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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HAMBLEN, Judge: Respondent determ ned the foll ow ng

deficiencies in petitioner's Federal incone tax:



Taxabl e Year Defi ci enci es
1992 $204, 000
1993 204, 420
1994 204, 321
1995 153, 329

The issue for consideration is whether, for purposes of section
167, the aggregate fair narket val ue of the 5-year covenant not
to conpete and the secrecy agreenent is $3 nillion as clainmed by
petitioner on its corporate Federal inconme tax returns.? Unless
otherw se indicated, all section references are to the Internal
Revenue Code in effect for the years at issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
FI NDI NGS OF FACT

Petitioner, Lorvic Holdings, Inc., is the parent of the
Lorvic Corp. (New Lorvic), and in turn, New Lorvic is the
corporate successor to certain assets of the Lorvic Corp. (Ad
Lorvic). Petitioner is a Delaware corporation, whose principal
offices are located in Earth Gty, Mssouri. dd Lorvic was
engaged in the devel opnent, design, manufacturing, marketing,
distribution, and sale of a variety of health care products for

the professional dental market. |In general, the conpany

The notice of deficiency contains adjustnments to
petitioner's environnental tax for the 1993, 1994, and 1995 tax
years. This adjustnment is a conputational adjustnment which rests
on the Court's determnation of the foregoing issue in this case.
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segnented its product offerings into four broad classifications:
(a) Preventive, (b) oral evacuation, (c) infection control, and
(d) mscellaneous. dd Lorvic offered nore than 60 itens,
including, but not limted to, fluoride gels, solutions,
prophyl axi s paste, applicator trays, aspirator instrunents,
sterile tubing, and tofflemre bands. dd Lorvic suppl enented
each product classification with private | abel business for
several major dental manufacturers. Many of the conpany's
products were relatively sinple to fabricate and were di sposabl e
in nature. Moreover, nost of the foregoing itens were not
patented. In that regard, the conpany operated a manufacturing
plant in St. Louis, Mssouri.

A d Lorvic actively pursued and devel oped specific niche
mar ket s whi ch maj or dental manufacturers either overl ooked or had
not enphasi zed because the overall size of such markets was not
of sufficient magnitude to nmake it profitable for the | arger
conpanies to pursue. On the other hand, A d Lorvic's structure
enabled it to exploit these niches and command hi gh profit
margins. dd Lorvic utilized a conplex network of dental product
dealers to distribute its products to dental professionals. In
that regard, AOd Lorvic's primary sales occurred in the United
States, while Canada conprised the |argest foreign market for the

conpany's products.



In 1954, Charles Nemanick acquired an interest in Ad
Lorvic, and assuned managerial responsibilities. At sone point,
Charl es Nemanick and famly nmenbers acquired a controlling
interest in the conpany. In 1979, A d Lorvic acquired
Scientific Associates, Inc. (SAl), a contract testing |aboratory
in St. Louis, Mssouri, which had been providing a certain anmount
of services to AOd Lorvic. SAl was thereafter operated as a
separ at e stand-al one busi ness.

In March 1985, R P. Scherer Corp. (Scherer), an
i nternational devel oper of drug delivery systens and the world's
| ar gest producer of softgels for the pharmaceutical and
nutritional supplenents industries, acquired Ad Lorvic. After
the acquisition, Ad Lorvic continued to operate, in practice, as
an aut ononous business. At the tine of purchase, Scherer was
diversifying in order to expand its donestic earnings base. In
t he foregoing transaction, Scherer paid approximately $5.8
mllion for the outstanding stock of AOd Lorvic. Scherer,
however, did not prepare a valuation of the assets it had
acquired through A d Lorvic.

The Stock Purchase Agreenent (1985 Agreenent) incorporated a
covenant not to conpete from Charl es Nemani ck and his son,
Richard S. Nemanick (R chard Nemanick). Specifically, Article

XI'V of the 1985 Agreenent decl ared:



Section 14.1 Covenant Not to Conpete. Each of the
Princi pal Stockhol ders covenants and agrees that
commencing with the Effective Date and continuing for a
period of five (5) years or until the expiration of
three (3) years following the term nation of any

Enpl oyment Agreenent between [Scherer] as the surviving
corporation and a Principal Stockhol der, whichever is

| ater, such Principal Stockholder shall not anywhere in
the United States and Canada, directly or indirectly,
by or for thenselves or as the agent of another or

t hrough others as their agent:

(a) pronote, sell, license, distribute
or otherw se deal in products or services
which are in conpetition wth those of
[ Scherer] or any of its subsidiaries;

(b) own, manage, operate, be conpensated
by, participate in, render advice to, have
any right to or interest in any business
directly or indirectly engaged in the design,
production, sale or distribution of products
or services directly conpetitive with
[ Scherer] or any of its subsidiaries; or

(c) solicit or accept any business from
custoners of [Scherer] or any of its
subsidiaries for products or services
directly conpetitive with those of [Scherer]
or any of its subsidiaries, or request,

i nduce or advise custoners of [Scherer] or
any of its subsidiaries to withdraw, curtai
or cancel their business with [Scherer] or
any of its subsidiaries.

*

* * * * * *

Section 14.4 No Consideration Paid for Covenant. |[The
parties] each recognize and agree that the entire

consi deration passing to the Stockhol ders pursuant to
the Merger represents and constitutes the fair narket
val ue of the shares of Lorvic Stock, and that no
portion thereof represents paynent for the covenants
not to conpete by the Principal Stockholders set forth
in Section 14.1 or in the Enploynent Agreenents
attached hereto * * * For federal and state incone tax
pur poses neither [of the parties] wll treat any
portion of such consideration as representing paynent
for said covenants not to conpete.




The 1985 Agreenent al so incorporated an unsigned, and undated,
excl usi ve Enpl oynent Agreenent with Charl es Nenmani ck, who, at the
date of the 1985 transaction, was the chairman and president of
A d Lorvic. Scherer, through its new subsidiary, sought to
retain Charles Nemanick "so that the experience and nanagenent
ability" would continue to be available to A d Lorvic.
Subsequent to the 1985 acquisition, several enployees of AOd
Lorvic departed the conpany and were not, at any point, enployed
by Scherer.

Charl es Nemani ck managed and operated A d Lorvic until his
death in 1986. Follow ng Charles Nemanick's death, his son
Ri chard Nemani ck, and Charles' w fe assuned the positions of
presi dent and chairman, respectively. R chard Nemani ck possessed
substantial experience with the conpany. Specifically, he joined
add Lorvic in 1969, holding various positions throughout the
conpany. In that regard, he was responsible for marketing,
manuf acturi ng, acquisitions, and product devel opnent.

A d Lorvic was one of Scherer's profitable subsidiaries.
In that tine frame, O d Lorvic earned, before taxes, annual
profit margins of approximtely 40 percent. |In particular, AOd
Lorvic's Nyclave product which was a nylon wap, was one of the

princi pal products in terns of sales volune. dd Lorvic



control |l ed approximately 90 percent of the Nyclave market.

Also, Ad Lorvic controlled approximately 80 percent of the

mar ket for disposable surgical aspirators, and 40 percent of the
mar ket for oral evacuators and a sonewhat | esser percentage for
prophyl axis paste. In that connection, Ad Lorvic's nmgjor
distributors accounted for nore than 50 percent of its gross

sal es.

Thr oughout the period, Richard Nemani ck provi ded the
managenent of Scherer, on a nonthly basis, with reports that
detailed Ad Lorvic's top 10 products, including the sales
per cent age change by nonth and year to date. Such reports
i ncl uded sensitive information which incorporated data on
i nportant custoners, conpetitors, and Government regul ations
affecting the market. In addition, he prepared profit plans
whi ch included projections of future sales. He also prepared
annual budget reports which detailed its profit margi ns by
product line and by specific product. R chard Nemani ck conducted
frequent tel ephone conversations with representatives from
Scherer and participated in conpany neetings at |east twice a
year.

In late 1989, Scherer was acquired in a |l everaged buyout by
Shear son Lehman Hutton Hol di ngs, Inc. (Shearson Lehman).

Subsequent |y, pursuant to directions from Shearson Lehman,
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Scherer contenplated divesting itself of Ad Lorvic because of
new strategi c objectives and considerations with respect to its
busi ness.

I n an undated Descriptive Menorandum prepared by Shearson
Lehman, it was noted that "Managenent feels the loyalty of its
custoner base is Lorvic's nost significant conpetitive advantage
in a market dom nated by | arge corporate organi zati ons."

Mor eover, the Descriptive Menorandum al so recogni zed that "Wile
[Od Lorvic] utilizes a dealer network for the majority of sales,
seni or managenent has built strong direct relationships with
[Od] Lorvic's old custoners.” The Descriptive Menorandum
reported that the managenment of O d Lorvic projected that
revenues would increase in the short term In particular,
revenue was projected to be $4.1 mllion for the taxable year
ended March 31, 1990. This figure was a 12.8-percent increase
fromthe previous year. For the fiscal year 1992, revenues were
projected to reach $5 million with $2.1 mllion in operating

i ncone.

Scherer offered to sell Ad Lorvic to Ri chard Nemani ck for
approximately $7.5 mllion. At the sane tine, Chem cal Ventures
Capital Associates (Chem cal Ventures), a venture capita
conpany, in conjunction wwth John I. Kirtley (Kirtley), and P

Jeffrey Leck (Leck) received the Descriptive Menorandum regardi ng



A d Lorvic, and were interested in pursuing an acquisition of the
conpany. Leck perforned due diligence research on Ad Lorvic
including visiting the corporation on nunerous occasions and
hol di ng i ndepth conversations with the officers and managers. In
the process, Leck, Kirtley, Chem cal Ventures, and Ri chard
Nemani ck formed petitioner and a subsidiary, LC Acquisition, to
facilitate the acquisition of Od Lorvic's assets. Petitioner

was capitalized as set forth bel ow

Common Preferred Tot al
Pur chaser St ock St ock Cost
Chem cal Venture 9, 895 15, 000 $1, 509, 895. 00
Kirtley 2,552.5 105 13, 052. 50
Leck 2,552.5 105 13, 052. 50
Ri chard Nemani ck 10, 000 900 100, 000. 00

I n Decenber 1989, Leck and Kirtley conpiled an "Acquisition
Fi nanci ng Menorandum' (Acqui sition Menmorandum regardi ng the
target corporation, Ad Lorvic, which noted that "senior
managenent”, as well as Leck and Kirtley, through Florida Capital
Partners, Inc., had "signed a Letter of Intent to acquire the
Lorvic Corp. * * * a wholly owned subsidiary of R P. Scherer

Corp.".2 The Acquisition Menorandum was intended, in part, to

2Kirtley and Leck were two principals and owners of Florida
Capital Partners, Inc.
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obtain | oan anmounts fromfinancial institutions for petitioner's
prospective purchase of A d Lorvic.

The Acquisition Menorandumidentified and detailed specific
factors as crucial to Ad Lorvic's success in the dental
professional field and rel ated objectives. Anpong other things,
the Acquisition Menorandum stated that a great degree of Ad
Lorvic's attractiveness as a conpany for acquisition rested on
i ncreasing yearly revenues, an attractive purchase price, and
significant success in its strategy of marketing to specific
niches in the dental professional field. The Acquisition
Menor andum stated as factors that supported the assunption of
owner shi p:

(3) Strong Managenent Team The Nemanick famly has

been managing Lorvic's operations for nearly 35 years.

Seni or managenent averages nore that [sic] 22 years

with the Conpany. Wiile the Conpany utilizes a dealer

network for the majority of sales, senior nmanagenent

has built strong direct relationships with Lorvic's
di rect custoners.

* * * * * * *

(6) Long Established Custoner Base. Lorvic has been
suppl ying products to the professional dentistry nmarket
for over thirty years, and the Conpany's top ten
custoners have been ordering fromLorvic for an average
of seventeen years. Mnagenent feels the loyalty of
its custoner base is Lorvic's nost significant
conpetitive advantage in a market dom nated by | arge
cor porate organi zati ons.
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However, Leck was concerned about what he perceived as potenti al
weaknesses in Ad Lorvic's substantial profit margins. |n order
to protect the new conpany, Leck insisted on a covenant not to
conpete "that had enough teeth in it," and, which would preclude
conpetition from Scherer. Also, Leck believed that there was a
distinct possibility that Scherer could disclose sensitive
information that it possessed regarding A d Lorvic's business
operations. Accordingly, Leck required a secrecy agreenent.
Leck woul d not have purchased the assets of AOd Lorvic wthout

t hese agreenents.

After consultations with Shearson Lehman, Scherer
established a price of approximately $10 million to $12 mllion.
Several potential buyers considered purchasing the business. In
t he process of negotiations, Leck reduced his initial offer by $1
mllion because of concerns that potential conpetitors would
obtain critical information that was being di ssem nated by
Shearson Lehman. Eventually, the only firmoffer was that
submitted by petitioner's subsidiary, LC Acquisition, for $6.14
mllion for the assets of Ad Lorvic (inclusive of corporate
cash), and $1 mllion for a secrecy agreenent and $2 mllion for

a nonconpete agreenent.
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On Decenber 28, 1989, LC Acquisition reached an agreenent to
acquire the assets of Ad Lorvic.?3 The funds utilized for the
acquisition of Ad Lorvic originated frompetitioner's capital
contributions and third parties related to Chem cal Ventures.

The acquisition docunents in the foregoing transaction reflect a
purchase price of $5.14 mllion for the tangible assets.* The
foregoi ng transacti on was enbodi ed in an Asset Purchase Agreenent
(Purchase Agreenent). Concomitantly, petitioner entered into a
5-year nonconpete agreenent with A d Lorvic, Scherer, and its
affiliates, respectively. |In that regard, pursuant to the
agreenents, petitioner paid $2 mllion for the nonconpete
covenant, and $1 million for the secrecy agreenent. The covenant

not to conpete stated:

2. Nonconpetition.

(a) For a period of five (5) years after the
Cl osing Date, Scherer and each of the Sellers shal
not, and shall cause any Affiliate which it Controls,
directly or indirectly, to not, directly or indirectly,
enter into, engage in, assist, give or lend funds to or
ot herwi se finance, be enployed by or consult with, or
have a financial or other interest in, any business
whi ch conpetes with the Business (or any part thereof)

3Specifically, the Purchase Agreenent denom nated "LC
ACQUI SI TI ON CORPORATI QN, " as the "Purchaser,"” and Scherer and its
affiliates as the "Sellers". See infra p. 13.

‘Subsequent to the 1989 transaction, Scherer retained and
continued to operate SAl, a business previously owed by Add
Lorvic.
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of the Purchaser within the United States or Canada

(the "Territory"), whether for or by itself or as an

i ndependent contractor, agent, stockhol der, partner or

joint venturer for any other Person.
The covenant not to conpete al so delineated that in the event
that any of the sellers (i.e., Scherer and ancillary affiliates)
possessed a financial or any other interest, in an entity in the
sane |ine of business, the foregoing parties would divest all of
their interest within 60 days. Furthernore, in the event of a
breach, either actual or anticipatory, LC Acquisitions was
entitled to, anong other things, tenporary or pernanent
injunctive relief.

In turn, the secrecy agreenent described the terns of
confidentiality between the seller and the purchaser.® The
af orenmenti oned agreenent provided that for a period of 5 years
after the transaction Scherer and its affiliates would not
di scl ose any nonpublic, confidential, or proprietary information
such as "anal yses conpil ation, data, studies, or other docunents"”
or use such information in any manner w thout petitioner's
per m ssi on. Additionally, one of the terns of the Purchase

Agreenent provided that Scherer and its affiliates were required

to submt "confidential offering nmenoranda and ot her sales

°Both the secrecy agreenent and the covenant not to conpete
utilize and apply essentially the sane terns except paragraphs 2
through 6 which refer separately to the terns of the respective
agr eenent s.
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literature” to petitioner. Finally, the parties agreed to the

i medi ate transfer by wire of $2 mllion and $1 mllion for the
covenant not to conpete and the secrecy agreenent, respectively,
to Scherer at the closing date.

Ri chard Nemani ck simul taneously entered into an excl usive
enpl oynent agreenent, with LC Acquisition, for a period of 5
years. He also agreed, during his enploynent, and for a period
of 3 years thereafter, not to engage in conpetition with LC
Acquisition or its affiliates.

After the 1989 transaction, LC Acquisition changed its nane
to the Lorvic Corp. (i.e., New Lorvic), the affiliate of Lorvic
Hol dings, Inc., petitioner. The witten docunentation, however,
that Ri chard Nemani ck frequently submtted to Scherer prior to
the 1989 transaction was not returned to petitioner or its
affiliates pursuant to the Purchase Agreenent.

Subsequently, petitioner retained the accounting firm Ernst
& Young, to conplete a valuation of the assets, tangible and
i ntangi ble, acquired fromdd Lorvic, as well as the nonconpete
and secrecy agreenents, respectively. This evaluation was
undertaken to neet the purchase price allocation rules delineated
in section 1060.

Wth respect to the agreenents, petitioner clained the

foll ow ng anortizati on expense deducti ons:



Nonconpet e Secrecy Tot a
Taxabl e Year Agr eenent Agr eenent Deducti ons
1990 $100, 000 $50, 000 $150, 000
1991 400, 000 200, 000 600, 000
1992 400, 000 200, 000 600, 000
1993 400, 000 200, 000 600, 000
1994 400, 000 200, 000 600, 000
1995 300, 000 150, 000 450, 000
TOTAL 2, 000, 000 1, 000, 000 3, 000, 000

On June 29, 1990, Scherer filed a Form 10-K, pursuant to
section 13 or 15(d) of the Securities Exchange Act of 1934, with
the Securities and Exchange Comm ssion (SEC), for the 1990
taxable year. 15 U S.C. secs. 78m(a), 780(d) (1994). The Form
10-K specified that, by 1990, Scherer had di sposed of all of its
diversified health care products and services busi nesses, except
one specific conpany, Paco Pharnaceutical Services, Inc. Al so,
in an undated nmenorandum entitled "Corporate Devel opnent: Status
and Strategy", Scherer delineated its general marketing
strategies.® Anpong other things, the aforenmenti oned nenorandum
di scussed Scherer's goal, in 1990 and beyond, to acquire
conpani es that contributed a certain anount of noney, and
possessed "high growh potential in major market areas". The
menor andum descri bes A d Lorvic's acquisition process as part of

its "opportunistic diversification" strategy.

5The record indicates that R chard Nemani ck obtai ned the
menor andum i n 1987.
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In 1995, petitioner's assets and liabilities were sold to
Young | nnovations (Young), an international supplier of dental
products, for approximately $15.2 million. The acquired assets
i ncluded cash in petitioner's possession of $1.7 nmillion and
corresponding liabilities were $2.4 nmllion. Sinmultaneously,

Ri chard Nemani ck entered into an enpl oynment and nonconpetition
agreenent with Young. 1In the process, he also entered into a
consul ti ng agreenent which included a nondi scl osure provision.
However, Leck did not execute a nonconpete agreenent in favor of
Young.

OPI NI ON

In this instance, the dispute here centers on how nuch, if
any, petitioner may anortize for the covenant not to conpete and
the related secrecy agreenent. Stated in a different manner, the
i ssue for our decision is whether any portion of the $2 nmillion
and $1 mllion paid to Scherer pursuant to the 1989 transaction
is properly allocable to the covenant not to conpete and the
secrecy agreenent, respectively. Respondent asserts that the
paynments pursuant to the agreenents were, in substance, paynents
for the sale of nonanortizable goodw || or going-concern val ue.
Petitioner argues that such deductions are allowable. In this
regard, petitioner bears the burden of proof. Rule 142(a); Wlch

v. Helvering, 290 U S. 111, 115 (1933).
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Section 167(a), in general, allows a taxpayer to anortize

i ntangi bl e assets over their useful lives.” Citizens & S. Corp.

v. Conmm ssioner, 91 T.C 463, 470 (1988), affd. per curiam 919

F.2d 1492 (11th Gr. 1990); sec. 1l.167(a)-3, Incone Tax Regs.

The standard for deciding whether an intangible is depreciable is
t hat such an asset nust have an ascertainable value and a limted
useful life, the duration of which can be determ ned with

reasonabl e accuracy. Newark Morning Ledger Co. v. United States,

507 U.S. 546, 556 n.9 (1993). A covenant not to conpete
constitutes an intangi ble asset that has a |imted useful life
and, therefore, nmay be anortized over its useful life. Warsaw

Phot ogr aphi ¢ Associates, Inc. v. Conm ssioner, 84 T.C. 21, 48

(1985); O Dell & Co. v. Conmi ssioner, 61 T.C 461, 467 (1974).

Conversely, goodwi ||l is the aggregate value of the
rel ati onshi ps and reputati on devel oped by a business with its
present and potential custoners and associ ates over a period of

time. It has been described as the "'expectancy of continued

'Sec. 167(a), in particular,

SEC. 167(a). Ceneral Rule.--There shall be all owed
as a depreciation deduction a reasonabl e all owance for
t he exhaustion, wear and tear (including a reasonable
al | ownance for obsol escence)- -

(1) of property used in the trade or
busi ness, or

(2) of property held for the

production of incone.
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patronage'". Newark Mdrning Ledger Co. v. United States, supra

at 555-556 (citing Boe v. Conm ssioner, 307 F.2d 339, 343 (9th

Cr. 1962), affg. 35 T.C. 720 (1961)); Metallics Recycling Co. V.

Comm ssioner, 79 T.C. 730, 742 (1982), affd. 732 F.2d 523 (6th

Cr. 1984). However, because goodwi |l is considered not to have
alimted useful life, no anortization deductions are all owabl e.
Sec. 1.167(a)-3, Incone Tax Regs.?® see also discussion in Newark

Morning Ledger Co. v. United States, supra at 565-566. Coing-

concern value is simlar to goodwill in that it reflects "the
addi tional el enent of value which attaches to property by reason
of its existence as an integral part of a going concern.” VGS

Corp. v. Comm ssioner, 68 T.C. 563, 591 (1977). Consequently, we

nmust deci de whet her any of the amobunt paid for the covenant not
to conpete and the secrecy agreenent was a di sgui sed paynent for

nonanortizable itens such as goodw || .

8Sec. 197, which provides for the anortization of certain
acqui red assets, such as purchased goodw ||, was added to the
I nternal Revenue Code by the Omi bus Budget Reconciliation Act of
1993 (OBRA-93), Pub.L. 103-66, sec. 13261(a), (g), 107 Stat. 532,
540, and applies to property acquired after Aug. 10, 1993 (the
date of enactnent). Prior to the 1993 Act, acquired goodw ||l and
goi ng concern value were not anortizable, but other acquired
i ntangi bl e assets were anortizable if they could be separately
identified and their useful lives determned with reasonabl e
accuracy. At present, sec. 197 allows taxpayers to anortize
certain acquired intangi bl e assets over 15 years, subject to
certain exceptions. However, sec. 197 does not apply to the
assets in the instant case because they were acquired prior to
the date of enactnent.
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In deciding the issues presented here, we are guided by the
followng principles. Sinply because a particul ar taxpayer pays
or allocates a specific anbunt to a covenant not to conpete is
not controlling for Federal inconme tax purposes. Lenery v.

Commi ssioner, 52 T.C 367, 375 (1969), affd. per curiam 451 F.2d

173 (9th Cr. 1971). W strictly scrutinize an allocation if it
does not have adverse tax consequences for the parties; adverse
tax interests deter allocations which | ack economc reality.

Wl kof v. Conm ssioner, 636 F.2d 1139 (6th Gr. 1981), affg. per

curiam T T.C. Meno. 1978-496; O Dell & Co. v. Conm Sssioner, supra

at 468; Haber v. Comm ssioner, 52 T.C 255, 266 (1969), affd. per

curiam 422 F.2d 198 (5th Cr. 1970); Roschuni v. Conm ssioner, 29

T.C. 1193, 1202 (1958), affd. per curiam?271 F.2d 267 (5th Gr.

1959); Estate of McDonald v. Conm ssioner, 28 B.T.A 64, 66

(1933). Further, we may go beyond the formalities delineated by
the parties to ascertain if the formreflects the substance of

those dealings. Yandell v. United States, 315 F.2d 141, 142 (9th

Cr. 1963); Annabelle Candy Co. v. Comm ssioner, 314 F.2d 1, 5

(9th Gr. 1962), affg. per curiamT.C Meno. 1961-170.

In order for the formin which the parties have cast their
transaction to be respected for Federal incone tax purposes, the
covenant not to conpete and the secrecy agreenent nust have sone

i ndependent basis or an arguable correlation to business reality
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such that reasonabl e people m ght bargain or contract for such an

agreenent. Schulz v. Conm ssioner, 294 F.2d 52, 55 (9th G

1961), affg. 34 T.C. 235 (1960). This particular test is

referred to as the "economic reality" test. Patterson v.

Comm ssi oner, 810 F.2d 562, 571 (6th Cr. 1987), affg. T.C. Meno.

1985-53. An allocation to a covenant not to conpete | acks
economc reality in the event that there is no show ng that the
seller by refraining fromconpetition stands to | ose earni ngs
conparabl e to the anbunt supposedly paid for the covenant or that
t he buyer would | ose such an anount if the seller were to conpete

against it. Forward Comunications Corp. v. United States, 221

Ct. d. 582, 608 F.2d 485, 493-494 (1979).

The courts apply nunmerous factors in evaluating a covenant
not to conpete. These include: (a) The seller's (i.e.,
covenantor's) ability to conpete; (b) the seller's intent to
conpete; (c) the seller's economc resources; (d) the potential
damage to the buyer posed by the seller's conpetition; (e) the
seller's business expertise in the industry; (f) the seller's
contacts and relationships with custonmers, suppliers, and others
in the business; (g) the buyer's interest in elimnating
conpetition; (h) the duration and geographi c scope of the
covenant, and (i) the seller's intention to remain in the sane

geographic area. Kalanazoo Q| Co. v. Comm ssioner, 683 F.2d 618
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(6th Gr. 1982), affg. T.C. Meno. 1981-344; Forward

Conmuni cations Corp. v. United States, 221 Ct. d. 582, 608 F.2d

485, 492 (1979); Sonnleitner v. Conm ssioner, 598 F.2d 464, 468

(5th Gr. 1979), affg. T.C Meno. 1976-249; Fulton Container Co.

V. United States, 355 F.2d 319, 325 (9th Cr. 1966); Annabelle

Candy Co. v. Commi ssioner, supra at 7-8; Schulz v. Conm ssioner,

supra at 55; Peterson Mach. Tool, Inc. v. Conm ssioner, 79 T.C
72, 85 (1982), affd. per curiam 54 AFTR 2d 84-5407, 84-2 USTC

par. 9885 (10th Cir. 1984); Mjor v. Conm ssioner, 76 T.C 239,

251 (1981); ODell & Co. v. Conm ssioner, supra at 468-469; Rudie

v. Comm ssioner, 49 T.C 131, 139 (1967); Levinson v.

Conmm ssi oner, 45 T.C. 380, 389 (1966).

Finally, fair market value is a question of fact, and the
trier of fact must weigh all relevant evidence of value and draw

appropriate inferences. Conm ssioner v. Scottish Am lInv. Co.,

323 U. S. 119, 123-125 (1944); Helvering v. National Gocery Co.,

304 U. S. 282, 294 (1938); Sym ngton v. Conmm ssioner, 87 T.C 892,

896 (1986); Znuda v. Conm ssioner, 79 T.C. 714, 726 (1982), affd.

731 F.2d 1417 (9th Gr. 1984). Wth respect to the concept of
fair market value, that termis generally defined as the price
which a willing buyer would pay a wlling seller, both having
reasonabl e knowl edge of the facts and neither acting under any

conpul sion. See United States v. Cartwight, 411 U S. 546, 551
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(1973). The standard to be applied here is objective, utilizing
a hypothetical wlling buyer and seller. The foregoing analysis
is not, however, a specific standard that focuses on any

particul ar buyer or seller. See Propstra v. United States, 680

F.2d 1248, 1251-1252 (9th Cr. 1982). 1In addition, the
determ nation of the fair market value of property is a matter of

sound judgnent, rather than of mathematics. See In re Estate of

Wllians, 256 F.2d 217, 220 (9th Gr. 1958), affg. T.C Meno.
1956-239. Moreover, since valuation is necessarily an
approximation, it is not required that the value we determ ne be
one as to which there is specific evidence, provided it is wthin
the range of figures that properly can be deduced fromthe

record. Silverman v. Conm ssioner, 538 F.2d 927, 933 (2d G r

1976), affg. T.C Meno. 1974-285; Hanmyv. Conmm ssioner, 325 F.2d

934, 939-940 (8th Gr. 1963), affg. T.C. Menp. 1961-347. Fair
mar ket value is determ ned on the applicable valuation date,
which, in this case, is the date that A d Lorvic's assets were
acquired by petitioner, and the agreenents were inpl enented.

Pabst Brewing Co. v. Conmi ssioner, T.C. Menp. 1996-506.

Respondent suggests petitioner possesses an incentive to
all ocate a | arge amobunt to the covenant not to conpete because
petitioner could anortize that anmount over the life of the

covenant. In that vein, respondent asserts that the paynents
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were either goodw Il or going-concern value. |In the alternative,
respondent contends that the covenant not to conpete does not
have a |imted useful life. Conversely, petitioner argues that
t he aggregate paynent of $3 million to Scherer was determ ned by
awlling buyer and a wlling seller, and substantiated by its
experts.?®

In the instant case, the parties have relied on the opinions
of experts to support their respective views on the fair market
val ue of the agreenents. W evaluate the expert opinion evidence
in light of the qualifications of the expert and wi th proper

regard for all other evidence in the record. Estate of Christ v.

Conm ssi oner, 480 F.2d 171, 174 (9th GCr. 1973), affg. 54 T.C

493 (1970); 1T&S of lowa, Inc. v. Comm ssioner, 97 T.C 496, 508

(1991); Parker v. Conmm ssioner, 86 T.C 547, 561 (1986). W nmay

accept or reject an expert's opinion in toto, or we nmay pick and
choose the portions of the opinion which we choose to adopt.

Hel vering v. National Gocery Co., supra at 294-295; Estate of

Kreis v. Comm ssioner, 227 F.2d 753, 755 (6th Cr. 1955), affgqg.

T.C. Meno. 1954-139; Seagate Tech., Inc. & Consol. Subs. v.

Commi ssioner, 102 T.C. 149, 186 (1994); Chiu v. Comm ssioner, 84

T.C. 722, 734 (1985).

Hereafter, the covenant not to conpete and the secrecy
agreenents will, collectively, be referred to as, "the
agreenent s".
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We turn to the qualifications and testinony of the three
W t nesses whomthe Court recogni zed as experts for purposes of
this proceeding. First, petitioner presented David P. Schutte,
Ph.D. (Dr. Schutte), a senior associate for Business Val uation
Services (BVS). Dr. Schutte possesses a Ph.D. in economcs from
the University of Mnnesota, an MS. in applied math fromthe
University of Texas, and a B.A in economcs fromthe University
of California at Berkeley. Prior to his tenure with BVS, Dr.
Schutte taught finance at the University of North Texas. He has
al so published articles on econom cs and finance and authored a
standard reference on business val uation.

Dr. Schutte reviewed the publicly avail able information,
such as Scherer's annual report, as well as internal,
confidential docunents with respect to Scherer provided by
Nermani ck. He al so conducted di scussions with Nemani ck and Leck.
In calculating the value of the agreenents, Dr. Schutte applied
t he di scounted present value of cash-flow to determ ne the val ue
of petitioner with and wi thout the foregoing agreenents. The
starting point of his calculation was his determ nation that the
val ue of the business with the agreenents was $8,255,049. 1In his
report, Dr. Schutte pointed out that his concl usion was
consistent wwth the parties' valuation of AOd Lorvic and the

agreenents. Next, Dr. Schutte cal culated the val ue of the
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agreenents by determ ning petitioner's value w thout the
agreenents and subtracted that value fromthe previously
determ ned val ue of the business with the agreenents. The
difference in value of the business was held to be directly
attributable to the agreenents.

Dr. Schutte valued petitioner's business w thout the
agreenents to be $4,924,636. In that vein, he cal culated that,
in the aggregate, prior to the consideration of the actual
transaction val ue, the agreenents were worth $3, 330, 413. Then,
he divided $3, 330,413 by $8, 255,049 to reach a figure of 0.4034.
In other words, Dr. Schutte believed that the value of the
agreenents was equivalent to 40. 34 percent of the purchase price
of $8.14 nmillion.

Second, petitioner presented Thomas P. Lee (Lee) an
apprai ser of business and intangible assets for Arthur Andersen,
L.L.P. Lee possesses an MB. A from New York University. He
also has an MS. as well as a B.S. in civil engineering fromthe
Pol ytechnic Institute of New York. Lee is a nenber of, and has
attended conferences and semnars with, the Anerican Society of
Appr ai sers. Prior to his tenure with Arthur Andersen, L.L.P.
Lee was enpl oyed by several accounting and valuation firns
i ncl udi ng, anong others, Ernst & Young, L.L.P. Subsequent to the

1989 transaction, while enployed with Ernst & Young, L.L.P., Lee
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prepared a confirm ng appraisal for petitioner. The report was
intended to determ ne the value of the assets for purposes of a
section 1060 all ocati on.

In his analysis, Lee applied the discounted cash-fl ow net hod
over the 5-year period covered by the agreenents. He cal cul ated
the cash-flow over the 5 years covered by the agreenents under
two scenarios: (1) Petitioner was protected by the agreenents;
and (2) where petitioner was harned by the conpetition and
di scl osure of information by Scherer. Then, he determ ned the
differences in the cash-fl ow which would be forgone in the
absence of the agreenents. Lee stated that the discounted
present value of the differential between the cash-flows in the
foregoi ng scenarios was the fair market value of the agreenents.
In this appraisal, Lee assigned a value of $2 million for the
covenant not to conpete, and $1 mllion for the secrecy
agr eenent .

Finally, the Court recognized as an expert, Joseph H W] dt
(Wldt), an engineer with respondent. He possesses an MS. in
valuation, and a B.S. in electrical engineering. He acquired the
master's degree in 1981. Also, WIdt has attended nunerous
courses presented by the American Society of Appraisers regarding

busi ness valuation. Finally, WIdt had been a senior nenber of
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the Anerican Society of Appraisers for approximately 15 years but
is now a nenber of the Institute of Business Appraisers.

WIldt's ultimte analysis and concl usion was that the
agreenents possessed a value of $1.209 mllion. In his report,
Wl dt estimated petitioner's cash-flow for the 5-year |ives of
the agreenments with the assunption that the agreenents were in
force and that Scherer did not contest in the sane market.

Then, he estimated the cash-fl ow over the sane tinme period based
on the assunption that Scherer was in direct conpetition with
petitioner, and the |ikelihood of that particular factor.

In his report, WIldt determ ned that the effect of
conpetition by Scherer woul d decrease over the life of the
covenant. WIdt analyzed 15 factors to determ ne the extent and
magni t ude of conpetition from Scherer. Finally, WIdt determ ned
that petitioner would enjoy tax benefits fromthe anortization
deductions avail able for the agreenents.

Here, we do not agree with either party in all respects. In
that regard, we find that the experts provided sone useful
although limted, help in our exam nation and apprai sal .
Neverthel ess, we are not significantly persuaded by any one of
the experts. The parties' experts, in general, utilized the
di scounted cash-flow nethod in val uing the covenant not to

conpete and the secrecy agreenent. |In other words, the experts
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conpared petitioner's projected net incone with and without the
agreenents. W think, however, that petitioner's expert

w tnesses, Dr. Schutte and Lee, overestimted the value of the
covenant not to conpete and the secrecy agreement. Both experts
relied too heavily on unwarranted assunptions. Both Lee and Dr.
Schutte did not identify with particularity the factor(s) that
woul d have inpelled Scherer to conpete. The only materi al
factors that Dr. Schutte and Lee could point to were threefold:
(1) Scherer possibly retained an institutional record of
sensitive information regarding A d Lorvic's products, suppliers,
distributors, and marketing data; (2) Scherer was famliar with
the products that were relatively sinple to manufacture, and
rendered significant returns on Od Lorvic's initial investnent;
and (3) Scherer had the capability of conpeting with A d Lorvic,
and mght, at any given point in tinme, reassess its initial

decision to | eave the specialized dental care narket.?0

PAlso, in the instant case, petitioner relies heavily on
Thonpson v. Comm ssioner, T.C Meno. 1997-287. W, however, find
the citation to Thonpson, to be inapposite. In the foregoing
case, the taxpayers were individuals who had extensive know edge
and experience of the beauty supply business, as well as
substantial relationships with suppliers and distributors.
Accordingly, the record there "overwhel mngly [established] a
strong need, and a corresponding high relative value,"” for the
nonconpete agreenents. Thonpson. Here, petitioner, a
corporation, has not denonstrated that there was an overwhel m ng
need for the nonconpete agreenents. Further, in Thonpson, there
was an anple record of negotiations between the parties regarding

(continued. . .)
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We found Lee's appraisal report, published under Ernst &
Young's aegis, to be useful and informative in sunmarizi ng sone
of the facts and issues which are in dispute here. However, his
report suffers from unexpl ai ned assunptions. For exanple, in his
report, he concluded that Scherer would not find it difficult to
conpete with petitioner. At trial, Lee conceded that Scherer did
not have a relationship with either the suppliers or distributors
of Ad Lorvic's products. The record manifests that Scherer had
a detached relationship with its affiliate, A d Lorvic, other
than the periodic reports that Nemanick submtted to the parent
conpany. Hence, Scherer did not devel op business or personal
rel ationships with the suppliers or distributors. Mreover, Lee
evidently disregarded the fact that, in essence, Ad Lorvic was
managed by the Nemanick famly and assunmed that Scherer could
have i nduced petitioner's enployees through increased financi al
conpensation to work for Scherer. In that connection, we observe
that Scherer did not retain any of A d Lorvic's enpl oyees
subsequent to the 1989 purchase.

Also, in his report, Lee stated that the fair market val ue

of certain real property was consistent with an apprai sal nmade in

10, .. conti nued)
t he nonconpete and enpl oynment agreenents. In contrast,
petitioner here relies heavily on experts and sparse
docunent ati on.
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1985. In our opinion, we think that there would have been sone
significant increases or, at least, variations in the val ue of
the real property in the space of 4 years. Finally, we note that
Lee, in his determ nation of the value of the secrecy agreenent,
did not explicitly state the grounds for val uing the

af orenenti oned agreenment at $1 mllion. He appears to have based
that valuation on the fact that the purchasers reduced A d
Lorvic's purchase price by that particul ar anmount upon | earning

t hat Shearson Lehman was circulating the Descriptive Menorandum

Next, we are not satisfied with the testinony of Dr.
Schutte. At the outset, Dr. Schutte submtted a report which was
| ater revised to correct nunerous and substantive mat hemati cal
errors. W are not certain they were adequately corrected. W,
therefore, do not have great confidence in the substance of Dr.
Schutte's report and testinony. |In that setting, we scrutinize
Dr. Schutte's report.

Dr. Schutte conducted di scussions with Nemani ck and Leck
regarding A d Lorvic's business and reviewed the rel evant
financial information appurtenant to the 1989 purchase. Dr.
Schutte's estimations, however, present us with sonme difficulty.
Dr. Schutte conputed that, in any given year, there was a 30-
percent probability that Scherer would enter the market in

conpetition with petitioner. 1In that vein, Dr. Schutte estimated
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t hat once Scherer was in the sane business, it would becone an
effective conpetitor over tinme. He did not adequately expl ain
the prem ses behind the foregoing figure. Mreover, Dr. Schutte
stated that the nost |ikely scenario involving possible
conpetition by Scherer was for the conpany to introduce one or
nmore conpeting products in select niche markets. However, Dr.
Schutte appears to have cal cul ated the possibility of conpetition
in all of the products. This, of course, results in an overal
reduction in projected revenues. W do not think that Dr.
Schutte's assunptions, in this regard, result in a consistent and
accurate conputation

On the other hand, respondent's expert, WIdt, provided
significant detail and insight in his analysis of the 1989
transaction al though there were sone problens with his testinony
and report. For exanple, he was, in sonme respects, unfamliar
with New Lorvic's business or the nature of its operations. He
did not interview any of the principals or visit New Lorvic's
managenent and operation facilities in an effort to ascertain the
background and circunstances behind Scherer's sale of Ad
Lorvic's assets. Mreover, WIdt conpared the conpany with
unnanmed publicly traded conpanies in the dental supply market.
However, his report does not indicate the conparabl e conpanies,

the date, or sources of information
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We think that WIdt neglected the inportance of the
l'i kelihood that Scherer possessed sensitive information
concerning A d Lorvic's business operations such as the
profitability of Lorvic's product lines, and the identities of
the suppliers and distributors. Richard Nemanick's testinony at
trial established that the nonthly reports on Ad Lorvic's
operations, which included its top 10 products and its major
custoners, were prepared and circulated to Scherer. Also, the
testinony reflects that Ri chard Nemani ck frequently di scussed the
contents of these reports with the Scherer nanagers.

Therefore, we do not find the contributions of any of the
experts to be, ultimately, dispositive of the issue before us.
We, consequently, address the issue on the basis of the record
bef ore us.

At the date of the 1989 transaction, Scherer was actively
engaged in the international research, devel opnent, manufacture,
and distribution of drug delivery systens which, in turn, were
mar ket ed t hrough distributor networks. Scherer possessed
affiliates which were involved in businesses in the health care
field. It was a large, well-capitalized, nmultinationa
corporation, wth production facilities, distribution networks,
and an extensive brand nane recognition anong health care

prof essionals. Accordingly, Scherer with its marketing expertise
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and manufacturing facilities would not have had to incur
tremendous startup costs or, even, allot significant economc
resources in order to conpete effectively with petitioner

New Lorvic, however, did not have long-termcontracts with
ei ther the business suppliers or distributors subsequent to the
1989 transaction. |In that vein, we note that the custoner base
was not bound, contractually or otherwise, to Ad Lorvic's
products. Consequently, the distributors and ultinmate custoners
were not precluded fromtesting the effectiveness of other
products. On the other hand, in R chard Nemanick's estimation,
Aadd Lorvic did not have a single conpetitor that designed,
manuf actured or distributed a wide range of simlar or identical
i tens.

The parties evidently agree that nost of petitioner's
products were relatively sinple to manufacture. Hence, a
potential conpetitor would find it elenentary to replicate the
majority, if not all, of the products. Thus, conpetition from
Scherer or any disclosure to outside individuals or entities of
the proprietary information from petitioner would have had
significant inpact on petitioner's bottomline. For exanple, Ad
Lorvic's top 10 custoners constituted nore than 50 percent of its
revenues. Therefore, we believe that any conpetition by Scherer

woul d substantially harmpetitioner's profit margins.
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During Scherer's ownership of AOd Lorvic, R chard Nemani ck
subm tted nonthly and annual reports on the top 10 suppliers and
custoners. It is petitioner which concedes that the contractual
requi renent that all docunentation retained by Scherer was to be
returned was not, in fact, satisfied. 1In that regard, we observe
that Leck, at trial, considered any witten information that
Scherer retained after the sale, to be "a mnor detail." He
considered it the responsibility of his partner, Richard
Nemanick. Simlarly, Richard Nemanick did not consider the
information to be inportant. Furthernore, Richard Nemani ck
consi dered the covenant not to conpete as "w ndow dressing”. W
infer, therefore, that the parties were not overly concerned with
the possibility that Scherer woul d conpete with petitioner.

The parties were sophisticated and engaged in customary and
conventional negotiations regarding the purchase of Add Lorvic's
assets, culmnating in the appurtenant agreenents. In that
regard, the record does not indicate that the parties possessed
adverse financial interests in regard to the allocation of $3
mllion to the agreenents. Furthernore, the agreenents
i ncor porated clauses which provided that petitioner could enforce
t he covenant and the appurtenant secrecy agreenent in the event
that Scherer did not abide by these ternms. However, we observe

that the subsequent Ernst & Young report did not nmake an
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al l ocati on between goodw || or goi ng-concern-value and the
agreenents as a whole. Moreover, the record manifests that the
parties were sonewhat cavalier regarding the valuations for
goodwi I | in 1985 and 1989.

The secrecy agreenent and the covenant not to conpete are
conparable, in nature, to the 1985 agreenents. The record
reflects that the parties in the 1985 transaction inplenmented an
agreenent not to conpete in Article XIV. Specifically, Ad
Lorvic's "principal stockholders” were precluded fromentering
into or financing the entry of others into the business of Ad
Lorvic, or any business or branch of business simlar to that of
Ad Lorvic. In addition, R chard Nemani ck was contractual ly
bound in his capacity as an executive officer of Ad Lorvic by an
excl usi ve enpl oynent agreenent. The record indicates that an
excl usi ve enpl oynent agreenent ensued fromthe 1989 purchase of
A d Lorvic's assets.

Finally, Scherer's Form 10-K, filed on June 29, 1990, with
the SEC provided that the conpany intended to concentrate on its
primary busi ness of softgel capsul e production and divest itself
of subsidiary businesses affiliated with health care products and
services. W believe that the aforenentioned docunent sinply
evi dences Scherer's divestiture plans after it had entered into

the agreenments with petitioner. At the time Scherer filed the
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Form 10-K with the SEC, the agreenents prohibited Scherer from
conpeting in the professional dental products narket.
Consequently, this docunent possesses little probative evidence
of what Scherer's intentions and designs for the future would
have been in the absence of the agreenents. Furthernore,
Scherer's undated, internal nmenorandum does not evidence that,
because of "opportunistic diversification", it would, eventually,
conpete with petitioner.' |If anything, we think it unlikely
that Scherer would sell the assets of Ad Lorvic because it did
not fit its then current marketing strategy, and subsequently,
enter into conpetition with an entity endowed wth significant
advant ages such as petitioner.

In sum we believe that Scherer had the econom c and
industrial potential to conpete, the itens or products
manuf act ured by petitioner could be manufactured with significant
profit margins, and Scherer m ght, at any point in tinme, decide
to conpete. The record, however, does not manifest that Scherer
had the intent to conpete with petitioner. Scherer possessed a
significant disadvantage in that it did not have rel ationships

with either the suppliers or distributors. |In particular,

Upetitioner and its expert w tnesses suggest Scherer
possessed an economi c history of periodically changing its
mar keting orientation and strategies. However, petitioner has
not submtted sufficient evidence to prove or disprove this
particul ar thesis.
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Ri chard Nemani ck possessed extensive relationships with suppliers
and distributors, and that factor was a significant inducenent to
the purchase of AOd Lorvic's assets and to the retention of

Nemani ck's services, as evidenced in the D stribution and

Acqui sition Menoranda conpil ed by Shearson Lehman and Leck,
respectively.

In view of what we consider deficiencies and conflicts in
the reports and testinony of the experts for both parties, and
what we consider to be either oversights or deficiencies in the
docunent ati on of the foregoing transactions, we believe and
decide that petitioner has not fulfilled its burden of
persuasion. For exanple, had petitioners provided stronger
enforcenent provisions for its protection to assure conpliance
with the agreenents, such as injunctive relief or |iquidated
damages for violations, the petitioner's position wuld be nore
credible, especially in light of the substantial dollar anmounts
appurtenant to the agreenents being paid up front. Also, we find
it apparent that there was abundant goi ng concern val ue whi ch was
not adequately addressed by petitioner either in the testinony of
its managenent or in its experts' reports. For exanple, the
retention by petitioner of the seller's existing managenent is an
obvious reflection of the going concern value and petitioner's

objective to assure its continuance. However, we believe and
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determ ne that the agreenents did have value, but not as nuch as
petitioner asserts or as little as respondent contends. Using
our best judgnent, we shall discount petitioner's clained val ue
by a percentage we feel would be appropriate under the
circunstances, i.e., 25 percent, to reflect an appropriate and
approxi mate cost of enforcenment for any ensuing violations and to
recogni ze the inherent going-concern value. Consequently, in
light of all the facts and circunstances, we determ ne and hold
that the fair nmarket val ues of the covenant not to conpete and
the secrecy agreenent are $1.5 mllion and $750, 000,

respectively.

Decisions will be entered

under Rul e 155.




