and a willing seller are hypothetical
persons, rather than specific individuals or entities, and their
characteristics are not necessarily the sane as those of the

donor and the donee of the property in question. Estate of

Bright v. United States, 658 F.2d 999, 1006 (5th Cr. 1981);

Estate of Newhouse v. Conm ssioner, 94 T.C 193, 218 (1990).

The val uation of property is a question of fact, and al

rel evant facts and circunstances are to be consi dered. Pol ack v.
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Conmm ssi oner, 366 F.3d 608, 613 (8th Cr. 2004), affg. T.C. Meno.

2002- 145.
I n deciding valuation issues, courts often receive into
evi dence and consider the opinions of expert w tnesses.

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

| argely accept the opinion of one expert over the opinion of

anot her expert, see Buffalo Tool & Die Mg. Co., Inc. v.

Commi ssioner, 74 T.C 441, 452 (1980), and we may be selective in

determ ni ng which portion of an expert’s opinion to accept,

Parker v. Conm ssioner, 86 T.C. 547, 562 (1986).

The fair market values of the Rosenount property, the 50-
percent Pine Bend interest, and the other properties--that
petitioner on August 1, 1996, and on Decenber 1, 1997, directly
or indirectly transferred as additional capital contributions to
AFLP- - obvi ously increased the fair market value of the three AFLP
[imted partnership interests that petitioner simultaneously
transferred to her children. As stated, of these underlying
properties transferred to AFLP, the parties herein dispute only
t he val ue of the Rosenpunt property, whether the 50-percent Pine
Bend interest should be valued as a general partnership interest
or as an assignee interest, and the lack of control and |ack of
mar ketabi ity di scounts that should apply to the 50-percent Pine
Bend interest and to the gifted AFLP Iimted partnership

i nterests.



The Rosenpbunt Property

On the basis of the average size of a farmin M nnesota
(nanely 160 acres or a one quarter section), petitioner’s expert!?
treated the 1,187-acre Rosenmount property owned by Pine Bend as
extraordinarily large and uni que and used the market data
approach in his valuation, with a dowward adj ustnment for an
absorption di scount.

Petitioner’s expert identified as conparables to the
Rosenount property 18 farm properties that had been sold. He
adj usted the 18 properties for differences fromthe Rosenount
property based on date of sale, |ocation, and size, and he
calculated an initial value for the Rosenmount property of $3,100
per acre, or a total of $3,681,000. Petitioner’s expert’s
absorption di scount decreased the value to $1,817 per acre, or a
total fair market value of $2, 160, 000.

Petitioner’s expert’s absorption discount was based on his
opinion that a sale of the entire Rosenobunt property would fl ood
the I ocal market for farm and and woul d reduce the per-acre price
at which the Rosenobunt property could be sold. Believing that
t he Rosenount property would sell over the course of 4 years and

woul d appreciate 7 percent each year, petitioner’s expert

L' At trial, petitioner had four experts, and respondent had
two experts. Throughout our opinion, we sinply reference
“petitioner’s expert” and “respondent’s expert” w thout further
i dentification.
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performed a cashflow anal ysis using a present val ue discount rate
of 25 percent.?

Respondent’ s expert, in valuing the Rosenmount property, also
used the market data approach and revi ewed the sal e of
approximately 125 M nnesota farm and properties. He personally
viewed and visited 12 of the properties. Utimtely,
respondent’s expert chose two of the properties he considered
conparabl e to the Rosenpbunt property, and he nmade adjustnents to
his two conparabl es based on date of sale, and he arrived at a
per-acre value for the Rosenobunt property of $3,500, or a total
fair market value of $4, 156, 000.

Respondent’ s expert did not believe other adjustnents and
di scounts were necessary because of the simlarity of his two
conparables to the Rosenobunt property. Respondent’s expert al so
concl uded that because in 1970 3,000 acres of land (including the
Rosemount property) had been purchased by Pine Bend in a single
transaction, the entire Rosenmount property likely could be sold
in a single year without an absorption discount. Respondent’s
expert al so concluded that even if an absorption di scount was
appropriate, petitioner’s 25-percent present value discount rate
was excessive. Respondent argued that the present val ue di scount

rate should track the rate of return on equity which farners in

2 pPetitioner’s expert also reduced projected annual cashfl ow
by estimated sal es expenses and costs of 7.25 percent and by
property taxes of approximtely .6 percent.



- 11 -
Dakota County, M nnesota, actually earned, and respondent’s
expert referenced a report of the Southeastern M nnesota Farm
Busi ness Managenent Association indicating that in 1997 the
average rate of return on equity for farnmers in southeastern
M nnesota was 9.2 percent.

Respondent’ s expert was particularly credible and highly
experienced and possessed a uni que knowl edge of property | ocated
t hr oughout Dakota County and the surroundi ng area, and we
conclude that respondent’s expert’'s initial value of $3,500 per
acre for the Rosenmount property is correct. However, we believe
that due to the size of the Rosenount property in relation to the
nunber of acres sold each year in Dakota County, it is unlikely
that all 1,187 acres of the Rosenobunt property would be sold in a
single year without a price discount.

In other valuation cases we have all owed a market absorption
di scount based on the understanding that a sale of a | arge parce
of real estate over a short period of tine tends to reduce the
price for which real estate otherwi se would sell. See Estate of

Rodgers v. Conmi ssioner, T.C. Menp. 1999-129; Carr V.

Conmi ssioner, T.C. Menp. 1985-19; Estate of G ootemmat V.

Conmi ssioner, T.C Meno. 1979-49.

We, however, regard petitioner’s present value discount rate
of 25 percent as unreasonably high because it relies on

statistics relating to devel opers of real estate who expect
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greater returns given greater risks. A present val ue di scount
rate is a function of the riskiness of a project, and the

hypot heti cal project herein is not |and devel opnent but the sale
of farm and over 4 years.

Over 75 percent of the Rosenount property was | eased to
farmers providing a source of future incone to a prospective
purchaser. Gven the |low level of risk, a rate of return that
i kely woul d i nduce a purchase of the Rosenount property would be
nore akin to the return on equity which farnmers in the area were

actually earning--nanely, 9.2 percent. See |IT&S of lowa, Inc. v.

Comm ssioner, 97 T.C. 496, 531 (1991) (rate of return on equity

used as an appropriate present value discount rate).

Gven the mnimal risk involved in selling the Rosenount
property over 4 years, the fact that nost of the acreage was
al ready | eased, and the 9.2-percent return on equity earned by
sout heastern M nnesota farnmers in 1997, we concl ude that the
appropriate present value discount rate to apply to the projected
cashfl ow fromthe Rosenbunt property over 4 years is 10 percent.
Using an initial per-acre value of $3,500, and substituting a
present val ue discount rate of 10 percent, the fair market val ue
of the Rosenobunt property, taking into account market absorption

over 4 years, is $2,786.14 per acre or a total fair market val ue
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of $3,308,575.% In the summary schedul e bel ow (usi ng rounded
nunbers), we conpare the parties’ calculations with our

calculation for the fair market value of the Rosenount property:

Petitioner’s Respondent’ s Qur

Rosemount Pr operty* Expert Expert Calcul ation
Per acre val ue before

absor ption di scount $ 3, 100 $ 3, 500 $ 3, 500
Val ue of 1,187.51 acres

bef ore absorption

di scount 3, 681, 000 4, 156, 000 4, 156, 000
Per acre value after

absor ption di scount 1, 817 3,500 2,786.14
Total value of 1,187.51

acres after absorption

di scount 2,160, 000 4, 156, 000 3, 308, 575

* W use actual acreage for the Rosenmount property of
1,187.51 acres.

Treat nent of 50-Percent Pine Bend | nterest

The val uation dispute relating to Pine Bend invol ves the
treatnent or the nature, for gift tax valuation purposes, of the
50- percent Pine Bend interest that petitioner transferred to AFLP
(i.e., whether it should be treated as a general partnership
interest or nmerely as an assignee interest) and the | ack of
control and lack of marketability discounts that should apply to

t he 50-percent Pine Bend interest.

3 Like petitioner’s expert, we assune 7-percent annual
appreci ati on and reduce projected cashflow by esti mated sal es
expenses and property taxes of 7.25 percent and .6 percent,
respectively.



- 14 -

Petitioner treats the 50-percent Pine Bend interest
transferred to AFLP as an assignee interest and discounts that
interest by 5 percent because under M nnesota | aw a hol der of an
assignee interest would have an interest only in the profits of
Pi ne Bend and woul d have no influence on managenent. See M nn.
Stat. sec. 323.26 (1996), repealed by Mnn. Stat. ch. 323A
(enacted 1997 and renunbered Supp. 2008).

Petitioner’s argunment that under M nnesota |aw the 50-
percent Pine Bend interest should be treated as an assi gnee
interest is based primarily on Mnnesota |law and trial evidence
suggesting that M. Burger, the other 50-percent Pine Bend
general partner, did not consent to petitioner’s Decenber 1,
1997, transfer to AFLP of petitioner’s Pine Bend interest. See
M nn. Stat. sec. 323.26.

Respondent argues that the substance over form doctrine
shoul d apply and that thereunder the Pine Bend interest
petitioner transferred to AFLP should be treated as a general

partnership interest. W agree with respondent and so hold.*

4 Alternatively, respondent argues that if the 50-percent
Pine Bend interest is to be treated as an assi gnee interest,
petitioner’s voting and liquidation rights in the transferred
Pine Bend interest would have | apsed on the date of petitioner’s
transfer thereof, and under sec. 2704(a) the |l apse would trigger
an additional deened taxable gift by petitioner of those rights--
effectively recapturing for Federal gift tax purposes the val ue
of the voting and liquidation rights (i.e., the difference in
val ue between a Pine Bend general partnership interest and a Pine
Bend assignee interest). Because of our resolution as to the
substance of the transferred 50-percent Pine Bend interest, we

(continued. . .)
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The Federal tax effect of a particular transaction is

governed by the substance of the transaction rather than by its

form In Frank Lyon Co. v. United States, 435 U. S. 561, 573

(1978), the Suprenme Court explained this substance over form

doctrine as foll ows:

In applying this doctrine of substance over form the
Court has | ooked to the objective economc realities of
a transaction rather than to the particular formthe
parties enployed. The Court has never regarded “the

si npl e expedi ent of drawi ng up papers,” Conm Ssioner V.
Tower, 327 U.S. 280, 291 (1946), as controlling for tax
pur poses when the objective economc realities are to
the contrary. “In the field of taxation, adm nistrators
of the laws, and the courts, are concerned with
substance and realities, and formal witten docunents
are not rigidly binding.” Helvering v. Lazarus & Co.,
308 U.S. [252, 255 (1939).] * * *

The substance over form doctrine has been applied to Federal

gift and estate taxes. See Heyen v. United States, 945 F. 2d 359,

363 (10th Cir. 1991); Estate of Mirphy v. Conmm ssioner, T.C

Meno. 1990-472. In particular, we have applied the substance
over formdoctrine in valuation cases to treat transfers of
al |l eged assignee interests as, in substance, transfers of

partnership interests. See Kerr v. Conm ssioner, 113 T.C 449,

464-68 (1999), affd. on another issue 292 F.3d 490 (5th Cr
2002) .

4(C...continued)
need not address respondent’s alternative argunment under sec.
2704(a).
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The facts in this case establish that in substance the Pine
Bend interest transferred by petitioner to AFLP should be treated
as a general partnership interest, not as a Pine Bend assignee
interest. Because petitioner was AFLP s sol e general partner,
petitioner was essentially in the sane managenent position
relative to the 50-percent Pine Bend interest whether she is to
be viewed as having transferred to AFLP a Pine Bend assi gnee
interest (and thereby retaining Pine Bend nmanagenent rights) or
as having transferred those managenent rights to AFLP via the
transfer of a Pine Bend general partnership interest (in which
case she reacquired those sanme managenent rights as sol e genera
partner of AFLP). Either way, after Decenber 1, 1997, petitioner
continued to have and to control the managenent rights associ ated
wi th the 50-percent Pine Bend general partnership interest.

W note that the Novenber 2, 1997, AFLP partnership
resolution treats petitioner’s Pine Bend transfer as a transfer
of all of petitioner’s rights and interests in Pine Bend,
suggesting the transfer of a general partnership interest, not

the transfer of an assignee interest. See Estate of Jones v.

Commi ssioner, 116 T.C 121, 133 (2001) (interests not assignee

interests where docunents referred to interests as “partnership”

interests); Kerr v. Conmm ssioner, supra at 466-467 (interests not

assi gnee interests where | anguage used to docunent transfers

denonstrated “partnership” interests were transferred); Estate of
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Dailey v. Conm ssioner, T.C Menop. 2001-263 (interests not

assi gnee interests where docunents referred to “partnership”

interests); cf. Estate of Nowell v. Conm ssioner, T.C. Meno.

1999-15 (interests assignee interests where docunents did not

indicate partnership interests were transferred).

Di scounts Applicable to Pine Bend and to AFLP Interests

For purposes of cal culating lack of control and | ack of
mar ketability discounts that should apply to the 50-percent Pine
Bend general partnership interest petitioner transferred to AFLP
on Decenber 1, 1997, and to the AFLP limted partnership
interests petitioner gave to her children on August 1, 1996, and
Decenber 1, 1997, petitioner’s expert relied on conparability
data fromsales of registered real estate Iimted partnerships or
RELPs. Respondent’s expert relied on conparability data from
sales of publicly traded real estate investnent trusts or REITs.

We decline to declare either RELP or REIT data generally
superior to the other. W note that courts have accepted expert
val uations using both RELP and REIT data. For exanple, RELP data

were used in Estate of Weinberg v. Commi ssioner, T.C Mno. 2000-

51, and Tenple v. United States, 423 F. Supp. 2d 605, 619 (E.D

Tex. 2006); REIT data were used in Lappo v. Comm ssioner, T.C

Menpo. 2003-258, and Estate of McCorm ck v. Conm ssioner, T.C.

Meno. 1995-371
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We believe that when considering the size, marketability,
managenent, distribution requirenents, and taxation of RELPs and
REI Ts, RELPs nore closely resenble AFLP and Pine Bend, and we
believe that the | ow trading volume on the RELP secondary mar ket
is not so low as to render avail able RELP data unreliable.

We al so believe, however, that the |arge nunber of REIT
sal es transactions tends to produce nore reliable data conpared
to the limted nunber of RELP sales transactions. W believe
further that differences between REITS, on the one hand, and Pine
Bend and AFLP, on the other, may be mnim zed given the |arge
nunber of REITs fromwhich to choose conparabl es.

Wth regard to the lack of control and |ack of marketability
di scounts applicable to the 50-percent Pine Bend general
partnership interest which petitioner on Decenber 1, 1997,
transferred to AFLP, petitioner’s expert identified trading
di scounts (i.e., differences between unit or share trading prices
and unit or share NAVs) observed in 17 RELP conparabl es trading
on the RELP secondary narket, and he equated those trading
di scounts wth a conbi ned discount for lack of control and |ack
of marketability. Petitioner’s expert derived therefromwhat he
bel i eved should be the | ower and upper limts to his conbi ned
di scount—a floor of 22 percent and a ceiling of 46 percent--but
he then abruptly concluded that a conbi ned 40-percent discount

for lack of control and |lack of marketability should apply
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w t hout explaining further how he picked 40 percent as opposed to
22 or 46 percent, or sone other nunber within his range.

I n val uing the 50-percent Pine Bend general partnership
interest, respondent’s expert concluded that because the Pine
Bend partnership interest was sinply an asset of AFLP, discounts
he applied at the AFLP level, see infra pp. 22-24, obviated the
need to apply an additional and separate discount at the Pine
Bend | evel .®

Wth regard to petitioner’s expert’s 17 RELP conparabl es we
elimnate 4 of the RELP conparabl es because their data was based
on information from 1999, not from 1997. Medi an and nean trading

di scounts of approximtely 30 and 36 percent were observed in the

> W note that this Court, as well as respondent, has
applied two layers of lack of control and |ack of marketability
di scounts where a taxpayer held a mnority interest in an entity
that in turn held a mnority interest in another entity. See
Estate of Piper v. Conm ssioner, 72 T.C. 1062, 1085 (1979); Janda
v. Comm ssioner, T.C Meno. 2001-24; Gow v. Comm ssioner, T.C.
Mermo. 2000-93, affd. 19 Fed. Appx. 90 (4th Cr. 2001); Gllun v.
Comm ssioner, T.C Meno. 1974-284. However, we al so have
rejected multiple discounts to tiered entities where the | ower
| evel interest constituted a significant portion of the parent
entity' s assets, see Martin v. Comm ssioner, T.C Menp. 1985-424
(mnority interests in subsidiaries conprised 75 percent of
parent entity’'s assets), or where the lower level interest was
the parent entity’'s “principal operating subsidiary”, see Estate
of O Connell v. Conm ssioner, T.C Meno. 1978-191, affd. on this
poi nt, revd. on other issues 640 F.2d 249 (9th G r. 1981).

The 50-percent Pine Bend interest constituted |ess than
16 percent of AFLP s NAV and was only 1 of 15 real estate
i nvestnments that on Dec. 1, 1997, were held by AFLP, and | ack of
control and | ack of marketability discounts at both the Pine Bend
| evel and the AFLP parent |evel are appropriate.
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remai ni ng RELP conparables. In light of these nedian and nean
trading discounts and in light of 28.7 percent and 30 percent
medi an and nmean tradi ng di scounts observed in a total sanple of
130 RELPs in 1997, we conclude that a conbined di scount of 30
percent for lack of control and |lack of marketability is
appropriate for the 50-percent Pine Bend interest that petitioner
on Decenber 1, 1997, transferred to AFLP. W concl ude that as of
Decenber 1, 1997, the fair market value of the 50-percent Pine
Bend general partnership interest petitioner transferred to AFLP

is $1,299,107, conputed as foll ows:

Pi ne Bend assets

Cash $ 213,159
Rosenmount Property 3, 308, 575
Stipul ated NAV of other property 190, 000
Total NAV of Pine Bend $3,711, 734

Less 30-percent conbi ned
di scount for lack of contro
and marketability (1,113,520)

Total discounted Pine Bend NAV $2, 598, 214
12/ 1/ 1997 FW of 50-percent Pine Bend
general partnership interest $1, 299, 107

To establish just the lack of control discount applicable to
the AFLP limted partnership interests as of the dates of
petitioner’s gifts thereof to her three children--August 1, 1996,
and Decenber 1, 1997--petitioner’s expert used trading discounts
observed in RELP units traded in the RELP secondary market.

Taking into account AFLP s financial situation, petitioner’s
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expert selected nine specific RELPs to serve as conparables to
AFLP.

Petitioner’s expert’s RELP conparables were significantly
nore | everaged than AFLP (from 82 percent to 205 percent of debt
to NAV conpared to AFLP's nore noderate | everage in 1997 of 52
percent of debt to NAV), and petitioner’s expert’s RELP
conpar abl es had an average tradi ng di scount of 38 percent.

Fromhis initial nine RELP conparables, petitioner’s expert
sel ected four RELP conparabl es he considered nost conparable to
AFLP, which had trading di scounts ranging from40 percent to 47
percent, and petitioner’s expert chose a |lack of control discount
for the gifted AFLP interests of 45 percent for 1996 and 40
percent for 1997.°6

O petitioner’s expert’s four specific RELP conparables, two
had NAVs approximately five tinmes the NAV of AFLP and his other
two RELP conparabl es were even nore | everaged. Were the
conparables are relatively fewin nunber, we |ook for a greater
simlarity between conparabl es and the subject property.

Estate of Heck v. Comm ssioner, T.C Meno. 2002-34 (“As

simlarity to * * * [a] conpany to be val ued decreases, the

nunber of required conparables increases”).

6 For conveni ence, we occasionally reference “1996” and
“1997” without specifying the exact val uation dates--nanely,
Aug. 1, 1996, and Dec. 1, 1997.
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Because AFLP held | ess debt and was, according to
petitioner’s expert, inherently less risky than his conparabl es,
we find it unlikely that the proper lack of control discount to
apply to AFLP should be as high as the 45-percent and 40-percent
di scounts used by petitioner’s expert for the respective 1996 and
1997 gifted AFLP Iimted partnership interests.

Petitioner’'s expert also stated that the higher an RELP s
cash distribution rate the lower the investor risk should be,
which in turn woul d suggest a | ower trading discount. Because
AFLP' s cash distribution rate of 10 percent was significantly
hi gher than the 6.7-percent average cash distribution rate
observed in his RELP conparabl es, under petitioner’s expert’s own
approach his recomended AFLP | ack of control discounts should be
| ower than the 38-percent average trading di scount he observed in
hi s RELP conpar abl es.

We concl ude that the RELP conparabl es petitioner’s expert
used are too dissimlar to AFLP to warrant the anmount of reliance
petitioner’s expert placed on them and we concl ude that
petitioner’s lack of control discounts for the gifted AFLP
l[imted partnership interests of 45 percent for 1996 and 40
percent for 1997 are excessive.

Rat her than sifting through RELP data | ooking for nore
appropriate RELPs to serve as conparables in an effort to

estimate | ack of control discounts for the gifted AFLP Iimted
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partnership interests, we use REIT data used by respondent’s
expert with adjustments to his nmethodol ogy.

From an i nvestnent advisory firmrespondent’ s expert
obtained trading prices and share NAVs for approximtely 75
REI Ts. The REIT data showed that in 1996 in the public
mar ket pl ace REI Ts traded at a nmedi an . 1-percent prem um over per-
share NAV and in 1997 at a nedian 1.2-percent discount under per-
share NAV.

Because REITs allow investors to own a mnority but at the
sanme time a liquid investnent in an otherw se nonliquid asset
(i.e., real estate), investors in REITs are willing to pay a
liquidity premum (relative to per-share NAV) to invest in REIT

shares. As explained in MCord v. Comm ssioner, 120 T.C. 358,

385 (2003), revd. and remanded on other grounds 461 F.3d 614 (5th
Cir. 2006), this does not nean that a lack of control discount is
nonexi stent but suggests that an REIT' s share price is in part
affected by two factors, one positive (the liquidity premum and
one negative (lack of control). Thus, in analyzing REIT
conparables and their trading prices, it is appropriate to
identify and to quantify, and then to reverse out of the trading
prices, any liquidity premuns that are associated with REIT
conparability data, which calculation results in an REIT di scount

for lack of control that can be applied to the subject property.
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On the basis of a regression analysis, respondent’s expert
concluded that for 1996 and 1997 REI Ts traded generally at a
l[iquidity premumof 7.79 percent over illiquid investnents such
as closely held partnership interests.

To elimnate the effect of this 7.79-percent liquidity
premiumon REIT trading share prices respondent’s expert nmade a
mat hemati cal cal culation that for 1996 conbined this 7.79-percent
liquidity premumw th the observed 1996 . 1-percent REIT nedi an
tradi ng prem um and the observed 1997 1.2-percent REIT nedi an
tradi ng di scount, and he arrived at a lack of control discount to
apply to the gifted AFLP imted partnership interests of 7.14
percent for 1996’ and 8. 34 percent for 1997.8

We agree with respondent’s expert that in order to estimte
or quantify an appropriate |ack of control discount fromREIT
trading prices one should elimnate or reverse out the liquidity
prem uminherent in REIT trading prices. However, respondent’s
expert’s 7.79-percent liquidity prem um appears unreasonably | ow.
Qur concern rests partly on the fact that other studies cited by
respondent’ s expert suggest that liquidity prem uns applicable to
publicly traded investnents are nearly double that used by
respondent’s expert and partly on the fact that respondent’s

expert’s 7.79-percent liquidity premumresulted in a discount

7 1-[1+.001] /[ 1+. 0779] =. 0714.
8 1-[1-.012]/[1+. 0779] =. 0834.
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for lack of control that, on its face, appears unreasonably | ow

(nanely, his lack of control discounts of 7.14 percent for 1996

and 8.34 percent for 1997). See Lappo v. Conmm ssioner, T.C

Menmo. 2003-258 (respondent’s expert’s calculation of a liquidity
premumrejected for simlar reasons).

To conbine or to calculate a liquidity premum (to use in
this case for 1996 and 1997 and to reverse out of REIT trading
prices to isolate or to quantify an appropriate | ack of control
di scount), we look sinply to the difference in average di scounts
observed in the private placenments of registered and unregistered
stock based on the prem se that the difference so observed
represents pure liquidity concerns, since a ready, public nmarket
is avail able to owners of registered stock but is unavailable to

owners of unregistered stock. See MCord v. Conm Ssioner, supra

at 385; Lappo v. Conmm ssioner, supra. According to two studies
respondent’ s expert cited, the difference was approxi mately 14
percentage points, which results in a general liquidity prem um
inherent in publicly traded assets of 16.27 percent® that would
al so be applicable to publicly traded REITs.

To cal cul ate the | ack of control discount present in the

REI T conparables we nmust elimnate (fromthe .1-percent nedi an

°I1f an illiquid asset trades at a discount of 14 percent
relative to a liquid asset, the liquid asset is trading at a
prem um of 16.27 percent fromthe illiquid asset (nanely,

1/[1-.14] - 1=. 1627) .
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tradi ng prem um observed for the 1996 REIT conparabl es and the
1. 2-percent nedian tradi ng di scount observed for the 1997 REIT
conparables) this 16.27-percent liquidity premum For 1996, we
sinply subtract .1 percent fromthe 16.27-percent liquidity
premumto arrive at a |lack of control discount of 16.17
percent.® For 1997, we sinply add 1.2 percent to the 16.27-
percent liquidity premumto arrive at a |lack of control discount
of 17.47 percent?!l 12

For a lack of marketability discount applicable to the three
30-percent AFLP Iimted partnership interests petitioner gave to
her children on August 1, 1996, petitioner’s expert estimted a
di scount of 15 percent, and respondent’s expert estinmated a

di scount of 21.23 percent. W perceive no reason not to use

10.1627-.001=. 1617.
11.1627+.012=. 1747,

2 Wt hout explanation, to arrive at his lack of control
di scounts for 1996 and 1997, when conbining his liquidity prem um
with the REIT trading prem um and/ or discount, respondent’s
expert used a different mathematical cal culation than the one he
used in McCord v. Conm ssioner, 120 T.C 358, 385 (2003), revd.
and remanded on ot her grounds 461 F.3d 614 (5th G r. 2006). W
use the cal cul ation respondent’s expert used in MCord because of
its sinplicity and intuitiveness. W note that use of the
particul ar mat hemati cal cal cul ati on respondent’s expert used
herein woul d produce | ack of control discounts of approximtely
14 percent for 1996 (1-[1+.001]/[1+.1627]=.14) and 15 percent for
1997 (1-[1-.012]/[1+.1627]=.15), relatively close to our |ack of
control discounts of 16.17 percent and 17.47 percent,
respectively.
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respondent’ s hi gher marketability discount of 21.23 percent
w t hout further discussion, which we do.

For the three AFLP Iimted partnership interests petitioner
gave her children on Decenber 1, 1997, because both parties
advocate a |l ack of marketability di scount of approximtely 22

percent, we apply a lack of marketability discount of 22 percent.

Concl usi on

W concl ude that the fair market value of each of the three
30-percent AFLP imted partnership interests petitioner gave on
August 1, 1996, was $172,525, (for total taxable gifts in 1996 of
$517,575) and that the fair market value of each of the three
AFLP limted partnership interests petitioner gave on Decenber 1,
1997, was $2, 188,405 (for total taxable gifts in 1997 of

$6, 565, 215), calcul ated as foll ows:

1996 G fts
Total stipul ated AFLP NAV of
elder-care facility as of 8/01/96 $870, 904

Less Discounts for AFLP |imted
partnership interests

16. 17- percent |ack of control (140, 825)

$730, 079

21. 23-percent |ack of marketability (154, 996)

$575, 083

FMWV of each gifted 30-percent interest $172, 525
Total value of gifted AFLP interests $517, 575*

* 3 x $172,525 = $517, 575.
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1997 G fts
12/ 1/ 1997 NAV of properties and
interests transferred to AFLP

50- percent Pine Bend interest $ 1,299, 107

Sti pul ated NAV of ot her
properties 10,032,721
$11, 331, 828

Less Discounts for AFLP Iimted
partnership interests

17.47-percent |ack of control (1,979, 670)

$9, 352, 158

22-percent |lack of marketability (2,057, 475)

$7, 294, 683

FMW/ of each gifted 30-percent interest $2, 188, 405
Total value of gifted AFLP interests $6, 565, 215*

* 3 x $2,188,405 = $6, 565, 215.

This case is decided on the preponderance of the evidence

and is unaffected by section 7491. See Estate of Bongard v.

Commi ssi oner, 124 T.C. 95, 111 (2005).1%

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

13 Because of the way AFLP' s capital accounts were
mai nt ai ned, petitioner argues that on Dec. 1, 1997, she
transferred to each of her three children a 27.9-percent limted
partnership interest in AFLP. Regardless of the exact percentage
interest in AFLP which petitioner transferred to her children
(27.9 percent or 30 percent), the value of each of the three
gifted interests is equal to 30 percent of the NAV of the
properties and Pine Bend partnership interest petitioner
transferred to AFLP on Dec. 1, 1997.



