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M is an accrual basis taxpayer with a fiscal year
endi ng January 31. S is a cash basis taxpayer who was
the president, CEOQ and 89-percent shareholder of M
during M’s TYE 1998. S was al so the sol e sharehol der
and president of TM, a cash basis S corporation. M
and TM have never held ownership interests in each
ot her .

For TYE 1998, M paid S conpensation of
$20, 642,485. S s total conpensation included an annual
bonus equal to 5 percent of M’s net incone before
t axes, subject to a reinbursenent agreenent, which
required that S repay to M any anount of S's
conpensation disallowed by R as a deduction. M has
never paid dividends to its sharehol ders.
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M paid certain of TM’'s expenses relating to
TM ' s operation of |ndianapolis-style race cars from
Feb. 1, 1997, to Jan. 31, 1999 (the TM expenses), but
had no witten agreenent with TM regardi ng the paynent
and/ or reinbursenent of the TM expenses. For TYE 1998
and cal endar year 1998, the TM expenses that M paid
were $6, 563, 548 and $5, 703, 251, respectively.

During 1997 and 1998, when S attended the Indy 500
and the other Indy Racing League events, S spent tine
talking wth M’s vendors, enployees, and custoners.
When M staged grand openings for new stores, T™M
participated by sending drivers and providing an | ndy
car for display. M also wirked the TM connection
into store pronotional materials and sal es incentives
for enpl oyees.

S regularly nmade | oans of his conpensation to M.
The | oans were payable on demand. [In TYE 1998, M
capitalized accrued interest on the |loans in the anount
of $639, 302 and clained the full anpbunt as a
depreci ati on deduction. On Jan. 29, 1999, M issued a
check to S for the interest. S reported the interest
income on his 1999 incone tax return.

R determ ned that M’s deduction clainmed for S's
conpensati on was “unreasonabl e and excessive” to the
extent of $19, 261, 609; the TM expenses were not
ordi nary and necessary busi ness expenses of M and,
therefore, not deductible; M’'s paynent of the TM
expenses was a constructive dividend to S; S
constructively received interest incone that accrued in
1998 on his loans to M; and M and S were liable for
sec. 6662(a), |.R C., accuracy-related penalties for
negligence or disregard of rules or regulations with
respect to the TM expenses deduction, constructive
di vidend, and constructive recei pt of interest incone.

1. Held: Although the rate of return on
i nvestnent generated by M for the year at issue
satisfied the independent investor test as articul ated
in Exacto Spring Corp. v. Conm ssioner, 196 F.3d 833
(7th Gr. 1999), revg. and remanding T.C. Meno. 1998-
220, so that a presunption of reasonabl eness attached
to Ss conpensation, sec. 1.162-7(b)(3), Incone Tax
Regs., provides that reasonabl e conpensation “is only
such amount as would ordinarily be paid for |ike
services by |like enterprises under |ike circunstances”
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and requires that we consider whether the presunption
of reasonabl eness is rebutted by evidence that S s
conpensation greatly exceeded the conpensati on of CEGCs
in conparable publicly traded conpanies. Held,
further, when conpared to the conpensati on of CEGCs of
t he conparison group conpanies, the amount of S's
conpensati on was reasonable to the extent of

$7, 066, 912.

Hel d, further, alternatively, the |language in the
notice of deficiency was sufficient to permt
respondent to argue a portion of S s conpensation was
not paid for services rendered and was a disgui sed
dividend. Held, further, petitioners were not
surprised or prejudiced by respondent’s disguised
di vidend argunent. Held, further, S s conpensation was
not paid entirely for personal services rendered and
contained a disguised dividend to the extent that it
exceeded $7, 066, 912.

2. Held, further, M did not pay TM’'s expenses
pursuant to an oral sponsorship agreenent. Held,
further, to the extent the TM expenses were reasonabl e
in amount, M’s primary notive for paying the TM
expenses was to pronote M’'s business, and the T™
expenses were ordinary and necessary in the furtherance
or pronmotion of M’'s business, entitling M to a
deduction under sec. 162(a), |I.R C

3. Held, further, to the extent M may not deduct
the TM expenses as ordi nary and necessary busi ness
expenses, the TM expenses are a constructive dividend
to S, because, as TM’'s president and sol e sharehol der,
S exercised indirect control over the paynents; the
paynents | acked a legitinmate business justification;
and S directly benefitted fromthe paynents.

4. Held, further, in 1998, S constructively
received the interest that accrued during M’s TYE 1998
on his loans to M because M set apart the accrued
interest, S could have denmanded paynment of the interest
at any tinme, and M placed no substantial restrictions
or limtations on S's receipt of the interest.

5. Held, further, M and S failed to denonstrate
that their accountant had necessary and accurate
information for preparing their returns and, therefore,
are liable for sec. 6662(a), |I.R C., accuracy-related
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penal ties for negligence or disregard of rules or
regul ations as follows: M is liable with respect to
the TM expenses deduction as disallowed, and Sis
liable with respect to the excess TM expenses
constructive dividend and the constructively received
i nterest incone.

Robert E. Dallman, Vincent J. Beres, and Robert J. M sey,

for petitioners.

Christa A. Guber, J. Paul Knap, and M chael Cal abrese, for

respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: These cases were consolidated upon notion of
the parties for purposes of trial, briefing, and opinion.
Respondent determ ned deficiencies and section 6662(a)! accuracy-
related penalties with respect to petitioners’ incone tax and, by
amendnent to answer, increased those deficiencies as follows:

Menard, Inc., docket No. 673-02

Accuracy-rel ated penalty

TYE Jan. 31 Defi ci ency sec. 6662(a)
1998 $8, 966, 233 $430, 414

1Al section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anounts are
rounded to the nearest dollar.
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John R. Menard, docket No. 674-02

Accuracy-rel ated penalty

Year Defi ci ency sec. 6662(a)
1998 $4, 909, 407 $981, 882

At the close of trial, pursuant to Rule 41(b)(1), respondent
moved to anend the pleadings to conformto the evidence in |ight
of testinony revealing that petitioner Menard, Inc., paid, and
cl ai mred as a deduction, Team Menard, Inc., salaries. W granted
respondent’s notion. On the basis of the Rule 41(b)(1) notion
and concessions of the parties,? respondent deterni ned
petitioners’ deficiencies and section 6662(a) accuracy-rel ated
penalties as foll ows:

Accuracy-rel ated penalty

Docket No. Defi ci ency sec. 6662(a)
673-02 $9, 069, 126 $460, 031
674-02 2,587, 000 517, 400

2In the stipulation of facts, the parties agreed that for
petitioner Menard, Inc.’s (Menards), taxable years ending Jan.
31, 1998 (TYE 1998), and Jan. 31, 1999 (TYE 1999), and for
petitioner John R Menard’ s (M. Menard) taxable year endi ng Dec.
31, 1998, Menards paid $4, 731,881, $3,791, 202, and $3, 853, 251,
respectively, of Team Menard, Inc.’s (TM), expenses.
Additionally, in the stipulation of facts, respondent conceded
that to the extent Menards cl ai med deductions for TM expenses
that Menards paid during the period fromFeb. 1 to Dec. 31, 1997,
t hose anounts are not constructive dividends to M. Memnard for
his taxabl e year ending Dec. 31, 1998.
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After further concessions,?® the issues for decision are:

(1) Whether petitioner Menard, Inc. (Menards), is entitled
to deduct $20, 642,485, the total conpensation paid to petitioner
John R. Menard (M. Menard), or sonme |esser amount, as officer’s
conpensation for the taxable year ending January 31, 1998 (TYE
1998) ;

(2) whether Menards is entitled to claimdeductions under
section 162 of $6,563,548 for the paynment of Team Menard, Inc.
(TM), salaries and expenses during TYE 1998;

(3) whether Menards's paynent of TM'’'s sal aries and expenses
during the cal endar year 1998 of $5, 703,251 constituted a
constructive dividend to M. Menard for 1998;

(4) whether interest of $639,302 that accrued during 1998 on
| oans from M. Menard to Menards, but that was paid to and
reported by M. Menard in 1999, constituted interest incone

constructively received in 1998; and

%In Menards’s notice of deficiency, respondent determ ned
that (1) Menards was not entitled to a depreciation deduction of
$20, 213 with respect to the grading of |and, and (2) Menards was
not entitled to a deduction of $187,218 with respect to |legal and
prof essional fees incurred in the devel opnment or inprovenent of
property. In the stipulation of facts, respondent conceded t hat
Menards properly capitalized $129,129 of the | egal and
professional fees. On brief, petitioner conceded both issues.

Respondent al so proposed adjustnments to M. Menard’s
item zed deductions. The parties agree that this issue is
conput at i onal
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(5) whether Menards and M. Menard are |liable for accuracy-
related penalties under section 6662(a) for negligence or
di sregard of rules or regulations.
FI NDI NGS OF FACT
Sonme of the facts have been stipulated. W incorporate the

stipulated facts into our findings by this reference.* Both

“'n the stipulation of facts, petitioners objected on the
basis of relevance to stipul ations concerning Menards’s officers’
conpensation for TYE 1999, TM's involvenent in the NASCAR
Craftsman Truck Series in 2000, and Menards’s sponsorship of a
Chanpi onshi p Auto Raci ng Team (CART) driver in 1999. W sustain
petitioners’ objections.

In addition, in the stipulation of facts, both parties
objected to the adm ssion of several acconpanying exhibits on the
basis of relevance. Petitioners objected to the adm ssion of
Exhibit 36-J, TM’'s 1999 incone tax return; Exhibits 61-J through
64-J, docunents pertaining to Menards’s revolving credit program
Exhi bit 65-J, a 1995-96 I ndy Raci nhg League season associ at e-
sponsorshi p agreenent between TM and Green Tree Financial Corp.
and Exhibit 66-J, docunents pertaining to Menards’s busi ness
relationship with Stanley Tools, including nention of Stanley
Tools as a TM associ ate sponsor. W sustain petitioners’
obj ecti ons.

Respondent objected on the basis of relevance to the
adm ssion of Exhibit 17-J, to the extent that it anal yzes
Menards’ s officer conpensation in years before 1991; Exhibit 75-
J, drawings currently used to pronote Menards’'s Race to Savi ngs
sale; Exhibits 78-J and 79-J, 1993 and 1997 Internal Revenue
Service Information Docunent Requests addressed to Menards;
Exhi bits 80-J and 81-J, Inconme Tax Exam nation Changes for
Menards’ s TYE 1991, TYE 1992, and TYE 1994 t hrough TYE 1997;
Exhi bits 83-J through 92-J, independent auditor’s reports for
Menards’ s TYE 1972 through TYE 1991; Exhibit 106-J, to the extent
it includes diagrans of Menards’s store prototypes other than
Prototype I11; Exhibit 107-J, a nmeno to didden from Menards;
Exhibits 123-J through 127-J and 129-J, nmagazi ne and online news
articles about racing, printed in 1999, 2000, and 2001; and
Exhibit 128-J, a conplaint filed in an unrelated case in 2000 for

(continued. . .)
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Menards’ s principal place of business and M. Menard' s residence
were |located in Eau Claire, Wsconsin, when the petitions in
t hese consolidated cases (hereinafter this case) were fil ed.
| . Menards

Menards is an accrual basis taxpayer and has a fiscal year
endi ng January 31 for tax and financial reporting purposes. On
Cct ober 15, 1998, Menards tinely filed Form 1120, U. S
Cor poration Incone Tax Return, for TYE 1998 and reported
$315, 326, 485 of taxable incone.

A. Menards’'s Busi ness I n General

Menards was i ncorporated on February 2, 1962, in Wsconsin.
Since its incorporation, Menards has been primarily engaged in
the retail sale of hardware, building supplies, paint, garden
equi pnrent, and simlar itens. Menards has approxi mately 160
stores in nine Mdwestern States and is one of the nation’s top
retail home inprovenent chains, third only to Hone Depot and

Lowe’s. I n TYE 1998, Menards’s revenue totaled $3.42 billion.

4(C...continued)
breach of a CART sponsorship agreenent. W overrule respondent’s
objections to Exhibits 126-J and 127-J, and we sustain
respondent’ s remai ni ng obj ections.

Finally, in the stipulation of facts, respondent objected on
the basis of hearsay to Exhibit 120-J, the first page of an
al phabetical list of auto racing sponsors, printed in 1996, and
Exhibit 122-J, a Wb site posting by a teamcalled Davis & Wi ght
Mot or sports seeking primary and associ ate sponsors for the 2002
NASCAR W nston Cup Series season. W sustain respondent’s
objections. See Fed. R Evid. 802. W also note that these
docunents are not relevant to this case.
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B. Menards's Corporate Structure®

Menards has three major divisions: Qperations,
manuf acturing, and corporate. All departnment managers, plant
managers, and supervisors report to M. Mnard and his division
managers.

1. Oper ati ons

The operations division controls Menards’s retail stores.
M. Menard s brother, Lawence Menard (L. Menard), serves as
oper ati ons manager and oversees all aspects of the stores’
operations with respect to personnel. The nerchandi sing
departnent, an offshoot of the operations division, handles the
stores’ nerchandi sing needs. Edward S. Archibald, senior
mer chandi si ng manager, oversees the purchasing, nerchandi sing,
and nmarketing of all itens for resale at Menards. M.
Archi bald s involvenent in marketing includes the use of print
and broadcast nedia for store pronotions.

2. Manuf act uri ng

M dwest Manufacturing (M dwest), the manufacturing division,
operated ei ght manufacturing plants during TYE 1998. Dennis W
Vol brecht, M dwest’s general nanager, oversees all departnments
and facilities, supervises the plant nanagers, and assists in the

desi gn and proposal of products.

SUnl ess ot herwi se noted, Menards’'s corporate structure
during TYE 1998 was the sane as described herein.



3. Cor porate

The corporate division conprises, anong other things, the
accounting, legal, properties, construction, and store-planning
departnents. In the accounting departnent, Robert J. Norquist,
corporate controller, manages all functions of the general |edger
system including the preparation of nonthly financi al
statenments. M. Norquist is also responsible for the fixed asset
system accounts payable; the payroll systens; tax returns for
sal es tax, payroll tax, and excise tax; and the day-to-day
cashf | ow.

As head of the properties departnent, Marvin Prochaska is
responsi bl e for the acquisition, devel opnent, managenent, and
di sposition of real estate for Menards. M. Prochaska is al so
responsi bl e for Menards’s construction and store-planni ng
departnments. The construction departnent provides onsite and
of fsite construction managenent for Menards’s construction
projects, and store planning works with civil engineers to
devel op site, structural, architectural, and floor plans.

C. Menards's Oficers and Sharehol ders

1. Oficers
During TYE 1998, Menards’s corporate officers were M.
Menard, president and chief executive officer (CEQ; M.
Prochaska, vice president of real estate; Earl Rasnussen, chief

financial officer and treasurer; and Chris Menard (C. Menard),
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secretary.® The officers received conpensation for TYE 1998 in

the foll owi ng anounts:

Oficer Conpensati on
M. Menard $20, 642, 485
M . Prochaska 121, 307
M. Rasnussen 55, 702
M. C. Menard 172, 815

2. Shar ehol ders

Since the incorporation of Menards, M. Menard has been the
controlling shareholder. During the years at issue, M. Menard
owned all of the class A voting stock and approxi mately 56
percent of the class B nonvoting stock. M. Mnard' s famly
menbers and trusts nanmed after himand his famly nmenbers held
the remaining class B shares.” 1In all, M. Mnard owned
approxi mately 89 percent of Menards’s voting and nonvoting stock.
Menards has never paid dividends to its sharehol ders.

D. Menards’s Enpl oyee Conpensation Pl an

1. | n Gener al

During TYE 1998, Menards provided all enployees with health,

401(k), and instant profit-sharing (IPS)® plans. Qher than IPS

5Chris Menard is M. Menard's son. |In addition to his
duties as secretary, Chris Menard ran Menards’s Eau Claire
distribution center.

The record does not indicate whether M. Menard was a
beneficiary of any sharehol der trust.

8Menards i nplenmented the IPS plan in 1966. The anount that
an enpl oyee receives under the plan is a function of the
(continued. . .)
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and M. Menard s bonus plan discussed, infra, Menards had no
witten bonus plan for its officers. However, Menards’s
executives net with M. Menard to discuss performance goal s and
conpensation. Menards regularly paid | ow base salaries to
executives, supplenented with | arge bonuses.®

2. M. Menard’'s Conpensati on Pl an

In addition to the fornms of conpensation available to al
enpl oyees, Menards pays M. Menard an annual bonus. Since
1973, M. Menard has received an annual bonus equal to 5
percent of Menards’s net inconme before taxes (the 5-percent
bonus). The 5-percent bonus is subject to the follow ng
rei nbursenent agreenent: In the event that the Comm ssioner
di sal l ows as a deduction any portion of M. Menard s
conpensation, M. Menard nust repay to Menards the entire anount

di sal | owed.

8. ..continued)
conpany’s profitability that year and the enployee’s tenure with
Menards and ranges from 2.5 percent to 15 percent of the
enpl oyee’ s sal ary.

°For exanple, in TYE 1998, Lawrence Menard (L. Menard),
oper ati ons manager, received a base salary of $45,000 and a bonus
of approxi mately $180, 000.

A1 Pitterle, Menards's outside certified public accountant
at the time, originally suggested an annual incentive bonus for
M. Menard. On Jan. 15, 1973, Menards’s board of directors,
consisting of M. Menard, L. Menard, and Jeffrey E. Smth, agreed
that M. Menard s bonus should reflect his efforts to produce
profits for the conpany. The board instituted the 5-percent
bonus at another neeting on June 6, 1973.
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In a resolution effective Decenber 20, 1996, Menards’s board
of directors!! decided that, for TYE 1998, Menards woul d pay M.
Menard a salary of $157,500 and the 5-percent bonus. M.
Menard’s total conpensation in TYE 1998 consisted of the

follow ng itens:

[tem Anpunt

Base sal ary
(regul ar weekly payroll) $62, 400

Base sal ary
(paid in Decenber) 95, 100
5- percent bonus 17, 467, 800
| PS 3,017, 100
Christmas gift bond 185
120, 642, 585

This figure contains an unreconciled difference of $100 on
M. Menard s 1997 Form W2, Wage and Tax Statenent.

M. Menard s total conpensation constituted 0.6 percent of
Menards’ s TYE 1998 gross receipts and 5.16 percent of all other
enpl oyees’ wages.

1. Comparabl e Conpani es and Rate of Return on | nvest nent

A. Compensation Paid by Conparable Publicly Traded
Conpani es

For purposes of conparing M. Menard’ s conpensation to CEO
conpensation of publicly traded conpani es, the conparison group

consists of the followng five publicly traded conpanies: Hone

HMenards’'s board of directors at this tinme consisted of M.
Menard, L. Menard, and Earl Rasnussen.
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Depot, Kohl’'s, Lowe’s, Staples, and Target. For services
performed in TYE 1998, the conparison group conpanies paid

conpensation to their CEGs as foll ows:

Conpany Conpensati on
Hone Depot $2, 841, 307
Kohl * s 5,110,578
Lowe’ s 6, 054, 977
St apl es 6, 868, 747
Tar get 10, 479, 528

B. Rate of Return on | nvestnent

For TYE 1998, the conpari son group conpani es’ and Menards’s

rates of return on equity'? were as foll ows:

Conpany Return on Equity
Menar ds 18. 8%
Home Depot 16. 1
Kohl ' s 14. 8
Lowe’ s 13.7
St apl es 15.3
Tar get 16. 7
1. M. Menard

M. Menard is a cash basis taxpayer with a taxabl e year
endi ng Decenber 31. Between March 30 and April 15, 1999, M.
Menard tinely filed Form 1040, U. S. Individual |Incone Tax Return,
for 1998.

A. M. Menard s Duties and Responsibilities at Menards

Since he founded the conpany, M. Menard has been invol ved

in Menards’s daily business affairs. During TYE 1998, M. Menard

12As cal cul ated herein, return on equity equals net incone
di vi ded by sharehol ders’ equity and nultiplied by 100 percent.
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worked 6 or 7 days a week for 12 to 16 hours a day and
communi cated wth Menards’s executives on a regul ar basis.

As CEO of Menards, M. Menard was responsible for all three
of Menards’s major divisions. M. Mnard s direct invol venent
wi th the operations division included discussions with L. Menard
about store issues, visits to Menards stores, review of custoner
conpl aints, and exam nati on of operations division enployees’
reports detailing their store visit findings.

Wth respect to Mdwest, M. Menard reviewed financial
statenents and project plans and granted final approval for any
purchases of new equi pnent, additions of new products, changes to
exi sting products, additions of new Mdwest facilities, and
changes to existing Mdwest facilities. M. Menard worked
directly with M. Vol brecht on these matters.

In connection with the corporate division, M. Mnard worked
with M. Prochaska on real estate acquisitions, dispositions, and
| easing. M. Menard also assisted in the devel opnent of the
Menards prototype stores and plans for the construction of a
second distribution center.

B. M. Menard’'s Loans to Menards

As part of his personal investnment strategy, M. Menard nade
| oans of his conpensation to Menards during TYE 1998 and 1999.
The | oans were evidenced by prom ssory notes that were payabl e on

demand and bore interest at the short-term applicabl e Federal
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rate. According to Menards’s books and records, the sharehol der
| oans account bal ances at the close of TYE 1998 and TYE 1999 were
$21, 057, 954 and $31, 217,954, respectively. Menards’s financi al
statenents indicated that Menards possessed cash and mar ket abl e
securities at the close of TYE 1998 and TYE 1999 of $138, 550, 434
and $242,932, 229, respectively.

In TYE 1998, Menards capitalized accrued interest of
$639, 302 on sharehol der | oans and clainmed the full anpbunt as a
deduction on its tax return. On January 29, 1999, Menards issued
to M. Menard a check for the interest. On his 1999 tax return,
M. Menard reported that anount as interest incone from Menards
for | oans outstandi ng as of Decenber 31, 1998. M. Mmnard did
not report any interest inconme fromloans to Menards on his 1998
tax return.
lVv. TM

TM is a cash basis taxpayer and has a fiscal year ending
Decenber 31 for tax and financial reporting purposes. At al
relevant tinmes, TM was an S corporation, owned entirely by M.
Menard. Menards and TM have never held ownership interests in
each ot her.

A. TM's Busi ness and Managenent

| ncorporated in 1992, TM is in the business of engineering

and racing | ndianapolis-style race cars (Indy cars). From 1992
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until 1995, TM was active in the United States Auto O ub (USAC
and then noved to the Indy Racing League (IRL)?*® during 1996.

Al though, as TM'’'s president, M. Menard nmade nost of the
maj or busi ness decisions, he did not run the day-to-day
operations of the conpany. Wth the exception of the latter part
of 1998, Larry Curry ran TM’'s daily operations. M. Norquist,
Menards’ s corporate controller, managed TM's accounting
functions.

B. TM's Racing Activities in 1997 and 1998

1. Race Partici pation

During the 1997 and 1998 I RL raci ng seasons, TM
participated in 8 and 11 events, respectively, including both
I ndi anapolis 500 (Indy 500) races. Tony Stewart and Robbi e Buh
were TM’'s principal drivers for those two seasons. Although TM
never won the Indy 500, Tony Stewart was the 1997 | RL chanpi on.
For the 1997 I RL racing season, Tony Stewart drove car No.
2, referred to as “didden/ Menard/ Speci al”, and Robbi e Buhl drove
car No. 3, referred to as “Quaker State/ Menards/ Special” or
“Menar d/ Quaker State Special”. For the 1998 IRL raci ng season,

Tony Stewart drove car No. 1, “didden/ Menard/ Special”, and

B3The Indy Racing League (IRL) holds approxi mately 10 races
each year in the United States. The principal race is the
I ndi anapol i s 500.

4Tom Knapp ran TM’'s day-to-day operations at the end of
1998.
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Robbi e Buhl drove car No. 3, “Johns Manvill e/ Menard/ Speci al”
During both IRL seasons, the race cars, driver uniforns, and |ndy
pronoti onal materials exhibited Menards’s | ogo, anong the | ogos
of several sponsors.

2. The Sponsors

In addition to Menards’s involvenent with TM, ! severa
ot her conpani es sponsored TM’s race cars during the 1997 and
1998 I RL seasons. Sone of TM’'s written sponsorship agreenments
were part of |arger business arrangenents that Menards had with
its suppliers. According to TM’s sponsorship i ncone reports,
TM received sponsorship fees fromeight sponsors during both the

199716 and 1998'" | RL seasons. Besides the sponsors listed on the

This reference with respect to Menards does not establish
that a | egal sponsorship agreenent existed between Menards and
™ .

®For the 1997 I RL season, TM's sponsorship inconme report
listed Canpbell Hausfeld, First Brands, Gl nore Enterprises,
Greentree, Quaker State, Ruan, Ryobi, and Stanley Tools as
sponsors. Except for Glnore Enterprises, Menards had business
relationships with all of these conpanies. Respectively, the
1997 listed sponsors paid sponsorship fees of $500, 000; $250, 000;
$100, 000; $500, 000; $1, 480, 730; $11, 060.49; $375,000; and
$500, 000. didden was also a sponsor for the 1997 | RL season but
did not pay its $1, 800,000 sponsorship fee until February 1998.
TM ' s sponsorship income report for the 1997 I RL season does not
list Menards as a sponsor.

YFor the 1998 I RL season, TM's sponsorship incone report
|isted Canpbell G oup (Canpbell Hausfeld), First Brands, Qi dden,
Greentree, Men, Quaker State, Ryobi, and Stanley Tools as
sponsors. Respectively, the 1998 |isted sponsors paid
sponsorshi p fees of $500, 000; $250,000; $2 mllion; $250, 000;
$500, 000; $1 nmillion; $125,000; and $650,000. TM’s sponsorship

(continued. . .)
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reports, TM was al so sponsored by didden, the consuner division
of ICl Paints, North America (I1Cl), during the 1997 |IRL season
and Johns Manville during the 1997 and 1998 seasons. 8

For both 1997 and 1998, G idden was one of TM’'s main
sponsors. Not only was the @ idden nane included in the nanme of
Tony Stewart’'s car, the didden | ogo al so was prom nently
featured on the race car, on M. Stewart’s uniform and in |ndy
pronotional materials. On occasion, before the races, didden
executives, |Cl executives, or “other custoners from other
divisions” had lunch or dinner wwith M. Menard. didden paid
cash sponsorship fees of $1.8 mllion for 1997 and $2 mllion for
1998 and offered other financial support estimated to be worth
$550, 000, including “clothing for the pit crew, shared food
expense at Indy, as well as over and above pronotional support

for the Indy store pronotion.”

(... continued)
inconme report for the 1998 IRL season also lists Menards as a
sponsor to the extent of $45, 000.

8@ i dden was a TM sponsor during both the 1997 and 1998
| RL seasons but did not pay for the 1997 sponsorship until 1998.
As a cash basis taxpayer, TM did not report didden s 1997
sponsorship fee until it was received in 1998. Although Johns
Manville was not |isted on the sponsorship incone report for
either year, its |logo appeared on TM’'s 1997 and 1998 race cars,
and its national accounts manager, John OReilly, testified that
Johns Manville sponsored TM during both seasons. Accordingly,
assum ng that Johns Manville was a sponsor during the 1997 and
1998 | RL seasons, excluding Menards, TM actually had 10 sponsors
during the 1997 IRL season and 9 during the 1998 I RL season.
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In 1997, another main TM sponsor was Quaker State. Not
only did Quaker State’s nane appear in the nanme of Robbie Buhl’s
car, but Quaker State was the car’s primary sponsor. Quaker
State received prom nent | ogo placenent on the race car, pit crew
j ackets, and Indy pronotional materials. Quaker State paid TM a
sponsorship fee of approximately $1.5 million.

During 1998, Johns Manville was a major TM sponsor. In
addition to the Johns Manville reference in the nane of Robbie
Buhl s car, Johns Manville's | ogo appeared prom nently on the
race car, on M. Buhl’s uniform and in Indy pronotional
materials. O her sponsorship benefits included opportunities for
Johns Manville's custoners to neet M. Menard, the team and the
drivers; logo positioning on the driver’s cars within view of the
onboard canera; and use of new Johns Manville products? on the
race car. Although Johns Manville s national account manager,
John OReilly, testified that Johns Manville paid sponsorship
fees, the record does not reveal the amount paid for either year

C. Menards, M. ©Menard, and T™M

1. Menards's General | nvolvenent in Mdtor Sports

Menards originally becane involved in notor sports in 1979.
From 1980 until 1992, the year of TM’'s incorporation, Mnards

directly owned, sponsored, and raced cars. Menards was active in

Johns Manville sold fiberglass insulation.
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t he USAC*® and t he Chanpi onship Auto Racing Team raci ng divisions
and participated in the Indy 500.28 M. Menard vi ewed notor
sports as a way to garner publicity for the stores, attract
suppliers’ attention, and distinguish Menards fromits
conpetition.? On the advice of Menards's attorney, Wbster Hart,
over concerns about Menards’s liability in the event of an
injurious racing accident, M. Mnard formed TM in order to
shield Menards frompotential liability.

2. M. Menard’'s Participation in Mdtor Sports

a. Partici pation as a Driver

Al t hough M. Menard has never personally driven Indy cars,
he has participated in notor sports for sone tine. |In the 1980s,
M. Menard personally drove cars in the | MSA series and the IS
series and al so raced gocarts. Since the formation of TM in
1992, M. Menard has personally participated in gocart racing, IS
series racing, and, in the early 1990s, sports car racing.

b. 1ndy 500
When TM participated in the 1997 and 1998 I ndy 500 races,

2Menards participated in the United States Auto C ub during
the follow ng years: 1980-82, 1984, 1986-87, and 1989-92.

2!Menards first qualified for the Indy 500 in 1981 and
participated thereafter in 1982, 1984, and 1989-91.

22Eventual | y, Home Depot and Lowe’s al so becane involved in
nmot or sports.
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M. Menard attended the tine trials and the actual races.?
Typically, M. Mnard arrived at the racing venue either the day
before or the day of the race. On race day, both before and
after the race, M. Menard tal ked with sponsors, potenti al
sponsors, vendors, potential vendors, Menards enpl oyees, and
Menards custoners.? During the race, M. Menard stayed in the
pits with the team

C. O her | RL Races

For I RL races other than the Indy 500, M. Menard usually
arrived on Saturday for the norning practice and stayed through
the race on Sunday. At these events, M. Mnard was with the
racing teamfor practice, qualifying, and the race itself but
spent the rest of his tinme talking wth sponsors, vendors, and
Menar ds enpl oyees. On occasion, if the racing venue was | ocated
near a Menards store or a conpetitor’s store, M. Menard would
visit the store. M. Menard m ssed approxi mately one racing
event in each of 1997 and 1998.

3. Menards's Relationship Wth T™

a. Paynent and Deduction of TM's Expenses

Menards paid certain of TM’'s expenses relating to TM's

2The Indy 500 tine trials and races were held on separate
weekends.

24t her Menards executives, including L. Menard and M.
Archi bal d, engaged in business-related activities at the Indy
500.
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operation of race cars from February 1, 1997, to January 31, 1999
(the TM expenses), but had no witten agreenent with TM
regardi ng the paynent and/or reinbursenent of the TM expenses.
For TYE 1998 and cal endar year 1998, Menards paid TM expenses,

i ncluding sal ari es,? of $6,563,548 and $5, 703, 251, respectively.
TM did not record in its books and records, or report on its tax
return for 1998, any incone as received from Menards for
sponsorship fees. Al though Menards cl ai ned deductions for the
TM expenses on its tax returns for TYE 1998 and TYE 1999, 26
Menards did not identify the TM expenses as sponsorship fees or
adverti sing expenses.

In addition, Menards did not create or maintain separate
accounts in its books and records identifying the TM expenses as
sponsorship fees or advertising expenses. |Instead, Menards
recorded the TM expenses in 10 different accounts of Menards’'s
corporate division according to expense type.? For exanple,

Menards recorded anpbunts spent on car parts under “Repairs

2For 1997 and 1998, Menards paid TM enpl oyee sal ari es of
approxi mately $1, 830,000 and $1, 850, 000, respectively. The two
anounts do not include pension, profit-sharing, or health
I nsurance costs.

26TM did not claimthe TM expenses as deductions on its
tax returns for the rel evant peri ods.

2"The 10 corporate accounts had the foll ow ng headi ngs:
Repairs Vehicles, Mnor Tools, Professional Fees, Travel,
Vehi cl es and Equi pnent, Gas and QO I, Advertising, Mscellaneous,
Legal, and Rental.
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Vehi cl es” and fuel under “Gas and GIl”. Only costs directly
related to advertising, such as |ogos placed on the cars, were
recorded under “Advertising”. This nmethod of accounting for the
TM expenses was Menards’ s approach to accounting for its own
raci ng expenses prior to TM’s incorporation.

Menards al so owned the racing assets used by TM and

depreciated themon its books, records, and tax returns. TM’s
assets consisted only of cash.

b. TM's Connection to Menards's Busi ness

When Menards staged grand openings for new stores, TM
partici pated by sending drivers and providing an Indy car for
di splay. During TYE 1998, Tony Stewart and Robbi e Buhl nmade
appear ances at openings and si gned aut ographs. Menards further
i npl enented the racing thenme at store openings with a contest in
whi ch custoners could register to wwin a mni-Indy car.?®

Menards al so worked the TM connection into store
pronotional materials, particularly with respect to the annual
Race to Savings sale built around the Indy 500 and Menorial Day
weekend. The ads for the Race to Savings sale featured i nages of
TM’s Indy cars and | ogo, as did enployees’ T-shirts worn for the
sale. Custoners could register to win a replica of the Indy 500

pace car.

2The m ni-Indy car had 3.5 horsepower, a gasoli ne-powered
engine, and retailed at $700 in 1997.
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In addition to sales pronotions, Menards used its
relationship with TM to create sales incentives for enpl oyees.
For exanple, in 1997 and 1998, enpl oyees who net the performance
requi renents for the Indy 500 contest attended an |Indy 500
practice where they toured the garage, the pits, and the track;
had access to the hospitality area; and net with the drivers for
phot os and aut ogr aphs.

V. Preparation of Petitioners’ Tax Returns

Since 1991, Stienessen, Schlegel & Co., LLC (the accounting
firm, has served as Menards’s and TM’'s outside accountant and
M. Menard s personal accountant. Joseph G Stienessen, the
managi ng nmenber of the accounting firm has been a certified
public accountant for approximtely 30 years. For the years at
i ssue, the accounting firmprepared petitioners’ incone tax
returns and al so prepared TM’'s 1997 and 1998 incone tax returns.

VI . Respondent’s Deterni nations and Petitioners’ Petitions

On Cctober 12, 2001, respondent sent to Menards and M.
Menard separate notices of deficiency. In the notice sent to
Menar ds, respondent determ ned that (1) Menards’s deduction of
$20, 642,485 clainmed for M. Menard’' s conpensati on was
“unr easonabl e and excessive”; (2) the TM expenses were not
ordi nary and necessary busi ness expenses of Menards and,
therefore, not deductible; and (3) Menards was liable for a

section 6662(a) accuracy-related penalty for negligence or
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disregard of rules or regulations with respect to the T™
expenses deduction. In M. Menard s notice, respondent
determ ned that (1) Menards’s paynent of the TM expenses was a
paynment to M. Menard, or for his benefit, and constituted a
constructive dividend to him (2) M. Mnard constructively
received interest incone that accrued in 1998 on his loans to
Menards; and (3) M. Menard was liable for a section 6662(a)
accuracy-rel ated penalty for negligence or disregard of rules or
regul ations with respect to the TM expenses constructive
di vidend and the constructive recei pt of interest incone.

On January 9, 2002, Menards and M. Menard separately filed
tinmely petitions contesting respondent’s determ nations. M.
Menard filed an anended petition on February 6, 20083.

OPI NI ON

Burden of Proof

CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proof. Rule

142(a)(1); Welch v. Helvering, 290 U.S. 111, 115 (1933).

Deductions are a matter of |egislative grace, and a taxpayer mnust
clearly denonstrate entitlenent to the clained deducti ons.

| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992). The

Comm ssi oner bears the burden of proof with respect to increases
in deficiencies asserted in an anmendnent to answer. See Rule

142(a) (1).
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Section 7491, which is generally effective for court
proceedi ngs arising in connection wth exam nati ons commenci ng
after July 22, 1998, authorizes the burden of proof to be shifted
to the Comm ssioner if certain requirenments are net. Section
7491(a) (1) provides that “If, in any court proceeding, a taxpayer
i ntroduces credible evidence with respect to any factual issue
rel evant to ascertaining the liability of the taxpayer for any
tax i nposed by subtitle A or B, the Secretary shall have the
burden of proof with respect to such issue.” However, section
7491(a) (1) applies with respect to a factual issue only if the
requi renents of section 7491(a)(2) are satisfied. Section
7491(a)(2) requires that a taxpayer nmust have conplied with al
substantiation requirenents, that a taxpayer nust have nai ntai ned
all records required by title 26 and nust have cooperated with
reasonabl e requests by the Secretary for w tnesses, information,
docunents, neetings, and interviews, and, if the taxpayer is a
corporation, the taxpayer nust satisfy the net worth requirenents
of section 7430(c)(4)(A)(il).

In the instant case, petitioners did not raise the
application of section 7491 with respect to any factual issue
either before or during trial. In a footnote of their reply
brief, petitioners asserted that they had produced credible
evidence with respect to the reasonabl eness of the anobunt of the

TM expenses and that the burden of proof on that issue should
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shift to respondent under section 7491. W di sagr ee.
Petitioners have not shown that they satisfied the section
7491(a)(2)(A) and (B) requirenents to substantiate any item
mai ntain all required records, and cooperate with respondent’s
reasonabl e requests. Moreover, petitioner’s untinely assertion
intheir reply brief has prejudiced respondent’s ability to

present evidence regardi ng whether petitioners satisfied the

requi renments of section 7491(a)(2). See Estate of Aronson v.

Conmi ssioner, T.C. Menp. 2003-189.

For the foregoing reasons, we conclude that section 7491(a)
does not shift the burden of proof to respondent on the issue of
t he reasonabl eness of the TM expenses.? Nbreover, we note that
we base our findings of fact on the preponderance of the evidence
in the record and not upon any allocation of the burden of proof.
Respondent concedes having the burden of production, pursuant to
section 7491(c) with respect to M. Menard' s liability for the
section 6662(a) accuracy-rel ated penalty.?3°

1. Deductibility of Conpensation Paid to M. Menard

Section 162(a)(1) provides that a taxpayer nmay deduct as an

ordi nary and necessary busi ness expense “a reasonabl e al | owance

2Even if sec. 7491(a) operated to shift the burden of proof
to respondent in this case, the record establishes facts
sufficient to support our conclusions regarding the TM issue
accordi ngly.

30Sec. 7491(c) does not place the burden of production on
t he Comm ssi oner when the taxpayer is a corporation.
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for salaries or other conpensation for personal services actually
rendered”. Thus, conpensation is deductible only if (1)
reasonabl e in amount and (2) paid or incurred for services
actually rendered. See sec. 1.162-7(a), |Incone Tax Regs., which
provi des that “The test of deductibility in the case of
conpensati on paynents is whether they are reasonable and are in
fact paynents purely for services.” Wether anmounts paid as
wages are reasonabl e conpensation for services rendered is a
question of fact to be decided on the basis of the facts and

ci rcunst ances of each case. Estate of Wallace v. Conmni ssi oner,

95 T.C. 525, 553 (1990), affd. 965 F.2d 1038 (11th Cr. 1992).

Petitioners contend that Menards is entitled to deduct the
full amount of M. Menard’s conpensation as an ordinary and
necessary busi ness expense under section 162. |n contrast,
respondent asserts that $19, 261,609 of M. Menard’'s conpensation
is a disguised dividend.

A. Scope of the Notice of Deficiency

According to petitioners, the | anguage in the notice of
defici ency expl aining respondent’s determnation that a portion
of M. Menard s conpensation was “unreasonabl e and excessive” did
not enconpass respondent’s theory that the excess conpensation
was a di sgui sed dividend. Petitioners contend that the |anguage
referred only to respondent’s determ nation that the anmount of

M. Menard s conpensation was unreasonable. As a result,
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petitioners assert, respondent’s disguised dividend theory
constituted a new matter, raised for the first tinme in
respondent’s trial nmenorandum and surprised and prejudi ced
petitioners. 3

Respondent, on the other hand, contends that the |anguage in
the notice of deficiency, though stated wth “brevity”, permtted
respondent to rely on all theories consistent with “the Code
section under which the deficiency * * * [was] determ ned.”
According to respondent, the phrase “unreasonabl e and excessive”
clearly inplies section 162(a)(1l). Respondent points to the
petition’s description of M. Menard s conpensation as “an
ordi nary and necessary busi ness expenditure” as evidence that
Menards knew the notice inplicated section 162(a)(1).

In addition, respondent cites Nor-Cal Adjusters v.

Conmm ssi oner, 503 F.2d 359 (9th Gr. 1974), affg. T.C Meno.
1971- 200, in which the taxpayer raised a simlar argunent. 1In

Nor-Cal Adjusters, the notice of deficiency stated that the

31A theory constitutes a new matter if it alters the
original deficiency or requires the presentation of different
evi dence. Wayne Bolt & Nut Co. v. Comm ssioner, 93 T.C 500, 507
(1989). A newtheory that nerely clarifies or devel ops the
original determnation is not a new matter and does not shift the
burden of proof to the Conmm ssioner. 1d.; see also Shea v.
Comm ssioner, 112 T.C 183 (1999); Achiro v. Conm ssioner, 77
T.C. 881, 890 (1981). |If the Conm ssioner fails to notify the
taxpayer in the notice of deficiency, or the pleadings, wth
respect to a particular theory and causes harmor prejudice to
the taxpayer in the preparation of his case, the Conm ssioner may
not rely on that theory. WIliamBryen Co. v. Conm ssioner, 89
T.C. 689, 707 (1987).
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of ficers’ conpensation was “‘excessive’” and “‘[exceeded] a
reasonabl e al | onance for salaries or other conpensation for
personal services actually rendered within the anbit of * * *
[section 162].'” 1d. at 361-362. The Court of Appeals for the
Ninth Crcuit concluded that the notice’s | anguage apprised the
t axpayer of the Code section at issue, section 162, and
enphasi zed that the test of section 162 is two-pronged, requiring
t hat conpensati on be reasonabl e and for personal services
actually rendered. |[d. at 362.

Unli ke the notice of deficiency at issue in Nor-Cal
Adj usters, the notice in the present case did not expressly refer
to section 162 or nmake a specific determnation as to whether M.
Menard’ s conpensati on was for personal services actually
rendered. Even so, in a recent case, we indicated that
respondent need not specifically state the disguised dividend

theory in the notice of deficiency. In E.J. Harrison & Sons,

Inc. v. Commi ssioner, T.C. Menp. 2003-239, the Conm ssioner

determ ned that the anounts the taxpayer deducted for
conpensation paid to its president were “unreasonabl e and
excessive”.® For the first tinme on brief, the Comm ssioner

argued that the disallowed amunts were a di sgui sed divi dend.

32Qur opinion in E.J. Harrison & Sons, Inc. v. Conm ssioner,
T.C. Meno. 2003-239, did not excerpt the | anguage fromthe notice
of deficiency that explained the Comm ssioner’s disallowance of
deductions for officer conpensation.
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Al t hough the taxpayer did not contend that the disguised dividend

argunment constituted a new matter, citing Nor-Cal Adjusters, we

noted that we would have rejected any such argunent. See E.J.

Harri son & Sons, Inc. v. Conmmi SSioner, supra.

We agree with respondent that the notice of deficiency was
broad enough to enconpass a di sguised dividend theory. The
phrase “unreasonabl e and excessive” inplicitly invoked section
162(a) (1), which expressly provides that the conpensation nust be
for personal services actually rendered. See also section 1.162-
7(a), Incone Tax Regs., which confirnms that there is a single
test for deductibility of conpensation that exam nes whether the
paynments were reasonable and, in fact, were paynents purely for
services. Moreover, Mnards's characterization in its petition
of M. Menard’ s conpensation as “an ordinary and necessary
busi ness expenditure”, which respondent then denied in the
answer, denonstrated Menards’ s understandi ng that section

162(a)(1) was involved. See Znuda v. Comm ssioner, 731 F.2d

1417, 1420 (9th G r. 1984) (taxpayer’s conprehension of the
t heori es enconpassed by the notice’s | anguage was evident in the
pl eadi ngs), affg. 79 T.C. 714 (1982).

For the above reasons, therefore, we conclude that the
noti ces of deficiency were sufficient to raise both the
“reasonabl eness” and “purely for services” prongs of the section

162 test for deductibility of the conpensation at issue and that
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petitioners were neither prejudiced nor surprised by respondent’s
ar gunent .

B. Reasonabl eness of the Anpbunt of Conpensati on

1. The | ndependent | nvestor Test

Under section 162(a)(1) the first prong of the test for the
deductibility of conpensation requires that the anount of
conpensati on be reasonable. Petitioners and respondent agree

that the independent investor test of Exacto Spring Corp. v.

Conmm ssioner, 196 F.3d 833 (7th Gr. 1999), revg. Heitz v.

Commi ssioner, T.C Meno. 1998-220, applies to our analysis of

reasonabl eness. See ol sen v. Conm ssioner, 54 T.C. 742, 757

(1970) (holding that we must “follow a Court of Appeals decision
which is squarely in point where appeal fromour decision lies to
that Court of Appeals and to that court alone”), affd. 445 F. 2d
985 (10th Gr. 1971).

In Exacto Spring Corp. the Court of Appeals for the Seventh

Crcuit rejected the nultifactor test used by this Court and
several Courts of Appeal s** to deci de whet her conpensation is

reasonable, and, in its place, adopted the independent investor

3¥See, e.g., RAPCO Inc. v. Commi ssioner, 85 F.3d 950 (2d
Cr. 1996), affg. T.C. Meno. 1995-128; Owensby & Kritikos, Inc.
v. Comm ssioner, 819 F.2d 1315 (5th Gr. 1987), affg. T.C. Meno.
1985-267; Elliotts, Inc. v. Conmm ssioner, 716 F.2d 1241 (9th Cr
1983), revg. and remanding T.C Meno. 1980-282; Pepsi-Cola
Bottling Co. v. Conm ssioner, 528 F.2d 176 (10th G r. 1975),
affg. 61 T.C. 564 (1974); Mayson Manufacturing Co. V.
Comm ssioner, 178 F.2d 115 (6th G r. 1949), affg. a Menorandum
Qpi nion of this Court.
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test. Under the independent investor test as adopted by the
Court of Appeals for the Seventh Circuit, if a hypothetical
i ndependent investor would consider the rate of return on his
investnment in the taxpayer corporation “a far higher return than
* * * The] had any reason to expect”, the conpensation paid to
the corporation’s CEO is presunptively reasonable. 1d. at 839.
Thi s presunption of reasonabl eness nay be rebutted, however, if
an extraordinary event was responsible for the conpany’s
profitability or if the executive's position was nerely titular
and his job was actually perfornmed by soneone else. [d. On
brief, respondent conceded that M. Menard' s conpensation
satisfied the independent investor test.

Al t hough we agree with respondent that M. Menard’ s
conpensation satisfies the independent investor test as

articulated in Exacto Spring Corp., our inquiry into whether the

conpensati on was reasonable in anbunt does not end there.® In

34Respondent conceded in his posttrial brief that the rate
of return generated by Menards for the TYE 1998 was sufficient to
satisfy the independent investor test and did not argue that the
presunption created thereby was rebutted by evidence that the
conpensation paid to M. Menard was substantially and
unr easonabl y hi gher than the conpensation paid to CEGs in
conpar abl e conpani es. Respondent chose instead to argue only
that the disallowed portion of M. Menard' s conpensation was a
di sqgui sed dividend. It is within our discretion to accept or
reject a concession. Fazi v. Comm ssioner, 105 T.C 436, 444
(1995) (citing Jones v. Conmm ssioner, 79 T.C 668, 673 (1982),
and McGowan v. Comm ssioner, 67 T.C 599, 601, 605 (1976)). “W
may accept a concession or choose to decide the underlying
substantive issues as justice requires.” 1d. Because we believe

(continued. . .)
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Exacto Spring Corp., the Court of Appeals for the Seventh G rcuit

did not address the factual situation now before us where the
investors’ rate of return on their investnment generated by the

t axpayer corporation, a closely held corporation, is sufficient
to create a rebuttable presunption that the conpensation paid to
the corporation’s CEO is reasonable, but the conpensation paid by
t he taxpayer corporation to its CEO substantially exceeded the
conpensati on paid by conparable publicly traded corporations to
their CECs. W turn to the opinion of the Court of Appeals for

the Seventh Grcuit in Exacto Spring Corp. for guidance.

In Exacto Spring Corp. v. Conmmi Ssioner, supra at 838, the

Court of Appeals for the Seventh Circuit stated as foll ows:

In the case of a publicly held conpany, where the

sal aries of the highest executives are fixed by a board
of directors that those executives do not control, the
danger of siphoning corporate earnings to executives in
the formof salary is not acute. The danger is nuch
greater in the case of a closely held corporation, in
whi ch owner shi p and managenent tend to coi nci de;
unfortunately, as the opinion of the Tax Court in this
case illustrates, judges are not conpetent to decide
what busi ness executives are worth.

Inplicit in the above statenent is the apparent belief of the

Court of Appeals for the Seventh Circuit that conpensation of a

34(...continued)
that we are required by sec. 1.162-7, Inconme Tax Regs., to
consi der evidence of how t he market pl ace val ues the services of
conparably situated executives in deciding whether the
presunpti on of reasonabl eness has been rebutted, we shall treat
respondent’ s concession as a concession that a presunption of
reasonabl eness arose and eval uate the evidence in deciding
whet her M. Menard’ s conpensati on was reasonabl e.
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CEO fi xed by an independent board of directors of a publicly
traded conpany is nore likely than not to represent legitimte
conpensati on established by the marketplace and not di sgui sed
di vidends. Although the Court of Appeals for the Seventh Circuit

made it abundantly clear in Exacto Spring Corp. that a trial

court should not ordinarily second-guess a corporation’ s decision
regardi ng the conpensation of its CEO as long as a satisfactory
rate of return on investnent, adjusted for risk, is obtained for
sharehol ders, the Court of Appeals for the Seventh GCrcuit did
not extend the sanme criticismto the marketplace. |In fact, the
Court of Appeals for the Seventh Crcuit acknow edged the
reliability of conpensation decisions by publicly traded
corporations but apparently was not presented with, nor did it
deci de, whet her evidence that conparable publicly traded
conpani es paid substantially |ess conpensation to their CEGCs was
sufficient to rebut the presunption of reasonabl eness that
attaches to the conpensation paid to a CEO of a closely held
corporation |like the one in this case.

To answer the question, we turn to section 1.162-7(b)(3),
| nconme Tax Regs., which provides:

In any event the allowance for the conpensation

paid may not exceed what is reasonable under all the

circunstances. It is, in general, just to assune that

reasonabl e and true conpensation is only such anmount as

woul d ordinarily be paid for |ike services by like
enterprises under |like circunstances. * * *
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The Court of Appeals for the Seventh Circuit did not discuss the

above-quoted regulation in Exacto Spring Corp. v. Conm SSioner,

supra, or declare it invalid. Neither party in this case has
chal | enged the regulation or argued that it exceeds the
Treasury’s del egated authority to construe section 162. Treasury
regul ati ons “constitute contenporaneous constructions by those

charged with adm nistration of these statutes which should not be

overrul ed except for weighty reasons.” Conm ssioner v. S. Tex.

Lunber Co., 333 U S. 496, 501 (1948) (citing Fawcus Mach. Co. v.

United States, 282 U.S. 375, 378 (1931)); see also Carle Found.

V. United States, 611 F.2d 1192, 1196 (7th Gr. 1979) (“It is

wel | established that the regul ati ons nust be given great weight
absent a showi ng that they are unreasonable or inconsistent with

congressional intent.”); Anesthesia Serv. Med. G oup, Inc. v.

Commi ssioner, 85 T.C 1031, 1048 (1985), affd. 825 F.2d 241 (9th

Cr. 1987). As we read section 1.162-7, Incone Tax Regs., we are
required to consider evidence of conpensation paid to CEGs in
conpar abl e conpani es when such evidence is introduced to show the
reasonabl eness or unreasonabl eness of a CEOQ s conpensati on.
Because each of the parties offered expert testinony on the
reasonabl eness of M. Menard s conpensation that relied upon data
frompublicly traded conpanies that the parties agreed are
conpar abl e, we nust consi der such evidence in deciding whether

t he presunption of reasonabl eness that respondent has conceded
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arose from Menards’s rate of return on its sharehol ders’
i nvestnment for TYE 1998 has been rebutted. Accordingly, we shall
review the parties’ experts’ conparisons of M. Menard' s
conpensation to conpensation paid to CEGs by conparable publicly
traded conpani es and consider themin deciding whether M.
Menard’'s salary for 1998 was reasonable within the neaning of
section 162.

2. Expert Reports

At trial, petitioner and respondent presented expert
testinony conparing M. Menard s conpensation with the
conpensation paid to CEGCs in conparable conpanies. 1In review ng
t he concl usi ons of each expert, we nay accept or reject the
testinony according to our own judgnent, and we may be sel ective
in deciding what parts of the experts’ opinions, if any, we

accept. See Parker v. Conm ssioner, 86 T.C. 547, 561-562 (1986).

a. Petitioners’ Expert

Petitioners’ expert on valuing CEO conpensation was Craig
Row ey, vice president of national retail practice of Hay G oup,
Inc., an international managenent consulting firmknown for
conpensati on anal ysis and desi gn.

(1) Conparabl e Conpanies

For purposes of conparing M. Menard s conpensation with
that of simlarly situated executives, M. Row ey selected a

conparison group of publicly traded conpanies that sold hard
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goods products, experienced sustained sales growh and
profitability between 1988 and 1998, and attained $1 billion in
annual revenue by 1998. The follow ng 12 conpani es net these
criteria: Barnes & Noble, Best Buy, Borders, Crcuit GCty, CVS,
Home Depot, Kohl’'s, Lowe’s, Staples, Target, Wal-Mart, and
Wl gr een.

(1i1) Proxy Statenents

Usi ng the conparison group conpani es’ proxy statenents filed
with the Securities and Exchange Comm ssion (SEC) for 1988
t hrough 1998, M. Row ey obtai ned conpensation data with respect
to sal aries, bonuses, and long-termincentives (LTI).* To
better reflect conpensation for services rendered, M. Row ey
exam ned the conparabl e conpani es’ proxy statenents for TYE 1999
in his analysis of conmpensation for TYE 1998.3% According to M.
Row ey, conpani es do not make vari abl e conpensati on deci si ons
before the end of the fiscal year, and stock options shown on the
proxy statenments as granted in TYE 1999 actually conpensated

executives for services performed in TYE 1998.

Al but two of the conpanies in M. Rowl ey’s conparison
group conpensated their CEGCs with long-termincentives in the
formof stock options and/or restricted stock awards.

3®For conparison conpanies with fiscal years ending in
Decenber 1998, however, because Menards’s fiscal year ended in
January 1998, M. Row ey used the conparison conpanies’ TYE 1998
proxy statenents.
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(ri1) LTI Valuation Methodol ogy

In his analysis of the conparison group’ s proxy statenents,
M. Rowl ey used a fornula for valuing LTI conpensation that he
referred to as the “Gowh Mdel”. According to M. Row ey, the
G owm h Model projects the actual, as opposed to the theoretical,
val ue of LTI conpensation that a CEOw || receive

Pursuant to the Gowh Mdel, first, M. Row ey assuned t hat
the stock prices would appreciate fromthe original grant price
at a 10-percent annual rate. M. Row ey derived the 10-percent
growh rate froman SEC proxy statenent instruction, which
requires that conpanies report the potential realizable val ue of
stock option grants® at both 5-percent and 10-percent
appreciation rates. See 17 C.F.R sec. 229.402(c)(2)(vi)(A
(2004). Because the conparison group contai ned only high-
perform ng conpani es and the stock market had a 15-percent growh
rate during the period, M. Row ey expl ained, he opted for the
10-percent growh rate. Secondly, M. Row ey assuned that the
reci pient would hold the stock “for the typical 10 year terni3®
and cal cul ated the LTI conpensation value. Lastly, M. Row ey

di scounted the LTI conpensation value to its present val ue using

3On their proxy statenents, conpanies nay substitute the
potential realizable value of the stock option grants with the
present val ue of the grants under any option-pricing nodel. See
17 CF. R sec. 229.402(c)(2)(vi)(B) (2004).

38According to M. Row ey, npbst long-termincentive stock
option grants are for a period of 10 years.
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the applicable Treasury rate. M. Row ey did not discount for
future dividend paynents or the possibility that the options may
not be exercised. ®°

(iv) M. Row ey’'s Conclusion

In M. Row ey’s opinion, after conducting a financi al
anal ysis of Menards and the conpari son group conpanies, “a CEO of
M. Menard s talents and results would be paid at the 90th
percentile or higher.” According to the financial analysis,
Menards performed in the 90th percentile with respect to its
return on equity, return on assets, and return on capital and
bel ow the 10th percentile wth respect to average debt. M.
Rowl ey concl uded that Menards would want to reward M. Menard for
t he conpany’s increased narket share in hone inprovenent sal es®
and hi gh sustained earnings by conpensating M. Menard at or
above the 90th percentile.

Conbi ni ng each CEO s sal ary, bonus, and LTI to arrive at
“total direct conpensation”, M. Row ey conputed 25th, 50th,
75th, and 90th percentile categories of $7,839,787, $11, 496, 214,

$15, 974,951, and $19, 272,533, respectively. According to these

3l n support of his decision against discounting for
dividends or forfeiture, M. Row ey testified that CEGCs “don’t
t hi nk about” dividends and stay in their positions “for a |ong
tinme” and hold onto their options.

‘M. Rowl ey based his conclusion that Menards increased its
mar ket share on Menards’ s substantial increase in sales and
mul ti pl e new store openi ngs over the years.
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nunbers, M. Menard s conpensation exceeded the 90th percentile
of total direct CEO conpensation for TYE 1998. 4

b. Respondent’s Expert

Respondent’ s expert on val ui ng CEO conpensati on was Dr.
Scott D. Hakala, principal, CBIZ Valuation Goup, Inc. Dr.
Hakal a has testified previously before this Court as a reasonable

conpensation expert. See, e.g., Brewer Quality Hones, Inc. v.

Conmi ssioner, T.C. Menp. 2003-200.

(1) Conparabl e Conpanies

For his analysis, Dr. Hakal a sel ected a conparison group and
divided it into two sets. The first set conprised the other two
maj or home inprovenent retail chains, Hone Depot and Lowe’s,
whi ch Dr. Hakal a described as “directly conparable” to Menards.
The second set contai ned seven major retail chains with *“sonewhat
simlar operating characteristics” as Menards: Dollar General,
Kohl s, May Departnent Stores, Ofice Depot, Staples, Target, and
TIX

(1i1) Proxy Statenents

I nstead of using TYE 1999 proxy statenents for analyzing TYE

1998 conpensation, Dr. Hakal a extracted data from TYE 1998 proxy

““M. Rowl ey al so conpared M. Menard’'s conpensation to 17
leading U.S. retailers using the Hay Retail Industry Seni or
Executive Renuneration Survey. Because petitioners failed to
establish that these surveyed conpani es are conparable to
Menards, we do not consider this portion of M. Rowey’s
anal ysi s.
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statenents. Dr. Hakal a believed that the TYE 1998 proxy
statenents reflected conpensation for services perfornmed in TYE
1998.

(ri1) LTI Valuation Methodol ogy

In contrast wwth M. Row ey’ s approach to val uing LTI
conpensation, Dr. Hakal a used the Bl ack-Schol es option-pricing
nodel (Bl ack-Scholes)* to determne the theoretical value of the
stock options. Both M. Rowl ey and Dr. Hakal a agree that Bl ack-
Scholes is a nethod for val uing stock options generally accepted
by val uation experts. To arrive at the values of the stock
options, Dr. Hakala considered the follow ng five Bl ack-Schol es
variables: (1) Underlying stock price, (2) exercise price, (3)
volatility, (4) risk-free interest rate, and (5) tinme to
expiration of the option.

After conmputing the Bl ack-Schol es val ues of the stock
options, Dr. Hakala took a 50-percent discount to arrive at a
“mar ket value”. According to Dr. Hakala, as a result of certain
Bl ack- Schol es assunptions, for exanple, the assunption that
investors are risk-neutral, Black-Scholes artificially inflates
stock option values. In reality, Dr. Hakal a expl ained, CEGCs are
ri sk averse and exercise their options early or, due to death

disability, retirement, resignation, or termnation, forfeit

42See Bl ack & Scholes, “The Pricing of Options and Corporate
Liabilities”, 81 J. Pol. Econ. 637 (1973).
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their options. Dr. Hakala also intended that the 50-percent
di scount account for the restriction on transferability of
enpl oyee stock options.

Next, Dr. Hakal a cal culated a 3-year noving average of the
stock options’ discounted Bl ack-Schol es values, in order to
“snmooth out the volatility between varying magni tudes of options
awarded in different years”.* Dr. Hakal a based his decision to
use the noving average on the Financial Accounting Standards
Board’ s Statenent of Financial Accounting Standards (SFAS) No.
123. According to Dr. Hakala, SFAS No. 123 requires proration of
stock option values over the vesting period and, as a result,
reflects stock option values over a continued period of
per f or mance.

(itv) Dr. Hakala' s Conclusion

In Dr. Hakala’ s opinion, M. Menard s conpensati on was
“dramatically higher” than conpensation paid to the CEGCs of the
conpari son group conpanies. Although Menards perforned
conparatively well with respect to growh and profit margins, in
TYE 1998, M. Menard s conpensation was, in Dr. Hakal a' s opinion
approxi mately seven tines higher than the average of Hone Depot’s

and Lowe’ s CEGs’ conpensation and significantly higher than the

“3For exanpl e, when conputing the value of stock options
granted in TYE 1998, Dr. Hakal a averaged the di scounted Bl ack-
Schol es values for the stock options granted in TYE 1996, TYE
1997, and TYE 1998.
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conpensation paid to Target’s CEQ.  Accordingly, Dr. Hakal a
concluded that M. Menard’s conpensati on was not reasonable.*

3. The Parties’ Criticisnse of the Expert Reports

a. Conparabl e Conpani es

Petitioners object to the inclusion in Dr. Hakala's
conparison group of Dollar General, My Departnent Stores, Ofice
Depot, and TJX. Petitioners assert that those four conpanies did
not sell hard goods products, experience sustained sales growh
and profitability from 1988 through 1998, or attain $1 billion in
revenue by 1998.

In criticismof petitioners’ conparison group conpanies, at
trial, respondent established that, when M. Row ey sel ected
conpar abl e conpani es based on sustai ned sales growh and
profitability between 1988 and 1998, he did not make certain that
the sane CEO ran the conparison group conpanies for the entire
period. M. Rowey testified that he was certain only that Hone
Depot and Staples had the same CEO for the period but enphasized
that CEO continuity was not necessary for purposes of

“under st andi ng the market”.

4“Dr. Hakal a al so conpared M. Menard’'s conpensation to the
Wat son Watt Executive Conpensation Survey, a market survey which
conpi |l es conpensation data for various industries. Respondent
has not established that the surveyed conpanies are conparable to
Menards. Accordingly, we reject this portion of Dr. Hakala's
anal ysi s.
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b. Proxy Statenents

Wth respect to the proxy statenents for the conparison
group conpanies, the parties are unable to agree on the
appropriate fiscal year for analyzing CEO conpensation for TYE
1998. Petitioners assert that the TYE 1999 conpensation data
appl i es, whereas respondent insists on using the TYE 1998
conpensation information

In support of their position, petitioners rely solely on the
credibility of M. Rowey. Fromhis representation of retailers
t hroughout the United States, M. Row ey found that nost
retailers conpensate their CEGCs for services rendered during a
particul ar fiscal year by awarding LTI shortly after the
begi nni ng of the next fiscal year. For this reason, M. Row ey
assuned that conpensation reported on the TYE 1999 proxy
statenments was awarded for TYE 1998 services and used the TYE
1999 proxy statenment conpensation data in his analysis of TYE
1998.

Simlarly, respondent relies on the credibility of Dr.
Hakal a, who asserted that M. Row ey should have used the TYE
1998 proxy statenents. Respondent disagrees with M. Row ey’s
interpretation of the proxy statenents and enphasi zes that M.
Menard’s bonus for his performance during TYE 1998 was awarded to

M. Menard in, and intended as conpensation for, that year.
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c. LTI Conpensation Val uati on Mt hodol ogy

Al l eging that Dr. Hakal a’s val uation net hod, conbi ni ng
Bl ack- Schol es, a 50-percent discount for risk aversion, and a 3-
year noving average, was “fatally flawed” and “grossly
underval ued” the LTI conpensation, petitioners urge us to adopt
M. Row ey’ s val uation nethodol ogy. First, petitioners assert
t hat Bl ack- Schol es is incapable of predicting actual gains with
respect to LTI conpensation and that it understates the val ue of
stock options by placing a high premumon volatility and
di scounting the value of successful conpanies wth sustained
growh. Calling Dr. Hakala's use of a 50-percent discount for
risk aversion “arbitrary”, petitioners claimthat this approach
fails to differentiate between | ong-term CEGCs and ot her
executives. Lastly, petitioners object to Dr. Hakala's use of a
3-year noving average, arguing that it produced a significantly
| ower value for the LTI conpensation by conbining “substantially
| ess successful” years with TYE 1998.

In contrast, respondent asserts that we should adopt Dr.
Hakal a’ s val uati on net hodol ogy and entirely disregard M.
Rowl ey’ s use of the Gomh Mdel. At trial, Dr. Hakala testified
that the Gowh Mdel is not a generally accepted nethod for
val ui ng stock options and questi oned whet her any val uati on expert

woul d accept M. Row ey’ s nethodol ogy.
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Respondent offers several specific criticisns of M.
Rowl ey’ s val uation nmethod. First, respondent criticizes M.
Rowl ey’s failure to consider restrictions on the tine before
exercise of the options, arguing that this omssion artificially
inflated the stock options’ values. Secondly, respondent
chal | enges as unsubstantiated M. Row ey’s assunption that the
underlying stock woul d appreciate at an annual rate of 10 percent
over a 10-year period and that the CECs would hold the options
for a full 10 years. Respondent also argues that M. Row ey
i nappropriately obtained the 10-percent appreciation rate from
SEC proxy statenent filing instructions that are unrelated to the
val uation of stock options. Finally, respondent criticizes M.
Row ey’ s net hodol ogy for refusing to take the possibility of
di vidends into account even though the paynent of dividends
decreases a corporation’s value and results in a correspondi ng
decrease in stock option val ue.

4. Analysis

a. Conparabl e Conpani es

Al though M. Rowl ey and Dr. Hakal a used several different
conpanies in their respective conparison groups, the two experts
agreed that five conpanies were conparable to Menards: Hone
Depot, Kohl’'s, Lowe’s, Staples, and Target. On brief, respondent
stated that the five conpanies “are probably a sufficient sanple”

for conparing CEO conpensation. On the basis of the experts’
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agreenent with respect to the five conpanies |isted above and the
| ack of evidence establishing that the other conpanies are truly
conparabl e to Menards, we consider only CEO conpensation paid by
Honme Depot, Kohl’'s, Lowe’s, Staples, and Target.

b. Proxy Statenents*

We disagree with petitioners’ contention that the conparison
group conpani es’ TYE 1999 proxy statenents reported conpensation
paid for TYE 1998 services. The SEC Standard Instructions (the
SEC instructions) for filing proxy statements provide that “If
the CEO served in that capacity during any part of a fiscal year
with respect to which information is required, information should
be provided as to all of his or her conpensation for the ful
fiscal year.” 17 C.F.R sec. 229.402(a)(4) (2004) (enphasis
added). Furthernore, the SEC instructions for the proxy
statenent’s summary conpensation table state that the table shal
i ncl ude executive conpensation “earned by the named executive
officer during the fiscal year covered”. 17 C F. R sec.
229.402(b)(2)(iii) (enphasis added). Even assum ng that M.

Rowl ey is correct that conpanies do not make their decisions with
respect to bonuses and LTI conpensation until a few nonths after

t he begi nning of the next fiscal year, the bonuses and LTI

I n the past, we have permitted the use of SEC proxy
statenent data for the conparison of an executive’'s conpensation
to conparabl e conpani es’ executives’ conpensation. See Square D
Co. & Subs. v. Conmissioner, 121 T.C. 168 (2003).
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i ntended as conpensation for TYE 1998 woul d be reported on the
TYE 1998 proxy statenents, pursuant to the SEC instructions.
Accordingly, we accept Dr. Hakal a s conpensation figures taken
fromthe TYE 1998 proxy statenents.

c. LTI Conpensation Val uati on Mt hodol ogy

In defense of M. Row ey’ s val uati on net hodol ogy,
petitioners cite articles in the American Conpensation
Associ ation Journal.* Though the articles |lend support to the
exi stence of M. Rowey’s G owh Mdel, we are not persuaded that
the nodel is generally accepted by valuation experts or that it
provi des a reasonably accurate value for the LTI conpensati on.
Petitioners have failed to establish that M. Rowl ey’ s sel ection
of a 10-year period until exercise of the options and a 10-
percent growh rate was appropriate. W find it particularly
troubl esone that M. Row ey derived the 10-percent growth rate
fromthe SEC instructions for reporting potential realizable
val ue of stock options. At trial, M. Rowey admtted, and Dr.
Hakal a confirnmed, that the SEC requirenent is actually intended
to illustrate amounts that executives can earn on stock options
at a 10-percent growh rate and is not a rule for valuing stock

opti ons.

“See, e.g., Buyniski & Silver, “Determning the
Conpensation Value of Stock Options”, 9 Am Conp. Association J.
66 (Jan. 2000) (contrasting Bl ack-Scholes w th another nodel
simlar to M. Rowey’'s G owh Mdel called the Present Val ue of
Expected Gain).



- 51 -

After review ng both experts’ nethodol ogies, we concl ude
t hat Bl ack-Scholes is a nore credi ble stock option val uation
met hod than the Gowh Mdel. Unlike M. Row ey’'s G owh Mdel,
Bl ack- Schol es accounts for the effects of dividends and
volatility on the stock options’ values. Mreover, generally
accepted accounting principles support the use of Bl ack-Schol es
for valuing stock options. For exanple, paragraph 19 of SFAS No.
123 requires for financial reporting purposes that conpani es use
a fair value nethod of accounting, such as Bl ack-Scholes, to
estimate the conpani es’ stock option expenses.* Furthernore, we
di sagree with petitioners’ contention that Bl ack-Schol es
understates the options’ values. Considering that Bl ack-Schol es
does not account for transfer restrictions, vesting periods, or
the risk of forfeiture, Black-Scholes nore |likely overstates the
options’ val ues.

In support of Dr. Hakala s decision to alter the Bl ack-
Schol es val ue by taking a 50-percent discount for risk aversion,
respondent cites articles in accounting journals that describe
t he val uation approach of SFAS No. 123 and di scuss the preval ence

and inplications of forfeiture and early exercise of enployee

“’Par agraph 19 of SFAS No. 123 actually recommends a
slightly nodified version of Black-Scholes in that the SFAS No.
123 nodel replaces the actual -tinme-to-expiration variable with
the expected life of the option. |In paragraph 169, SFAS No. 123
explains that this substitution reflects the restrictions on
transferability of enployee stock options.
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stock options.*® In addition, at trial, Dr. Hakala testified
that, due to risk aversion, vesting periods, and early
term nations, nbst executives do not wait 10 years to exercise
their options and, as a result, on average, realize only one-half
of the Bl ack-Scholes value. Dr. Hakala based this opinion on
academ c¢ studies and his own personal research on insider trading
and executive options. |In rebuttal, M. Rowey testified that,
in his experience, CEGs of retail conpanies do not exercise their
options early or allowthemto | apse.

Al though we find it difficult to believe, as M. Row ey
suggests, that CEGCs of retail conpanies never forfeit their stock
options, we cannot agree with respondent that a 50-percent
di scount of the Bl ack-Scholes value is appropriate. Oher than
Dr. Hakal a’ s personal observations, respondent has not introduced
any evidence establishing that valuation experts would apply a
di scount as large as 50 percent to account for risk aversion.

The articles cited by respondent do not reconmend a 50-percent

di scount, and, in Dr. Hakala's report, he did not substantiate
hi s choice of a 50-percent discount over other possible

di scounts. Mreover, Dr. Hakala did not consider the conparison
group conpani es’ own exercise and forfeiture patterns. Even if,

as Dr. Hakala testified, enployee stock options generally realize

“8See, e.g., Botosan & Plum ee, “Stock Option Expense: The
Sword of Danocl es Reveal ed”, 15 Acct. Horizons 311 (Dec. 2001).
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only one-half of their Black-Schol es value, here, we are not

dealing with conpanies in general. W are exam ning a group of

conpani es that are conparable to Menards, and Dr. Hakal a shoul d
have focused his valuation on those conpanies. After rejecting

t he 50-percent discount for the foregoing reasons, the record

| eaves us with no alternative but to nove on to our review of the
3-year noving average.

Though intended to justify the 3-year noving average, Dr.
Hakal a’s report and trial testinony establish only that the
options’ val ues should be prorated over the options’ vesting
periods. At trial, Dr. Hakal a expl ai ned that he based the 3-year
novi ng average on the recommendation in SFAS No. 123 to prorate
over the vesting period, and, in his report, he stated that the
3-year noving average was “in line with the vesting schedul es
underlying the options.” lgnoring the obvious chronol ogi cal
inconsistency in the latter justification, a 3-year noving
average of options awarded in TYE 1996, TYE 1997, and TYE 1998 is
still quite different fromprorating the stock options’ val ues
over the vesting period. As noted by petitioners, a 3-year
nmovi ng average conbi nes potentially | ess successful previous
years with the TYE 1998 options’ values. Furthernore, the 3-year
nmovi ng average does not treat the options as only partially

vested in the first year. |In the absence of evidence to
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substantiate the 3-year noving average, we nust reject this
portion of Dr. Hakala' s val uation nethodol ogy.

5. Concl usi on

After evaluating both experts’ valuation nethodol ogies in
light of the record, we now conpare M. Menard' s TYE 1998
conpensation to the Bl ack-Schol es val ues of conpensation paid in
TYE 1998 to CEGCs of Honme Depot, Kohl’'s, Lowe’s, Staples, and
Target. Wth one exception,* we use Dr. Hakal a’s Bl ack- Schol es
stock option val ues conmputed before discounts.

The conparison group conpani es conpensated their CEGCs for

services performed in TYE 1998 in the foll ow ng anounts:

Conpany Conpensati on
Home Depot 1$2, 841, 307
Kohl ’ s 5,110,578
Lowe’ s 6, 054, 977
St apl es 6, 868, 747
Tar get 10, 479, 528

'Hone Depot did not conpensate its CEO with stock options or
restricted stock awards.

“Pursuant to rule 201 of the Federal Rules of Evidence, we
take judicial notice of the TYE 1998 proxy statenents filed with
the Securities and Exchange Conm ssion to the extent that they
represent reported conpensation for TYE 1998.

Target’ s proxy statenent for its TYE 1998 reported that the
options awarded to the CEO for that year included all options
that would be granted to the CEO over a 3-year period.
Accordingly, for the Bl ack-Schol es value of Target’'s CEO s stock
options in TYE 1998, we use only one-third of the value that Dr.
Hakal a conput ed.
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M. Menard’' s conpensation of $20,642,485 is nearly two tines
hi gher than Target’s CEO s conpensation, nore than three tines
hi gher than Staples’s and Lowe’s CEGs’ conpensation, nore than
four times higher than Kohl’s CEO s conpensation, and nore than
seven tines higher than Hone Depot’s CEO s conpensation. After
conparing M. Menard s conpensation to the conpari son group
conpani es’ CEQCs’ conpensation, we conclude that (1) M. Mnard s
conpensati on substantially exceeded the conpensation paid by
conparabl e publicly traded conpanies to their CEGs, and (2) such
evi dence was sufficient to rebut the presunption of
reasonabl eness created by Menards’s rate of return on investnent.
Consequently, we exam ne the total record to decide what portion
of M. Menard' s conpensation was reasonabl e.

In his report, M. Row ey asserted that Menards’s
performance in TYE 1998 denonstrated that M. Menard’ s
conpensati on should be at or above the 90th percentile of the
conparison group conpani es’ conpensation. W disagree. Nothing
in the record suggests that, for a conpany of Menards’'s size and
grow h, conpensating M. Menard at or above the 90th percentile
is reasonable. Even so, certain neasures of Menards’'s
performance relied upon by Dr. Hakala and M. Row ey in their
reports, and reproduced in the appendix to this Opinion, indicate
that M. Menard s conpensation should be nuch higher than the

$1, 380,876 that respondent allowed. W now nust conpare
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Menards’ s performance to the conparison group conpani es
performances to determ ne how t he market pl ace val ued services
conparable to those provided to Menards by M. Menard during TYE
1998 and to deci de what portion of M. Menard’ s conpensati on was

reasonable within the marketplace. See Exacto Spring Corp. V.

Conmm ssioner, 196 F.3d at 838; sec. 1.162-7(b)(3), Inconme Tax

Regs.

Al t hough conparisons to Kohl’'s, Staples, and Target are
hel pful to an extent, we can nore accurately gauge a reasonabl e
anount of conpensation for M. Menard by focusi ng on how Menards
conpared to its direct conpetitors in home inprovenent retailing,
Home Depot and Lowe’s, during TYE 1998. In his report, Dr.
Hakal a descri bed Honme Depot and Lowe’s as “directly conparable”
to Menards. Simlarly, while contrasting Menards’s performance
during TYE 1998 with Hone Depot’s and Lowe’ s performances,
petitioners characterized the two conpanies as Menards' s “cl osest
conpetitors”. In TYE 1998, Hone Depot, Lowe’s, and Menards had

gross revenue, revenue growth, and net incone as foll ows:



Conpany G 0oss Revenue Revenue G owth Net | ncone
Home Depot 1$24. 156 23. 7% $1. 160
Lowe’ s 10. 137 17.9 0. 357
Menar ds 3.420 12. 7 20. 204

oII?r annunts are in billions and have been rounded to
t he nearest m

crepanc XISt d bet ween Rowl ey’ s and Dr.
Hakal a S nu(‘m)ers or Q%e X/a o? Menards’ s net ?nc for TYE

1998. See Appendi x. After conparlng the expert reports to
Menards’ s TYE 1998 financial statenent, we accept the net incone
val ue as contained in M. Rowl ey’'s report.

Across all three neasures, Menards performed in third place. In
contrast, however, Menards had the highest return on equity and

return on assets of its direct conpetitors:®°

Return on Return on
Conpany Equity Asset s
Menar ds 18. 8% 14. 2%
Home Depot 16.1 10. 3
Lowe’ s 13. 7 6.8

M. Rowl ey cal cul ated the conpanies’ returns on “begi nni ng
sharehol ders’ equity”, “average sharehol ders’ equity”, and
“average assets”, but did not explain how he arrived at those
nunbers or why he used such variations on return on equity.
Additionally, petitioners’ expert on investor returns, John
G | bertson of Gol dman, Sachs & Co., calculated returns on
“begi nni ng sharehol ders’ equity”, “average sharehol ders’ equity”,
“begi nni ng assets”, and “average assets”. Although M.

G | bertson expl ai ned how he arrived at those nunbers, other than
stating his rationale for enphasizing the return on average
sharehol ders’ equity over the return on begi nning sharehol ders’
equity, M. Glbertson did not explain why he used these
variations on return on equity and return on assets. In the
absence of credible evidence to explain the cal cul ati ons made by
petitioners’ experts, we shall rely on Dr. Hakal a’s val ues
conputed for the conpanies’ return on equity and return on

asset s.
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Utimtely, when conpared to Honme Depot and Lowe’s, during
TYE 1998, Menards was a small conpany that experienced | ess
substantial revenue growth but generated a conparatively high
return on equity. Considering the enphasis of the Court of
Appeal s for the Seventh Circuit on investors’ returns in Exacto

Spring Corp. v. Conm ssioner, supra at 838-839, in arriving at a

reasonabl e anmount of conpensation, we attribute the nost

i nportance to Menards's conparatively high return on equity. W
concl ude, therefore, that as the hone inprovenent retailer with

t he highest return on equity, Menards’s CEO s conpensation shoul d
be the highest value within the range of its direct conpetitors
CEGs’ conpensati on.

Al t hough Honme Depot generated a higher return on equity than
Lowe’s did during TYE 1998, the anount of conpensation that the
CEO of Lowe’s received was approximately 2.13 tinmes higher than
t he amount of conpensation that Honme Depot’s CEO received. Due
to this lack of correlation between the rates of return on equity
and the CEO conpensation of Menards’'s direct conpetitors, we
cal cul ate a reasonabl e anount of conpensation for M. Mmnard in
the foll om ng manner:

16.1 (HD ROR) = 18.8 (M ROR)
$2, 841, 307 (HD Conp) $ (M Conp)

M Conp = $3,317,799 x 2.13 = $7,066, 912
Consequently, Menards is entitled to deduct $7,066, 912 as

conpensation paid to M. Menard during TYE 1998.
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C. Conpensation for Services Actually Rendered

Al t hough we have concl uded that only a portion of M.
Menard’ s conpensati on was reasonable in anmount, as an alternative
basis for our decision, we now consider whether M. Menard' s
conpensati on was paynent for services actually rendered. In
cases involving a closely held corporation, conpensation paid to
a sharehol der-enpl oyee is not the product of armis-length

bar gai ni ng and deserves special scrutiny. Charles Schneider &

Co. v. Conm ssioner, 500 F.2d 148, 152 (8th Cr. 1974), affgqg.

T.C. Meno. 1973-130; see al so Exacto Spring Corp. V.

Commi ssioner, supra at 838. This is particularly so in this case

because the board of directors consisted of M. Menard, M.
Menard’s brother, L. Menard; and M. Rasnmussen, who depended on
M. Menard for his own annual bonus. Respondent contends that
$19, 261, 609 of M. Menard’'s conpensation was a di sgui sed

di vi dend.

In Exacto Spring Corp. v. Commi ssioner, 196 F.3d at 835, the

Court of Appeals for the Seventh Circuit stated that the “primary
pur pose of section 162(a)(1)” is to prevent corporations from

di sgui sing dividends as salary. The Court of Appeals for the
Seventh Circuit explained that, in addition to satisfying the

i ndependent investor test, for conpensation to qualify as a
deducti bl e busi ness expense, the conpensati on nmust be “a bona

fide expense”. 1d. at 839. The Court of Appeals for the Seventh
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Circuit described as “material” to this inquiry any evidence
showi ng that “the conmpany did not in fact intend to pay * * *
[the CEQQ that amount as salary, that * * * [the CEO s] salary
really did include a conceal ed dividend though it need not have.”
Id.

A taxpayer’s intent with respect to the paynent of
conpensation is a question of fact that we decide on the basis of

the facts and circunstances of the case. Paul a Constr. Co. V.

Commi ssioner, 58 T.C 1055, 1059 (1972), affd. w thout published

opinion 474 F.2d 1345 (5th Cr. 1973). Conpensatory intent is

subjective and difficult to prove. O S.C & Associates, Inc. v.

Comm ssi oner, 187 F.3d 1116, 1120 (9th Gr. 1999), affg. T.C

Meno. 1997-300; Elliotts, Inc. v. Commi ssioner, 716 F.2d 1241,

1243 (9th Gr. 1983), revg. and remanding T.C Meno. 1980-282.

| f the Comm ssioner introduces evidence suggesting that the
conpensation was a disgui sed dividend, even if the paynent was
reasonable in amount, we inquire into whether the taxpayer had a

conpensatory purpose for the paynent. O S.C. & Associates, lnc.

V. Conm ssioner, supra at 1121; Elliotts, Inc. v. Comm SSioner,

supra at 1243-1244. The taxpayer’s failure to pay dividends
since its formation, alone, is not sufficient evidence of a

di sgui sed dividend. Elliotts, Inc. v. Comm ssioner, supra at

1244. However, the presence of the following six factors

i ndi cates that conpensation was not intended for personal
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services rendered: (1) Bonuses paid in exact proportion to
of ficers’ sharehol dings; (2) paynents made in |unp suns rather
than as the services were rendered; (3) a conplete absence of
formal dividend distributions by an expandi ng corporation; (4) a
conpl etely unstructured bonus system |lacking relation to
services perforned; (5) consistently negligible taxable corporate
i ncone; and (6) bonus paynents nade only to the officer-

sharehol ders. See O S.C. & Associates, Inc. v. Conmmi ssioner

supra at 1121; Nor-Cal Adjusters v. Comm ssioner, 503 F.2d at

362; Wagner Constr., Inc. v. Conmi ssioner, T.C. Menp. 2001-160.

Al t hough not all six factors fromthe list, supra, are
present with respect to M. Menard s conpensation, % ot her
factors denonstrate that a portion of M. Menard s conpensation
was a disguised dividend. One relevant factor is that Menards
has never paid a dividend, despite its trenmendous growth over the

years.® |In addition, Menards paid the 5-percent bonus in one

SIDuring TYE 1998, M. Menard was the only officer-
shar ehol der who received a bonus. Chris Menard was a class B
shar ehol der, but the record does not indicate whether he received
a bonus during TYE 1998.

Addi tionally, during TYE 1998, although other executives
recei ved bonuses, M. Menard s bonus was firmy set at 5 percent
of Menards’s net incone before taxes, and the record contains no
evi dence that Menards had consistently negligible taxable incone.

52\ recogni ze that, in Exacto Spring Corp. v. Conm ssioner,
196 F.3d 833, 837 (7th Gr. 1999), revg. Heitz v. Conm ssioner,
T.C. Meno. 1998-220, in rejecting the multifactor test, the Court
of Appeals for the Seventh Crcuit observed that “the | ow | eve
(continued. . .)
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lunmp sumrather than as M. Menard perfornmed services. Perhaps
nmore problematic, this |unp-sum paynment was “practically no

different froma dividend”: a profit-based, yearend bonus paid

to the majority sharehol der-officer.% See RAPCO Inc. V.

Conmm ssioner, 85 F.3d 950, 954 n.2 (2d Gr. 1996), affg. T.C

Meno. 1995-128.

W also find significant M. Menard' s agreenent to reinburse
Menards for any portion of the 5-percent bonus disallowed as a
deduction. Such rei nbursenent clauses suggest that the taxpayer
had preexisting know edge that the conpensation may not satisfy
section 162(a)(1) and lead to the inference that the conpensation
was intended, in part, as a disguised dividend. See Charles

Schneider & Co. v. Conmi ssioner, 500 F.2d at 155; Saia El ec.,

Inc. v. Commi ssioner, T.C. Menp. 1974-290, affd. w thout

publ i shed opinion 536 F.2d 388 (5th Gr. 1976).
Petitioners assert that Menards intended M. Menard s sal ary

and the 5-percent bonus as conpensation purely for his services.

52(...continued)
of dividends paid by * * * [the taxpayer]” did not constitute
evi dence that the CEO s conpensati on was unreasonabl e for
pur poses of the first prong of sec. 162(a)(1l). However, the
Court of Appeals for the Seventh Circuit did not also reject this
factor for purposes of determ ning whether the conpensation was
i ntended for personal services actually rendered. See Exacto
Spring Corp. v. Conm ssioner, supra at 839; see al so sec.
162(a)(1).

W& note that M. Menard was al so one of the three
directors who approved the 5-percent bonus.
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According to petitioners, Menards’s growth and performance were
due to “the foresight, hard work, experience, skill, decision
making ability, and energy of M. Menard.” Wth the 5-percent
bonus, petitioners argue, Menards intended to establish a

consi stent nmethod for determining M. Menard' s variable
conpensati on based on his efforts and the conpany’s resulting
success.

Even though M. Menard s hard work contributed greatly to
Menards’ s success and, as a result of that success, the 5-percent
bonus generally increased each year, we disagree with petitioners
that this arrangenent evinces an intent to conpensate. Although
i ncentive conpensati on may encourage nonsharehol der enpl oyees to
put forth their best efforts, a majority sharehol der invested in
the conpany to the extent of M. Menard does not need the

incentive. See Charles Schneider & Co. v. Commi ssioner, supra at

153. Wien | arge sharehol ders base their conpensation on a
per cent age of the conpany’s inconme, the arrangenent may suggest
an attenpt to distribute profits w thout declaring a dividend.

See Hanpton Corp. v. Comm ssioner, T.C. Mno. 1964-150, affd. 16

AFTR 2d 65-5265, 65-2 USTC par. 9611 (9th Gir. 1965).

Contrary to petitioners’ argunent, the board' s decision,
made during the preceding fiscal year, to designate the 5-percent
bonus as M. Menard’ s conpensation for TYE 1998 does not insul ate

petitioners fromthe conclusion that Menards intended to
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distribute profits. Wth a corporation as successful and
profitable as Menards, at the tinme of the board s resol ution,
barring sone unforeseen catastrophe, the board could count on M.
Menard’'s receiving a sizable bonus in TYE 1998 pursuant to the
formula. Moreover, the failure of the board, whose nenbers were
Menard enpl oyees and/or famly nenbers of M. Menard's, to nmake
any effort to ascertain the market val ue of conparabl e corporate
executives or to periodically evaluate the fornula as a gauge of
reasonabl e conpensation, reinforces the inpression that it was
used to enable M. Menard to claiman extravagant bonus unrel ated
to the actual narket value of his services as a corporate CEO

On the basis of the evidence discussed, supra, we concl ude
that M. Menard s conpensation was not intended entirely for
personal services rendered and contained a distribution of
profits. Any anount in excess of $7,066,912 is unreasonabl e and
a di squised dividend. See supra pp. 53-58. Accordingly, we hold
that Menards is entitled to deduct $7,066,912 as an ordinary and
necessary busi ness expense pursuant to section 162(a)(1).

[11. Deductibility of the TM Expenses

Section 162(a) provides a deduction for ordinary and
necessary expenses that a taxpayer pays or incurs during the
taxabl e year in carrying on a trade or business. A taxpayer mnust

mai nt ai n books of account or records sufficient to establish the
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anount of the deductions. See sec. 6001; sec. 1.6001-1(a),
| ncome Tax Regs.

Section 162(a) requires a taxpayer to prove that the
expenses deducted (1) were paid or incurred during the taxable
year, (2) were incurred to carry on the taxpayer’s trade or
busi ness, and (3) were ordinary and necessary expenditures of the

busi ness. See al so Conmi ssioner v. Lincoln Sav. & Loan

Associ ation, 403 U. S. 345, 352 (1971). An expense is ordinary if

it is customary or usual within a particular trade, business, or
industry or relates to a transaction “of comon or frequent

occurrence in the type of business involved.” Deputy v. du Pont,

308 U. S. 488, 495 (1940). An expense is necessary if it is
appropriate and hel pful for the devel opnent of the business. See

Conm ssioner v. Heininger, 320 U S. 467, 471 (1943). Even if an

expense is ordinary and necessary, however, the expense is
deductible only to the extent that it is reasonable in anount.

See United States v. Haskell Engg. & Supply Co., 380 F.2d 786,

788-789 (9th Cir. 1967); G aravella v. Conmm ssioner, T.C Meno.

1998-31. In general, a taxpayer who pays anot her taxpayer’s
busi ness expenses may not treat those paynents as ordinary and
necessary expenses incurred in the payor’s business. See

Col unbi an Rope Co. v. Conmi ssioner, 42 T.C. 800, 815 (1964); see

also Interstate Transit Lines v. Conmnmi ssioner, 319 U.S. 590

(1943); Deputy v. du Pont, supra at 495; S. Am &old & Platinum
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Co. v. Conm ssioner, 8 T.C. 1297 (1947), affd. 168 F.2d 71 (2d

Cr. 1948).

A. Responsi bility for the TM Expenses— The All eged O al
Sponsor shi p Agr eenent

1. The Parties’ Positions

Petitioners contend that, since TM's formation in 1992,
Menards and TM have had an oral agreenent that Menards woul d
sponsor TM's Indy cars. In lieu of a formal sponsorship fee,
petitioners explain, Menards agreed to pay the TM expenses in
exchange for the “full benefits of a founding sponsor.”> In
contrast, respondent contends that there was no oral sponsorship
agr eenent .

2. Terns of the Alleged O al Sponsorship Agreenent

At trial, M. Mnard testified that when TM was fornmed in
1992, Menards nmade an oral agreenent with TM to pay sonme of
TM’'s raci ng expenses in exchange for “all the benefits of the

sponsorship”. As M. Menard understood the term“benefits”, TM

“pPetitioners describe the “full benefits” of a “founding
sponsor” to include the follow ng:

significant, prom nent nane identification on the race
cars, teamuniforms, transporters, race car
transporters, pit walls and all publicity and

pronoti onal materials devel oped by the team and the

| RL[;] hospitality at the races for * * * [ Menards’s]
suppliers, custoners, and guests[;] nam ng rights for
the entries[;] tickets[;] access to view ng suites|;]
parking privileges[;] name and |ikeness grants[;] as
wel | as personal appearances of the TM drivers.
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was required to do “whatever was necessary” for Menards’s
busi ness, such as sending drivers to appear at grand openi ngs of
Menards stores. Menards did not specify a particular anmount of
TM '’ s expenses that Menards would pay, M. Menard testified, but,
i nstead, agreed to cover a certain “group of expenses” in the
“anmpbunt necessary to get the job done.” M. Menard expl ai ned
that he had “a pretty good idea what it was going to cost.”
3. Analysis

As respondent has pointed out, the alleged oral sponsorship
agreenent between Menards and TM is essentially an ora
agreenent that M. Menard made with hinself as president of both
conpani es. Considering the vagueness of M. Menard s description
of the alleged agreenent’s terns, his testinony |acks
credibility. Two Menards executives, L. Menard and M. Norqui st,
and Menards’s outside accountant, M. Stienessen, testified to
havi ng knowl edge of a sponsorshi p agreenent between Menards and
TM. W conclude, however, that the probative value of their
brief and sonewhat self-interested testinony® on the matter is

out wei ghed by the rest of the evidence. %

*The annual conpensation, including annual bonuses, of M.
L. Menard and M. Norquist was fixed by M. Mnard, and M.
Sti enessen, the preparer of Menards's returns, depended upon M.
Menard for ongoi ng business.

W& need not accept at face value a witness’'s testinony
that is self-interested or otherw se questionable. See Archer v.
Conm ssi oner, 227 F.2d 270, 273 (5th Gr. 1955), affg. a
(continued. . .)
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Several factors contradict petitioners’ assertion that
Menards and TM made an oral sponsorship agreenment pursuant to
whi ch Menards woul d pay certain TM expenses in exchange for
sponsorship benefits. First, TM did not report on its tax
return or record in its books and records any sponsorship i ncome
from Menards, with the possible exception of $45,6000 for TYE
1998. Second, TM reported inconme fromits other sponsors on
both its tax return and sponsorship incone reports. Third,
i nstead of creating separate accounts in its books and records
identifying the TM expenses as sponsorship fees or adverti sing
expenses, Menards conmm ngl ed the paynents made on TM '’ s behal f
wi th Menards’s ot her business expenses. Fourth, the only
expl anation provided for Menards’ s accounting nmethod was that
Menards “had historically done that * * * and * * * [ Menards]
continued that practice of what * * * [it] had done in the past.”
Fifth, when Menards deducted the TM expenses on its tax returns,
Menards did not identify the deductions as sponsorship fees or
adverti sing expenses.

4. Concl usion

The record contains no credi ble evidence of an oral

sponsorshi p agreenent between Menards and TM. Moreover, the

56(...continued)
Menmor andum Qpi ni on of this Court dated Feb. 18, 1954; Wiss v.
Comm ssi oner, 221 F.2d 152, 156 (8th Cr. 1955), affg. T.C. Meno.
1954-51; Schroeder v. Conm ssioner, T.C Meno. 1986-467.
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factors di scussed above strongly wei gh against the all eged
agreenent’s existence. On the basis of Menards’s and TM's
behavior with respect to the accounting and reporting of the
paynments and expenses, we conclude that Menards used TM as a
means to continue Menards’s participation in Indy racing, while
shielded fromliability, but did not do so pursuant to an oral
sponsorshi p agreenent.> The expenses that Menards paid were
TM ' s expenses for which TM was obl i gat ed.

B. Deductibility of One Corporation’'s Paynent of Another
Corporation’s Odinary and Necessary Busi ness Expenses®®

Al t hough a corporation generally may not deduct paynents of
anot her corporation’s expenses,® see supra p. 65, and Menards
did not pay TM’'s expenses pursuant to an oral sponsorship
agreenent, Menards still nmay be entitled to a deduction. An
exception exists for cases in which the taxpayer paid the other
corporation’s ordinary and necessary business expenses in order

to “protect or pronote” the taxpayer’s own business. See, e.g.,

S"\W& note that respondent does not allege, nor do we find,
that TM should not be respected as a separate taxable entity.
On the contrary, TM was forned for a business purpose and has
carried on that business since its formation. See Ml ine Props,
Inc. v. Conmm ssioner, 319 U S. 436, 439 (1943).

*8Respondent does not question whether the TM expenses were
ordi nary and necessary busi ness expenses incurred with respect to
TM ' s busi ness.

Even if the corporations were under combn ownership or
control, the payor corporation may deduct, in limted
circunst ances, only expenditures that further its own business.
See Oxford Dev. Corp. v. Conm ssioner, T.C Meno. 1964-182.
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Scr uqgs- Vandervoort-Barney, Inc. v. Comm ssioner, 7 T.C. 779

(1946); Moloney Elec. Co. v. Conm ssioner, 42 B.T.A 78 (1940),

affd. in part and revd. in part on another issue 120 F.2d 617

(8th Gr. 1941); First Natl. Bank v. Conmi ssioner, 35 B.T.A 876

(1937); Metro Land Co. v. Conmi ssioner, T.C Meno. 1981-335;

Hudl ow v. Commi ssioner, T.C Meno. 1971-218. I n Lohrke v.

Commi ssioner, 48 T.C. 679, 688 (1967), we articulated a two-part

test for determ ning whether a taxpayer’s paynents are eligible
for this exception: (1) The taxpayer’s primary notive for paying
the expenses was to protect or pronote the taxpayer’s business,
and (2) the expenditures constituted ordinary and necessary
expenses in the furtherance or pronotion of the taxpayer’s

busi ness. See also Square D. Co. & Subs. v. Conm ssioner, 121

T.C. 168, 198-201 (2003).

1. Menards's Prinary Motive for the TM Paynents

Regarding the first prong of the Lohrke test, the taxpayer
must establish a direct nexus between the paynent’s purpose and

t he taxpayer’s business. See Bone v. Conm ssioner, T.C Meno.

2001-43; JRJ Express, Inc. v. Comm ssioner, T.C. Mnp. 1998-200

(citing Lettie Pate \Witehead Found., Inc. v. United States, 606

F.2d 534, 538 (5th CGr. 1979)). Accordingly, we consider whether

t he taxpayer made the paynments primarily to pronote its
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busi ness. ® JRJ] Express, Inc. provides an exanple of self-

pronotion as the taxpayer’s primary purpose. In JRJ Express,

Inc., the taxpayer was a courier business that delivered letters
and smal| packages fromthe United States to Guatemala. The

t axpayer’s sol e sharehol der’s brothers owned and controlled
several Guatenal an conpanies that nade simlar deliveries from
CGuatemala to the United States and used the sane conpany | ogo as
the taxpayer. Pursuant to an oral agreenent, the taxpayer paid

t he Guat emal an conpani es’ i nbound expenses, in exchange for which
t he Guat emal an conpanies printed and stuffed pronotional
materials advertising the taxpayer’s business in all CGuatenal an
mai | bound for U S. destinations. |d.

We concluded in JR] Express, Inc. that the taxpayer’s

paynments were primarily intended to protect or pronote the
taxpayer’s delivery service. Because of the nature of the
t axpayer’s busi ness, the pronotion and marketing process was the

busi ness’s “centerpiece”.® Through the insertion of

80Anot her consi deration under the first prong of the Lohrke
test, not applicable to the present case, is whether the taxpayer
faced a “‘clear proxi mate danger’” and nmade paynents “‘to protect
an existing business fromharm”. Bone v. Conm ssioner, T.C
Meno. 2001-43; JRJ Express, Inc. v. Comm ssioner, T.C. Mno.
1998- 200 (quoting Young & Rubicam lInc. v. United States, 187 O
C. 635, 410 F.2d 1233, 1243 (1969)).

61 n JR] Express, Inc. v. Conm ssioner, supra, we also noted
that, due to the transient nature of many Guatenmal an workers in
the United States, the taxpayer’s business faced a “cl ear
proxi mate danger” if the taxpayer could not maintain a “fluid

(continued. . .)
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advertisenents in the Guatermal an mail, the taxpayer “derived a
substantial benefit not otherw se available”, which ultimtely
generated nuch of the taxpayer’s revenues that year. The
t axpayer’s paynment of the inbound expenses had a direct nexus
with the taxpayer’s business. |[d.

Petitioners assert that Menards’s primary notive for paying
the TM expenses was to pronote Menards’s business and that a
di rect nexus existed between the purpose of the TM paynents and
Menards’ s business. Al though there was no oral sponsorship
agreenent between Menards and TM, this case is simlar to JR]

Express, Inc. in that the taxpayer received a benefit in return

for paying the other corporation’s expenses. In TYE 1998,
Menards paid the TM expenses and, for no additional fee,
recei ved I ndy race car sponsorship benefits, which, |ike the

benefits in JR) Express, Inc., were advertising and pronotional

benefits.

I ndy racing may not be the only form of advertising
avai l able to Menards for targeting potential custoners, but
participation in notor sports is an innovative and exciting
met hod for generating |ocal, national, and international
publicity for Menards’s business. Menards’s conpetitors’

deci sions to becone involved in notor sports also highlights its

61(...conti nued)
mailing list” through advertising stuffed in the inbound mail.
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appeal as a formof effective advertising. Even though M.
Menard had a personal interest in racing, any personal enjoynent
that he gained from Menards’s involvenent in notor sports was
incidental to the benefits Menards’s business received through
its relationship wwth TM.

Long before TM’s incorporation, Menards used notor sports
as a way to publicize its business and continued that practice
after TM's creation. M. Menard testified that Menards’s intent
behind the TM paynents was to have the sane racing benefits as
it did prior to TM’s incorporation, acquire national and
international publicity through TM’s notoriety, and pronote
Menards’ s products. Wien M. Menard formed TM and naned it
“Team Menard”, he indelibly associated the Menards stores with
the Indy racing team

After carefully considering the evidence, we conclude that
to the extent we hold, infra, that the TM expenses were
reasonabl e in amount, Menards’s primary notive for paying the T™M
expenses was to pronote Menards’'s business. Mnards received
broad advertising exposure fromits involvenent wwth TM. The
races provided opportunities for M. Menard and ot her Menards
executives to network wth vendors and create and mai ntain
goodwi I | with custoners. Moreover, had Menards not been

concerned about potential liability in the event of a racing
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accident, Menards |likely would not have incorporated TM and
woul d have continued to sponsor race cars directly.

2. \Wiether the TM Expenses Were O di nary and
Necessary in the Furtherance of Menards’'s Busi ness

To nmeet the second part of the Lohrke test, the taxpayer
nmust denonstrate that the expenses were ordinary and necessary in
the furtherance or pronotion of the taxpayer’s business. Wth
respect to race car sponsorship expenditures, we have held that,
to the extent the expenditures are reasonable in anount, the
t axpayer may deduct them as ordinary and necessary business

expenses attributable to advertising. See, e.g., Garavella v.

Conmi ssioner, T.C. Meno. 1998-31; GIll v. Conm ssioner, T.C.

Meno. 1994-92, affd. w thout published opinion 76 F.3d 378 (6th

Cr. 1996); Boonershine v. Comm ssioner, T.C Meno. 1987-384;

Brallier v. Comm ssioner, T.C. Menp. 1986-42; Hestnes V.

Comm ssioner, T.C Meno. 1983-727, affd. w thout published

opinion 762 F.2d 1015 (7th G r. 1985); Lang Chevrolet Co. V.

Comm ssioner, T.C Meno. 1967-212. First, however, a taxpayer

must show that the purpose for sponsoring the racing activity was
“to gain a reasonabl e anobunt of publicity” for the taxpayer’s

busi ness. Lang Chevrolet Co. v. Conmm ssioner, supra. One

objective indication of the taxpayer’'s intent behind the racing
expenditures is “the reasonabl eness of the rel ati onship between
t he amount expended for the activity conpared to the anmount of

benefit reasonably calculated to be derived.” 1d. W now
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consi der whet her the anobunt of Menards’ s expenditures was
reasonably related to the amount of the benefit that Menards
deri ved.

Petitioners contend that the TM expenses were “in the range
of what a sponsor/independent-third-party would pay to be a
sponsor of successful cars |ike those owned by TM in exchange
for the benefits received by Menards.” |n support of their
assertion, at trial, petitioners introduced expert testinony
regardi ng the value of a race car sponsorship. Respondent
of fered a sponsorship valuation expert, but the Court did not
recogni ze himas an expert for purposes of this case.

a. Petitioners’ Experts

Petitioners’ first expert was John P. Caponigro, president
of Sports Managenent Network, Inc. (SM\N).% SM represents
chanpi on race car drivers, anpong other sports and entertai nnment
i ndustry personalities, and specializes “in the business side” of
nmotor sports. SMN' s notor sports marketing and consultation
division, called SWN Mtorsports, analyzes, structures, and
negoti ates sponsorship progranms for the IRL. Wen val uing
sponsorshi ps, M. Caponigro considers factors such as the | eague

schedul e, television coverage and ratings, onsite attendance,

52M . Caponi gro has been the president of SWN since the
conpany’s inception in 1989.
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hospitality, merchandising, business-to-business opportunities,
and speci al events.

For purposes of valuing tel evision exposure, in his expert
report, M. Caponigro relied on Indy racing yearend sponsor
reports published by Joyce Julius and Associates, Inc. (Joyce
Julius). According to M. Caponigro, Joyce Julius is the “nobst
prom nent” sponsorship reporting service in racing. Joyce Julius
measures and assigns a val ue to sponsors’ television exposure
during races. The neasurenent process involves watching
vi deot apes of the races and recording the frequency and duration
of verbal or visual references to sponsors’ nanmes or logos. In
order to assign a value, Joyce Julius then nultiplies the anount
of exposure tine by the cost of purchasing an identical anmount of
tel evision comercial tine.®

The Joyce Julius report for the 1997 I RL season ranked
Menards fifth out of 522 associate, series, and event (AS&E)
sponsors, with an estinmated exposure val ue of $8, 457,925. For
the 1998 | RL season, Menards’s estinated exposure val ue was
$3, 518,165, for a sixth-place ranking anong a total of 524 AS&E

sponsors.

83Critics of Joyce Julius reports question whether sponsor
name and | ogo exposure during races necessarily equates with
tel evi sion commerci al exposure and whet her the | ogos often pass
too fleetingly on screen to nake an i npression on viewers.
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In addition to tel evision exposure, in his expert report,

M. Caponigro considered the follow ng factors that he clained
enhance sponsorship values: (1) The “prestige of participating
in the Indy 500";% (2) good team performance on a consi stent
basis; (3) one or nore drivers with “star power”; and (4) the
extent to which a sponsor requires ancillary rights, such as use
of a driver’s nane, image, and |ikeness.

Finally, the business opportunities afforded by sponsorships
may affect the sponsorship’s value. At the races, sponsors
devel op business relationships with other participants and | earn
about their products and services in a “nore personal
environment”. |If a sponsor is in business conpetition with one
or nore other participants, the sponsor nmay spend nore on a
sponsorship in order to match the size and scope of its
conpetitors’ sponsorships.

In his report, M. Caponigro also explained the different
| evel s of sponsorship categories. M. Caponigro described
primary sponsors as “usually the nost prom nent visually or nost
inportant to the program” The second cl ass of sponsors,

“associ at e/ secondary” sponsors, are “smaller in scope yet stil

%4He described the Indy 500 as equal in prom nence to the
Wrld Series or the Super Bow and called it a “Menorial Day
tradition”.
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promnent.” M. Caponigro estimated that IRL primary and
associ at e sponsorship values range from$2 mllion to $20 nmillion
and $100,000 to $5 million, respectively.?®

After review ng the extent of Menards’'s involvenent with
TM, M. Caponigro classified Menards as a “primary/foundation®
sponsor” for both 1997 and 1998. M. Caponigro reached this
conclusion for 1997 even though didden had “sone graphic
desi gnations and positioning as would a prinmary sponsor on sone
teans” and the Joyce Julius reports categorized Aidden as the
primary or “teanif sponsor. According to M. Caponigro,

regardl ess of other sponsor’s |l ogo positioning on the TM race

®ln his expert report, M. Caponigro conbined CART with the
| RL to construct these sponsorship value ranges. As a result, we
suspect that the range of val ues may be exaggerated. CART races
take place all over the world, including races in Europe and
Australia. Additionally, the CART schedul e contains nore races
than the I RL schedule. According to M. Caponigro, the annual
| RL team budgets range from$2 mllion to $25 million or higher,
whereas the CART budgets range from$5 mllion to $50 million or
hi gher. Petitioners’ second expert, Cary J.C. Agajanian, also
i ndi cated that CART teans typically spend nore than I RL teans.
Clearly, CART teans conpete on a grander scale than the IRL
teanms, require nore operating funds, and woul d need nore noney
from sponsors to help offset the teanmi s operating costs. W
di sagree with M. Caponigro’s assertion that CART and the IRL are
simlar enough to warrant “frequent conparisons” between the
teans for purposes of valuing an | RL sponsorship. Accordingly,
we disregard as irrelevant the references in his expert report to
CART.

6€According to M. Caponigro, a foundation sponsor is the
teanmi s core sponsor, which maintains a continuous presence.
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cars, “it was clear in the racing circles that * * * [the primary
sponsor] was Team Menard. "’

Utimately, M. Caponigro concluded that the range of
reasonabl e sponsorship fee values for the sponsorship benefits
Menards received in each of the 1997 and 1998 | RL seasons was
between $5 mllion and $7 mllion. M. Caponigro decided that
this range of val ues was reasonabl e based on the sponsorship
benefits Menards received, the general price structure of
conpar abl e arrangenents in the industry, the exposure val ue
Menards derived, and the business advantages avail able to Menards
t hrough the racing program

Petitioners’ second expert on sponsorship valuation was Cary
J.C. Agaj ani an of Mdtorsports Managenent International. Over the
| ast 70 years or nore, M. Agajanian’s famly has been invol ved
in the ownership of race cars, including Indy cars. M.

Agaj ani an has experience in race pronotion, race officiation,
sponsorship contracts, and contracts between drivers and primary
and secondary sponsors. He has “negotiated hundreds of
sponsorship contracts with major corporations for nanme title
sponsorshi ps, tracksi de signage, television progranm ng, and

racing vehicles.” During 1997 and 1998, M. Agaj ani an was Tony

W& assune that, when he made this remark at trial, M.
Caponi gro neant that Menards, rather than TM, was the primary
sponsor of TM.
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Stewart’s manager and, in 1998, represented M. Stewart in
contract litigation against M. Mnard.

Li ke M. Caponigro, M. Agajanian exam ned the 1997 and 1998
Joyce Julius yearend sponsor reports on television exposure val ue
but cautioned that the Joyce Julius reports are intended for
conpari sons between brands and do not set firm advertising
val ues. Moreover, M. Agajani an expl ained, the Joyce Julius
reports do not account for other forns of exposure, including
newspapers, nagazi nes, radio, internet, and racing fans’ brand
| oyalty. According to M. Agajanian, the “normally accepted
prem se” regarding racing nmedia exposure is that tel evision
constitutes 40 percent to 50 percent of total sponsor nedia
exposur e.

Appl ying the 50-percent prem se to Menards’ s Joyce Julius
tel evi si on exposure values for 1997 and 1998, M. Agaj ani an
estimated that Menards’'s total nedia exposure value fromits
i nvol venent with TM was $16, 914, 000 for 1997 and $7, 036, 000 for
1998. M. Agajanian attributed the difference between Menards’s
exposure values for 1997 and 1998 to Menards’s having nore w ns
and | eading nore |laps in 1997.

In addition to tel evision exposure, M. Agajanian’s report
di scussed anot her factor affecting sponsorship values, the
mar ket -driven nature of sponsorship pricing. He explained that

W nning or leading cars gain “mllions of dollars of exposure”
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fromthe |ive audi ence and worl dw de tel evision and radio
broadcasts of the races and, as a result, charge higher
sponsorship fees. M. Agajanian estinmated that |ndy sponsorship
fees for the conpetitive teans in the 1997 and 1998 | RL seasons
ranged from$3 mllion to $6 mllion per car. For the |ndy
teans, in general, during the 1997 and 1998 | RL seasons, M.
Agaj ani an expl ained, the total fees ranged from$2 mllion to $10
mllion per car.

M. Agaj ani an concl uded that the anmount Menards spent on the
TM expenses was reasonabl e, especially when considering TM’s
“dom nant performance” during 1997 and 1998. Assum ng that
Menards spent between $5 million and $7 million each year for two
cars, M. Agajanian conpared that price of $2.5 million to $3.5
mllion per car to the market price and determ ned that Menards
“nore than received fair value” in exchange for the TM paynents.

b. Value of Sponsorship Benefits Menards Recei ved

Rel ying on M. Caponigro’s and M. Agajanian’s expert
reports, petitioners argue that, in light of the nedia exposure
Menards received through its involvenent with TM and ot her
advertising benefits, the TM expenses were reasonable in anount.
However, respondent criticizes the expert reports, calling M.
Agaj ani an’ s report “vague and unsupported” and questioning M.
Agaj anian’s inpartiality due to his business relationship with

M. Menard. Respondent argues that the experts should have
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conpared Menards’s share of sponsorship benefits to the other
sponsors’ shares, for which records of fees paid were avail abl e,
and shoul d have clarified whether Menards’ s | ogo pl acenent
affected the value of benefits received. Respondent also points
out that the Joyce Julius reports, relied on by both experts,
classified Aidden as the primry sponsor.

After review ng both experts’ reports, we find it necessary
to conduct our own exam nation of the evidence in the record to
properly determ ne the value of the sponsorship benefits Menards

received. See Ml achinski v. Conmni ssioner, 268 F.3d 497, 505

(7th Gr. 2001), affg. T.C. Meno. 1999-182. M. Caponigro’s and
M. Agajanian’s reports are helpful to the extent that the
reports provide a range of reasonabl e sponsorship val ues, explain
the valuation of television exposure, and list the other

vari ables that contribute to a sponsorship’ s value. However,
both reports | ack explanations for inportant assunptions rel ated
to the experts’ conclusions. For exanple, neither report

di scusses the approxi mate val ues of the various sponsorship
benefits Menards received or conpares the benefits to those
received by other TM sponsors. “The persuasiveness of an
expert’ s opinion depends |argely upon the disclosed facts on

which it is based.” Estate of Davis v. Commi ssioner, 110 T.C.

530, 538 (1998).
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For both 1997 and 1998, TM had nore than one najor sponsor.
M. Menard testified that Quaker State was the primary sponsor of
t he Robbi e Buhl car in 1997, which assertion is consistent with
the placenment of the Quaker State logo on the race car. [In 1998,
t he same pl acenent and prom nence was true of the Johns Manville
logo on M. Buhl’s race car and uniform Additionally, during
1997 and 1998, G idden’s |logo was featured nost prom nently on
the Tony Stewart car and, in 1997, on M. Stewart’s uniform

Despite the significant exposure didden, Quaker State, and
Johns Manville received through | ogo placenent and nam ng, we
cannot say that, in conparison, Menards’ s involvenent was small er
in scope or nore akin to an associ ate sponsorship. W find
persuasi ve evi dence of Menards’s involvenent as simlar to a
primary sponsor in the inclusion of “Menards” in both race car
names, strategic placenment of Menards’'s |ogo on the race car and
drivers’ unifornms, and the prom nence of Menards’ s nane on | ndy
pronoti onal materials. Moreover, Menards's use of its
association wwth TM for purposes of Menards’ s business is nore
consistent wwth the privileges of a primary sponsor: The TM
drivers attended store grand openi ngs at which they signed
aut ographs; TM provided an Indy car for display at the grand
openi ngs; Menards’s Race to Savings sale ads featured TM’' s | ndy

cars and |l ogo, as did Menards’ s enpl oyees’ uniforns worn for the
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sal e; and Menards’s guests at the races had access to the garage,

the pits, the track, and the drivers for photos and autographs.
In order to determ ne what portion of the TM expenses was

reasonabl e in amount, we turn to the sponsorship fees TM's ot her

primary sponsors paid. C. GIlI v. Comm ssioner, T.C Meno.

1994-92 (arm s-length standard of reasonabl eness based on the
anount the taxpayer’s corporation paid to sponsor an independent
third-party’'s racing activities). For the 1997 | RL season,
G idden and Quaker State paid $1.8 mllion and approximately $1.5
mllion, respectively, in sponsorship fees. |In addition to
payi ng a sponsorship fee, didden provided TM w th financial
assi stance estimated to be worth at |east $550, 000, which woul d
increase Aidden’s total sponsorship paynent to $2.35 nillion.
I n exchange for their total sponsorship fees, didden and Quaker
State received primary sponsorship designations for the Tony
Stewart car and Robbi e Buhl car, respectively, and | ess prom nent
| ogo placenent on the car for which they were not designated
primary sponsors.

For the 1998 IRL season, didden paid TM a sponsorship fee
and provided additional financial assistance for a total of at

least $2.55 mllion. As in 1997, didden received primary

%\Menards |i kely charged hi gher sponsorship fees for
M. Stewart’s car because, in 1996, M. Stewart was naned the
| ndy 500 Rookie of the Year and the fastest rookie in the history
of the Indy 500.
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sponsorshi p designation with respect to the Tony Stewart car and
| ess prom nent | ogo placenent on the Robbie Buhl car. The
$200, 000 i ncrease fromthe 1997 sponsorship fee nmay have been
partly attributable to Tony Stewart’s winning the IRL
Chanpi onship in 1997. Because the record does not indicate how
much Johns Manville paid to sponsor the Robbie Buhl car in 1998,
but TM as a team shared the prestige of the 1997 IRL
Chanpi onship win, we assune that the Robbie Buhl car sponsorship
fee increased at |east half as nmuch in proportion to the increase
in the Tony Stewart car sponsorship fee. Accordingly, we
attribute a sponsorship fee value of $1,583,333 to Johns
Manville' s primary sponsorship of the Robbie Buhl car.®®

On the basis of the record, we conclude that, to the extent
Menards’ s paynment of the TM expenses equal ed the conbi ned 1997
pri mary sponsorship fees paid by Gidden and Quaker State and the
conbi ned 1998 primary sponsorship fees paid by didden and Johns
Manville, the TM paynents were reasonable in anmount and
deducti bl e pursuant to section 162(a). As a result, for TYE

1998, Menards may deduct as advertising expenses a prorated

9\ cal cul ated the value as follows: $200, 000/1, 800, 000 =
J111111; 011111172 . 055555;: . 055555 x 1,500,000 = $83, 333;
1, 500, 000 + 83, 333 $1, 583, 333]



- 86 -
portion of the 1997 and 1998 primary sponsorship fees equal to
$3,873,611. °

V. The TM Expenses as a Constructive D vidend

The anount of TM expenses that Menards paid during 1998 as
advertising expenses was unreasonable to the extent of
$1,619,918. " Respondent alleges that this difference (the
excess TM expenses) was a constructive dividend to M. Menard.

Section 61(a)(7) includes dividends in a taxpayer’s gross
income. Section 316(a) defines a dividend as any distribution of
property that a corporation nmakes to its sharehol ders out of its
earnings and profits. A constructive dividend may arise “‘\Were
a corporation confers an econom c benefit on a sharehol der
w t hout the expectation of repaynent, * * * even though neither
the corporation nor the sharehol der intended a dividend.”” Hood

v. Comm ssioner, 115 T.C. 172, 179 (2000) (quoting Magnon v.

Comm ssioner, 73 T.C. 980, 993-994 (1980)).

W cal cul ated the anbunt as follows: Step 1: $3,850,000
(1997's fees added together: $2.35M+ $1.5M /12 (nonths) x 11
(rmont hs) (Feb.-Dec. 1997) = $3,529,167; Step 2: $4,133, 333
(1998's fees added together: $2.55M + 1,583,333)/12 (nmonths) x 1
(month) (Jan. 1998) = $344,444; Step 3: $3,529,167 + 344,444 =
$3, 873, 611.

W cal cul ated the anpbunt as follows: $5,703,251 (alleged
constructive dividend anmount) - $4,083, 333 (1998 fees added
t ogether: $2.55M + 1,583, 333) = $1, 619, 918.
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Transfers of property fromone corporation to a rel ated
corporation may constitute a constructive dividend to the
corporations’ common sharehol der whet her or not the sharehol der

directly receives any property. See Sammpbns v. Conm ssioner, 472

F.2d 449, 451 (5th GCr. 1972), affg. in part, revg. in part on

anot her ground and remanding T.C. Meno. 1971-145; GQulf Q1 Corp.

v. Conmm ssioner, 87 T.C 548, 565 (1986); Rapid Elec. Co. v.

Comm ssioner, 61 T.C 232, 239 (1973); Shedd v. Conm ssi oner,

T.C. Meno. 2000-292. The underlying theory is that the property
passes fromthe transferor corporation to the common sharehol der

and then fromthe conmmobn sharehol der to the transferee

corporation as a capital contribution. See Sammons v.

Conmi ssi oner, supra at 453; Davis v. Conm ssioner, T.C. Mno.

1995-283. Utinmately, for constructive dividend treatnent, the
transfer nust satisfy two tests: (1) The objective distribution
test, and (2) the subjective primary purpose test.

A. The bhjective Distribution Test

The objective distribution test exam nes whet her the
transfer caused property to |leave the transferor corporation’s
control, permtting the common sharehol der to exercise direct or
indirect control over the property through sone other

instrunmentality, such as the transferee corporation. Sammobns V.

Conmi ssi oner, supra at 451; @lf Gl Corp. v. Conm ssioner, supra
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at 565; Shedd v. Commi ssioner, supra; Davis v. Commi SSioner,

supra. According to respondent, because M. Menard was the
presi dent and sol e sharehol der of TM, he obtai ned indirect
control over the cash that Menards paid to TM’s vendors. W

agree with respondent. See Shedd v. Conm ssioner, supra.

B. The Subjective Prinmary Purpose Test

The subjective primry purpose test hel ps distinguish
related corporations’ regular business transactions from
transfers intended primarily to benefit the common sharehol der.

Sammons v. Conmmi ssioner, supra at 451; Shedd v. Conmi ssi oner,

supra. Although sonme business justification nay exist for the
property transfer, if the primary or dom nant notivation was to
benefit the common sharehol der, and the sharehol der received a
direct and tangi ble benefit, the distribution is a constructive

dividend. See Rapid Elec. Co. v. Conm ssioner, supra at 239;

Chan v. Commi ssioner, T.C Mno. 1997-154; Davis v. Conm ssioner,

supra; see also Broadview Lunber Co. v. United States, 561 F.2d

698, 704 (7th Gr. 1977) (citing WIlkinson v. Conm ssioner, 29

T.C. 421 (1957)). Mere incidental or derivative benefits to the
commpn shareholder will not result in constructive dividend

treatnment. Shedd v. Commi ssioner, supra. “However, where a

corporation’s distribution serves no |legitinate corporate

purpose, it must be treated as a constructive dividend to the
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benefitted shareholder.” 1d.; see also United States v. Mw, 923

F.2d 67, 68 (7th Cr. 1991).

Respondent contends that Menards's primary reason for paying
the excess TM expenses was to benefit M. Menard through his
comon ownership of Menards and TM. Wthout Menards’ s paynent
of the excess TM expenses, respondent asserts, M. Menard woul d
have had to contribute additional capital to TM in order to pay
TM '’ s vendors. Furthernore, respondent argues, the record
contains no evidence that Menards’s paynent of the excess TM
expenses constituted sone other |egitinmte business transaction,
such as a | oan.

In contrast, petitioners contend that the primry purpose
behi nd Menards’ s paynment of the excess TM expenses was to
benefit Menards. Pointing to TM's reported 1998 taxable incone
of $5, 268, 279, petitioners dispute respondent’s contention that
W t hout Menards’s paynents, M. Menard woul d have had to
contribute additional capital to TM. Petitioners also enphasize
that M. Menard was not personally obligated to pay the excess
TM expenses and did not otherwi se directly benefit fromthe
payment s.

I n applying the subjective test, we first exam ne the
busi ness purpose for Menards’s paynent of the excess TM

expenses. W held, supra, that the excess TM expenses were not
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Menards’ s ordinary and necessary busi ness expenses. The record
contains no other credible explanation for Menards' s paynents.
We conclude, therefore, that Menards’ s paynent of the excess T™M
expenses was intended to benefit M. Menard as the sole
shar ehol der of TM.

In addition, the record indicates that M. Menard directly
and tangi bly benefited from Menards’s paynent of the excess TM
expenses. Al though M. Menard was not personally liable for the
expenses, Menards’s paynents provided TM additional capital, ™
whi ch obviated the need for M. Menard to contribute fromhis
personal resources and enhanced the value of M. Menard' s 100-

percent ownership interest. See Lohrke v. Conm ssioner, 48 T.C.

at 689 (“the paynent of a corporation’s expenses isS one way to

provide capital”); Davis v. Conm Ssioner, supra.

C. Concl usion

Menards’ s paynent of the excess TM expenses resulted in a
constructive dividend from Menards to M. Menard. As TM'’s
presi dent and sol e sharehol der, M. Menard exercised indirect
control over the paynments. Moreover, the paynents |acked a

| egitimate business justification and directly benefited M.

At trial neither party introduced specific evidence on the
adequacy of TM's capitalization. Accordingly, we decline to
deci de whether TM required additional capital.
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Menard. Consequently, M. Menard is liable for tax on the ful
anount of the excess TM expenses, $1, 619, 918.

V. Constructive Receipt of Interest |ncone

Respondent alleges that in 1998 M. Memnard constructively
received interest inconme in the anmobunt of $639,302 fromloans M.
Menard made to Menards. On its tax return for TYE 1998, Menards
deducted the accrued interest but did not issue a check to M.
Menard until January 29, 1999. After receiving the check, M.
Menard reported the interest incone on his 1999 tax return.
Respondent contends that M. Menard shoul d have reported the
interest incone in 1998 for the follow ng reasons: (1) Menards
had credited the interest inconme to M. Menard s account, nmaking
it available for M. Menard' s use during 1998, and (2) as
president, M. Menard had the authority to demand paynent of the
accrued interest at any tine.

Section 61(a)(4) includes interest in a taxpayer’s gross
income. Section 1.451-2(a), Inconme Tax Regs., provides:

(a) General rule. Incone although not actually reduced

to a taxpayer’s possession is constructively received

by himin the taxable year during which it is credited

to his account, set apart for him or otherw se made

avai l able so that he may draw upon it at any tine, or

so that he could have drawn upon it during the taxable

year if notice of intention to w thdraw had been given.

However, incone is not constructively received if the

t axpayer’s control of its receipt is subject to
substantial limtations or restrictions. * * *
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Whet her a taxpayer constructively received inconme is a question

of fact. WIIlits v. Conmm ssioner, 50 T.C. 602, 613 (1968).

According to petitioners’ interpretation of the facts,
al t hough M. Menard was the president and controlling sharehol der
of Menards and had the power to order Menards to distribute funds
to him M. Mnard did not have an unqualified, vested right to
receive the interest in 1998. Petitioners also contend that even
t hough Menards was financially able to pay M. Menard in 1998,
Menards did not set the funds aside for that purpose.

In support of their position, petitioners rely on Jerone

Castree Interiors, Inc. v. Conm ssioner, 64 T.C 564 (1975),

affd. without published opinion 539 F.2d 714 (7th Gr. 1976). In

Jerone Castree Interiors, Inc., which involved section 267 and

transacti ons between rel ated taxpayers, the taxpayer-
corporation’s president and his brother, both cash basis

t axpayers, reported bonuses that had accrued in the preceding
year on their tax returns for the year in which the bonuses were
paid. During the accrual year, the total anmount of bonuses to be
awar ded had not been allocated anong the individual officers.
However, on its tax return for that year, the taxpayer-
corporation, an accrual basis taxpayer, deducted the total bonus

ampbunt. We held in Jerone Castree Interiors, Inc. that the

t axpayer-corporation’s president and his brother did not
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constructively receive their bonuses during the accrual year for
the follow ng reasons: (1) During the accrual year, the
i ndi vi dual bonus anounts due each officer were not entered in the
books and records, credited to the officers’ accounts, or
ot herwi se set apart for them and (2) paynent of the bonuses was
conditioned on the taxpayer-corporation’ s financial status. See
id. at 569-570.

We disagree with petitioners’ assertion that the
ci rcunst ances surrounding the accrued interest in this case are

simlar to the facts of Jerone Castree Interiors, Inc. Unli ke

t he taxpayer-corporation in Jerone Castree Interiors, Inc.,

Menards set aside M. Menard's accrued interest during the
accrual year; Menards’s TYE 1998 financial statenent reported the
exact amount of interest that had accrued during the year on the
| oans payable to M. Menard. Another difference between this

case and Jerone Castree Interiors, Inc. is that the record here

contains no evidence of any restrictions placed by Menards on the
paynment of the accrued interest. Mreover, Menards’'s TYE 1998
financial statenent indicated that M. Menard's |loans to the

corporation were payable on demand.
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The present case is nore simlar to Heitz v. Conm Ssioner,

T.C. Meno. 1998-220.7 1In Heitz, the taxpayers nade |oans to a
corporation of which the taxpayer husband was the controlling
shar ehol der, president, and CEO. An accrual basis taxpayer, the
corporation fully deducted interest on the taxpayers’ | oans
during the accrual year. However, because a portion of the
interest was not paid until the follow ng year, the taxpayers,
who used the cash basis nethod, reported that portion in the year
of receipt. W concluded in Heitz that the taxpayers
constructively received that portion as interest income during
the accrual year. After acknow edgi ng the taxpayer husband’ s
authority, as the corporation’s president and CEQ, to order
paynent of the accrued interest, we based our decision on the

t axpayers’ failure to show that they |acked the right to demand
paynment or that the corporation |acked the funds to pay them

Heitz v. Commi ssioner, supra;, see also Zinco El ec. Supply Co. v.

Conmi ssioner, T.C. Menp. 1971-215.

After examning what little evidence the parties presented

with respect to this issue, we conclude that Menards set apart

The taxpayers in Heitz v. Conm ssioner, T.C Menp. 1998-
220, did not appeal our decision wth respect to the constructive
recei pt of interest incone. See Exacto Spring Corp. v.
Conmm ssioner, 196 F.3d 833 (7th Gr. 1999).
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the accrued interest, M. Menard could have demanded paynent of
the interest at any tinme, and Menards placed no substanti al
restrictions or limtations on M. Menard s recei pt of the
interest. M. Menard constructively received interest inconme in
1998 and is liable for tax on the full anpbunt of $639, 302.

VI. Section 6662(a) Accuracy-Rel ated Penalties for Negligence or

Di sregard of Rules or Requl ati ons

| f any portion of an underpaynent of tax required to be
shown on a taxpayer’s return is attributable to “negligence or
disregard of rules or regulations”, the taxpayer is liable for a
penalty equal to 20 percent of that portion of the underpaynent.
See sec. 6662(a) and (b)(1). “Negligence” includes a taxpayer’s
failure to “make a reasonable attenpt to conply with the
provisions of * * * [the Internal Revenue Code]” and maintain
adequat e books and records or properly substantiate itens.
“Disregard” conprises “any carel ess, reckless, or intentional
di sregard”. Sec. 6662(c); sec. 1.6662-3(b)(1) and (2), Incone
Tax Regs.

Respondent determ ned that Menards is liable for a section
6662(a) accuracy-related penalty for the TM expenses deducti on,
and M. Menard is liable for a section 6662(a) accuracy-rel ated
penalty for the constructive dividend attributable to Menards’s
paynment of the excess TM expenses and the constructive receipt

of interest incone. Pursuant to section 7491(c), respondent nust
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produce sufficient evidence indicating that inposition of the
section 6662(a) accuracy-rel ated penalties against an individual

is appropriate. Hi gbee v. Conm ssioner, 116 T.C 438, 446

(2001). Respondent has net this burden of production.’™
Petitioners now nust denonstrate that respondent’s determ nations
are incorrect. 1d. at 447.

Petitioners advance three argunments for both Menards and M.
Menard agai nst inposition of the section 6662(a) accuracy-rel ated
penalties: (1) Petitioners’ positions had a realistic
possibility of being sustained on the nerits; (2) the issues were
conplex or technical; and (3) petitioners had reasonabl e cause
for their positions and assuned themin good faith. W exam ne
each one of petitioners’ contentions in turn.

A. Petitioners’' First Theory

Section 1.6662-3(a), Incone Tax Regs., shields a taxpayer
fromthe section 6662(a) accuracy-related penalty, if certain
exceptions apply. One exception pertains to taxpayer positions
that are “contrary to a revenue ruling or notice * * * jssued by

the * * * [ Comm ssioner] and published in the Internal Revenue

“The record anply denonstrates, anbng other things, that
Menards’ s record keeping with respect to its paynent of TM's
expenses was not adequate, that M. Menard' s | oans to Menards
wer e payabl e on demand, that Menards had the financial ability to
pay the accrued interest to M. Menard during TYE 1998, and that
M. Menard failed to report the accrued interest on his 1998 tax
return.
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Bulletin”. Sec. 1.6662-3(a), Income Tax Regs. The section
6662(a) accuracy-related penalty will not apply to such a
position where the position has a realistic possibility of being
sustained on its nmerits. Sec. 1.6662-3(a), Incone Tax Regs.’

Petitioners have not indicated which revenue ruling or
notice, if any, their positions contradict. Accordingly, we
decline to give this argunent further consideration.

B. Petitioners’ Second Theory

Petitioners assert that the “vol um nous record” and the
“mandatory national office review of respondent’s brief
illustrate the conplex and technical nature of the issues. For
this reason, petitioners argue, the section 6662(a) accuracy-
rel ated penalties do not apply.

Al though we agree with petitioners that the state of the
record in this case suggests that the parties had difficulties
with the issues, we disagree that the three issues for which
respondent determ ned penalties are actually conplex or technical
in nature. Menards’s paynents of both the TM expenses and
interest accrued on M. Menard’'s |l oans to the conpany were

straightforward transactions. W reject petitioners’ argunent.

Sec. 1.6694-2(b), Inconme Tax Regs. contains the realistic
possibility standard. See sec. 1.6662-3(a), |Incone Tax Regs.
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C. Petitioners’ Third Theory

Section 6664(c) (1) provides an exception to the section
6662(a) accuracy-rel ated penalty where the taxpayer shows
reasonabl e cause for, and that the taxpayer acted in good faith
Wi th respect to, any portion of the underpaynent. See also sec.
1. 6664-4(a), Income Tax Regs. W determ ne reasonabl e cause and
good faith on a case-by-case basis, taking into account al
pertinent facts and circunstances. Sec. 1.6664-4(b)(1), I|ncone
Tax Regs. The nost inportant factor is the extent of the
taxpayer’s effort to assess the proper tax liability. 1d.

One application of this exception is to a taxpayer’s
reasonabl e reliance in good faith on the advice of an independent
prof essional adviser as to the tax treatnent of an item United

States v. Boyle, 469 U S. 241, 250 (1985); sec. 1.6664-4(b)(1),

I ncone Tax Regs. The taxpayer nust show that (1) the adviser was
a conpetent professional who had sufficient expertise to justify
the taxpayer’s reliance on him (2) the taxpayer provided
necessary and accurate information to the adviser, and (3) the
taxpayer actually relied in good faith on the adviser’s judgnent.

See Sklar, Geenstein & Scheer, P.C. v. Comm ssioner, 113 T.C.

135, 144-145 (1999).
As to the first requirenment, respondent has not attacked the

conpetence or expertise of M. Stienessen, petitioners’
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accountant and tax return preparer. Moreover, nothing in the
record suggests that petitioners were not justified in their
reliance on M. Stienessen as a conpetent professional.

We next consider whether petitioners provided to M.
Sti enessen necessary and accurate information for conpletion of
petitioners’ tax returns. Except for M. Stienessen’s and M.
Menard’' s general testinony that M. Stienessen had necessary and
accurate information, petitioners did not present evidence on
this point.

Al t hough petitioners may have believed that they supplied to
M. Stienessen all the informati on he needed, M. Stienessen
clearly did not have necessary and accurate information with
respect to the TM expenses deduction and constructive divi dend
i ssues. Menards’s books and records did not separately identify
the TM expenses but, instead, |unped themtogether with
Menards’s own operating costs. As a result, M. Stienessen was
unabl e to properly assess whether Menards was clai mng an
unr easonabl e anobunt of the TM expenses as a deduction and payi ng
the excess as a constructive dividend to M. Menard.

Regardi ng the constructive receipt of interest incone issue,
at trial, M. Stienessen testified that he did not report the
interest income on M. Menard’ s 1998 tax return because M.

Menard was a cash basis taxpayer and received the check in 1999.
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Petitioners have not shown, however, that M. Stienessen was
aware that Menards placed no substantial restrictions or
[imtations on M. Menard s receipt of the interest during TYE
1998. Wthout knowi ng what information M. Stienessen had when
he prepared petitioners’ returns, we cannot concl ude that
petitioners gave hi mnecessary and accurate information for
reporting the interest incone.

After concluding that M. Stienessen | acked necessary and
accurate information for preparing petitioners’ returns, we need
not deci de whether petitioners actually relied in good faith on
M. Stienessen’s judgnent. Petitioners are |liable for the
section 6662(a) accuracy-related penalties for negligence or
di sregard of rules or regulations as follows: Menards is |iable
with respect to the TM expenses deduction as disallowed, and M.
Menard is liable with respect to the excess TM expenses
constructive dividend and the constructively received interest
i ncone.

We have considered the remaining argunments of both parties
for results contrary to those expressed herein and, to the extent
not di scussed above, find those argunents to be irrelevant, noot,

or without nerit.
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To reflect the foregoing,

Deci sions will be entered

under Rul e 155.
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APPENDI X

Petitioners’ and Respondent’s Experts’ Common Measures of
Conpari son G oup Conpanies’ Profitability for TYE 1998

Dr. Hakal a’s Measures

Gr oss Revenue Net Return on Return on
Revenuel G owt h? I ncone?® Equi t y* Asset s®
Menar ds $3. 420 12. 7% $0. 205 18. 8% 14. 2%
Home Depot 24. 156 23.7 1.160 16.1 10.3
Kohl * s 3. 060 28.1 0. 141 14.8 8.7
Lowe’ s 10. 137 17.9 0. 357 13.7 6.8
St apl es 5.732 27.6 0. 168 15.3 6.4
Tar get 27. 757 9.4 0.751 16.7 5.3

M. Row ey’'s Measures

Net Net Sal es Net Ret urn on Ret urn on Ret urn on
Sal es® G owt he | ncone?® Avg. Equity!® Beqg. Equity Avg. Assets??

Menar ds $3. 420 12. 7% $0. 204 20. 6% 22. 9% 15. 6%
Home

Depot 24. 156 23. 7 1. 160 17.8 19.5 11.3
Kohl ' s 3. 060 28.1 0.141 19.2 27.3 10. 3
Lowe’ s 10. 137 17.9 0. 357 14. 8 16. 1 7.4

St apl es 5,181 30.6 0.131 15.1 17.2 6.2
Tar get 27. 757 9.4 0. 751 19. 6 20. 7 5.5

!Gross revenue is total gross sales in billions, rounded to the nearest
mllion, before the subtraction of sales costs.

2Revenue growth is the percent change in gross revenue fromthe preceding
fiscal year.

SNet income in billions, rounded to the nearest million, was conputed after
t axes.

“Return on equity equals net incone divided by sharehol ders equity and
mul tiplied by 100 percent.

SReturn on assets equals net incone divided by total assets and nultiplied by
100 percent.

SAccording to Menards’s financial statenents, these nunbers are actually gross
sales in billions, rounded to the nearest mllion.

"For the values of Staples’s gross revenue, revenue growh, and net income in
TYE 1998, a slight discrepancy existed between M. Rowl ey’s and Dr. Hakal a’s expert
reports. Neither party explained the discrepancy.

8According to Menards’s financial statenents, these nunbers are actually gross
sal es growt h.

°Net income in billions, rounded to the nearest million, was conputed after
t axes.

oM. Rowl ey did not explain how he arrived at these nunbers for return on
average equity.

M. Row ey did not explain how he arrived at these nunbers for return on
begi nning equity.

2. Rowl ey did not explain how he arrived at these nunbers for return on
average assets.



