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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Chief Judge: Respondent determ ned a deficiency of

$11, 202,042 in petitioner's Federal income tax for 1989. The

i ssues for decision are as foll ows:



(1) What was the value of Schlegel U K. Holdings, Ltd.
(Schl egel UK), and Schl egel GtbH on July 1, 1989, and
Novenmber 30, 1989, respectively, for purposes of section 311(b)
and section 482 and

(2) what was the Schlegel Corporation’s adjusted tax basis
in Schl egel GrbH on Novenber 30, 1989.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated, and the facts set
forth in the stipulation are incorporated in our findings by this
ref erence.

Schl egel Corporation

Schl egel Corporation is a New York corporation that was
formed on August 10, 1900. Its prinmary businesses were the
production of autonotive, building, and industrial seals, and its
subsidiaries included Schlegel UK and Schl egel GrbH. During the
rel evant period, Schlegel Corporation had manufacturing
facilities in 12 countries; design centers in Bardon Hill
Engl and, and Detroit, M chigan; and technical centers in Bardon

Hi |1, England, and Rockford, Tennessee. The technical centers
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and design centers worked closely with each other, exchanging
i deas and information about new technol ogy.

The nost significant and profitable technology within
Schl egel Corporation was wire carrier, a wire-knitted textile
device for stiffening and giving shape to autonotive seals. Wre
carrier was a preferred attachnent nmedium for autonotive seals
and weat her stripping throughout North Anerica and Europe. Wre
carrier was manufactured at the South Carolina division of
Schl egel Corporation and at Schlegel Ireland, and it was
protected by a nunber of patents, including the original patent
and several subsequent "enhancenent patents". Although the
original wire carrier patent had expired by 1989, the enhancenent
patents were still in effect in that year. Al of the patents
i ncluding patents pertaining to wire carrier were owned by
Schl egel Corporation.

Schl egel UK

Schl egel Hol di ng Conpany was a subsidiary of Schl egel
Corporation that owed all of the stock of Schlegel UK  Schl egel
UK had two separately managed operating divisions: autonotive
and buil ding products. The autonotive division had two
manuf acturing plants, located in Leeds, England, and Coal ville,
Engl and, and both plants produced and supplied car nmanufacturers
wth seals for car doors, trunks, and wi ndows. The Schl egel UK

bui | di ng products division operated a single manufacturing plant



i n Henl ow, Engl and, that produced seals for building windows and
doors.

Schl egel UK-Leeds was a relatively small facility that
produced only plastic autonotive seals. Schlegel UK-Coalville
was a nuch larger, nore nodern plant that produced both extruded
rubber and plastic autonotive seals. The primary custoners of
Schl egel UK were Rover, Ford, and Jaguar, and the business with
Rover and Ford accounted for 60 to 70 percent of the business of
the autonotive division. In 1989, Schlegel UK-Coalville was
experienci ng adequate growth, but there was concern about the
continued viability of Schlegel UK-Leeds. Schlegel UK-Leeds was
| ater cl osed.

Schl egel UK-Coal ville did, however, experience sone probl ens
in 1989 finishing seals manufactured for Rover. Rover required
Schl egel UK-Coalville to nold corners of the rubber seals in the
shape of apertures to which the seals would be affixed. The
Rover contract also obligated Schl egel UK to provide a new kind
of w ndow seal called "sprayed-on slip coat", which Schl egel UK
had no experience producing. Schlegel UK-Coalville experienced
manuf acturing problens with these processes, increasing |abor
costs and capital expenditures for new injection nolding presses.

Schl egel UK did not make wire carrier and had no direct or
indirect ownership interest in the divisions of Schlegel

Corporation that manufactured wre carrier. Rather, Schlegel UK



purchased wire carrier from Schl egel Ireland and i ncorporated it
into the autonotive seals it manufactured. Schlegel UK purchased
approximately 35 to 40 percent of the wire carrier produced by
Schl egel Ireland, and those purchases accounted for approximtely
25 to 30 percent of the total raw material costs in the Schl egel
UK aut onotive divi sion.

Schl egel Corporation licensed to Schlegel UK additional
technol ogy that was essential to the manufacture of nost of the
products in the autonotive and buil di ng products divisions, and
Schl egel WK paid royalties to Schl egel Corporation for the use of
this technol ogy. The standard royalty rate was 5 percent of the
selling price of products using the technol ogy.

Schl egel GrbH

Schl egel GibH was al so a subsidiary of Schlegel Corporation.

It was fornmed under the laws of the fornmer Federal Republic of
Cermany and was acquired by Schl egel Corporation on August 22,
1972. The busi ness of Schlegel GrbH was divided into two
separate divisions: 75 percent autonotive parts manufacturing
and 25 percent building products manufacturing. The autonotive
di vi sion of Schlegel GrbH had five main custoners that were the

| argest German autonotive producers. Wile nost of the market
for German autonotive seals in 1989 consisted of rubber-based

seal s, Schl egel GvH produced only plastic autonotive seals.
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Schl egel GrbH did not own any of the patents, processes, or other
intellectual property that it used to manufacture its products.

Schl egel GibH entered into a silent partnership agreenent
wi th Schl egel Corporation in Decenber 1981. The partnership
agreenent provided terns for a contribution of 10 mllion
Deut sche marks from Schl egel Corporation to Schl egel GrbH.
Subsequent anendnents were nmade to this agreenent, extending it
t hrough Decenber 18, 1990.

Schl egel GvbH had its | one production facility in Hanburg,
Germany. This factory was built in 1972, and Schl egel GrbH had
experienced problens wth the foundation of the building since
the md-1970's. The floor on one end of the factory was sinking
due to the settling of the soil beneath. This sinking occurred
at an approximate rate of 3 centineters per year, resulting in an
approxi mate total sinkage for sone parts of the floor of 50
centineters by 1989. The sloping floor posed potenti al
production problens in addition to safety concerns.

Envi ronmental contam nation was al so di scovered under the factory
in 1988.

Schl egel GrbH managenent was aware of these problens but did
not take significant steps to stop the floor from sinking until
1990 and 1991. Those attenpts were unsuccessful. In addition,
an adj oi ni ng warehouse was subsequently built wth an entirely

di fferent support structure that required floor support pilings



to be inserted between 10 and 17 neters bel ow ground. It was
estimated that it would cost $1.4 million to |l evel and
reconstruct the factory floor. BTR Dunlop, Inc. (BTR Dunl op),
was not made aware of these problens before it purchased Schl ege
Cor poration in 1989.

Econom ¢ Condi ti ons

In md-1989, the U K econony was slowi ng, following a | ong
period of growh that began in the early 1980's. G oss National
Product grow h peaked in 1987 at a rate of 4.7 percent and
declined to 4.3 percent in 1988. This trend was expected to
continue for the followng 2 years wwth a recovery anticipated in
1991 or 1992. In 1989, the U K autonotive industry was,
however, in a position to benefit fromthe inpendi ng European
community integration set to occur at the end of 1992. There was
concern that the resurgence of autonobile production m ght not
hel p aut onotive conponent producers because many aut onobil e
manuf acturers in the United Ki ngdom were using conponents from
abroad. The U K construction industry had experienced
significant growmh in the years |eading up to 1989, but, due to a
rise in nortgage interest rates, this trend was expected to
decl i ne.

The econom ¢ conditions in Germany in 1988 and 1989 were
good, with both the construction industry and autonotive industry

expandi ng. The autonotive conponent industry was seeing signs of
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a decrease in demand from donestic custonmers and only a snal
increase in exports. There was also a trend towards price
reduction that favored large suppliers. |In the construction
supply industry, prices were stable.

1989 Transacti on

In 1988, Prudential -Bache Capital Fundi ng G oup was
authorized to solicit bids for the sale of Schlegel Corporation.
Schl egel Corporation was inplenenting new contracts and was in
need of additional capital to fund its business grow h.

Accordi ngly, Schlegel Corporation wanted to sell its stock to a
conpany that could provide this additional capital. There were
as many as si x prospective buyers for Schl egel Corporation,
including BTR Plc, Draftex, Pirelli/Metzler, D versitech,
Standard Products, and Conti nental.

At all relevant tines, BTR Plc, a producer of a variety of
rubber products, owned all of the stock of BTR International,

Ltd. (BTR International), and BTR Secretaries, Ltd. (BTR
Secretaries). Al of these are U K conpanies. BTR Dunlop was a
Del awar e corporation wholly owed by BTR International, and, from
January 1, 1987, through Decenber 29, 1989, BTR Dunlop was the
parent corporation of an affiliated group of corporations (the
BTR affiliated group) that joined in filing a consolidated

Federal incone tax return.



BTR Dunl op was al so interested in acquiring Schl egel
Cor porati on because BTR Dunlop had a small sealing systens
busi ness that Schl egel Corporation fit into synergistically. BTR
Dunl op submtted a bid to purchase Schl egel Corporation on
Decenber 12, 1988. BTRS Acquisition, a New York corporation, was
formed on Decenber 20, 1988, as a wholly owned subsidiary of BTR
Dunl op, joining the BTR affiliated group. BTRS Acquisition
subsequent |y purchased Schl egel Corporation on January 27, 1989,
for $200 million plus the assunption of $33,864,000 in debt.
| medi ately thereafter, BTRS Acquisition nerged into Schl egel
Corporation pursuant to a nmerger agreenent dated Decenber 22,
1988. As a result, Schlegel Corporation becane a wholly owned
subsi diary of BTR Dunl op.

In January 1989, Janes Thom (Thon), treasurer of BTR Plc,
contacted Robert Coyle (Coyle), director of taxation of BTR
Dunl op, concerning the potential transfer of Schlegel UK and
Schl egel GvbH to BTR Plc and BTR International. Thom asked Coyl e
to calculate the "tax cost" of the transfers, i.e., the Federal
capital gain tax that would have to be paid in the event of these
transfers. Shortly thereafter, Schlegel Corporation hired
Val uati on Research Corporation (VRC), an appraisal firm to val ue
the stock of Schlegel UK and Schl egel GrbH.

Assisting in the VRC val uation, Schl egel Corporation

managenent prepared sales forecasts for the autonotive and
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bui | di ng products divisions of Schlegel UK and provided themto
VRC al ong with expense forecasts and historical financial data.
Fromthis informati on, VRC prepared a docunent entitled "Schl egel
UK Projections"” that projected continued profit growh for
Schl egel UK

VRC opined in a letter dated April 28, 1989, that the fair
mar ket val ue of Schl egel UK was $32, 363,000 with a bargain
purchase val ue of $21,846,000 and, in a separate |letter dated
April 28, 1989, indicated that the value of Schlegel GrbH was
$3, 777,000, exclusive of the silent partnership interest. After
di scovering certain clerical errors, VRC nmailed a letter on
Septenber 15, 1989, that confirmed that the correct bargain
purchase val ue of Schlegel UK was $21, 846, 000.

Accordi ngly, pursuant to a stock purchase agreenent dated
July 1, 1989, Schl egel Hol ding Conpany sold all of the stock of
Schlegel UK to BTR Plc for $21,846,000. As of the date of sale,
the Schl egel Hol di ng Conpany’ s adjusted basis in Schlegel UK was
$2, 310,863. On Novenber 30, 1989, Schlegel Corporation sold
99.9 percent of Schlegel GH to BTR International, .1 percent of
Schl egel GrbH to BTR Secretaries, and its interest in the silent
partnership to BTR International. Schlegel Corporation received
$9, 400,000 in consideration for this transaction. The adjusted
tax basis, book value, and fair narket val ue of the Schl egel

Corporation’s interest in the silent partnership was $5, 116, 136.
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BTR Dunl op Hol di ngs, Inc. (BTR Dunlop Hol di ngs), a Del aware
corporation, was formed on Decenber 14, 1989, as a wholly owned
subsidiary of BTR International. On Decenber 30, 1989, BTR
Dunl op Hol di ngs acquired all of the stock of BTR Dunlop from BTR
I nternati onal and becane the parent corporation of the BTR
affiliated group.

On its 1989 Federal inconme tax return, petitioner reported
t he adj usted basis of Schlegel GrbH to be $9, 400, 000, including
the silent partnership agreenent. The Schl egel Corporation
general | edger account for the period ended Decenber 31, 1988,
shows that Schl egel Corporation had a basis in Schlegel GrbH of
$4,074,993. This amount did not include the $675,227 in
subpart F interest incone that Schl egel Corporation recognized
from Schl egel GvbH in 1988.

Audi t

On audit, respondent’s revenue agent, Zygmunt Rachwal
(Rachwal ), reviewed the reported fair market values of Schl ege
UK and Schl egel GrbH usi ng t he managenent - prepared sal es
projections for Schlegel UK fromthe VRC report and financi al
statenents of Schlegel UK and Schl egel GrbH.  Rachwal concl uded
t hat Schl egel UK should be val ued at $49, 069, 000 and t hat
Schl egel GtH had a val ue of $13, 246, 000, including the silent
partnership of $5, 623, 000.
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Petitioner challenged this valuation with an appraisal of
Schl egel WK prepared by Ernst & Young LLP (E&Y). |In preparing
its valuation report, E&Y used the managenent-prepared sal es
projections for Schlegel UK, concluding that the val ue of
Schl egel UK was $15 million on a “stand-al one” basis. Rachwal,
however, rejected the E&Y "stand-al one" valuation theory in favor
of a "highest and best use" valuation. Rachwal did, however,
revise his final valuation of Schlegel UK from $49, 069, 000 to
$48, 838, 000 after adjusting for corporate overhead expenses and
revising the applicable exchange rate. The notice of deficiency
cal cul ated gain based on the val ues determ ned by Rachwal of
$48, 838, 000 for Schl egel UK and $13, 246,000 for Schl egel GrbH.

ULTI MATE FI NDI NGS OF FACT

On June 30, 1989, the fair market value of Schlegel UK was
$31 mllion.

On Novenber 30, 1989, the fair market value of Schlegel GrbH
was $3.777 mllion, exclusive of the silent partnership interest.
OPI NI ON

Section 311(b) provides that, in the case of distributions
of appreciated property to a sharehol der, a corporation
recogni zes gain to the extent that the fair market value of the
distributed property exceeds its adjusted basis in the hands of

the distributing corporation. See Martin Ice Cream Co. V.

Comm ssioner, 110 T.C 189, 219-220 (1998). In the alternative,
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respondent relies on section 482, which gives respondent broad
discretion to allocate gross inconme, deductions, credits, or

al | onances between two related corporations if the allocations
are necessary either to prevent evasion of taxes or to reflect

clearly the incone. See Seagate Tech., Inc. & Consol. Subs. v.

Commi ssioner, 102 T.C. 149, 163 (1994). The applicabl e standard

for maki ng these allocations with respect to fair market value is
arm s-1ength deal i ng between taxpayers unrel ated by ownership or
control. See sec. 1.482-1A(b)(1), Inconme Tax Regs. Accordingly,
we are called upon to decide the fair market value of Schlegel UK
and Schl egel GvbH on their respective val uation dates.

Respondent argues that, for purposes of section 311(b) and
section 482, the value of Schlegel UK on July 1, 1989, was
$49.8 mllion, that the value of Schlegel GrbH on Novenber 30,
1989, was $8.4 mllion, exclusive of the silent partnership
interest, and that petitioner’s adjusted tax basis in Schl egel
GnbH was $4, 074,993 on the valuation date. Respondent al so
argues that this determnation is not arbitrary, capricious, or
unr easonabl e pursuant to section 482.

Petitioner argues that, based upon the fair market val ue of
the net assets of Schlegel UK, including goodw Il and goi ng-
concern value, the fair market value of the stock of Schlegel UK
on the valuation date was no nore than $21, 846, 000, that the

opi nions of petitioner's experts independently establish the fair
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mar ket val ue of Schl egel UK, and that respondent's experts failed
to anal yze the facts and use the appropriate standard in
determ ning the value of Schlegel UK Wth respect to Schl egel
GrbH, petitioner argues that the value of Schlegel GrbH stock on
Novermber 30, 1989, was $2.6 mllion because the conmpany had no
goodwi I |, few assets of value, and no prospect of growing its
earnings in the period after the valuation date and that the
basi s of Schl egel Corporation in Schlegel GrbH was $4, 750, 220.
Val uation is a question of fact, and the trier of fact nust
wei gh all relevant evidence on the date of valuation, w thout
regard to hindsight, to draw the appropriate inferences. See

Estate of Jung v. Commi ssioner, 101 T.C 412, 423-424 (1993);

Estate of Newhouse v. Conm ssioner, 94 T.C 193, 217 (1990);

Estate of Andrews v. Conm ssioner, 79 T.C 938, 940 (1982).

Future events foreseeable on the valuation date nmay be consi dered

in deciding fair market value. See Estate of Newhouse v.

Conmi ssi oner, supra at 218.

For Federal tax purposes, fair market value is the price
that a wlling buyer would pay a wlling seller, both having
reasonabl e know edge of all of the relevant facts and neither

bei ng under conpulsion to buy or to sell. See United States v.

Cartwight, 411 U S. 546, 551 (1973); 1.170A-1(c)(2), Incone Tax
Regs. The willing buyer and the willing seller are hypothetical

persons, rather than specific individuals or entities, and the
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pecul i ar characteristics of these hypothetical persons are not
necessarily the sanme as the individual characteristics of an

actual seller or an actual buyer. See Estate of Bright v. United

States, 658 F.2d 999, 1005-1006 (5th Cir. 1981). The
hypot hetical willing buyer and willing seller are presuned to be
dedi cated to achieving the maxi nrum econonm ¢ advantage. See

Estate of Newhouse v. Conm ssioner, supra at 218. This advantage

must be achieved in the context of market and econom ¢ conditions
on the valuation date. See id. The hypothetical sale should not
be constructed in a vacuumi sol ated from actual facts that affect

val ue. See Estate of Andrews v. Conm ssioner, supra at 956

As is customary in valuation cases, the parties rely
primarily on expert opinion evidence to support their contrary
val uation positions. Opinion testinony of an expert is
adm ssible if and because it will assist the trier of fact to
under stand evidence that will determne a fact in issue. See
Fed. R Evid. 702. W evaluate the opinions of experts in |ight
of the denonstrated qualifications of each expert and all other

evidence in the record. See Parker v. Conmi ssioner, 86 T.C. 547,

561 (1986). We are not bound by the opinion of an expert
W t ness, especially when such opinion is contrary to our

conclusions. See |IT&S of lowa, Inc. v. Conm ssioner, 97 T.C

496, 508 (1991). |If experts offer divergent estimates of fair

mar ket val ue, we deci de what weight to give these estinmates by
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exam ning the factors they used in arriving at their conclusions.

See Casey v. Comm ssioner, 38 T.C 357, 381 (1962). Wile we may

accept an expert opinioninits entirety, Buffalo Tool & D e

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

may be selective in the use of any part of such opinion or reject

the opinioninits entirety. Parker v. Conmm ssioner, supra at

561. We may al so reach a determ nation of val ue based on our own

exam nation of the evidence in the record. See Estate of Davis

v. Comm ssioner, 110 T.C. 530, 538 (1998). Finally, because

val uation necessarily results in an approxi mation, the figure at
which we arrive need not be directly attributable to specific
testinony if it is within the range of value that nmay be properly

arrived at from consi deration of the evidence. See Silvernan v.

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

1974- 285.

Respondent relies on the expert report of Alan C. Shapiro
(Shapiro), a professor of banking and finance at the University
of Southern California, Mrshall School of Business, in valuing
Schl egel UK and Schl egel GvbH  Petitioner relies on the expert
reports of Lawrence B. Gooch (Gooch) of PricewaterhouseCoopers
LLP and Kenneth R Button (Button) of Econom c Consulting
Services, Inc., in valuing Schlegel UK and relies on the expert

report of WIlfried Lahmann (Lahmann) of Schitag Ernst & Young in
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val ui ng Schl egel GrbH. Herbert T. Spiro testified as a rebuttal
expert w tness on behalf of petitioner.

Despite generally using the sane nethods of val uing the
subj ect conpanies, the experts reached fair market val ue
estimates that are extrenely far apart. The follow ng chart

lists the values at which the experts arrived:

Shapiro Butt on &ooch Lahmann
Schl egel UK $49.8 mllion $20 million $21.7 mllion --
Schl egel GrbH* 8.4 mllion -— -- $2.6 mllion

*exclusive of the silent partnership interest.

Schl egel UK

Shapiro

Shapiro began his analysis by calculating the fair market
val ue of Schl egel UK using the discounted cash-flow (DCF) nethod.
The DCF net hod neasures fair market value by cal cul ating the
present value of the streamof future cash-flows of a conpany.
There are three conponents to the DCF nmethod: (1) The cash-fl ow
projections for a forecasted period; (2) the term nal value; and
(3) the appropriate discount rate. Termnal value is calculated
by adjusting cash-flows in the final period to represent the
future cash-generating capability of the conpany. This
“normal i zed” cash-flow figure is then capitalized as a perpetuity
by the previously determ ned di scount rate, adjusted for sone
| evel of growth that can be expected to continue into perpetuity.

The resulting term nal value is then discounted back to present
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val ue using the discount rate. Under the DCF nethod, the present
val ue of the cash-flow projections and the term nal value are
ascertai ned using the appropriate discount rate, and the sum of

t hose anmounts is the fair market value of the conpany.

The discount rate is cal cul ated using the wei ghted average
cost of capital (WACC) fornula, which conbines the after-tax
costs of debt and equity into a weighted average overall cost of
capital. The cost-of-equity capital is equivalent to the |ong-
term expected annual rate of return an investor seeks on an
investnment in stock. It is calculated using the capital asset
pricing nodel (CAPM .

One of the variables in the CAPMfornula is beta, which
measures the volatility in financial returns of a target firm
Beta is cal culated by conparing the novenent in the returns of a
stock agai nst the novenent in the returns of the stock market as
a whol e, which has a beta of 1. For exanple, if a stock
generally increases 2 percent in price when the market increases
by 1 percent, the stock would have a beta of 2 (2 divided by 1).

Shapiro cal cul ated beta for Schlegel UK using the average
beta from nine conpanies that he determned to be in a simlar
busi ness as Schl egel UK. The average beta for the nine conpanies
was .87 with a range from .56 to 1.11. Because Schl egel UK
mai ntains relatively little debt in its capital structure,

Shapiro then adjusted for the different degrees of debt |everage
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associ ated with the guideline conpanies and Schl egel UK.  This
process, referred to as unlevering, separates out the effects of
debt financing and is necessary because hi gher debt |evels
generally lead to higher betas. Accordingly, beta is unlevered
to approximate the beta of a conpany that has no debt. Shapiro
then relevered the beta to take into consideration a 35-percent
debt | evel based on VRC estimtes of the Schl egel UK debt [ evel
in Rachwal s report. Shapiro concluded that .84 was an
appropriate beta for the CAPM cal cul ati on.

He also estimated the risk-free rate and the market risk
premumusing U S. data, because he was of the opinion that a
U.S. buyer woul d purchase Schlegel UK. Based on these estinmates,
Shapiro concl uded that a 13. 8-percent WACC was an appropriate
discount rate. In his rebuttal report, Shapiro adjusted his beta
to .5 based on cal culations he made with petitioner’s beta
gui del i ne conpanies. He used that beta, the sane risk-free rate,
and the U K market risk prem um concluding that the adjusted
WACC di scount was 14.57 percent.

Shapiro used VRC sal es forecasts as reproduced in the
I nt ernal Revenue Service (IRS) engineer’s report to calculate
free cash-flows and the appropriate term nal val ue of Schl egel
UK. For cash-flows, Shapiro cal cul ated earni ngs before
depreciation, interest, and taxes (EBDI T), using the historic

rate of EBDIT from 1987 through June 30, 1989, and applied it to
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the sales forecasts. He then reduced EBDIT by a 1. 3-percent
corporate overhead expense, the depreciation, and the capital
expenditures fromthe E&Y report. He also adjusted for the
corporate tax rate.

Shapiro cal cul ated term nal value using a projected growh
rate in cash-flows of 6 percent, while also taking into
consi deration expected inflation of approximtely 4 percent and
econom ¢ grow h of about 2 percent. He arrived at a term nal
val ue of $88.26 mllion.

Appl ying the discount rate fromhis original report and his
rebuttal report to his cash-flow projections and term nal val ue,
Shapiro concluded that the fair market value of Schlegel UK under
t he DCF nethod on the valuation date was $52.2 million and
$49.8 mllion, respectively.

As a “sanity check”, Shapiro also valued Schl egel UK using
several market nmultiple nmethods. First, Shapiro sel ected seven
conpani es that manufactured rubber products for autonobiles and
bui |l di ngs and were involved in acquisitions in simlar industries
around the sanme tinme as the sale of Schlegel UK. Shapiro then
cal cul ated market nultiples fromthe avail abl e data of
purportedly conparabl e conpanies and applied those multiples to
the financial data of Schlegel UK, arriving at the followng fair

mar ket val ues:



Conpar abl e Schl egel UK
Mul tiple Aver age Val ue
Mar ket val ue/ sal es 1.03 $62, 280, 000
Mar ket val ue/ book val ue 1. 68 12, 374, 000
Mar ket val ue/ EBI TDA* 9.73 59, 559, 000
Mar ket val ue/ EBI T* 13. 48 64, 987, 000
Mar ket val ue/ EBI * 18. 17 55, 238, 000
Aver age val ue $50, 888, 000
*E=Ear ni ngs; |=Interest; T=Taxes; D=Depreciation; A=Anortization.

Shapiro then applied this sanme approach to eight publicly
traded conpanies. The principal difference between the two
approaches is that conparison to publicly traded conpani es val ues
Schl egel UK as a stand-al one conpany, whereas the preceding
approach val ued Schl egel UK as an acquisition target. The

results fromthe publicly traded market nultiple analysis are as

foll ows:
Conpar abl e Schl egel WK

Mul tiple Aver age Val ue
Mar ket val ue/ sal es 0. 84 $50, 262, 000
Mar ket val ue/ book val ue 1.36 9, 152, 000
Mar ket val ue/ EBI TDA 7. 46 44, 565, 000
Mar ket val ue/ EBI T 11. 11 52,729, 000
Mar ket val ue/ EBI 13. 09 38,488, 000

Aver age val ue $39, 039, 000

Lastly, Shapiro used the sale of Schlegel Corporation for
$233.2 mllion as a market conparabl e applying the market
mul ti pl es from Schl egel Corporation to the financial data of

Schlegel UK in arriving at an average value of $41.338 million.
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According to Shapiro, because the various conparabl e nethods
ignore a variety of relevant econom c factors, including asset
turnover, profit margins, sales growth, return on investnment, and
wor ki ng capital requirenments, he assigned nore weight to the DCF
met hod. He concl uded that the value of Schlegel UK was
$52.2 million in his original report but changed his concl usion
to $49.8 mllion based on adjustnents nmade in his rebuttal
report.

Butt on

Button al so used the DCF nethod to value Schlegel UK In
calculating the cost-of-equity capital, Button used five
gui del i ne conpanies to cal cul ate unl evered beta, and he rel evered
beta based on the nedian debt-to-equity ratio of the guideline
conpani es, 24.8 percent, to reflect the debt-equity ratio that
Schl egel UK woul d have as an independent entity.

In arriving at his final cost-of-equity capital, Button also
applied a small conpany risk prem um and conpany-specific risk
premum Button clainmed that studies show that the CAPM does not
fully capture the risk associated with small conpani es.
Accordingly, he contends that it is appropriate to incorporate a
smal | conpany risk premumin the discount rate to reflect the
additional risk of small conpanies such as Schlegel UK. Button
adj usted his CAPM analysis to include a small conpany risk

prem umof 5.7 percent. Button also naintained that a conpany-
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specific risk premum adjusts the cost-of-equity capital for the
relative riskiness of the conpany conpared to the guideline
conpanies in terns of either quantitative or qualitative factors.
Button opi ned that, based on aggressive sal es projections,
operational problens, |ack of diversity, inadequacy of nanagenent
resources, and | ack of access to adequate capital, Schlegel UK
was nore risky than the guideline conpanies that were used in the
val uation analysis. Thus, he added a 1-percent conpany-specific
risk premumto the cost-of-equity capital in comng to a cost-
of -equity capital of 28.77 percent. Button concluded that the
appropriate WACC was 24. 75 percent.

Button forecasted Schl egel UK cash-fl ows based on
i nformati on obtai ned from Schl egel UK docunents and di scussi ons
w th managenent in 1998 or 1999 about expectations existing
during the first half of 1989 regarding the period after the
val uation date. He prepared cash-flow projections for the
aut onotive division and the building materials division
separately, using the sales projections that were used by
Rachwal , E&Y, and Shapiro. He stated that the building products
forecast was based on unrealistically optimstic assunptions
about sales grow h because he anticipated a decline in housing
starts and other sales, but he concluded that the construction of
an alternative sales forecast was not feasible. He viewed the

aut onobi | e di vision forecasts as reasonabl e, although managenent
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stated 10 years later that little credibility was given to those
projections in 1989.

Button projected expenses, including materials, |abor,
overhead, royalty, depreciation, taxes, capital expenditures, and
depreci ation, based on historical ratios fromJanuary 1987 to
June 1989. He also took into consideration change in working
capital in arriving at the cash-flow estimtes. The cash-fl ow
estimates for the building materials and autonotive divisions
were ultimtely conbined. He calculated term nal value using the
24.75-percent discount rate and a growh rate of 6.9 percent. He
concl uded that the term nal value of Schlegel UK was $33. 554
mllion.

Appl ying the 24.75-percent discount rate to the projected
cash-flows and term nal value of the Schlegel UK autonotive and
bui | di ng products divisions, Button concluded that the
controlling interest value of Schlegel UK was $19 mllion;
however, Button also was of the opinion that a discount for |ack
of marketability was necessary because the DCF net hod cal cul ates
the value of a publicly traded conpany. Thus, Button applied a
16. 3-percent | ack-of-nmarketability discount to value Schlegel UK
as a privately held conpany, concluding that the fair market
val ue was $16 nillion.

Button al so used the narket multiple approach to val ue

Schl egel UK; however, he relied only on the price/earnings and
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price/cash-flow ratios. He calculated these ratios using five
gui del i ne conpani es and nmade adjustnents simlar to those nade
under the DCF nethod for small conpany risks and conpany-specific

risks. He arrived at the follow ng market nultiples:

Most Recent 3-year
Mul tiple Year Aver age
Pri ce/ ear ni ngs 5.55 6. 63
Pricel/ cash-fl ow 4. 24 4.73

Button applied those multiples to Schlegel UK data from
1988, to the average of the Schlegel UK three nost recent fiscal
years (1986-1988), and to a blend of one-half of 1988 and the
first half of 1989. The results of these cal cul ations val ued
Schlegel UK from$14 million to $22 million. Button then applied
a 16. 3-percent discount for lack of marketability and a control
prem um of 35 percent, arriving at a range of values from
$16 mllion to $25 million. In light of all of the information
and specific circunstances of Schlegel UK, Button concluded that
t he nost appropriate val ue under the market approach was
$21 million. Button indicated in his report that the asset
val uati on approach was not appropriate and that Schl egel UK
shoul d not be adjusted to take into consideration synergies.

Assessing the values determ ned under the DCF nethod and the
mar ket nul ti pl e approach, Button concluded that both estimates
provi ded useful information in determ ning the value of the

conpany, but he placed greater enphasis on the market multiple
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approach because the DCF nethod required a greater nunber of
estimates. Accordingly, Button concluded that Schlegel UK had a
fair market value of $20 mllion as of July 1, 1989.
Gooch

Gooch al so val ued the Schl egel UK autonotive and buil di ng
products groups separately, taking into consideration the
di fferences between the industries. H s valuation, however,
departed from Button’s approach in that Gooch val ued Schl egel UK
on both a synergistic and stand-al one basis.

Appl yi ng the DCF net hod, Gooch cal cul ated a WACC usi ng an
i ndustry-wi de beta estimate for the autonotive and buil ding
products operations of Schlegel UK to calculate cost-of-equity
capital. Gooch was of the opinion that the beta of individual
conpanies is often unreliable due to speculation, |ow trading
vol une, or other factors affecting stock price besides earnings.
Based on his industryw de research, he concluded that the
appropriate beta for conpanies operating in the autonotive sector
was in the range of 1.05 to 1.45 with an average of 1.2 and that
the appropriate beta for conpanies in the building products
sector ranged from1l.1 to 1.8 with an average of 1.3. He
ultimately used 1.3 and 1.5, respectively.

Gooch applied a small conpany risk premumof 5 percent to
both the autonotive and buil di ng products divisions when

calculating the cost-of-equity capital. Gooch also perceived
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there to be a greater risk in the Schl egel UK autonotive segnent
due to the conpetitive nature of w nning business for new nodels
and Schlegel UK reliance on Rover and Ford for a majority of its
revenue. Due to this concern, Gooch also chose to apply a
conpany-specific risk premumof 2 percent to the autonotive
division. No such adjustnent was nade with respect to the
bui I di ng products division.

For the autonotive group, Gooch calculated his projected
synergistic cash-flows fromfinancial forecasts devel oped by the
managers of Schlegel UK. He made adjustnents to these
proj ections based on his 1998 or 1999 di scussions w th nanagenent
and his overall view of the autonotive industry in the United
Ki ngdom during those years. He also took into consideration the
potential close of the Leeds plant in early 1989. Gooch
concl uded that the stand-al one scenario was slightly |ess
profitable than the synergistic scenario.

Wth respect to the building products division, Gooch noted
that there had been rapid growh over the md- to late 1980's in
t he housi ng industry; however, Gooch found that there had been a
drop in house building starts in early 1989 and the |ikelihood of
reduced sal es of other Schlegel UK building products. Thus, he
reduced the building product projections for stand-al one
projects, while adjusting for higher sales under the synergistic

approach for econom es achi eved from synergi es.
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In estimating expenditures, Gooch anal yzed historic
royalties, capital expenditures, and overhead and had sone
di scussions with Schlegel UK managenent. Gooch determ ned from
this analysis that the royalty rate for the autonotive group was
3 percent of sales, that the royalty rate for the building
products group was 3.2 percent of sales, and that capital
expendi tures should be 4.5 percent and 2.3 percent for the
aut onotive and building products divisions, respectively. He
al so calculated a term nal value of $47.648 nmillion. Applying
t he WACC di scount rate to the sales projections and term nal
val ue, Gooch arrived at a synergistic value of $24.18 nillion and
a stand-al one value of $17.05 mllion.

Gooch al so used the market nultiple approach to val ue
Schl egel UK, focusing on the market value of invested capital
(MIC) as the primary indicator of value. MIC is the sumof the
mar ket val ue of the common stock of a conparabl e conpany, the
mar ket val ue of the interest-bearing debt of the conparable
conpany, and the preferred stock. Gooch calculated the foll ow ng

mar ket nmul tiples using nine purportedly conparabl e conpani es:

Conpar abl e Conpar abl e Sel ect ed

Mil tiple Aver age Medi an Mil tiple
MWI C sal es 0.70 0.62 0. 65
WI C/ EBI TDA 5.50 5.42 5.50
Mar ket val ue/ EBIT 7.05 7.13 7.00

Price/ adj ust ed
Net incone 10. 33 10.78 10. 50
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Gooch adjusted Schlegel UK royalties, central nanagenent
over head, and additional charges before applying the multiples to
Schl egel UK operating results. He gave nore weight to the
results fromthe EBITDA and EBIT multiples because he consi dered
themto be nore stable. He then applied a control premumto the
results of the market nultiple conparison to take into
consideration synergies of a potential buyer, arriving at a val ue
of $23,870,000. Gooch concluded that the stand-al one val ue of
Schl egel UK was $20, 350, 000, applying no control prem um

Finally, Gooch applied an underlying asset approach to
val ui ng Schl egel UK. He indicated that the net working capital
as of June 30, 1989, was $6.82 mllion and that fixed assets had
a book val ue of approximately $10.85 million. At the end of
1989, fixed assets were witten up to $19.84 mllion. After
adj ustnents for debt and timng issues, Gooch estimted that the
value was nore likely to be restated to $19.22 million. In view
of the values derived fromthe incone and market approaches,
Gooch stated that the |iquidation value was a |less reliable
i ndi cat or because the other approaches seened to produce hi gher
val ues. Gooch gave equal weight to the synergistic and stand-
al one values fromthe various approaches set forth above,
concluding that the fair market value of Schlegel UK was

$21.7 mllion.



Schl egel GrbH

Shapiro

Shapiro used the sane val uation nethods set forth above in
val ui ng Schl egel GrH. He calculated a cost-of-equity capital of
11. 21 percent and a WACC of 8.46 percent. Applying this discount
rate to the I RS engi neer cash-flow projections that were derived
fromthe VRC projections, Shapiro cal culated a value for Schl ege
GrbH of $10 million, independent of the silent partnership.

Shapiro verified this anount using the market nultiple
approaches descri bed above. Application of the conparable
conpany market nultiple analysis to Schlegel GrbH resulted in an
estimated value of $10.4 nmillion. Shapiro noted, however, that
this valuation was nore conjectural because the underlying data
were subject to sone degree of error. |In particular, it was
necessary to translate German financial statenments and di scern
t he neani ngs of various terns and accounts. The market multiple
anal ysis frompublicly traded conparables resulted in a val ue of
$7 mllion. Shapiro’'s ultimate conclusion was that Schl egel GibH
had a value of $10 mIlion, exclusive of the silent partnership;
however, he made adjustnents in his rebuttal report, restating

the value to be $8.4 mlli on.
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Lahmann

Lahmann val ued Schl egel GtbH, attenpting unsuccessfully to
identify conparable third-party transactions. Thus, he
determ ned the fair market val ue based on the sustainable profits
of the conmpany at the valuation date. He projected the
sustainable profits in perpetuity after Novenber 30, 1989, by
adj usting the recorded annual profits by extraordi nary expenses
and incone relating to transactions that were not part of the
busi ness of Schl egel GrbH at the valuation date. German incone
taxes (i.e., trade tax on inconme and corporation taxes) were
deducted fromthe adjusted profits as the final conponent of the
cal culation. Lahmann’s projections were then discounted to their
present val ue using a discount rate that was conposed of the
long-terminterest rate for risk-free Governnent bonds
(7.6 percent) reduced by the German corporation tax rate of
36 percent on distributed profits. The resulting adjusted
di scount rate of 4.86 percent was increased by the follow ng risk
el ements: A market risk premumof 5.3 percent for general
busi ness risk (based on enpirical investigation in Germany), a
smal | conpany risk premumof 2 percent, and a 1-percent
speci fi c-conpany ri sk prem um because Schl egel GtbH coul d
potentially be held liable for soil contam nation. The overal

di scount rate was 13.16 percent. The application of this
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di scount rate to the sustainable profits resulted in a fair
mar ket val ue for Schlegel GrbH of $2.6 mllion.

Val uation Anal ysis and Concl usi ons

Petitioner argues that we shoul d val ue the subject conpanies
usi ng an asset valuation nethod; however, in valuing the stock of
operating conpanies, primary consideration is generally given to

the earnings of the conpany. See Estate of Huntsnman v.

Conmm ssioner, 66 T.C. 861, 876 (1976) (citing Levenson's Estate

v. Comm ssioner, 282 F.2d 581, 586 (3d Cir. 1960), affg. on this

issue T.C. Meno. 1959-120); see also Rev. Rul. 59-60, 1959-1 C. B
237, 242. Asset valuation is accorded the greatest weight in

val uing the stock of a holding conpany. See Levenson’s Estate v.

Commi ssi oner, supra at 586. Schlegel UK and Schl egel GrbH are

operating conpanies, and the experts in this case focused on the
earning potential in arriving at fair market value. The experts
al so indicated that the asset nethodol ogy is inappropriate
because it underval ues the subject conmpanies. Accordingly, we
focus on the earning power to arrive at fair market value, giving
little weight to the value of the assets of the conpanies.

We focus initially on whether Schlegel UK should be val ued
as a stand-alone entity or as an entity likely to be acquired by
a conpany with synergies. Button valued Schlegel UK on a stand-
al one basi s because he was of the opinion that no synergistic

buyer was avail able for Schlegel UK Gooch considered the
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potential for a synergistic buyer, concluding that synergies only
i ncreased the value of Schlegel UK by a small anmpunt. Shapiro
was of the opinion that Schlegel UK should be valued as if it
woul d be purchased by a synergistic buyer.

The fair market value of property should reflect the highest
and best use to which the property could be put on the date of

val uation. See Stanley Wrks & Subs. v. Conmi ssioner, 87 T.C.

389, 400 (1986). Petitioner, relying on the expert report of
Gooch, argues that the |ikelihood of a synergistic buyer’s
pur chasi ng Schl egel UK was no greater than a stand-al one
scenari o, but petitioner nmaintains that it considered both
scenarios in arriving at the fair market value for Schlegel UK
We are not persuaded that petitioner adequately considered
the potential for synergies in valuing Schlegel UK. There were
six potential synergistic buyers of Schlegel UK  Yet,
petitioner’s application of the DCF nethod and market nultiple
approach relied significantly on a small conpany risk premum a
conpany-specific risk prem um and nunerous cash-flow assunptions
nore appropriate for a stand-al one valuation. Button did not
val ue Schl egel UK with synergies, and, when Gooch purportedly
val ued Schlegel UK with synergies, he used the sanme revenue
projections he used in the stand-al one anal ysis and did not make
the necessary adjustnents to the discount rate to reflect the

benefits of synergies. A synergistic buyer would not only
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achi eve cost savings but would al so increase sales. Wen asked
during trial if he would sell Schlegel UK at the val ue at which
he arrived fromhis cal cul ati ons, Gooch responded: *“I probably
woul dn’t have sold it [for $21 million] because it was worth nore
to me, the seller, yes. | probably would not have sold it for
that.” Accordingly, we reject petitioner’s proposed val uati on of
Schl egel UK as not the value at which the conmpany woul d have
changed hands between a wlling seller and a willing buyer.
Rel i ance solely on a stand-al one val ue and application of the
smal | conpany risk prem um and conpany-specific risk premum are
not justified by the evidence in this case.

We al so di sagree with respondent’s proposed val uation
because too much reliance is placed on the synergistic val uation
of Schlegel UK, resulting in an unrealistically high value. In
selecting beta for the DCF calculation in his original report,
Shapiro selected a |ow beta, and, in his rebuttal report, he
actually used a beta of .5 that was bel ow the range of betas for
purportedly conparable conpanies. He also did not address the
appropriate royalty rates or properly consider the economc
conditions in the United Kingdomon the valuation date. Just as
determ nation of fair market value requires assunption of a
wlling seller, it does not assunme hypothetical transactions that
are “unlikely and plainly contrary to the economc interests” of

a hypothetical buyer. See Estate of Hall v. Conm ssioner, 92
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T.C. 312, 337 (1989) (quoting Estate of Curry v. United States,

706 F.2d 1424, 1429 (7th Gr. 1983)); see also Estate of Newhouse

v. Comm ssioner, 94 T.C 193, 232 (1990). W are not persuaded

t hat buyers exist who would be willing to pay the val ue asserted
by Shapi ro.

The experts’ selection of conparable conpanies with respect
to the market multiple estimates failed to consider objective
gui deposts of conparability. |In addition, petitioner’ s experts
made extensive adjustnments based on hindsight as to matters
occurring subsequent to the valuation date. Sone of these
adj ustnments were based on interviews with petitioner’s enpl oyees
and representatives 10 years after the valuation date and in
anticipation of trial. Certain of the enployees also testified
at trial. Their testinony was not corroborated by
cont enpor aneous records and thus appears to exaggerate 1989
adverse conditions and problens. The adjustnents nmade were
i nconsistent with assunptions used at the tine of the
transaction. Such adjustnments are susceptible to manipul ation
for the purpose of achieving the result sought by the party, and
they are unreliable in this case. Shapiro, on the other hand,
did not sufficiently investigate the specific circunstances of
the conpany in 1989. Consequently, we do not rely conpletely on

t he opinion of any of the experts and nust do the best we can
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with the conpilations of data and expl anations that each
provi ded.

I n val uing Schl egel GrbH, Lahmann and Shapiro actual ly
cal cul at ed conparabl e discount rates. The assuned cash-fl ows and
sustai nabl e profits, however, varied to such an extent that the
resulting fair market value estimtes differed by approxi mately
$5.8 million. Evaluating the reports, we agree with respondent
t hat the contenporaneously prepared sal es projections are the
nmost appropriate starting point for cash-flows, but Shapiro again
failed to investigate or to consider adequately specific facts
relating to Schl egel GrbH known at the valuation date. When
asked at trial whether a prospective buyer would have used his
met hodol ogy or would have visited the facility and talked to the
peopl e involved in the business, Shapiro stated that “they
woul d- -t hey woul d go--they should certainly go out and talk to
the people there, try to uncover any hidden problens that m ght
exist.”

Shapiro and Button used the nanagenent - prepared sal es
projections in nmaking their cash-flow estimates for Schlegel UK
and the results of their cash-fl ow anal yses are conparable. The
primary difference in their fair market value conclusions is
attributable to the discount rate and term nal val ue that each

cal cul at ed.
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Shapiro used the WACC fornula, concluding that the di scount
rate was 14.57 percent. Button used the sanme fornmula in arriving
at his discount rate estimate of 24.75 percent. However, as we
i ndi cat ed above, the beta that Shapiro used was too | ow, and
Button erroneously incorporated a small conpany risk prem um and
a conpany-specific risk premumthat elevated the discount rate
to an unreasonably high level. Substituting a beta of 1.18 into
Shapiro’s cal cul ati on and subtracting out the small conpany risk
prem um and conpany-specific risk premumused in Button's
calculation, we arrive at a discount rate of approximtely
20 percent. Applying that discount rate to Button’s and
Shapiro’s cash-flow estimates and cal culating term nal val ue for
each, fair market values of $31.577 mllion and $30.811 million,
respectively, are indicated. Taking into consideration the
i nherently inprecise nature of valuation, we conclude and find as
a fact that, based on all of the factors set forth herein and on
the entire record, the fair market val ue of Schl egel UK was
$31 million on the valuation date.

Petitioner reported a $9.4 mllion fair market value for
Schl egel GrbH on its 1989 Federal incone tax return. This anount
was the sumof the fair market value of the silent partnership,
$5.623 mllion, now stipulated to be $5,116,136, and the $3. 777
mllion VRC fair market value estimate for Schl egel GrbH.

Petitioner now contends that the fair market val ue of Schl egel
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GroH was $2.6 mllion on the valuation date, relying on the
expert report of Lahmann. The reported values in petitioner’s
return are adm ssions by petitioner. A |ower value cannot be
substituted at this point wthout cogent proof that the reported

val ues were erroneous. See Estate of Hall v. Conmi ssioner, supra

at 337-338. For the reasons indicated above, we are not
persuaded by Lahmann’s use of hindsight, nor are we persuaded by
respondent that the fair market val ue shoul d be increased.
Accordingly, the fair market value of Schlegel GrbH on the

val uation date, exclusive of the silent partnership interest, was
$3.777 mllion.

Adj usted Basi s of Schl egel GrbH

The parties also disagree as to the adjusted basis of
Schl egel GvbH. Respondent maintains that the adjusted basis is
$4,047,993, and petitioner argues that the adjusted basis should
al so include interest inconme of $675,227 that Schl egel GrbH
reported on its 1988 tax return pursuant to section 951.

Section 961 provides that the basis of a U S. sharehol der’s
stock in a controlled foreign corporation is increased by the
anount included in the sharehol der’s gross incone under section
951. Section 961(b), however, provides that the basis of such
stock shall be reduced by the anmount actually received and
excl uded fromgross incone of the U S. sharehol der under section

959. Schl egel Corporation included $675, 227 of interest incone
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from Schlegel GH in its gross income for 1988 pursuant to
section 951. Basis, therefore, depends upon whether this anount
was actually distributed to Schl egel Corporation before
Novenber 30, 1989.

The Schl egel Corporation general |edger reflected that
Schl egel Corporation had an adjusted basis in Schl egel GrbH of
$4,047,993 at the end of 1988. This anount reflects a reduction
in basis under section 961(b) for the anmount of the interest
i ncone reported in 1988, which in turn assunes that the
di stribution was nade prior to Novenber 30, 1989, and excl uded
from Schl egel Corporation income under section 959. Petitioner
chal | enges the account bal ance shown on the | edger, claimng that
the distribution of interest inconme was not nmade, but then
petitioner relies on the absence of a | edger entry recording the
di stribution and vague testinony suggesting, but not
establishing, that no distribution in fact was nade. Due to the
anbi guous and unreliable nature of the books and testinoni al
evi dence, petitioner has failed to prove that it is entitled to
additional basis in Schlegel GrbH over that reflected in the
general | edger account of Schlegel Corporation at the end of

1988.
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We have considered the other argunents of the parties. CQur
resolution of the valuation issues renders discussion of
alternative argunents unnecessary.

Deci sion will be entered

under Rul e 155.




