T.C. Meno. 1997-461

UNI TED STATES TAX COURT

ESTATE OF PAUL M TCHELL, DECEASED, PATRI CK T. FUJIEKI, EXECUTOR,
Petitioner v. COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 21805-93. Filed Cctober 9, 1997.

David WK. Wng, B. John WIllians, Jr., MriamLlLoui se Fi sher

Karen L. Hrsh, and Melvin E. Lefkowtz, for petitioner.

Henry E. O Neill, Alan Summers, and Paul G Robeck, for

respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

JACOBS, Judge: Respondent determined a $45, 117,089 Federa
estate tax deficiency, an $8, 396, 020 penal ty under section 6662(g),

and a $147,623 penalty under section 6662(h). After concessions,



the issues remaining for decision are: (1) The nonent-of-death
val ue of 1,226 shares of John Paul Mtchell Systenms commobn stock
and (2) whether petitioner is liable for the section 6662(g9)
penal ty.?

Al'l section references are to the Internal Revenue Code as
anmended and in effect at decedent's date of death, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are found
accordingly. The stipulations of facts, stipulations of settled
i ssues, and attached exhibits are incorporated herein by this
ref erence.

A. Backgr ound

Paul Mtchell (M. Mtchell or decedent) was a resident of
Hawai i when he died on April 21, 1989. Patrick T. Fujieki is the
executor of the Estate of Paul Mtchell. M. Fujieki resided in
Honol ul u, Hawaii, at the tinme the petition in this case was fil ed.

Among 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

1 On June 11, 1996, petitioner filed a Motion to Shift
the Burden of Persuasion. By Order dated July 8, 1996, we denied
petitioner's notion. On brief, petitioner again raised this
issue. We reaffirmour conclusions as stated in our July 8,

1996, Order. But even assum ng arguendo we woul d have granted
petitioner's notion, our valuation of the stock at issue would
not be altered.
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established by M. Mtchell. It is the value of these shares at
the nonment of M. Mtchell's death that we nust determ ne.?

B. Paul M tchell

Paul Mtchell was born Cyril Thonmson Mtchell in Scotland on
January 27, 1936. Hi s nother was a hairdresser. At the age of 16,
he enroll ed in beauty school, and after a 5-year apprenticeship, he
becane a "qualified hairdresser”. Thereafter, M. Mtchell worked
in four salons and won several conpetitive hair contests in
Engl and.

In the early 1960's, M. Mtchell pursued fashion hair styling
working with Vidal Sassoon and becane one of London's best known
hair stylists. Wen M. Sassoon opened his first U S. salon, he
chose M. Mtchell to train the staff. Wile enployed wth Vidal
Sassoon, M. Mtchell brought to the United States the "bl ow dry"
| ook.

In 1966, M. Mtchell left M. Sassoon and becane director of
Bendel 's Beauty Floor at Henri Bendel's in New York Cty. Wile he
was at Bendel's, his work was featured on the covers and pages of
maj or fashion magazines. He becane known as the "haircutter's
haircutter”.

In 1967, M. Mtchell and other investors opened Crinpers

Sal on, a successful high-fashion cutting salon, in New York City.

2 We believe the nonent-of-death valuation is appropriate
in this case due to the inportance of M. Mtchell to, and the
i npact of his death on, John Paul Mtchell Systens.



QG her Crinpers Salons subsequently opened in Boston, Chicago,
Dal | as, and Phil adel phia. 1n 1971, M. Mtchell sold his share in
Crinpers and spent a year away fromthe hair styling industry.

In 1972, M. Mtchell returned to the hair styling industry,
openi ng the Superhair Salon in New York City, a high-fashion sal on
and cutting school. Several years later, he noved to Hawaii. Hi s
reputation as a master stylist continued, and he was invited to
perform as a guest platform artist at professional beauty shows
t hroughout the United States.

Wil e denonstrating his techniques at professional beauty
shows, M. Mtchell devel oped the "scul pted | ook"™ of hair styling.
This new l|look started with an excellent cut. A product was
introduced by M. Mtchell that gave the cut greater versatility,
permtting the setting of hair without rollers or a curling iron.
M. Mtchell's product, called "liquid styling tool"”, was a gel -
like liquid that set hair in the shape into which it was conbed.
M. Mtchell's product |line was nmarketed in orange and white
bottles and sold only at the hair shows where M. Mtchell
denonstrated his hair styling techniques. M. Mtchell's initial
efforts to market his product |ine proved unsuccessful.

C. The Hair Care Industry

The hair care products industry is segnented by distribution
channels. "Mass market" products are sold directly to consuners

t hrough maj or retail outlets, such as supermarkets, drugstores, and



di scount stores. Products sold through this distribution channel
are heavily dependent upon extensive and expensive nass-nedi a
advertising to generate an awareness of the product and consuner
demands. "Over-the-counter” products are sold through beauty
supply stores, which sell products that are not "salon-only"
products (and are generally not available in the mass narket).
"Sal on-only" (or "professional-only") products (such as the Pau

Mtchell line described hereinafter) are available to the public
only through professional hair salons. Throughout the 1980's, the
greatest growth in sales of hair care products was in the sal on-
only market.

Sal on-only products do not require a high | evel of advertising
expendi tures, but they are heavily dependent upon the
recommendati on of a brand, product, or system by the hair stylist
to the consuner in the salon. Because of the hair stylist's
ability to influence the consuner, conpanies that sell their
products through sal ons enphasi ze marketing to hair stylists and
sal on owners. Furthernore, these conpanies place inportance on
educating hair stylists and sal on owners about their products in
order to ensure correct recomendati ons to consunmers, which in turn
i ncrease the possibility of repeat sales.

The professional hair care industry is trendy and fashion
oriented and sells the public on changes in |ooks. Hair stylists
|l earn the | atest trends and fashi ons through trade nmagazi nes (such

as Modern Sal on, Salon Today, American Salon, and Sal on News).
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Gowmh in sales for a professional hair care conpany depends upon
maintaining a forward edge in fashion and trends.?3

There are three categories of liquid hair products: "Hair
care" (shanpoos, conditioners, and rinses); "styling products”
(hair sprays, fixatives, nousses, sculpture lotions, etc.); and
"chem cal reactive products” (hair color, perns, and bl eaches).

Prof essional -only hair care products are narketed on an
inplied promse to the hair stylists that such products will not be
mass nmar ket ed or sol d t hrough drugstores, supermarkets, or di scount
stores. Prof essional hair stylists wll not sell or use nass-
mar ket ed products in their salons. Mass marketing a product cl oses
the sal on or professional market to that product.?

Education is an inportant aspect of marketing hair care
products to hair stylists. This education includes hair shows,
product know edge cl asses, and styling classes (featuring new ways
to cut hair and new products to achieve the |atest | ooks). During

hair shows, platformartists denonstrate newstyl es and t echni ques,

8 For instance, Redken was a professional hair care
conpany that dom nated the sal on-only market through the 1970's.
In the early 1980's, M. Mtchell began to convince hair stylists
that the newtrend in styling was the "scul pted | ook”. Redken's
sales growh flattened when it did not keep abreast of this
trend.

4 During the 1960's and 1970's, conpanies such as Wlla
Bal sam Aqua Net, Vidal Sassoon, and Jhirmack broke the inplied
prom se and changed their distribution fromsalon-only to the
mass market. The products of each of these conpanies were cl osed
out of the professional market shortly after being mass market ed.



using the pronoted products. Hair shows occur at the
international, national, regional, and |ocal |evels.

Hair care industry market revenues grew to $4.2 billion in
1988. During that year, shanpoo sales rose by 4 percent,
conditioner sales rose by 9 percent, and styling products sales
rose by 30.7 percent. Hair sprays and hair styling products were
growi ng at double-digit rates.

D. The Creation of John Paul Mtchell Systens

John Paul "Jones" DeJoria grew up in Los Angeles. Follow ng
hi s graduation fromhi gh school, he enlisted in the Navy. Upon his
di scharge therefrom he had a variety of sales jobs, selling
products such as encyclopedias, photocopiers, insurance, and
magazines. In the early 1970's, M. DeJoria began working in the
beauty products industry for Redken. He held several positions
including field sales representative, district manager (Texas), and
national chain and sal on manager. \Wile enployed at Redken, M.
DeJoria gained extensive experience in the sale, marketing,
pronotion, and distribution of beauty products. He possessed
exceptional organizational, managerial, and marketing skills.

Messrs. Mtchell and DeJdoria first met in the early 1970's.
They eventual | y devel oped a cl ose friendship. 1n 1979, they joined
forces to market M. Mtchell's hair care products (particularly
the scul pting lotion) through professional-only hair salons. M.

DeJori a believed he coul d successfully market the line. Initially,
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Messrs. Mtchell and DeJoria were unable to find anyone wlling to
provi de financi al assistance; thus, they pooled their resources of
$700 to purchase an answering nachine, bottles, and caps and hire
an artist to design a logo for their |abels. M. Dedoria persuaded
a cosnetics |aboratory to manufacture the first batch of products
on credit. Instead of the orange and white bottles M. Mtchel
had previously used, these products were packaged in white bottles
with Paul Mtchell's name displayed in black lettering down the
si de.

At all relevant tines, Paul Mtchell products were sold to the
public only through professional hair sal ons.

1. Structure and Omership

On March 31, 1980, Messrs. Mtchell and DeJdoria forned Paul
Mtchell Systenms, Inc. On May 9, 1985, the corporation changed its
name to John Paul Mtchell Systens (JPMS). Messrs. Mtchell and
DeJoria granted JPMS al | proprietary and distribution rights to the
hair and skin products that M. Mtchell developed (or had
devel oped under his direction), including the products' trademark,
service mark, or other intellectual property rights.

JPMS' articles of incorporation authorized the issuance of
10, 000 shares of common stock. Between March 31, 1980, and Apri
21, 1989 (the date of M. Mtchell's death), JPMS had 2,500 shares
i ssued and outstanding. Article VII of JPMS byl aws provided that

any transfer of JPMS stock was subject to a right of first refusal,



exercisable first by the corporation, then by each nontransferring
shar ehol der

Initially, M. Dedoria owned 1, 250 shares of JPM5 common stock
and Paul Mtchell Associates, Ltd. (PMA), owned 1, 250 shares. M.
Mtchell owned all of PMA.  On February 20, 1982, PMA assigned its
JPMS shares to M. Mtchell. On Novenber 20, 1984, M. Mtchel
assigned his JPMS shares to the Trust. On August 1, 1987, M.
Mtchell, acting as trustee of the Trust, assigned 16 shares of
JPM5 conmmon stock to Jeanne Braa, his long-tine stage partner in
hair shows, and 8 shares of JPMS common stock to Angus M tchell
his son. M. DeJdoria and JPM5 executed witten waivers of the
right of first refusal with respect to all of these transfers.

As of April 21, 1989, the common stock of JPM5 was owned as

foll ows:
Nunber of Shares Per cent
M. DeJdoria 1, 250 50. 00
The Trust 1, 226 49. 04
Ms. Braa 16 0. 64
Angus M tchel | 8 0.32
Tot al 2,500 100. 00

JPMS' byl aws provided for a board of directors (the Board)
consisting of four directors. However, from 1984 until April 15,
1989, M. Mtchell, M. Dedoria, and Peter Langenberg were the only
Board nmenbers. On April 15, 1989, M. Langenberg resigned and Ms.

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

As of April 21, 1989, the stock in JPM5S had not been
regi stered under any securities |l aw, noreover, neither M. DeJoria
nor M. Mtchell had ever contenplated such a registration or a
public offering of JPMS common stock

2. Pr oduct s

JPMS debuted its products at the Wst Coast Beauty Supply
Spring Style show in 1980, with M. Mtchell denonstrating the
product line. JPMS sold the entire first batch of its products at
t he show, generating revenue of approximtely $10, 000.

That sane year, JPMS began selling Paul Mtchell products
through distributors. At the tine, the product |line consisted of
"Shanpoo One", "Shanpoo Two", "The Conditioner”, and "Hair
Scul pting Lotion". The new hair scul pting |otion and scul pted | ook
were well received in the market. Messrs. Mtchell and DeJdoria
began pronoting JPMS products as a "systeni of products to be used
in conjunction with each other to achieve "the | ook"

At the tinme of M. Mtchell's death, JPVMS sold the foll ow ng
products, which were formul ated by i ndependent chem sts:

Shanpoo products Shanpoo One; Shanpoo Two; Awapuhi Shanpoo;
Tea Tree Speci al Shanpoo

Hai r conditioni ng
product s The Conditioner; Super-Charged Conditioner;
Hai r Repair Treatnent



Hair setting and
styling products Hair Scul pting Lotion; The Spray; Fast Drying
Scul pting Spray; Freeze and Shi ne Super
Spray; Super Clean Gel; Scul pting Foam
Super C ean Spray
Per manent wave
product s The Sol ution; Special Perm Neutralizer; Awapuhi
Condi ti oni ng (Box) Perm

3. Mar keti ng and Di stribution

JPVS marketing effort primarily targeted, and the
di stribution network was primarily oriented toward, hair stylists
and sal on owners who sold hair care products to their custoners,
rather than direct marketing to the consuners thensel ves. M.
Mtchell's popularity and reputation with hair stylists were used
to introduce JPMS products, and the hair shows were used to
increase the visibility of JPM5 and its products.

JPMS' marketing strategy included the use of distributors to
pronote its products. As of April 21, 1989, JPM5s had 38
distributors in the United States and 13 distributors in 12 other
countries. Nearly all of the distributors had an exclusive
geographic territory. The distribution netwdrk was generally
conposed of friends of Messrs. Mtchell and DeJdoria who believed
that M. Mtchell's reputation as an avant-garde hair stylist, and
M. Dedoria's business background, would sell the JPMS products.
As of April 21, 1989, JPMS had no witten agreenents with its U S
di stri butors.

M. DeJdoria's organizational and marketing skills, conbined

with M. Mtchell's artistic creativity and expertise, allowed JPMS
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to create a successful and effective product |[ine. The JPMS
products were marketed only to sal ons and enphasi zed educati on as
a selling technique.

E. M. Mtchell's Role in JPNMS

In 1980, M. Mtchell promsed hair stylists that his
products, marketed through JPMS (then Paul Mtchell Systens, Inc.),
woul d be sold only through professional salons. M. Mtchell's
prom se carried credibility due to his stature in the professional
beauty industry. The prom se to remain "professional-only" was
inportant to the successful marketing of the Paul Mtchel
product s.

M. Mtchell was the heart of JPMS connection to hair
stylists, who were the foundation for JPMS marketing strategy of
pronoting and selling products that M. Mtchell devel oped. M.
Mtchell was JPMS' creative trendsetter, and his hair scul pting
techni que revol utioni zed hair styling.

In order to further pronote its products, JPVMS devel oped the
"Associates Progrant to train hair stylists in the Paul Mtchel
system This program becanme an integral part of JPVMS nmarketing
effort. JPMS associ ates underwent special training in both hair
styling and JPMS products. Once trained, the associates went to
salons to teach the proper techniques to pronote the products.

By April 21, 1989, JPM5S had 700 associates. The associ ates

were paid by the distributors, and they were involved with JPVS
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because t hey sought professional advancenent and fi nanci al rewards.
The associ ates program played a |arge part in JPMS success.

M. Mtchell was a popular "draw' at industry hair shows,
performng on a regular basis from 1980 until July 1988. During
t he show season, M. Mtchell, along wth his stage partner, Jeanne
Braa, would travel to as many as four cities a week for
approximately 3 nonths at a tine. This included shows for each
distributor as well as denonstrations through in-salon classes.
M. Mtchell traveled with distributors' sal esnen who assisted in
the introduction and sale of JPMS products.

M. Mtchell was the focal point of JPMS advertising
canpai gn. In 1986, JPM5S cane up with the "Creative" concept
canpai gn, putting M. Mtchell literally behind the product, using
phot ographs of him taken by 1Irving Penn, a noted fashion
phot ogr apher. This canpaign, which ran through 1987, was
bi furcated into a consumer version for Vogue, Mdenvoiselle, and
d anour magazines with the caption "Can you say ' Paul Mtchell does
nmy hair?'", as well as a trade version for Mddern Salon and
Aneri can Sal on magazi nes wth the caption "Paul Mtchell works for
me". A simlar 1988 advertising canpaign also featured M.
Mtchell.

F. M. Mtchell's Illness and Death

M. Mtchell's health had been good until approxi mately My

1988, when he returned froma series of hair shows in Japan and
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began t o experience | oss of appetite, weight |oss, and the onset of
jaundice. On July 18, 1988, he was admtted to Cedars Sinai
Hospital in Los Angeles and was diagnosed as having pancreatic
cancer. Four days later his pancreas, spleen, gall bladder, and a
portion of his stomach were surgically renoved. He remained in the
hospital until Septenber 30, 1988, undergoi ng additional surgeries
and nedi cal procedures, including radiation therapy. Upon rel ease,
he returned to his honme in Hawaii, where he had full-time private
duty nursing. Throughout this period, M. Mtchell continued his
roles as the JPMS creative force, conpany spokesman, and executi ve.

Followi ng his hospitalization, M. Mtchell was required to
take insulin to control diabetes. In Cctober and Novenber 1988, he
consulted with and received treatnent fromdoctors in Hawaii, Los
Angel es, and New York. Al though he continued experienci ng bouts of
nausea, his nmedical condition inproved, and he gai ned weight. M.
Mtchell began receiving acupuncture treatnents, keeping his
medi cation intake at a mnimum Al t hough foll owup tests reveal ed
no evidence of netastasis, a Novenber 1988 blood test raised a
possibility of a recurrence of cancer but was inconcl usive.

M. Mtchell's nedical condition prevented hi mfromworking or
performng at hair shows until approxi mately January 1989, when he
performed at a hair styling showin New York City and partici pated
in the JPMS distributors neeting in Vail, Colorado. During this

time, he also continued his role in product devel opnent, neeting
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with an independent chem st regarding his ideas for future
products. In February 1989, tests reveal ed a recurrence of cancer.
Physi ci ans in Hawaii encouraged M. Mtchell to begi n chenot herapy,
but he refused.

M. DeJdoria avoi ded disclosing the severity of M. Mtchell's
illness to quell any fears about the uncertainty of JPMS future
without M. Mtchell. Upon M. DeJdoria's instruction, M.
Mtchell's illness was portrayed as bacterial food poisoning.
Runors circulated that M. Mtchell was suffering from AIDS or
cancer .

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 JPVMS began shifting enphasis away fromM . Mtchel
as an individual and towards the products thenselves. |In fact, one
canpai gn attenpted to focus on M. Dedoria, featuring himand his
daughter in an advertising canpaign for "Baby Don't Cry" shanpoo.

After performng at the Wst Coast Beauty show in San
Francisco in March 1989, M. Mtchell returned to Honol ulu, where
he visited physicians. Later that nonth he traveled to Mexico to
begin receiving laetrile treatnments. He renmained in Mexico until
his return to Cedars Sinai Hospital, where he died on April 21
1989, at the age of 53. The cause of death was listed as |iver

failure due to liver and pancreatic cancer. As of the tinme of his
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death, the public at large was generally unaware of who Paul
Mtchell was or that he had died.

Followng M. Mtchell's death, the hair care industry w dely
perceived that JPM5S had lost its creative and artistic |eader.
Runors about JPMS becoming a nass narketer resurfaced, and there
was uncertainty whether JPMS woul d becone just another conpany.
Distributors (both exclusively JPMS and multiline) feared that the
| oss of Paul Mtchell's creative force would at | east sl ow product
sales. However, they did not consider dropping the JPM5S product
line, primarily because of its profitability.

G JPMS (perations and Management

As of April 21, 1989, JPMs had sone 50 enployees,
approxi mately 21 of whom worked in a 90, 000-squar e-foot warehouse
space, wth an additional 10,000 square feet of office space, in
Santa Clarita, California, owned by M. DeJdoria and the Trust as
tenants in common and | eased by JPMS. As of April 21, 1989, the
war ehouse space was not in conpliance with the local fire code and
had no environnmental controls for drai nage of waste or runoff water
in the event of fire or disposal of poor-quality product. (Somne
materials used to nake hair care products are categorized as
hazar dous waste.)

JPMS had no useful inventory controls. By April 21, 1989, the
war ehouse was in disarray, and there was a several -nonths' supply

of products stacked up in JPM5' parking lot. |In fact, JPMS tracked
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its sales by manually recording themon a bl ackboard. None of the
JPMS staff knew how to use conputers.

As of April 21, 1989, JPMS products were formulated by
i ndependent cheni sts and manuf act ured at i ndependent | aboratories.?®
JPMS did not have the formulas for many of its products. Relying
on unrel ated contract manufacturers to supply the products prior to
M. Mtchell's death, JPM5S generally had no confidentiality
agreenents wth the contract manufacturers covering the proprietary
nature of the formulas.

Prior to M. Mtchell's death, JPM5S was manhaged as a
partnershi p wherein each partner had a unique role. M. Mtchell's
strength was his artistry, creativity, and relationship with hair
stylists, and JPMS relied on his foresight and artistry to devel op
products. M. Dedoria's strength was in sales, distribution, and
pronoti on.

M. Dedoria ran the daily operations at JPMS, naking al
managenent deci si ons and having all managers reporting directly to
him (because JPM5S had no mddle nanagenent). M. Mtchell,

however, was the "senior partner”, having the |last word on all

5 From Sept enmber 1983 t hrough August 1988, Star
Laboratories of California (Star), an independent contract
manuf acturer, produced nost of JPMS' products. |In August 1988,
JPMS' relationship with Star ended, and JPMS nmanufacturing was
switched to Sun Laboratories (Sun). JPMS relationship with Sun
was termnated in April 1989; thereafter, JPMS nmanufacturer
becanme Bocchi Laboratories, a corporation in which M. DeJoria
was a 50- percent owner
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policy matters. Fol | owi ng M. Mtchell's death, M. Deloria
becane critical to JPM5S future.

H JPMS Position in the Industry

JPMS was known for its styling products. Over the years, JPMS
devel oped into a major force in the hair care industry, with brand
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 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. The success of
the salon-only product conpanies attracted the attention of the
| arge, well-capitalized mass-nmarket conpanies, which conpeted in
the premumprice market with products that attenpted to capture
the salon-only aura but were in reality mass narket ed.

|. Conpensation

FromJPMS' inception until Paul Mtchell's death, neither M.
Mtchell nor M. Dedoria had any formal contract with JPMS
regardi ng conpensation. Instead, they set sales and profitability
goals for JPMS at the beginning of each fiscal year. Thereafter
in Septenber or Cctober of each year, they divided equally the

conpany's avail abl e i ncone.
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For fiscal years ended July 31, 1984 through 1988, Messrs.

Mtchell and DeJdoria each received the follow ng paynents from

JPMVE:

For Year Ended Sal ary Managenment Fees Tot al
7/ 31/ 84 --- --- 1$1, 086, 500
7/ 31/ 85 --- --- 12, 305, 000
7/ 31/ 86 --- --- 14,162, 525
7/ 31/ 87 $185, 125 $8, 565, 000 8, 750, 125
7/ 31/ 88 1, 308, 000 10, 500, 000 11, 808, 000

! Payments to Messrs. Mtchell and DeJoria 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, JPM5S paid M.
Mtchell $10, 758,046 (which JPVMS characterized as conpensation for
services rendered). For fiscal year 1989, Messrs. Mtchell and
DeJoria agreed that each of themwould receive a $2 mllion annual
salary and a $15 mllion nmanagenent fee. The JPMs 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 was subsequently raised to $2.5 mllion.

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 managenent fee from $15
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mllionto $10 mllion for JPMS' fiscal year ending July 31, 1990.
M. Dedoria's $2 mllion salary for that year was to remain i ntact.

J. Di scussi ons and Agreenent Wth Gllette

In 1987, the Gllette Co. (Gllette) was interested in
entering the salon-only (or professional-only) products segnent of
the hair care market. JPMS was one of the prinmary candi dates that
G llette considered purchasing.

Inthe fall of 1987, Gllette and Messrs. DeJdoria and M tchell
di scussed a potential joint venture between Gllette and JPMS to
distribute a Gllette permanent wave product through the JPMS
distribution system Gllette also sought an option to purchase
JPMS, but Messrs. Dedoria and Mtchell would agree only to grant
Gllette a right of first refusal.

Accordi ngly, on Decenber 18, 1987, Aapri Cosnetics, Inc., a
whol |y owned subsidiary of Gllette, and JPMS entered a joint
venture, which began on January 1, 1988, and was to last for an
initial 2-year period. The joint venture agreenent provided
Gllette with a right of first refusal to purchase JPM5S at a
formula price of 10 tinmes JPMS' prior 12 nonths' operating incone,
after deducting the maxi num Federal and State corporate incone
taxes (assuned to be 50 percent of inconme), and excluding from
JPMS' operating inconme officers' salaries and car expenses. Until
July 1988, the price payabl e pursuant to the right of first refusal

was capped at $150 million. Gllette's ultimate goal in entering
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into the joint venture was to acquire JPMS;, Gllette had no
interest in a mnority sharehol der position.

Gllette neither exercised nor waived its right to exercise
its right of first refusal contained in the joint venture
agreenent. During the pendency of the joint venture, Gllette
recei ved no notification concerning any offers by third parties to
purchase the stock or assets of JPMS.

Only Gllette's board of directors could approve an
acquisition the size of JPMS. No formal proposal was ever nmade to
Gllette's board of directors to approve the acquisition of JPMVS. 6

The permanent wave product marketed through the joint venture
agreenent was not well received in the salon market. The joint
venture lost $1 million in the first 2 years and was unsuccessful .
Accordingly, the joint venture agreenent was term nated i n Decenber

1989.

6 According to M. DeJdoria, a Gllette representative
orally proposed the acquisition of JPM5 for $150 mllion and a 1-
percent royalty paynent to each of Messrs. Mtchell and DeJdori a.
M. Deldoria responded that he thought JPM5S was worth nore.
However, Roland L. Loper, Gllette' s vice president and
controller of the personal care division from 1987 through 1988,
and vice president for finance and strategic planning of the
personal care group in 1989, insisted that no such offer was
made.
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K. Sale Discussions Wth M nnet onka

Anot her suitor of JPM5S was M nnetonka Corp. (M nnetonka), a
publicly traded conpany. Robert Tayl or was M nnet onka's presi dent
and chi ef executive officer. M. Taylor co-founded M nnetonka in
1961 and took the conpany public in 1968.

M nnet onka was i nvol ved i n consunmer product brands, primarily
those that were sold through the departnent store, gift, or beauty
trade. M nnetonka was the licensee for Calvin Klein and created
(bsession and Eternity wonen's fragrances. |n addition, M nnetonka
created Foltene, a treatnent used in the beauty sal on business for
fine and thinning hair, a product line for hone fragrance, and a
gift soap product line for departnent stores.

In 1990, M. Taylor started a salon-only hair products
conpany, G aham Wbb International, which grew to $25 mllion in
sales in 5 years. From 1992 or 1993 to approximately 1995, M.
Taylor was on the board of directors of Banker's Trust Venture
Capital Fund in New York (Bankers Trust), which specializes in

provi ding funds for small businesses or recapitalization funds.’

! Bankers Trust had $200 million to invest in
recapitalizations or buyouts that it used primarily for conpanies
inthe $5 mllion to $100 mllion range. During his tenure with
Bankers Trust, M. Taylor reviewed approximately 100 proposals
for the use of this noney.
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As chairman, M. Taylor was responsible for M nnetonka's
strategic acquisitions.® |n 1985, when JPMS' sal es approxi nmated
$10 mllion, a financial adviser to JPMS solicited M. Taylor's
interest in acquiring JPMS. However, M nnetonka determ ned that
JPMS was too small and that the Paul Mtchell brand nanme was not
strong enough to stand on its own; accordingly, M. Taylor declined
to enter discussions at that tine.

Two years later, Mnnetonka targeted the salon industry for
acqui sition candi dates, and M. Tayl or cont act ed Redken, Sebasti an,
and JPMS. During this tinme, the annual sales of these conpanies
were approximately $120 mllion, $60 mllion, and $50 mllion,
respectively. Although M nnetonka agreed to acquire Sebastian for
$100 million in late 1987, the sale was not consumat ed.

M. Taylor initiated discussions wwth M. DeJoria in the fal
of 1987 (JPMS 1988 fiscal year) when JPMS sales were

approximately $50 million. M. Taylor informed M. DelJoria that

8 M. Taylor was involved in the August 1987 sal e of
M nnetonka's |iquid soap business to Col gate-Pal nolive Co. for
$60 million, the Novenber 1988 acquisition of the Vitabath
busi ness from Qui ntessence for $38 mllion, and the July 1989
sal e of M nnetonka to Unilever for $376 million at approxi mately
two tinmes sales. \Wien the Unilever acquisition was announced the
price of M nnetonka stock was at $14 per share, and the
transacti on was consummated at $22.50 a share, a 60-percent
prem um over the freely traded val ue.

M. Taylor used two "rules of thunb" with regard to the
val uati on of a conpany under consideration for acquisition: two
tinmes sales and/or five tines operating incone. M. Taylor
nmeasured t hese rul es agai nst other standards, such as potenti al
for future growth, quality of managenment, capital requirenents,
and strength of brand nane.
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M nnetonka was willing to pay $100 mllion to acquire all of the
JPMS st ock, assuming officers' salaries were revised.® M. Deloria
insisted on a $125 million acquisition price. M. Taylor refused
to raise Mnnetonka's bid, and the negotiations were term nated.

In the fall of 1988, M. Taylor again approached Messrs
DeJoria and Mtchell. (At the tine, JPM5S sales were in the $65
mllion range.) M. Taylor offered $125 mllion'® to acquire al
of the JPMS stock. (At this tinme, M. Taylor was unaware that M.
Mtchell was seriously ill.) 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
months to 2 years as a transition period; and (3) both Messrs.
Mtchell and DeJoria woul d be conpensated in salary and stock at a
| evel paid to officers of other M nnetonka subsidiaries, such as
Cal vin Kl ein.

M. DeJoria did not accept M nnetonka's $125 mllion offer; he
believed that M nnetonka was "just a little short every tine".

(M. Dedoria represented to M. Taylor that he had received from

° M nnet onka woul d not have been interested in purchasing
a 49-percent interest in JPMS.
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

mllion range, including performance bonuses.
10 In determ ning the value of JPMS, M. Taylor considered
the conpany's growh potential. 1In the fall of 1988, he thought

that JPMS coul d perhaps double or triple in size wthin 5 years.
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Gllette a $150 million offer plus a royalty of 2 percent of sales
for lifetime. M. Taylor informed M. DeJdoria that he could not
match Gllette's offer.) Sales discussions with M nnetonka thus
ended.

L. Fi nancial Information Avail able at Date of Death

JPMS adopted a fiscal year ending July 31. Beginning with the
fiscal year ended July 31, 1984, the shareholders elected
subchapter S status for Federal incone tax purposes. JPMS renuai ned
a subchapter C corporation for State of California inconme tax
purposes until the 1988 fiscal year, when the sharehol ders el ected
subchapter S status for California.

KPMG Peat Marwick (KPM3 (or one of its predecessors)
certified JPM5 audited financial statenments. JPMS' net sal es and
net inconme after taxes for fiscal years ended July 31, 1982 t hrough

1988, inclusive, were as foll ows:

Fi scal Year Ended 7/31 Net Sal es Net | 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 statenments for the years ended July

31, 1986 and 1985, state this anmount as $10, 918, 252.
At M. Mtchell's death, the nbst recent avail able certified

financial statenents were for JPMS' fiscal year ended July 31,
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1988. The nost recent interimfinancial statenents avail able were
for the 6 nonths ended January 31, 1989. (I'n addition to the
annual audited financial statenents, KPMG al so prepared unaudited
financial statenments on a quarterly basis.)

Except for notivational sales goals announced at sem annual
distributors neetings as of April 21, 1989, JPMS did not project
future revenues, expenses, costs of maintaining the Paul Mtchel
brand nanme, or incone. Bet ween Decenber 1989 and January 1990
KPMG pr epar ed projections of JPMS' revenues and expenses for fiscal
years 1990-94.

M Post - Deat h Events

1. M. Fujieki's Request for JPMS Docunents

On June 29, 1989, Patrick Fujieki, trustee of the Trust, and
M chael i ne Re!! were el ected to the JPMs Board. (The Board was thus
conprised of M. Dedoria, Ms. Braa, M. Fujieki, and Ms. Re.) At
this tinme, the Trust was t he sharehol der of record of 49. 04 percent
of the outstandi ng common shares of JPMS, of which 1 percent was to
be transferred to M. DeJdoria in accordance with the terns of M.
Mtchell's WII and Trust.

M. Fujieki (in his capacities as director of JPMS5, trustee

for the Trust, and executor of Paul Mtchell's estate) asked to

11 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
chi ef operating officer.
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i nspect the JPMS corporate records and financial information at the
June 29, 1989, JPMS Board neeting and in | ater correspondence with
Ms. Re, M. DeJdoria, and other JPM5S enpl oyees. Through Decenber
19, 1989, M. Fujieki was not provided with financial statenents
for the JPMS fiscal year ended July 31, 1989. On April 10, 1992,
representatives of M. Fujieki were permtted to review JPMVS
financial records but were not allowed to nake copies. Bef ore
permtting M. Fujieki's representatives to review its financial
records, JPM5S required M. Fujieki and his representatives to
execute confidentiality agreenents.

M. Fujieki continually questioned the actions of the JPMS
Board at its neetings 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.

2. Purchase O fer From M. DeJdoria

On April 21, 1989, JPMsS faced losing its subchapter S status
when the Trust ceased to qualify as a subchapter S sharehol der.
Mai nt ai ni ng JPM5' subchapter S status woul d have been beneficial to
i ts sharehol ders because no corporate-|level tax woul d be i nposed on
JPVMS' inconme. One option would have been for M. Dedoria to
purchase the Trust's shares of JPMS;, however, M. DeJdoria refused
to consider this option because it would have gone against M.

Mtchell's wi shes of providing for his son Angus, for which reason
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the Trust had been created. Gegg R tchie, an accountant w th KPMG
who oversaw the preparation of JPMS annual audited financial
statenents, began to explore various scenarios for maintaining
JPVMS' subchapter S status.

On April 4, 1991, M. DeJoria offered, through M. Ritchie, to
purchase the Trust's share of JPMS common stock for $47 mllion.
M. Dedoria's offer included $4.7 mllion in cash on April 15,
1991, with the balance in 10 annual installments of $4.23 million
comrenci ng April 15, 1992 (the unpaid princi pal bal ance woul d bear
interest at 8 percent per year, payable quarterly). On April 10,
1991, M. Fujieki rejected the offer. M. Fujieki invited M.
DeJoria to make a higher bid; M. DeJdoria refused, indicating that
his next offer would be $37 mllion ($10 million less than his
April 4, 1991, offer).

3. Conpensation Dispute

M. DeJdoria assuned nmany 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
for services rendered to JPMs. For JPMS' fiscal year ended July
31, 1990, M. DeJoria agreed to reduce his managenent 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:



For Year Ended Amount
7/ 31/ 90 $12, 000, 000
7/ 31/ 91 17, 025, 000
7/ 31/ 92 17, 025, 568
7/ 31/ 93 17, 000, 000
7/ 31/ 94 17, 000, 000

JPMS characterized these paynents as conpensation for services
render ed.

From August 1, 1989 through 1992, M. Fujieki repeatedly
requested in letters and at Board neetings that the Board retain an
i ndependent conpensation consultant to consider the reasonabl eness
of M. Dedoria's conpensation. The Board rejected M. Fujieki's
requests. At this tinme, tension began to nount anong nenbers of
t he Board.

In late 1990, M. Fujieki retained Coopers & Lybrand to
determ ne a reasonabl e | evel of conpensation for M. Dedoria. On
January 11, 1991, Coopers & Lybrand prelimnarily determ ned that
a reasonabl e | evel of conpensation was within the range of $600, 000
to $1 million, with a possible $2 million ceiling. At the January
10, 1992, Board neeting, the Board approved M. Deldoria's
conpensation at 13 percent of JPMS' gross sales, not to exceed $17
mllion per year, for JPMS fiscal years ended July 31, 1992
t hrough 1996. M. Fujieki objected to this approval by the Board.

M. Fujieki proposed to have t he conpensati on di spute resol ved
by arbitration, but M. DeJoria refused. Accordingly, in June

1993, M. Fujieki brought suit against M. Dedoria, M. Re, and
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JPM5 on the Trust's behalf, alleging that M. DeJoria's
conpensati on was excessive. The suit was filed in both the
Superior Court for the State of California and the U S. District
Court for the Central District of California.

In response to M. Fujieki's allegations of sharehol der
derivative clainms, JPMS fornmed a Special Litigation Commttee (SLC)
conprising JPMS' outside directors: Kenin Spivak, Paul Rupert, and
Davi d Ti sdal e. Anmong ot her things, the SLC was to evaluate M.
Fujieki's allegations to decide whether to pursue the derivative
claims on JPM5S' behalf. The SLC hired Towers Perrin as executive
conpensation consultants to assist the SLC

In April 1995, the litigation between the Trust and JPMS was
settled; the SLC determ ned that the settlenent agreenment was in
JPMS' Dbest interests. The JPMS Board and sharehol ders, as well as
the court, approved the settlenent agreenment. Neither the SLC, the
JPM5 Board, nor the court determined that M. Dedoria's
conpensati on was unreasonabl e.

N. The Estate Tax Return, Notice of Deficiency, and Petition

On its estate tax return, petitioner valued the Trust's
interest in the 1,226 shares of JPM5S conmpbn stock at the noment of
decedent's death at $28.5 million. This figure was based upon a
KPMG val uation anal ysis prepared at M. Fujieki's request. (KPMG
utilized both the conparable conpanies and di scounted cash-fl ow

anal yses.)
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In the notice of deficiency, respondent determned, in
pertinent part, that petitioner had underval ued the JPMS common
st ock. Respondent determ ned that the fair market value of the
Trust's interest in the 1,226 shares of JPMS common stock at the
nonent of death was $105 mllion. Accordingly, respondent
determ ned that the value of the gross estate should be increased
by $76.5 million. The notice also determ ned section 6662(g) and
(h) penalties.

Petitioner filed a petition in this Court challenging
respondent’' s nonent - of -deat h val uation for the Trust's 1, 226 shares
of JPMS common stock, essentially restating the position taken on
the estate tax return. In the original answer to petitioner's
petition, respondent restated the position taken in the notice of
deficiency. Following the trial in this case, petitioner filed an
anended petition alleging that the value of the 1,226 shares of
JPM5S comon stock as of April 21, 1989, was $23,062, 000, rather
than the $28.5 mllion reflected on both the estate tax return and
the original petition. In the answer to the anended petition,
respondent denied the all egations contained in petitioner's anmended
petition.

ULTI MATE FI NDI NG OF FACT

The nonent - of -death val ue of the 1,226 shares of JPMS conmon

stock held by the Trust and includable in decedent's gross estate

was $41, 532, 600.
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OPI NI ON

| ssue 1. Monent - of - Deat h Val ue of JPMS St ock

The primary i ssue for decision is the nonent-of -death val ue of
1,226 shares of JPMS common stock held by the Trust. Petitioner
now contends that the stock was worth between $23, 062,000 and $29
mllion. Respondent now asserts the value to be $81 mllion, or
$24 mllion less than that determ ned in the notice of deficiency.

Section 2031(a) requires a decedent's "gross estate" to be
determ ned for Federal estate tax purposes "by including * * * the
value at the tine of his death of all property, real or personal
tangi bl e or i ntangi bl e, wherever situated.” Value is determ ned at

t he monent of death.!® Ahmanson Found. v. United States, 674 F.2d

12 The foll owi ng statenents nmade by the Court of Appeals

for the Fifth Crcuit in United States v. Land, 303 F.2d 170, 172
(5th CGr. 1962), are, in our opinion, pertinent to our

determ nation that the valuation of the 1,226 shares of JPVS
common stock held by the Trust nust be pinpointed to the nonent
of M. Mtchell's death:

Brief as is the instant of death, the
court nust pinpoint its valuation at this
i nstant--the nmonment of truth, when the
ownership of the decedent ends and the
ownership of the successors begins. It is a
fallacy, therefore, to argue val ue before--
or--after death on the notion that valuation
must be determ ned by the val ue either of the
interest that ceases or of the interest that
begins. Instead, the valuation is determ ned
by the interest that passes, and the val ue of
the interest before or after death is
pertinent only as it serves to indicate the
value at death. 1In the usual case death
bri ngs no change in the value of property.

(continued. . .)




- 33 -

761, 767 (9th Cr. 1981); Estate of Mcd atchy v. Conm ssioner, 106

T.C. 206, 210 (1996). The standard for valuation is fair market
val ue, defined as "'"the price at which the property woul d change
hands between a willing buyer and a willing seller, neither being
under any conpul sion to buy or to sell and both having reasonabl e

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

U S 546, 551 (1973) (quoting section 20.3031-1(b), Estate Tax

Regs.); Collins v. Comm ssioner, 3 F.3d 625, 633 (2d Cr. 1993),

affg. T.C. Meno. 1992-478. This objective test requires property
to be valued fromthe viewpoi nt of a hypothetical buyer and seller
each of whom would seek to maxim ze his or her profit from any

transaction involving the property. See Estate of Witts v.

Conmm ssi oner, 823 F.2d 483, 486 (11th Cr. 1987), affg. T.C Meno.

1985-595; Estate of Bright v. United States, 658 F.2d 999, 1005-

1006 (5th G r. 1981). The value of property is a question of fact,
and we consider all relevant facts and circunstances. E. g.,

Ahmanson  Found. V. United States, supra at 769; Hamm V.

Comm ssi oner, 325 F.2d 934, 938 (8th Cr. 1963), affg. T.C. Meno.

1961-347; Estate of Jung v. Commissioner, 101 T.C. 412, 423-424

12, .. continued)
It is only in the few cases where death
alters value, as well as ownership, that it
IS necessary to determ ne whether the val ue
at the tine of death reflects the change
caused by death, for exanple, |oss of
services of a valuable partner to a smal
busi ness.
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(1993); Messing v. Conmm ssioner, 48 T.C 502, 512 (1967); sec.

20. 2031-1(b), Estate Tax Regs. Fair market value may be affected
by future events that were reasonably foreseeable at the val uation

date. Estate of Glford v. Comm ssioner, 88 T.C 38, 52 (1987);

Gay v. Comm ssioner, 2 B.T.A 672, 682 (1925); Estate of Livernore

v. Conm ssioner, T.C. Menob. 1988-503.

Determning the fair market value of a closely held
corporation's capital stock is difficult because it involves
property that has no public market. The best nethod for val uing
closely held stock is by reference to an actual arm s-length sale
of the stock in the normal course of business within a reasonable

time before or after the valuation date. See Estate of Andrews v.

Commi ssioner, 79 T.C 938, 940 (1982); Estate of Canpbell V.

Comm ssioner, T.C Meno. 1991-615; sec. 20.2031-2(b), Estate Tax

Regs. In the absence of an armis-length sale, the fair market
value of closely held stock nust be determned indirectly by
considering, inter alia:

(a) The nature of the business and the history of the
enterprise fromits inception.

(b) The econom c outlook in general and the condition and
out|l ook of the specific industry in particular.

(c) The book value of the stock and the financial
condi tion of the business.

(d) The earning capacity of the conpany.

(e) The dividend paying capacity [of the conpany].
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(f) \Wether or not the enterprise has goodw || or other

i nt angi bl e val ue.

(g0 * * * the size of the block of stock to be val ued.

(h) The market price of stocks of corporations engaged

inthe same line or simlar |ine of business having their

stocks actively traded in a free and open nmarket, either

on an exchange or over-the-counter.
Rev. Rul. 59-60, sec. 4.01, 1959-1 C. B. 237, 238-239; see al so sec.
20. 2031-2(f), Estate Tax Regs. These factors cannot be applied
wi th mathematical precision. See Rev. Rul. 59-60, supra, 1959-1
C.B. at 238. Rat her, the weight accorded each factor nust be

tailored to account for the particular facts under consideration.

See Messing v. Conm ssioner, supra.

Both parties relied upon expert valuations. At tinmes, expert
testinony aids the Court in determning valuation; in other

i nstances, it does not. See Laureys v. Conmmi ssioner, 92 T.C. 101,

129 (1989). W are not bound by an expert's fornul ae and opi ni ons,
especially when they run contrary to our judgnent. Chiu V.

Commi ssioner, 84 T.C 722, 734 (1985). | nstead, we may reach a

decision as to the value of the property based on our own anal ysis

of all the evidence in the record, Hanm v. Conmni Ssi oner, supra at

941, using all of one party's expert opinion, Buffalo Tool & Die

Manuf acturing Co. v. Conm ssioner, 74 T.C 441, 452 (1980), or

sel ectively using any portion of such an opinion, see Parker v.

Conm ssioner, 86 T.C. 547, 562 (1986).
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In sum we wll consider expert opinion testinony to the
extent it assists our fair market value determ nation. Valuation
IS an approxi mation, and the figure we reach need not be one as to
which there is specific testinony. Qur roleis to approximate fair
mar ket val ue as closely as possible, within the range of figures

that may properly be deduced from the evidence. Silverman v.

Comm ssi oner, 538 F.2d 927, 933 (2d Gr. 1976), affg. T.C Meno.

1974- 285.

A. Valuations of Petitioner's Experts

1. The Wei ksner Report

Petitioner's first expert, CGeorge B. Wiksner, is a managing
director and senior adviser of CS First Boston, an investnent
banking firm M. Weiksner has 25 years of investnent banking
experi ence.

M. Wiksner's report valued the Trust's 49.04 percent
interest in JPMS conmpn stock (1,226 shares) at $20,634,000 to
$25, 489, 000, with a mdpoint value of $23,062,000. M. \Wiksner's

report began with a conparable conpanies analysis®® that (1)

13 Conpar abl e conpani es analysis is a public market
val uation tool that values a conpany by reference to publicly
traded conpanies with simlar operating and financi al
characteristics. The first step involves identifying appropriate
conpar abl e conpani es and neasuring their enterprise and equity
values as nmultiples of financial benchmarks. M. Weiksner
consi dered seven conpar abl e conpani es.
The second step in the conparabl e conpani es anal ysi s
i nvol ves applying the derived multiples to the correspondi ng
actual and projected financial benchmarks of the conpany subject
(continued. . .)
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selected five standard multiples (net sales, operating cash-fl ow -
EBI TDA, operating incone--EBIT, net inconme, and cash flow), (2)
determ ned the ranges of applicable nultiples fromthe conparable
conpanies data, and (3) applied the nultiple ranges to JPMS

"normal i zed" financial data (making adjustnents to the financial

data generated in the earni ngs nodel ). Fromthe val ue ranges thus
derived, M. Wi ksner determ ned a conpar abl e conpani es val ue range
for JPMS of $85 million to $105 mlIlion. He then determ ned JPVS

public value® of $76.5 nmllionto $94.5 m|lion by subtracting from
JPMS' conparabl e conpani es value a 10-percent extraordinary risk
di scount. This discount accounted for: (1) The approxi mate cost of
replacing M. Mtchell's services that was estimated in the

projections of JPMS operating expenses; (2) oper ati onal

13(...continued)
to valuation. In order to create that set of financia
benchmar ks, M. Wi ksner devel oped an earni ngs nodel for JPMS,
whi ch forecast the conpany's results for a 5-year period and
"normal i zed" the actual and projected financial results to
reflect JPMS' profile going forward.

14 M. Wei ksner used the earnings nodel to portray how a
hypot heti cal buyer or seller of the JPM5 stock woul d perceive
JPMS as of the nonent of decedent's death, given the information
avai l abl e at that date. Anong other things, M. Wiksner's
adjustnments to JPM5S' historical financial data included: (1) The
removal of M. Mtchell's conpensation as an expense; (2) adding
an amount equal to 8 percent of net sales as additional sales,
general, and adm nistrative expenses in lieu of M. Mtchell's
conpensation; and (3) the adjustnent of M. Dedoria's
conpensation to $16 mllion to reflect his average antici pated
conpensati on.

15 Public value refers to the estinmated value of |iquid,
freely trading shares of JPMS as if it had been a public conpany.
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difficulties; (3) dependence on M. DeJdoria; and (4) difficulty in
mai ntai ning future growth. M. Wiksner believed that these risks
were unique to JPMS at the valuation date and warranted the
di scount of the stock

M. Wei ksner subsequently cal cul ated the proportionate public
value of the shares and adjusted that value by a 45-percent
discount to reflect mnority interest and | ack of marketability,1®
to arrive at a $20,634,000 to $25, 489, 000 private val uel” for the
1,226 JPMS shares. At trial, M. Wiksner suggested a 30- to 50-
percent range for these discounts.

In addition to the conparabl e conpani es anal ysis, M. Wi ksner
utilized the conparable acquisitions and discounted cash-flow
anal yses as confirm ng met hodol ogi es. M. Wei ksner val ued JPMS
through the conparable acquisitions analysis by reference to
private market sales of simlar businesses, thereby generating
control values.® M. Wiksner identified appropriate conparable

transactions and neasured the enterprise and equity val ues of

16 A minority sharehol der discount reflects the decreased
val ue of shares that do not convey control of a closely held
corporation. A lack of marketability discount reflects the fact
that there is no ready market for shares in a closely held
cor poration.

17 Private value refers to the value of a mnority
interest in stock for which no liquid public trading market
exi sts.

18 Control value is the value of a conpany in a
transaction in which the acquirer acquires the controlling stock.
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target conpanies as nultiples of financial benchnmarks. Then he
applied those nultiples to the correspondi ng actual and projected
financial benchmarks of JPMS. Accordingly, M. Wiksner applied
his conparable acquisitions nultiples to the nornalized data for
JPMS that he created fromhis earnings nodel to determ ne a range
of control values for JPMS, The $110 mllion to $135 mllion
control value that he determned exceeded JPMS  conparable
conpani es value by approximately 29 percent and exceeded JPMS
public value by approxi mately 43 percent, within his expectations
of an appropriate control prem um

In his discounted cash-flow analysis, M. Wiksner valued
JPMS as the sumof its projected cash-fl ows before financing costs
over several years plus an estimated value of the conpany at the
end of the forecast period, all discounted to present value. He
determined a range of termnal values through his conparable
conpani es analysis and a range of appropriate discount rates
t hrough an adj usted wei ght ed average cost of capital analysis. The
$115 nmillion to $140 nmillion control value that M. Wiksner
determ ned for JPMS t hrough this anal ysis exceeded JPMS' conpar abl e
conpani es val ue by approxi mately 34 percent and JPMS public val ue
by approximately 49 percent, wthin his expectation of an
appropriate prem um

W note that at trial, M. Wiksner suggested a $110 million

to $135 m I lion range of control values for JPMS on April 21, 1989.



2. The McG aw Repor't

Petitioner's second expert, Kenneth W MGaw, is nmanaging
director of Patricof & Co. Capital Corp., an investnment banking
firm He has approximately 36 years of experience in finance
mar ket s and i nvest nent banki ng.

Utilizing a conparative conpani es anal ysis, M. MG aw val ued
the 1, 226 shares of JPM5 comon stock at approximately $29 nmillion.
(I'n this analysis, he used virtually the sane group of conparable
public conpanies as M. Wiksner.) M. MGaw adjusted JPMS
financial data in deriving an earnings nodel to which he applied
hi s conparabl e conpani es analysis. To represent the anount JPMS
woul d have to spend to replace the benefits of M. Mtchell's
services, M. MGaw estimated that additional expenditures for
advertising and admnistrative expenses would increase JPMWS
advertising and pronotional expenses to 16 percent of total
revenues. He also renoved M. Mtchell's conpensati on expense from
the financial data.?®

M. MGaw reduced his approximate $109 million theoretical
publicly traded value for JPM5S by an extraordinary risk discount,
through a 15-percent reduction to his average EBIT and average

EBI TDA. M. MGaw then applied a 45-percent marketability

19 M. MGaw did not believe that a reduction in M.
DeJoria's conpensation was a circunstance upon which a
prospective purchaser of the shares coul d reasonably depend.
Thus, he did not adjust M. DeJdoria' s historical conpensation for
pur poses of this analysis.
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di scount?® to the value he determ ned through the conparative
conpani es analysis, resulting in a $29.5 mllion value for the
1,226 shares of JPM5 commobn stock

In addition to his conparative conpani es analysis, M. MG aw
utilized a discounted cash-flow analysis, determning a pro rata
equity value of $49.5 million. |In this analysis, he also applied
a 45-percent discount for lack of marketability, yielding a $27.2
mllion value for the 1,226 shares of JPM5S common stock

M. MG aw weighed his conparative conpanies analysis nore
heavi ly than his di scounted cash-fl ow anal ysis; in his opinion, the
conparati ve conpani es analysis was the "nore reliable indicator of
val ue". Accordingly, relying on this analysis, M. MGaw
concluded that the fair market value of the 1,226 shares of JPMS
common stock was approximately $29 mllion.

B. Valuations of Respondent's Experts

1. The Hanan Report

Respondent offered Martin D. Hanan, president of Business
Val uation Services, Inc. (BVS), as an expert wtness. He has
wor ked as an apprai ser for many years. M. Hanan val ued the 1, 226
shares of JPMS common stock at $81 million, relying on both the

conpar abl e conpani es?! and di scounted cash-fl ow anal yses.

20 On the basis of M. MG aw s net hodol ogy, no di scount
for mnority interest was taken.

21 M. Hanan refers to this approach as the "guideline
conpany" appr oach.
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In his conparable conpanies analysis, M. Hanan utilized
practically the same group of conparabl e public conpanies used by
M. Weiksner. M . Hanan began with normalizing JPMS financial
results. For instance, M. Hanan concluded that the conbined
conpensation paid to Messrs. Mtchell and DeJdoria would not have
exceeded $2.5 mllion if they were paid under arms-Ilength
conditions; M. Hanan thus adjusted the historical financial
performance to reflect arm s-length rates. He believed that a
sharehol der of the 49-percent block would likely reach an
accommodation with M. DeJoria regarding his conpensation before
agreeing to a price for those shares. For purposes of this
anal ysis, M. Hanan accordingly assuned M. DeJoria' s conpensation
woul d be set at $5 mllion per year after the valuation date.

M. Hanan's conparabl e conpani es analysis indicated a $272
mllion value for JPMS on a publicly traded, mnority interest
basis. He subsequently applied a 30-percent discount for |ack of
marketability (concluding that JPMS' si ze, profitability,
shar ehol der rights, dividend payi ng capacity and policy, as well as
transfer restrictions, all favored a bel owaverage marketability
di scount, while M. Dedoria's anticipated intention to continue
dr awi ng excessi ve conpensati on favored an above- aver age
mar ketability discount). By applying the 30-percent discount to
his $272 mllion value for JPMS, M. Hanan determ ned an $81
mllion fair market value for the 1,226 shares of JPM5 common st ock

as of April 21, 1989.
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In his discounted cash-flow analysis, M. Hanan projected
JPMS' anticipated cash-flows for 5 years after 1989, and di scount ed
the cash-flows to a present value at the valuation date. For
purposes of this analysis, M. Hanan again assunmed executive
conpensation would be set at $5 mllion. Accordingly, M. Hanan
determned that as of April 21, 1989, the discounted cash-fl ow
control value of JPMS was $295 nmillion, while the di scounted cash-
fl ow val ue of JPMS' equity was $218 nmillion on a publicly traded,
m nority-interest basis.

Finally, although M. Hanan proposed an $81 million fair
mar ket val ue for the 1,226 shares of JPM5S common st ock, he concedes
t hat "because of a |ikely di sagreenent between the buyer/seller and
[M.] Dedoria over [M.] Dedoria' s conpensation and the possibility
of litigation, the value of the subject stock could be as high as
$165.3 nmillion and as low as $57.7 mllion."?

2. The Brennan Report

Respondent al so offered the expert report of E. Janes Brennan
11,2 president of Brennan, Thonsen Associates, Inc. M. Brennan
regularly testifies as an expert wtness regarding personnel
managenent and pay practices, particularly in the area of executive

conpensati on.

22 M. Hanan reached the $57.7 mllion figure by assum ng
that M. DelJoria's conpensation would be set at $12 mllion for
fiscal year 1990 and $17 million per year thereafter.

23 Respondent chose not to put E. Janmes Brennan Ill on the
st and.
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M. Brennan's report evaluated the reasonable Ievel of
conpensation for services provided by Messrs. Mtchell and DeJdoria
prior to M. Mtchell's death and nade an estimate of the
reasonabl e | evel of conpensation for M. DeJdoria for the 5 fisca
years followwing M. Mtchell's death. M. Brennan opined that the
anounts Messrs. Mtchell and Dedoria paid thensel ves for the 1984-
89 fiscal years were far in excess of the maxi mum anmounts paid to
conpar abl e top executives at equivalent enterprises for enployee
services. M. Brennan concluded that the maxinmum |evel of
reasonabl e conpensation for M. Dedoria for 1990-94 would range
bet ween $820,300 and $1,159,420, based on projections of an
increase in sales revenue for those years.

C. Critique of Experts

Not unexpectedly, each party criticized the opposing experts
anal yses. The followng points highlight these disparate
per specti ves.

1. Respondent's Argunents

Respondent criticizes Messrs. Wiksner's and MGaw s
val uations as based on the m staken assunption that JPM5S was a
fragile, disorganized, m smanaged, problemridden conpany on the
verge of collapse as of April 21, 1989. Mor eover, respondent
criticizes three aspects of petitioner's conparable conpanies
anal yses: (1) The kinds of nultiples selected, the tinme periods to
which the multiples relate, and their weighting; (2) the

adj ustnments nmade to JPMS' financial data; and (3) the adjustnents
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for risk and illiquidity. Respondent argues that petitioner's
experts' anal yses were essentially based upon subjective judgnent.
In fact, respondent believes that petitioners' experts failed to
offer a credible basis for their extraordinary risk or illiquidity
di scounts.

Respondent further argues that M. Wiksner's "normalized"
earnings nodel, which he applies over a 3-year period, 1is
i naccurate and m sl eadi ng because 2 of the 3 years ended after the
val uation date; thus, the figures for those years are essentially
a projection rather than an analysis of actual results.

Wth regard to Messrs. Wiksner's and MG aw s discounted
cash-fl ow anal yses, respondent first argues that these anal yses
fail to confirm the conparative conpanies nethod values these
experts determ ned. Respondent posits that M. \Wiksner's
di scounted cash-flow analysis assunes that M. DeJdoria's future
conpensation will conform to M. DeJdoria s expectation of $12
mllion in fiscal year 1990 and $17 million per year thereafter.
However, according to respondent, M. Wi ksner's discounted cash-
flow analysis actually presumes no control over M. Deloria's
conpensation or any other elenent of JPMS cash-fl ows. Thus,
respondent argues that M. Weiksner's result is amnority interest
val ue rather than a control val ue.

2. Petitioner's Argunents

Petitioner counters that M. Hanan's valuation has four

erroneous bases: (1) Nonexistent "projections"” of M. Dedoria; (2)
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an unreasonable assunption that M. DeJoria would unilaterally
reduce his conpensationto $5 mllion as of the valuation date; (3)
a nonexistent "transition plan"; and (4) financial information not
avai l able as of M. Mtchell's date of death. (In fact, petitioner
asserts that both M. Hanan's di scounted cash-fl ow and conparabl e
conpani es anal yses inproperly rely on KPMG s projections of JPMVS
operating results followwng M. Mtchell's death.)

More specifically, petitioner first argues that the "DeJoria
projections”" referred to by respondent are the projections
devel oped by KPMG with the benefit of 8 nonths of hindsight and
yearend audited financial data not available on April 21, 1989.
Petitioner contends that the projections did not exist at the
val uation date and woul d not have been knowabl e to a hypotheti cal
buyer or seller.

Second, petitioner contends that it woul d be unreasonabl e and
unrealistic to assume, as M. Hanan did, that M. Dedoria's
conpensation could be reduced by any neans short of l|itigation.
Petitioner contends that nobst buyers are |litigation averse.
Therefore, petitioner posits, the only reasonable assunption is
that M. DeJdoria would receive conpensation in the anbunts of $12
mllion for JPM5S' 1990 fiscal year and $17 nmllion per year
thereafter.

Third, according to petitioner, respondent refers to a

"transition plan" M. DeJdoria devel oped when he |earned of M.
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Mtchell's illness. Petitioner suggests that no concrete plan ever
exi st ed.

Fourth, petitioner argues that M. Hanan relied on post-Apri
21, 1989, information in devel opi ng his di scounted cash-fl ow nodel .
He used data fromfiscal year ended July 31, 1989 (taken fromJPMS
annual certified financial statenents) in deriving his April 21,
1989, base year. However, this information was not avail abl e until
the late fall of 1989. Thus, petitioner argues, M. Hanan prem sed
his base year data on JPMS' actual financial results that, by
definition, could not have been available at the valuation date.
Furthernore, petitioner contends that M. Hanan nmechanically used
the KPM5 projections (which he referred to as the "DeJoria
projections”) to conpute his discounted cash-fl ow.

In short, petitioner contends that while M. Hanan's
di scount ed cash-flow purports to be a mnority interest discounted
cash-flow, in reality it is a control discounted cash-flow
According to petitioner, M. Hanan inproperly changed the capital
structure of JPMS, adding |long-termdebt on the assunption that a
m nority sharehol der could influence capital structure.

Finally, petitioner opines that M. Hanan's exorbitant
control value is irreconcilable with Mnnetonka's $125 nillion
offer for all of the JPMS stock. Petitioner urges the Court to

dismss M. Hanan's concl usions as unrealistic.
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D. Court's Analysis and Concl usi on

We have considered all of the testinony before us, as well as
the expert witness reports, and have weighed all other relevant
factors. As articulated by the parties, each expert w tness report
is susceptible to criticism W are unable to accept the nonent-
of -deat h val uations given to the 1,226 shares of JPM5 conmpbn stock
by any of the expert wtnesses. I nstead, we rely on our own
anal ysis, based on all the evidence in the record.

We begi n our analysis by placing a $150 nillion val ue on JPMS
at the nonent imrediately prior to M. Mtchell's death. In
determ ning this value, we considered all the evidence but gave the
greatest consideration to Mnnetonka's "real world" $125 mllion
offer in the fall of 1988 (which M. Dedoria found "a little
short") and M. DeJdoria's representation to M. Taylor that he had
received fromGllette a $150 nmillion offer plus a royalty of 2
percent of sales for a lifetine (which M. Taylor found to be an
of fer he could not match).

We next consider the inpact of M. Mtchell's death on JPNMS.
M. Mtchell enbodied JPMS to distributors, hair stylists, and
sal on owners. He was vitally inportant to its product devel opnment,
mar keting, and training. Mreover, he possessed a unique vision
that enabled him to foresee fashion trends in the hair styling
industry. It is clear that the loss of M. Mtchell, along wth
the structural inadequacies of JPMS, created uncertainties as to

the future of JPM5S at the nonent of death.



- 49 -

In particular, a hypothetical buyer or seller would have to
consider the following factors in valuing the 1,226 shares of JPM5
common stock at the nonent of M. Mtchell's death: (1) Whether it
woul d be necessary to increase JPM5S advertising and marketing
expenses;? (2) whether litigation concerning M. Deloria's
conpensation would ensue; (3) whether the lack of a ready or
avai | abl e market for the stock would affect its fair market val ue;
(4) whether and how JPMS would continue its history of successful
product devel opnent and styling |eadership; (5) whether runors
concerning JPM5S "going retail”™ would adversely affect its
rel ati onships with salons; (6) whether JPMS' history of unreliable
suppliers would continue; (7) whether JPMS would solve its
i nventory control and financial information reporting problens; and
(8) whether JPM5S' thin managenent and total reliance on M. DeJoria
woul d hinder its performance.

Nonet hel ess, M. DeJoria stepped in to single-handedly run
JPMS upon M. Mtchell's death. M. DeJoria had al ways overseen
JPMS' marketing. |Indeed, despite his reputation for creativity,
M. Mtchell had not succeeded in marketing his product line in the
|ate 1970's. Although there is no doubt that M. Mtchell's fane

was an inportant conponent in |aunching JPMS in the early 1980's,

24 WIlliamE. Peplow, vice president of salon relations
for Redken, wote a report and testified on petitioner's behalf.
He foresaw that JPM5 woul d have to increase its advertising
budget to sustain sales after M. Mtchell's death
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M. Deldoria's sal esmanshi p, marketing savvy, and construction of
the distribution network were also vitally inportant.

In addition, M. Taylor, whom we found extrenely credible,
testified that M. Mtchell was not as essential to M nnetonka's
interest in JPMsS as M. Deldoria. M. Taylor al so observed that the
deat hs of fashion designers Perry Ellis and Anne Klein did not
af fect their ongoi ng busi nesses to any significant degree "because
t he consuner sonehow is so far renoved from the actual * * *
i nvol venent of that designer * * * they're still buying the
product . "

I n our opinion, the $150 million value for JPMS at the nonent
i mredi ately prior to M. Mtchell's death should be discounted by
10 percent to reflect the loss of M. Mtchell to JPMS. Thus, we
believe that at the nonment of M. Mtchell's death, JPM5S had a
val ue of $135 million.

W further believe: (1) A total 35-percent discount is
appropri at e, reflecting conmbined discounts for | ack  of
marketability and minority interest; and (2) a $1.5 nillion
discount, reflecting the possibility of a lawsuit over M.
DeJoria's conpensation, should be applied. Taking these factors

into consideration, we find, and thus hold, that the value of
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decedent's i nterest was $41, 532, 600%° as of the nonent of his death.

| ssue 2. Section 6662(q) Penalty

The final issue is whether petitioner is liable for the
section 6662(g) penalty. A substantial estate tax valuation
under statenment occurs if the value of property clainmed on a return
is 50 percent or less of the amount determned to be its correct
value, and the portion of the underpaynent attributable to the
under st at ement exceeds $5,000. Sec. 6662(g). The penalty equals
20 percent of the portion of the underpaynent attributable to the

understatenent. Sec. 6662(a). The penalty does not apply to any

25 This amount is cal cul ated 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 JPVS (15, 000, 000)
Val ue of JPM5 at the nonent of M.

Mtchell's death 135, 000, 000
Percent of Trust's interest in JPMS X 49. 04
Val ue of Trust's interest in JPMS prior

to di scounts 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 JPMS after
di scounts 41,532, 600
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portion of the underpaynent for which the taxpayer shows that he or
she: (1) Had reasonable cause, and (2) acted in good faith with

respect thereto. Sec. 6664(c); see also United States v. Boyle,

469 U. S. 241, 242 (1985). Wiether a taxpayer had reasonabl e cause
and acted with good faith is a factual determ nation. Sec. 1.6664-
4(b), Inconme Tax Regs.

The parties agree that the section 6662(g) penalty is
i napplicable unless the Court decides that the noment-of-death
val ue of the 1,226 shares of JPM5 common stock was $57 million or
nore.?® On the basis of our determination that the fair narket
val ue of the 1,226 shares of JPMS stock as of April 21, 1989, was
$41, 532,600, the section 6662(g) penalty does not apply.

In light of the foregoing, and to reflect concessions and
settled issues,

Deci sion will be

entered under Rul e 155.

26 The Federal estate tax return valued the stock at $28.5
mllion. For sec. 6662(g) to apply, the value reported on the
return nust not be nore than 50 percent of the correct val ue.



