Estate of Lucretia Davis Jephson, Deceased; David S. Plume, Dermond Ives,
and The Chase Manhattan Bank, N. A. , Coexecutors, Petitioner v.
Commissioner of Internal Revenue, Respondent, 87 T. C. 297 (1986)

The value of 100% owned investment companies with liquid assets should be their
net asset value reduced by the cost of liquidation.

Summary

Lucretia Davis Jephson’s estate challenged the IRS’s valuation of her wholly owned
investment companies, R. B. Davis Investment Co. and Davis Jephson Finance Co. ,
which held only cash and marketable securities. The estate argued for a discount on
the net asset value due to lack of marketability, while the IRS contended the value
should be net asset value less liquidation costs. The U. S. Tax Court sided with the
IRS, ruling that the value of these companies should be their net asset values minus
liquidation expenses, as the estate had full control and could liquidate the
companies at any time, converting corporate assets to direct ownership without a
marketability discount.

Facts

Lucretia Davis Jephson died owning all shares of R. B. Davis Investment Co. and
Davis Jephson Finance Co. , both of which were investment companies holding only
liquid assets (cash and marketable securities). The estate filed a federal estate tax
return and reported the value of these shares, applying discounts of 28% and 31. 3%
respectively, to reflect lack of marketability. The IRS assessed a deficiency,
asserting the value should be the net asset value minus liquidation costs. The estate
argued these discounts were justified by comparing the companies to publicly
traded closed-end funds.

Procedural History

The estate filed a petition with the U. S. Tax Court to contest the IRS’s deficiency
determination. The IRS filed an amended answer increasing the deficiency. The
court heard arguments and evidence regarding the valuation of the companies’
stocks, ultimately deciding in favor of the IRS’s valuation method.

Issue(s)

1. Whether the value of the stock in wholly owned investment companies should be
calculated as their net asset value minus liquidation costs, or if a discount for lack of
marketability should be applied?

Holding

1. No, because the estate’s 100% ownership allowed for immediate liquidation and
direct ownership of the assets, negating the need for a marketability discount.
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Court’s Reasoning

The Tax Court determined that the fair market value of the stocks was their net
asset value less liquidation costs, based on: (1) the liquidity of the assets held by the
companies, (2) the absence of significant liabilities, and (3) the estate’s complete
control over the companies, allowing for immediate liquidation. The court rejected
the estate’s argument for a marketability discount, noting that such discounts are
typically applied to minority interests or when assets are not liquid. The court found
the comparison to closed-end funds inapposite, as those funds do not offer the same
control over liquidation that the estate had. The court also dismissed the estate’s
concern about unknown liabilities, finding no evidence to support such a discount.
The court emphasized that the estate could obtain direct ownership of the assets
through liquidation or dividends in kind, thus justifying the valuation method
adopted.

Practical Implications

This decision impacts how estates value wholly owned investment companies with
liquid assets for tax purposes. It clarifies that full control over a company allows for
valuation at net asset value minus liquidation costs, without applying marketability
discounts. This ruling guides estate planners and tax practitioners in valuing similar
entities, emphasizing the importance of control and liquidity in valuation.
Subsequent cases have cited Jephson to support similar valuations, and it has
influenced estate tax planning strategies to structure ownership to maximize control
and liquidity benefits.
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