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SUPPLEMENTAL MEMORANDUM OPI NI ON

JACOBS, Judge: This case is before us on remand from the

Court of Appeals for the Ninth Crcuit. Estate of Mtchell .

Comm ssioner, 250 F.3d 696 (9th Gr. 2001), affg. 103 T.C. 520

(1994) and vacating and remanding T.C. Meno. 1997-461. The Court
of Appeals has directed us to shift the burden of proof to
respondent regarding the determ nation of additional taxes and to
explain our valuation of stock included in decedent’s estate for
purposes of Federal estate tax consistent with the standards

established in Leonard Pipeline Contractors v. Conm ssioner, 142

F.3d 1133 (9th Cr. 1998), revg. and remanding T.C. Meno. 1996-
316.1
We incorporate herein the findings of fact set forthin Estate

of Mtchell v. Commssioner, T.C  Meno. 1997-461, by this

ref erence. For ease of understanding, we herein summarize the
rel evant facts fromthat opinion as well as set forth additional
findings of fact for the purpose of deciding the issue on remand.
The stipul ations and exhibits are al so i ncorporated herein by this

r ef erence.

Backgr ound

! On remand, in Leonard Pipeline Contractors v.
Comm ssioner, T.C Meno. 1998-315, affd. w thout published
opinion 210 F.3d 384 (9th G r. 2000), we reentered our deci sion.
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Paul Mtchell (M. Mtchell or decedent) died on April 21,
1989. Anmong the assets included in M. Mtchell’s taxable estate
were 1,226 shares of John Paul Mtchell Systens common stock held
by the Paul Mtchell Trust (the trust), a revocable trust
established by M. Mtchell. 1t is our determ nation of the val ue
of those shares (at the nonment of M. Mtchell’s death) that is the
subj ect of the renmand.

In 1979, M. Mtchell and John Paul “Jones” DeJoria joined
together to market M. Mtchell’'s hair care products (particularly
the sculpting lotion) through professional-only hair salons. On
March 31, 1980, Messrs. Mtchell and DeJoria formed Paul Mtchel
Systens, Inc. The nane of the corporation was subsequently changed
to John Paul Mtchell Systenms (JPMS). Messrs. Mtchell and Dedoria
granted JPMS all proprietary and distribution rights to the hair
and skin products that M. Mtchell had devel oped, including the
products’ trademark, service mark, or other intellectual property
rights.

JPMS' s bylaws provided for a board of directors (the board)
consi sting of four directors and cunul ative voting for the el ection
of directors. However, from 1984 wuntil April 15, 1989, M.
Mtchell, M. Dedoria, and Peter Langenberg were the only board
menbers. On April 15, 1989, M. Langenberg resigned, and Jeanne

Braa was elected to replace him
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From 1984 until April 1989, M. Mtchell served as president
of JPMS; M. DeJdoria served as chairman of the board, chief
executive officer, chief financial officer, and secretary.

JPMS adopted a fiscal year ending July 31. Beginning with the
fiscal year ended July 31, 1984, the corporation el ected subchapter
S status for Federal incone tax purposes.

As of April 21, 1989, the stock in JPMS had not been
regi stered under any securities |aw, noreover, neither M. DeJoria
nor M. Mtchell had ever contenplated such a registration or a
public offering of JPMS s commopn stock

JPMS products were sold only through professional salons. M.
Mtchell was the heart of JPMS's connection to hair stylists, who
were the foundation for JPMS' s marketing strategy of pronoting and
selling products that M. Mtchell devel oped. M. Mtchell was
JPMS' s creative trendsetter, and his hair scul pting technique
revol utionized hair styling. M. Mtchell was the focal point of
JPME' s advertising. |In 1986, JPMS began using photographs of M.
Mtchell in its adverti sing.

M. Deldoria ran the daily operations at JPM5, naking all
managenent deci si ons and having all nmanagers reporting directly to
hi m M. Mtchell, however, had the last word on all policy
matters.

JPMS was known for its styling products. Over the years, JPMS

devel oped into a nmagjor force in the hair care industry, with brand
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recognition by the consum ng public, a sophisticated distribution
network, and hundreds of hair stylists trained in the use of the
conpany’s products. From 1982 through April 21, 1989, JPMS s share
of the salon-only market, in conparison with those of its chief
conpetitors, inproved every year. In April 1989, JPM5S was anong
the top five conpanies in the salon-only market.

From JPMS's inception until M. Mtchell’s death in Apri
1989, neither M. Mtchell nor M. Dedoria had any formal contract
with JPM5S regardi ng conpensati on. I nstead, they set sales and
profitability goals for JPMS at the begi nning of each fiscal year.
Thereafter, in Septenber or October of each year, they divided
equal |y the conpany’s avail abl e i ncone.

For fiscal years ended July 31, 1984 through 1988, Messrs.

Mtchell and DeJdoria each received the follow ng paynents from

JPMS:
FYE 7/31 Sal ary Managenent Fees Tot a
1984 --- --- 1$1, 086, 500
1985 --- --- 12, 305, 000
1986 --- --- 14,162, 525
1987 $185, 125 $8, 565, 000 8, 750, 125
1988 1, 308, 000 10, 500, 000 11, 808, 000
! Paynments to Messrs. Mtchell and DeJdoria for this year

were not broken down into salary or managenent fees.
JPMS characterized these paynents as conpensation for services
render ed.

Bet ween August 1, 1988, and April 21, 1989, JPMS paid M.

Mtchell $10, 758,046 (which JPMS characterized as conpensation for
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services rendered). For fiscal year 1989, Messrs. Mtchell and
DeJoria agreed that each of themwould receive a $2 nmillion annual

salary and a $15 mllion nmanagenent fee. The JPMsS board approved
t hese conpensation anobunts on Cctober 21, 1988.

Fromthe inception of JPMS until the nonment of M. Mtchell’s
death, the only dividend declared by JPMs was for its fiscal year
ended July 31, 1988. The dividend was originally set at $1.4
mllion, but the dividend was subsequently raised to $2.5 m | 1li on.

Robert Tayl or was president and chief executive officer of
M nnet onka Corp. (M nnetonka), a publicly traded conpany. As
chairman, M. Taylor was responsible for Mnnetonka s strategic
acqui sitions.

M. Taylor initiated discussions with M. DeJoria in the fal
of 1987 (JPMS's 1988 fiscal year) when JPMSs sales were
approximately $50 mllion. M. Taylor informed M. DeJoria that
M nnetonka was willing to pay $100 mllion to acquire all of the
JPM5 stock, assumng officers’ salaries were revised. M. Taylor
regarded the | evel of conpensation for Messrs. Mtchell and DeJoria
as too high; he considered a nore appropriate | evel of conpensation
to be in the $500,000 to $1 million range, including performance
bonuses. M. DeJdoria insisted on a $125 m|lion acquisition price.
M. Taylor refused to raise Mnnetonka's bid, and the negoti ations

were term nat ed.
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In the fall of 1988, M. Taylor again approached Messrs
DeJoria and Mtchell. (At the tine, JPMS's sales were in the $65
mllion range.) M. Taylor offered $125 million to acquire all of
the JPMS stock. The proposed acquisition price assuned that: (1)
M. Dedoria would continue managi ng JPMS;, (2) M. Mtchell would
continue pronoting the products for at | east 18 nonths to 2 years;
and (3) both Messrs. Mtchell and DeJdoria would be conpensated in
salary and stock at a level paid to officers of other M nnetonka
subsi di aries, such as Calvin Klein.

M. Dedoria did not accept M nnetonka’s $125 m|lion offer; he
believed that M nnetonka was “just a little short every tine”.
(M. Dedoria represented to M. Taylor that he had received from
the Gllette Co. (Gllette) a $150 million offer plus a royalty of
2 percent of sales for life. M. Taylor informed M. DeJoria that
he could not match Gllette's offer.) Sal es discussions wth
M nnet onka t hus ended.

KPMG Peat Marwick (or one of its predecessors) certified
JPMS's audited financial statenents. JPMS' s net sales and net
incone after taxes for fiscal years ended July 31, 1982 through

1988, inclusive, were as foll ows:
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FYE 7/ 31 Net Sal es Net I ncone After Taxes
1982 $1, 369, 316 $142, 375
1983 3,590, 641 159, 947
1984 5,349, 152 4,004
1985 111, 266, 610 207,777
1986 24,131, 739 2, 265, 875
1987 41, 371, 318 281, 777
1988 60, 693, 857 2,569, 297
1 The audited financial statenents for the years ended July

31, 1986 and 1985, state this anpbunt as $10, 918, 252.

Until approximately May 1988, M. Mtchell’s health had been
good. In July 1988, he was hospitalized and di agnosed as having
pancreatic cancer; thereafter, his pancreas, spleen, gall bl adder,
and a portion of his stomach were surgically renoved. He renuained
in the hospital until Septenber 30, 1988, undergoing additiona
surgeries and nedical procedures, including radiation therapy.
Al though followup tests revealed no evidence of netastasis, a
Novenber 1988 bl ood test raised a possibility of a recurrence of
cancer, but the test was inconclusive.

Al t hough M. Mtchell continued his roles as the JPVS creative
force, spokesman, and executive, his nedical condition prevented
him from working or performng at hair shows until approximately
January 1989.

In February 1989, tests revealed a recurrence of cancer.
Physi ci ans encouraged M. Mtchell to begin chenotherapy, but he
ref used. M. Dedoria avoided disclosing the severity of M.
Mtchell’s illness to quell any fears about the uncertainty of

JPM5' s future without M. Mtchell.
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To a degree, the 1989 adverti sing canpai gn (which was shot in
Novenber or Decenber 1988) still focused on M. Mtchell. However
M. DelJoria and JPMS began shifting enphasis away fromM. Mtchel
as an individual and towards the products thensel ves.

During the latter part of M. Mtchell’s illness, Messrs.
DeJoria and Mtchell discussed M. DeJdoria s future conpensati on.
M. Dedoria promsed M. Mtchell that in the event of M.
Mtchell’s death, he would reduce his nanagenment fee from $15
mllionto $10 mllion for JPMS' s fiscal year ending July 31, 1990.
However, M. DeJdoria's $2 mllion salary for that year was to
remain intact.

M. Mtchell died on April 21, 1989, at the age of 53.

As of April 21, 1989, the common stock of JPM5S was owned as

foll ows:
Nunber of Shares Per cent
M. Dedoria 1, 250 50. 00
The trust 1, 226 49. 04
Ms. Braatl 16 0.64
Angus Mtchell? 8 0.32
Tot al 2,500 100. 00

! Ms. Braa and Angus Mtchell, M. Mtchell’s son, acquired

their shares by gift fromM. Mtchell.
On June 29, 1989, Patrick Fujieki, trustee of the trust, and

M chaeline Re? were elected to the JPMS board. (The board thus

2 Ms. Re, an attorney, joined JPMS on Jan. 1, 1989, as
vi ce president and general counsel, to oversee the correction of
certain operational problems. On Mar. 1, 1989, she becane JPMS s
(continued. . .)
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conprised M. DeJdoria, Ms. Braa, M. Fujieki, and Ms. Re.) At this
tinme, the trust was the sharehol der of record of 49.04 percent of
t he out st andi ng common shares of JPM5, of which 1 percent was to be
transferred to M. Dedoria in accordance with the terns of M.
Mtchell’s will and trust.

In June 1989, M. Fujieki (in his capacities as director of
JPMS, trustee for the trust, and executor of M. Mtchell’ s estate)
asked to inspect the JPMS corporate records and financial
i nformati on. On April 10, 1992, representatives of M. Fujieki
were permtted to review JPMS s financial records but were not
allowed to nmmake copies. Before permtting M. Fujieki’s
representatives toreviewits financial records, JPMS required M.
Fujieki and his representatives to execute confidentiality
agr eenent s.

M. Fujieki continually questioned the actions of the JPMS
board at its nmeetings and the accuracy of the corporate m nutes.
Begi nning July 30, 1992, through at least April 20, 1993, Janes
Ukr opi na, Esqg., outside |egal counsel for JPMS, attended the JPMS
board neeti ngs.

M. Dedoria assuned many of M. Mtchell’s corporate
responsibilities followng M. Mtchell’ s death. Between April 22

and July 31, 1989, JPMs paid M. DeJoria $4, 901, 537 as conpensati on

2(...continued)
chi ef operating officer.
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for services rendered to JPMs. For JPMS' s fiscal year ended July
31, 1990, M. DeJdoria agreed to reduce his nmanagenent fee from $15
mllion to $10 mllion, as promsed to M. Mtchell. M. Deloria
also received $2 nmillion in salary for that year. |In sunmary, JPMS
paid M. DeJdoria the follow ng anounts for fiscal years ended July

31, 1990 through 1994:

FYE 7/31 Anpunt
1990 $12, 000, 000
1991 17, 025, 000
1992 17, 025, 568
1993 17, 000, 000
1994 17, 000, 000

JPMS characterized these paynents as conpensation for services
render ed.

From August 1, 1989 through 1992, M. Fujieki repeatedly
requested that the board retain an independent conpensation
consultant to consider the reasonableness of M. Delorias
conpensation. The board rejected M. Fujieki’'s requests. At this
time, tension began to nount anong nenbers of the board.

In late 1990, M. Fujieki retained Coopers & Lybrand to
determne a reasonable |evel of conpensation for M. Dedoria.
Coopers & Lybrand prelimnarily determ ned that a reasonabl e | evel
of conpensation was within the range of $600,000 to $1 mllion
with a possible $2 mllion ceiling. At the January 10, 1992, board
nmeeting, the board approved M. Dedoria’ s conpensation at 13

percent of JPMS' s gross sales, not to exceed $17 million per year,
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for JPMS's fiscal years ended July 31, 1992 through 1996. \V/ g
Fujieki objected to this approval by the board.

In June 1993, M. Fujieki brought suit against M. Deldoria,
Ms. Re, and JPM5S on the trust’s behalf, alleging that M. DeJoria’s
conpensati on was excessive. In April 1995, the litigation between
the trust and JPMS was settled. The JPMS board and sharehol ders,
as well as the court, approved the settlenent agreenent.

On its estate tax return, the estate valued the trust’s
interest in the 1,226 shares of JPM5 common stock at the nonent of
decedent’s death at $28.5 million. |In the notice of deficiency,
respondent determned that the fair nmarket value of the trust’s
interest in the 1,226 shares of JPM5 common stock at the nonment of
death was $105 million. Accordingly, respondent deterni ned that
t he val ue of the gross estate shoul d be increased by $76.5 nmillion.

The estate filed a petition in this Court challenging
respondent’ s nonent - of -deat h valuation for the trust’s 1, 226 shares
of JPM5 common st ock

In this Court’s opinion, T.C. Meno. 1997-461, we held that the
val ue of decedent’s interest was $41, 532,600 as of the nonent of

his death. W calculated this anmbunt as foll ows:
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Val ue of JPMS at the nonment immedi ately

prior to M. Mtchell’'s death $150, 000, 000
Less: Discount to reflect the | oss of

M. Mtchell to JPMS (15, 000, 000)
Val ue of JPMS at the nonent of M.

Mtchell’'s death 135, 000, 000
Percent of trust’s interest in JPMS X 49. 04
Value of trust’s interest in JPMS before

di scount s 66, 204, 000
D scount for lack of marketability and

mnority interest (35% (23,171, 400)

43, 032, 600

Di scount for possibility of |awsuit (1, 500, 000)
Val ue of trust’'s interest in JPVMS after

di scount s 41, 532, 600

On appeal, the Court of Appeals for the Ninth Crcuit vacated
our decision and remanded the case for findings to explain our
val uation. Mre specifically, the Court of Appeals stated that it
is unclear whether a 35-percent conbined discount for |ack of
control and lack of marketability falls within a range that is
supported in the record.

Additionally, the Court of Appeals directed us to shift the
burden of proof to respondent. Pursuant to the mandate of the
Court of Appeals, we shift the burden of proof to respondent.
Consequently, respondent has the burden of proving by a
preponderance of the evidence the existence and the anmount of the

deficiency. Cohen v. Conm ssioner, 266 F.2d 5, 11 (9th Gr. 1959),

remanding T.C. Meno. 1957-172.
The deficiency in this case is attributable to the val uation
of 1,226 shares of JPMS comon stock at the nonment of decedent’s

death. On its estate tax return, the estate val ued the shares at
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$28.5 mllion. Thus, respondent nust prove by a preponderance of
the evidence that the value of the shares at the nonent of
decedent’s death was greater than $28.5 million

Wth the discussion that follows, we attenpt to provide the
Court of Appeals with a reasoned account of how we reach our
val uation conclusion in this case, mndful that the burden of
persuasion i s on respondent.

Di scussi on

Fair market val ue for Federal estate and gift tax purposes is
defined as “the price at which the property would change hands
between a willing buyer and a wlling seller, neither being under
any conpulsion to buy or to sell and both having reasonable

know edge of relevant facts.” United States v. Cartwight, 411

U S. 546, 551 (1973); Snyder v. Comm ssioner, 93 T.C 529, 539

(1989); sec. 20.2031-1(b), Estate Tax Regs.; sec. 25.2512-1, Gft
Tax Regs. The standard is objective; it uses a hypothetical

willing buyer and willing seller. See Propstra v. United States,

680 F.2d 1248, 1251-1252 (9th Cr. 1982); Estate of Newhouse v.

Commi ssioner, 94 T.C. 193, 218 (1990). However, “the hypotheti cal

sal e shoul d not be constructed in a vacuumi sol ated fromt he act ual

facts that affect the value of the stock”. Estate of Andrews V.

Conmm ssioner, 79 T.C. 938, 956 (1982).
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When val uing unlisted stock, it nmay be appropriate to apply a
di scount for lack of marketability, a discount for a mnority
interest, or a premumfor control
Di scounts for lack of marketability and |ack of control are
conceptually distinct when valuing stock of <closely held

corporations. Estate of Newhouse v. Conm Ssioner, supra at 249.

The distinction between the two discounts is succinctly stated in

Estate of Andrews v. Conm ssioner, supra at 953:

The m nority sharehol der discount is designed to refl ect
t he decreased val ue of shares that do not convey contro

of a closely held corporation. The | ack of marketability
di scount, on the other hand, is designed to reflect the
fact that there is no ready market for shares in a
closely held corporation. Al t hough there may be sone
overlap between these two discounts in that |ack of
control may reduce marketability, it should be borne in
mnd that even controlling shares in a nonpublic
corporation suffer fromlack of marketability because of
t he absence of a ready private placenment narket and the
fact that flotation costs would have to be incurred if
the corporation were to publicly offer its stock. * * *

A control premum may be appropriate when valuing a |arge
bl ock of stock. A control premumrepresents the additional val ue
associated wth the shareholder’'s ability to <control the
corporation by dictating its policies, procedures, or operations.

Estate of Chenoweth v. Conm ssioner, 88 T.C 1577, 1581-1582

(1987); Rev. Rul. 59-60, 1959-1 C. B. 237, 242.
Application of a premumfor control is based on the principle
that the per-share value of mnority interests is less than the

per-share value of a controlling interest. Estate of Sal sbury v.
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Comm ssioner, T.C Meno. 1975-333. A premium for control is

general |y the percentage by which the anount paid for a controlling
bl ock of shares exceeds the anpbunt which woul d have ot herw se been
paid for the shares if sold as mnority interests. 1d.

Al t hough, generally, the mnority discount is the inverse of

the control prem um Rakow v. Comm ssioner, T.C Meno. 1999-177,

the control premumwhich is added to the majority block m ght be
less than the proper mnority discount to be attributed to a

mnority of the shares, Estate of Chenoweth v. Conm Ssioner, supra

at 1589-1590.

Whether a premum for control, a discount for a mnority
interest, or a discount for |ack of marketability should be applied
in valuing nonpublicly traded closely held stock depends on the
val uation method enpl oyed in reaching the unadjusted val ue of the
st ock.

The approach or approaches used in the valuation each

lead to a wvalue wth certain characteristics

(control/mnority, marketabl e/ nonmar ket abl e, and so on).

* * * The characteristics of the value produced by the

approach dictate, to a | arge degree, the prem uns and/ or

di scount (s) appropriate for the standard and prem ses of

val ue bei ng sought.* * *

Pratt et al., Valuing A Business: The Analysis and Appraisal of
Cl osely Hel d Conpani es 303 (3d ed. 1996).
The mar ket approach (conparabl e conpani es anal ysis) is based

on conparisons with publicly traded stocks and derives a value

based on publicly traded mmnority shares. Thus, the nethod
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provi des a marketable, mnority ownership indication of value. 1d.
at 304. Under this nmethod, a discount fromthe listed value is
typically warranted in order to reflect the lack of marketability

of the unlisted stock. Mandel baum v. Conm ssioner, T.C. Meno.

1995- 255, affd. wthout published opinion 91 F.3d 124 (3d Cr.
1996). |If the stock to be val ued by the market approach represents
amnority interest, no discount for the | ack of control is applied
because the nethod reflects a mnority interest. 1f, on the other
hand, the stock represents a control interest, a control premumis
warranted in order to reflect the i ncreased val ue over the mnority
val ue determ ned under the market valuation nethod. Estate of

Desnond v. Conmi ssioner, T.C Menp. 1999-76.

A di scounted econonm c incone approach can produce either a
control value or a mnority value, depending on the assunptions
used in determning the economc income projections and the
di scount rate. \Were the nethod used values the stock as if it
were a controlling interest, no control premum is necessary
because the control aspect has already been accounted for wthin
t he unadj usted value. Pratt, supra at 303-306. “The npbst common
exanple of economc incone projections that would lead to a
mnority or control value is whether or not owners’ conpensation is

adjusted to reflect value of services rendered.” 1d. at 304.
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CGenerally, if the inputs in the valuation nodel reflect

changes that only a control owner would (or coul d) make

(e.g., changed capital structure, reduced owner’s

conpensation, and so on), then the nodel would be

expected to produce a control value. * * *

| f the economic inconme projections nerely reflect
the continuation of present policies, then the node

woul d be expected to produce a mnority value. * * *
Id. at 194-195.

Under a di scounted cashfl ow anal ysi s, a di scount rate based on
a traditional capital asset pricing nodel relates to nmarketable,
mnority ownership in the investnent to be val ued. | ssues of
control and lack of marketability are usually treated separately
rat her than incorporating themin the discount rate. 1d. at 162-
163.

If an indication of value is developed on the basis of
acquisition data, applying a mnority interest discount is usually
appropriate when valuing a mnority ownership interest. Id. at
305. However, “if the benchmark for the estimted sale price is
valuation nmultiples observed in acquisitions of public conpanies,
data indicate that valuation nultiples for acquisitions of private
conpanies tend to be less.” [1d. at 354.

In this case, the parties relied on expert testinony to
establish the fair market value of the trust’s 1,226 shares of JPM5
as of the nonent of decedent’s death. The estate offered the

expert reports and testinony of George B. Wi ksner and Kenneth W

McG aw, and respondent offered the report and testinony of Martin
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D. Hanan, to establish the value of the stock.® Al three experts
creat ed earni ngs nodel s that generally served as the bases of their
anal yses, and all experts used conparabl e conpanies, discounted
cashfl ow, and/or conparable acquisitions analyses. The experts
treated their conparable conpanies analyses as the estimted
publicly traded value of the mnority interest of JPM5S stock to
determne an initial value of the conpany before appl yi ng di scounts
for lack of marketability.

In deriving their earnings nodels, all the experts mnmade
adjustnments to JPMS' s financial data. Most significant were
adj ustnents (or lack thereof) to M. DeJdoria s conpensation. The
estate’'s experts, Messrs. Wiksner and McG aw, assuned that M.
DeJoria’ s conpensation would be $12 mllion in 1990 and $17 mllion
thereafter. Respondent’s expert, M. Hanan, created three nodels.
The initial nodel assunmed that a 49-percent shareholder could

negotiate a reduction in M. DeJoria s conpensation to $5 nillion

3 Respondent al so offered the report and testinony of E.
Janmes Brennan to evaluate the reasonable | evel of conpensation
for services provided by Messrs. Mtchell and DeJoria before M.
Mtchell’s death and to nake an estimate of the reasonable |evel
of conpensation for M. DeJoria for the 5 fiscal years follow ng
M. Mtchell’s death. M. Brennan opined that the anmounts
Messrs. Mtchell and DeJdoria paid thenselves for the 1984-89
fiscal years were far greater than the maxi num anmounts paid to
conpar abl e top executives at equivalent enterprises for enployee
services. M. Brennan concluded that the maxi num | evel of
reasonabl e conpensation for M. DeJoria for 1990-94 woul d range
bet ween $820, 300 and $1, 159, 420, on the basis of projections of
an increase in sales revenue for those years.
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per year. The second assumed conpensation of $2.5 million, and the
third assuned conpensation of $12 million in 1990 and $17 mllion
t hereafter.

Anot her significant difference in the experts’ analyses was
t he di scount rates used by the experts in their discounted cashfl ow
anal yses. Messrs. Hanan and Weiksner determined that JPMS s
wei ght ed average cost of capital (WACC) was 15 percent. M. Hanan
used the 15 percent WACC as his discount rate. M. Wiksner used
di scount rates between 17 and 21 percent to take into account
JPME' s small er size. M. MGaw determ ned JPM5's WACC at 24.7
percent and used a discount rate of 25 percent. M. MGaw
attributed 3 percent to JPMSs smaller size and 6 percent to
reflect individual risk associated wwth JPMS. The individual risk
specified by M. MGaw was the limted nunber of prospective
purchasers for the stock due to the size of the investnent, the
mnority interest status of the block of stock, and the control
exercised by M. Deldori a.

The enterprise values (in mllions of dollars) determ ned by
the experts wunder their conparable conpanies and discounted

cashfl ow anal yses are shown in the follow ng table:



Ent erpri se Val ue

DeJdori a Conpar abl e Di scount ed
Expert Conpensati on Conpani es Cashf | ow
Hanan $2.5 $302 $227
Hanan 5.0 272 (267-281) 218
Hanan 12.0-17.0 193 155
Wei ksner 12.0-17.0 85-105 115-140
MG aw 12.0-17.0 109 101

Under their conparabl e conpani es anal yses, Messrs. Wi ksner
and McGraw applied a 45-percent discount to reflect lack of
mar ket abi lity. M. MGaw also applied the 45-percent I|ack of
mar ket abi l ity di scount in his discounted cashfl ow anal ysis; he did
not apply a mnority interest discount or assert that the value
reflected a premum for control. M. Weiksner opined that his
di scounted cashflow analysis produced a control value that
denonstrated a 34-percent control premum over the conparable
conpani es value and confirned his valuation under the conparable
conpani es analysis. M. Hanan applied a 30-percent discount for
| ack of marketability from the value determ ned under both his
conpar abl e conpani es approach and hi s di scount ed cashfl ow anal ysi s.

M. Wei ksner applied a 10-percent extraordi nary ri sk di scount
to JPMS s conpar abl e conpani es value. This di scount accounted for:
(1) The approximate cost of replacing M. Mtchell’s services that
was estimated in the projections of JPMS s operating expenses; (2)
operational difficulties; (3) dependence on M. Deldoria; and (4)

difficulty in maintaining future grow h.
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M. Wi ksner valued the trust’s 49. 04-percent interest in JPMS
common stock (1,226 shares) at $20, 634,000 to $25,489,000, with a
m dpoi nt val ue of $23, 062, 000.

M. MGaw s conparative conpanies analysis resulted in a
$29.5 mllion value for the 1,226 shares of JPMS common stock. His
di scount ed cashfl ow anal ysis resulted in a $27.2 mllion val ue for
the 1,226 shares of JPM5 common st ock.

M. Hanan determ ned an $81 million fair market value for the
1,226 shares of JPMS conmmon stock under his conparabl e conpanies
anal ysis. Al though M. Hanan proposed an $81 million fair market
value for the 1,226 shares of JPMS commobn stock, he conceded that
because of a |ikely disagreenent between the buyer/seller and M.
DeJoria over M. DeJoria s conpensation and the possibility of
litigation, the value of the subject stock could be as high as
$165.3 mllion and as low as $57.7 mllion.

Expert witness reports may help the Court understand an area
requiring specialized training, know edge, or judgnment. Snyder v.

Comm ssioner, 93 T.C. at 534. W may be sel ective in decidi ng what

part of an expert witness's report we will accept. Helvering v.

Natl. Gocery Co., 304 US 282, 295 (1938); Parker v.

Comm ssioner, 86 T.C 547, 561 (1986). The purpose of expert

testinmony is to assist the trier of fact to understand evidence

that will determine the fact in issue. Laureys v. Conm ssioner, 92

T.C. 101, 127-129 (1989). An expert has a duty to the Court that
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exceeds his duty to his client; the expert is obligated to present
data, analysis, and opinion with detached neutrality and w t hout

bi as. Estate of Halas v. Conmmissioner, 94 T.C 570, 577-578

(1990). In the context of valuation cases, experts lose their
useful ness (and credibility) when they nerely beconme advocates for

the position argued by a party. Laureys v. Conm ssioner, supra at

129; Buffalo Tool & D e Manufacturing Co. v. Conm ssioner, 74 T.C.

441, 452 (1980). When an expert displays an unyiel ding allegiance
to the party who is paying his or her bill, we generally wl

disregard that testinony as untrustworthy. Estate of Halas v.

Conmi ssi oner, supra; Laureys v. Conmmi SSioner, supra.

Were experts offer divergent estimates of fair market val ue,
we decide what weight to give these estimates by exam ning the

factors they used in arriving at their concl usions. Casey v.

Commi ssioner, 38 T.C. 357, 381 (1962). W have broad discretionin

sel ecting valuation nmethods, Estate of O Connell v. Conm Ssioner,

640 F. 2d 249, 251 (9th Cr. 1981), affg. on this issue and revg. in
part T.C. Meno. 1978-191, and the weight to be given the facts in

reachi ng our conclusion, Colonial Fabrics, Inc. v. Conm ssioner,

202 F.2d 105, 107 (2d Gr. 1953), affg. a Menorandum QOpi ni on of
this Court.
We have considered all of the testinony before us, as well as

the expert witness reports, and have weighed all other relevant
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factors. Al of the expert reports in this case are subject to
criticism

M. Wei ksner describes his di scounted cashfl ow anal ysis as an
estimation of the conpany’s value that “presunes certainty of
out cone and control of the conpany’s cash flows.” Consequently, he
asserts that the nethod results in an estimate of value that is
substantially higher than the public enterprise value of the
conpany determ ned wunder his conparable conpanies analysis.
Simlarly, M. Wiksner opines that his conparable acquisitions
anal ysis generates control values that include a significant
premum to public values. In his discounted cashflow and
conpar abl e acqui sitions anal yses, however, M. Wi ksner assuned M.
DeJoria’ s conpensation would be $12 mllion in 1990 and $17 mllion
thereafter. That assunption clearly presupposes |ack of contro
and shows a mnority interest value. Rather than denonstrating a
34-percent control premum we find that M. Wiksner’s di scounted
cashfl ow anal ysis denonstrates the inaccuracy of the conparable
conpani es nethod of valuing the stock in this case.

M. MG aw al so set M. Dedoria’ s conpensation at $12 mllion
in 1990 and $17 nillion thereafter. M. MG aw properly did not
claimthat the value he determ ned under the discounted cashfl ow
anal ysis denonstrates a control premum |In setting his discount
rate at 25 percent, however, he attributed 6 percent to the

i ndi vidual risk, described by M. MGaw as the Iimted nunber of
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prospective purchasers for the stock due to the size of the
investnment, the mnority interest status of the bl ock of stock, and
the control exercised by M. DeJdoria. The individual risk reflects
| ack of marketability. W find that increasing the discount rate
to reflect this “individual risk” in addition to applying a |arge
separate discount for lack of marketability results in an
underval uati on of the stock

We are of the opinion that here the conparabl e conpani es and
di scounted cashflow nethods (which are theoretical valuation
met hods) are not appropriate. W did not use them because (1)
there were real-world acquisition offers by M nnetonka and
Gllette, and (2) the discounted cashfl ow and conparabl e conpani es
anal yses, as determned by the westate’'s experts, produced
t heoretical values for JPM5 that were substantially | ess than these
real -world acquisition offers.

VWiile listed market prices are the benchmark in the case of
publicly traded stock, recent arm s-length transactions generally
are the best evidence of fair market value in the case of unlisted

st ock. See Estate of Andrews v. Conmmissioner, 79 T.C at 940

Duncan Indus., Inc. v. Commssioner, 73 T.C 266, 276 (1979);

Estate of Branson v. Conmi ssioner, T.C. Menp. 1999-231.

In Estate of Mtchell v. Conm ssioner, T.C. Menob. 1997-461, we

began our analysis by placing a $150 million value on JPM5 at the

monment i mrediately prior to M. Mtchell’s death. 1In determning
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this value, we considered all the evidence but gave the greatest
consideration to Mnnetonka’'s real -world $125 million offer in the
fall of 1988 (which M. DeJoria found “a little short”) and the
Gllette offer of $150 mllion. This value represents the
acquisition value of all the nonpublicly traded stock of JPNS.

In Estate of Mtchell v. Conm ssioner, 250 F.3d at 705, the

Court of Appeal s stated:

Acqui sition val ue and publicly traded val ue are different
because acquisition prices involve a premum for the
purchase of the entire conpany in one deal. Such a
| unpsum val uation was not taken into account when the
mnority interest value of the stock was cal cul ated by

the experts. In general, the acquisition price is
hi gher, resulting in an inflated tax consequence for the
Est at e.

In reaching our valuation determ nation, we were, and are,
m ndf ul that, in general, a publicly traded val ue (determ ned under
the conparable conpanies analysis) represents a mnority,
mar ket abl e val ue. Moreover, we were, and are, mndful that
acquisition value, if determned by reference to acquisitions of
publicly traded conpanies, reflects a prem um over the publicly
traded val ue. It produces a control, narketable value that is
greater than the mnority, marketable publicly traded value. |If
the acquisition price of publicly traded conpanies is used to val ue
a mnority interest in a closely held corporation, discounts for
both | ack of marketability and | ack of control would apply.

The real -worl d acqui sition value of $150 mllion we appliedin

this case is the acquisition value based on an offer to purchase
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all of the stock of JPMS, which is not publicly traded. The
acqui sition val ue based on that offer reflects the fact that there
is no ready market for shares in JPM5, a closely held corporation.

As we pointed out in Estate of Andrews v. Conm ssioner, 79 T.C. at

953, “even controlling shares in a nonpublic corporation suffer
from lack of marketability because of the absence of a ready
private placenent market and the fact that flotation costs would
have to be incurred if the corporation were to publicly offer its
stock.” The $150 million acquisition value reflects a control
nonmar ket abl e  val ue. Ther ef or e, a discount for lack of
mar ketabi ity of JPMS stock fromthe val ue determ ned by reference
to the offer to purchase the JPMS stock is not appropriate.

Because we used the real-world acquisition (control
nonmar ket abl €) value of $150 mllion for the entire conpany, we
were not convinced that the conbined discounts opined by the
experts in their theoretical values are appropriate. Those
conbi ned rates woul d apply an addi ti onal separate 30- to 40-percent
di scount for lack of marketability to a value that reflects that
| ack of marketability, in effect doubling the discount.

W recogni ze, however, that there may be sone overl ap between
di scounts for a mnority interest and for lack of marketability in
that lack of control may reduce marketability. M. Wi ksner
applies a larger lack of marketability discount for mnority

interests than for a controlling interest. In his report, he
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opines that a “larger illiquidity and private conpany discount”
al ways applies to a mnority shareholding of stock than to a
control sharehol di ng of that same stock because the mnority hol der
does not have the sanme access to information and ability to create
liquidity as a control holder has. In this case, because the
acquisition price includes the discount for |lack of marketability,
we were, and remain, of the opinion that it is nore appropriate to
account for any lack of marketability attributable to the mnority
interest in the mnority discount we apply, which for lack of a
better termwe have referred to as the conbi ned di scount.

M. MGaw, in setting his discount rate under his discounted
cashfl ow analysis, attributed 6 percent to the individual risk
described by himas the limted nunber of prospective purchasers
for the stock due to the size of the investnent, the mnority
i nterest status of the bl ock of stock, and the control exercised by
M. Dedoria. M. MGaw s individual risk reflects lack of
mar ketability specifically related to decedent’s mnority interest.
We have increased the mnority discount by 6 percentage points to
reflect this additional |ack of marketability.

M. Hanan’ s di scount ed cashfl ow anal ysis setting M. DeJoria's
conpensation at $2.5 mllion, resulting in a value of $227 mllion,
reflects a control value of the enterprise. Hi's analysis setting
M. Dedoria s conpensation at $12 to $17 million, resulting in an

enterprise value of $155 mllion, reflects lack of control.
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Finally, his analysis setting the conpensation at $5 mllion,

resulting in an enterprise value of $218 mllion, reflects sone
power but |less than control. W think that a conparison of those
val ues denonstrates nobst accurately the difference between the
val ue of control of the conpany, the value of shares having sone
power, and the value of shares | acking any control. A conparison
of these val ues supports a mnority di scount of 29 percent for sone
power but |ess than control (155/218 = 0.711) and 32 percent for
| ack of any control (155/227 = 0.683).

The 49. 04-percent interest in JPVS to be valued in this case
had significant power. This interest, through the cunulative
voting provision, could elect at | east one of three directors. (If
there were four directors as provided for in the articles of
i ncor poration, decedent’s stock could elect two directors, giving
decedent’ s stock power equal to that of M. Dedoria). M. Wiksner
acknowl edges in his report that in sone cases investors would
consi der a 49. 04- percent sharehol di ng adequate to i nfl uence or even
control a conpany but cautions that an investor would have had no
assurance of his ability to influence the managenent or di sposition
of the conpany except through cooperative neans.

W find that a 29-percent discount for decedent’s 49.04-
percent shareholding is appropriate to reflect sonme power but |ess
than control. W also find that here the mnority di scount should

be increased by 6 percentage points (a total of 35 percent) to
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reflect the additional |ack of marketability attributable to a
mnority interest.

On the basis of a thorough review of the entire record before
us, we believe that we correctly arrived at a 35-percent discount
rate that conbines the lack of control and any additional |ack of
marketability attributable to that lack of control that is not
reflected in the $150 million control, nonmarketable acquisition
val ue.

The experts generally agreed that the nost significant factors
i ncluded the inpact of M. Mtchell’ s death on the reputation of
the conpany, the costs of the DeJdoria litigation, cashflow
patterns, the marketability of +the estate’s mnority (i.e.
noncontrol ling) interest of stock in the conpany, and the overal
conpetition in the hair <care industry. The $150 nillion
acquisition price reflects the cashflow patterns and the overal
conpetition in the hair care industry. We apply a 10-percent
discount to the $150 mllion to reflect the inpact of M.
Mtchell’'s death on the value of the corporation.* W apply a 35-
percent discount for lack of control and additional |ack of
marketability attributable to the mnority interest. Finally, we
reduce the value of the 49.04-percent ownership interest by

$1, 500,000 to account for the possibility of litigation with M.

4 This 10-percent discount is consistent with M.
Wei ksner’s extraordinary risk discount.
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DeJoria. Thus, we find that the value of the shares of stock at
t he noment of decedent’s death was $41, 532, 600.

We cal cul ated this amount as foll ows:

Val ue of JPMS at the nonment immedi ately

prior to M. Mtchell’'s death $150, 000, 000
Less: Discount to reflect the | oss of

M. Mtchell to JPMS (15, 000, 000)
Val ue of JPMS at the nonent of M.

Mtchell’'s death 135, 000, 000
Percent of trust’s interest in JPMS X 49. 04
Value of trust’s interest in JPMS before

di scount s 66, 204, 000
D scount for lack of marketability and

mnority interest (35% (23,171, 400)

43, 032, 600

Di scount for possibility of |awsuit (1, 500, 000)
Val ue of trust’'s interest in JPVMS after

di scount s 41, 532, 600

To reflect the foregoing,

Deci sionwill be entered as

previ ously entered on January 5,

1999.



