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Tax Valuation €-Flash

Estate of Paul Mitchell v. Commissioner,
T.C. Memo 2002-98, April 9, 2002

Managing Director

The Tax Court reaffirmed its holding in T.C. Memo 1997-461 after that opinion was remanded
by the Court of Appeals for the Ninth Circuit (E-flash 3-10). The Ninth Circuit directed the Tax
Court to shift the burden of proof to the IRS and to explain its calculation of fair market value,
which differed from the calculations by the testifying experts.

In T.C. Memo 1997-461, the Tax Court determined the fair market value of 1,226 shares (49.04%)
of John Paul Systems was $41,532,600 at Paul Mitchell's death on April 21, 1989. The estate
valued these shares at $28.5 million while the IRS valued them at $105 million.

The Tax Court based its calculation an on offer by Gillette Co. to purchase the Company before
Mr. Mitchell's death for $150 million. The Tax Court reduced the $150 million by $15 million to
reflect the loss of Paul Mitchell to the Company and then applied a 35% combined discount for

The Tax Court based its calculation an on offer by Gillette Co. to purchase the
Company before Mr. Mitchell's death for $150 million.
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lack of marketability and control. There was a further reduction in the fair market value of the
49.04% interest for the possibility of a lawsuit. The Court of Appeals for the Ninth Circuit said
it was unclear whether the 35% combined discount for lack of control and marketability fell
within a range that was supported on the record.

The experts for the estate and the IRS calculated fair market value using the discounted cash
flow and guideline public companies methods. The Tax Court termed these methods as
“theoretical valuation methods" and believed that "real world" offers were more appropriate,
especially since the offers were so much higher than the theoretical calculations.
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We Value:

The Tax Court recognized that the acquisition value reflected a premium over the publicly
m Corporate Securities traded minority value and produced a “"control nonmarketable value." To adjust the $150
million for lack of control, the Tax Court used a discount of 29% because the estate's 49.04%
ownership had "some power but less than control." The Tax Court said, "...the minority
discount should be increased by 6 percentage points (a total of 35 percent) to reflect the
additional lack of marketability attributable to a minority interest."

m Closely Held Businesses
m Partnership Interests

m Business Operations

(S DBIEl TS, RRTEIES, The Tax Court concluded, "On the basis of a thorough review of the entire record before us, we
Profit Centers) believe that we correctly arrived at a 35-percent discount rate that combines the lack of control

= Intangible Assets "...the minority discount should be increased by 6 percentage points (a total

(Covenants Not to of 35 percent) to reflect the additional lack of marketability attributable to a

Compete, Customer minority interest."
Lists, Contract Rights,

and Core Deposits) and any additional lack of marketability attributable to that lack of control that is not reflected

in the $150 million control, nonmarketable acquisition value."
m Intellectual Property

(Patents, Trade Names,
Software Copyrights,

and Trade Secrets)

Subscriptions:

For a complimentary
subscription to one of our

newsletters, please visit:

www.fvginternational.com

We encourage you to
forward this newsletter to
other interested parties.

Founding
Member

FCG
mn

Financial
Consulting
Group, L.C.

Click Here for Full Text of Cases

© Copyright 2002 LITIGATION AND VALUATION SERVICES www.fvginternational.com page 2



http://www.fvginternational.com
http://www.fvginternational.com
http://www.fairmarketvalue.com/newsletters/2002_eflash.html
http://www.fvginternational.com

