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Judicial Decision Insights

Tax counsel and valuation analysts should be mindful of the guidance in the recent Tax 
Court decision Estate of John F . Koons, III v . Commissioner. The issues addressed in this 
case include (1) the appropriate selection of a discount for lack of marketability (DLOM) 
and (2) the deductibility of interest expense related to a loan made from the taxpayer’s 

company to the taxpayer (the estate). This discussion summarizes these issues.

introduction
On April 8, 2013, the Tax Court (specifically, Judge 
Morrison) opined on the following two issues in the 
Estate of John F. Koons, III v. Commissioner:

1. Whether or not the Estate of Koons (the 
“Estate”) is entitled to a deduction of 
approximately $71.4 million of claimed 
interest expense on a $10.75 million loan 
from Central Investment LLC (“CI LLC” 
or the “LLC”) to the John F. Koons III 
Revocable Trust (the “Trust”).

2. The estimated fair market value (FMV) of 
the Trust’s interest in the LLC (the “sub-
ject interest”) on the date of death. The 
dispute over the FMV of the subject interest 
primarily revolved around the selection of 
an appropriate discount for lack of market-
ability (DLOM) with regard to the subject 
interest.

Judge Morrison ruled in favor of the Internal 
Revenue Service (the “Service”) on both issues in 
this decision. The Koons decision concluded that 
(1) the Estate was not permitted to deduct the 
$71.4 million of interest expense from the value 
of the gross estate and (2) the value of the subject 
interest was calculated based on the Service expert’s 
estimated 7.5 percent DLOM instead of the taxpayer 
expert’s estimated 31.7 percent DLOM.

This discussion focuses on the estate tax valu-
ation implications of these two issues addressed in 
the Koons decision.

Facts oF thE casE
John F. Koons III (“Koons”) died on March 3, 2005.  
Central Investment Corp. (CIC) was a bottler and 
distributor of Pepsi soft drinks and was in the 
business of selling food and drinks from vending 
machines. Koons served as the president and CEO 
of CIC.

Koons owned a 46.9 voting percentage interest 
and a 51.59 nonvoting percentage interest in CIC. 
And, his children owned (directly and through 
trusts established for their benefit) a substantial 
portion of the remaining interest in CIC.

In 1998, PepsiCo, Inc. (“PepsiCo”) and CIC 
initiated lawsuits against one another regarding the 
manufacture and sale of PepsiCo beverage products 
in CIC’s territories.

By December 2004, CIC was in discussions to 
sell its soft-drink business and vending-machine 
business to PepsiAmericas, Inc. (“PAS”), an affili-
ate of PepsiCo. The consummated sale would also 
resolve the ongoing lawsuits.

Shortly before the sale of certain assets to PAS, 
CIC formed CI LLC as a wholly owned subsidiary of 
CIC. CI LLC became the sole member of CIC and 
received all CIC assets that weren’t subject to the 
PAS sale. Koons and his children owned the same 
percentage in CI LLC as they owned in CIC.

Since the Koons children owned a substantial 
portion in CI (and in CI LLC), their approval of 
the transaction was required before the transaction 
could be consummated. The children’s agreement 
to the transaction was conditional on the CI LLC 
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agreement to offer to redeem their interests in the 
CI LLC within 90 days of the PAS transaction, which 
was ultimately provided.

The PAS sale closed on January 12, 2005. After 
the sale, CI LLC owned the following:

1. The proceeds from the PAS sale (approxi-
mately $352.4 million)

2. The $50 million PepsiCo paid to settle the 
ongoing lawsuit

3. The assets of CIC that were not part of the 
PAS sale

By February 27, 2005 (around two weeks prior 
to the date of death), all of the children had agreed 
to redeem their interest in CI LLC. The redemp-
tions would ultimately be completed on April 30, 
2005, after the date of death. Upon completing the 
redemptions, the Koons ownership interest in CI 
LLC (through the Trust) was increased to a 70.42 
voting percentage interest and a 71.07 nonvoting 
percentage interest.

On the date of death (March 3, 2005), the 
members’ equity of CI LLC was $318 million, on 
an accounting book value basis. This included cash 
of $322 million and a $20 million note payable to 
Koons, among other assets and liabilities.

On February 27, 2006, nearly a year after the 
date of death, CI LLC loaned the Trust $10.75 mil-
lion to make a payment toward the Estate’s various 
tax liabilities. The loan carried an interest rate of 
9.5 percent and required semi-annual payments of 
principal and interest between August 31, 2024, and 
February 28, 2031. No payments were due prior to 
August 31, 2024.

Since the payment of the loan was deferred for 
18 years, the interest component of this loan was 
high relative to the principal. The total interest 
component of the $10.75 million loan was $71.42 
million. The Trust anticipated repaying the loan 
using distributions from CI LLC.

The Estate hired a valuation analyst to estimate 
the fair market value of the Estate’s interest in CI 
LLC as of the date of death in order to determine the 
amount of estate taxes owed. The estate’s analyst 
estimated the value of the subject interest at $117.2 
million. This estimated value included a deduction 
of $71.4 million for the interest of the loan from CI 
LLC to the Trust.

thE subjEct ownErship intErEst
Both of the Tax Court’s rulings in this decision were 
influenced by the amount of control inherent in the 
subject interest. 

The valuation analysis performed by the tax-
payer’s analyst assumed that the subject interest 
had the rights of an approximate 50 percent owner. 
The Service’s analyst assumed the subject interest 
had the rights of an approximate 71 percent owner.

The taxpayer’s analyst considered the owner-
ship interest as it existed on the date of death. 
Alternatively, the Service’s analyst assumed that 
the stock redemptions that were planned but not 
completed as of the date of death would eventually 
occur. This would give a hypothetical owner of the 
subject interest substantial control over the LLC, 
including the ability to distribute most of the LLC 
assets.

The Tax Court  agreed with the Service’s analyst 
for the following reasons:

1. The redemption agreements were signed 
prior to the date of death.

2. The redemption price could be easily ascer-
tained (most of the LLC assets were cash).

3. The LLC could have successfully sued the 
other stockholders for breach of contract if 
they reneged on the redemption.

4. The stockholders had expressed interest in 
selling their interests in the LLC.

5. The LLC manager wanted the stockholders 
removed from the LLC.

6. A 71 percent ownership of the LLC would 
enable the owner to make certain amend-
ments to the LLC agreement and change 
the board of directors (and cause the LLC 
to distribute most of its assets).

The Tax Court also considered the motivations of 
a hypothetical willing buyer of the LLC stock.

It is noteworthy that neither analyst applied an 
ownership control price premium. The Estate’s ana-
lyst argued that even if the subject interest was a 71 
percent ownership interest (he believed it should be 
analyzed as an approximate 50 percent ownership 
interest), it was still a noncontrolling ownership 
interest.

The Estate’s analyst reached this conclusion for 
the following reasons:

1. The operating agreement limited the discre-
tionary distributions of assets by the Board 
of Managers.

2. The stock purchase agreement between 
PAS and CIC (the “SPA”) prevented CI 
LLC from dissolving and distributing all its 
assets until after January 10, 2012.

3. A supermajority vote of the members was 
required for some actions.
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The Service’s analyst did not apply a control 
premium for different reasons. He did not apply a 
control premium for these two reasons:

1. The majority of the CI LLC assets was cash.

2. A controlling owner in CI LLC would be 
unlikely to extract value above its pro rata 
ownership of the CI LLC assets.

thE intErEst dEduction
The interest component of the $10.75 million loan 
was large relative to both the loan principal and the 
estimated value of the subject interest. Therefore, 
the treatment of this expense was one of the dis-
puted issues in this case.

Internal Revenue Code Section 2053 permits 
deducting administrative expenses from the value 
of the gross estate.

Section 2053-3 limits the administrative expense 
deduction to “such expenses as are actually and 
necessarily incurred in the administration of the 
decedent’s estate; that is, in the collection of assets, 
payment of debts, and distribution of property to 
the persons entitled to it. . . . Expenditures not 
essential to the proper settlement of the estate, but 
incurred for the individual benefit of the heirs, lega-
tees, or devisees, may not be taken as deductions.”

Therefore, in the subject case, the issue was 
whether or not the $10.75 million loan was neces-
sary to the administration of the Estate.

At the time of the loan origination, (1) the Trust 
owned a large enough interest that it could compel 
the payment of distributions and (2) CI LLC had 
adequate liquidity to make a distribution that result-
ed in $10.75 million being distributed to the Estate 
(it had over $200 million in liquid assets).

The Estate argued that the loan was a better 
business decision than a distribution because it was 
less costly. The extra cash that remained in CI LLC 
could be used to make acquisitions.

The Service argued that, although a loan was less 
costly than a distribution, it nonetheless required 
CI LLC to make a significant payment. Moreover, 
since the loan was to be repaid with cash received 
through CI LLC distributions, the Service noted that 
CI LLC was going to have to make the distributions 
anyway; the loan merely delayed the payment of 
distributions.

The Tax Court opined that the loan was not 
necessary to the administration of the estate, and 
therefore the projected interest expense was not a 
deductible expense of the estate.

thE dloM
As in many Tax Court disputes over the value of 
a closely held company, the Service’s analyst and 
the Estate’s analysts disagreed over the magnitude 
of the DLOM. The Estate’s analyst contended that 
the DLOM is 31.7 percent, and the Service’s analyst 
contended that the DLOM is 7.5 percent.

The Estate’s analyst relied on a 2011 study 
of restricted stock transactions to estimate the 
DLOM.1 This study provided a regression formula 
to estimate the DLOM for nonmarketable stock. 
The Estate’s analyst applied this formula to the 
subject interest (assuming a 50.5 percent subject 
ownership interest) and computed a DLOM of 26.6 
percent.

The Estate’s analyst then added an additional 7 
percent to account for factors that were unique to 
the subject interest, including the following:

1. CI LLC could not be dissolved until January 
10, 2012.

2. PAS had the right to purchase services from 
CI LLC.

3. CI LLC and its employees were bound by 
noncompetition agreements.

4. CI LLC was liable to pay the costs of 
carbon-dioxide compliance at the Riviera 
Beach facility under the SPA.

5. CI LLC was liable for environmental repre-
sentations and warranties made under the 
SPA.

6. CI LLC was liable for insurance claims.

7. CI LLC was a closely held, small, unknown 
limited liability company.

8. An interest in CI LLC could not be sold to 
persons not direct descendants without a 
75 percent vote of the members.

The Service’s analyst relied on the same study as 
the Estate’s analyst (among other studies). However, 
the Service’s analyst used the study results in a 
different way. Instead of relying on the regression 
formula to estimate a DLOM for the subject inter-
est, the Service’s analyst reviewed the data in the 
study and determined that a 5 percent to 10 percent 
DLOM was appropriate.

Based on this range, the Service’s analyst select-
ed a 7.5 percent DLOM. The decision does not 
clarify how the Service’s analyst determined the 
appropriate range of discounts based on the data in 
the study.

The factors that the Service’s analyst considered 
relevant in his selection of a DLOM included the 
following: 
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1. There was only a small risk that the redemp-
tions would not be completed.

2. There were obligations imposed on CI LLC 
by the stock-purchase agreement, including 
those related to potential environmental, 
health, and safety liabilities.

3. It was reasonable to expect that CI LLC 
would make cash distributions.

4. There were transferability restrictions in 
the operating agreement.

5. The owner of the Revocable Trust’s interest 
would have had the ability to force CI LLC 
to distribute most of its assets once the 
redemptions closed.

6. Most of CI LLC’s assets were liquid.

The Tax Court concluded that the Service ana-
lyst’s testimony was more persuasive. The Tax Court 
was persuaded by the fact that the Service’s analyst 
correctly (in the Court’s opinion) viewed the subject 

interest as a control-
ling interest.

The Tax Court 
also determined that 
the regression analy-
sis relied on by the 
taxpayer’s analyst 
was flawed because 
of the following rea-
sons:

1. The subject com-
panies that comprised the regression analy-
sis data set were mostly operating compa-
nies, and the subject company was more 
comparable to asset holding companies.

2. The regression equation only explained 
one-third of the variation in the valuation 
discounts among the ownership interests in 
the data set.

3. The regression erroneously attributed the 
discount to one factor instead of another.

The Tax Court also largely ignored the transfer 
restrictions in the LLC operating agreement because 
(1) the subject interest had the ability to distribute 
most of the LLC assets and (2) the LLC was—and 
was projected to remain—a cash rich company.

analysis oF thE dEcision
The ruling that had the biggest impact in this case 
was the decision to treat the subject interest in 
the LLC like a controlling ownership interest. This 

affected both issues that were discussed in this 
case—the interest deduction and the DLOM. The 
Tax Court treated the subject interest like a control-
ling interest. This is because redemptions that were 
planned, but had not happened as of the date death, 
were expected to occur.

One important lesson from this case is that if a post- 
valuation-date event is likely to occur, it should be 
considered in the valuation analysis. The relevant 
post-valuation-date events in this case were stock 
redemptions, but the issue of post-valuation-date 
events is certainly more far reaching than that.

Other post-valuation-date events that analysts 
may want to consider relate to merger or acquisi-
tion transactions, distributions, capital projects, 
partnership amendments, or uses of cash. Whether 
or not the foreseen event actually happens is 
another important point for the analyst to con-
sider. In this case, the redemptions did actually 
occur. This factor certainly held some weight with 
the Tax Court.

There are also lessons to be learned in the Tax 
Court’s selected DLOM of 7.5 percent.

First, the Tax Court considered the ability to get 
to the subject company’s assets as one of the most 
important DLOM factors, and more important than 
the transfer restrictions placed on the company’s 
stock.

It is appropriate to give considerable weight to 
the ability of the owner of the nonmarketable stock 
to realize a short- to intermediate-term return on 
his or her investment—whether that return comes 
from distributions, liquidation, or a sale of the 
underlying company. DLOM studies consistently 
find that the subject company’s distribution policy 
is one of the more highly correlated factors with 
the size DLOM.

Second, the Tax Court sided with the valuation 
expert who reviewed DLOM data from multiple 
restricted stock studies and, from that analysis 
alone, precisely selected a DLOM (rounded to the 
nearest one-tenth of one percent). The Tax Court 
rejected the DLOM analysis that reviewed much of 
the same data and estimated a DLOM based on a 
regression formula.

It is hard to observe any clear pattern regard-
ing which methods to estimate the DLOM the Tax 
Court finds more acceptable. In the recent past, the 
Tax Court decisions appeared to trend towards rely-
ing on more quantitative methods to estimate the 
DLOM. However, in this case, the Tax Court did the 
exact opposite. The change regarding what the Tax 
Court considers to be a generally accepted method 
to estimate the DLOM is as much of a random walk 
as it is an evolution.

“. . . if a post-valuation-
date event is likely to 
occur, it should be con-
sidered in the valuation 
analysis.”
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Prior to the mid-1990s, valuation analysts fre-
quently selected a DLOM that was equal to the 
average discount from restricted stock studies or 
pre–initial public offering studies. In the Estate of 
Peracchio2 in 1993, the Tax Court rejected this 
approach. In that decision, Judge Halpern wrote 
that the valuation expert:

makes no attempt whatsoever to analyze 
the data from those [restricted stock] stud-
ies as they relate to the transferred inter-
ests. Rather, he simply lists the average 
discounts observed in several such studies, 
effectively asking us to accept on faith the 
premise that the approximate average of 
those results provides a reliable benchmark 
for the transferred interests. Absent any 
analytical support, we are unable to accept 
that premise, particularly in light of the 
fundamental differences between an invest-
ment company holding easily valued assets 
(such as the partnership) and the operat-
ing companies that are the subject of the 
restricted stock studies.

The Tax Court in Estate of Charlotte Dean 
Temple v. United States3 reached a similar conclu-
sion regarding the reliance on average discounts.

After the Peracchio and Temple decisions, many 
valuation analysts began to estimate the DLOM 
using more quantitative methods. These methods 
use one of the following procedures:

1. Analyzing the price discount from a smaller, 
hand-picked subset of one or more restrict-
ed stock study databases

2. Using a regression model (like the Estate’s 
expert in the Koons case)

3. Using an option pricing model

4. Consideration of other similar methods

In spite of the trend toward more quantitative 
methods to estimate the DLOM, in the 2013 deci-
sion in the Koons case, the Tax Court sided with the 
more subjective methodology. The Tax Court’s deci-
sion to rely on more subjective methods to estimate 
the DLOM may be a reflection of the skepticism 
that exists regarding the use of regression models to 
estimate the DLOM.

In a 2002 article, Stanley Feldman described sev-
eral potential problems that exist in the regression 
models of (1) Silber4 and (2) Hertzel and Smith5 
(which would presumably apply—at least in part—
to more current regression models).

The author noted that the regression models:

1. suffer from weak explanatory power;

2. were developed to test the explanatory 
power of certain variables on the DLOM, 
and not necessarily to produce a formula to 
estimate the DLOM;

3. may allow for significantly different DLOMs 
that are not statistically different from one 
another;

4. may suffer from heteroskedasticity and, 
therefore, the forecast confidence interval 
by these models may be either too wide or 
too narrow;

5. may not consider all variables that affect 
the DLOM; and

6. may incorrectly assume that the models are 
time invariant.

Feldman also notes that the models may break 
down if the subject company has different charac-
teristics than the companies in the study. 

Another good/interesting example of the issues 
that exist with regression models can be illustrated 
using an example from the Spring 2011 issue of 
Business Valuation Review (BVR). That BVR issue 
presented two articles that analyzed regression 
models. In one article, the authors wrote, “Our 
model showed that changes in SEC Rule 144 hold-
ing periods have had a significant impact on private 
placement discount”6 [emphasis added].

In the same BVR issue, the authors of a different 
and unrelated article wrote, “As discussed herein, 
the Rule 144 change appears to have had minimal 
impact on private placement discounts”7 [emphasis 
added]. The conflicting results highlight the diffi-
culty in performing and analyzing regression-based 
DLOM studies.

Given the apparent weaknesses in regression-
based models to estimate DLOM, valuation analysts 
may want to consider alternative ways to use DLOM 
studies that derive regression models.

One way that analysts can use these types of 
studies is to review the factors that were determined 
to have the greatest effect on the DLOM, analyze 
those factors for the subject company relative to the 
companies in the study, and then subjectively select 
a DLOM that is greater, similar to, or lower than the 
average or median discount indicated in the study.

suMMary and conclusion
While there are lessons to be learned from the Koons 
decision, this decision should not have a great effect 
on how analysts estimate the DLOM. This is because 
neither valuation analyst in this case performed an 
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appropriate analysis to estimate the DLOM for the 
subject interest, which the Tax Court determined 
was effectively a controlling ownership interest—
that is, the subject interest could enjoy most, but 
not all, of the prerogatives of unilateral control.

Therefore, the Tax Court did not have the appro-
priate tools at its disposal to reach a meaningful 
conclusion regarding the DLOM. The Tax Court 
selected a DLOM based on the evidence that was put 
before it, and not based on appropriate methodolo-
gies to estimate the DLOM for controlling ownership 
interests.8

The taxpayer’s analyst valued the subject 
interest as a noncontrolling ownership interest. 
Understandably, he relied on the DLOMs implied 
from transactions in noncontrolling interests in 
restricted stocks to estimate the DLOM for the sub-
ject interest. Although the Tax Court disagreed that 
the subject interest was a noncontrolling ownership 
interest, at least his methodology to estimate the 
DLOM was consistent with his opinion about the 
subject interest.

The Service’s analyst similarly relied on trans-
actions of noncontrolling interests to estimate 
the DLOM. However, unlike the taxpayer expert, 
the Service expert believed—and the Tax Court 
agreed—that the subject interest was effectively 
a controlling ownership interest. Given that, the 
Service’s analyst mismatched (1) the subject inter-
est to (2) the method to estimate the DLOM.

One generally accepted consensus among valua-
tion analysts is that it is not appropriate to rely on 
data from transactions in noncontrolling ownership 
interests to estimate the DLOM for a controlling 
ownership interest.9

The other significant difference between the 
two experts was that the Estate’s analyst relied 
on a regression model to estimate the DLOM and 
the Service’s analyst did not. The fact that the Tax 
Court sided with the Service’s analyst suggests that 
analysts should be careful how they use regression 
models to estimate the DLOM.

That said, a 7.5 percent DLOM is within a rea-
sonable range of DLOMs for controlling ownership 
interests in cash-rich companies (these types of 
DLOMs generally range from around 5 percent to 20 
percent). In this case, it is possible that the Service’s 
analyst and the Tax Court had a concluded DLOM 
in mind, and both parties fit the data around that 
answer.

In spite of this Tax Court decision, one may 
not adapt the guidance outlined in the Koons case 
to estimate the DLOM for a controlling ownership 
interest. However, the decision suggests that the 
analyst should spend the time to fully understand 

how the subject interest can get to the company 
assets, whether through distributions, sale of assets, 
or liquidation.

Depending on the nature of the shareholder 
agreements and the experience and background of 
the valuation analyst, the analyst should discuss this 
issue with legal counsel.
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