T.C. Meno. 1998-461

UNI TED STATES TAX COURT

DHL CORPORATI ON AND SUBSI DI ARI ES, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 19570-95, 26103-95. Fil ed Decenber 30, 1998.

Law ence L. Hoeniq, Frank E. Sieqglitz, WIlliamE. Bonano,

Sarah G Fl anagan, John M Grenfell, Roderick M Thonpson, Debra

L. Zumvalt, Richard E. N elsen, Geq L. Johnson, Andrew D.

Mastin,and Susan T. Brown, for petitioners.

Mary E. Wnne, Erin M Collins, Cynthia K Hustad, M chael

J. Cooper, Kevin G Croke, Kinberley J. Peterson, and Janes R

Robb, for respondent.



-2-
CONTENTS

Fi ndi ngs of Fact

I .
1.
L.
| V.

V.
VI .
VII.

VIIT.

I X.
X

Cprnron

Background . .

St ock Omnership and Cbntrol

Oper ati ng Agreenents Between

DHL and DHLI and Rel ated Entities .
Devel opment and Use of the DHL
Trademark and Logo . . oo
Fi nanci al Condition of DHL
Negotiations with UPS . . . .
1990-92 Transaction Wth Forergn
| nvestors . :
The | nbal ance and Transfer Fees :
Technol ogy and Systens
Respondent’ s Determ nati on

Background

Wer e Respondent’ s Deternrnatrons

in the Notices of Deficiency

Arbitrary, Capricious, or

Unr easonabl e? . . :

The Question of Cbntrol -

A.  Was There Comon Contro
After Decenber 7, 19907 . :

B. Effect of the Trademark Transfer
After the Foreign Investors Attai ned
Their Col |l ective Sharehol di ng
Majority of the New DHLI/ MV
Entity . . :

Omer ship and Value of the DHL

Trademark . . . Ce e

A. Omership . . .

B. Value of the DHL Tradenark

1. Effect of Section 482 Redufatrons '

on All ocation of Val ue.
2. Respondent’s Alternative

Argunent--The Al stores

Doctri ne e e
Al l ocation of DHLI Incone to DHL
From | mput ed Royal ties, |nbal ance,
Transfer, and Network Fees for the
Period 1974 Through 1992

A.  Background

B. Royalties . Coe
C. Inbal ance and Transfer Fees .
D. Net wor k Fee .

73
81

82

85

87
87
99

125

131

133
133
135
141
155



-3-

VI . Are Petitioners Entitled to Setoffs

to Any of the Section 482 All ocations

That Have Been Sustained? . . . . . . . . . . . . . . 159
VII. Section 6662 Penalties . . . . . . . . . . . . . . . 163
Appendix . . . . . . . . . . . . . ... ... ... .1

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GERBER, Judge: Respondent determ ned deficiencies in incone
tax and penalties for petitioners’ 1990, 1991, and 1992 taxable
years as foll ows:

Additions to Tax

Sec. Sec.
Year Defi ci ency 6662(a) 6662( h)
1990 $194, 534, 167 $3, 036, 446. 00 $71, 740, 776
1991 13,912, 891 1, 599, 675. 20 2, 365, 806
1992 216, 139, 109 1, 835, 598. 00 82,784, 448

In addition, respondent denied tinely filed clains for refund by
petitioners with respect to the taxable years ended Decenber 31,
1990, 1991, and 1992, in the anounts of $62,851, $920,991, and
$3, 208,934, plus interest thereon, respectively.

The followi ng issues remain for our consideration:
(1) Whether respondent’s determnations in the statutory notices
of deficiency were arbitrary, capricious, or unreasonable; (2)
whet her petitioners and certain other entities were commonly
controll ed, for purposes of section 482,! on or after Decenber 7,
1990; (3) whether petitioners realized additional capital gain on

the sale of the DHL trademark; (4) whether petitioners’ postsale

1 Unl ess otherw se stated, section references are to the
I nt ernal Revenue Code as anended and in effect for the periods
under consideration. Rule references are to this Court's Rul es
of Practice and Procedure.
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retention of a 15-year free donestic use of the DHL trademark
results in capital gain incone; (5) whether petitioners, under
section 482, had additional incone fromforgone royalties;

(6) whether petitioners, under section 482, had additional incone
attributable to inbal ance and transfer fees; (7) whether
petitioners, under section 482, had additional incone from
network fees; (8) whether petitioners correctly conputed their
net operating |oss carryover deductions for 1990 and 1991;2 (9)
whet her petitioners are entitled to setoffs in any year in which
addi tional section 482 incone is finally determ ned; and (10)
whet her petitioners are |liable for penalties under section
6662(a) and/or section 6662(h) for taxable years 1990, 1991,
and/or 1992.

FI NDI NGS OF FACT

Backgr ound

Petitioners are DHL Corp. (DHL or petitioner), formed in
1969 in California, and affiliated subsidiaries. At the time of
the filing of the petitions in these cases, petitioners’
princi pal place of business was Redwood City, California.
Petitioner was forned by Adrian Dal sey (Dal sey), Larry Hillblom
(Hl1lblom, and Robert Lynn, and the first initial of each |ast

name was used to formthe “DHL” nanme. Lynn transferred his

2 Wthin the context of this issue, petitioners argued that
for purposes of sec. 382 net operating loss |imtations, the
ownership of DHL changed on Dec. 7, 1990. On brief, respondent
conceded this point.
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interest to Hi Il blomand Dal sey, each of whom owned 50 percent of
petitioner as of Novenber 1972, and Dal sey retired in 1984, and
his shares were redeened or transferred to other sharehol ders.

Petitioner’s initial business activity was to pick up and
deliver tinme-sensitive docunents and small packages by neans of
regul arly schedul ed donestic airline flights between Hawaii and
California. During 1970, a California corporation was fornmed to
handl e docunents and packages between Los Angel es and San
Francisco. Hillblomrecruited John T. Atwood (Atwood) and
Wl liam A Robi nson (Robi nson) from another courier service to
operate the Los Angeles to San Franci sco busi ness, which was
merged with DHL on Novenber 11, 1972, at which tine Robinson and
Atwood were each given a 7-percent stockholding interest in DHL
During 1972, a station was established in Hong Kong and
i ncorporated there under the nanme Docunent Handling Limted,
International (DHLI). DHLI was incorporated in Hong Kong on
March 14, 1972, and its stock was owned 99 percent by DHL and 1
percent by Dal sey. Po Chung, a Hong Kong resident, was recruited
by Dal sey to act as DHLI's first manager. By late 1972 or early
1973, DHL was al so offering service through a variety of entities
to Guam Hong Kong, the Philippines, Japan, Thail and, Australi a,
and New Zeal and.

The national and international expansion of DHL's activity

was acconplished by enpl oyees and/ or stockhol ders going to a new
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| ocation to establish an operational systenfentity to facilitate
pi ckup and delivery of docunents and small packages to and from
the United States and other |ocations. During 1972, Robinson
travel ed to Sydney, Australia, and net David Allen (Allen), and
t hey began a pickup and delivery service there. Early on,
enpl oyees who established the service in sone | ocations accepted
equity interests because of insufficient funds to pay them

Setting up an international station generally involved the
obtai ning of space at the local airport, making arrangenents with
the I ocal governnment custons officials, setting up an office
| ocation, acquiring vehicles, and hiring and training |ocal
managers. Wthin a relatively short tinme, operations were
established in Auckland, New Zeal and; Fiji; Jakarta, I|ndonesia;
Si ngapore; Kual a Lunpur, Ml aysia; Caracas, Venezuel a;
Johannesburg, South Africa; and Sao Paul o, Brazil.

The growth of the DHL network, especially in the earlier
years, was attributed to a free-form approach to expansi on.
Al t hough a regi nen eventually devel oped, the business expanded
and grew because of the flexibility and freedom of the nanagenent
and enpl oyees to provide service to custoners that conported with
their custons and locality. After sone problens involving the
Civil Aeronautics Board (CAB), operations were divided between
U.S. and international |ocations. Even though there was common

shar ehol der ownership of the U S. and international corporate
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entities, the two operations were allowed to devel op separately
in a manner that best suited |ocal expansion and success.

Al t hough DHL and DHLI generally operated separately, certain
physical facilities were operated for their joint benefit, and,
occasional ly, the conpani es used networ kwi de conpensati on
incentive plans for their executives. At executive levels, there
was commonal ity and “secundi ng” (sharing) of enployees by and
between DHL and DHLI. At the sharehol der |evels, there was
common control of DHL and DHLI

The conpani es making up the DHL worl dwi de networ k cooper at ed
t hrough the Network Steering Commttee (NSC), conposed of DHL
shar ehol ders, senior managenent, and representatives of the three
princi pal corporations, DHL, DHLI, and M ddlestown, N. V. The
NSC s purposes were to establish network policies and strategies,
address each conpany’s network rights and obligations, and
present a uniform organi zational imge to DHL custoners
wor | dwi de.

One of the things that led to the success of the DHL network
was the use of a flat-rate pricing structure, where the custoner
was charged a nonthly rate for all shipnents. Under this
approach, profit was sought on the consolidation or vol unme
strategy. DHL al so devel oped col or-coded pouches with
di stinctive markings that were known to custoners and nade

package handling easier and nore efficient.
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In the early 1970"s, one of petitioner’s conpetitors filed a
conplaint with the CAB, alleging that petitioner was not just a
courier but also operated as an international air freight
forwarder. The conpetitor conplained that, as a result of the
international freight forwarding, petitioner was required to have
CAB operating authorization, which it did not have at that tine.
On April 11, 1972, petitioner filed for CAB interstate and
i nternational operating authorization, and the conpl ai ni ng
conpetitor objected. CAB regulations prohibited individuals who
were not U S. citizens fromowning nore than 25 percent of a U S
air freight forwarder. On May 24, 1973, DHL and Dal sey
transferred their DHLI shares to nom nees, ostensibly foreign, of
Po Chung for little or no consideration. After that transfer of
the DHLI stock, the CAB, on Decenber 19, 1973, authorized DHL' s
status as an interstate and international air freight forwarder.

Thereafter, the CAB prohibition on foreign “control” of DHL
was a significant factor in corporate and sharehol der deci sions
to attenpt to keep foreign and donestic activities separate.
Qperationally, DHL and DHLI, with limted exceptions, were
aut ononously nmanaged by their respective officers, but with a
common comm tnent to the DHL network. The exceptions invol ved
DHL' s chi ef executive officer’s responsibilities over DHLI's
Canadi an, Mexican, and Latin American operations. The common

commtnment to the network was nurtured by the NSC, consisting of
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seni or managers representing DHLI and DHL, who net three or four
tinmes a year to exchange information and di scuss operati onal

i ssues of common interest. The conpanies that nmade up the entire
DHL network were at all times, through Septenber 1992, controlled
by comon interests.

In 1974, Hllblomhired Peter J. Donnici (Donnici), a | awer
and | aw professor, to represent DHL in the CAB matter. About
that time, Hillblomasked Donnici to establish a law office in
Donnici’s nane and to continue to represent DHL. L. Patrick Lupo
(Lupo), a law student of Donnici’s, was enployed to assist in the
CAB litigation. After graduation fromlaw school, Lupo was naned
general counsel of DHL. A few years |ater, Donnici and Lupo
formed a | aw partnership that eventually becanme known as Donni ci
Kerwin & Donnici. DHL was the firms primary client, and it al so
did legal work for DHLI and DHL sharehol ders. Donnici becane
Hi Il bl om s business and general |egal adviser and consultant on
maj or busi ness decisions. Donnici and Hi |l blomwere al so
personal friends. DHL, and at one point DHLI, paid expenses of
the Donnici law firm including rent, overhead, and all salaries.

In the early 1980’s, Donnici received DHL shares for his
past work for DHL, a third of which he gave to Lupo for work he
had done. Donnici was also a director of DHL fromthe early
1980’s until the early 1990°'s. Wiile a director of DHL, Donnici

received a retainer fromDHLI in the amount of $48, 000 per year.
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After the transfer of DHLI stock to Po Chung and nom nees,
DHLI was used for foreign operations and DHL for donestic. DHL
Qperations B.V. (Ops B.V.) was incorporated in the Netherlands on
August 13, 1979, as a wholly owned subsidiary of DHLI. Wen
Robi nson and Allen forned the Australia station under the nane
Docunment Handling Limted, Australia, Robinson was a DHL enpl oyee
who had invested his own funds in this business. The business
founded by Robi nson and All en eventual |y became known as
M ddl estown, N. V., a Netherlands Antilles conpany (MV)
i ncorporated on June 26, 1979. For nost of the period 1974
t hrough Septenber 1992, DHLI, its subsidiary, Ops B.V., and M\V
were the controlling and operational entities of the
international portion of the DHL delivery network.
For the period beginning in 1972 and extending into 1992,
DHL was responsible for handling the courier business inside the
United States, and DHLI was responsible for handling the courier
busi ness outside the United States. Each conpany serviced
shi pments that were: Solely within its jurisdiction; fromits
jurisdiction that were bound for destinations outside its
jurisdiction; and received fromoutside its jurisdiction with
destination points inside its jurisdiction. DHL would al so
handl e shipnments fromoutside its jurisdiction that were nerely
passing through DHL’s jurisdiction on the way to anot her

destination that was outside DHL's jurisdiction.
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For shipnments to | ocations outside DHL's or DHLI's territory
or jurisdiction, the docunents or packages would be sent to a
“foreign” clearing point of the other conpany, and they would
then be conpletely processed by the receiving conpany. For
exanple, if DHL picked up a package in San Francisco that was
bound for a location in Southeast Asia, it would be transferred
to DHLI at one of DHLI's foreign points of entry, and then DHL
woul d take responsibility for custons cl earance, further
transportation (frequently across international borders), and
delivery to the foreign consignee. The entity to whomthe
custoner first submtted the package was paid by the custoner and
retai ned the paynent even though another entity delivered the
package. Accordingly, in the above exanple, DHL would retain the
custoner’ s paynent even though a DHLI/M\V conpany conpl eted the
delivery. The worldw de air express service operated by DHL and
DHLI was generally represented as, and perceived to be, a single
wor | dwi de delivery system (DHL networKk).

In the foreign portion of the DHL network, | ocal operating
conpani es and i ndependent agents operated under agreenents with
DHLI and rel ated conpanies. Normally, |ocal operating conpanies
or agents billed custonmers an all-inclusive price for shipnents
to other service areas. The |ocal operating conpanies or agents
normal |y retained a percentage or predeterm ned portion of the

revenue received fromtheir custoners and remtted the renmai nder
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to the DHLI corporate entities as a “network fee”. Although DHL
was DHLI's pickup and delivery agent in the United States and
vice versa, neither paid a fee to the other, and each was al |l owed
to retain the full anmount charged to the initiating custoner
until 1987.

The only exception to this reciprocal arrangenent was the
on-forwarding fee that DHLI charged to DHL through the 1986 year
for sonme 10 destinations in the Mddl e East and Sout heast Asia
because of the great distances fromthe entry gateways to those
destinations. The reciprocal no-fee arrangenment was allowed to
exi st during the 1970's and until 1986. No specific nmethod had
been devel oped to account for each shipnment during that tine.

As of 1992, the DHL network extended to approxi mately 195
countries. In each of those countries (other than the United
States), pickup and delivery functions were perforned either by a
| ocal operating conpany that was a corporate affiliate of DHLI or
M\V, or by an independent agent. Mst of the |ocal operating
conpani es were subsidiaries of M\WW. Thus, M\V (through its
subsi di ari es) provided pickup and delivery services in many
countries, while DHLI operated the network that |inked those
countries together.

As of 1988 the DHL network was, internationally, the third
| argest air courier conpany, with a global market share of about

8 percent, of which sonmewhat |ess than 40 percent arose from
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out bound shi pnments fromthe United States. Around 1985, a study
reflected that DHL ranked first for international service in the
user sanples, and its custoner awareness was hi ghest anong | arge
shi ppers who shi pped packages both donestically and
internationally. A 1986 report explained that DHL had a high
name awar eness even though the ampbunt spent to advertise the nane
at the time was low. Al though DHLI/M\V (international business)
was growi ng faster and was nore successful during the 1980’ s, as
of the time of the transactions in question, DHL renmai ned a

i nportant part of the worldw de delivery network. DHL was

val uable to DHLI/M\V by delivering packages in the United States
and by providing shipnents originating in the United States to
the international portion of the network for delivery. Wthout
DHL, the DHL network woul d have had to obtain a delivery agent to
deliver international-origin shipnments in the United States and
find new sources of outbound shipnents fromthe United States.

As of the tine of the transactions in question, over 20 percent
of the total third-party revenues earned by the DHL network
outside the United States was estimated to be attributable to
DHL.

1. St ock Omershi p and Control

As of Decenber 1, 1989, 77.61 percent of DHL’s outstanding
stock was owned as follows: Hillblom 46.75 percent; Cheiro’s

Consul tancy Services Ltd. (Cheiro), 21.59 percent; and W
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Robi nson, 9.27 percent. The remaining 22.39 percent of DHL's
out st andi ng stock was owned by ot hers--one of them owning 9.27
percent, and the remai nder each owning |l ess than 5 percent.
Cheiro was a Hong Kong corporation, the stock of which was held
50 percent by Allen and 50 percent by Po Chung, from 1977 through
Septenber 1981. After that tinme, Cheiro stock was held by Alen
or for his benefit through various entities.

As of the time of the transactions in question, DHLI's stock
was held through Mattawan Ltd. (Mattawan), a Hong Kong
corporation, which served as an internediate entity. It was
owned 49 percent each by Po Chung and Hill blom and the renaining
2 percent was held by the Mattawan Enpl oyees Trust. MV s stock
was held 49 percent by Robi nson and 51 percent by Allen through
several internediate entities. Fromthe relatively early
foundati ons of DHL, DHLI, and M\V, through the time when the
foreign investors becane involved in the DHL network, Hill bl om
Po Chung, Allen, and Robinson, collectively and functionally,
were the controlling shareholders of the DHL network entities and
the DHL network. Anongst the four controlling sharehol ders,

Hi |l blomwas the nost influential.

In the m d-1970"s Donnici introduced Allen to Stephen J.
Schwartz (Schwartz), a tax attorney, who began representing sonme
of the DHL shareholders and their related entities. Schwartz’

focus was on the mnimzation of tax, which, anong ot her nethods,
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was saved by placing corporate entities in lowtax jurisdictions.
DHLI/M\V, the foreign entities, grew faster than DHL during the
15-year period preceding the 1990 transacti on.

Schwartz fornmed Managenent Resources International Ltd.
(MRI) in Hong Kong on January 27, 1981, largely for tax reasons.
WIliam Wl den, who was hired by and connected to Hi |l blom was
pl aced as head of MRI. MRl contracted with DHLI, M\V, and DHL to
supervi se and coordinate the DHL network, including “(i) the
devel opment of information and advice, (ii) direction and
i npl enmentation of policies relating to marketing, adverti sing,
operations, electronic data processing, accounting, |egal issues
and insurance, (iii) project research and devel opnent, and (iv)
strategic planning.”

Bef ore 1989, DHL, DHLI, and M\V used MRl to enhance the
commercial benefits derived fromthe DHL network. The NSC al so
had oversight of MRl and, in 1989, agreed to its | egal
reorgani zation. DHL, DHLI, and M\V managenent reported through
their regions to the NSC s chief executive officer. By 1988,
nore than half of MRI's enployees worked in the United States,
and they were covered under DHL's enpl oyee benefits package. DHL
and DHLI periodically advanced funds to MRl to enable it to neet
its costs. Bedford Managenment G oup, Inc., held 49 percent of

MRl 's stock. At the behest of the DHL sharehol ders, Schwart z,
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Donni ci, Lupo, and Charles Lane (Schwartz’s | aw partner) held
equal shares of the stock of Bedford Managenent G oup, Inc.

During 1987, the central managenent organi zati on was
reapprai sed, and it was decided that the considerable growh in
t he busi ness and increasing conpetition intensified the need for
a coordinating body that could continue to project and nmaintain
the DHL worl dwi de network with uni form operational and service
standards. In 1988, DHL established the Wrl dw de Coordi nation
Center (WHQ in Belgium Three superregions were established,
each with its own chief executive officer (CEQ. Po Chung was CEO
for the Asia Pacific region; Patrick Foley, DH.'s CEQ was CEO
for North and South Anmerica; and Robert Kuijpers was CEO for
Europe, the United Kingdom and Afri ca.

VWHQ was to direct, support, and advise the regions, to
supervi se conpliance with global policies, and to ensure that the
regi ons adopted a consistent approach to key issues. It had
responsibility for establishing strategy, coordinating resource
al l ocation, and supporting and advi si ng regi onal nmanagenent,

i ncludi ng coordinating with DHL, to ensure that operating
procedures and service |levels established centrally or recognized
as best denonstrated practice were used throughout the DHL
network. A Worldw de Services Departnent was al so established to
be responsible for directing and coordinating the integration of

operations and marketing initiatives across regions; coordinating
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purchased air operations; advancing the worl dw de inplenentation
of best denonstrated practices in operations, sales, and
mar keti ng; and overseeing the gl obal accounts program

Lupo was DHL’s general counsel from 1976 through Decenber 1,
1984; CEO for part of 1986; a nenber of DHL's board of directors
fromthe early 1980’s until 1990 and chairman of its board of
directors from 1985 t hrough Septenber 1986; and fromthe early
1980's to the tinme of trial, a mnority shareholder of DHL. 1In
1985, Lupo noved to England to coordi nate the service
requi renents of DHL operations in Canada, Mexico, and Latin
Arerica with DHLI and MNV. Lupo continued in that role unti
1988.

From 1986 into 1988, at the request of Po Chung, Lupo
coordinated the activities of DHL, MV, and DHLI pursuant to an
agreenent with DHLI. Lupo also perforned services for MRI. He
was involved in MRI's 1985 gl obal strategic planning for DHL
From 1988 until 1992, DHL paid Lupo’s conpensation and benefits,
but permitted himto serve DHLI. He performed his coordination
activities as CEO of WHQ beginning in 1988. In 1990, with the
entry of the foreign investors, Lupo was placed on the boards of
directors of DHLI and MV

DHLI provi ded necessary capital to DHL through N rada Corp.
B.V., a Netherlands corporation fornmed for that purpose. DHL s

donesti c expansion during the 1980's was, in part, intended to
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i ncrease and protect DHL's international market share. Al though
the operating officers of DHLI were not in favor of the
expansi on, DHLI benefited because it was able to offer nore U. S
delivery destinations to its custoners.

On Decenber 7, 1982, Hill bl om acquired 49 percent of the
stock of Mattawan, for which he was to contribute $150, 000. At
that time, DHLI had retained earni ngs of HK$433, 521, 201
(approximately US$56 million). Around that tinme, H Il bl om
borrowed or withdrew several mllion dollars from DHLI, and
t hrough the 1990-92 transactions no interest or principal was
repaid. Prior to his 1982 acquisition of Mattawan stock, it was
understood that Hi |l blomhad some formof interest in DHLI

Po Chung al so acquired 49 percent of Mattawan’s stock, for
whi ch he was to contribute 70 percent of the DHLI stock. The
enpl oyee trust of Mattawan held the remaining 2 percent of its
stock. On Decenber 20, 1982, Mttawan acquired 120, 000 DHL
shares from DHLI, and on January 24, 1983, Mattawan acquired
49,900 DHLI shares from Po Chung and 99 from Hel en Wng. After
August 8, 1984, Mattawan held all but 1 of DHLI's shares. 1In
1989, Schwartz structured a sale of Hllbloms 49 percent
Mattawan interest to Po Chung for US$226 million. The sale
docunents were dated Decenber 31, 1989. During the transaction
with the foreign investors, petitioner’s |awers advised that the

sal e woul d not be respected for U S. tax purposes.
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On January 15, 1982, the DHL sharehol ders entered into an
agreenent that provided that, in the event of the death of one or
nore of them the deceased’ s “entire interest in the DHL
busi ness” would be transferred to the surviving DHL sharehol ders
W th appropriate conpensation to the deceased’s estate. The DHL
shar ehol ders apportioned the net proceeds fromthe sale of MV
and DHLI stock in 1990 and 1992, the assets of DHLI and MV
excluded fromthe sale, and other assets the DHL sharehol ders
acquired with funds fromDHLI or M\V as follows: Hillblom
55. 4744 percent; Robinson 11.6788 percent; Allen 21.8694 percent;
and Po Chung 10.9774 percent. The apportionnment was not based on
their respective stock ownership and the relative val ues of MWV
and DHLI. Instead, it reflected the DHL sharehol ders’ true
econom ¢ arrangenent. The DHL sharehol ders’ negoti ated
apportionnment of the proceeds was prem sed on the relative
contribution each sharehol der had nade to the success of the DHL
wor | dwi de operation, although Robi nson had nmade a concession to
Allen to cause the deal to be consummated. This plan for
apportioning the proceeds was based upon a | ongstandi ng agreenent
or understandi ng of the DHL sharehol ders.

According to the DHLI/M\V sharehol ders’ agreenent, Donni ci
Lupo, and Schwartz were to receive $8,437,500, $8,437,500 and
$2, 953, 125, respectively, fromthe proceeds of the 1990 and 1992

transactions. A portion of the DHL sharehol ders’ proceeds was
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used to purchase sone of the DHL shares of DHL’'S mnority
sharehol ders. The DHL sharehol ders agreed that, for purposes of
determ ning the amount to be paid for the mnority sharehol ders
shares, DHL was worth one-third of the total offer for all three
conpani es.

During the Decenber 1990 through August 1992 period, before
the foreign investors exercised their option, the DHL
shar ehol ders, through and as DHL directors, had veto power over
the follow ng actions by the boards of DHLI and M\V.

(1) Any change in the enploynent of Lupo, P. Y. Kuijpers,
Robert Parker, and Errol Gates;

(2) any issuance of DHL shares or other related securities;

(3) any debt or lease financing by DHL, with certain
exceptions for refinancings, |ease financings below $3 mllion,
and borrowings totaling less than $5 nmillion;

(4) any material change to the business of DHL, except for
a reasonable commtnent of DHL's resources to devel opnent of
heavy freight transportation capability;

(5) any change in DHL’s auditors or accounting policy.
During that sanme period, anong others, the follow ng actions were
subject to supermgjority (would require agreenent of sone board
menbers controll ed by the DHL sharehol ders) approval by the DHL
and M\V boar ds:

(1) Any anendnent to the bylaws and nenorandum and articles

of associ ation;
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(2) entering into a new busi ness other than one that was
directly related to the principal business of DHL

(3) reappointnent of the CEQ

(4) any debt or lease financing by DHL if, as a result of
such financing, the total anmount of debt and | ease financing by
DHL woul d exceed 75 percent of the total capitalization of DHL
The limt was 50 percent if the new investors exercised the
“Newco Share Alternative”;

(5) any nmatters that exceeded a fair market val ue of $20
mllion, including purchases, sales, and | eases, and excluding
the exercise of the DHL trademark option

[11. Operating Agreenents Between DHL and DHLI and Rel at ed
Entities

The responsibilities of individual foreign operating
conpani es were defined in network operating agreenents with DHL
or Ops B.V, its subsidiary, and the responsibilities of the
i ndependent agents were defined in agency agreenents with DHL
and related entities. |In general, an individual operating
conpany or agent would bill custonmers in its service area an all -
inclusive price for shipments to other service areas. For
transacti ons emanating outside the United States, each service
area’'s operating conpany or agent typically retained a portion of
the revenue received fromits custoners and remtted the

remai nder to the DHLI entities as a “network fee”.
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The network fee was intended to conpensate DHLI for central
facilities and services--including the air transportation
net wor k, clearinghouse hubs at air termnals, custons clearing
servi ces, know how, insurance, and advertising--that DHL
provided for the benefit of the |ocal operating conpanies and
agents. Al though DHL was DHLI's pickup and delivery agent in the
United States and DHLI was DHL’s pickup and delivery agent
outside the United States, with extrenely Iimted exceptions, no
fees or costs were paid for those services exchanged between them
until 1987.

For ei gn operating conpani es and i ndependent agents were
required to use the DHL trademark so as to be identified as part
of the DHL network. A trademark |icense was included as part of
the agreenents with the |ocal operating conpani es and agents.
The agreenents with foreign | ocal operating conpanies and agents
generally did not require a separate paynent for royalties. On
occasion, it was necessary to include nom nal royalty provisions
in agreenments with |ocal operating conpanies and agents in order
to comply with local law. Sonetinmes the royalties were credited
agai nst the network fee. The network fee remtted to DHLI and
rel ated corporations included paynent for the capital
infrastructure, operating expense, know how, and sonetines a
nom nal anount for use of the DHL nane provided by the DHL

net wor k.
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A menorandum of oral agreenent, dated March 15, 1974 (1974
MDA), reflected the agency agreenent between DHL and DHLI. Under
the 1974 MOA, DHLI acted as the foreign pickup and delivery agent
for DHL, and DHL |icensed the use of the nane DHL to DHLI for the
5-year termof the 1974 MOA. The 5-year termof the 1974 MOA
could be term nated by DHL on 90 days’ notice. Upon term nation
of DHL and DHLI’'s rel ationship, under the 1974 MOA, DHLI could
not use the name DHL or any simlar nane for a period of 5 years.

Bet ween 1974 and 1990, the 1974 MOA was anmended on si x
occasions. The first amendnent provided (retroactively to 1974)
that DHL and DHLI were each entitled to the revenues and were
responsi bl e for the expenses related to shipments originating in
their respective service areas. The first anmendnent provided a
procedure for selecting an arbitrator to arbitrate any
di sagreenent concerning the allocation of revenues and expenses.
Both parties consented to the jurisdiction of the U S. District
Court in Guamto enforce the arbitrator’s deci sion

On Cctober 12, 1975, DHL and DHLI entered into the second
anendnent to the 1974 MOA which, in part, provided that costs and
revenues of the parties’ electronic data transm ssion business
were to be shared as agreed or, if no agreenent, based upon
reasonabl e val ue of services, reasonable value of resources
contributed, wth the understanding that the custonmers DHL
served presently were the result of DHL's goodw I |I. DHLI again

agreed that it would not use the name DHL or conpete with DHL for
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5 years after the termnation of the agreenment. The second
amendnent was for 5 years, and it incorporated and reaffirnmed the
terms of the 1974 MOA and the first amendnent, including DHL s
right to termnate the 1974 MOA upon 90 days’ noti ce.

The third, fourth, and sixth anmendnents extended the term of
the 1974 MOA through February 15, 1997. None of the anendnents
changed DHL’s right (under the original 1974 MOA) to term nate on
90 days’ notice. The fifth amendnment provided that the
rel ati onship or agreenment would “remain in full force and effect
unless and until * * * disapproved by the United States
Departnent of Transportation.” Neither the 1974 MOA nor any of
t he six anmendnents provided for royalties for the use of the DHL
trademark or the DHL nane.

In connection with the invol venent of the foreign investors,
a Decenber 7, 1990, agency agreenent (1990 agency agreenent) was
entered into so that the arrangenents between DHLI and DHL woul d
be set forth clearly and conpletely in one docunent. Under the
1990 agency agreenment, DHL had the exclusive right to use and
sublicense the DHL trademark in the United States, and DHLI had
the exclusive right to use and sublicense the trademark outside
the United States. The agreenent established reciprocal
per formance standards and financial covenants. Under the 1990
agency agreenent, DHL or DHLI woul d conpensate the other, at cost
plus 2 percent, for its shipnments in excess of those perforned

for the other. The 1990 agency agreenent was term nable only for
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cause and had a 15-year term wth an automatic 10-year renewal

if the parties were reasonably satisfied. It did not contain
DHL's right to term nate the agreenent upon 90 days’ notice and
it did not provide for DHLI's paynent of a royalty for use of the
DHL trademark. DHL, DHL Airways, and a newly created entity, on
August 18, 1992, entered into an agreenent paralleling and
keeping in force the 1990 agency agreenent, essentially
substituting a newly created entity for DHLI

Upon term nation of the 1990 agency agreenent, DHLI woul d be
prohi bited fromusing the DHL trademark anywhere in the world for
a period of 5 years. The 1990 agency agreenent provided that the
| aws of New York governed its interpretation. |t was signed by
DHL and DHLI and filed with the U S. Departnment of
Transportation.

In addition to the 1974 MOA and anendnents, DHL and DHLI in
their cooperative effort to operate a worl dw de DHL network
entered into nunerous witten and oral agreenents. Sone of these
i ncl uded operational standards such as uniformservice criteria
for network performance (percentage of deliveries within an
established tine period, data retrieval standards), establishnment
of quality of service reporting criteria (systens and neasures
for network product volunes, pickup performance, and delivery
performance), service directory format and content, devel opnment
of quality control criteria for the network, and devel opnent of

gl obal air freight nethods for handling larger or traditional air
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cargo. There were al so agreenents concerni ng customner service
procedures, nethods for taking and handling custoner calls,
booki ng shi pnents, responding to service requests, dealing with
standard i nquiries, managi ng | arge accounts, responding to
conplaints, and tracking or tracing shipments. Simlar
operational standards existed for the network’s ground
oper ati ons, gateway operations, and hub procedures. The 1990
agency agreenent, in part, attenpted to gather these procedures
and agreenents into a single docunent.

| V. Devel opnent and Use of the DHL Trademark and Logo

During the early devel opnent of the delivery network, the
“DHL” nane was generally used, but no standard tradenmark or | ogo
was used. In the late 1970's, DHLI comm ssioned and paid for the
design of the first standardi zed DHL | ogo, which was then used by
the entire DHL network. In |ater years, DHL and DHLI cooperated
on a project to nodernize the DHL | ogo and to devel op a Corporate
I dentity Manual explaining the use of the redesigned |ogo, all of
whi ch was cooperatively funded.

Begi nning in 1977, DHL began the process of registering the
DHL tradenmark. Several different trademarks or | ogos have been
regi stered, including “DHL”, “DHL Flyer”, “DHL Wbrl dw de Courier
Express”, and “DHL Wrl dw de Package Express”. DHL bore the cost
for registering the DHL trademark in the United States.

Ops B.V. and DHLI entered into an agreenent on August 13,

1979, stating: (1) DHL was the “registered proprietor” of the
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name “DHL” and used that nanme in its business in the United
States; (2) DHLI licensed the nane “DHL” from DHL and carried on
busi ness as a docunent courier on a worldw de basis; and (3)
DHLI, with DHL's consent, appointed Ops B.V. as its agent to
establish and i nprove the network throughout the world, excluding
the United States. On Novenber 15, 1980, DHLI and Ops B.V.
executed a “Variation Agreenent” nodifying the 1979 agreenent
with DHL's consent.

Ceof frey Crui kshanks (Crui kshanks) was hired in 1982 as
| egal counsel for the DHLI portion of the DHL network. On August
1, 1983, Crui kshanks asked Lupo if DHL would sell DHLI the rights
to the DHL trademark outside the United States. Lupo responded
that the worldwide rights to the trademark could not be sold
w t hout DHL board of directors and sharehol der approval, but the
rights for DHLI to use the trademark only in Central Anmerica
could be transferred for $100,000. DHL transferred the Central
Anerica trademark rights to DHLI for $100, 000.

In 1983, Crui kshanks undertook a worl dw de regi stration
program of the DHL trademark. Although Crui kshanks had been
advised in April 1983 by the DHL general counsel that the DHL
name should be reflected in connection wth the registrations
wor | dwi de, that was not done. Crui kshanks hired John Cai sl ey
(Caisley) to register the trademark. Caisley was not inforned
about the 1974 MOA and DHL's agreenent with DHLI concerning the

DHL trademark, and he registered it in DHLI's nanme in various
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foreign countries. Caisley rendered an opinion regarding DHLI's
ownership of the DHL trademark in Decenber 1990 when he was not
yet aware of the 1974 MOA and its anendnents. The cost of these
trademark registrations was borne by DHLI. DHLI protected the
DHL trademark agai nst infringenment outside the United States.
Qutside the United States, DHLI also took responsibility and bore
the cost of protecting the DHL trademark, including disputes with
termnated agents relating to trademark usage.

The DHL nanme had been protected under U S. trademark | aw
since 1969 and the DHL | ogo since 1977. From 1978 until 1992,
DHL or its subsidiaries were the registered owners of the DHL
trademark in the United States, and they bore the costs of
obtaining those U S. registrations. 1In July 1986, an enployee in
the Argentina office asked a DHL enpl oyee for perm ssion to alter
the design of the logo used in Argentina. An MRl enpl oyee was
asked to handle the matter, with the request that he direct each
country manager to place next to the DHL |l ogo a registration
synbol showi ng that the 1 ogo was a registered trademark of DHL.

I n August 1988, DHL |earned that the registrations of the DHL
trademark outside the United States failed to reflect DHL's
interest in the trademark and the agreenent set forth in the 1974
MOA.

Margaret Phillips, an attorney in the Donnici law firm and
Crui kshanks di scussed a revised tradenmark |icense agreenent

bet ween DHL and DHLI setting forth DHL's ownership of the DHL
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trademark and the practices and intent of the parties. Margaret
Phillips drafted an agreenent in 1988 setting forth the
understanding that DHL |licensed to DHLI the right to use the DHL
name and | ogo. The agreenent, although unsigned, contains
acknow edgnent that DHL owned the worldw de rights to the
trademark and that DHLI obtained tradenmark registrations to be
held in trust for DHL that DHLI would surrender to DHL upon
termnation of the license. The unsigned 1988 agreenent was
provided to counsel for the foreign investors, with the statenent
that it represented the agreenent of the parties during due
diligence for the 1990-92 transacti on.

As of July 1990, intranetwork nmenoranda contai ned the
acknow edgnent that DHL owned the worldw de rights to the DHL
name and gl obally used trademark and trade nane. DHLI was
exclusively licensed to use those marks outside the United States
and, for the sole purpose of conplying with trademark |aws, could
file trademark applications outside the United States as the
“regi stered owner”. There was network-w de enpl oyee recognition
that DHL was the source of DHLI's use of the trademark rights.

For sone period of tinme prior to 1990, Crui kshanks held the
personal view that DHLI owned the trademark outside the United
States, even though he orally and in witing represented to the
contrary. During the negotiations with the foreign investors,

guestions arose about the trademark ownership outside the United
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St ates because of DHLI's registration of the trademark in
numer ous foreign countries.

For purposes of the transactions between DHL sharehol ders
and the foreign investors, the agreenents reflected:

[DHLI] obtains its rights to the DHL trademark from DHL

Corp. and has obtained its registrations pursuant to

such licence agreenment. An unwitten agreenent exists

between * * * [DHLI] and DHL Corp. which provides that

upon the term nation of the agency agreenent between

them * * * [DHLI] will procure DHL Operations B.V. to

assign all trademark registrations to DHL Corp. w t hout

consideration and at its cost.

The three conpanies, DHL, DHLI, and M\V, operated in harnony
to protect and develop the DHL trademark. In the md-1980's, a
Corporate ldentity Manual was produced, setting forth standards
for the DHL logo’s use, including the typeset, colors, and letter
size for each type of use.

DHL' s advertising represented to the public that it was one
gl obal delivery conpany worl dw de, and custoners were nade aware
that their docunents could be delivered anywhere in the DHL
wor | dwi de network. Al though advertising was acconpli shed
separately for DHL and DHLI, in the md-1980"s, DHL's managenent
specifically decided that brand awareness and nmarketi ng
strategies should have | ocal focus because the markets served
were too dissimlar to support a global program Generally, DHL
or DHLI each bore the cost of advertising for its respective

market. DHL and DHLI did not directly control the quality of the

goods or services that the other provided.
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From 1982 t hrough 1992, DHL spent approximately $150 mllion
for advertising, publicity, and pronotion within the United

States as foll ows:

1982 $6, 896, 000
1983 12, 363, 000
1984 14, 473, 000
1985 9, 509, 000
1986 11, 870, 000
1987 9, 796, 302
1988 11, 474, 000
1989 22,771, 452
1990 19, 880, 000
1991 19, 460, 000
1992 15, 740, 000

From 1982 t hrough 1992, DHLI, M\V, and subsidi aries spent
approximately $380 million for advertising, publicity, and

pronotion outside the United States as foll ows:

1982 $6, 671, 000
1983 8, 592, 000
1984 14, 933, 000
1985 24,290, 000
1986 32, 340, 000
1987 34, 341, 000
1988 37,045, 000
1989 48, 937, 000
1990 47, 460, 000
1991 56, 099, 000
1992 70, 140, 000

The air express business is highly conpetitive, and
consistency and reliability of service, and to a | esser extent
delivery speed and price, engender customer satisfaction and
loyalty. In order to provide consistently reliable service, an
air express conpany nust possess and nai ntain an extensive pickup
and delivery network; an infrastructure of shipnent facilities,

pl anes, vans, and conputer systens; tracking technol ogy; and a
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great deal of know how and expertise. These conponents are of
greater significance to customers than the nane or trademark of
the delivery entity. GCenerally, a delivery business’ trade nane
or trademark will have | ess val ue when separated fromthe
delivery infrastructure. On occasion, an established delivery
conpany acquires anot her operating delivery conpany solely for
its operating infrastructure, and the acquired conpany’s nanme is
phased out and/or discarded.

As part of the first stage of the transaction with the
foreign investors, the parties agreed to a reservation of rights
agreenent in which an internediate entity was used to transfer
the DHL trademark to Newco (or DHLI Bernuda) and El an
Operations B.V. (Dutchco). The reservation of rights agreenent
provi ded that nothing contained in it shall be construed as an
assignnment or grant to the internediate entity of |egal or
beneficial ownership in or to the trademark, it bei ng understood
that Dutchco is the owner of all right, title, and interest in
and to the trademark in the United States, and that Newco is the
owner of all right, title, and interest in and to the trademark
outside the United States, in each case subject only to the
rights reserved to the internediate entity during a so-called
reservation period and thereafter under a |icense period. Use of
the DHL trademark by petitioner and its related donestic entities
inured to the benefit of Dutchco and Newco, and the validity of

trademar k ownershi p was incontestable worldw de. Wile the
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internedi ate entity could grant DHL and DHL Airways the right to
use the DHL trademark in the United States, it could not grant
the right to use the DHL trademark to any other person or entity
anywhere in the world.

In July 1990, there was an agreenent in place between DHL
and DHLI providing that, if the transaction with the foreign
investors were term nated, DHLI could not use the DHL nane
outside the United States for 5 years.

V. Fi nanci al Condition of DHL

During the 1980's DHL's principal conpetitors included
Federal Express, United Parcel Service (UPS), and Airborne
Express (Airborne), all of which were larger, had better
econom es of scale, and were in better financial condition than
DHL. In the early 1980's, Federal Express had an 80-percent
share of the U S. donestic overnight delivery market, and it did
not regard DHL as a significant conpetitor.

In the early 1980's, however, DHL had 30-40 percent of
the U S. international outbound nmarket. Federal Express, which
did not have or offer its own international |ine of business at
that time, decided to expand into the European market. Federal
Express did regard the DHL network as the significant conpetitor
in the European market because of DHL's existing network and
ability to clear custons. Federal Express failed to build a
successful European delivery network and | ost several hundred

mllion dollars but continued to offer U S. outbound service.
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In 1983, DHL decided to increase its donestic coverage, both
to protect its share of the outbound market and to handl e nore
donestic shipnents that could inprove profitability and provide
nmore potential for foreign outbound custoners. DHLI managenent,
however, was not in favor of DHL's donmestic expansion pl an.

DHL' s donestic expansion included the establishnment of its own
airline (DHL Al rways), which was a capital-intensive and
expensi ve nethod to ensure expansi on capacity and nore

i ndi vi dualized and reliabl e schedul es.

There were al so additional capital expenditures for new
| ocations, vans, couriers, and other equi pnent, which further
strained DHL’s cash-flow in the m d-1980's. Because Federal
Express had an established conprehensive overni ght delivery
network, it had achi eved the highest volunmes and the | owest per-
shi pment costs, and as a result, the DHL expansi on was
insufficient to effectively conpete. A bigger conpany with | arge
vol ume and exi sting ground network, such as UPS, was better
equi pped to chal | enge Federal Express.

DHL bid low on a U. S. Governnment contract with the Genera
Services Admnistration (GSA) to help fill its planes and help
with the extra cost of expansion. Additional costs, however,
were incurred under the GSA contract because the deliveries were
not at consolidated |ocations but rather were to specific floors,

offices, or desks. The |ow bid and added costs made the GSA
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contract an additional burden on DHL's financial condition rather
than hel ping to facilitate expansion.

In addition, DHL enbarked on its expansion at a tinme when
the U S. overnight delivery market was becom ng nore conpetitive,
especi ally because UPS had entered that nmarket. Federal Express
responded to the market forces by cutting prices, and U. S. market
prices fell steadily during the period when DHL was trying to
expand. Because of its expansion and the market forces, DHL
experienced increased financial strains and severe cash-fl ow
probl ens during the m d-1980's.

From 1983 t hrough 1988, DHL's donestic vol unme increased
sharply, and its donestic revenues al so increased, although at a
| oner rate. Although DHL did achieve sone reductions in its per-
shi pnment costs, the cost of the expansion, price conpetition in
the U S. market, and DHL's failure to achieve the sane econom es
of scale as its larger conpetitors caused DHL to sustain heavy
| osses, ranging from$5 mllion to $25 mllion per year. Sone of
the reasons for DHL's poor performance in its attenpted donestic
expansion were simlar to Federal Express’ poor performance in
its attenpted foreign expansion in attenpting to conpete with
DHLI .

DHL' s | osses from 1983 through 1988 were attributable to its
donesti c business, not to its outbound business. During the sane
period as the donestic expansion and | osses, DHL's out bound

vol unme and revenues were steadily increasing. DHL experienced
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consi stent | osses on internal donestic shipnents and profits on
its outbound shipnments that originated donestically.

In 1986, DHL retained Bain & Co., Inc. (Bain), to advise it
on howto return to profitability. Bain analyzed DHL's cost
structure and, in 1987, devel oped a cost nodel specifically for
DHL. Before that time, DHL did not specifically account for cost
data by product line. Bain denonstrated that DHL’s revenue from
an out bound shi pnent was greater than that froma donestic
shi pnent, and custoner density in a coverage area was extrenely
inportant to profitability. Bain made recomendati ons based on
t hese findings, many of which were inplenented and had a positive
i npact on DHL’s financial performance. |In order to deal with the
i ncreasing debt, financial difficulties, and inability to enl arge
or conpete donestically, Bain recommended that DHL consider a
merger with a conpany in the sane industry.

DHL changed its business strategy during 1988, focusing nore
on out bound shi pnents and | ess on donestic expansion. The GSA
contract was allowed to expire, nore effective cost contro
prograns were instituted, and by the late 1980’s to the early
1990's, DHL started show ng profits. The controlling
shar ehol ders began | ooking for a suitable conmpany with which to

arrange a nerger.
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VI . Neqgoti ati ons Wth UPS

Fromlate 1986 through early 1988, DHL and DHLI negoti ated
with UPS concerning a potential nmerger. UPS was seeking to gain
access to the operational portion of the DHL network outside the
United States. UPS sought to acconplish that by purchasing al
of the stock; subsequently, however, it focused on a purchase of
the assets of DHLI, M\V, and DHL. UPS showed little interest in
the DHL trademark, and no attenpt was nade to value the DHL
trademark for purposes of the negotiations. It was UPS intent
to phase in its own nane and phase out the DHL name over a
transitional period extending about 1-3 years beyond acqui sition.

In 1987, UPS nmade a “final offer” of approximately
$330 million for nost of the assets of the DHL conpanies
(excluding certain “carved out” assets that UPS did not wish to
acquire). UPS did not agree to assune any liabilities in
connection with this offer. The DHL trademark was included in
the assets that UPS proposed to acquire. Including the carved-
out assets, UPS offer would have been approximately in the $450
to $500 mllion range. The negotiations with UPS broke down and
failed primarily because the parties could not agree on price.

Vi, 1990-92 Transaction Wth Foreign | nvestors

On Decenber 21, 1988, a group of foreign investors nmade
their first generalized offer. Utimtely, the foreign investors
were Japan Air Lines Co., Ltd. (JAL), Nissho Iwai Corp. (N ssho

I wai ), and Deut sche Lufthansa Aktiengesellschaft (Lufthansa).
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JAL and Lufthansa are |large, partly governnent-owned airlines.
The foreign investors were interested in integrating their
airline business with the DHL international delivery network.
Initially, JAL and Nissho Iwai were interested in acquiring a
stock and/or asset interest in the DHL network entities,
including the DHL trademark. After extensive negotiations and
the entry of Lufthansa into the dealings, on Decenber 7, 1990,
JAL, Lufthansa, and Nissho Iwai acquired a 12.5-percent stock
interest in DHLI and M\V, an option to purchase an additional 45-
percent stock interest to achieve a collective controlling
interest in those entities, and a 2. 5-percent stock interest in
DHL. As of August 18, 1992, the foreign investors exercised
their stock purchase option.

DHL, DHLI, their sharehol ders, and the foreign investors
were represented in the negotiations by tax, nerger and
acqui sition, corporate, and other specialized attorneys,
i nvest nent bankers, accountants, and advisers. Hillblomwas the
princi pal sharehol der who was nost prom nent in deciding the
terms in the negotiations with the foreign investors. The
foreign investors’ due diligence investigation was conprehensive
and intensive with respect to the DHL conpani es’ finances,
oper ati ons, and assets.

The Decenber 21, 1988, offer was made by two of the foreign
investors (JAL and Nissho Iwai) to purchase up to 80 percent of

the conbi ned DHL network. The offer did not contain a purchase
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price and was conditioned on satisfying the U S. Departnent of
Transportation requirenent that no nore than 25 percent of DHL be
foreign owmed. Counsel for the foreign investors were also aware
that a sale of DHL's assets, including the trademark, for |ess
than their fair market val ue could generate | egal repercussions
caused by mnority shareholders or creditors. Allen, Po Chung,
Robi nson, and Hi |l blomdid not want to divest 100 percent of
their interest in the DHL entities. Hillblom in particular,
wanted to continue his interest in the resulting enterprise.

JAL and Nissho Iwai concluded, before making an offer, that
t he combi ned val ue of DHLI and M\V was $450 million. Before
determ ning that value, JAL and N ssho |Iwai exam ned val uations
by i ndependent financial advisers and a market forecast by
Arthur D. Little, Inc. On June 14, 1989, JAL and N ssho |wai
sent a letter of intent to the selling sharehol ders, offering to
purchase not | ess than 60 percent of the stock or net assets of
DHLI and M\V at a price based on the $450 mllion value for a
100-percent interest. The letter of intent indicated that the
foreign investors would not acquire an interest in $80 mllion of
DHL’ s class B comon stock held by DHLI

The foreign investors retai ned Coopers & Lybrand (Coopers)
to prepare a report on the DHL operations, including DHL, MV
and DHLI. The report, dated May 31, 1989, was based on
i nformation furni shed by enpl oyees and representatives of the DHL

entities, both through docunents and in nmeetings and interviews.
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As part of the report, Coopers advised JAL that if common control
of DHL, DHLI, and M\V existed, the Internal Revenue Service (IRS)
m ght seek to inpute a royalty for DHLI's use of the DHL
trademark. Al so, because of concerns about DHL's weak
capitalization and | ack of profits, Coopers recommended the
infusion of equity capital into DHL while safeguarding it from
transfer pricing problens. Coopers stated that no royalty should
be charged DHL for continued use of the DHL tradenmark and that
such a royalty would nmake it nore difficult for DHL to achi eve
profitability. Coopers also noted that a 2-percent royalty m ght
be inmputed to DHL for its royalty-free license to DHLI

The foreign investors also wanted to ensure that DHL woul d
continue to be a cooperating and effective conponent of the DHL
network. They were al so concerned about the possibility that DHL
coul d experience financial difficulties or could be acquired by a
conpetitor, and in that regard they wanted to control the DHL
trademark, which they considered to be a valuable strategic
asset. The DHL network was the main focus of the foreign
i nvestors.

During May 1989, in accord with its advisers’
recommendati on, JAL decided not to acquire nore than a 20-percent
equity interest in DHL to mnim ze JAL's exposure to risks,
i ncludi ng those that could occur with respect to U S. taxation.
The buyers’ and sellers’ representatives were aware of and

di scussed concerns that DHL could be exposed to liability, tax
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and otherw se, for royalties due fromDHLI for prior use of the
DHL trademark. It was estimated by the sellers’ representatives
that the possibility of an inputed royalty could fall in the
range of 4 to 6 percent of DHLI's annual gross revenues.

It was at a May 10, 1989, neeting that the sellers’
representatives proposed using the purchase of the DHL trademark
as a vehicle for capitalizing DHL. It was proposed that any gain
on the trademark sale could be offset by DHL's net operating
| osses and that DHL could license the trademark from JAL and pay
royalties, and DHL's taxabl e incone could thereby be reduced.

The foreign investors retained the assistance of an
i nvest ment banker, Robert Flemng & Co., Ltd. (Flemng), and in
February 1989, Flem ng prepared a prelimnary draft report
concerning valuation. Flemng placed a value ranging from $600
mllion to $1.3 billion on the global DHL business, dependi ng on
the methodol ogy. Flemng also estinated that a prospective
purchaser could expect to pay a premumof 40 to 45 percent to
gain control. Flemng indicated that the DHL nane, while
i ntangi bl e, does have a value that the vendors woul d expect to
see reflected in the price. Flemng also suggested that the
sel ling sharehol ders m ght demand additi onal consideration for
the value of the DHL tradenmark in the range of 10 to 15 percent
of the DHLI/M\V stock price. After a nore conplete due
diligence, Flem ng issued a second report dated June 9, 1989,

whi ch determ ned that DHLI and M\V had a value in a range from



-42 -

$392.2 to $680.4 mllion and that a control prem um of 40 percent
of the purchase price was appropriate. Peers & Co. (Peers),

whi ch advi sed JAL, produced its report dated June 9, 1989,

determ ning that DHLI/M\V had a val ue ranging from $522 to $580.9
mllion and that a control premumof 40 to 60 percent of the
purchase price was appropriate.

During Decenber 1989, the foreign investors objectives were
to gain collective control of DHLI and M\V, recapitalize DHL, and
insure DHL’s future financial viability. On June 14, 1989, the
foreign investors sent letters of intent, offering to purchase
the trademark for $50 million, subject to further evaluation by
the parties, and not |ess than 60 percent of the stock in DHL
and M\V based on a $450 million value. JAL recognized that by
owni ng the DHL trademark it could gain sone control over DHL's
activities by including in any |license agreenent provisions
preventing DHL from engaging in economcally irrational conduct.
DHLI woul d al so be protected fromDHL's term nati ng the agency
agreenent. On June 21, 1989, the DHL sharehol ders advi sed JAL
and Nissho Iwai, in witing, that although they did not agree to
all the terns in the June 14, 1989, letter, they remained
ent husi astic, and that further financial negotiations were
necessary. The DHL sharehol ders’ main concern was price.

JAL comm ssioned Arthur D. Little, Inc. (Little), a
consulting firm to conduct a market study for its negotiations.

Little's March 31, 1989, report projected growh in the snal
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package sector of the air cargo market between 1987 and 2000,
dependi ng on t he geographi cal market.

During June 1989, Nicholas MIller (MIller) of Coopers, who
was assisting JAL and Ni ssho Iwai, prepared a rough estimate to
illustrate a conceivable value for the DHL trademark outside the
United States. Mller arrived at a $25 mllion estimte, which
was provided to the foreign investors, who considered the
information in their evaluation of the transaction. 1In reaching
that estimate, M|l er believed that the value of DHL's trademark
rights was diluted by the agreenents between DHLI and DHL and
DHLI's rights and use. Mller’'s $25 million estimte was based
on the assunptions of $250 million of capital invested and pre-
tax operating profits of $80 million. He then used a 30-percent
return on capital, or $75 mllion, leaving a prem um of $5
mllion, which he extended for 5 years to reach a $25 mllion
estimate. The foreign investors viewed DHLI as having the right
to use the DHL trademark during the current term of the mnutual
agency agreenent w thout additional cost.

In July 1989, Schwartz questioned the inpact of the DHL
trademark value on DHL's tax position. DHL sharehol ders had
proposed a $100 mllion value for the trademark. JAL and Ni ssho
| wai decided that they would offer $50 million to DHL for the
dual purpose of purchasing DHL's trademark rights and infusing
capital into DHL. In their decision to nmake this offer, JAL and

Ni ssho Iwai considered DHL’'s need for capital and had consi dered
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their advisers’ reports and advice. The $50 mllion offer was
part of a letter of intent to DHL, offering to purchase the
wor | dwi de DHL trademar k.

JAL and Nissho Iwai initially thought that the DHL trademark
shoul d be transferred to an entity owned by them but they were
al so agreeable to the DHL trademark’s being owned by an entity in
whi ch the selling shareholders retained an interest, if the
sellers bore a proportionate share of the $50 million purchase
price.

On June 21, 1989, the DHL sharehol ders advised the foreign
investors of their disagreenent with sonme of the terns of the
letter of intent, and the price offered by the foreign investors
was the key issue concerning the DHL sharehol ders. After that,
the parties began negotiating a joint venture arrangenent where
the DHL sharehol ders would retain a 40-percent interest in DHL
and M\V. Additionally, HIllblomwanted to retain an interest in
the DHL trademark if the joint venture arrangenent were
i npl emrented, and he wanted to retain an interest in DHLI and MV
because of concern about future stock value if he relinquished
control

During discussions of a joint venture between the DHL
sharehol ders and the foreign investors in July 1989, the DHL
shar ehol ders advi sed that they wanted a put with a floor for
their mnority share, and they refused to grant JAL and Ni ssho

Iwai a call on the remaining 40-percent interest, but they were
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willing to accept the initial price if they could share in the
benefits of nutual affiliation by deferring the sale of a
significant mnority interest and enhance its val ue.

In July 1989, JAL’s and Ni ssho Iwai’s advisers estimated
that at |east one-half of DHL's value was attributable to the
agency agreenent and the goodwi || of the DHL trademark. In |late
August 1989, JAL’'s and N ssho Iwai’s advisers were advising that
unl ess they increased the purchase price, the transaction woul d
not be consunmmat ed.

On Septenber 14, 1989, Peers produced a revised report,
val uing a 100-percent interest in DHLI/ MV at $625 to $700
mllion. In late Septenber 1989, the parties discussed placing
the foreign investors in a supermgjority position on the boards
of DHLI and M\V, and other provisions were devised to protect the
DHL sharehol ders’ resulting mnority interests against the
foreign investors’ collective magjority position.

On Septenber 28, 1989, JAL and N ssho Iwai extended an offer
to acquire a 60-percent interest in DHLI/ MV based on a $450
mllion valuation of those conpanies, which was rejected by the
DHL sharehol ders. During | ate Septenber 1989, the DHL
shar ehol ders asked for a price based on values of at |east $500
mllion for the DHLI and M\V stock and $100 million for the DHL
trademark, which the foreign investors rejected. The DHL

sharehol ders stated that the parties were so far apart that
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further negotiation at that tine was useless, and the
negoti ati ons ceased. The negotiations resuned |late in 1989.

Ni ssho Iwai, w thout JAL, approached the DHL shareholders in
Cctober 1989 to see if they would sell control of DHLI/M\V for a
pur chase price based upon a total value for the entities of $670
mllion. The DHL sharehol ders reacted favorably. JAL objected
to Nissho Iwai’s actions. Also in Cctober 1989, Peers suggested
to JAL that it purchase a 25-percent interest in DHLI/M\V. Peers
advised that if JAL wanted a controlling interest, it would have
to increase the purchase price to $650 mllion for DHLI/ MV and
the DHL trademark with a 1-percent royalty.

On Cct ober 19-20, 1989, Hi Il blomand Mtsuo Ando (a JAL
princi pal) reached an understandi ng, which they recommended to
their coll eagues, under which JAL woul d purchase 50 percent of
DHLI/ M\V, Ni ssho Iwai would purchase 10 percent, and the DHL
shar ehol ders woul d retain 40 percent, based on a $450 mllion
val ue of DHLI/M\V to determ ne the purchase price. JAL then
advised that it would agree to the above terns only if it
recei ved control of the boards, and Hllblomrejected that offer.
JAL then suggested buying, with Nissho Iwai, a 39-percent
interest in DHLI/ M\V.

Hi Il bl ombelieved that for control (51 percent or nore) of
DHLI / M\V, the purchase price had to be based on a val uation of
$600 million or nore; for less than control, the purchase price

could be based on a valuation of $500 million. Allen strongly
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opposed the 39-percent offer. Historically, decisions were nmade
by unani nous vote of the DHL sharehol ders. The DHL sharehol ders,
especially Allen, were concerned that Hi |l bl omwas negotiating
w thout their consent.

On Novenber 7, 1989, JAL and Ni ssho Iwai offered to purchase
up to 40 percent of DHLI and M\V and the DHL trademark for a
total price based on $500 mllion, with $50 mllion for the
trademark. On Novenber 20, 1989, the DHL sharehol ders advi sed
that they would sell 30 percent of DHLI and M\V and the DHL
trademark for a price based on a $500 mllion valuation. At that
price, the DHL sharehol ders refused to grant JAL an option to
acquire nore shares, and JAL and N ssho Iwai would pay their pro
rata share of the $50 million for the DHL trademark.

Around Decenber 1989, JAL inforned the DHL sharehol ders that
the DHL trademark could be sold for $50 million to an entity in
whi ch the selling shareholders could retain a majority interest.
Anot her basi ¢ understandi ng was that the foreign investors could
acquire an interest in DHLI and M\V, but no single investor could
acquire nore than 50 percent. About that tine, Lufthansa entered
the negotiations, and it was nmade aware that the price was not
subj ect to change. Lufthansa was advised that the $50 million
paynment to DHL for the DHL trademark had been set based on DHL' s
need for capital. Lufthansa s counsel understood that the $50
mllion amount was not based on any apprai sal or valuation of the

DHL trademark
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On Decenber 1, 1989, the DHL sharehol ders nmade an offer by
whi ch JAL and Lufthansa coul d each purchase 25 percent of
DHLI / M\V, N ssho Iwai could purchase 7.5 percent, and the DHL
sharehol ders would retain 42.5 percent. JAL, N ssho Iwai, and
Luf t hansa accepted. The nmenorandum of understanding for the sale
of DHLI/M\V shares to JAL and Ni ssho Iwai, executed in Decenber
1989, provided for the purchase of shares as stated above (25
percent/ 25 percent/7.5 percent) at a price based upon a $450
mllion value of DHLI/M\V. DHL would sell the DHL trademark to
the postalliance entity for $50 m | 1ion, depending on the tax
effect, and receive an exclusive royalty-free |icense for the use
of the DHL trademark in the United States. The foreign investors
were interested in an asset acquisition to mnimze their
exposure to liabilities fromDHL's past tax history. 1In a
meeting with the DHL representatives during January 1990, JAL and
Ni ssho Iwai representatives stated that one of their objectives
was to establish a new structure for DHLI/M\V to m nim ze any
such exposure. Also, in a January 1990 neeti ng anong the
parties’ representatives, the issue arose of whether the
trademark sale could be considered a sale for $50 million plus
the value of the 15-year royalty-free period, which could
constitute additional inconme to DHL (the Al stores problem

On February 23, 1990, the parties drafted a supplenent to
reflect the addition of Lufthansa to the transaction. First

Boston Corp., investnent bankers retained by Lufthansa, val ued
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DHLI/ MNV at $400 to $600 million. It valued the DHL trademark at
$100 to $200 million.

The foreign investors initially understood that DHL owned
all rights in the DHL trademark throughout the world. As their
due diligence progressed, however, they becane aware of certain
i nconsi stencies, including the registrations of the DHL trademark
in DHLI's nane throughout the world. The foreign investors never
resol ved these inconsistencies concerning the DHL trademarKk.
Utimately, it was agreed that, if the foreign investors
exerci sed their stock purchase and trademark options, DHL would
transfer all its rights in the trademark, including those it may
have within and wi thout the United States.

DHL’ s | enders consented to a trademark option agreenent, but
only on the conditions that: (1) DHL would “receive full val ue
(as determned on an arnms | ength-transaction basis) for the
assets it transfers pursuant to * * * [that] Agreenent”; (2) DHL
woul d receive at least $50 nmillion as consideration for the DHL
trademark or as additional equity investnents; and (3) DHL woul d
receive a 15-year royalty-free license to use the DHL tradenark.
After the 15-year royalty-free period, DHL woul d have to pay .75
percent of its gross sales as a royalty for use of the DHL
trademark. |In a comunication dated as |late as May 10, 1990,
DHL's | egal representative was representing to the | enders that

DHL owned the trademark and licensed it to DHLI
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At a tinme when the total price for the transaction had been
fixed and the amounts to be allocated or assigned to various
aspects were being negotiated, the foreign investors’
representatives were concerned about the bona fides of the
transaction and that the anpbunts assigned to vari ous assets were
properly determ ned for tax purposes. There was concern that the
focus had been on a $50 mllion cash infusion into DHL and not on
the price, value, and/or tax attributes of the trademark aspect
of the sale.

The DHL sharehol ders and their representatives were
concerned about the tax inplications of selling the United States
and worldwi de rights to the DHL trademark. DHL's representatives
expressed the wish to the foreign investors’ representatives that
t he amount received for the trademark be m nimzed. One
suggest ed approach to acconplish that was to forma Dutch hol di ng
conpany. The new entity would transfer the foreign DHL trademark
rights to the hol ding conmpany after purchasing themfrom DHL for
$10 mllion in return for a majority interest in the hol ding
conpany. DHL would also transfer the donmestic DHL trademark
rights to the holding conmpany in return for a mnority interest.
The foreign investors did not agree to this approach, but they
woul d consi der a new or other proposals. Detailed and protracted
negoti ati ons ensued anong the parties’ |egal representatives, and

several alternatives were proposed and di scussed.
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On March 23, 1990, Hillblomnmet wth JAL and Lufthansa
principals to restructure the transaction into two steps. 1In the
first step, JAL and Lufthansa woul d each purchase a 5-percent
interest in DHLI/MV, and N ssho Iwai would purchase a 2.5-
percent interest. JAL and Lufthansa woul d each be granted an
option to purchase up to 25 percent of DHLI/M\V, and N ssho |wai
woul d be granted an option to purchase up to 5 percent. DHL
woul d be granted an option to purchase the DHL tradenark,
exerci sabl e when the foreign investors exercised the option to
purchase the additional DHLI/M\V shares. The foreign investors
woul d receive current board representation based upon the nunber
of shares they would own after the options were exercised.

On April 20, 1990, DHL's representative presented a
structure to the foreign investors for the transfer of the DHL
trademark in an attenpt to mnimze the tax effects. The
ori gi nal menorandum of understanding set a price of $50 million
for the DHL tradenmark, and under the proposed structure the
foreign investors would contribute $28.75 mllion and the DHL
sharehol ders would contribute $21.25 mllion. DHL's
representative proposed the follow ng structure: before the
execution of a binding contract of sale between DHL and the
foreign investors, the current agency agreenent woul d be extended
for 15 years, including the royalty-free license to DHLI; in the
new agency agreenent DHL's right to termnate at will would be

el i m nated; and upon DHLI's exercise of its trademark option, DHL
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woul d sell to DHLI an interest in the non-US. rights to the DHL
trademark. DHL would also sell to DHLI the U.S. rights to the
DHL trademark, to be encunbered by the 15-year royalty-free
license to DHL. Both royalty-free licenses, as well as the
elimnation of DHL’s right to termnate the agreenent at wll,
coul d reduce the value of the DHL trademark sold by DHL. The
value of the rights sold was to be determ ned by an apprai ser but
woul d be val ued as encunbered. The transfer of the DHL trademark
fromDHL to DHLI followed this basic structure.

On April 27, 1990, DHL's representative indicated that an
apprai sal of the DHL trademark woul d have to be obtained in order
to set the exercise price. Because the transaction was taxable
to DHL, the representative did not want the exercise price to
exceed fair market value, and he noted that the DHL trademark
woul d be encunbered at the tinme the option was granted by
reci procal long-termroyalty-free licenses to DHLI and DHL, and
the trademark should therefore be dimnished in val ue.

The July 9, 1990, tradenmark option agreenent provided that,
upon exercise of DHLI's option to purchase DHL’s trademark
rights, DHL would “retain an interest in the [DHL] Trademarks in
the formof a fifteen-year royalty-free license to use the
Trademarks in the United States”. At the tinme the trademark
option agreenent was signed, the parties were still working on a
formof trademark license. Although there were drafts of a

trademark |icense agreenent and negoti ations concerning a |license
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agreenent, no trademark |icense agreenent was ever executed by
the parties.

Utimately, the parties entered into a reservation of rights
agreenent, dated as of Septenber 17, 1992, under which a DHL
conpany ultimately conveyed: (1) The US. rights in the DHL
trademark to Dutchco, a Dutch subsidiary of DHLI Bernuda; and
(2) the non-U. S. rights in the DHL trademark, to the extent that
DHL or DHL Airways owned any such rights, to DHLI Bernuda
(Newco). Pursuant to that agreenent, DHL retained the right to
use the DHL trademark in the United States w thout paynent of
royalties until Septenber 17, 2007, and if the 1992 agency
agreenent was renewed, Dutchco would give DHL an excl usive
license to use the DHL trademark in the United States for 10
years, at a royalty of .75 percent of gross sales.

The selling sharehol ders arrived at a $20 mllion val ue on
DHL's trademark rights. The parties agreed that Bain, who was
famliar with DHL and DHLI from prior engagenents, would do the
appr ai sal .

DHL's | egal representative in the transacti on was
responsi ble for obtaining the valuation of the DHL trademark from
Bain. Bain stated that it was asked to value the DHL trademark
on the assunption that it would be conveyed to Newco on a 10-year
royalty-free basis. On May 21, 1990, Bain began its anal ysis of
the value. On May 23, 1990, 2 days after Bain began its

valuation of the DHL trademark, it sent a draft letter stating
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that Bain could provide sone confort on the issue before it and
that the 1990 value of the right to the DHL trademark in the
United States 15 years after the transaction was $20 m |l li on.
DHL's | egal representative noted that Bain should value both U S
and the foreign rights to the DHL trademark and that they should
be val ued currently but as encunbered by the 15-year royalty-free
license of the international rights fromDHL to DHLI and the 15-
year royalty-free license of the U S. rights fromDHLI to DHL

Petitioner’s representatives had sone doubt about
Crui kshanks’ view that DHLI owned the foreign rights to the DHL
trademark. In a July 3, 1990, nenorandumto Bain, DHL's | egal
representatives explained DHLI's potential ownership rights in
the DHL trademark and Crui kshanks’ view that DHLI owned the
foreign rights to the DHL trademark. Bain's valuation took into
consideration DHLI's possible owership rights. Bain appraised
the trademark rights to be conveyed fromDHL to DHLI at $20
mllion as of July 9, 1990. There is sone confusion as to
whet her Bain’s valuation is a current value or a present val ue of
a future interest.

The trademark option agreenent gave DHLI an option to
purchase the trademark rights of DHL only if the foreign
investors first acquired a controlling interest in DHLI. The
final trademark purchase and sal e agreenent, dated as of
Septenmber 17, 1992, allocated the $20 million option price at $17

mllion for the transfer of certain U S. tradenmark rights to
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Dut chco, subject to the reservation of rights agreenent, and $3
mllion to a quitclaimof DHL's interest in the non-U.S.
trademark rights in favor of Newco.

The overall transaction with the foreign investors was to
occur in tw phases, so that the foreign investors would
initially have a mnority of the shares with control of 7 of the
13 seats on the boards of DHLI and M\V in order to |learn nore
about the DHL network and consi der the operational synergy before
deciding to acquire majority interests in DHLI and M\V. JAL and
Luft hansa coul d each appoint three board nenbers, and Ni ssho |wai
was entitled to appoint one board nenber. The remaining six
menbers of the board were to be appointed by the DHL
shar ehol ders. The nunber of board nenbers to be appointed by the
foreign investors was dependent upon whet her each of them
exercised its option to acquire additional ownership in DHLI/ MWV
in the second phase of the transaction. The foreign investors
were also entitled to appoint 2 of the 11 board nenbers of DHL
t he remai nder bei ng appointed by the DHL sharehol ders. Under a
share pl edge agreenent, dated Decenber 7, 1990, Po Chung,
Robi nson, Hillblom and Allen and/or their entities hol ding stock
on their behalf, pledged their DHLI and M\V stock holdings to
secure their obligations and liabilities to the foreign
i nvestors.

On Decenber 7, 1990, under the anended share purchase and

option agreenent, the foreign investors acquired 12.5 percent of
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the stock of DHLI and M\V for $53, 125,000 in cash and 2.5 percent
of the common stock of DHL for $3,125,000 in cash. The
$56, 250, 000 conbi ned purchase price represented 12.5 percent of
$450 million, without considering the $3,125,000 allocated to the
DHL stock. O the 12.5-percent stock holdings in DHLI and MV
JAL was to receive 5 percent, Nissho Iwai 2.5 percent, and
Lufthansa 5 percent. There was no assurance in Decenber 1990,
however, that the foreign investors would exercise their options
to acquire a controlling interest in DHLI when they acquired
their initial 12.5-percent interest in DHLI and M\V. |If the
foreign investors had not been able to, or had chosen not to,
exercise their option to acquire a controlling interest in DHL
and M\V, they would have had no right to recover the noney they
paid for their initial 12.5-percent interest in DHLI and MV

In the second phase of the transaction, the foreign
investors had an option to purchase, in simlarly divided
portions, an additional 45-percent interest of DHLI and M\V (for
45 percent of $450 million or $202,509,000). The foreign
investors also had the Newco alternative, involving the
reorgani zation of DHLI and M\V into a single entity. Under the
Newco alternative, each of the foreign investors would contribute
the difference between the anount already paid for the 12.5-
percent interest and an anount that would give JAL and Lufthansa
a 25.001-percent interest and N ssho Iwai a 7.5-percent interest

in Newco. DHLI would contribute, with certain exceptions, al
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its assets to Newco, the M\V shares woul d be contributed to
Newco, and Newco woul d transfer its remaining 42.498 percent of
its shares to the DHL participants, which included the
controlling sharehol ders of the DHL network. The net econom c
result of the DHLI/M\V or Newco options was substantially
identical, and in either event the foreign investors would
provi de $283, 634,000 in cash and obtain a 57.502-percent interest
in DHLI/MNV. Utimately, the Newco approach was used, and its
structure and the entities involved were changed several tines
before the transacti on was consummat ed, but the net economc
effect remained the sane as outlined above. An August 18, 1992,
agreenent contained the final version of the Newco transacti on,
and its terns are outlined, along with a diagramto show t he
steps, in the appendix to this opinion.

As of June 7, 1992, the foreign investors exercised their
option to use the Newco alternative to acquire the assets of DHL
and M\V subject to the liabilities of each entity. Thereafter,
the foreign investors, together, owed a ngjority (57.5 percent)
of the stock of DHLI Bernuda (the successor to DHLI and M\V) and
collectively appointed a majority of its board of directors,
whi ch governs by majority vote. On Septenber 17, 1992, DHL's
assi gnee, conveyed to Newco DHLI's interest in the non-U S. DHL
trademark. The board of directors of Newco was to be conposed of
si x nmenbers, of whom one woul d be appointed by JAL, a second by

Ni ssho Iwai, a third by Lufthansa, and a fourth by the DHL
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sharehol ders. The remaining two directors were to be appointed
by vote of the other four directors. The JAL and Lufthansa
directors were each entitled to three votes; the N ssho |wai
director, one vote; the DHL sharehol ders’ director, five votes;
and the resident directors, one-half vote each.

Around the tinme the second phase of the transaction was
bei ng conpleted, DHL's representatives becane concerned about a
tax-related i ssue denom nated the “Al stores probl eni because of

the holding in Alstores Realty Corp. v. Conm ssioner, 46 T.C. 363

(1966). To avoid the problem DHL's representatives proposed
several alternative approaches to conveyance of the DHL
trademark. Each alternative involved the present conveyance of
non-U.S. rights and the retention of U S. rights to the trademark
by DHL for 15 years with a nechanismthat permtted DHLI to
obtain ownership of U S. rights if DHL did not maintain certain
m ni mum net worth requirenents or on the happening of certain

ot her events. Each alternative contenpl ated paynment of $20
mllion, even though conplete transfer of U S. rights was not to
be for 15 years. One of the foreign investor’s representatives,
responding in the negative to the proposal, explained that the
transfer of the trademark was to protect the right and interest
of the foreign investors from unexpected situations, such as a

t akeover of DHL by its conpetitors. He further advised that the
foreign investors had no inclination to accept any of the

alternatives proposed unless it not only satisfied the DHL
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shar ehol ders’ request to save taxes on DHL but also protected the
foreign investors.

Anot her representative of the foreign investors rejected the
proposal and noted that the foreign investors expressed their
w llingness to be flexible in considering adjustnents to the form
of Newco’s ownership if such adjustnents would assist DHL in its
tax planning w thout sacrificing a key el enent of the business
deal .

During the period Decenber 1990 to August 1992, the foreign
i nvestors occupied their positions on the boards of DHLI and MV
and acted in the roles of directors. The managenent of DHL
however, was maintained wwth the staffing that it had prior to
the 1990 transaction. The foreign investors did not participate
in the day-to-day managenent of DHLI and M\V in that period,
al t hough an enpl oyee of JAL and, on occasion, a few enpl oyees of
Luf t hansa worked in the Brussels office. There was al so an
Executive Comnmttee of the board, consisting of one director
appoi nted by each of the foreign investors and of the DHL and
DHLI CEO s. The Executive Committee's purpose, however, was to
i npl enment deci si ons of the board.

The reservation of rights agreenent (RORA) reserved to
petitioners the exclusive right to use the trademark in the
United States in the door-to-door package delivery business for
15 years, subject to: (1) Quality control provisions; (2) a

termnation clause that provided for termnation if the agency
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agreenent was termnated; (3) petitioners’ exercising reasonable

diligence to prevent infringenent; and (4) pronpt notice of

infringenment. Petitioners had no right to decide whether to

bring an infringenent action. If an infringenent action was

brought, petitioners had to cooperate conpletely, had to

prosecute the action, and had to bear the cost thereof unless

Dut chco el ected to control the action. Petitioners further

covenanted that they would use their best efforts to pronote the

trademark, that they would not register any of the trademarks or

any
and

use

t he

use.

simlar trademark in the United States or any other nation,
that they would not use the trademark of any conpetitor or
the DHL trademark in any way not authorized by the RORA

The RORA inposed quality controls on DHL's manner and use of
trademark, and DHL could be required to change its manner and

After the RORA was executed, DHLI decided issues relating

to the use of the DHL trademark. The RORA granted petitioners a

license to use the DHL trademark for 15 years royalty free.

After the 15-year period, the RORA called for a royalty of .75

percent of DHL's gross sales for its delivery business. O the

$20

and

mllion price for the DHL trademark, representatives for DHLI

DHL allocated $17 million to the U S rights and $3 nmillion

to the non-U. S. rights.
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VIIl. The | nbal ance and Transfer Fees

DHL shipnments of domestic origin to foreign destinations to
be delivered through DHLI were ternmed “outbound” shipnents. DHL
shi pments of foreign origin to donmestic destinations to be
delivered by DHL were terned “inbound” shipnents. Shipnents of
foreign origin with foreign destinations, but which passed
through the United States and were handl ed by DHL, were terned
“transfer” or “transit” shipnents.

Bef ore 1983, actual inbal ances of shipnents were not tracked
or reported by either DHL or DHLI/MNV. |In Decenber 1983,
however, the DHL board recogni zed the need to exanmine the ratio
of U S. inbound to outbound deliveries, as well as the need for
further study of the allocation of air transportation costs for
on-forwardi ng of international shipnents between U . S. points and
a conparison of corresponding international on-forwarding of U S.
shi pnments. Before 1987, neither DHL nor DHLI was conpensated if
t he out bound or i nbound shi pnments exceeded one anot her.

Li kewi se, before 1987, DHL received no conpensation for handling
transfer shipnents.

In a 1988 anendnent to the 1974 MOA, provision was nade for
a cost plus 2 percent conpensation on the inbal ance of shipnents
(i mbal ance fee). DHL's system of determ ning inbal ance shipnents
and applying cost plus a percentage markup was nodel ed after the
system used by postal authorities throughout the world. The

i nbal ance fee was inplenented for the taxable year 1987 and
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forward, although only costs were paid for 1987. The i nbal ance
fee was cal cul ated by netting the i nbound and out bound shi pnents
and applying the cost plus 2 percent markup to the difference.
The i nbal ance cost factor was each conpany’ s average cost of
delivery of packages of any weight and size wthin its respective
territories, determned annually. The inbal ance fee was
cal cul ated using shipnent units w thout considering the weight of
any particul ar shipnent.

In 1987, the U S. Departnent of Transportation (DOT)
questi oned whet her the nenorandum of agreenent, as it existed
before 1987, adequately conpensated DHL for the services
performed by DHL for DHLI/M\V. During due diligence for the 1990
and 1992 transactions, DHL managenent expressed doubt that the
cost plus 2 percent markup adequately conpensated DHL for its
services to DHLI/IMNV. Coopers al so questioned whether the cost
all ocation systemaccurately reflected the costs incurred by DHL
in delivering shipnents for DHLI/MV.

On average, nore than one-third of the DHL network’s
i nternational shipnents emanated fromor were delivered in the
United States, not including shipnents that DHL transferred for
DHLI/M\V in transit fromone foreign |ocale to another.

The DHL cost information nodels used to calculate the
i nbal ance fee and the transfer fee were devel oped by Bain in 1987
and were denom nated “Product Line Profitability” (PLP) nodels.

DHLI al so enpl oyed a nodel that was devel oped by Bain in 1989.
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Based on avail able data for the years 1984 through 1986 (before
devel opment of PLP), it was determ ned that DHLI suffered an

i nmhal ance of 65,000 shipnents in 1984, an inbal ance of 496, 000
shi prments in 1985, and an inbal ance of 333,000 shipnments in 1986.

The net i nbal ance of shipments for 1987 through 1992 was as

foll ows:
DHLI ' s DHL’ s
Shi prent s Shi prent s
| n Excess | n Excess
Year of DHL' s O DHLI's
1987 452, 439 ---
1988 458, 423 ---
1989 343, 342 ---
1990 18, 774 ---
1991 --- 162, 746
1992 --- 212,127

For 1989 through 1992, the follow ng table shows the reconciled

shi pnent i nbal ances between DHL and DHLI

DHLI " s or
(DHL’ s)
Shi pments from  Shipnents from Net
Year DHL to DHLI DHLI to DHL | rbal ance
1989 5, 795, 812 6, 139, 154 343, 342
1990 6, 742, 804 6, 761, 578 18,774
1991 7, 155, 582 6, 992, 836 (162, 746)
1992 7,888,518 7,676, 391 (212, 127)

Shifts in the inbal ance were expected at the tine the inbal ance
fee fornmul a was negoti at ed.

The i nbal ance suffered by DHLI grew each year from 1991
t hrough 1996. The i nbal ance fee negoti ated between DHL and DHL

and included in the 1988 agency agreenent was used in the 1990
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and 1992 agency agreenents, after the foreign investors becane
involved in DHLI, and continued through the time of trial.

A costing nodel (with the acronym “PRI SM') devel oped by Bain
for DHLI is used for pricing, budgeting, and planning purposes
and is also used in the inbal ance fee cal cul ati on between DHLI
and DHL. For 1991, DHLI conputed its per-unit cost of delivering
docurents and dutiable parcels fromDHL at $10.59 and $30,
respectively. For 1992, the docunent and dutiabl e parcel
delivery costs were $10.49 and $28. 70, respectively.

The actual weighted average costs, including the 2-percent
mar kup used by DHL for 1990 and DHLI for 1991 and 1992, were
$10. 19, $15.25, and $15. 25, respectively. The 1988 anendnent
al so provided for a cost plus 2 percent paynent to DHL for its
cost of handling transfer shipnents. DHLI paid this transfer fee
to DHL, and DHLI did not performa simlar function for DHL
Before 1987, DHL paid a fee to DHLI for delivery of outbound
shipnents to certain renote or higher cost destinations (on-
forwarding fee). The on-forwarding fee was charged to DHL to
cover DHLI's cost of delivering shipnents fromthe first
i nternational gateway to approximtely 10 renote or higher cost
destinati ons.

The transfer cost factor was conputed annually as DHL’ s
average cost of handling a transfer shipnent. For 1987, DHL
received its costs without the 2-percent markup for the transfer

shi pnments. The on-forwarding fee was elimnated after 1986. The
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transfer fee was determned by multiplying the estimated nunber
of transfer shipnments by DHL's average cost of handling such a
shi pnent, and (beginning in 1988) by adding a 2-percent markup to
average cost. Before 1987, DHL and DHLI/MNV did not enploy any
met hod to determ ne the average cost per shipnent or the vol une
of transfer shipnments. From 1987 through 1990, the cost data
used in the transfer fee fornmula were taken fromthe PLP nodel.

The shi pnent volunes used in the transfer fee formula were
not readily avail able when the transfer fee was instituted
because DHL did not focus on how shipnents were routed. To
determ ne percentages of transfer shipnments for 1987 and 1988,
t he nunber of transfer shipnments was estimated by counting
shi pnments originating in or destined for a Latin American
country, Mexico, and/or Canada, with appropriate adjustnents, and
interviews with gateway managers. For 1989, the nunber of
transfer shipnments was estimated by taking a percentage (based on
1987 and 1988 data) of international inbound shipnments. Annual
transfer shipnents for 1990 were estimated by sanpling transfer
shi pnments for 1 week, calculating a daily transfer shipnent
vol urme, and applying the percentage of daily transfer shipnment
volume to total annual Western Hem sphere shipnments. The sane
procedure was used for 1991 as had been used in 1990, but using a
2-week sanpling. A nore refined transfer shipnent cost

cal cul ati on was devi sed for 1991.
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The transfer fee was carried forward in the 1990 and 1992
agency agreenents after the foreign investors becane involved in
DHLI

| X. Technol ogy and Systens

Cenerally, DHL and DHLI each devel oped its own technol ogy
and systens. Several software applications, however, devel oped
by or for DHLI were adapted and used by DHL, and DHL sol d DHL
rights to certain |aser technology in 1984. The sale price was
$14.5 mllion, consisting of $10 million for the technol ogy
rights and $4.5 mllion for technical services. The technol ogy
had been devel oped between 1982 and 1984 by Net Express, Inc.

(Net Express), with funding fromDHL. DHLI did not use the |aser
systemin its original form instead, it was used after

nodi fications. The major reason for the sale of the |aser
technol ogy was to raise capital for DHL during a period of acute
financi al probl ens.

In addition to the technol ogy that DHL and DHLI each
devel oped for its own use, certain shared technol ogy was
devel oped to enable DHL and DHLI to exchange information
el ectronically. Beginning in 1987, DHL and DHLI each paid for
this shared technol ogy service on a cost plus 10 percent basis.
Thi s shared technol ogy was devel oped during the period 1982-92 by
t hree conpanies: NetExpress; M, which managed the “d obal

M S” group; and DHL Systens, Inc. (DHL Systens).
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The @ obal MS group of MRI was forned in 1986. 1In 1987 and
1988, MRI/d obal MS was paid for managenent information services
by DHL and DHLI in proportion to DHL’s and DHLI’ s respective
gross revenues, except for certain communi cati ons and ot her
costs, which were paid on the basis of actual services. The
managenent information services and technol ogy functions
performed by MRI were taken over by DHL Systens in 1989. During
the years 1989-92, DHL Systens was paid for its services pursuant
to an agreenent between DHL and DHLI whereby DHL Systens was
reinbursed for its costs in anounts proportionate to DHL's and
DHLI s respective gross revenues, except where the anticipated
benefits from particular projects could be allocated according to
specific anticipated usages. This nethod of cost allocation was
not changed with the advent of the foreign investors in 1990 or
1992. From 1986 through 1992, $178 nmillion was expended for
shared t echnol ogy, consisting of approximately $40.5 million by
DHL and $137.5 million by DHLI, or in a 22.8 percent to 77.2
percent ratio.

Net Express was incorporated in 1982 as an 80- percent - owned
subsidiary of DHL. NetExpress had operated at a deficit, and in
1985 DHL sold to DHLI 200, 000 shares of NetExpress stock for $20
per share, an arnmis-length price. DHL realized a $3.9 nillion
taxabl e gain fromthe 1985 sal e of Net Express stock to DHLI

In 1982, DHL provided the initial funding for the Net Express

tracing and tracking technology referred to as LaserNet. The
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amount of the funding was $290,000. 1In 1983 and 1984, DHL nmade
additional equity investnents in and |loans to Net Express totaling
$3,783,000. 1In 1985 and 1986, DHL advanced | oans to Net Express
in the amounts of $3,107,128 and $6, 000, 000, respectively. In
1986, those | oans were assigned fromDHL to DHLI in exchange for
an interest-bearing prom ssory note in the anount of $9, 107, 128.
The transfers of Net Express stock and | oans to DHLI benefited DHL
by enabling it to raise cash.

When DHL Systens took over the technol ogy functions of M
in 1989, it was owned 50 percent by DHL and 50 percent by DHLI
As part of this transition, MRI’'s technol ogy assets were sold to
DHL Systens. The sale price was established by an i ndependent
third-party apprai sal and was borne by DHL and DHLI in proportion
to their ownership of DHL Systens; i.e., 50 percent by DHL and 50
percent by DHLI

X. Respondent’s Detern nation

Bef ore i ssuance of the notices of deficiency to petitioners,
no revenue agent’s report was prepared and no international
exam ners’ reports were issued to petitioners. An economst’s
report was prepared in connection with the exam nation, but was
not provided to petitioners until a Court order conpelled its
production in pretrial discovery. The pre-notice audit process
was protracted and did not operate on a free exchange of
information basis. Respondent issued third-party sunmonses

seeking information about petitioners, and petitioners would not
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agree to extend the assessnent period, triggering the issuance of
the notices of deficiency before respondent’s receipt of conplete
information. The pretrial and trial dialogue in these cases was
contentious. The parties’ representatives gave no ground on any
point and protracted the trial and pretrial activity.

The trademark sal e adjustnents and royalty deficiency notice
determ nati ons were devel oped by respondent’s econom st, N chol as
Baran (Baran). This was Baran’s first I RS exam nation, and he
had never previously valued a trademark. His prior experience
w th di scounted cash-flow analysis related to bank | oan
portfolios.

Baran determ ned a worl dw de value for the DHL trademark of
$516, 520, 000 as of 1990 and $601, 380, 000 as of 1992. Baran
val ued the 1990 DHL tradermark rights at $289, 300,000 for donestic
and $227,220,000 for foreign. Baran valued the 1992 DHL
trademark rights at $350, 870,000 for domestic and $250, 510, 000
for foreign. He valued the 1990 through 2004 DHL donestic
trademark rights at $140, 800, 000, and val ued those same rights
beginning in the year 2005 at $148, 500, 000, as of 1990. Baran
val ued the 1992 through 2006 DHL donestic trademark rights at
$170, 370, 000, and he val ued those sane rights beginning in the
year 2007 at $180, 500,000 as of 1992.

Baran considered a royalty rate in a |license agreenent
between DHLI and a controlled subsidiary as a standard for use in

valuing the DHL trademark. He used a 3-percent royalty rate for
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hi s di scounted cash-fl ow anal yses and for his trademark royalty
determ nations. Baran relied upon a general industry survey of
the licensing practices of unidentified conpanies. The trademark
royal ty adjustnments proposed by respondent’s trial experts were

| ess than the adjustnments for the corresponding years in the
deficiency notices.

Walter Earl Huff (Huff) was used as an expert by respondent
in connection with the determ nation of the inbal ance fee,
transfer fee, and network fee adjustnents in the deficiency
notices. Huff’'s expertise is in the petroleumindustry.
Respondent acknow edged that the 1991 and 1992 deficiency notice
determ nations relating to the inbalance and transfer fees are
i ncorrect because part of the anobunts allocated to petitioners
had al ready been reported on the 1991 and 1992 returns.

Huf f reconmmended a 15-percent cost plus markup nethod that
was used in the deficiency notice adjustnments. The notices of
deficiency contained the sanme cost plus 15 percent markup net hod
for the transfer fee adjustnment as they did for the inbal ance fee
adjustnent. Respondent’s trial expert on the transfer and
i nbal ance fees advocated a 4-percent cost plus markup.

In determ ning the inbal ance and transfer fee adjustnents,
Huf f applied the 1987 adjustnent anount, $2,019,600, to the years
1975 through 1986 and a prorated amount for 1974, even though the
shi pment vol unmes were nmuch higher in 1987. Huff did not subtract

the trademark royalties, inbalance fees, and transfer fee



-71-
allocations fromthe network fee allocation, causing sone
duplicate incone allocation.

I n proposing the network fee adjustnent, Huff based his
concl usion on available information, and he did not think it
necessary to analyze DHL's profitability on international
out bound and donestic shipnents.

OPI NI ON

| . Backgr ound

The nucl eus about which the controverted issues revolve is a
transacti on anong the sharehol ders of petitioners and rel ated
foreign DHL corporations and foreign investors. Those investors
collectively becane the majority shareholders in the rel ated
foreign DHL entities. That transaction involved the sale of nore
t han 50 percent of the portion of the DHL network outside the
United States. Respondent determ ned that section 482 should be
enpl oyed to allocate incone anong petitioners and the rel ated
foreign corporations. Those allocations involve the sale and use
of trademark and the exchange and perfornmance of services with
the potential for armis-length pricing issues. |In particular,
respondent determ ned that, between controlled entities, the DHL
trademark was sold for less than its fair market value, that DHL
as owner of the trademark, failed to charge royalties for DHLI's
use of sane, that the controlled corporations did not charge or
charged |l ess than an arnis-length anmount for services between

them and that part of DHLI's inconme was all ocable to DHL
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Under section 482, the Comm ssioner has broad authority to
al l ocate i nconme anong commonly controlled corporations to prevent
the artificial shifting of net incones of controlled taxpayers
and to place themon a parity with uncontrolled, unrel ated

t axpayers. Seagate Tech., Inc., & Consol. Subs. v. Conm ssioner,

102 T.C. 149, 163 (1994); Sundstrand Corp. v. Conm ssioner, 96

T.C. 226, 352-353 (1991); see also Bausch & Lonb, Inc. v.

Commi ssioner, 92 T.C 525, 581 (1989), affd. 933 F.2d 1084 (2d

Cr. 1991); Edwards v. Conmm ssioner, 67 T.C 224, 230 (1976);

sec. 1.482-1(b)(1), Incone Tax Regs.
The Comm ssioner’s section 482 determ nati on nust be
sust ai ned absent a show ng that he has abused his discretion.

Paccar, Inc. v. Conm ssioner, 85 T.C. 754, 787 (1985), affd. 849

F.2d 393 (9th Cr. 1988). Consequently, the taxpayer bears the
heavi er than normal burden of proving that the Conm ssioner’s
section 482 allocations are arbitrary, capricious, or

unr easonable. Your Host, Inc. v. Connmi ssioner, 489 F.2d 957, 960

(2d Cr. 1973), affg. 58 T.C 10, 23 (1972); Seagate Tech., Inc.

& Consol. Subs. v. Conm ssioner, supra at 164; G D. Searle & Co.

v. Conmm ssioner, 88 T.C 252, 359 (1987). \Wether the

Comm ssioner's discretion has been abused is a question of fact.

American Terrazzo Strip Co., Inc. v. Conmi ssioner, 56 T.C. 961,

971 (1971). In review ng the reasonabl eness of the
Commi ssioner’s allocati on under section 482, we focus on the

reasonabl eness of the result, not the details of the nethodol ogy
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enpl oyed. Bausch & Lonb, Inc. v. Conm ssioner, supra at 582; see

also Eli Lilly & Co. v. United States, 178 C. C. 666, 372 F.2d

990, 997 (1967).

1. Wre Respondent’s Deternminations in the Notices of
Deficiency Arbitrary, Capricious, or Unreasonabl e?

As expl ai ned above, taxpayers generally bear a heavier than
normal burden of proving that the Comm ssioner’s section 482
allocations are arbitrary, capricious, or unreasonable.
Petitioners argue that their burden should be | essened once they
can show that the notices of deficiency are arbitrary,
capricious, or unreasonable. Petitioners contend that the
determ nations in the notices are significantly different from
t he determ nati ons advanced by respondent’s experts at trial.
Because of that and a procedural question, petitioners assert
that their burden in these cases should be to show, by only a
pr eponderance of the evidence, that the prices with any commonly
controlled entities were consistent with an armis-length price,

citing Seagate Tech., Inc. & Consol. Subs. v. Conm ssioner, supra

at 164. Respondent contends that the actions taken and

determ nati ons nmade were reasonabl e under the circunstances.
Initially, petitioners point out that respondent did not

i ssue or provide petitioners with any notice or report of the

proposed adjustnents before issuance of the notices of

deficiency. Petitioners then outline four instances where they

contend that respondent’s notice determ nations were either
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abandoned and/or ignored, and differing anmounts and/or theories
wer e advanced by respondent through expert w tnesses.

Respondent does not deny that petitioners were not provided
reports before the issuance of the notices of deficiency.
Respondent generally explains that pre-notice reports were not
conpi |l ed and/ or provi ded because petitioners postponed neetings,
del ayed production, were uncooperative, and attenpted to
“m sl ead” respondent with respect to the relationship between DHL
and DHLI

In that regard, the Court has observed that, throughout the
pretrial and trial portions of these cases, the parties were
contentious and intractable. During the pretrial and tri al
portions of these cases, respondent’s third-party sunmonses
seeking informati on about petitioners remained in litigation in
other courts. 1In the proceedings before this Court, the parties’
representatives gave no ground on any point, causing, in some
i nstances, the unnecessary protraction of the trial and parts of
the pretrial portion of these cases. Petitioners did not agree
to extend the period for assessnent, triggering issuance of the
noti ces of deficiency prior to respondent’s receipt of conplete
information. The production of docunents and responses to
interrogatories by petitioners |ingered beyond the conmencenent
of the trial and necessitated certain procedural adjustnents to
accommodate generally dilatory conpliance by petitioners and the

untinmely receipt of information by respondent. This pattern of
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activity likely perneated the adm nistrative portion of these
cases, as respondent contends.

As a result, respondent’s determ nati ons were based on the
information that had been nade avail able. The issues in these
cases are, in substantial part, factual and concern the val ue or
price of an asset or service. A vastly disproportionate anount
of the transcript and record consists of a “battle of experts”.
After the notice of deficiency was sent, respondent received
substantial anmounts of information that had not been available to
respondent prior to the issuance of the deficiency notices.
Respondent’ s experts used that information to reach their
conclusions. The adjustnents in respondent’s notices exceeded
t he anbunts respondent’s experts opined for purposes of trial.

The exanples cited by petitioners in support of their
position include the trademark determ nation. During the
adm ni strative portion of this controversy, respondent’s
econom st, Baran, estimated that the worldw de val ue of the DHL
trademark was $516.5 million on the first of two valuation dates,
and $601.4 nmillion on the second. Respondent’s experts, using
di ffering assunptions and factual information, reached
substantially reduced anounts. Baran al so devel oped a trademark
royalty based on a 3-percent rate relying on certain conparabl es.
He concluded that for the 1974 through 1992 period the arm s-

l ength royalty shoul d have been $232, 109, 000, whereas

respondent’s trial experts, again using differing assunptions,
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concluded that arm s-length royalties should be $83, 129, 000 for
1982 through 1992 or $57, 095,000 for 1984 through 1992,
respectively.

Wth respect to inbalance and transfer fees, duplications
were contained in the notices of deficiency. The inbalance
adj ustnments included the cost of deliveries that had al ready been
reported on petitioners’ returns. The determ nation, in addition
to the cost anmobunts, added a 15-percent markup instead of the 2-
percent markup reported. Respondent’s trial expert, however,
recomended a 4-percent markup, and respondent, for purposes of
trial, conceded that the determ nation was overstated to the
extent of the cost duplication portion of the above-described
adj ust nent .

Finally, with respect to the network fee, the adjustnent
contai ned sone duplication. Respondent’s trial expert on this
subject used a differing term nology to describe his proposed
adj ustnment, and petitioners argue that either respondent has
t her ef ore abandoned the network fee adjustnent set forth in the
noti ces of deficiency or the network fee determ nation nust be
regarded as arbitrary, capricious, and unreasonable. Respondent
counters that the network fee adjustnment has not been abandoned
and the approach taken in the notices and by the respondent’s

trial expert are reasonable.?

8 Due to our holding on the network fee issue, it is
unnecessary to decide the parties’ contentions.
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Petitioners seek to I essen their burden with respect to each
and every section 482 adjustnent in controversy. Petitioners’
burden is to show that each section 482 adjustnent is arbitrary,
capricious, and unreasonable. To do that, taxpayers normally
show t hat the questioned transactions were conducted under an
arm s-length standard. For purposes of seeking a | esser burden,
petitioners do not address the ultimate question of what the
proper arm s-length standard is. Instead, they argue that
respondent’s notices of deficiency are generally arbitrary
because of failure to provide advance notification of the
proposed determ nati ons and because each of the section 482
determnations differs fromthe anounts, positions, and evi dence
of fered by respondent at trial.

In Perkin-Elmer Corp. v. Conmmi ssioner, T.C. Mnp. 1993-414,

t he Comm ssi oner based the notice of deficiency section 482
determ nation on a particular theory and then abandoned t hat
theory before trial. It was held that those circunstances were
sufficient for the taxpayer to neet “its burden of show ng
respondent’s allocations to be arbitrary, capricious, or
unreasonabl e.” Therefore the taxpayer in that case needed only
to show that the questioned transactions were arm s | ength.

I n National Seniconductor Corp. & Consol. Subs. v.

Conmi ssioner, T.C. Menp. 1994-195, the determ nations in the

notice of deficiency were based on a different nethodol ogy than

the Comm ssioner’s expert relied on at trial. In addition to the
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di ffering nethodol ogy, the Comm ssioner’s proposed reallocations,
for purposes of trial, were substantially |ower than the notice
determ nation anmounts. Finally, at the trial in that case, the
Commi ssioner did not support the notice determ nation and,
instead, relied on the trial expert’s analysis of the case.

In these cases, respondent’s failure to prepare or provide
pre-notice reports is not a violation of petitioners’ rights.

See Luhring v. dotzbach, 304 F.2d 560 (4th Cr. 1962); Vallone

v. Comm ssioner, 88 T.C 794, 806-807 (1987); Estate of Barrett

v. Comm ssioner, T.C Meno. 1994-535, affd. 87 F.3d 1318 (9th

Cir. 1996). Nor is respondent’s failure to provide pre-notice
reports a procedural flaw that, per se, renders respondent’s
notice determnations arbitrary, capricious, or unreasonable.
That is especially true here where petitioners’ resistance and
di l atory approach was, to sonme extent, the cause of respondent’s
agents’ inability to provide pre-notice reports to petitioners.
For the nost part, petitioners conplain of the excessive
nature of respondent’s notice determ nations or that respondent’s
trial experts’ reports and testinony would support substantially
smal l er incone tax deficiencies. That, in itself, does not nake
respondent’s determ nations arbitrary. Those matters are the
essence of the controversy here. Respondent’s trial and briefing
positions do not result in an increased adjustnment fromthose in
the notices of deficiency. Nor has respondent advanced a new

| egal theory or issue for which respondent would bear the burden
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of proof. Unlike the circunstances in Perkin-Elner Corp. V.

Commi ssi oner, supra, respondent has not abandoned the notice

posi tions and advanced new ones.* Petitioners have not shown
that any of respondent’s section 482 determ nations are
arbitrary, capricious, or unreasonable on the basis of the
information avail able to respondent at the tine of the issuance
of the notices of deficiency.® W hold that respondent’s failure
to provide pre-notice reports, either alone or in conjunction
with the | arger anmobunts determned in the notices as opposed to
the trial position anpbunts, does not provide a predicate for the
remedi al action sought by petitioners.

In this setting, respondent’s notice determ nati ons were not
shown to be arbitrary, capricious, or unreasonable. Although
respondent’s trial position anobunts are considerably |ess than
the amounts determined in the notices, with the exception of the
network fee adjustnent, respondent’s notice positions were not

abandoned or ignored. To sone extent, the reduced adjustnents

4 Qur reference to “positions” here does not include the
“network fee adjustnent”.

5 Petitioners ask us to judge respondent’s actions in the
notices of deficiency. Ooviously, we cannot judge whet her
respondent’s determ nations were arbitrary, capricious, or
unr easonabl e on the basis of the information available to
respondent after the trial record has been nade, unless that
informati on was avail able to respondent when the determ nation
was made. In the context of petitioners’ preenptive approach, we
consi der respondent’s actions on the basis of the know edge t hat
was made avail able by petitioners. To do otherw se would
encour age taxpayers to keep fromthe Comm ssioner the information
t hey possess and then criticize the Conm ssioner’s |ack of
information to the taxpayers’ advantage.
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proposed by respondent at trial are attributable to information
acquired by respondent after issuance of the notices of
deficiency. Utimtely, the factual information exchanged by the
parties and then offered into evidence forns the basis for our
opi nion. The anounts decided are considerably |ess than the
anounts determned in the notices. The decided anounts, however
fall somewhere in between the extrene trial positions of the
parties.

The large difference between the anmobunts contained in
respondent’s notices and those proposed at trial and the
di fferences between the parties’ trial positions are largely
attributable to the assunptions adopted by the parties’ experts.
For exanple, respondent’s in-house expert used a 15-percent
mar kup on the inbal ance costs, whereas respondent’s trial expert
used a 4-percent markup. Ironically, because petitioners’ expert
advocated a full cost approach to the inbal ance adjustnent, he
was abl e to appear magnani nous by using the same 15-percent
mar kup that had been used by respondent’s in-house expert in the
notice. This serves to illustrate that differences in
assunptions nmade | arge differences in the determnations and the
parties’ positions. The assunptions relied on by respondent were
not arbitrary, capricious, or unreasonabl e considering the
ci rcunst ances here.

Accordi ngly, respondent’s notice determ nations, although

resulting in determnations at the outside margins, represent a
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reasonabl e protective approach based on the infornmation that was
made avail able and the conditions extant at the tinme of the
determ nation. Therefore, petitioners have not shown that they
shoul d be relieved fromshow ng an abuse of discretion by
respondent . ©

I11. The Question of Control

Respondent’s authority to allocate incone is predicated on
the entities’ being comonly controlled. For purposes of section
482, “control” is broadly defined to include “any kind of
control, direct or indirect, whether legally enforceable, and
however exercisable or exercised.” Sec. 1.482-1A(a)(3), I|ncone
Tax Regs. In determ ning whether entities are commonly
controlled, the courts look to “reality of control” rather than

just to actual stock ownership. Genada Indus., Inc. V.

Comm ssioner, 17 T.C. 231 (1951), affd. 202 F.2d 873 (5th G

1953). Further, when the interests controlling one entity and

t hose controlling another have a comon interest in shifting
inconme fromthe forner to the latter, entities may be consi dered
commonly controlled. This is especially true where one entity
deals with another on other than an armi s-length basis. Sec.

1.482-1A(a)(3), Incone Tax Regs.

6 Utimtely, our ruling on this aspect has no effect on
the outconme of the issues. In one instance, petitioners showed
an abuse of discretion; in all others the outcone was based on a
preponderance of the evidence to decide fair market val ue or
arms-length prices. The ultimate findings or holding generally
fell somewhere in between the parties’ trial positions.



-82-

Because petitioners argue that DHL and DHLI were operated in
a separate manner, and because of the two-step progression of the
transaction with the foreign investors, the question of control
must be addressed at three different points. First, there is the
period prior to 1990 when there was sonme conmon stock ownership
between DHL and DHLI. Then we nust consider the interimperiod
1990 to 1992 when the foreign investors collectively had | ess
than a majority of the stock holdings and had a majority of the
DHLI board seats. And finally, there is the period after the
foreign investors exercised their “option” collectively to
acquire a shareholding majority.

Until the time of trial, petitioners denied the existence of
any common control within the neaning of section 482. At trial,
petitioners conceded that the requisite control existed before
1990, so that the remaining controversy as to control concerns
the 1990 to 1992 period and the period after the foreign
i nvestors gai ned coll ective sharehol ding control of the foreign
portion of the DHL network.

A. WAs There Common Control After Decenber 7, 19907?

Petitioners contend that the foreign investors gained
control of DHLI/M\V as of Decenber 7, 1990, when they becane able
to exercise their contractual right to appoint 7 of the 13 board
menbers of DHLI's and M\V' s boards. Petitioners acknow edge that
the DHL shareholders retained legal title to a ngjority of the

out standi ng shares, but they argue that actual control should be
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di stingui shed fromlegal ownership. Even if the DHL sharehol ders
are found to have controlled the entities wthin the nmeani ng of
section 482, petitioners argue that the transfers of the DHL
trademark did not occur until Septenber 17, 1992, about 1 nonth
after the August 18, 1992, exercise by the foreign sharehol ders
of the option enabling themto collectively hold 57.5 percent of
the shares in the new corporate entity that replaced DHLI/ MV.

Conversely, respondent argues that the DHL sharehol ders
mai ntai ned the requisite control after Decenber 7, 1990, because
the foreign investors collectively held only 12.5 percent of the
out standing stock until their exercise of the 1992 option.
Respondent attenpts to mnimze the foreign investors’ board
control by contending that they did not have an agreenent anong
themto vote their shares to elect directors. 1In addition,
respondent contends that certain limtations placed on the
board’s powers | essen the effect of the foreign investors’ making
up the magjority of that body. Finally, respondent argues, in the
alternative, that section 482 would permt reallocation because
t he common control factor should be neasured at the tinme the
parties arrange and agree to the transaction in question and not
necessarily at the tinme the transfer(s) or services occur.

We agree with respondent that the requisite control existed
after the first stage of the transaction (Decenber 7, 1990), even
t hough the foreign investors collectively had been given the

ability to control the boards. One of the underlying purposes of
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the two-stage transaction was the confort of the foreign
investors. They had conducted a thorough due diligence and
uncovered a nunber of concerns. The creation of a two-stage
transaction permtted themto becone involved in the entities in
order to decide whether they wished ultimately to acquire a

| arger financial commtnment and sharehol ding, along with the
acquisition of the DHL tradenarKk.

Initially, the foreign investors collectively purchased a
12.5-percent interest in DHLI/M\V, but they would not have been
able to recoup their investnent if they had not opted
collectively to acquire an additional 45 percent of the entities
and/or the DHL trademark. Their ability to control the boards
gave them a form of assurance or security to protect their
initial investnent and to permt closer scrutiny and invol venent
if they so desired. The boards, however, did not control the
day-t o-day operations of DHLI/M\V, and the foreign investors’
enpl oyee presence in the operating entities was de mnims during
the interimperiod (late 1990 to | ate sumer 1992).

The structure of the transaction through the interim period
al so included several assurances and protections for the DHL
sharehol ders. For exanple, the DHL sharehol ders had to approve:
Any board action that changed the enploynent status of Lupo and
certain other enployees; the issuance of DHL shares or other
related securities; certain actions concerning debt or |eases;

and changes in DHL's auditors or accounting policy. |In addition,
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certain key board decisions required supermajority approval,
i ncluding: Anendnents to the bylaws and articles of association;
entering into a new business other than one that was directly
related to the principal business of DHL; reappointnent of the
CEQ, certain debt or |ease financing decisions; and natters that
exceeded a fair market value of $20 million, excluding the
exercise of the trademark option. For these matters, the foreign
investors’ mpjority was not sufficient for control.

Accordingly, the foreign investors did not have sharehol di ng
control, and, as to many critical matters, their collective board
control was limted. W nust also weigh the fact that the
foreign investors did not have an agreenment to collectively
control the board or to take any particular actions together.

Consi dering the above, we hold that requisite control
exi sted for application of section 482 during the interim (1990
to 1992) period that concluded when the foreign investors
exercised their options and acquired additional shares.

B. Effect of the Trademark Transfer After the Foreign

| nvestors Attained Their Collective Shareholding Majority of the
New DHLI/ M\V Entity

Petitioners argue that, even if the Court should find that
the requisite control existed during the interimperiod, the
trademark rights should not be subject to a section 482
al l ocation because the trademark rights were transferred about 1
month after the exercise of the foreign investors’ 45-percent

share option. Petitioners contend that respondent nmay not
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reorder the steps of the trademark transfer portion of the
transaction and conclude that it occurred before the foreign
investors actually gained control of DHLI/M\V or its successor.

Respondent counters that the requisite control should be
measured or considered when the controlling persons or entities
are dealing with each other. Under respondent’s approach, al
that is necessary is that the control exist when the parties
irrevocably bind thenselves to a transaction. Under this
approach, accordingly, even though the parties’ execution of the
agreenent terns nmay occur when control no | onger exists,
respondent woul d have section 482 authority to reallocate.

Respondent relies on Rooney v. United States, 305 F.2d 681, 683

(9th Cr. 1962), a case in which expenses incurred by a

i qui dated corporation were allocated to a successor corporation
that had profited fromtransferred assets on which the expenses
wer e incurred.

We agree with respondent and hold that it is appropriate to
use a transactional approach to a specific transaction that was
formulated at a tinme of requisite control and executed after the
requi site control no longer existed. That is especially so here,
where the options for the foreign shareholders to gain control
and the transfer of the trademark rights to the new foreign
shar ehol der corporation were part of the sane transactions, the
terms of which were preconceived, concurrent, and interdependent

and occurred within 1 nonth of each other. A transacti onal
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approach is appropriate where the substance of the entire

transaction so requires.’” See Arrowsmith v. Conmm ssioner, 344

US 6 (1952), and the discussion in Cayuga Service, Inc. v.

Comm ssioner, T.C. Meno. 1975-4. To permt petitioners to avoid

appropriate section 482 reall ocation nerely because they changed
the order of the events in a single series of transactions woul d
unnecessarily exalt form over substance.

| V. Omership and Val ue of the DHL Tr adenarKk

A Omner ship

Respondent determ ned that DHL sold the DHL trademark to
DHLI for less than its fair market value. Petitioners argue that
DHL did not own the worldwi de rights to the trademark, but that
it did owmn the rights in the United States. Because of the
obvi ous effect the ownership question may have on the question of
val ue, we address the ownership question first.

Omership and val ue of the DHL trademark has been one of the
bones of contention between the parties. Respondent’s
determ nation placed the value of the worldwi de rights in the

$500/ $600 million range for the 1990-92 transaction. A $20

" A transactional approach, however, nmay not be appropriate
wher e goods or services are independently contracted for after
the requisite control no | onger exists. That should be the case
even if the formor substance of the transaction was dictated or
patterned after the approach used when requisite control existed.
In the context of these cases, it would not be appropriate to
approve reallocation of the cost of arm s-length services
performed after the 1992 transaction concluded, unless the
requi site sec. 482 control existed after 1992. Because of our
hol di ngs on the post-1992 issue, we need not address the control
guestion for that period.
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mllion price was ultimately used by the parties to the
transaction after $50 million had been considered and $100
mllion asked. Petitioners’ and respondent’s pre- and post-trial
experts attenpted to support all of these values and a nyriad of
amounts falling in between.?

One of the underlying disputes regarding the value of the
DHL trademark rights involves whether DHL owned the worl dw de or
merely the U S. rights. Mst of the docunents and evi dence show
or state that DHL owned all of the rights. DHLI's genera
counsel, beginning in the md to late 1980’ s, however, nuintained
that DHLI owned the rights to the trademark outside the United
States. The parties here provided expertise supporting both
positions, and we have consi dered each.

A trademark is a marketpl ace device by which consuners
identify goods and services and their source. |In the context of
trademar k nonmencl ature, a trademark synbolizes “goodw I |” or the
i kelihood that consunmers will nake future purchases of the sane
goods and services. In a licensing arrangenent, the goodw ||
synbolized by the trademark is owned by the |icensor, even though

created by the licensee’s efforts. See, e.g., Cotton G nny, Ltd.

v. Cotton Gn, Inc., 691 F. Supp. 1347 (S.D. Fla. 1988).

8 To sone extent, it seens that the experts’ wllingness to
support such disparate values is one of the reasons for the
escal ation and protraction of the controversy in these cases.
| ndeed, the difference between $20 million and $600 mllion may
be sufficient spoils to incite and inspire the neekest and | east
confrontational anongst us.
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Trademark recognition devel ops fromyears of adver-
tising, consistent packagi ng, pronotional canpaigns,
custoner service, and quality control. Depending on
the strength of a trademark, the maintenance of the
desired consuner awareness |evel generally requires
significant, continuing advertising investnent and
product renovation. Trademarks |ose substantial val ue
wi t hout adequate investnent, managenent, marketing,
advertising, and sal es organization.

Nestl e Holdings, Inc. v. Comm ssioner, T.C Meno. 1995-441, revd.

and remanded on ot her grounds 152 F.3d 83 (2d Cr. 1998).

The validity of a tradenmark |icense is dependent upon the
licensor’s control over the nature and quality of goods and
services sold under the trademark by the licensee.® The quality
control requirenent has been codified in the Lanham Act,

15 U. S.C. secs. 1055, 1127 (1994), and is judicially recognized.

See Haymaker Sports, Inc. v. Turian, 581 F.2d 257, 261 (C. C P. A

1978); Dawn Donut Co. v. Hart’'s Food Stores, Inc., 267 F.2d 358,

366-367 (2d Cir. 1959). A purported trademark |icense w t hout
quality control can result in abandonnent of the |licensor’s
rights in the mark, a condition that has been al so denom nated “a

naked |icense”. Stanfield v. OGsborne Indus., Inc., 52 F.3d 867,

871 (10th G r. 1995); see also 2 McCarthy, MCarthy on Trademarks
and Unfair Conpetition, sec. 18.48, at 18-75 to 18-76 (4th ed.
1997). The parties’ experts all agree that quality control is

essential to a valid |license.

® See 2 McCarthy, McCarthy on Tradenmarks and Unfair
Conpetition, sec. 18:42, at 18-66 (4th ed. 1997).
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Trademarks are territorial, and different ownership of the
sane trademark is possible in different countries.® 1In the
United States, trademarks may be created by use and protected by
registration. Qutside the United States, trademark rights may be
created by use and/or registration, and, in sonme instances,
registration is prima facie evidence of ownership.

First, we briefly review the factual background for the
devel opment and use of the trademark within the DHL worl dw de
network. The DHL worl dwi de network began with a single conpany
and, because of a conpetitor's conplaints to the CAB, was divided
into essentially two operating entities--donmestic (wthin the
United States) and international (outside the United States).

Al t hough the sharehol dings of the donestic and international

busi ness entities appeared disparate, in actuality the entire
network was controlled by a group of shareholders, who ultimtely
split up profits fromthe sale of a part of the network in accord
with their preconceived understanding that did not necessarily
conport with the ostensible sharehol di ngs.

The donestic and international operating entities were
relatively autononmous in their day-to-day operations but were
overseen and controlled by various groups and/or entities
controlled by the common controlling shareholders. Al of the
agreenents, witten or understood, reflect that DHL owned t he DHL

name (trademark) and that DHLI was allowed to use it because of

104 McCarthy, supra sec. 29:7
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DHL's consent. DHLI, however, caused registrations of the DHL
trademark in nunerous countries in which the DHL network provided
services. Those registrations were in the nanme of DHLI and/or
its related international entities and did not reflect that DHL
owned or licensed the trademark. In addition, DHLI's general
counsel contended, in spite of witten agreenents to the
contrary, that DHLI owned the trademark rights outside the United
States because of DHLI's foreign registration of the trademark.

Wth this sonmewhat generalized background, we consider the
positions of the parties and their experts on the question of
ownership of the DHL trademark. Petitioners contend that DHL
owned the rights inside and DHLI owned them outside the United
States. Respondent contends that DHL owned the worldw de rights
before the transaction with the foreign investors.

Respondent nmakes a three-point argunent in support of the
position that DHL owned the worldw de rights in the trademarKk.
First, respondent argues that, as a matter of trademark |aw, DHLI
was contractually cast as a |icensee and that the requisite
control existed as between the licensor and |icensee to maintain
and perfect DHL's trademark ownership. Second, respondent argues
that petitioners may not di savow the formthey chose and that the
1974 MOA, subsequent anendnents, and ot her docunentation placed
ownership in DHL. Finally, if we find that the requisites for

trademar k ownership were not extant, respondent argues that the
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contracts entered into by DHL and DHLI were still enforceable, as
bet ween t hem

Petitioners take a different tack fromrespondent’s approach
by arguing that the arrangenent between DHL and DHLI woul d not
nmeet the applicable section 482 regulations so as to require
reall ocation as to that intangible asset. Petitioners also argue
that, as a matter of law, trademark rights exist separately in
each country of registration and DHLI acquired the rights by
registration and use. |If we decide that DHL owned the worl dw de
rights to the trademark, petitioners argue that they should be
all owed a setoff equal to the value of assistance or cost borne
by DHLI in devel oping the trademark rights outside the United
States. The parties provided four well-qualified experts on
trademark | aw.

Respondent’ s expert on trademark ownership is a practicing
lawer with 30 years’ experience, including litigation, in
intellectual property law, specializing in trademarks and unfair
conpetition. He concluded that, wth the possible exception of
certain Central Anmerican countries, the agreenents between DHL
and DHLI established DHL as the owner of the trademark rights.
H's interpretation of the 1974 MOA and rel ated agreenents is that
they give DHL the ownership in the trade nane and trademark, in
particul ar because DHLI coul d not assign the foreign
regi strations wi thout DHL's consent and because of DHLI's

obligation to cease use everywhere for 5 years upon term nation
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of the DHL/DHLI relationship. He also opined that DHLI was a
licensee of the trademark, and nothing in the trademark | aw
served to change that relationship between DHL and DHLI

Respondent’ s expert’s concl usions are based, in part, on DHL
and DHLI' s agreenent that New York | aw would govern the trademark
i ssue beginning in 1990 and that the 1974 MOA contai ned an
arbitration clause under the laws existing in the U S. District
Court in the Territory of Guam

Petitioners offered three experts on the question of
trademar k ownershi p, two professors, each with 30 years’
experience in this field, and a British solicitor who specializes
in trademarks in the United Kingdom and other countries. Both
prof essors, when neasuring the witten agreenents between DHL and
DHLI agai nst the exacting standards of trademark |aw, concl uded
that DHL owned the trademark rights within the United States and
DHLI owned the rights outside the United States. The solicitor
concl uded, by neans of a six-issue analysis, that the trademark
was not “an indivisible global asset owned by DHL” and that a
decision of a court of the United States would not affect DHLI's
rights in the existing registrations in foreign countries.

The reports and testinony of the experts provided the Court
wi th hel pful guidance in this technical and specialized area of
the law. To sonme extent, we agree with each of the parties’
experts. Petitioners’ experts defined the strict letter of the

law to perfect and maintain trademarks in the United States and
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abroad. Respondent’s expert, as a trial |awer, advanced a nore
practical formulation, reflecting what woul d have resulted if the
parties’ agreenents and actions were contested and subjected to
[itigation.

The informality and | ack of precise | anguage used by DHL and
DHLI woul d have caused nore problens in transactions between
unrelated third parties seeking to enforce their rights to the
DHL trademark. But here we have corporate entities with
i nterl ocki ng sharehol der control and a common purpose of
establishing and maintaining a worl dw de delivery network under
the nane “DHL”. DHL's and DHLI's respective rights and
obligations concerning the trademark are sufficiently defined to
be enforceable. Both parties agree that DHL's ownership of the
trademark in the United States is wthout question.

DHL's | ack of involvenent in the foreign registrations and
the lack of precise and nore formal agreenents and standards,
however, |essens the quality of DHL's ownership rights and
interests in the registration and rights to the DHL trademark
outside the United States. Because DHL had the ability to
termnate and/or cause DHLI's inability to use the trademark for
a 5-year period, the inport of DHLI's foreign registrations is
mtigated. Finally, in the factual context of these cases,
common sharehol ders controlled DHL and DHLI, and the foreign
investors had the option to acquire a collective majority

interest in DHLI/M\V and the DHL trademark worl dw de. Although
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that fact should not have an effect on the stand-al one val ue of
the trademark, in the enforcenent of ownership context, it has
the effect of neutralizing the foreign registrations in DHLI's
name. These weaknesses in the quality of DHL's ownership of the
DHL tradenmark do not have the effect of making DHLI the

uncont ested owner of the trademark rights outside the United
States, but would have a profound effect on a buyer’s w llingness
to pay top dollar and the value of the DHL trademark worl dw de.

We hold that DHL owned and controlled the worl dw de rights
to the DHL trademark, but that, as discussed above, the rights
outside the United States were subject to weaknesses and
questions that would affect the quality and value of DHL s
interest. Qur conclusion and holding is also based on the
foll ow ng anal ysi s.

After dividing the DHL network into donestic and foreign
operating entities, DHL and DHLI entered into the 1974 MOA which
in part, concerned the DHL trademark. The parties used the term
“l'icense” to describe DHL's agreenent to allow DHLI to use the
name “DHL”. Throughout subsequent anendnents of the 1974 MOA,
that term nol ogy was not contradicted or expressly nodified. For
nost of the period under consideration, DHL had the ability to
term nate the arrangenent, which would have contractually
prohi bited DHLI fromusing the trademark for a period of 5 years.
In negotiating with investors interested in part or all of the

DHL network, DHL was represented as the owner of the DHL
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trademar k worl dwi de. Al though there was sonme doubt about the
quality of DHL’s ownership of the international rights to the
trademark, the parties to the transaction in question treated DHL
as the worldwi de owner. Only DHLI's general counsel held the

vi ew and expressed doubt about DHL’s ownership of the rights to
the trademark outside the United States. There can be no doubt
here, however, that the shareholders and principals of DHL and
DHLI / M\V i ntended that DHL own the trademark and that DHLI’'s
interest was that of a |icensee.

Petitioners attack the license termnol ogy that they used to
cast the relationship between DHL and DHLI as to the trademark
and its use by arguing that the nere expression of the term
“license” does not establish and/or maintain a |icense
rel ati onship. They argue that, w thout quality control exercised
by the trademark owner (licensor) over the |licensee, the
requi site control of the trademark use and services perforned by
the |licensee woul d not exist.

However, respondent has shown by anple evidence in the
record that, as between DHL and DHLI, the requisite control did
exist. The existence of that control is found in the unique
rel ati onship of the corporate entities, their sharehol ders, and
the manner in which the business entities were operated,
coordi nated, and presented to the public as a worl dw de delivery
network with the name “DHL”. Although the 1974 MOA and ot her

docunents that defined the ownership, rights, and use of the
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trademark fall short of the strictest quality control standards
requi site for a textbook-quality |Iicense agreenent that my be
requi red as between unrelated third parties, they are sufficient
and enforceable in the circunstances here.

Petitioners nake a collateral attack on the ownership issue.
They seek refuge in section 482 regulations in an attenpt to show
that the formthey chose should not be respected. Petitioners’
argunent focuses on the 1968 regul ati ons!! and points out that
they do not contain nention of a license as a factor relevant to
whi ch person or entity should be considered to have “devel oper”
status of intangible property. See sec. 1.482-2(d)(1)(ii),
| ncone Tax Regs. |In essence, petitioners argue that |egal
owner ship shoul d be di sregarded for purposes of any section 482
real l ocation of intangibles.

Respondent argues that the facts here support a finding that
DHL is the devel oper or that the regulations in question provide
that, in the absence of a bona fide cost-sharing arrangenent,
respondent may neke all ocations upon the transfer of intangible

property by the developer to a related entity. Respondent

1 The parties refer to the regulations that were
promul gated in 1968 because the newer sec. 482 intangible
property regul ati ons were adopted in 1994, and petitioners did
not elect, pursuant to sec. 1.482-1(j), Incone Tax Regs. (1994),
to have them apply retroactively.

Sec. 1.482-2(d), Incone Tax Regs., was effectively
super seded by sec. 1.482-4T, Tenporary |Incone Tax Regs., 58 Fed.
Reg. 5263, 5287 (Jan. 21, 1993), generally effective for taxable
years beginning after Apr. 21, 1993. The tax years in issue are
1990, 1991, and 1992.
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further contends that there was no cost-sharing arrangenent
between DHL and DHLI. Finally, respondent contends that
petitioners failed to show that DHLI either devel oped or assisted
in devel oping the intangible (trademark) because it has not been
shown that the advertising expenditures incurred by DHLI were
nore than what woul d have been incurred at armis length; i.e.,
allocation fromDHL to DHLI is not appropriate.

Petitioners counter that respondent nay not choose either to
“invoke” the section 482 regul ati ons and make an all ocati on based
on the devel oper/assister standard, or to ignore those
regul ati ons and nake an allocation “pursuant to” the parties’
licensor/licensee relationship. Petitioners rely on the |anguage
of section 1.482-2(d)(1)(ii)(a), Income Tax Regs., that “no
allocation * * * shall be made” with respect to a transfer of
i ntangi bl e property unless either (1) there is a “bona fide cost
sharing arrangenent” as defined in section 1.482-2(d)(4), |ncone
Tax Regs., or (2) the intangi ble has been transferred by the
“devel oper” within the neaning of section 1.482-2(d)(1)(ii)(c),
| ncone Tax Regs. Petitioners contend that respondent has denied
the exi stence of a bona fide cost-sharing arrangenent in these
cases and that, therefore, any section 482 allocation nust be
based on the devel oper/assister standard. Finally, petitioners
contend that respondent, under the regulations, may neke an
all ocation (reduction of value) for an “assistance” provi ded by

DHLI if DHLI is not considered the “devel oper” of the intangible.
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The referenced regulations are clearly not intended for the
pur pose of deciding the ownership of an intangible. |Instead,
they are designed to assist in allocation. |In that regard,
petitioners argue that the referenced regul ati ons ignore
ownership in the process of allocating an arm s-length price. In
answering the question of whether the ownership of the DHL
trademark was bifurcated between DHL and DHLI, we do not |ook to
the section 482 reqgulations cited by petitioners. Although those
regul ati ons may have sone effect on our allocation decision, they
are not relevant in deciding the ownership of the trademark
rights as a predicate for valuing the trademark

Petitioners contend that they sold only the U S. trademark
rights. Because we have deci ded the ownership question, we wll
consi der whether and to what extent the section 482 regul ations
may have an effect on allocation of the val ue.

B. Value of the DHL Trademark

As previously noted, the value of the worldwi de right to the
DHL tradenmark as determ ned by respondent in the deficiency
notices is alnost $600 million greater than the val ue advocated
by petitioners. |In that regard, we note that such extrene
differences “denonstrate the caution that is necessary in
wei ghi ng expert valuations that zealously attenpt ‘to infuse a
talismanic precision into an issue which should frankly be

recogni zed as inherently inprecise’ (Messing v. Conm ssioner, 48
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T.C. 502, 512 (1967))”". Estate of Hall v. Conm ssioner, 92 T.C

312, 338 (1989).

On brief, petitioners argue that the $20 mllion price
agreed to by the parties to the transaction was at arnis |length
because of the differing and adverse interests as between the
controlling sharehol ders and the foreign investors. Petitioners
al so contend that the 1989 negoti ati ons established “a $50
mllion ceiling value” for the DHL trademark worl dw de. The nmain
thrust of petitioners’ argunment on value is that tangi ble and
i nt angi bl e conponents (other than the trademark) of the DHL air
express network and the ability to efficiently deliver are worth
nore to customers than the DHL name, and, therefore, the network
was “far nore val uable” than the trademark.

Respondent, on the other hand, contends that an anal ysis of
the values used by the parties to the transaction wll reflect
that the intangibles, primarily the trademark, were val ued by the
foreign investors at al nmost $300 million'? and that anobunt
conports with respondent’s experts’ proffered values. As an
alternative, respondent argues that value resides in DHL's

retention of the right to use the DHL trademark in the United

12 Respondent’s determination alternatively valued the
trademark in 1990 and 1992. The 1992 val uati on produced the
hi gher anmount approxi mating $600 million and the 1990 val uation
was closer to $500 mllion. Respondent’s litigating position,
which is based on the 1990 date, approximtes a $300 mllion
val ue for the trademark
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States for a period of years as additional noncash consideration,

citing Alstores Realty Corp. v. Conm ssioner, 46 T.C. 363 (1966).

Respondent’s notice determ nati on was based on alternative
valuation dates in 1990 and 1992. The use of two possible dates
is likely due to confusion over when the DHL trademark shoul d be
val ued. The confusion probably arose because the transaction and
prices to be paid were agreed to during 1990 and the actual sale
or exchange occurred in 1992. W have no question about the fact
that the taxable event occurred in 1992, and any additional
capital gain frompetitioner’s sale of its interest in the DHL
trademark woul d be includable in the 1992 taxable year.® On
brief, respondent advances only the 1990 val uations of his
experts, and petitioners do not argue that 1992 would be the nore
appropriate year for valuation. Petitioners, on brief, argue
that any capital gains adjustnent attributable to the sale of the
trademar k shoul d be recogni zed in 1992. It therefore appears
undi sputed that any such adjustnent should be recognized in 1992,
but valued as of the tinme the right to acquire was created (1990)

for purposes of section 482.1%

13 On brief, both parties advocated 1992 as the year of any
recognition of incone fromthe trademark sale.

14 Petitioners also argued that the sale of the trademark
occurred after the foreign investors gained collective control of
the international entity so that sec. 482 should not apply for
| ack of the requisite control. W have already addressed that
guestion and resolved it adversely to petitioners.
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Trademar ks, trade nanes, brand nanmes, and other simlar
itens are treated as intangible property and are covered by
section 1.482-2(d), I ncone Tax Regs. (1968), which deals with the
transfer or use of intangible property. Section 1.482-
2(d)(2)(ii), Incone Tax Regs., provides the general rule that, in
determ ning “the amobunt of an armis |ength consideration, the
standard to be applied is the amount that woul d have been paid by
an unrel ated party for the sane intangi ble property under the
sane circunstances.” The regul ation goes on to enunerate the
followng factors that nay be considered in arriving at the
anmount of the arm s-length consideration:

(a) The prevailing rates in the sane industry or
for simlar property,

(b) The offers of conpeting transferors or the bids of
conpeting transferees,

(¢c) The ternms of the transfer, including limtations on
t he geographic area covered and the exclusive or
nonexcl usi ve character of any rights granted,

(d) The uni queness of the property and the period for
which it is likely to remain unique,

(e) The degree and duration of protection afforded to
the property under the laws of the relevant countries,

(f) Vvalue of services rendered by the transferor to the
transferee in connection with the transfer within the
meani ng of paragraph (b)(8) of this section,

(g) Prospective profits to be realized or costs to be
saved by the transferee through its use or subsequent
transfer of the property,

(h) The capital investnent and starting up expenses
requi red of the transferee,

* * * * * * *
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(1) The availability of substitutes for the property
transferred,
(k) The armis length rates and prices paid by unrel ated
parties where the property is resold or sublicensed to such
parties,

(1) The costs incurred by the transferor in devel opi ng
t he property, and

(m Any other fact or circunstance which unrel ated

parties woul d have been likely to consider in determ ning
the amount of an armis length consideration for the

property.

Sec. 1.482-2(d)(2)(iii), Inconme Tax Regs.

““TFlair market value is the price at which the property
woul d change hands between a willing buyer and a wlling seller,
nei t her being under any conpul sion to buy or to sell and both
havi ng reasonabl e know edge of relevant facts.’”” United

States v. Cartwright, 411 U S. 546, 551 (1973) (quoting section

20.2031-1(b), Estate Tax Regs.). In addition to proving that the
deficiencies set forth in the notices of deficiency are
arbitrary, capricious, or unreasonable, the taxpayer has the
burden of proving satisfaction of the armis-length standard. See

Sundstrand Corp. v. Conm ssioner, 96 T.C at 354.

Two expert w tnesses wth backgrounds in business, finance,
or economcs testified in support of respondent’s trademark
val uation position. Both experts used an inconme nethodol ogy to
value the trademark or the rights to use (royalties). One used
the relief-fromroyalty approach and the other used the relief-

fromroyalty approach coupled with another inconme nethodology to
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arrive at opinions of value. One of respondent’s expert’s
reports reflects worl dw de values for the DHL trademark of $287
mllion and $409 mllion as of the 1990 and 1992 val uati on dates,
respectively.®™ He also opined that DHL's right to use the
trademark for 15 years begi nning 1992 had a 1992 val ue of $58
mllion and that DHLI's use of the trademark for 1982 through
1992 had a val ue of $83, 129, 000.

Respondent’ s ot her expert opined that the DHL trademark had
wor | dwi de val ues of $327.5 nmillion and $489.6 nillion as of the
1990 and 1992 val uati on dates, respectively.® He also opined
that DHLI's use of the DHL trademark for 1984 through 1992 had a
val ue of $57.095 million, and DHL's 15-year use of the trademark,
beginning in 1992, had a $46.4 million value as of 1992. He
cal culated DHLI's revenues attributable to DHLI's use of the DHL

trademark, as foll ows:

15 This expert offered by respondent ascribed separate
trademark values to the U S. and non-U. S. rights as foll ows:

1990 1992
uU. S. $93 mllion $102 mllion
Non- U. S. 194 mllion 307 nmllion
Wor | dwi de 287 mllion 409 mllion

16 Respondent's other expert assigned separate trademark
values to the U.S. and non-U. S. rights as foll ows:

1990 1992
u. S $89.3 mllion $122.2 mllion
Non- U. S. 238.2 mllion 367.4 mllion

VWor | dwi de 327.5 mllion 489.6 mllion
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1984 $367, 841, 000
1985 431, 929, 000
1986 534, 283, 000
1987 687,427, 000
1988 832, 879, 000
1989 974, 050, 000
1990 1, 146, 312, 000
1991 1, 404. 800, 000
1992 1, 725, 850, 000

The expert’s conputations inply that the income earned is from
the trademark and not from other intangibles or assets. W do
not agree that these incone figures show only the value of the
trademark, but they do reflect that DHLI’'s revenues were
generally increasing and substantial. There is no question that
the DHL nane had sone role in DHL's, DHLI's, and the DHL
network’s success.

Petitioners proffered one valuation expert, an econom st,
who used the relief-fromroyalty incone approach to value the
trademark and two additional econom sts who opi ned on whet her
val uabl e i ntangi bl es existed in the context of the DHL network.
One of petitioners’ experts concluded that DHLI had val uabl e
i ntangi bl e assets including a cost advantage fromits vol une and
its reputation for reliable performance and that it was those
attri butes and not the DHL nanme that had value to DHLI. Another
of petitioners’ experts, using a different nethodology, simlarly
opined that it was the DHLI infrastructure that made the
di fference and that DHL did not possess an intangible (including
the trademark) that caused DHLI’'s success. Finally, petitioners’

val uation expert opined that the DHL trademark had $55.2 nmillion
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and $70.2 million worldw de values on the 1990 and 1992 val uation
dates, respectively.t

Respondent attenpts to corroborate the experts’ 1990
val uations of $287 million and $327.5 million by contendi ng that
the 1990-92 transactional figures would support a $300 nillion
value for the intangibles (in respondent’s view attributable to
the trademark). Respondent points out that DHLI/M\V' s conbi ned
sharehol der equity at the end of 1998 netted out at $202 million
(positive $226 for DHLI and negative $24 for M\V). Considering
that the foreign investors paid $287.5 mllion for a 57.5-percent
sharehol ding interest of DHLI/M\V ($500 million tinmes 57.5
percent), it follows that they were also “acquiring” 57.5 percent
of the net sharehol der equity or $116.15 million ($202 mllion
tinmes 57.5 percent). Therefore, respondent contends, the foreign
investors paid $171.35 mllion ($287.5 mllion less $116. 15
mllion) for the “off-bal ance sheet assets”. Finally, if the
57.5 percent of the intangibles equaled $171.35 mllion, then 100
per cent equal ed approximately $300 million ($171. 35 divi ded by

57.5 percent equals $298 nmillion).

17 Ppetitioners’ valuation expert estinmated separate
trademark values of the U S. and non-U S. rights as foll ows:

1990 1992
u. S $24.2 mllion $18.2 mllion
Non- U. S. 31.0 mllion 52.0 mllion

VWor | dwi de 55.2 mllion 70.2 mllion
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Respondent al so argues that the $500 million val ue of
DHLI/MNV inplied by the foreign investors’ 57.5 percent/ $287.5
mllion price is short of the actual val ue because it does not
include a control premium Respondent points out that although
the three foreign investors acquired a 57.5-percent interest in
concert, none of themheld a magjority interest, and the DHL
sharehol ders, either individually or collectively, did not hold a
majority interest. Accordingly, if control had been purchased
the price would have been higher, thereby supporting an anount in
excess of $300 mllion for the intangibles.

Petitioners argue, and we agree, that respondent’s control
prem um position has no place in determning the value of the
assets individually. Mre particularly, a control prem um has
been held to reflect the value of the shareholder’s right to
determ ne corporate policy, “over and above the value that is
attributable to the corporation’s underlying assets using

traditional valuation nethodologies.” Philip Mrris Inc. v.

Conmm ssioner, 96 T.C. 606, 628 (1991).

As to respondent’s position that the transactional figures
coul d support a $300 mllion value for the intangibl es,
petitioners’ rebuttal is that the transaction was arns | ength.

In other words, petitioners contend that the foreign investors,
on the basis of advice and information fromtheir advisers,
i ndependently cane up with a $450 mllion price for the stock and

a $50 mllion price for the trademark. Respondent disagrees and
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contends that neither the $50 mllion nor the $20 mllion was
arrived at either at arnmis length or on a fair market val ue
basi s.

Respondent, in support of that position, nmakes the foll ow ng
points: (1) Wien the $20 mllion price was negoti ated and
established during 1989 and 1990, DHL and DHLI were owned and
controlled by the same interests within the nmeani ng of section
482. (2) The first price set, $50 mllion, did not represent an
objective or fair market valuation of the trademark but instead
represented the anmount of capital the foreign investors wi shed to
inject into DHL because of its fragile financial condition. (3)
The foreign investors and DHL sharehol ders each had tax
consi derations, which to sone extent were notivating factors for
numer ous proposals during the negotiations, the setting of
prices, and the proposed novenent of assets in the transaction.
(4) Petitioners’ |lawyers orchestrated the price reduction from
$50 mllion to $20 mllion for the trademark, by recommendi ng the
removal of favorable provisions, including DHL's ability to
termnate on 90 days’ notice and by encunbering the trademark
with “two reverse royalty-free 15-year |icenses running to the
seller and buyer”. (5) The foreign investors went along with
t hese approaches so long as their concerns were addressed; i.e.,
among others, that $50 million of capital be infused into DHL.

We are convinced that there was a certain acqui escence on

both sides of this transaction that was notivated by the desire
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to close the deal and save taxes. W are cognizant that the
foreign investors did not buy an entire business entity.
I nstead, the foreign investors, in accord with their goal of
gai ni ng access to the international portion of the DHL network,
entered into a synbiotic relationship with the DHL sharehol ders
and, in essence, becane the collective magjority “partners” in the
international portion of the network. To insure that any
problems with DHL (financial or otherw se) did not deprive them
of their acquired access to the international portion of the DHL
network, the foreign investors sought to renove the DHL trademark
fromDHL and to include it in the entities in which they
collectively had a 57.5-percent sharehol di ng.

In that same setting, the DHL sharehol ders collectively had
a 42.5-percent interest in the international portion of the
network and, ultimately, the DHL trademark. |In essence, the DHL
sharehol ders sold only a portion of the international business.
The transaction here was not in the normal nold of the willing
buyer who purchases a single asset or business to do with as he
W shes. Here, the parties were attenpting to build an operating
consensus, and each attenpted to build in the safeguards and
el enents that would achieve its goals and protect its acquired or
remai ni ng conbi ned i nvestnents or interests. The existing
sharehol ders and foreign investors were attenpting to formul ate
and participate in a corporate pool of rights and assets. As

such, the foreign investors purchased collectively fractiona
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ownership in DHLI. In that regard, they only acquired, in
theory, a fractional interest in the trademark. These
ci rcunstances permtted a certain anount of flexibility and
subjectivity in setting prices and arrangi ng terns.

Accordingly, we agree with respondent that neither the $50
mllion nor $20 mllion price for the DHL trademark was set at
arms length or represented a fair market value, as those terns
have been defined. Fair market value is based on a wlling buyer

and sell er. United States v. Cartwight, 411 U. S. at 551. Mor e

inportantly, the willing buyer is a purely hypothetical person or
entity, and the personal characteristics of the parties to the
transaction are not taken into account in the valuation. Estate

of Newhouse v. Conmm ssioner, 94 T.C 193, 218 (1990); see also

Estate of Mueller v. Conm ssioner, T.C. Menp. 1992-284.

W& now proceed, based on the record, to decide the fair
mar ket val ue of the DHL trademark worl dw de. After deciding the
val ue, we shall decide whether any adjustnents to the value are
appropriate. W agree with respondent’s litnus test approach
reflecting that the grossed-up price paid by the foreign
investors reflects value in excess of the sharehol der equity
shown in the books of DHLI and M\V. Petitioners’ experts also
agreed that value in excess of book val ues existed, but concl uded
that the value did not reside in the trademark. To sone extent,
we agree with both parties’ experts. Sonmewhere in between their

positions lies the correct answer. Neither the trademark nor the



-111-
ot her intangi bles represent the entire anount of any excess over
t he sharehol ders’ equity.

The evi dence supports a finding that the know how and system
in place that facilitated the ability to make tinely and
efficient deliveries is at least as inportant as the nanme “DHL".
The parties’ experts attenpted to use professional and
“scientific”-appearing techniques to conpute and reach their
concl usi ons; they exercised substantial latitude in selecting the
vari ables that control the outcome. There is no exactitude to
their theories or nmethodology. In each instance, their results
appeared to depend on variables, the estimte of which seened to
favor the party they “represented”’.

Petitioners rely on exanples of conpanies that sought to
purchase infrastructure and placed no enphasi s/val ue on the
trademark of the target conpany. In that regard, one particul ar
potential buyer of DHL entities or assets was not interested in
acquiring the DHL nane and intended to phase it out over
approximately 1 to 3 years. That, however, does not nean that
the DHL nanme had no value. 1In that context, the potential buyer
al ready had a nane (United Parcel Service or UPS) that was better
known donestically, and possibly internationally, than DHL. Its
focus was access to the international docunment and package
delivery market by the acquisition of the DHLI network

infrastructure and ability to deliver.
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The above-referenced potential buyer did not intend to use
its own nanme initially. CObviously, the DHL nanme recognition, at
| east during a phase-in period, was necessary for purposes of
continuity of custoner patronage and was quite val uable in that
respect. Once the also well-recognized nane was transitionally
i ntroduced over tine, the custoner base could be maintained to
the extent possible. To a buyer w thout name recognition,
however, the “DHL” nanme woul d have greater val ue because of the
buyer’s conplete | ack of customer recognition and the cost of
enhanci ng or devel oping a new nane and/or image. It is the value

to such a willing buyer that we nust consider. Cbviously, if a

buyer already has a nore val uable trademark with better public
acceptance, that would not be a conparable, interested, or
wi | ling buyer.

To a great extent, the parties experts’ (especially
petitioners’) support our factual findings that the
infrastructure, in the context of these cases, is at |east as
inportant as the nane. O course, petitioners’ experts’ opinions
m nimzed the role of the nane and enphasi zed the role of the
infrastructure or the ability to deliver the service.

Conversely, the effect of respondent’s experts’ reports was to
m nimze or ignore the inportance of the infrastructure or the
ability to deliver the service.

Wth respect to the parties’ experts whose opinions placed a

value on the trademark, they all relied on a relief-fromroyalty
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anal ysis to reach their conclusions. W were not surprised that,
usi ng the sanme net hodol ogy, they reached results on opposite ends
of the spectrumand that the results each reached favored the
party that paid his fees.'® The difference in the val ues
advocated lies in the differing assunptions and variable factors
used by each expert in his analysis. Respondent’s experts
prem sed their choices of rates and factors on beliefs that the
DHL nane had hi gh nmar ket pl ace recognition for quality and had
becone an inportant factor in the success of the DHL network and
constituted a desirable and val uabl e asset.

One of respondent’s experts began his conputation by

conducting a discounted cash-flow analysis to determ ne whet her

8 Cf. Nestle Holdings, Inc. v. Conm ssioner, 152 F.3d 83
(2d Cr. 1998), revg. and remanding T.C Meno. 1995-441. That
case involved the valuation of trademarks and trade nanes, and
the court described the relief-fromroyalty nmethod as foll ows:

Underlying this nethodology is the view that the only

val ue a purchaser of a mark receives is relief from

paying a royalty for its use. Using this nodel, the

fair market value of a trademark is derived by

cal cul ating the net present value of the stream of

royalty paynments from which the purchaser of a mark is

relieved. This streamis calculated by (i) determ ning

if the trademarks are profitable, or capable of being

licensed, (ii) picking a royalty rate for each

trademark, and (iii) nmultiplying this rate by the

estimated revenue stream of the product associated with

the mark. * * *

Id. at 87-88. After describing the relief-fromroyalty

met hodol ogy, the Court of Appeals expressed disagreenent with its
use in arriving at a trademark’s fair market val ue because, in
the court’s view, it understates trademark value. Any appea
fromour decision in these cases would be to the Court of Appeals
for the Ninth Crcuit.
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sufficient cash-flow existed to warrant allocation of incone to
the trademark. He used financial information and projections
that came frompetitioners and their advisers, sonme of which were
adj usted fromyearend to the valuation date on July 9, 1990.

Then, he made adjustnents for taxes, using a 30-percent rate
wor | dwi de and adjustnents for capital expenditures (5 percent of
revenues) and depreciation and anortization (3 percent of
revenues). Finally, networking capital additions were projected
at 10 percent of increnmental revenues in each projection year.
He then proceeded to determne the fair market value of the DHL
network as the sum of the present values of the avail able cash-
flows in the projection period plus the present val ue of cash-
fl ows expected beyond the projection period at a 6-percent growth
rate. Finally, he capitalized the “residual period cash flow
using a 12.5-percent discount rate. That conputation resulted in
a 1990 total asset value of all DHL conpanies of $1.2 billion,
equity of $630 million, and an anobunt that was attributed to
i ntangi bl e assets of $520 nmillion.

There is no question that the DHL network was successful and
that it had val ue over and above the sharehol der equity.
Al t hough certain of respondent’s expert’s assunptions were
generous and resulted in the inflation of value, overall we can
accept that there was a reasonably | arge anmount of value in

excess of the equity reflected in the network entities. The nore
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critical question is to which intangible the excess is
attri but abl e.

Next, using a relief-fromroyalty nethodol ogy, respondent’s
expert opines that $287 million should be attributed to the DHL
trademark for 1990. He surveyed a w de range of businesses and
found a broad range of royalties for trademark use of .7 to 10
percent. He settled on a 1-percent royalty rate and al so assuned
a 30-percent inconme tax rate and 6-percent growmh rate. A 12.5-
percent discount rate was applied in order to reach his result.

Respondent’ s ot her expert, after discussing several nethods,
chose an i ncone approach he called “other anticipated val ue
approach”, in which he quantified the value of increased benefits
in conjunction with the relief-fromroyalty nethod (discounted
cash-flow nodel ). He described the “other anticipated val ue
approach” as one that quantifies econom c benefits accruing to an
asset that may not be reflected in other incone approaches,

i ncl udi ng marketing cost savings, operating synergies, |ower
costs of funds, etc. This benefit is supposedly neasured in the
formof increnmental cash-flows that the expert believes are “not
necessarily the result of excess earnings or avoided royalties.”
He then proceeded to explain that the quantification occurs by a
cash-fl ow anal ysis reduced to a present value by neans of a

di scounted cash-flow technique. Finally, it was pointed out that

the “other anticipated val ue approach” is used in conjunction
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with one or nore other incone nethodologies, in these cases the
relief-fromroyalty approach

Qur analysis of this expert’'s approach reveals little
difference in nethodol ogy or approach fromthat used by
respondent’ s expert who relied solely on the relief-fromroyalty
approach. The distinctions that made a difference between the
first expert’s $287 nmillion value and this expert’s $327.5
mllion value for 1990, for the nost part, are attributable to a
sonmewhat different choice of assunptions. To reach $327.5
mllion, this expert used a 3.6-percent long-termgromh rate, a
30-percent tax rate, a 12.21-percent discount rate, and a 1.15-
percent royalty rate.

Petitioners’ valuation expert, as a premse for his
val uation, accepted as a fact or used as a base “(1) |licenses
actually granted by * * * [DHL] and DHLI; and (2) the arm s-
l ength negotiation that resulted in an established royalty in
* * * [the parties’ agreenents].” So, for exanple, he accepted
the .75 percent royalty rate that was to begin in 2007 after the
end of the 15-year royalty-free period. He also accepted as fact
or a basis for his valuation that DHL and DHLI had never required
a royalty in their relationship. Because we have already found
that these transactions were not necessarily in all respects at
arms length, petitioners’ expert’s approach is flawed in its

prem ses.
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Petitioners’ expert valued the DHL trademark using separate
assunptions for the donmestic and foreign portions of its val ue.
Using a .31-percent royalty rate (based on a 14.1-percent
di scount rate to the .75 percent rate agreed to by the parties
begi nning in 2007), future revenue estimates, a 7.6-percent
gromh rate, and a 14. 1-percent wei ghted average cost of capital
and/ or discount rate, he concluded that the U S. trademark rights
had a maxi mum val ue of $24.2 mllion. Using a .31-percent
royalty rate, future revenue estimates, and a 13. 4-percent
di scount rate, he concluded that the non-U S. trademark rights
had a maxi mum val ue of $31 million. As noted above, that results
in a worldw de value of $55.2 million for the DHL trademark

Thus, each of the trademark val uation experts has used
assunptions, rates, and factors that were useful in reaching the
grossly disparate anobunts to “assist” the Court as a fact finder
in these cases. In particular, however, we feel that
respondent’ s experts have used nore reasonable rates and factors,
and their assunptions and approach are not as flawed as
petitioners’ expert’s because of his acceptance that the
transaction was at armis length. W find it peculiar that
petitioners’ expert could expect to derive an independent fair
mar ket val ue by accepting the parties’ values and rates, because
his objective was to reach a fair market value. However,
petitioners’ expert accepted rates used in the transaction under

consideration and then reduced their effect by discounting them
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to a present value. That approach does not serve to assist the
Court in nmeasuring whether the parties were at arnis length
and/ or whet her the value they used was a “fair market val ue”.
Petitioners’ expert’s approach to valuation begs the question and
is fatally flawed.

We are not constrained to follow the opinion of any expert
when the opinion is contrary to our own judgnent. W nay adopt
or reject expert testinony, whichever in our judgnent is nost

appropriate. Helvering v. National Gocery Co., 304 U S. 282,

295 (1938); Silverman v. Conm ssioner, 538 F.2d 927, 933 (2d Cir

1976), affg. T.C. Meno. 1974-285. W are not limted to choosing
t he opi nion of one expert over another but may extract rel evant
findings fromeach in reaching our own conclusions. Chiu v.

Conmm ssioner, 84 T.C. 722, 734 (1985).

Al t hough respondent’ s experts’ approaches were nore
reasonable in terns of the rates used, we do not agree that the
val ue they have determ ned can be isolated as being attributable
to the trademark. In reaching that conclusion, we have, to sone
extent, relied on petitioners’ experts, who opined that the DHL
network has val ue, over and above the stated equity, that should
be attributable to intangibles other than the trademark. In
particular, we find persuasive the concept that the DHL network
enjoyed an intangi ble benefit fromits existing infrastructure
and operating know how that created a “barrier to entry” of

others into the sane marketplace. That principle was borne out
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when DHL attenpted to expand its donestic market share and, to
sone extent, was unable to conpete with the established market
| eaders whi ch had operating cost-effective infrastructures in
pl ace. That sanme phenonenon occurred when a successful |eader in
the donestic delivery market attenpted to break into the European
market. In that instance, it was the DHL network in place in
foreign countries that, to sonme extent, limted the conpetitor’s
mar ket entry success. Finally, in some circunstances it has been
shown that the trademark or nane is of |lesser value to a firm
with an established trademark or nanme that w shes expansi on and,
ultimately, needs only the infrastructure and know how to be
successful. Accordingly, we are convinced that intangibles,
ot her than the trademark, account for sone portion of the inconme
benefits that have been estimated by the parties’ experts.

In the sane manner as we have disagreed with respondent’s
experts’ opinions that all the value of intangibles should be
attributed to the trademark, we |ikew se disagree that all or
substantially all of the excess or intangible val ue should be
attributed to nontrademark intangi bles. The answer |ies
somewhere in between. Sone of the factors we have consi dered
include the fact that the $50 million anbunt set by the foreign
investors in their initial offer was not based on val ue but
i nstead was intended to bolster DHL's financial condition so as
to maintain it as a viable part of the DHL network. The

reduction from$50 to $20 mllion was not based on the objective
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reality of trademark val ue but was nore notivated by business and
tax planni ng consi derations between parties. Those parties were
attenpting to negotiate a result or solution where the existing
shar ehol ders woul d recei ve sone return on or redenption of their
capital holdings, and the foreign (or new) investors wished to
find a synergetic enhancenment of their existing international
airline and freight capabilities.

The fact that the DHL sharehol ders nmay have countered with a
$100 million offer in this setting may reflect the val ue pl aced
on the trademark asset by its owners but is again tenpered by the
type of relationship that was being fornul ated and the needs of
the parties. Essentially, the DHL shareholders, after failing to
strike a deal with a prior potential nmerger partner, were nore
notivated or determined to find a partner to resol ve the
financi al and marketpl ace probl ens they confronted. After
extensive negotiations with the foreign investors, the DHL
sharehol ders were confined to a fixed maxi num sale price that the
foreign investors steadfastly refused to nove fromon severa
occasions. The foreign investors’ rigidity on price eventually
resulted in a cessation of negotiations and di scussi ons.
Utimately, the parties were willing to vary prices of individual
assets (e.g., reduction of the trademark price from$50 to $20
mllion) wthout changing the total price of the transaction. In

that environment, it is less certain that the offers and
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counteroffers represented, as to each individual asset, a “fair
mar ket val ue.”

The parties’ experts have placed us in an environnment where
it is nore difficult to precisely value the trademark wthin the
uni verse of intangibles that may account for the incone benefits
enjoyed by the DHL network and other attributes that may affect
t he value of the trademark. W nust, however, decide the val ue
of the trademark as a stand-al one asset and accordingly segregate
its value fromthose of other intangibles. Petitioners have
steadfastly held to their primary position that the trademark had
a $20 mllion value and, at nost, there is a $50 mllion ceiling
on value. They maintain that the transaction was at arms |length
and/or that the involvenent of the foreign investors caused an
envi ronment where the agreed-to prices represent fair market
value. We have concluded that petitioners’ prem se cannot be
sustained. Petitioners have also allowed the question of whether
Bain's $20 million “confort letter” was for the worldw de rights
and other related matters to remain nurky. For exanple,
petitioners’ experts have attenpted to show that intangibles
other than the trademark were responsible for DHLI's success in
t he marketplace. Those “other intangibles”, however, have not
been clearly defined, and no specific value(s) were assigned to
them Respondent has not provided any assistance regardi ng any
i ntangi bl e other than the trademark and takes a position

dianetrically opposed to petitioners’.
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We have been convinced that, to some extent, the success of
the DHL worl dwi de network is attributable to nane recognition
and, to sone extent, to cost, know how, and other benefits
attributable to the operating infrastructure in place. The
parties have left us with a blunt tool wth which to cleave the
trademark fromthe other intangibles. The extrene differences in
the parties’ experts’ results and variables have not hel ped to
fine-tune our thinking. W accept respondent’s approach to
measuring the intangi bl es and conclude that the value of all the
unbooked intangibles is $300 mllion. On the basis of our best
j udgnent and after considering the record and opi nions of al
experts, we conclude that the worldw de rights to the trademark
had a $150 mllion value as of 1990, wi thout considering any
inpairnment to the quality of DHL's ownership

Qur val uation consi derations, however, do not end here
because DHL's ownership of the worldw de trademark is subject to
i nperfections and open to question. W nust consider those
i nperfections and factor theminto the value that a wlling buyer
woul d pay. It is axiomatic that a willing buyer would not pay
full value to a seller whose ownership of the asset is, in any
manner, questionable. Although we have found that, as between
DHL and DHLI, the license agreenent was sufficient to place
wor | dw de ownership in DHL, as a | egal and technical matter,
there may be problens in asserting DHL's rights to the trademark

in nore than 100 foreign countries where the trademark has been
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registered in DHLI/M\V' s nanes without reference to DHL. To a
potential buyer, inperfections in DHL's trademark ownership
(e.qg., the foreign registrations) present potential |egal
probl ens and possi bl e controversy, delay, and litigation expense.
There is no question that these circunstances would have a
prof ound and substantial effect on val ue.

We al so recogni ze that the international portion of the DHL
network was nore successful than the U S. portion, and, on the
basis of the financial data presented and other indications in
the record, we would conclude that about two-thirds of the val ue
of the trademark was sourced in its value outside the United
States. Wth a $150 mllion worldw de value, we find that $100
mllion was attributable to the portion of the network outside
the United States.

Here again, the parties have failed to provide guidance with
respect to the effect of DHL's ownership i nperfections on the
val ue of the trademark. The parties argued that DHL either did
or did not own the worldw de rights to the trademark. The
parties’ reasons for their positions caused our holding that DHL
owned the worl dw de rights, but that the ownership was, in sone
ways, inperfect. The all-or-nothing approach of the parties does
not adequately address any di scount that may be appropriate to
account for the ownership defects. An inperfect title or cloud

on ownership would result in a marketability discount.
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A marketability discount is generally thought to be
necessary where the buyer may incur out-of-pocket expenses or
ot her costs due to sone aspect or defect in the asset being
purchased. For exanple, in an arm s-length transaction invol ving
unlisted stock, there would be a significant discount reflecting
t he out - of - pocket expenses or other costs to prepare a security
for public sale or to conpensate the buyer of an unmarket abl e

security for its lack of liquidity. See Estate of Hall v.

Comm ssioner, 92 T.C. 312 (1989). Any cloud on title or

ownership of property, “no matter how slight, wll have a
negative effect on the value of the property.” Adans V.

Conmi ssioner, T.C. Menp. 1985-268. In Adans, the fair nmarket

val ue of a bonbsi ght was decided to be $75,000 and was di scount ed
by $10, 000 (13.33 percent) for what appears to be a mniml cloud
on the taxpayer’s title. |In certain cases involving the val ue of
shares of stock where there was question about the | egal effect
of certain terns or attributes of the stock, the stock val ue was
di scounted to, in part, reflect the |l egal questions and the
potential for litigation and costs attendant thereto. See Estate

of Newhouse v. Conm ssioner, 94 T.C at 230-233; Estate of

Reynol ds v. Comm ssioner, 55 T.C 172, 193-195 (1970).

Wth respect to the DHL trademark outside the United States,
al t hough as between DHL and DHLI, the ownership was in DHL, the
trademar k had been registered in sone 195 countries in DHLI's,

M\V's, or their subsidiaries’ or agents’ names w thout nention of
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DHL's interest. A buyer could be financially burdened with
perfecting its right to those registrations in sone or all of the
195 countries. The potential for delay, expense, inconvenience,
etc. could be i mense and woul d present a huge potential for out-
of - pocket expenses or other costs to a potential wlling buyer.

To adequately reflect those | egal problens and potenti al
costs, a 50-percent marketability discount is appropriate.
Because the international portion of the DHL network produces
about two-thirds of the business and/or profit, $100 mllion of
the $150 million fair market value of the DHL trademark can
reasonably be attributed to that portion. Applying a 50-percent
mar ket ability discount to the $100 mllion foreign portion
results in a discounted value for the DHL trademark of $100
mllion worldw de, and we so hol d.

1. Ef fect of Section 482 Requl ations on All ocati on of
Val ue

Next, we consider the parties’ collateral argunents
concerning the anounts all ocabl e under section 482 and underlying
regul ations. Petitioners rely on a portion of the regul ations
t hat provide that when one nenber of a controlled group transfers
i ntangi bl e property to another nmenber of the group, the district
director may nake “appropriate allocations to reflect an arm s
| ength consideration for such property or its use.” Sec. 1.482-
2(d)(1) (i), Income Tax Regs. Mre specifically, petitioners
argue that the district director may not make such an allocation

unl ess or until the “devel oper” of the intangible property has
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transferred it to another nenber of the controlled group.
Petitioners rely on the follow ng | anguage in the regulation:
In the absence of a bona fide cost-sharing

arrangenent (as defined in * * * [sec. 1.482-2(d)(4)]),

where one nmenber of a group of related entities

undertakes the devel opnent of intangible property as a

devel oper within the neaning of * * * [sec. 1.482-

2(d)(1)(ii)(c)], no allocation with respect to such

devel opnent activity shall be made * * * until such

time as any property devel oped, or any interest

therein, is or is deened to be transferred, sold,

assi gned, |oaned, or otherw se nmade avail able in any

manner by the developer to a related entity in a

transfer subject to the rules of this paragraph.

Sec. 1.482-2(d)(1)(ii)(a), Inconme Tax Regs.

Petitioners contend that the application of this regul ation
requires the determ nation of what intangi ble property was
devel oped, which entity was the devel oper within the nmeani ng of
section 1.482-2(d)(1)(ii)(c), Incone Tax Regs., and whether the
devel oper transferred the intangible property to a rel ated
entity. Petitioners argue that DHLI was the “devel oper” of the
DHL tradenmark outside of the United States and, accordingly, that
portion should not be allocated or reallocated to petitioners.
Petitioners note that the application of these regulations is not
dependent upon owner shi p.

Respondent argues that petitioners’ proposed application of
the so-call ed Devel oper-Assister Regulation is factually and
procedurally incorrect in these cases. Respondent contends that
the facts here show that DHL was the devel oper of the trademark

and that there was no cost-sharing agreenent between DHL and

DHLI . Respondent points out that DHL |licensed the trademark to
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DHLI under the 1974 MOA and subsequent anmendnents and that
petitioners have failed to show that any expenditures incurred by
DHLI were nore than woul d have been incurred at arms |ength
under those circunstances so as to trigger the need for an
al l ocation under the regul ations.

Qur review of the regulations and sone of the exanples cited
therein lead us to the conclusion that petitioners’
interpretation does not work when applied to the facts in our
record. First, there was no specific cost-sharing agreenent with
respect to devel opnent, enhancenent, or nai ntenance of the DHL
trademark. Petitioners have presented evidence that, over a
period of years, DHLI spent substantially nore on adverti sing
than DHL. W have no way of neasuring those expenditures’ effect
on the value of the trademark. That is especially so where
petitioners’ experts, in contradiction to petitioners’ argunent
on this point, opined that the trademark has limted val ue and
that the excess value of DHLI that nay be indicated is
attributable to intangi bles other than the trademark. Having
found a val ue higher than what petitioners argue was the limt,
petitioners argue that DHLI is the devel oper of the non-U. S
portion and is responsible for the value we have found.
Petitioners then contend that respondent shoul d have reduced any
adjustnment to DHL based on an armis-length or fair market val ue
by the anmount attributable to DHLI in devel oping or assisting in

devel opi ng the non-U. S. trademark
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Overall, petitioners have not carried their burden of
showi ng the requisite fact pattern for the relief they
seek--reallocation/reduction for the international portion of the
trademark value. To sone extent, our reduction of the trademark
value from $150 mllion to $100 million accounts for DHLI’s
efforts in registering and perfecting the trademark rights.

The related parties’ relationship regarding the use of the
DHL tradenmark was not a textbook exanple of a licensing
agreenent, but it was sufficient to bind these related parties
and to effectuate control over the use of the trademark. There
was no agreenent or evidence of an agreenent to permt DHLI’'S
separ ate devel opnent of the DHL trademark other than as a
licensee. DHL enpl oyees and/or officers did not agree, with
[imted exceptions, to DHLI's use or registration of the
trademark in its own nane. Petitioners argue that the subject
regul ations are not concerned wth ownership, but, in the sane
context, also argue that a trademark nay be owned by different
interests and separately owed in different countries. W have
al ready addressed this question in considering the trademark
owner shi p.

Next, petitioners rely on |anguage in section 1.482-
2(d) (1) (i1i)(c), Incone Tax Regs., which provides guidance as to
sone of the factors to be considered in determ ning which nenber
of a group of related entities is a devel oper, as foll ows:

O all the facts and circunstances to be taken into
account in meking this determ nation, greatest weight
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shal|l be given to the relative anounts of all the

direct and indirect costs of devel opnent and the

correspondi ng risks of devel opnent borne by the various

menbers of the group * * *. * * * Qther factors that

may be relevant in determ ning which nmenber of the

group is the devel oper include the |location of the

devel opnment activity, the capabilities of the various

menbers to carry on the project independently, and the

degree of control over the project exercised by the

vari ous nenbers

In this regard, petitioners argue that DHLI bore the costs
and risks of registering, protecting, and pronoting the trademark
outside the United States. Respondent counters that petitioners
cannot isolate the registration of the trademark outside the
United States as making DHLI the devel oper. Respondent expl ains
that DHLI is a licensee, and there has been no show ng that the
costs incurred for registration and/ or enhancenent of the
trademark were nore than a |licensee woul d have expended at arms
length. In addition, respondent points out that the DHL network,
at least in the custoner’s or the public eye, was a single
network and that, therefore, any enhancenent was not readily
segregabl e for purposes of allocation. Respondent al so questions
whi ch of the DHLI/M\V entities bore the cost of advertising or
mar keting the trademark outside the United States. |In that
connection, it was the international operating subsidiaries, and
per haps agents, that bore those costs in their respective
countries, and they were nostly M\V subsidiaries. Finally, we
cannot ignore the paradox of petitioners’ argunment. How can it

be that DHLI spent hundreds of mllions of dollars devel oping

(advertising) the DHL trademark outside the United States, but
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the parties to the transaction reached an “arni s-length” val ue of
$20 million?

We find, on this record, that DHL established the trademark
and is the developer within the neaning of the regulations. Even
if DHLI had, to sonme extent, assisted in devel oping the
trademark, petitioners have not shown that DHLI expended any nore
than an armi s-length amount in connection with a |licensee’s use,
devel opnent, enhancenent, or mai ntenance of the trademark. More
significantly, the DHL network is a related group of entities
t hat pursued the expansion of the network in concert.

Petitioners have attenpted to mx the registration and
advertising costs. The nere filing of the registrations does not
make DHLI the devel oper of the trademark. Moreover, the
advertising, both within and without the United States, was
pronoting or marketing DHL’s worl dwi de network. Custoners in any
country were intended to understand that their itemcould be
delivered anywhere in the world, including the United States,
Europe, the Far East, etc. Accordingly, advertising in one part
of the world easily could have generated responsive business from
t he destination | ocation.

Finally, we have not been provided with the neans to
eval uate the effect of the advertising on the value of the DHL
trademark. In order to attribute or limt any or all of DHLI’s
and/or M\V's advertising costs solely to the value of the DHL

trademark outside the United States, petitioners would have to
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show that the effect of the advertising was so |imted.
Petitioners have not shown that or that DHLI bore nore of the
cost than an arm s-length |licensee woul d have borne. 1°
Petitioners bear the burden of showi ng that existence of an
arms-length price (value) or the absence of it in this instance

and have failed to do so. See Sundstrand Corp. v. Commi SSi oner,

96 T.C. at 354. Accordingly, we hold that upon the sale of the
trademark by petitioners to DHLI/M\V and/or its successor(s) no
setoff or reduction of the $100 mllion value is warranted under
section 1.482-2(d)(1)(ii), Inconme Tax Regs.

2. Respondent's Alternative Arqunent--the Al stores Doctrine

Qur last consideration regarding the trademark val uation
i nvol ves respondent’s alternative argunent. Respondent contends
that DHL’s right to use the trademark after the sale represented
addi tional consideration received by DHL on the sale. This

concept derives fromAlstores Realty Corp. v. Conmm Sssioner, 46

19 Petitioners also nmade the argunent that even if DHLI was
not considered to be the devel oper, the sec. 482 regul ations
woul d permit respondent to allocate or set off the portion of
assi stance DHLI provided toward the value of the intangible. W
note that respondent has not attenpted such an allocation or
setoff, and it does not appear that respondent nmay be conpel |l ed
to do so. Even if such an allocation or setoff were appropriate,
as we have already explained, petitioners have not provided a
means by which such an allocation or setoff could be rationally
det er m ned.

Petitioners have chosen to be bound by the |ess detailed and
i nclusive 1968 version of the sec. 482 regulations that apply to
i ntangi bl es, but they used exanples fromthe revised version to
support their argunent on these points. W suspect that
petitioners’ resort to latter-day regul ati ons was notivated by
t he exanpl es provi ded under the 1968 regul ati ons which we found
did not fit the factual pattern presented in this record.
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T.C. 363 (1966), and the conpanion case of Steinway & Sons V.

Commi ssioner, 46 T.C 375 (1966), and, hence, has been referred

to as the “Alstores doctrine”. The Al stores case involved real
property that had been offered for sale for $1 nmillion and was
eventually sold for $750,000 with a rent-free | easeback to the
seller. The Court held that the rent-free | ease constituted
addi tional consideration for the real property. The Al stores
case involves a factual conclusion that additional consideration
was received in the formof a rent-free | ease.

Subsequent cases have made simlar factual holdings. One
such case involved a trademark and addressed the question of
whet her the transfer of the trademark was a sale or a license;
i.e., whether the seller retained sufficient control or ownership
over the trademark to render the interest sold a |icense rather

t han ownership. See Leisure Dynamcs, Inc. v. Conm ssioner, 494

F.2d 1340 (8th Cr. 1974), revg. and remanding T.C. Meno. 1973-
36. Here, respondent contends that petitioners sold the entire
interest in the DHL trademark and retai ned no ownership interest,
so that the 15-year royalty-free use by DHL was a |icense back
that represented additional consideration.

Petitioners nake several argunents in response to
respondent’s position. These argunents can be summarized as
follows: (1) The formof the transaction reflects that DHL
“reserved” the 15-year rights to use the DHL trademark in the

United States; (2) section 1253(a) superseded the Al stores
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doctrine as it relates to a trademark; and (3) the Al stores
doctrine does not apply in the factual setting of these cases.
We agree that the Al stores doctrine does not apply in the factual
setting of these cases.

We have undertaken a conpl ete analysis of the trademark
value in these cases. W have decided that DHL owned the
wor |l dwi de rights to the DHL trademark sold the worldw de rights,
and that a section 482 adjustnent should be nade to DHL's 1992
incone to reflect the adjusted fair market val ue of the
trademark. Unlike the Al stores case, here the total value of the
trademar k has been considered, and the factual predicate for
addi tional value does not exist. |In Alstores, the Court, to sone
extent, filled the gap between the $1 million asking price and
t he negotiated $750,000 price with the value of the rent-free use
retained by the seller. No such gap in value exists here.
Accordingly, we hold that there was no conpensation in addition
to the value we have decided for the trademark.

V. Allocation of DHLI Incone to DHL From | nputed Royalties,

| nhal ance, Transfer, and Network Fees for the Period 1974 Thr ough
1992

A. Backqgr ound

In addition to making allocations regarding the selling
price of the DHL tradenmark, respondent al so made adj ustnents

all ocating DHLI income to DHL attributable to royalties for use
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of the DHL trademark for 1982 through 1992,2° and for fees from
DHLI to DHL for delivery services in the United States and for
i nbal ances and transfers. Finally, respondent determ ned that
DHL should share in sone of DHLI's inconme, which was determ ned
in connection with DHLI's network fees. As between DHL and DHLI
no royalties were charged for use of the DHL trademark, and,
until 1987, no charge was nade for the inbalance and transfer
services. Beginning in 1987, a cost plus 2 percent fee was to be
charged to the party with the excess of shipnents to the other
and for DHL's transfers of DHLI's shipnents through the United
States. Respondent contends that the 2-percent fee was
i nadequate to fully conpensate DHL

The proposed royalties and the transfer and inbal ance itens
are necessarily interrelated and to sone extent inversely
proportionate. The royalty rate nust be tied to the value or
i nconme capacity of the trademark. The fees for services for use
of another conpany’s infrastructure and ability to efficiently
deliver packages is related to the physical facilities and the
i nt angi bl es we have described as existing infrastructure and
operating know how. W have been convinced that the trademark
and the other intangibles are equally inportant in terns of the
DHL network’s incone potential. Accordingly, within the context

of all intangibles, to the extent that the royalties are |ess

20 Royalties for years prior to 1990 are rel evant because
they affect the conputation of net operating |osses carried into
the taxable years before the Court.
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i nportant or val uable, the value of the infrastructure and
operating know how are nore val uabl e. %

B. Rovalties

DHLI did not pay DHL royalties before the 1990-92
transaction. After the transaction and transfer of the
trademark, no royalty was to be charged to DHL for the first 15
years and a .75 percent royalty was to be paid begi nning 2007.
One of respondent’s experts, Keith Reans (Reans), applied a 1-
percent royalty to the DHLI and M\V courier revenues to reach the

follow ng royalty revenue anounts:

1982 $2, 399, 000
1983 3, 020, 000
1984 3, 940, 000
1985 4,421, 000
1986 4,938, 000
1987 6, 196, 000
1988 8, 195, 000
1989 10, 003, 000
1990 11, 920, 000
1991 15, 607, 000
1992 12, 490, 000

Respondent’s other expert applied a .75-percent royalty to the
conbi ned revenue of DHLI and M\V reduced by revenue from anot her
entity, and, for the years 1991 and 1992, the inbal ance fees from

DHL to reach the followi ng royalty revenue anounts:

21 Because of the conplex interaction of these concepts,
the rel ati onship cannot be conpletely proportionate. W only
enphasi ze that there is sone correlation between them
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1984 $2, 759, 000
1985 3, 239, 000
1986 4,007, 000
1987 5, 156, 000
1988 6, 247, 000
1989 7, 305, 000
1990 8, 597, 000
1991 10, 536, 000
1992 9, 249, 000

Petitioners argue, first, that no royalty was due from DHL
because it was the “devel oper” and, second, if we should find
that DHL was the devel oper and/or owner of the trademark, no
royalty woul d be due under an arm s-1ength standard. ??
Petitioners contend that this is so because of reciprocal
benefits to both DHL and DHLI under the nutual agency agreenent.

Petitioners rely on a regulation that indicates that a cash

22 PpPetitioners did not offer an expert who proposed a
royalty rate for use of the DHL trademark. Petitioners’ experts
concluded that the trademark had little or no value and that,
accordingly, no royalties are warranted. Another of petitioners’
experts, in reaching a value for the trademark, used the parties’
. 75-percent rate (to begin in 2007) discounted to an anount that
he believed would apply in 1990. The discounting was a present
val ue approach. Although a present val ue approach has been held
appropriate to reflect the tine value of noney, no meani ngful
reason was advanced for discounting a royalty rate for the
passage of tine. The value of a trademark or the anmount of a
royalty does not automatically increase or decrease with the
passage of tine.

Finally, one of petitioners’ experts, an econom st, provided
his opinion of all respondent's statutory notice sec. 482
adj ustnents, including the trademark val ue, royalties, inbalance
fees, transfer fees, etc. His critique of respondent’s
determ nati ons was based on the information available to
respondent at the tinme the notice was issued and not on the
substantial anmount of information that was exchanged by the
parties after the issuance of the notice. This expert’s report
had sone rel evance to the question of whether respondent’s
notices of deficiency were arbitrary or capricious but is out of
sync with the evidence the Court nust evaluate on the basis of
t he record.
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royalty is not the only arm s-1length consideration for the use of
i ntangi bl e property; the transfer or use of other reciprocal
rights can also represent fair market value. That regul ation,
sec. 1.482-2(d)(2), Incone Tax Regs. (1968), contains the
fol | ow ng:

To the extent appropriate, an armis length

consideration may take any one or nore of the follow ng

forms: (a) royalties based on the transferee’'s output,

sales, profits, or any other nmeasure; (b) | unp-sum

paynments; or (c) any other form including reciprocal

licensing rights, which m ght reasonably have been

adopted by unrel ated parties under the circunstances,

provi ded that the parties can establish that such form

was adopted pursuant to an arrangenment which in fact

exi sted between them * * *

Petitioners also make two ot her argunents agai nst
respondent’s royalty determ nation. First, they argue that even
t hough DHLI had contracted wi th i ndependent agents in several
countries for delivery service, those agents were allowed to use
the DHL nane w thout paynent of a royalty. Petitioners also
cited a few ot her exanples of royalty-free use of a nane.

Second, petitioners argue that a royalty paynent from DHLI to DHL
does not make econom c sense. In that regard, petitioners
contend that DHL received a benefit in the formof DHLI’'s

devel opnent of an international network into which DHL coul d nake
shi pnent s.

Respondent counters, first, that DHLI was not the owner
and/ or devel oper of the trademark, and we have so held. Wth

respect to petitioners’ other two argunents, respondent contends

that petitioners did not produce credible, specific, or
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appropriate conparables. First, respondent suggests that no
royalties were charged for the agents’ use because it woul d have
been subject to tax withholding in the agents’ countri es.
Al t hough respondent’ s suggestion appears to be a matter of
specul ation, the record does reflect that wthin the DHL
wor | dwi de network, the approach was to net out fees and to avoid
charges between related and unrelated entities involved in the
network. Finally, respondent points out that petitioners’
argunent that DHL obtains other reciprocal benefits ignores the
fact that DHLI received the sane benefits from DHL

Respondent’ s experts surveyed a wi de range of businesses and
found a broad range of royalties for trademark use froma | ow of
.7 to a high of 15 percent. Respondent’s experts settled on .75-
and 1l-percent rates, although the average and nedi an rates woul d
have been nuch higher. This gravitation to a | ower percentage
reflects both experts’ recognition that a fair royalty would be a

relatively |l ow percentage in the setting of these cases. ?

22 W found sone interesting paradoxes in conparing the
parties and their experts with those in another case involving
trademarks and arnmis-length royalty issues. Nestle Hol dings,
Inc. v. Comm ssioner, T.C Menp. 1995-441. |In that case, the
t axpayer was arguing for higher royalty rates, and the
Comm ssioner was arguing for lower royalty rates. The parties
and, to sone extent, the experts’ reports in Nestle nade very
simlar argunents to those nmade by the parties in these cases,
except the argunents were made by the opposite parties. For
exanpl e, the taxpayer argued agai nst zero royalties. These
par adoxes have no probative value in the cases now before the
Court but only serve to further illustrate the “malleability” of
the parties and their experts.
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The applicable standard for determning an arm s-length
royalty is the anount that would have been paid by an unrel ated
party for the sane intangible property or its use under the sane
circunstances. Sec. 1.482-2(d)(2)(ii), Incone Tax Regs. Under
that same regul ation, the best indicator would be transfers by
the sane transferor to unrelated parties involving the sane or
simlar intangible property under the sane or simlar
circunstances. |If a sufficiently simlar transaction involving
an unrelated party is not available, the arm s-length amount is
determ ned under the facts and circunstances test of section
1.482-2(d)(2)(iii), Inconme Tax Regs.

Petitioners offered exanpl es of independent agents who were
a part of the DHL network. Those agents were allowed to use the
DHL nane w t hout paynent or with a nom nal paynent (if local |aw
requi red sonme paynent) regarding the use of the DHL nane.
Respondent contends that the arrangenent with the agents is not
conpar abl e because DHLI did not charge the agents a royalty in
order to avoid the agents’ countries’ wthholding tax. Wether
respondent’s contentions are correct or not, petitioners have not
shown that the circunstances with DHLI and certain agents were
sufficiently simlar transactions and whether the agents were
sufficiently “unrelated” parties so as to be used as the
preenptive nmeans of setting an armis-length standard. Al
petitioners have done is show that no royalties were charged

within the DHL network. That does not nmean that no royalty
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shoul d have been charged. That does not show that zero is an
arm s-length royalty for purposes of these cases. No simlar
transaction occurred outside the DHL networKk.

After review ng the facts and circunstances and the experts’
reports, we agree with respondent that a royalty woul d have been
charged as between unrelated or arnmis-length parties. As to
petitioners’ argunment that DHL received sone benefit other than
cash, such benefits have not been quantified and/or shown to be
within the range of armis-length royalties. |In that regard, it
is petitioners’ burden to show the royalty anmounts and that they
are arms |length, which they have failed to do.

The ability to deliver has value, and the recogni zed nane
that custonmers will seek out for delivery service al so has val ue.
The DHL nanme, as we have al ready found, has value, and its use
i kewi se has value. It is our understanding, however, that the
DHL name was not the only factor for the financial success
enjoyed by the DHL network. In a |ike manner to our discount of
the trademark value, we hold that a .75 percent royalty rate
woul d be appropriate in the circunstances of these cases. W
agree with respondent’s experts’ use of a royalty at the | ower
end of the range and find the .75 percent anount is nore
appropriate. Additionally, it is the rate used by the parties
after the foreign investors collectively had a majority

stockholding in the international portion of the DHL network. It
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is also the rate used by one of respondent’s experts and by
petitioners’ expert, albeit in a discounted form

Respondent relied on the expertise of Keith Reans, who used
a 1l-percent rate to arrive at the royalties |listed above. W
approve Reans’ approach, with the exception that the royalty rate
shoul d be reduced to .75 percent.

C. I nbal ance and Transfer Fees

Beginning in 1974, DHL perforned delivery services in the
United States for DHLI. The services took the formof the
delivery of inbound itens and the transfer of itens passing
through the United States fromone foreign jurisdiction to
another. Simlarly, DHLI perforned delivery (but no transfer)
services for DHL in DHLI's international jurisdictions. Until
1987, no rei nbursenent (of any kind) was nmade to either entity.
In 1987, procedures were inplenented that provided that the party
W th excess outbound shipnments to be delivered in the other’s
jurisdiction would pay a cost-plus-2-percent paynent to the party
t hat handl ed the excess shipnents. For 1987 through 1990, DHL
handl ed DHLI' s shipnents that were in excess of DHL's out bound
shipnents (to be delivered outside the United States). Simlar
provi sions were nmade for paynent for transfer itens, which
occurred only in connection with the novenent of itens through
the United States, and so paynents were to be made only by DHL
to DHL. Respondent does not question DHL's and DHLI's 1987

agreenent or their nethodol ogy, but argues that inbal ance
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paynments shoul d have been nmade for years prior to 1987 for excess
shi prents (i nbalance) and for transfer itenms handled by DHL for
DHLI. As to the 1987 year and | ater, respondent contends that
the 2-percent markup was not at armis |l ength and was i nadequate
to conpensate DHL or DHLI.

Petitioners again argue that the arrangenent between DHL and
DHLI was commercially reasonable and within a range that would
have resulted fromarm s-1ength negotiati ons between unrel ated
parties. Petitioners argue that the approach used was conparabl e
to the express mail arrangenents between the U. S. Postal Service
and ot her national postal adm nistrations during the 1970’ s or
about the sane tinme as the reciprocity began between DHL and
DHLI. Petitioners also cited one such arrangenent between
unrel ated entities.

Respondent argues from a stronger position because of the
1987 inpl enmentation of a cost-plus arrangenent for the excess or
i mbal ance. Petitioners try to explain this away by contending
that the circunstances extant at that tinme should not determ ne
what was commercially reasonable in earlier periods. Petitioners
al so point out that DHL did not maintain detailed cost
i nformati on before 1987.

The parties proffered expertise to the Court on these
matters. Petitioners offered an econom st who anal yzed the
i mbal ance and transfer fees between DHL and DHLI and an econom st

specializing in the econom cs of regulated industries, including
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the U S. Postal Service, who exam ned the reasonabl eness of the
i nbal ance fees fromthe perspective of the postal community.
Respondent proffered an econom st to opine on an arm s-|ength
mar kup percentage for inbalance and transfer services between DHL
and DHLI and to determ ne the inbal ance and transfer costs and
fees for years prior to 1987.

First we consider the report of petitioners’ expert, who
used the practices of the postal community to anal yze the
reasonabl eness of the inbal ance fees. Petitioners point out that
their practice of no fees for inbalance and transfers was based
on the postal system approach. Their expert explains that,
initially, postal systens of the world accepted the prem se that
mai | flows between two given countries essentially in bal ance;
i.e., it is expected that each outgoing letter will engender an
incomng reply. Consequently, there was a formof reciprocity.
At sonme point, the postal conmmunity determ ned that the incom ng-
out goi ng bal ance assunption was no |onger valid. That
recognition occurred in 1969 and evol ved t hrough 1989.
Petitioners’ expert states that DHL and DHLI recogni zed the need
to change in the md-1980's and was able to inplenent it only as
of 1987. As of 1969, however, a convention anong postal systens
established a weight-based fixed or |level rate of 50 centines per

kil ogram of excess mmil received, with a SwF2, 000 threshol d. ?*

24 |t appears that the nonetary units used for the
convention are Sw ss francs.
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As time progressed, the convention was nodified for inflation and
to take into account varying and nore specific information and

f ees.

Respondent agrees with the postal system anal ogy and does
not question DHL and DHLI’ s net hodol ogy, but contends that the
postal community recogni zed that its basic assunption was no
| onger valid in 1969, whereas petitioners essentially ignored the
i mbal ance until they were forced to change their inbal ance or
transfer practices. Respondent contends that DHL and DHL
changed their practices in 1987 only after those practices were
brought into question by a regul atory agency and/or an
adm ni strative | aw judge.

We agree with respondent on this point--it was reasonabl e
for petitioners to fashion their inbal ance and transfer approach
after that used in the postal community, but that does not
explain why it was appropriate to wait until 1987 to address the
i nbal ance. In addition, we cannot accept petitioners’ argunent
that it would have been difficult to quantify any inbal ance or
transfers because of the manner in which their records were kept.
There is no doubt that petitioners would have found sone
reasonabl e way (as respondent’s expert did) to determ ne the
i nbal ance or transfer costs if they were dealing with an
unrelated third party with whom a reci procal agreenent existed.
Accordingly, we proceed to decide the arm s-Iength percentage

conpensation that woul d have been charged by independent parties.
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Petitioners’ other expert, an econom st, analyzed the
transfer price between DHL and DHLI. Al though DHL and DHL
applied their cost-plus 1987 approach for inbal ances and
transfers on a per-shipnent basis tinmes a wei ghted average
delivery cost and percentage markup, petitioners’ expert analyzed
the cost for all reciprocal shipnents and arrived at a different
result fromDHL and DHLI and from respondent’s approach. By
estimating a substantial cost differential between DHLI and DHL
(larger for DHLI), petitioners’ expert concluded that any
adj ustnment for the inbal ance, whether conmputed at cost plus 2, 4,
or 15 percent markup, would result in a substantial adjustnment in
DHLI's favor for all years under consideration

Respondent’ s expert used or accepted the sanme net hodol ogy as
DHL and DHLI had used to conpute the inbal ance, but he used a 4-
percent as opposed to the 2-percent markup that was used by DHL
and DHLI. Respondent’s expert concluded that there should be an
i nthal ance adjustnent for pre-1987 years and an increase in DHL' s
and DHLI's adjustnent for the years where a 2-percent markup was
used. Because respondent’s expert used the sanme approach or
met hodol ogy called for in the agreenments between DHL and DHLI, we
consider his report first, and then we will contrast and consider
petitioners’ expert’s approach.

Al though the taxable years before the Court are 1990, 1991,
and 1992, respondent is able to determ ne section 482

adjustnents to earlier years because of the existence of net
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operating | osses carried fromthe 1970's and 1980’ s t hat
petitioners have clained in the years before the Court.
Accordi ngly, respondent seeks the allocation of inbalance and
transfer costs and 4-percent markups? for the years 1979 through
1986 and increases in the markup rates for inbal ance and transfer
conputations from2 to 4 percent for 1987 through 1992. It
shoul d be noted that the inbalance for 1991 and 1992 resulted in
a paynment fromDHL to DHLI. In that regard, respondent contends
that the 4-percent rate should apply to that paynment and an
al l ocation nmade favoring petitioners. Respondent’s pre-1987
proposed adjustnents are | arger because they include the cost and
t he markup, whereas the 1988 through 1992 adjustnents cover only
an increase in the markup percentage. ?®

Respondent’s expert, an econom st, by using information

reported by DHL, including financial statenments and annual

%  Respondent used a 15-percent markup in the statutory
noti ce determ nation.

26 The adjustnment for the years 1987 and forward where DHL
and DHLI used a cost plus 2 percent markup are relatively smal
in that they usually represent the difference between the 2 and
4- percent markups. For exanple, the adjustnent conputed by
respondent’s expert (which represents respondent’s trial position
and represents a reduced markup percentage from 15 down to 4) for
the 1988 tax year is $277,000 for the inbalance and transfers.
That is so because respondent does not question the parties’
approach and conputation of the base (costs) to which the markup
percentage is applied. 1In contrast, for years prior to 1987, DHL
and DHLI did not address the inbal ance, and the cost factor was
not paid on the inbalance. This difference accounts for
relatively | arger conbined adjustnments for the inbal ance and
transfers ranging from$1.075 mllion for 1979 up to $12.480
mllion for 1986.



- 147 -
budgets, was able to find the nunber of outbound shipnments for
the years 1983 through 1990 and the i nbound shipnents for 1987
forward. For 1983 through 1986, he assuned that inbound
shi pnments grew at the sanme rate as outbound shipnents. For 1979
t hrough 1982, no data were avail able, and he assunmed that
out bound and i nbound shi pnents grew at the sane rate as courier
revenues, which were avail able. The inbal ances were cal cul at ed
as the difference between i nbound and out bound shi pnents.
Finally, average cost per shipnment was avail able from 1987
t hrough 1990 and reflects a dowmmward trend from $11.64 in 1987 to
$9.99 in 1990. Information also showed that the cost per
transfer shipnent also fell from$5.05 in 1987 to $3.75 in 1989
and went up to $3.97 in 1990. He therefore assunmed that airline
transportation costs were trendi ng dowmn and had been hi gher
during the period 1979 through 1986. To be conservative, he
averaged the known inbal ance and transfer costs to arrive at
$10.96 and $4.38 as the anounts to be used for inbal ance and
transfer costs, respectively, for the 1979 through 1986 peri od.
Respondent’ s expert next used a conparabl e conpany approach
to determine a markup of 4 percent on cost for inbal ance and
transfer shipnments. The five conpanies selected were clearly in
the same business, and their net sales |ess operating expenses
were used to determine an operating profit, which was divided by
operating expenses to reach a markup percentage on costs. The

conpar abl e period used was 1990 through 1992, and it produced
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average markups ranging froma negative 6 percent to a positive
5.2 percent. The nedi an percentage was 4 percent, the anount
used for all years by respondent’s expert.

Petitioners do not dispute the information that respondent’s
expert derived directly fromfinancial and business records but
di sagree with his estinmation and extrapol ati on process to
approxi mate or estinmate the inbal ance that existed in years for
whi ch no specific records were mai ntained by petitioners. In
particular, petitioners contend that growth in outbound shi pnent
vol unes cannot be determ ned by neans of the growh rate in
annual revenues. Petitioners indicate that the relationship
between DHL’s grow h rates should not be used to gauge i nbound
shi pment growth, which relates to DHLI's business. This
approach, petitioners argue, does not accurately estimte actual
results. Petitioners also point out that respondent’s expert was
selective in his use of projection material in that he used 1987
data to project 1979 through 1983 figure estimtes, rather than
t he nore contenporaneous information that was avail able from 1984
t hrough 1986. Al though the criticisns nmade by petitioners are
numer ous, petitioners have not offered a nore accurate nethod of
estimating the actual inbalances that existed during the years in

guestion. Respondent’s expert attenpted reasonably to conpute
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t he i nbal ance and used accept ed net hodol ogy, which petitioners
have criticized but not shown to be incorrect or unreasonable.?

Petitioners also criticize respondent’s expert’s conparabl e
approach in reaching a 4-percent markup based on conparabl e
conpani es. They point out that the renoval of one of the five
conpar abl es (Federal Express) drops the weighted average from4
percent to 1.55 percent. Although petitioners are mathematically
correct, they do not address the fact that Federal Express
represents, by far, the largest share of the donestic market in
whi ch petitioners were engaged. Petitioners also conplain that
respondent’s expert’s conparables are taken from 1990 t hrough
1992 information and shoul d not be extrapol ated back to years
1979 through 1988. Here, again, petitioners conplain, but do not
provide nore tinely or appropriate conparables. Respondent’s
expert has nade adequate and uncontroverted explanations for his
assunptions on this aspect.

As expl ai ned above, petitioners’ approach to respondent’s
position on the inbalance adjustnments is that petitioners’
expert’s total cost analysis would result in an inbal ance
requiring paynment to DHLI in all years. |If the Court decides

that a section 482 adjustnment for inbal ance fees is warranted,

2T Petitioners’ expert did not directly address
respondent’s expert’s approach but focused on a total cost
approach, as opposed to an inbal ance approach, that he projected
woul d reflect that the “inbal ance” actually favored DHLI during
the years in question. W address petitioners expert’s report
[ater in this opinion.
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then petitioners argue that DHLI would be entitled to an setoff
for its greater cost factor. The proposed setoffs would nore
t han obvi ate the adjustnents respondent advances in this
l[itigation. Accordingly, we next consider petitioners’ expert’s
report on this subject.

Petitioners’ expert begins by an analysis of the arrangenent
between DHL and DHLI for inbalance and transfer shipnents. He
concludes that their arrangenent (cost-plus as opposed to a
fixed-fee or flat-rate) is in accord with the postal system nodel
and “is consistent with arms length practice in the context of
the overall, conplex contractual relationship between DHLI and
* * * [DHL].” He then states, w thout explanation, that if the
Court determnes that DHLI and DHL are comonly controlled, then
t hey shoul d each receive fromthe other the costs incurred for
delivering all docunents and/or packages for the other, plus a
normal return on those costs. That, however, is not the
agreenent between the parties or the approach used in the postal
system nodel. The agreenent of DHL and DHLI was to conpensate
only the party who delivered the excess nunber of shipnents at a
wei ght ed average delivery cost of the person performng the
service. The weighted portion of the agreed formula is dependent
on the types of itens delivered; i.e., docunents or
packages/ parcels. A higher cost is usually attributed to the

packages/ par cel s.
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Petitioners’ expert opined that DHLI delivery costs are
greater than DHL's because of the higher airport costs,
conplication of delivery in foreign countries, and the greater
di stances. He concludes that the difference in delivery costs is
so great that, w thout considering the excess shipnents or
i nhal ance, DHL should owe DHLI. The nagnitude of the expert’s
approach is illustrated by the difference in a single year. For
the 1990 year, under DHL and DHLI’'s agreenent, DHL handl ed nore
shi pnments for DHLI than the reverse, and DHLI owed about $10.1
mllion, including the weighted cost and a 2-percent markup.
Under petitioners’ expert’s approach, DHL woul d owe DHLI about
$32.3 mllion, a difference of over $42 mllion or four times the
anount agreed to by DHL and DHLI for a single year.

We cannot accept the prem se or reasoning advanced by
petitioners’ expert for a “gross up” of the parties’ reciprocal
costs as representing an arnmis-length relationship. Petitioners’
expert seens to be contending that his approach is appropriate
for controlled corporations, but he has not explained why it is
representative of an arm s-length approach. Additionally,
respondent has not questioned the cost approach used by
petitioners for the inbalance, only the markup rate that was
used.

The record here does not support petitioners’ expert’s
supposition. The parties to the agreenent did not intend or

expect that one party or the other would always suffer the
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i thal ance. As we understand the prem se for the approach
actually used, it contains the assunption that the inbal ance
woul d vary as between the parties as it did between the 1990 and
1991 years. Fromreview ng the facts of these cases and sone of
the experts’ reports, it is our understanding that independent
(arms length) parties who enter into reciprocal exchanges of
services do so because of perceived benefits each gains fromuse
of the other’s facilities. One possible reason for such a
reci procal agreenent is to expand service avail able for custoners
and potential custoners wthout the capital infrastructure costs
that woul d otherw se be incurred. Although one party’s costs nmay
be greater or less than the other’s, that is not the basis for
the reciprocity. Utimtely, a reciprocal agreenent envisions
t hat conpensati on occur when one of the parties perfornms nore
services for the other than are received. That is the case here,
and petitioners’ expert, although accepting that the approach of
DHL and DHLI was at armis | ength, devised an approach that
ignored the parties’ understanding.

In addition to the theory and substance deficiencies in
petitioners’ expert's report, respondent points out the follow ng
flaws: (1) Many of the nunbers for 1989 and 1990 are not
supported in the record, and no anal ysis was provided as to how
they were calculated; (2) the position is taken that petitioners’
expert’s estinmated nunbers were nore reliable than DHLI' s act ual

nunbers, even though a large portion of DHLI's financi al
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informati on does not exist in this record; (3) the expert used
1991 and 1992 cost figures for DHLI which are different from
t hose used by the parties and contained in the record; (4) the
expert used a 15-percent nmarkup (sane as used in the notices of
deficiency but different fromthe 4 percent advanced by
respondent for purposes of litigation and 2 percent used by the
parties) w thout analysis of conparabl e conpanies to determ ne
what an appropriate markup should be, and respondent al so points
out that petitioners argued that the 15-percent markup used for
the notice determnations was arbitrary and capricious; and (5)
the expert’s use of package or docunent weight is unjustified and
does not conport with the parties’ agreenment that uses a weighted
cost that accounts for the difference in costs between packages
and docunents, and therefore no further adjustnent is necessary
to the inbal ance cost.

The record and nost of the expertise provided by the parties
support DHL's and DHLI's 1987 approach to the inbal ance and
transfers as one that is armis length, and we so hol d.
Petitioners did not provide any other reciprocal arrangenents
with unrel ated parties that were under the same or simlar
ci rcunst ances as those advanced by their expert. See sec. 1.482-
2(d)(2)(ii), Income Tax Regs. Accordingly, we used a facts and
ci rcunst ances approach to deciding an arnis-1ength markup. Sec.
1.482-2(d)(2)(iii), Inconme Tax Regs. Regarding the failure to

account or pay for inbalances or transfers before 1987, we hold
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that arm s-1ength and/ or independent parties would have paid for
i nhal ances and transfers for all years as proposed by
respondent’ s expert, beginning with 1979. W find that
respondent’s expert’s estimtes of the costs are, in part,
supported in the record, and, in part, based on reasonabl e
assunptions. Mre inportantly, petitioners, who bear the burden
of showing an armi s-length rate and the anount of any services
performed by or between the controlled entities, have failed to
do so in the context of these cases.?8

Concerning the 4-percent markup estimated by respondent’s

expert and advocated by respondent, we hold that rate to be nore

28 Petitioners conplained at trial and on brief that they
shoul d not be put in the position of rebutting or addressing the
opi nions of respondent’s experts and that they should be required
to address only respondent’s determnation in the notices of
deficiency. For the nost part, respondent’s trial position is,

i ke petitioners’, based on the record and expertise offered. To
the extent that respondent’s experts have reached different
anounts than respondent’s determ nations, the experts’
conclusions would result in reduced deficiencies for petitioners.
Finally, petitioners should not be heard to conplain in this
manner when they are, to sone degree, responsible for the
differences in respondent’s trial position and the notice

determ nations. Petitioners resisted respondent’s pre-notice
requests for information. As previously pointed out in this

opi nion, the novenent of information fromthe parties, especially
frompetitioners to respondent, was slow and dil atory.
Respondent’ s trial position has evolved with the receipt of
information frompetitioners, which continued into the mddle
portion of a lengthy trial.

Thr oughout the pretrial involvenent of the Court, the
parties were required to define and explain their positions for
purposes of trial in nunmerous tel ephone conversations and in
witten docunents pursuant to orders and otherw se. Accordingly,
there can be no claimof surprise or prejudice by either party on
this point. In this setting, petitioners’ attenpt to limt the
argunents and evidence in these cases to the position of an
earlier day |less-well-infornmed adversary nust fail.



- 155 -
representative of an armis-length rate than the 2-percent rate
used by DHL and DHLI. CQur decision is based on the conparabl es
used by respondent’s expert and our holding that |ess of the
i ntangi ble value resides in the trademark and that the val ue nust
therefore reside in other assets and intangi bles. As advocated
by petitioners, that value should reside in the ability to
del i ver packages efficiently and effectively. W agree that the
know how and operating ability constituted an inportant
i ntangi bl e aspect that was, in sone part, responsible for the
success of the DHL network. Accordingly, the use of those
val uabl e intangi bl e assets would warrant a fair return. A higher
mar kup was not advocated by either party in connection with the
type of reciprocal agreenent as the one between DHL and DHLI. In
that regard, petitioners’ expert used, anong others, a 15-percent
markup in the context of a total cost reinbursenent environnent,
whi ch, as we have expl ai ned, does not represent the transaction
under consideration and does not represent an arm s-length
arrangenment in the context of these cases. Accordingly, we
sustain respondent’s trial position for cost plus 4 percent on
i nbal ances and transfers for 1979 through 1992.

D. Networ k Fee

Respondent determ ned that one-half of the network fees that
DHLI collected fromagents and subsidiary operati ng conpani es

shoul d be all ocated under section 482 to DHL. Based on
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respondent’s expert’s report, the adjustnent for the 1985 through
1992 years would total $96.772 mllion.

Respondent’ s position on this allocation is that the DHL
sharehol ders collectively controlled the entities and that the
stated ownership did not represent the true relationship between
t he sharehol ders. Respondent builds on this supposition by
contendi ng that the sharehol ders woul d not divide the network
operating profits on the basis of stock ownership. According to
respondent, because the DHL sharehol ders’ stock ownership did not
represent their actual interests, the sharehol ders would divide
profits based on their actual interest related to the DHL network
as a whole. Using this type of analysis, respondent reaches the
conclusion that the shareholders’ “true econom c arrangenent was
akin to a partnership.” The next step in respondent’s theory
i nvol ves a quantum | eap fromthe sharehol ders’ rel ationships to
each other into the relationship between the corporate entities.
Respondent’s ultimate conclusion is that DHL, DHLI, and M\V were
engaged in a joint venture. Using this conjecture-based
anal ysi s, respondent proposes that his proffered expert’s opinion
shoul d be followed to allocate a part of DHLI's inconme to DHL
Respondent’ s expert proposed to conbine the financial results of
all three entities (DHL, DHLI, and M\V) and to allocate their
conbi ned profits in proportion to the cost borne by each, on the

basis of a simlar type of analysis.
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Petitioners contend that respondent’s proposed network fee
adj ustnent and joint venture theory are basel ess, w thout
substance considering the record, and inoperable as a matter of
law. We agree with petitioners. W have found as facts that DHL
and DHLI were allowed to operate and devel op separately in their
own geographi cal markets. The separate foreign operation and use
of DHLI was due to regul atory concerns, though it may have been
nurtured because of tax advantages. The business entities within
and without the United States were allowed to operate
i ndependently in terns of their marketplace but were commonly
controlled wthin the nmeaning of section 482. In that
environment, DHLI, over tinme, was nore successful than DHL. That
is not to say that DHLI was allowed to becone nore successful by
the DHL shareholders. DHLI, through the 1980’ s, becane the
| eader in its market, and DHL was generally unsuccessful inits
attenpt to increase its market share. In this particular
context, the success of DHLI was not the result of the
mani pul ati on of inconme or expense or the lack of armis-length
deal i ngs.

DHL and DHLI were separate in order to neet the |ega
requi renents for CAB certification. Wether the sharehol ders
honored that separation in their shareholder relationship is a
guestion that would affect their inconme fromany sale of the
entities or in the division of residual corporate incone. The

shar ehol ders’ hypot hecati on of sharehol di ng ownershi p shoul d not,
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per se, govern the question of whether the inconme of the
corporations was being earned at arnis |ength.
In a simlar vein, the Conm ssioner has not net with success
when using section 482 to allocate incone to a taxpayer who coul d

not legally receive said incone. Conm ssioner v. First Sec.

Bank, N. A , 405 U S. 394, 403 (1972); Procter & Ganble Co. V.

Commi ssioner, 95 T.C 323, 339 (1990), affd. 961 F.2d 1255 (6th

Cr. 1992). Here, DHL was divided into donmestic (DHL) and
foreign (DHLI) operating entities to conply wth CAB
requirenents. Utimtely, that division resulted in better
i ncone performance for the foreign entity (DHLI). The purpose of
the division was not to shift profits artificially.

Al though we found it appropriate to |l ook to the manner in
whi ch the sharehol ders divided the proceeds fromthe 1990 to 1992
transaction for purposes of deciding whether there was section
482 common control, it is not appropriate to use that as a
prem se for respondent’s tortured syllogism

As a factual matter, we are unable to find that there was
artificial shifting of net incones of controlled taxpayers with
respect to DHL’s and DHLI/M\V' s profits. Petitioners have shown
that, for the nost part, DHLI's success was attributable to its
own actions and operations and not to DHL's efforts.
Accordingly, respondent is wthout authority to attenpt to place
themon a parity with uncontrolled, unrel ated taxpayers.

Hospital Corp. of Am v. Conm ssioner, 81 T.C 520, 594 (1983),
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and cases cited therein. The separate existence of DHL and
DHLI /M\V was not, in this context, used to facilitate the
artificial shifting of the net inconmes in the formof the network
fees or in the context of respondent’s supposition of a
partnership or joint venture. Accordingly, we hold that
respondent’s so-called Network Fee section 482 determ nation is
not sustai ned because petitioners have shown an abuse of

respondent’s discretion. See Paccar, Inc. v. Conm ssioner, 85

T.C. at 787.

VI. Are Petitioners Entitled to Setoffs to Any of the Section
482 Allocations That Have Been Sust ai ned?

Petitioners contend that they are entitled to setoffs for
two types of itens. One concerns a 1984 sale of LaserNet from
DHL to DHLI, and the other concerns the total cost theory
devel oped by petitioners’ expert concerning the inbal ance
adjustnent. Petitioners rely on section 1.482-1(d)(3), I|ncone
Tax Regs., which provides that if the district director nakes a
section 482 allocation,

The district director shall also consider the effect of

any other nonarms |length transaction between * * *

[the controlled parties] in the taxable year which, if

taken into account, would result in a setoff against

any allocation which would otherw se be nmade, provided

the taxpayer is able to establish with reasonabl e

specificity that the transaction was not at arms

l ength and the anount of the appropriate armis |ength

charge. * * *

As to petitioners’ and their expert’s theory on inbal ance
based on total costs for services as opposed to costing only the

excess in a reciprocal service arrangenent, we have already held
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that it does not represent an arnis-length approach. In other
wor ds, petitioners’ suggested approach for total cost is not “any
other nonarms length transaction”. |Instead, it represents
not hing nore than an alternative position being argued for
purposes of trial. Accordingly, further consideration of whether
respondent should have permtted such a setoff in accord with the
above provision of the regulation is unnecessary.

Concerning the LaserNet item petitioners offered an expert
in software technol ogy who opined that the LaserNet technol ogy
sold by DHL to DHLI in 1984 had a val ue of between $1 mllion and
$1.45 million, rather than the $14.5 million price paid by DHLI
Accordingly, petitioners seek a $13.05 million setoff to the 1984
all ocation. Respondent’s 1984 inbal ance, transfer, and royalty
al l ocations, as advanced at trial, are less than the proposed
setof f anpbunt, and accordingly no 1984 adjustnment would result if
petitioners are sustained on this item As a factual matter, we
have found that a major purpose of the sale of LaserNet from DHL
to DHLI was to raise capital for DHL, which was engaged in
expansi on and experiencing financial difficulties.

The peculiarity of this situation is that petitioners, who
first argued that they were not commonly controlled during 1984
and that all transactions between the entities were at arms
| ength, now admt and urge that this transaction was not at arnmis
length; i.e., that nore than fair market value was paid as a

pretense for a capital contribution fromDHLI to DHL at a tinme of



- 161 -
financial need. The purpose of the above-quoted regul ation,
however, is to keep the Conmm ssioner fromm ssing or selectively
choosing only those allocations that would increase a taxpayer’s
i ncone.

A procedural point also has surfaced concerning the setoff
question. Section 1.482-1(d)(3), Incone Tax Regs., provides for
t axpayers to give notice to the district director as to the basis
of claimed setoffs within 30 days of an exam nation report that
notifies the taxpayer of proposed adjustnents. One stated
purpose for this provision is to allow the exam ni ng agent
sufficient time to correct erroneous allocations. See Rev. Proc.
70-8, 1970-1 C.B. 434. CdCearly, the notice requirenent, in the
context of the pre-statutory-notice period, is to facilitate
conpl ete or thorough determ nations.

Respondent, however, did not provide petitioners with an
exam nation report before the issuance of the notices of
deficiency. Accordingly, petitioners could not give notice of
setoffs to the district director wwthin 30 days of an exam nation
report. In this situation, petitioners argue that section 1.482-
1(d)(3), Incone Tax Regs., has no application. Petitioners did
provi de notice of clained setoffs after respondent issued the
deficiency notices.

Respondent, w thout commenting on the regul atory
requi renent, conplained that petitioners waited until the | ast

possi bl e nonment to raise the issue of valuation of the technol ogy
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it sold in 1984. Respondent noted that petitioners blamed their
failure to give notice on respondent’s failure to explain the
adjustnments in the notices of deficiency. In that regard,
respondent al so noted that petitioners were provided, pursuant to
the Court’s requirenent, a detailed and specific explanation of
adj ustments on Cctober 28, 1996, about 3 nonths before expert
reports were to be filed with the Court. Petitioners’ claim of
setof f was nmade on January 31, 1997, at about the tine of the
subm ssion of expert reports to the Court.

We agree with petitioners that the regul ati on should not be
a procedural inpedinent to any appropriate setoff under these
circunstances. As to respondent’s conplaint about the tineliness
of petitioners’ notice, respondent has not argued that he was in
any way specifically prejudiced by the timng of the notice.

Finally, we hold that petitioners are entitled to a setoff
of respondent’s 1984 section 482 adjustnents that we have
sustained. The record reflects that DHLI never used the
technol ogy and that the technol ogy did not have the type of val ue
attributed to it in the 1984 sale of technol ogy transaction
between DHL and DHLI. Petitioners’ expert’s opinion contains
reasonabl e assunptions and conports with the record in these
cases. Accordingly, we find and hold that the anmount of the
setoff for the 1984 tax year equals the $13.05 million difference

between the stated $14.5 mllion sale price and a $1.45 nillion
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fair market value or arnmis-length price of the Laser Net
t echnol ogy.

VII. Section 6662 Penalties

For each of the 3 taxable years, respondent determ ned
accuracy-rel ated penalties under section 6662. |In particular,
for each year, respondent alternatively determ ned that either
t he 40-percent gross valuation m sstatenent penalty under section
6662(h) is applicable or that the 20-percent penalty under
section 6662(b) is applicable. Section 6662(b) lists the types
of underpaynents to which the 20-percent penalty of section
6662(a) applies, including: (1) Negligence or disregard of
rules, (2) substantial understatenents, and (3) substantial
val uation m sstatenents. Substantial valuation m sstatenents
i ncl ude determ nations under section 482 where the reported price
is 200 percent or nore (or 50 percent or less) of the arm s-
I ength price. Sec. 6662(e)(1)(B). Section 6662(h) inposes a 40-
percent penalty on “gross valuation m sstatenents”, which include
determ nati ons under section 482 where the reported price is 400
percent or nore (or 25 percent or less) of the armi s-length
price. |f section 6662 is applicable, the question of which
val uation m sstatenent penalty (substantial or gross) applies is
purely a question of conputation.

No penalty may be inposed under section 6662 if reasonable
cause exi sts and the taxpayer acts in good faith. Sec. 6664(c).

Despite the general application of section 6664(c), Congress
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i ncl uded an additional reasonabl e cause and good faith exception
to the section 6662(e) penalty for transfer pricing valuation
m sstatenents. Finally, the substantial understatenent penalty
does not apply to understatenents attributable to (1) itens
supported by “substantial authority” or (2) itens that are
“adequately disclosed” on the return. Sec. 6662(d)(2)(B). Wth
respect to the section 6662 determ nations, petitioners bear the
burden of showi ng that the penalty does not apply. Rule 142(a);

Tweeddal e v. Comm ssioner, 92 T.C 501, 505 (1989) (citing Bixby

v. Comm ssioner, 58 T.C 757, 791 (1972)).

Negl i gence includes any failure “to make a reasonabl e
attenpt to conply with the provisions of this title”. Sec.
6662(c). A taxpayer may not be negligent where the taxpayer
relies in good faith upon an appraisal in reporting a
transaction. Petitioners argue that they relied in good faith
upon Bain’s $20 m | lion appraisal of the trademark rights that
DHL conveyed. Petitioners point out that Bain was well known to
t hem and had worked on strategy and planning in connection with
t he UPS di scussions, assisted in the UPS negotiations, and
prepared the PLP costing nodel used by DHL and the PRI SM costi ng
nodel used by DHLI. Petitioners claimthat they relied on Bain's
background and expertise and that the reliance was reasonable, so
they were not negligent in reporting the $20 mllion gain from

the tradenmark sal e.
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Petitioners, in a footnote on brief, also presented the
foll ow ng case anal ysi s:

Sammons v. Conmi ssioner, 838 F.2d 330, 337 (9th
Cr. 1988), [affg. in part and] rev g [in part] T.C
Meno. 1986-318 (no negligence when taxpayer relies on
an appraisal that is at |east “reasonably debatable”);
McMurray v. Conm ssioner, 985 F.2d 36, 42-43 (1st Cr
1993), [affg. in part,] rev' g [and remanding] T.C.
Meno. 1992-27 (absent evidence of bad faith, expert
val uation precludes negligence penalty, even if opinion
given no weight in determning value). Further, courts
are reluctant to find negligence where the transactions
are conplex and no clear authority exists. Kantor v.
Comm ssi oner, 998 F.2d 1514, 1522 (9th Cr. 1993),
[affg. in part and] rev g [in part] T.C Meno. 1990-380
(negligence not found, no authority squarely addressing
gquestions in issue); Foster v. Conm ssioner, 756 F.2d
1430, 1439 (9th Gr. 1985), [affg. in part and vacating
inpart] * * * 80 T.C. 34 [1983] (negligence not found;
no clear authority; conplex section 482 issues
i nvol ved) .

We did not find a factual fit with the cited cases or a reason to
apply the sane rational e under the factual findings we have nade
in these cases.

Addi tionally, respondent asks us to take cogni zance of the
famliarity of Bain to petitioners and their worl dw de networKk.
Respondent’s argument inplies that famliarity all owed
petitioners and/or their representatives to cause a val uation
that fit wwthin their structuring of the transaction. Respondent
contends that the Bain confort letter had been mani pul at ed by
DHL’ s attorney/representatives to support a predeterm ned val ue.
We have found that the parties did not respect the val ues of
i ndi vi dual assets and, instead, worked together to reach an

agreenent within the context of a fixed offer price fromthe
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foreign investors. |In that context, the foreign investors placed
a $50 million “value” on the trademark to infuse capital into
DHL. Wthout first obtaining a valuation, petitioners’
representatives reduced the value to $20 million for tax and
ot her purposes. At one point, the DHL sharehol ders nade a
counterof fer of $100 mllion for the trademark. After all of
t hat maneuvering, Bain was given the job of valuing the trademark
and supported the $20 mllion figure. |In this connection,
respondent points out that, although the Bain “valuation” was in
the record and testinony offered in connection with it, Bain was
not offered as an “expert” in support of the $20 mllion val ue.
In that connection, petitioners did offer several other experts
who attenpted to sustain the $20 mllion val ue.

Considering all of the above, we hold that it was not
reasonable for petitioners to rely on (or nore properly hide
behi nd) the Bain appraisal or confort letter. |If the parties to
the transaction had given the valuation to an i ndependent
val uation entity before any val ues being placed on the trademark
by the parties and/or not advised the evaluator of a value, it
m ght have been reasonable for petitioners to rely on such an
appraisal.?® As this trial has again denonstrated, parties can
find experts who wll advance and support val ues that favor the

position of the person or entity that hired them

2 We would find it difficult to believe that Bain
i ndependently reached the sane $20 nmillion figure as the parties
and/or their representative had al ready devi sed.
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As to the royalty, the inbalance/transfer fee, and the
“network fee/joint venture” allocations, petitioners argue that
their reporting positions were reasonable and well founded.
Respondent di sagrees and contends that the corporate entities
wer e mani pul ated by the shareholders. W agree with petitioners
with respect to the inbal ance, transfer fees, and network fee
adj ustnents. (Obviously, because we have deci ded that no network
fee adjustnent is appropriate, it wll not be subject to the
penalty. Wth respect to the inbalance and transfer itens in the
years before the Court, petitioners used what we have found was
an arm s-1ength approach in conputing the anounts paid for those
itens. For the years 1990, 1991, and 1992, the only difference
bet ween the reporting position and respondent’s trial position is
the 2-percent differential in the markup, which represented a
relatively small difference.

Wth respect to the royalty reporting position, we have a
different perspective. W have found that in an arm s-length
transaction, DHLI (the |icensee) would have paid a royalty for
the use of the DHL trademark. The fact that no royalty was paid
to DHL was attributable to the lack of arm s-length conditions
when the 1974 MOA was created and went into effect. That
royal ty-free arrangenent was perpetuated until the foreign
i nvestors becane a collective majority in the international
portion of the DHL network, and DHL transferred its ownership in

the trademark to another entity. Up until the time the foreign



- 168 -

i nvestors becane involved, no question about DHL’'s ownership and
the 1974 MOA had been raised, except by DHLI’'s general counsel
who had his own view about the registration and ownership of the
trademark outside the United States. There is no indication that
his view was shared by managenent or the respective corporate
sharehol ders. It was not until the negotiations with the foreign
i nvestors and intensive due diligence and when individual s becane
notivated to reduce the contract price or value of the trademark
that the general counsel’s point of view about the ownership of
the DHL trademark gai ned support. Accordingly, we hold that
petitioners’ royalty-free reporting position was not reasonabl e.

Petitioners also argue that they had substantial authority
for their reporting positions. Section 1.6662-4(d)(3)(iil),
| ncone Tax Regs., provides that “substantial authority” includes
appl i cabl e Code provisions, regulations, and court cases.
Petitioners contend that they conplied with the arm s-1ength
standard of section 482 because their reporting position for the
trademark sale reflects the value determ ned through arm s-1ength

negoti ations. Petitioners also rely on C ba-CGeigy Corp. V.

Commi ssioner, 85 T.C 172, 226-227 (1985), where the Court relied

upon offers froman uncontrolled party, including an offer nmade a
year before the controlled license in deciding an armi s-length
royal ty question.

The question of substantial authority here is not so nuch

one of legal authority, as of factual authority for the reporting
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positions regarding the trademark and royalties. As we have
al ready expl ai ned, petitioners did not have substantial factual
“authority” for their reporting position on the trademark and
royalties. The fact pattern here does not fit within the cases
cited by petitioners. Mreover, petitioners clearly fell within
the anmbit of section 482 and the appropriate regulations with
respect to the trademark and royalties.

Petitioners also argue that they had reasonabl e cause within
t he neani ng of section 1.6664-4(b)(1), Incone Tax Regs. The
determ nation of whether a taxpayer acted with “reasonabl e cause
and in good faith” is nade on a case-by-case basis, taking into
account all pertinent facts and circunstances, the nost inportant
of which is the extent of the taxpayer’s efforts to assess his
proper tax liability. Petitioners argue that they had reasonabl e
cause here because of their reliance on the advice of
prof essional s, such as an appraiser. As we have already
expl ai ned above, petitioners’ reliance on Bain was not well
f ounded.

Finally, as a conputational matter, the 40-percent penalty
of section 6662(h) applies to the trademark adjustnent because
there is a gross valuation nmisstatement. |In that regard, the $20
mllion reporting position was 25 percent or less than the fair
mar ket value or armis-length price. Because we have found that
t he adj ustment should be made in 1992, section 6662(h) will apply

only to the trademark adjustnment for the 1992 year. The royalty
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adjustnents for all 3 years shall be subject to the 20-percent
penalty of section 6662(b). Wth respect to the renaining
adj ustnments, section 6662 is not applicable.
To reflect the foregoing,

Decisions will be entered

under Rul e 155.
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APPENDI X

1. Newco (ITS) would recapitalize in accordance with the
| TS stock purchase agreenent;

2. Robinson and ALTD woul d sell 10,764 Newco shares to the
purchasers for $53,097,736 (JAL and Lufthansa each 4,780 shares
for $23,579,262 and Nissho Iwai 1,204 shares for $5,939,212) in
accordance with the anmended and restated I TS stock purchase
agr eenent ;

3. Newco would issue 8,054 Newco shares to the purchasers
for $39, 725,000 (JAL and Lufthansa each 3,222 shares for
$15, 890, 000 and Ni ssho Iwai 1,610 shares for $7, 945, 000);

4. under the asset transfer agreenent, International would
sel|l assets with a value of $39, 725,000 to Newco for a like
amount of cash;

5. the purchasers would sell to Mattawan all of their
I nternational shares in exchange for Mattawan demand prom ssory
notes (JAL and Lufthansa 646, 000 shares each for $15, 890, 000 and
Ni ssho Iwai 323,000 shares for $7, 945, 000);

6. International would declare and pay a $39, 725, 000 cash
dividend to Mattawan that would in turn use the cash to repay the
notes issued in step 5;

7. Newco would issue an additional 38,684 Newco shares to
t he purchasers for $177,411, 262 and the shares representing the
12.5-percent interest in M\V (JAL and Lufthansa each 16, 999

shares for $78,599,196 and 5 percent of M\V's shares and N ssho
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| wai 4,686 shares for $20,212,870 and 2.5 percent of M\V' s
shares);

8. under the asset transfer agreenent, International would
sell all its remaining assets to Newco in exchange for (1) the
assunption by Newco of the designated liabilities, (2)
$142, 356, 262 in cash (subject to a closing adjustnent) and (3)
31, 779 Newco shares;

9. International would declare and pay as a dividend to
Mat t awan the $142, 356, 262 and 31, 779 Newco shares received in
step 8;

10. Mattawan would transfer to Express B.V. all of its
out standi ng shares of International (11, 305,000 shares directly
owned by Mattawan and 1, 615, 000 shares indirectly owned by
Mat t awan pursuant to step 5) in exchange for the paynent by
Express B.V. of $15, 055, 000.

The steps of the Newco Share Alternative pursuant to the
anended share purchase and option agreenent, as anended, were

depicted schematically as foll ows:

[ REPORTER S NOTE: SCHEMATI C | LLUSTRATI ON ACCOVPANYI NG OPI NI ON
WAS NOT ELECTRONI CALLY REPRODUCI BLE. ]



