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Dexsi l  Corporat ion v. Commissioner, T.C.
Memo. 1999-155, May 5 , 1999

Thi s  c a s e  i s  a  r e mand  f r om the  Cour t  o f  Appea l s  f o r  t h e
Second  Ci rcu i t  in  Dexs i l  Corp.  v.  Commis s ioner,  147  F.3d
96  (2d  C i r.  1998 ) ,  v a c a t ing  and  r emand ing  T.C .  Memo
1995 -135 .   The  Se cond  C i r cu i t  o rde red  th e  Tax  Cour t  t o
make  spe c i f i c  f i nd ing s  re g a rd ing  the  f o l l ow ing  que s t i on s :

1 . Whe the r  a  hypo the t i c a l  i nv e s t o r  wou ld  a c c ep t  t h e
compen s a t i on  pa id  t o  [ Theodo r e  R . ]  Lynn ;

2 . Whethe r  Lynn  wa s  pa id  a c co rd ing  to  a  l ong - s t and-
ing  and  con s i s t en t l y  app l i ed  con t ingen t  compen -
s a t i on  f o rmu l a ,  and  i f  s o ,  whe the r  h i s  s a l a r y  wa s
re a sonab l e  i n  l i gh t  o f  t h i s  f o rmu l a ;

3 . Whe the r  Lynn’s  compensa t i on  compar ed  f a vo r ab l y
w i th  th e  compen s a t i on  pa id  by  s im i l a r  compan i e s
fo r  comparab l e  s e r v i ce s ,  g i ven  the  many  ro l e s  Lynn
p l a y ed  a t  Dex s i l ;  and

4 . whe the r,  a f t e r  r e cons ide r a t ion  o f  the s e  f a c to r s ,  the
ba l anc e  o f  f a c t o r s  h a s  s h i f t ed  i n  f a vo r  o f  D ex s i l
s u c h  t h a t  i t  h a s  m e t  i t s  b u rd e n  o f  p r ov i n g  t h a t
Lynn’s  compen s a t i on  wa s  r e a sonab l e .

In  th e  Tax  Cour t ’s  o r i g in a l  op in ion ,  t h e  Cour t  conc luded
tha t  $300 ,000  and  $320 ,000  fo r  the  f i s c a l  ye a r s  1989  and
1 9 9 0 ,  r e s p e c t i v e l y,  w a s  r e a s o n a b l e  c o m p e n s a t i o n  f o r
Theodore  R .  Lynn (Lynn) ,  the  ma jor i ty  shareho lder,  p re s i -
d en t ,  and  a  d i re c to r  o f  t h e  Company.   The  Cour t  d i s a l -
lowed  the  Company’s  deduc t ions ,  to  the  ex t ent  o f  $76 ,540
in  1989  and  $168 ,000  in  1990 .   The  Cour t  a g re ed  w i th
the  Company  th a t  t h e  amount  p a id  t o  Lynn’s  s on ,  Timo-
thy  D .  Lynn  ( T.D .  Lynn ) ,  a  s h a reho ld e r,  v i c e  p re s i d en t ,
a n d  d i re c t o r,  w a s  r e a s o n a b l e ,  b u t  d i s a l l owe d  i n  p a r t  a
d e d u c t i o n  c l a i m e d  f o r  c o m p e n s a t i o n  t o  a n o t h e r  s o n ,
T h e o d o r e  B .  Ly n n  ( T. B .  Ly n n ) ,  a n d  a  d e d u c t i o n  f o r
d i re c to r ’s  f e e s .

1 .  Hypo the t i c a l  o r  Wi l l i ng  Inve s to r  Te s t
The  on l y  e v id ence  a t  t r i a l  r e l a t i ng  t o  th e  r a t e  o f  r e tu rn
a c c e p t a b l e  t o  a  h y p o t h e t i c a l  i n ve s t o r  w a s  t h e  t a x p a y e r
expe r t ’s  comp i l a t i on  o f  d a t a  on  Ne w York  Stock  Exchange
compan i e s .   The re  wa s  no  e v id ence  p re s en t ed ,  howeve r,
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The Financial Valuation Group
was es tabl i shed  in  1990 to
prov ide  f inanc ia l  consu l t ing
ser v ices  to  c lose ly  he ld  and
publ i c l y  t raded  compan ies.
Our  Consul t ing  and  Exper t
Witness  se r v ices  a re  based
on our  p ro fess iona ls ’ un ique
knowledge  abou t  wha t  c re -
a tes  va lue  in  a  bus iness  en-
t i ty  and the var ious methods
used to  measure  va lue .

W e  Va l u e :
•Corporate Secur i t ies

•Closely  Held Businesses

•Par tnership Interests

•Business Operat ions-subsidiar-
ies,  d iv is ions,  prof i t  centers

• I n t a n g i b l e  A s s e t s - c ove n a n t s
n o t  t o  c o m p e t e ,  c u s t o m e r
l is ts,  contract  r ights and core
depos i ts

• In te l l ec tua l  P roper ty -pa ten ts ,
t r a d e m a r k s ,  t r a d e  n a m e s ,
sof tware copyr ights and t rade
secrets

V a l u e  m e a s u r e m e n t  i s
u s e d  f o r  m a n y  p u r p o s e s ,
i n c l u d i n g :

•Business Planning

•Succession Planning

•Purchase Pr ice Al locat ions

•ESOP Values

•Economic Damages

•Cor porate Dissolut ions

•Shareholder /Par tner  Disputes

•Mar i ta l  Dissolut ions

•Estate and Gi f t

Continued on page 3

t h a t  t ho s e  compan i e s  we re  compa r ab l e  t o  th e  t a xpay e r  o r
tha t  t h e  a v e r ag e  re tu rn  o f  t ho s e  compan i e s  wou ld  b e  s a t i s -
f a c t o r y  t o  a  hypo the t i c a l  i n ve s t o r  i n  a  company  w i th  th e
deg r e e  o f  r i s k  a s s o c i a t ed  w i th  th e  t a xpay e r ’s  bu s in e s s .

On  remand ,  t h e  t a xpay e r  t r i ed  t o  compa r e  th e  r a t e  o f  r e -
tu rn  i n  th i s  c a s e  t o  o the r  c a s e s  i n  wh i ch  th e  re a sonab l e -
n e s s  o f  c o m p e n s a t i o n  p a i d  t o  s h a r e h o l d e r - o f f i c e r s  o f
c l o s e l y  h e ld  compan i e s  wa s  d e t e rm ined .   The  Tax  Cour t
d id  no t  a c c ep t  t h a t  app roa ch ,  no t ing  th a t  e a ch  c a s e  mus t
b e  d e c id ed  on  th e  e v id enc e  i n  th a t  c a s e  and  on  th e  sp e -
c i f i c  cha r a c t e r i s t i c s  o f  t h e  company  and  th e  emp loye e  i n -
vo l v ed .   Ac co rd ing  t o  th e  Tax  Cour t ,

The  d e f i c i en c i e s  i n  t h e  e xp e r t  e v i d en c e  i n  t h i s
c a s e  c anno t  b e  ov e r c ome  b y  s u r v e y s  o f  r e s u l t s
i n  d i f f e r e n t  c a s e s  d e c i d e d  o n  d i f f e r e n t  e v i -
d en c e .   Pe t i t i on e r ’ s  p ro p o s e d  me th od  o f  s u r -
v e y i n g  c a s e s  s u g g e s t s  t h a t  w e  d e c i d e  t h e  i s s u e
a s  “wha t  t h e  t ra f f i c  w i l l  b ea r” ,  e x c lud ing  c on -
s i d e ra t i o n  o f  a l l  n o n l i t i g a t e d  c o m p e n s a t i o n
a r rang emen t s  and  o th e r  re l e van t  mark e t  da t a .

The  Cour t  conc luded  th a t  a  hypo the t i c a l  i ndependen t  i n -
v e s t o r  wou ld  no t  a c c ep t  t h e  compen s a t i on  a s  r e a sonab l e .

2 .  Con t ingen t  Compensa t i on  For mu l a
The  t a xpaye r  c l a imed  a  bonus  f o rmu l a  e x i s t ed ,  bu t  th e  Tax
Cour t  no t ed  th a t  t h e re  wa s  no  t e s t imony  ind i c a t i ng  when
and  how  the  f o rmu l a  wa s  e s t ab l i s h ed .   The  t e s t imony  th a t
wa s  g i v en  wa s  t e rmed  “vague”  and  “re t ro spe c t i v e . ”   The
Tax  Cour t  wa s  no t  p e r suaded  th a t  t h e  f o rmu l a  e x i s t ed  o r
wa s  con s i s t en t l y  app l i ed .

3 .  Compar i son  w i th  Compensa t i on  Pa id  by  S imi l a r  Com-
pan i e s
T h e  t a x p a y e r  t r i e d  t o  a d d  t o g e t h e r  t h e  s a l a r i e s  f o r  t h e
Ch i e f  Exe cu t i v e  Of f i c e r  and  th e  Ch i e f  Financ i a l  Of f i c e r
f o r  a  compa r ab l e  company  and  c l a im  tha t  b a s ed  on  Lynn’s
du t i e s ,  h e  shou ld  be  compared  to  the  combined  to t a l .   The
Tax  Cour t  d id  no t  a c c ep t  t h i s  a r gumen t .

4 .  Bu rden  o f  Proo f
On r emand  th e  t a xpaye r  r e l i ed  on  th e  f o rmu l a  f o r  t h e  bo -
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Cli ck  Here  f o r  Ful l  Tex t  o f  Case s

We a re  found ing  members
o f  The  F inanc ia l  Consu l t ing
Group whose  members  p ro -
v i d e  B u s i n e s s  Va l u a t i o n ,
Exper t  Tes t imony  and  L i t i -
ga t ion  Consu l t i ng  se r v ices
na t iona l l y  and  in te r na t ion -
al ly.

F o r  m o r e  i n f o r m a t i o n  o n
cour t  cases  invo lv ing  va lu -
a t ion  i ssues,  o r  fo r  a  com-
p l imen ta r y  subsc r i p t i on  t o
o u r  n e w s l e t t e r s ,  p l e a s e
v is i t :

www. fa i r marketva lue .com

We encourage you to  for-
ward th is  E- f lash to  other
interested par t ies .
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nus  a s  mee t ing  the i r  bu rden  o f  p roo f .   S ince  the  Tax  Cour t
d id  no t  b e l i e v e  th e  f o rmu l a  e x i s t ed ,  t h e  bu rden  o f  p roo f
a r gumen t  a l s o  f a i l ed .

The  Tax  Cour t  r eached  a  dec i s ion  tha t  matched  the i r  o r i g i -
n a l  d e t e rm ina t i on  and  s a i d :

A s  we  i nd i c a t ed  i n  ou r  p r i o r  memorandum op in ion ,  t h e
da t a  comp i l ed  by  r e sponden t ’s  e xpe r t  s howed  tha t  Lynn’s
compen s a t i on  wa s  more  th an  f ou r  t ime s  t h e  med i an  CEO
compens a t i on  f o r  s e ven  compa r ab l e  compan i e s  du r ing  th e
ye a r s  i n  i s s u e .   The re  wa s  no  e v id enc e  th a t  Lynn’s  com-
pen s a t i on  f o r  t h e  ye a r s  i n  i s s u e  wa s  i n t ended  t o  compen -
s a t e  h i m  f o r  a n y  p a s t  u n d e r c o m p e n s a t i o n .   Pe t i t i o n e r ’s
r e tu rn  on  equ i t y  wa s  d e c l i n ing  du r ing  th e  y e a r s  i n  i s s u e ,
and  th e  d i v id end s  p a id  we r e  n eg l i g i b l e  i n  compa r i s on  t o
inc re a s ed  s a l e s .   We  do  no t  b e l i e v e  th a t  t h e  hypo the t i c a l
i ndependen t  i nve s t o r,  unde r  t h e s e  c i r cums t anc e s ,  wou ld
have  app roved  h ik e s  i n
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