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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

VASQUEZ, Judge: These cases have been consolidated for

trial, briefing, and opinion. All section references are to the

! Cases of the follow ng petitioners are consolidated

herewith: State Supply Warehouse Co., Douglas J. Von Allnen, Tax
Matters Person, docket No. 5220-95; Douglas J. and Linda L. Von
Al'l men, docket No. 16787-95; Alexa A son, a Mnor, Kinberly

A son, Legal Conservator, docket No. 16945-95; and Bruce A and
Ki nmberly A. O son, docket No. 16946-95.



- 2 -
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Procedure, unless otherw se indicated. |In docket No. 5220-95,
respondent issued a notice of final S corporation admnistrative
adj ustnment (FSAA) to Douglas J. Von Allnen, tax matters person of
State Supply Warehouse Co. (State Supply), setting forth the

follow ng adjustnments with respect to State Supply's 1989 taxable

year:
[tem FSAA Adj ust nent Amount in Dispute

Sal es pronotion $7, 065 - 0-

Covenant not to conpete 673, 560 $673, 560

During the 1990 tax year, State Supply was an S corporation
not subject to the unified audit and litigation procedures of the
Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), Pub. L
97-248, sec. 402(a), 96 Stat. 324, 648. Al of respondent's
adjustnents to State Supply flowed directly through to its
sharehol ders' tax returns. Respondent determ ned the foll ow ng
deficiencies in, and penalty on, petitioners' Federal incone tax:

Charles B. and Teresa A. Thonpson--docket No. 5219-95

Year Defi ci ency
1990 $8, 638

Douglas J. and Linda L. Von All men--docket No. 16787-95

Accuracy-rel ated Penalty
Year Defi ci ency Sec. 6662(a)

1990 $88, 319 $17, 664
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Alexa AOson, A Mnor, Kinberly dson, Legal Conservator--docket
No. 16945-95

Year Defi ci ency
1990 $3, 195

Bruce A. and Kinberly A. d son--docket No. 16946-95

Year Defi ci ency
1990 $55, 679

Respondent conceded the accuracy-rel ated penalty in docket
No. 16787-95, and petitioner in docket No. 5220-95 has not
argued, and thus conceded, the FSAA adjustnent decreasing State
Supply's sal es pronotion deduction for 1989. The sole issue for
decision therefore is whether State Supply may anortize $2.5
mllion, or sone |esser anobunt, for covenants not to conpete.

FI NDI NGS OF FACT

State Supply was incorporated under the | aws of the State of
Okl ahoma on Cctober 14, 1963. At the tinme of the filing of its
petition, State Supply's principal place of business was Tul sa,
Okl ahoma. During the taxable year 1989, State Supply was a
corporation which elected to be taxed for Federal incone tax
pur poses under the provisions of Subchapter S of the Internal
Revenue Code of 1986, as anmended. For the taxable year 1989,
State Supply is controlled by the TEFRA notice and assessnent
procedures provided by sections 6241-6245. Douglas J. Von Al nen
was the tax matters person for 1989. During the taxable year
1989, the sharehol ders of State Supply were Douglas J. and Linda

L. Von Al men, Bruce A and Kinberly AL dson, Charles B. and
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Teresa A. Thonpson, Alexa O son, Norman B. and Dale M Cowgil |
Frank J. and Janet F. Andress, and Richard J. and Regina L
Mor ri son.

Petitioners Charles B. and Teresa A. Thonpson are husband
and wife and resided in Tulsa, lahoma, at the tine their
petition was filed in this case.

Petitioner Alexa Oson, a mnor, Kinberly O son, |egal
conservator, is an individual who resided in St. Louis, Mssouri,
at the time of the filing of her petition herein.

Petitioners Douglas J. Von Allnmen (hereinafter referred to
as Von Allnen) and Linda L. Von Allnmen are husband and w fe and
resided in Fort Lauderdale, Florida, at the time their petition
was filed in this case.

Petitioners Bruce A. dson and Kinberly A d son
(hereinafter referred to as dson) are husband and w fe and
resided in St. Louis, Mssouri, at the tinme their petition was
filed in this case.

State Supply's Busi ness

State Supply was engaged in the distribution of beauty
supply products in the States of Okl ahoma, Arkansas, M ssouri,
Kansas, Illinois, Tennessee, M ssissippi, Wom ng, Col orado, New
Mexi co, and Utah, a territory which covered approximtely 11

percent of the U S. population.? State Supply, as a master

2 Unl ess otherw se indicated, descriptions pertain to the
years in issue.
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di stributor of beauty supplies, purchased from manufacturers
(hereinafter called suppliers) for sale to subdistributors
(hereinafter called custoners) who then sold to beauty sal ons and
Iicensed cosnetol ogists. In 1987, State Supply was one of four
such master distributors in the country. At the tine of the
acquisition, described infra, there were three princi pal
suppliers fromwhich State Supply purchased products: Redken (26
percent of State Supply's sales), Matrix (26 percent of State
Supply's sales), and Lamaur Products (19 percent of State
Supply's sales). State Supply had distribution agreenents with
approxi mately 77 custoners, servicing approxi mately 20,000 beauty
salons. Pursuant to distribution agreenents between State Supply
and its custoners, either party to a distribution agreenent could
termnate the agreenent, w thout cause, by giving 90 days' prior
witten notice of such termination to the other party. The

di stribution agreenments did not prohibit the custoners from
buyi ng from ot her sources.

State Supply's Sharehol ders

At the tinme of the acquisition, State Supply had 75, 659. 61
shares of common stock issued and outstanding. At the tinme of
the acquisition, Robert F. Beaurline, president of State Supply,
owned 12,586 shares directly and 3,060.5 shares through his
participation in the Enpl oyee Stock Option Plan (ESOP), for a
total of 15,646.5 shares (approxi mately 20 percent of al

shares). Betty Holliday (hereinafter referred to as Holliday),
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chai rman of the board of directors of State Supply, owned with
her husband difford E. Holliday 12,586.26 shares directly and
10, 776. 60 shares through her participation in the ESOP, for a
total of 23,362.86 shares (approximately 30 percent of al
shares).

At the tinme of the acquisition, there were 68 sharehol ders,
i ncludi ng the ESOP, which owned 41, 945. 35 shares. The 65
shar ehol ders, other than the ESOP, Holliday, and Beaurli ne,
collectively owned 8,342 shares.® NMbst of these shares were
owned by custoners of State Supply.

Pri or Covenant Not to Conpete

I n Decenber 1984, State Supply purchased the shares hel d by
its previous president and founder of the conpany, JimlLews, for
$991, 000. They also entered into an agreenent and covenant not
to conpete, for which Lewis was paid $845,000--in addition to the
$991, 000 paid for his stock--over 5 years.

Goup One Capital and Its Principals

G oup One Capital, Inc. (Goup One), was an investnent
conpany specializing in the acquisition of businesses in
manuf acturing, distribution, servicing, and retailing, generally
with sales in the range of $10 to $100 million. G oup One was
controlled by Von Al nen and d son.

Von Al men graduated with an accounting degree fromthe

University of Kentucky, with honors, in 1965. He had experience

3 The breakdown of shares stipulated to by the parties
totals only 75, 459.
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in public accounting with Peat Marwick & Mtchell and ot her
accounting firms. Von Allnmen had substantial experience with
pur chasi ng, operating, and selling various types of businesses.
He had no personal contacts or experience in the beauty supply
i ndustry.

A son had an undergraduate degree fromthe University of
M chigan in econom cs and a master's degree in business from
Col unbia University. dson worked for the Bank of New York for 9
years, part of the tine as a vice president. She was the primary
person dealing with First National Bank of G ncinnati (the bank)
in obtaining the acquisition |oan (described infra).

Goup One's Ofer to Purchase State Supply

In early 1987, Von Allnen received a tel ephone call froma
broker in Springfield, Mssouri, advising himthat State Supply
was for sale. Von Allnmen and A son conducted an investigation
and analysis of the financial background of State Supply (the
investigation). Based on his experience, Von Allnen believed
that the value of State Supply, as a distributor, would be equal
to three to five tines "trailing earnings", which neans the
earnings in the prior year. Believing that State Supply was a
hi gh risk conmpany, Von Allnmen used a nultiple in the range of 3-%
to 4 times earnings in determning a price to offer for the
shares. Von Allnen | earned through the investigation that State
Supply had 1986 pretax earnings of approximately $1.5 mllion.

On June 2, 1987, G oup One offered in witing (the offer) to
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purchase all of the issued and outstandi ng stock of State Supply
for $6 mllion.

The offer proposed that the stock purchase be acconpli shed
by a cash nerger (the acquisition) with a new corporation to be
organi zed by Von Allnen and A son. There were no provisions for
covenants not to conpete (sonetines referred to as nonconpete
agreenents) in the offer. The offer provided that State Supply
woul d permit Goup One or its advisers full access to all of its
properties, books, and records as may be reasonably request ed.
The acqui sition took place on Cctober 29, 1987.

Hol | i day and Beaurline as Potential Conpetitors

During their investigation of State Supply, Von Allnen and
A son discovered that Holliday had been with State Supply for 26
years, since its inception and had devel oped extensive
rel ati onships with customers over those 26 years as the "right
arnm of the founder of State Supply, JimLews. Holliday had
sufficient noney to go into conpetition with State Supply after
the sale of her stock to G oup One.

During the investigation, Von Al nen discovered that
Beaurline had been in the beauty supply business for 36 years,
had been with State Supply for 8 years, knew the suppliers and
custoners very well, was well known in the beauty supply
i ndustry, and had served as naster of cerenonies for
manuf acturers' sal es neetings and beauty shows.

Prior to joining State Supply, Beaurline held positions with

di stributors and manufacturers in the beauty supply industry and
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had owned a distributorship called Reliable Beauty Supply and a
manuf acturer's representati ve busi ness call ed Robert Beaurline
and Associates. After joining State Supply, Beaurline was
involved in marketing, including inplenenting a nonthly marketing
publication and an aggressive trade show presence. He had strong
personal relationships with the custoners, vendors, and major
suppliers. Beaurline had sufficient noney to go into conpetition
with State Supply after the sale of his stock to G oup One.

Before the sale of State Supply, if a custonmer had a serious
probl em the custoner would call Beaurline or Holliday. Both
Beaurline and Hol liday had just bought new houses in the Tul sa
ar ea.

The Acquisition Loan

G oup One submtted a | oan proposal to the bank. The bank
made the acquisition | oan in Cctober 1987.

Steve Kieffner, the vice president in charge of new business
devel opment at the bank in 1987, was involved in underwiting the
acquisition loan. As a condition of the acquisition |oan, the
bank required that Beaurline and Hol |l i day execute nonconpete
agreenents with State Supply. On Septenber 29, 1987, the bank
prepared an internal credit nmenorandum which anal yzed the
proposed financi ng and eval uated the sol vency of State Supply
after the sale.

The Nonconpete and Enpl oynent Agr eenents

Von Al |l men personally invested $300, 000 in cash and O son

personal Iy invested $200,000 in cash in the acquisition of State
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Supply. Both Von Allnen and O son personally guaranteed $1
mllion of the acquisition |oan of approximately $4, 450, 000.
After making the offer, Von Allnmen and A son concl uded that they
had to have nonconpete agreenents from Hol liday and Beaurline in
order to lower the risk to their investnent. At the tinme of the
acquisition, Von Allnmen was "very concerned about what woul d
happen if those two people [Beaurline and Holliday] would ever
conpete with us, and I felt that | needed strong protection.”

Von All men obtained | egal advice on Ol ahoma | aw regardi ng
the enforceability of nonconpete agreenents. Von Al nen was
advi sed that under Ckl ahoma | aw a conpany coul d not prevent
conpetition under a nonconpete agreenent, but instead could
recover the noneys paid for the nonconpete agreenment. Von All nen
believed that the anbunts paid for the nonconpete agreenents
woul d have to be substantial because that was the only way he
coul d be confident that Beaurline and Holliday woul d not conpete.

Von Al l men believed Beaurline and Hol liday could conpete
wth State Supply by setting up another business under another
name. Von All men had previous experience with a conpany call ed
Gen-Co Supply Co., where the president and every sal esnen quit
and set up their own business in conpetition with their fornmer
conpany. Von Allnen believed that conpetition from Beaurline and
Hol | i day after the sale would have put State Supply into
bankruptcy. Von Allnen determ ned that "W had absol utely no way
to protect ourselves, except to try to put in front of them

[ Beaurline and Hol liday] a non-conpete that had enough noney in
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it that they thought that they had something to risk on the
money, and it wasn't worth the tinme."

On July 13, 1987, Von Allnen wote identical letters to
Beaurline and Hol liday proposing that 1-year enploynent
agreenents and 5-year nonconpete agreenents be executed by them
concurrently wth the purchase of the outstanding shares of State
Supply. The agreenents stated that the purchase price of the
stock was $6 mllion. Von Al nen proposed that Beaurline and
Hol I i day woul d each be paid $17,540 per nonth the first 24 nonths
and $23,040 per nonth for the last 36 nonths for a total of
$1, 250, 000 each for the nonconpete agreenents. The attorneys for
the parties to the acquisition, Philip Kaplan (seller's attorney)
and Terry Doverspi ke (buyer's attorney), negotiated the terns of
t he nonconpete agreenents in correspondence dated July 30, August
12 and 20, and Septenber 25, 1987. During the course of these
negoti ati ons, Kaplan was able to secure a stock pl edge agreenent
and reduce the period of the nonconpete agreenent from5 years to
3 years. On Qctober 29, 1987, State Supply and Beaurline and
Hol | i day executed identical docunents entitled "Non-Conpete
Agreenent."” Under the nonconpete agreenents, Beaurline and
Hol | i day agreed (anong other things) "not to directly or
indirectly enter into the business of distributing beauty
supplies, or any business or branch of business simlar to the
type of busi ness conducted by the Enpl oyer [State Supply] at the

date of this Agreenment, wthin the states of Cklahoma, Arkansas,
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M ssouri, Kansas, Illinois, Tennessee, M ssissippi, Wom ng,
Col orado, New Mexico or U ah" for the 3-year period commencing
Novenber 1, 1987. No one other than Beaurline and Holliday was
of fered a nonconpete agreenent.

Al so on Cctober 29, 1987, State Supply executed enpl oynent
agreenents with Beaurline and Holliday. Under the enpl oynent
agreenents, neither Beaurline nor Holliday had the authority or
responsibility without prior approval of the board of directors
to hire or fire enpl oyees, determ ne enpl oyee conpensation, or
make capital expenditures. The enploynment agreenents could be
term nated wthout cause by State Supply, and specifically
acknow edged t he exi stence of the nonconpete agreenents. The
enpl oynent agreenents provided that:

The Enpl oyee shall devote his entire tinme, attention

and energies to the Enployer's business and shall not

during the term[one year] of his enploynent be engaged

in any other business activity whether or not such

busi ness activity is pursued for gain, profit, or other

pecuni ary advantage. * * *

State Supply's Deductions for Anortization of Nonconpete
Agr eenent s

State Supply, onits U S. Inconme Tax Return for an S
Corporation (Fornms 1120S), clained anortization deductions for

t he nonconpete agreenents as foll ows:

Taxabl e Year Deducti on C ai ned
1987 $166, 667
1988 958, 333
1989 673, 560

1990 548, 560
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The Comm ssioner, in his FSAA Notice for the taxable year
1989, disallowed in full the deductions clained for anortization
of the nonconpete agreenents.

During the taxable year 1990, all individual petitioners
herei n owned shares of the outstanding comon stock of State
Suppl y.

The Comm ssioner nailed his notices of deficiency to the
i ndi vi dual petitioners for the taxable year 1990, which
disallowed in full the anortization deductions clainmed for the
nonconpet e agreenents.

Subseguent Events

Prior to the acquisition, Beaurline and Holliday were the
presi dent and chairman of the board, respectively, of State
Supply. They continued in their respective offices for 1 year
after the acquisition of shares.

Approxi mately 2 nonths after the closing, Beaurline
approached Von Allnmen to request a change in the nonconpete
agreenent so that Beaurline could work for a close friend who
owned one of State Supply's mmjor suppliers, Lamaur. On
Decenber 14, 1987, by letter from Terry Doverspi ke, the
nonconpete agreenent with Beaurline was anended in order to allow
himto work for Lamaur.

On February 26, 1991, Holliday died of a heart attack.
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OPI NI ON
The sole issue in this case is how nuch, if any, petitioners
may deduct for the covenants not to conpete. Petitioners bear
t he burden of proof. Rule 142(a).
A taxpayer generally may anortize intangi ble assets over

their useful lives. Sec. 167(a); CGtizens & S. Corp. v.

Comm ssioner, 91 T.C. 463, 479 (1988), affd. 919 F.2d 1492 (11th

Cr. 1990). To be anortizable, an intangible asset nust have an
ascertainable value and a limted useful life, the duration of
whi ch can be ascertained with reasonabl e accuracy. Newark

Morni ng Ledger Co. v. United States, 507 U S. 546, 556 n.9

(1993). A covenant not to conpete is an intangi ble asset that
has a limted useful life and, therefore, may be anortized over

its useful life. Warsaw Phot ographi ¢ Associ ates v. Conmi sSi oner

84 T.C. 21, 48 (1985); ODell & Co. v. Conmm ssioner, 61 T.C. 461
467 (1974). W nust decide if any of the anount paid for the
covenants not to conpete was a disguised paynent for State
Suppl y' s st ock.

The anpbunt a taxpayer pays or allocates to a covenant not to
conpete is not always controlling for tax purposes. Lenery v.

Comm ssioner, 52 T.C. 367, 375 (1969), affd. per curiam451 F. 2d

173 (9th Gr. 1971). W strictly scrutinize an allocation if the
parties do not have adverse tax interests because adverse tax
interests deter allocations which |ack economc reality. W]IKkof

v. Comm ssioner, 636 F.2d 1139 (6th Cr. 1981), affg. per curiam
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T.C. Meno. 1978-496; Haber v. Conmm ssioner, 52 T.C. 255, 266

(1969), affd. per curiam422 F.2d 198 (5th Cr. 1970); Roschun

v. Comm ssioner, 29 T.C 1193, 1202 (1958), affd. 271 F.2d 267

(5th CGr. 1959). A covenant not to conpete nust have
"economc reality"; i.e., sonme independent basis in fact or sone
arguable relationship wth business reality so that reasonable

persons mght bargain for such an agreenent. Patterson v.

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

1985-53; Schulz v. Conm ssioner, 294 F.2d 52, 55 (9th Cr. 1961),

affg. 34 T.C. 235 (1960); O Dell & Co. v. Conm ssioner, supra at

467-468. W shall first decide, therefore, if the nonconpete
agreenents had "economc reality".

Econom c Reality

Courts apply nunmerous factors in evaluating a covenant not
to conpete. These include: (a) The grantor's (i.e.,
covenantor's) having the business expertise to conpete; (b) the
grantor's intent to conpete; (c) the grantor's economc
resources; (d) the potential danage to the buyer posed by the
grantor's conpetition; (e) the grantor's contacts and
relationships with custoners, suppliers, and ot her busi ness
contacts; (f) the duration and geographi c scope of the covenant;
(g) enforceability of the covenant not to conpete under State
law, (h) the age and health of the grantor; (i) whether paynents
for the covenant not to conpete are pro rata to the grantor's
stock ownership in the conpany being sold; (j) whether the

paynments under the covenant not to conpete cease upon breach of
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t he covenant or upon the death of the grantor; and (k) the
exi stence of active negotiations over the terns and val ue of the

covenant not to conpete. Mdlasky v. Comm ssioner, 897 F.2d 334,

337 (8th Cr. 1990) affg. in part and revg. in part T.C Meno.

1988-173; \Warsaw Phot ogr aphi ¢ Associates, Inc. v. Commni Ssi oner

84 T.C. 21 (1985); Furman v. United States, 602 F. Supp. 444

(D.S.C. 1984) affd. without published opinion 767 F.2d 911 (4th

Cir. 1985); see Beaver Bolt, Inc. v. Conm ssioner, T.C Meno.

1995-549 and cases cited therein. a. Gantor's Business

Experti se

Respondent concedes that Hol | i day and Beaurline had
consi derabl e experience in the beauty supply business. The
record is replete with evidence that Holliday and Beaurline had
t he busi ness experience necessary to conpete effectively.

b. Gantor's Intent to Conpete

Beaurline and Hol liday di scussed whet her they shoul d agree
to covenants not to conpete. They decided that nonconpete
agreenents woul d be acceptable only if the "price was right" for
renmovi ng thensel ves fromthe beauty supply business for 5 years.
Beaurline credibly testified that he probably woul d have gone
back into the beauty supply business after the sale of State
Suppl y.

c. Gantor's Econonic Resources to Conpete

Hol I i day received approxi mately $1, 850,000 and Beaurli ne

approxi mately $1, 240,000 fromtheir sale of stock in State
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Supply. Based upon our review of State Supply's business, its
tax returns, and financial statenents, we find that the above
anounts woul d have been sufficient to enable either Holliday or
Beaurline to conpete against State Supply.

d. Potenti al Damage to the Buyer Posed by the Grantor's
Conpetition

Due to the nature of State Supply's business (buying

finished products froma snmall nunber of suppliers and reselling
themto an established group of 77 custonmers w thout adding
val ue), strong relationships with the four major suppliers and
the custonmers were crucial to the conpany's success. Holliday
and Beaurline had such rel ationshi ps, and the buyers did not.
Von All men reasonably believed that Holliday and Beaurline could
have put State Supply into bankruptcy had they conpeted. W find
that both Holliday and Beaurline possessed the ability to take a
significant portion of State Supply's business.

e. Gantor's Contacts and Rel ati onshi ps with Custoners,
Suppliers, and O her Busi ness Contacts

It would be difficult to inmagine grantors with stronger
contacts and rel ationships with suppliers and custoners. |ndeed,
respondent concedes that grantors had good rapport with the
suppliers and subdi stri butors.

f. Dur ati on and Geogr aphi ¢ Scope

Hol | i day's and Beaurline's covenant applied to conpetition

in the 11 States where State Supply conducted business for a
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period of 3 years. W find that these limts were reasonably
drawn to keep them from conpeting with State Supply.

g. Enforceability Under State Law

The buyers were told by their attorney that the covenants
woul d be virtually nonenforceable in equity and that their only
recourse would be to obtain a refund of the noneys paid for the
covenants. Respondent admits on brief that State |aw provided
such a remnedy.

h. Age and Health of Grantors

Respondent concedes that Holliday and Beaurline had no
apparent health problens. Their age is not in the record.

i. Wether Payments Were Pro Rata to the Grantors' Stock
Oaner shi p

Al t hough Hol | i day owned approxi mately 50 percent nore stock
t han Beaurline, she received the sane anmount under the nonconpete
agreenents as Beaurline. These non-pro rata paynents indicate
t hat sonet hing other than stock was purchased.

] . \Wiether Paynents Cease Upon Breach or Upon the Death of
a G antor

The nonconpete agreenents called for paynents to be nmade
into escrow in the event of the grantors' breach. However, the
paynments were to be continued upon the death of a grantor. This
factor supports respondent.

k. Active Negotiations Over Terns and Val ue

There were active negotiations over the terns of the

covenants; the termwas |lowered from5 to 3 years. The val ue of
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t he covenant does not appear to have been the subject of
negoti ati on.
Based upon the above analysis, we hold that the nonconpete
agreenents had economc reality; the evidence on this point on
petitioners' behalf is overwhel m ng.

Val ue of the Nonconmpete Agreenents

The parties each called expert witnesses to give their
opi ni ons about the value of the covenants. As the trier of fact,
we nust wei gh the evidence presented by the experts in |ight of
their denonstrated qualifications in addition to all other

credi bl e evi dence. Estate of Christ v. Commi ssioner, 480 F.2d

171, 174 (9th Cir. 1973), affg. 54 T.C. 493 (1970). However, we
are not bound by the opinion of any expert w tness when that

opinion is contrary to our judgnment. Estate of Kreis v.

Comm ssi oner, 227 F.2d 753, 755 (6th G r. 1955), affg. T.C. Meno.

1954-139; Chiu v. Commi ssioner, 84 T.C. 722, 734 (1985). W my

accept or reject expert testinmony as we find appropriate in our

best judgnment. Helvering v. National Gocery Co., 304 U S. 282,

294-295 (1938); Seagate Tech., Inc. & Consol. Subs. v.

Comm ssioner, 102 T.C 149, 186 (1994).

a. Respondent's Expert

Respondent's expert, Paul H Meade, is a valuation engi neer
for the Internal Revenue Service (IRS) and a registered

prof essi onal engineer licensed in the State of Cklahoma. He has
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a bachel or of science degree in industrial engineering from
Okl ahoma State University.

M. Meade concl udes that the covenants had, at best, a
nom nal value. M. Meade first valued State Supply by using a
di scounted future earnings nethod which cal cul ates the present
val ue of a base level of earnings. The starting point for M.
Meade's calculation is the base | evel of earnings of $850, 000,
which he took fromthe initial credit nmenmorandum prepared by the
bank. The base nunber is not an historical earnings nunber but
sinply the "base level of return * * * which was required by
financial institution [sic]"” in order to nake the acquisition
| oan to the buyers. M. Meade does not tell us why this nunber
has any significance or why it should formthe basis of his
cal culations. M. Meade concludes that State Supply's di scounted
future earnings streamis worth $7,208,000. He then adds to that
nunber the amount of State Supply's cash or cash equivalents in
excess of the anount deened needed for this type of business
($1.4 million) and arrives at a rounded value of $8.6 mllion as
the fair market value of State Supply. M. Meade's entire
anal ysis of the covenants' value is as foll ows:

Consi deration of the allocation to the covenants in

regard to the fair market value of the stock [val ue of

State Supply] when the net price paid for both stock

and covenant[s] is $6.8 mllion [M. Meade's

cal cul ation of the cash required to purchase the stock

and the discounted cost of the covenants] |eaves, at
best, a nom nal value for allocation to the covenants.



b. Petitioners' Expert

Petitioners' expert, Mark L. Mtchell, is a principal in
Busi ness Val uation Services, Inc. He holds a master of business
adm ni stration degree in finance and bachel or of science degrees
in mat hemati cal sciences and econom cs and systens anal ysis, al
from Sout hern Methodi st University. He is a nmenber of the
Associ ation for |Investnment Managenent and Research, a nenber of
the Dallas Association of Investnent Analysts, and a senior
menber of the American Society of Appraisers.

M. Mtchell utilized a discounted cash-fl ow nodel to
determ ne the value of State Supply assum ng the presence of the
nonconpete agreenents. He concludes that State Supply is worth
$8,516,931. Both parties' experts agree on the value of State
Supply with the covenants in place.*

To val ue the nonconpete agreenents, M. Mtchell calcul ated
the value of State Supply w thout them and subtracted that val ue
fromthe previously determ ned value of State Supply with the
nonconpete agreenents. In order to calculate the value of State
Supply w thout the nonconpete agreenents, M. Mtchell nade
assunptions concerning the inpact that conpetition from Holliday

and Beaurline would have and the probability of that conpetition

4 By using the bank's base |evel of return nunber of
$850, 000 (a nunber the bank cal cul ated assuning the exi stence of
t he nonconpete agreenents), respondent's expert has, perhaps
i nadvertently, valued State Supply with the nonconpete agreenents
in place.
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taking place in each of the first 3 years after the sale. The
end result was that M. Mtchell valued the nonconpete
agreenents, in the aggregate, at $2,464, 752, which he rounded up
to $2.5 mllion.

Ef fect of Empl oyment Agreenents on Val uati on

Respondent's mmi n argunment® agai nst the petitioners' expert
val uation of the nonconpete agreenents is that the enpl oynent
agreenents entered into by Holliday and Beaurline effectively
prevented any possibility of conpetition for the year they were
in effect. Once the possibility of conpetition is elimnated for
the first year after the sale, respondent argues that even
petitioners' expert cal culations would only support a val ue of
$400, 000 for the nonconpete agreenents (the highest risk of
conpetition comng in the first year after the sale). Respondent
is m staken.

We dealt with this argunent in Peterson Mach. Tool, Inc. v.

Comm ssioner, 79 T.C. 72, 85 (1982) affd. 54 AFTR 2d 84-5407, 84-

2 USTC par. 9885 (10th Gir. 1984):

The fact that Moses [grantor of the covenant] signed an
enpl oynent contract with Peterson, Inc., for the
duration of his covenant not to conpete is entitled to
wei ght, but is not determ native. Maseeh v.

Comm ssioner, 52 T.C 18, 23 (1969). There was al ways

> Incredibly, respondent argues that petitioners' expert
report should be ignored since it "was prepared for tax purposes
and for this specific litigation." W should hope so. See Rule
143(f). Respondent's expert report was prepared under |ike
ci rcunst ances.



- 23 -
the possibility that Moses or Peterson, Inc., could
breach the enpl oynent contract or that Mses could be
termnated for cause. |In either case he could, absent
a covenant not to conpete, have engaged in conpetition.
Furthernore, the fact that the enpl oynent contract
contained its own restrictive covenant is of no nonent
since Moses testified that the enpl oynent contract and
covenant not to conpete were both part and parcel of
t he stock-sal e transaction.
W find that the nonconpete agreenents and the enpl oynent
agreenents, which were entered into at the sane tinme and refer to
each other, are "part and parcel of the stock-sale transaction."”
We shall give the existence of the enpl oynent contracts sone
wei ght in our considerations but, contrary to respondent's
argunents, they are not determ native in considering the
possibility of conpetition in the first year.

Concl usi ons as to Val ue

We found respondent's expert report to be of no assistance.
We agree with the criticisns contained in petitioners' expert
rebuttal reports® that, anong other deficiencies, M. Made's
expert report (a) treated the cash equivalents in State Supply
i nconsistently, including themfor valuation purposes but
excl udi ng them when cal cul ating the net price paid by the buyers;
and (b) contains no analysis of the factors to be considered in
val uati on of nonconpete covenants, as detailed in respondent's

Rev. Rul. 77-403, 1977-2 C.B. 302. Moreover, M. Meade's

6 M. Mtchell prepared a rebuttal report as did Wendy E.
Sharon, a nmanager in the Valuation Services G oup at Coopers &
Lybrand L.L.P.
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"met hod" of val uing the nonconpete agreenents, conparing the "net
price paid" for the stock and the nonconpete agreenents to the
value of State Supply, is highly suspect. M. Meade offers no
expl anation or rationale for his nethodol ogy, nor can we provide
any.

M. Meade's report, as well as respondent's argunents, that
t he nonconpete agreenents had nom nal value, are antithetic to
common sense. The factors detail ed above, when we anal yzed
whet her the nonconpete agreenents had economc reality,
overwhel m ngly establish a strong need, and a correspondi ng hi gh
relative value, for the nonconpete agreenents.

We found petitioners' expert report to be helpful, as it

used a net hodol ogy for val uing the nonconpete agreenents that was

clear and logical. See International Miltifoods Corp. V.

Comm ssioner, 108 T.C. __ (1997). More inportantly, we believe

the record shows that conpetition from Beaurline and Hol | i day
coul d have destroyed State Supply. Based on the record as a
whol e, considering all of the facts and circunstances, we hold
that petitioners have net their burden of show ng that the
nonconpete agreenents were worth at least $2.5 mllion.

To reflect the foregoing,

Decisions will be entered

for petitioners in docket Nos.
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5219-95, 16787-95, 16945-95,

and 16946-95.

Deci sion will be entered

under Rule 155 in docket No.

5220-95.



