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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVIN, Judge: Respondent determ ned a deficiency in
petitioner’s estate tax of $1, 801, 053.

After concessions, the sole issue for decision is whether
the fair market value of 184 shares of G een Light Chem cal Co.,

Inc., owmed by Emly F. Kl auss (decedent) on February 1, 1993,
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was $1, 810,000, as petitioner contends; $2,713,000, as respondent
contends; or sone other anpunt. W hold that it was $2, 150, 000.

Section references are to the Internal Revenue Code as in
ef fect when decedent died. Rule references are to the Tax Court
Rul es of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
A Decedent

Decedent died on February 1, 1993 (the valuation date), in
San Antoni o, Texas. Her husband, WIliamJ. Klauss, predeceased
her. Decedent’s son, John G Klauss (John Klauss), is the
i ndependent executor of decedent’s estate. He lived in Hel otes,
Texas, when he filed the petition in this case.

B. G een Light Chenmical Co., Inc.

1. For mati on

WIlliamJ. Kl auss cofounded the Kl auss-Wiite Co. in 1946.
It changed its nane to the Green Light Co., Inc. (Geen Light),
in 1960. He ran the conpany until the md-1970's, and he died in
1982.

John Kl auss worked for Green Light for 38 years. He began
runni ng the conpany in the md-1970's, and he was the chairman of

the board on February 1, 1993. He retired in 1994.



2. Oaner shi p
Green Light is a closely held corporation. O the 460

out standi ng shares of stock in Geen Light, 184 shares were
i ncluded in decedent’s gross estate under section 2044.
Decedent’s children owned the remai ni ng shares of G een Light
stock when she di ed.

G een Light has never paid dividends.

3. Products and Operati ons

Green Light fornmul ates and markets (but does not
manuf acture) insecticides, weed killers, fungicides, plant foods,
and ot her products for hone and garden use. Geen Light sells
its products to distributors, who sell themto retailers, such as
Wal mart and grocery and hardware stores. Geen Light's primry
market in 1993 was the hone and garden market. It did not sel
to farns, ranches, or golf courses. Geen Light’'s sales vol unes
vary greatly according to weather conditions and the planting
season. Its products are manufactured primarily in the fourth
quarter of the cal endar year, and it ships nost of its products
i n Decenber and January. Geen Light bills its custonmers 90 days
after shipnent and receives nost of its revenue in May and June.
In 1993, Green Light sold its products primarily in Texas,
Okl ahoma, Loui siana, New Mexico, Colorado, and Arizona. Its top

five custonmers accounted for about 71 percent of its sales inits
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1992 fiscal year.! More than 36 percent of Green Light's sales
in fiscal year 1992 were to Central Garden

4. G een Light's Environnental dains, Products Liability
| nsurance, and R sks of Litigation

The Texas Water Comm ssion (later the Texas Natural
Resources Conservation Comm ssion (TNRCC)) told Geen Light in
August 1991 that soil at its San Antonio facility was
contam nated with chl ordane and xylene. The TNRCC ordered G een
Light to submt a corrective action plan within 30 days. G een
Li ght denied that its property was contam nated, and had not
submtted a plan as of the tinme of trial

Green Light had $500, 000 of products liability insurance in
1993, with a $50, 000 deductible. It would have cost G een Light
about $250,000 nore to increase its 1992 products liability
i nsurance coverage to $2 mllion, with a $1, 000 deductible. As
of February 1, 1993, Geen Light was a defendant in at |east six
products liability lawsuits resulting fromthe all eged
m sapplication of sone of its products. Geen Light faced
potential liability of nore than $100 million in these lawsuits.

5. Sale of Geen Light to Enpl oyee Stock Omership Trust

On Novenber 30, 1994, all of the stock of Green Light was
sold to an enpl oyee stock ownership trust created by the
enpl oyees of Green Light.

C. Decedent’s Estate Tax Return

! Geen Light used a fiscal year ending June 30.
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Petitioner attached to the estate’s Federal estate tax
return an appraisal of decedent’s mnority interest in Geen
Li ght prepared by Cark C. Minroe (Miunroe). Minroe estinated,
and petitioner reported on that return, that the fair market
val ue of decedent’s 184 shares of G een Light stock was
$1, 810,000 as of February 1, 1993.

D. Noti ce of Deficiency

Respondent determned in the notice of deficiency that the
fair market val ue of decedent’s 184 shares of Green Light stock
was $4, 080, 200. Respondent now concedes that the val ue of
decedent’s stock was not nore than $2, 713, 000.

OPI NI ON

The issue for decision is the fair market val ue of
decedent’ s 184 shares of Geen Light stock on the day decedent
di ed, February 1, 1993.

A. Fair Market Val ue

Fair market value is the price at which the property would
change hands between a willing buyer and a willing seller,
nei t her being under any conpul sion to buy or to sell and both
havi ng reasonabl e know edge of the relevant facts. See United

States v. Cartwright, 411 U S. 546, 551 (1973); sec. 20.2031-

1(b), Estate Tax Regs.; sec. 25.2512-1, Gft Tax Regs.? |If

2 Petitioner bears the burden of proving that respondent’s
determnation in the notice of deficiency is erroneous. See Rule
142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933).
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selling prices for stock in a closely held corporation are not
avai l abl e, then we decide its fair market val ue by consi dering
factors such as the conpany’s net worth, earning power, dividend-
payi ng capacity, managenent, goodw ||, and position in the

i ndustry, as well as the economc outlook in its industry and the
val ues of publicly traded stock of conparable corporations. See

Estate of Andrews v. Conmm ssioner, 79 T.C 938, 940 (1982); sec.

25.2512-2(f), Gft Tax Regs.

Both parties called expert witnesses to give their opinions
about the val ue of decedent’s G een Light stock on February 1,
1993. Bruce Johnson (Johnson) testified at trial for petitioner,
and David Fuller (Fuller) testified for respondent. The record
al so contains the expert report of Miunroe, who could not testify
because of illness. Petitioner based the value reported in the
estate tax return on Munroe’s appraisal, which is al nost
identical to petitioner’s position at trial. The opinions of the
expert witnesses and the positions of the parties as to the fair

mar ket val ue of decedent’s shares of Green Light stock are as

foll ows:

Petitioner’s Defi ci ency

return and Petitioner’s notice and Respondent’ s
the petition expert Johnson answer expert Fuller

$1, 810, 000 $1, 800, 000 $4, 080, 200 $2, 713, 000
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The experts each used the incone capitalization® and market
or public guideline conpany* nethods to estimate the val ue of
decedent’ s Green Light stock. Johnson and Fuller used the sane
gui del i ne conpanies: Scotts Co. (Scotts), Anerican Vanguard
Corp. (Anmerican Vanguard), Lesco, Inc. (Lesco), and Vigoro Corp.
(Vigoro). Johnson and Fuller primarily disagree as to: (1)
Whet her to apply a small-stock prem umand (2) whether to adjust
the nultiple for the growth rates of Geen Light and the
gui del i ne conpani es.

B. St ock Val ue Before Considering D scounts

1. The Small -Stock Prem um

Johnson applied a small-stock premumof 5.2 percent in
cal cul ating the discount rate® he used to approxi mate the return
required by investors in the smallest quintile of the public
stock market. Respondent contends that Johnson was incorrect in

applying a small-stock premum W disagree.

3 The incone capitalization nethod is used to estimate the
fair market val ue of income-producing property by considering the
present value of the future stream of inconme to be produced by
that property. See Estate of Bennett v. Conm ssioner, T.C Meno.
1989-681, affd. 935 F.2d 1285 (4th Gr. 1991).

4 The market or public guideline conpany nethod conpares
t he conpany being valued with simlar, publicly traded (i.e.,
"gui del i ne") conpani es.

5 The discount rate is the total of the risk-free rate, the
equity risk premum the small-stock premum and the specific
ri sk prem um
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Johnson reasonably based the small-stock premi umhe used in
his report on data from | bbotson Associates.® Later data from
| bbot son Associ ates’ show that the small-stock prem um has
declined since about 1983 or 1984, but that small capitalization
st ocks were yielding higher average returns than | arge
capitalization stocks in 1993.

Respondent attached to respondent’s opening brief an
appendi x which shows that |arge capitalization stocks have
outperfornmed small stocks since about 1988. W do not consider
the information in the appendi x because respondent provided no
source for it.

Respondent relies on an article by Bajaj & Hakal a,

“Val uation for Smaller Capitalization Conpanies”, published in

Fi nanci al Val uation: Businesses and Business Interests, ch. 12A
(Hanan & Sheel er ed. 1998), for the proposition that there is no
smal | -stock premum W find Johnson’s analysis to be nore

per suasi ve.

Fuller testified that it is appropriate to use the |bbotson
Associ ates data fromthe 1978-92 period rather than fromthe

1926- 92 period because small stocks did not consistently

6 See | bbotson Associates, Stocks, Bonds, Bills &
Inflation, 1993 Yearbook 128 (I bbotson 1993); see al so Estate of
Hendri ckson v. Conm ssioner, T.C Meno. 1999-278 (citing id. at
125).

” See | bbotson Associ ates, Stocks, Bonds, Bills &
Inflation, 1999 Yearbook 121 (I bbotson 1999).
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outperforml arge stocks during the 1980's and 1990's. W give
little weight to Fuller’s analysis. Fuller appeared to
sel ectively use data that favored his conclusion. He did not
consistently use | bbotson Associates data fromthe 1978-92
period; he relied on data from 1978-92 to support his theory that
there is no small-stock prem unf but used an equity risk prem um
of 7.3 percent fromthe 1926-92 data (rather than the equity risk
prem um of 10.9 percent fromthe 1978-92 period). |If he had used
data consistently, he would have derived a small-stock prem um of
5.2 percent and an equity risk premumof 7.3 percent using the
1926-92 data, rather than a small-stock prem um of 2.8 percent
and an equity risk prem umof 10.9 percent using the 1978-92
dat a.

We concl ude that Johnson appropriately applied a small-stock
premumin valuing the Geen Light stock.

2. G owmh Rate

Johnson derived price/earnings nmultiples fromthe guideline
conpani es that he adjusted to account for differences between
their expected gromh rates and that of Geen Light. He selected
a 5-percent gromh rate for Geen Light and used growth rates for

t he gui deline conpanies ranging from14.3 to 15.5 percent.

8 The | bbotson Associ ates data for 1978-92 show a 2. 8-
percent small-stock premum See | bbotson Associates (1993),
supra at 128.
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Respondent contends that Johnson incorrectly assuned that

Green Light would grow at 5 percent. Shortly before trial, Geen

Li ght’ s managenent told Johnson that it had projected that G een

Li ght would grow at a rate of 5 to 10 percent in 1993.° W

di sagree with respondent’s contention that Johnson incorrectly

assuned that Green Light would grow at 5 percent because Fuller

al so used a 5-percent growth rate for G een Light. Respondent

contends that Johnson selected incorrect growmh rates for the

gui del i ne conpani es because the sources of his data were

unreliable. W disagree in part. Johnson reasonably selected

growh rates for Geen Light and the guideline conpanies other

t han Anerican Vanguard using financial data relating to periods

before the valuation date. See Estate of Jung v. Conmni Ssioner,

101 T.C 412, 423-424 (1993); Estate of Newhouse v. Conm Ssioner,

94 T.C. 193, 217 (1990).

Johnson chose a 15-percent growh rate for Anerican Vanguard
in part because its earnings grew 33 percent annually from 1988
to 1992, and its export sales grew from $800,000 in 1990 to $4.7
mllion in 1993. However, in light of the fact that the earnings

of Green Light grew faster than those of the guideline conpanies

® In 1999, Bruce Johnson (Johnson) interviewed Forrest G ay
(Gray), the secretary and treasurer of Geen Light, about the
anticipated future growh rate of G een Light as of the valuation
date. Gay told Johnson that, in 1993, the managenent of G een
Li ght expected the conpany to grow at a rate of 5 to 10 percent
per year.
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from 1990 to 1992, Johnson’s use of a 15-percent growth rate for
Aneri can Vanguard was too generous. W believe Johnson shoul d
have used a 5-percent growh rate for American Vanguard since
that is the growth rate he used for G een Light and its earnings
were growi ng faster than those of the guideline conpanies.

Johnson’ s anal ysis was nore persuasive than Fuller’s.
Ful l er did not adequately consider the differences between G een
Li ght and Anerican Vanguard, the guideline conpany he consi dered
to be the nost conparable. For exanple, he gave little weight to
the facts that: Geen Light does not nmanufacture products; its
product lines are far |ess diverse than those of the guideline
conpanies; its five |largest custoners accounted for nore than 70
percent of its sales; it sells its products regionally, not
nationally; its primary market in 1993 was limted to the hone
and garden market and did not include agribusinesses or golf
courses; and it had m ninmal insurance coverage for products
[tability and environnmental clainms. He did not adjust the
mul tiples for American Vanguard for custonmer concentration,
product m x, geographic diversification, or market segnent
factors. We think his failure to do so was inproper given the

di fferences between Green Light and Anmerican Vanguar d.
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3. O her Differences Between the Anal yses of Johnson and
Ful l er

a. Fuller's Use of the CAPM Met hod

Ful l er cal culated his discount rate using the capital asset
pricing nodel (CAPM.1° |In contrast, Johnson used a discount
rate based on the build-up method.* W believe that Fuller
shoul d not have used the CAPMin this case. Geen Light should
not be val ued by using the CAPM net hod because Johnson and Ful |l er
agreed that it had little possibility of going public. See

Estate of Maggos v. Commi ssioner, T.C Meno. 2000-129; Estate of

Hendri ckson v. Commi ssioner, T.C Meno. 1999-278; Furnan v.

Conmi ssioner, T.C. Menp. 1998-157.

10 The capital asset pricing nodel (CAPM is used to
estimate a discount rate by adding the risk-free rate, an
adjusted equity risk premum and a specific risk or unsystematic
risk premum The conpany’s debt-free cash-flow is then
multiplied by the discount rate to estimate the total return an
i nvestor woul d demand conpared to other investnents. See Furman
v. Comm ssioner, T.C Meno. 1998-157.

11 Under the build-up nethod, an appraiser selects an
interest rate based on the interest rate paid on governnent al
obligations and increases that rate to conpensate the investor
for the di sadvantages of the proposed investnent. See Estate of
English v. Comm ssioner, T.C Meno. 1985-549.
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b. Fuller's Selection of a Beta

I n applying the CAPM net hod, Fuller chose a beta!? of .7 to
estimate Green Light’'s systematic risk. An average anount of
risk is represented by a beta of 1. A beta of 70 percent would
be correct if an investnment in Geen Light were 30 percent |ess
risky than a conposite investnent of the Standard & Poor’s 500
St ock Conposite Index (S& 500). W disagree with Fuller’s use
of a .7 beta because G een Light was a small, regional conpany,
had custoner concentrations, faced litigation and environnent al
clai s, had i nadequate insurance, was not publicly traded, and
had never paid a dividend. A beta cannot be correctly cal cul ated
for the stock in a closely held corporation; it can only be

correctly estimated on the basis of the betas of conparable

publicly traded conpanies. See Estate of Hendrickson v.

Conmi ssi oner, supra; Furnman v. Conm SSi oner, supra. Ful | er

stated that he selected the beta based on a review of conparable
conpani es. However, he did not identify these conparable
conpani es or otherw se give any reason for his use of a .7 beta.
We believe Fuller’s use of a .7 beta inproperly increased his

estimate of the value of the G een Light stock.

12 Beta is a neasure of systematic risk; that is, risk that
i's unavoi dable and that affects the value of all assets. Beta
measures the volatility of a stock’s return as conpared to the
mar ket as a whole. See Furnman v. Conmi ssioner, supra; Pratt et
al ., Valuing a Business 166 (3d ed. 1996).
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4. Ri sk of Litigation and Environnental Renedi ation

Johnson and Ful l er substantially agreed about the potenti al
effects of products liability litigation and environnental clains
on the value of Green Light stock. Johnson reduced his estimate
of the value of Geen Light by $921,000 on the basis of the
$252, 000 cost to Geen Light of increasing its products liability
i nsurance and John Kl auss’ estimate that it would have cost G een
Li ght about $250,000 in 1993 to pay fines and renedi ati on costs,
such as excavation, transportation, and capping costs, and | ab
anal ysi s, disposal, and environmental engineer’s and attorney’s
fees to resolve the TNRCC enforcenent action. 1In contrast,

Ful | er discounted his estimate by 10 percent, which had the

ef fect of reducing the stock value by $1,130,000, in part because
counsel for Green Light stated that its maxinumliability for the
litigation clainms would be 10 percent. W agree with Johnson’s
approach because we believe he nore accurately accounted for the
effects on the value of Green Light of the litigation and

envi ronment al cl ai ns.

5. Concl usi on

We concl ude that Johnson’s anal ysis was nore persuasive than
Ful ler’s, except for his use of a 15-percent growh rate for

Anmer i can Vanguard.



C. Concl usi on

Johnson and Ful l er agree that the appropriate di scount for
| ack of marketability is 30 percent. Taking into account the
adj ustnent nade to the growh rate of American Vanguard, we
conclude that the fair market val ue of decedent’s 184 shares of

G een Light stock was $2, 150,000 on February 1, 1993.

Deci sion will be entered

under Rul e 155.




