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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GALE, Judge: Respondent determ ned a deficiency in Federal
estate tax of $326,382.08 and an addition to tax under section
6662(a) of $64,471.42 against the Estate of James J. Renier
(estate).

After concessions, we nust decide the foll ow ng:
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1. Wat was the fair market value of the 22,100 shares of
stock in the Renier Conpany held by Janes J. Renier (decedent) at
his death on April 10, 1994 (val uation date).

2. \Wether the estate is liable for an addition to tax
under section 6662(a) for a substantial estate or gift tax
val uati on under st at enent.?

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect as of the date of decedent’s
death, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts and
attached exhibits. At the time of filing the petition, co-
executor Kent L. Renier resided, and co-executor Dubuque Bank &
Trust Conpany had its principal place of business, in Dubuque,
| owa. Decedent resided in Dubuque, lowa, on the date of his
death, and his will was probated in the lowa District Court for

Dubuque County.

! The estate also alleged in the petition that respondent
erred in disallowng a deduction by the estate for charitable
bequests totaling $12,500. However, the estate made no ar gunent
at trial or on brief concerning that allegation, and we consi der
it abandoned. See Rybak v. Conmm ssioner, 91 T.C 524, 566 n.19
(1988); Bowran v. Comm ssioner, T.C Menp. 1997-52 n.1, affd.
wi t hout published opinion 149 F.3d 1167 (4th Cr. 1998).
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Since 1899, the Renier famly has conducted a retai
busi ness in Dubuque. Beginning in the 1950's, the Renier Conpany
(Renier) switched its business focus fromnusical instrunments to
the sale of televisions and stereo equipnent. In the 1980's, it
expanded its product mx to include video cancorders and VCR' s.

On the valuation date, televisions and VCR s conprised 47
percent of Renier’s sales, with audio systens and conponents
maki ng up anot her 40 percent, and canctorders and car stereos
constituting 10 percent. Another 2 percent of Renier’s sales
consi sted of batteries and el ectronic accessories, while the
remai ning 1 percent consisted of cordless tel ephones. The
nati onal annual conpound rate of growh from 1989 through 1993
for televisions and VCR s was 4.99 percent; for audio systens and
conponents, 3.07 percent; for cancorders and car stereos, 3.27
percent; for batteries and el ectronic accessories, 9.44 percent;
and for cordl ess tel ephones, 5.95 percent. Wen weighted to
reflect the percentage of sales by Renier for each product area,
t he national annual conpound rate of growh for Renier’s product
m x from 1989 through 1993 was 4. 15 percent. Renier’s actua
sal es increased at a conpound rate of 8.3 percent fromJuly 1988
t hrough June 1993. However, the majority of Renier’s growh
during that period occurred between July 1, 1992, and June 30,
1993, during which tine sales increased 22.7 percent in part as a
result of a mpjor flood in the area that caused many residents to

repl ace their consuner el ectronic products. Considering only
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July 1988 through June 1992, Renier’s conpound annual growth was
just 3.8 percent.

Renier’s retail operation consisted of a single 7,200-
square-foot store located in a strip mall in Dubuque. Renier was
open for business 68 hours per week: 11 hours a day on Monday
t hrough Friday, 8 hours on Saturday, and 5 hours on Sunday. In
1994, the city of Dubuque had an estimated popul ati on of 57, 840.
Dubuque’ s popul ati on had declined over 7 percent since 1980 and
was not expected to grow rapidly after the valuation date.

On the valuation date, Renier had seven enpl oyees, including
Kent and Maria Renier, decedent’s son and daughter-in-Ilaw (Kent
and Maria). Kent served as store nmanager and as a sal esperson,
and Maria perfornmed clerical and bookkeeping functions. Kent was
al so responsi ble for about one-third of Renier’s total sales. At
various times during the 5 years and approxi mately 9 nonths
precedi ng the val uation date, decedent and five other nenbers of
his famly were enployed by Renier. Until Septenber 1993,
decedent renai ned active in the business, neeting custoners and
handling Renier’s advertising and finances. After Septenber
1993, health problens prevented decedent from working the sales
floor, but he continued to be involved in Renier’s advertising
and finances.

Renier’s primary conpetition consisted of national retai
chai ns which operated stores in the Dubuque area. These chain

stores offered a nuch broader consuner el ectronics product
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selection than did Renier and included such stores as Wards, Wal -
Mart, K-Mart, Target, Radio Shack, and Sears. Additional
conpetition cane from |l ocal independent businesses in Dubuque
that sold consuner el ectronic products.

The Dubuque area retail environnment becane nore conpetitive
in the 1980's and early 1990's as | arge discount stores, chain
stores, and warehouse cl ubs increased product offerings and
offered low prices to gain market share. These |arger businesses
purchased inventory at |ow prices due to vol unme purchases,
utilized sophisticated inventory control systens to nanage
inventory, and effectively | everaged adverti sing expendi tures due
to the operation of nunmerous retail outlets.

Al t hough Reni er could not purchase inventory at the prices
avai l able to the chains and discount stores, it was able to
achi eve sone discounts through participation in a buying
cooperative made up of independent retailers. In addition,
because Renier was not highly |everaged and mai ntai ned anpl e
working capital, it was further able to reduce its inventory
costs by taking advantage of pronpt paynent discounts offered by
many vendors.

Reni er conputed its incone for tax and financial reporting
pur poses on the basis of a fiscal year ending June 30. Renier’s
pretax profit margin fromJuly 1, 1988, through the val uation
date substantially exceeded the national industry average for

retailers of consuner electronics. However, no meani ngful growth
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trend during this period is discernible, because for sone tine
prior to its fiscal year ended June 30, 1993, Renier
overestimated its cost of goods sold as the result of an error in
its inventory accounting system and, consequently, underreported
its net inconme. This error was addressed in 1996, at which tine
Renier filed anmended corporate incone tax returns for 1993 and
1994, reporting increased taxable incone for those years. These
changes resulted in Renier’s having additional incone tax
liabilities totaling $137,038 for the period beginning July 1,
1992, and ending on the valuation date,? which Renier paid in
1996. Renier also revised its financial statenents to reflect
the changes. After the revisions, Renier had total pretax net
inconme fromJuly 1, 1988 through the valuation date of $879, 597
and after-tax net income of $579, 367.

Decedent becane president of Renier in the 1960's and served
in that position until his death. At his death, decedent owned
22,100 of the 25,000 outstanding shares of Renier’s comobn stock.
Reni er’s shares have never been |listed on any stock exchange or
avai |l abl e on any over-the-counter market and have never been
publicly traded or privately traded.

The co-executors hired Jules Steinberg to appraise Renier’s

shares for estate tax purposes. Based on M. Steinberg’ s

2 Renier had increased tax liability for its 1993 fisca
year of $108,495 and increased tax liability of $28,543, on a
prorated basis, for the first 9.33 nonths of Renier’s 1994 fi scal
year that occurred prior to the valuation date.
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appraisal, the estate reported decedent’s interest in Renier at a
val ue of $729,742, or $33.02 per share, on the valuation date.
In the notice of deficiency, respondent val ued decedent’s
interest in Renier at $1,633,000, or $73.89 per share, on the
val uati on date.

ULTI MATE FI NDI NG OF FACT
The fair market val ue of decedent’s 22,100 shares of Renier

on the valuation date was $952, 000, or $43.08 per share.

OPI NI ON

Renier’'s Fair Market Val ue

We nust decide the fair market value of decedent’s shares of
stock in Renier on the valuation date. Both parties rely on
expert opinions to support their clainmed val ues.

Fair market value is defined as ““the price at which the
property woul d change hands between a willing buyer and a willing
seller, neither being under any conpulsion to buy or to sell and
bot h havi ng reasonabl e know edge of relevant facts.”” United

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

20. 2031-1(b), Estate Tax Regs.). The best nethod to val ue a
corporation’s stock is to rely on actual arnis-length sal es of
the stock within a reasonabl e period of the valuation date. See

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

Since Renier’s stock was never publicly or privately traded, all

the experts used | ess direct nethods of val uation.
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Expert opinions sonetinmes aid the Court in determning

valuation; other tinmes, they do not. See Laureys V.

Comm ssioner, 92 T.C 101, 129 (1989). W eval uate such opini ons

in light of each expert’s qualifications and all other evidence

of value in the record. See Estate of Newhouse v. Commi SSi oner,

94 T.C 193, 217 (1990). W are not bound, however, to accept
any expert opinion when that opinion contravenes our judgnent.
See id. W may accept an expert opinion in its entirety, see

Buffalo Tool & Die Manufacturing Co. v. Commi ssioner, 74 T.C.

441, 452 (1980), or we nay selectively use any portion thereof,

see Parker v. Conm ssioner, 86 T.C. 547, 562 (1986).

A. The Experts

Respondent presented the testinony and expert report of
Leonard J. Sliwoski to support the deficiency determ nation. The
estate presented the testinony and expert reports of Yale Kraner,
of Mcd adrey & Pullen, LLP, and Allan L. R Lannom of Houli han
Val uation Advisors, to support the reported value of Renier’s
st ock.

Respondent’s expert, M. Sliwoski, considered an asset,

i ncome, and market approach to val ue Renier and concl uded that an
i ncome approach, using the capitalized value of expected future
ear ni ngs, should be used exclusively. Based on this approach,

M. Sliwoski concluded that Renier had a total val ue of

$1, 847,698 and that decedent’s 88.4 percent interest therein had

an approxi mate val ue of $1,633,000 on the val uation date.



- 9 -

The estate’s first expert, M. Kranmer, also considered an
asset, incone, and nmarket approach and ultinmately concluded that
Reni er’ s val uati on should be based on an average of the results
i ndi cated by the inconme and nmar ket approaches. Through this
averagi ng process, M. Kranmer concluded that Renier’s shares had
an estimated value of $36.89 per share and that decedent’s 22,100
shares therefore had a total value of $815,158.50 on the
val uation date.

The estate’s second expert, M. Lannom did not use an asset
or incone approach but nmade two mar ket approach cal cul ations
using data on the sales of privately held conpanies supplied by
the Institute of Business Appraisers. |In addition, M. Lannom
applied four different “rules of thunb” to value Renier. Using
hi s mar ket approach and rules of thunb, M. Lannom arrived at
various values for Renier ranging froma | ow of $946,000 to a
hi gh of $1,100,000. M. Lannomthen added a “key-man” di scount
equal to 10 percent of the value of the operating assets.

Finally, M. Lannom concluded that decedent’s 88. 4-percent
interest in Renier was worth approxi mately $852, 000 on the

val uati on date.?®

3 Although M. Lannomtestified that his estinmate of the
val ue of decedent’s interest in Renier was $825, 000, the
calculations in his report, as anended in his trial testinony,
indicate that he actually concluded that decedent’s interest was
worth $852, 000 and apparently nade a transposing error.
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We place no weight on M. Lannomis opinion. H's report
contains no explanation of, or analytical support for, the
various “rules of thunb” enployed in reaching several of its
val uation estimates. Thus, we are largely unable to assess the
merits of M. Lannonmis conclusions. See Rule 143(f)(1). To the
extent we are able to forma judgnent, we find his analysis
unpersuasive. One of his market approach cal cul ations and three
of his rules of thunb used gross revenue as the primary
determ native factor, wthout taking profitability into account.
This rai ses doubts about the basis for his conclusions, given
that Renier’s profitability was high in relation to the industry
average. Furthernore, while M. Lannonis second nmarket approach
cal cul ation used Renier’s earnings and one of his rules of thunb
used Renier’s cash-flow, M. Lannom provided no justification for
the earnings and cash-flow figures he used. Finally, M.
Lannom s report provided no factual support for his “key-man”

di scount. Because of the summary nature and obvi ous shortcom ngs
of M. Lannonmis report, we give it no further consideration.

Both M. Sliwoski and M. Kramer ultimtely concl uded that
their asset approaches did not account for the goodw || inherent
in Renier as a going concern. W therefore restrict our analysis
to the income and mar ket approaches as applied to Renier by M.
Sliwoski and M. Kramer. W now consider each in turn

B. | ncone Appr oach
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In connection with their respective inconme approaches to
val uation, both M. Sliwoski and M. Kraner concluded that sone
of Renier’s assets were not necessary for its core retai
operation. After excluding the income and expenses associ ated
wi th these “nonoperating” assets, both experts estimted the
value of Renier’s “operating” assets on the valuation date by
capitalizing an estimate of Renier’s expected future incone.
Each expert then added his inconme-based val uation of Renier’s
operating assets to an asset-based estimte of the nonoperating
assets to produce a total valuation figure.

As part of their income capitalization approaches, the
experts agreed that the appropriate starting point for estimating
Renier’s expected future inconme was to take an average of
Renier’s historical reported net incone.* The experts further

agreed that it was necessary to make certain adjustnents to

4 Al'though M. Sliwoski believed that cash-flow, rather than
net income, was the appropriate incone base to capitalize, he
concl uded that net incone was an adequate approxinmation for cash-
flow. 1In reaching this conclusion, he assuned that Renier’s
accounts receivable and inventory |evels were sufficient as of
the valuation date to sustain probable future growh, that
requi red equi pnment additions would equal Renier’s depreciation
expense, and that no interest-bearing liabilities, other than
short-termliabilities, would be required to finance probable
future sales gromh. In addition, as discussed infra, since M.
Sliwoski used a capitalization rate based on returns to both
equity and debt, it was necessary for himto add back Renier’s
i nterest expense to the inconme base used in his capitalization
formul a.

M. Kramer used net incone as his base for capitalization
but believed that an adjustnent to the capitalization rate was
required to account for the fact that he was enpl oyi ng net incone
rat her than cash-flow as his base.
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reported net inconme in order to “normalize” it; that is, to
convert Renier’s historical average net inconme into incone that a
hypot heti cal purchaser could expect in the future, by elimnating
anonmal ous transactions and capital structures. However, the
experts exhibited significant differences regarding the necessary
“normal i zi ng” adjustnments. They also had significant differences
in conputing the capitalization rate that should be applied to
normal i zed income and, to a |l esser extent, differences in the
met hodol ogy for valuing Renier’s nonoperating assets. The
foregoing differences produced dramatically different results.
M. Sliwoski valued Renier’s operating assets at $1,293,760, to
whi ch he added his estimate of the value of Renier’s nonoperating
assets of $553,938,° for a total value of $1,847,698 on the
val uation date. M. Kraner’s incone approach, by contrast,
resulted in a value for Renier’s operating assets of $450, 104;
i.e., an amount approximtely two-thirds |ower than M.
Sliwoski’s conputation. The difference in M. Kraner’s estimate
for Renier’s nonoperating assets was not as dramatic; M.

Kraner’'s estimte was $470, 9256 versus M. Sliwoski’'s $553, 938.

> Although M. Sliwoski recogni zed he had doubl e counted a
liability of $137,038, he did not nodify his conputations to
correct for this error. Had he done so, Renier’s nonoperating
assets woul d have increased by $137,038, and its total val ue
woul d have equal ed $1,984,736. |n any event, respondent has not
sought an increase in his deficiency determ nation in connection
with this error.

6 Unlike M. Sliwoski’s value for nonoperating assets, this
(continued. . .)
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M. Kramer’s value estimates for Renier’s operating and
nonoperating assets produced a total value of $921, 029 on the
val uation date.
We shall consider their differences.

1. Computation of Nornmlized |Incone

The experts agreed that the starting point for conputing
normal i zed i nconme should be the average of Renier’s reported net
i ncone’ for the 69.33-nonth period preceding the val uation date,
July 1, 1988,8 through April 10, 1994 (base period®. Further,
to avoi d “unwarranted controversy”, M. Kraner adopted several of

M. Sliwoski’s normalizing adjustnents. Prior to normalizing,

5(...continued)
nunber is corrected to account for the double counting of a
$137,038 liability in M. Kraner’s original report.

" M. Sliwoski started with pretax net incone and, after
maki ng his normalizing adjustnents, subtracted Federal and State
i ncone taxes at an estimted conbined rate of approxi mtely 38
percent. M. Kranmer started with after-tax net inconme and, when
maki ng normal i zi ng adj ustnents, al so accounted for the inconme tax
i npact of the normalizing adjustnents, at an estimated incone tax
rate of 34 percent. Except for the difference in assuned incone
tax rates, their respective nethodol ogies to account for taxes
woul d produce the sane result.

8 Although M. Kraner’'s report states that he used the
period fromJuly 1, 1989, through the valuation date, an
exam nation of the data in the exhibits to his report shows that
the period used included the fiscal year starting July 1, 1988,
as well.

® Although M. Sliwoski treats the period fromJuly 1, 1988,
t hrough the valuation date as consisting of 5. 778 years, and M.
Kranmer uses at various tinmes 69.33 and 69. 333 nonths to describe
this period, for the sake of consistency, we have adopted (and
treat the experts as having adopted) a base period of 69.33
nmont hs.



- 14 -
Reni er had pretax net incone of $879,597 during the base period
and after-tax net income of $579,367. The experts had
differences in their normalizing adjustnents as foll ows.

a. Reasonabl e Conpensation for Rel ated-Party
Enpl oyees

There is a large difference in the experts’ approaches in
accounting for excess conpensation paid to related-party
enpl oyees. During the base period, Renier enployed decedent and
several nenbers of his famly, including Kent and Maria on the
val uation date. Both M. Sliwoski and M. Kraner concluded that
rel ated-party enpl oyees were overconpensated, necessitating a
normal i zing adjustnment to reported net incone to approxi mte
incone if only arm s-length amounts had been paid for the
services rendered. The experts dispute, however, the anount of
over conpensati on.

To conpute a reasonabl e conpensati on anobunt for the services
provided by related parties, M. Sliwoski assuned that during the
base period Renier required the services of only two famly
menbers, one providi ng managenent and sal es services and the
ot her serving as bookkeeper and office manager. Kent and Mari a,
respectively, were providing these services on the valuation
date. Using data froma 1991 Dubuque area wage survey, M.

Sl iwoski concluded that for Renier’s fiscal year ended June 30,
1991, the retail manager/sal esperson woul d earn approxi mately

$19. 23 per hour and work 2,080 hours per year (40 hours per
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week), for an annual salary of $39,998. He further concl uded
that a bookkeeper/office manager for Renier with Maria’'s
qgualifications reasonably woul d have been paid $7. 37 per hour and
wor ked 2,080 hours per year, for a total annual salary of
$15,330. To these anpbunts, M. Sliwoski added a fringe benefit
equal to 20 percent of base wages for each enployee. Finally,
M. Sliwoski adjusted these results using changes in the consuner
price index for 1989 through 1994 to determ ne reasonabl e
conpensation for each year in the base period. M. Sliwoski then
treated all conpensation to rel ated enpl oyees that exceeded the
foregoi ng anounts, plus associ ated payroll taxes, as excess
conpensation that should be added back to produce nornulized
inconme. This resulted in increases to Renier’s reported net
income for the base period of $357,789, or an average of $61, 925
per year.

M. Kraner, by contrast, calcul ated the excess conpensation
to rel ated enpl oyees to be only $15,6000 per year, which he
divided by 12 and then nultiplied by 69.33 to arrive at a total
excess conpensation of $86,663 during the base period. In
reachi ng the $15, 000 per year figure, M. Kramer concl uded that
approximately 15 percent of the tine devoted to managenent duties
by related parties was attributable to duplicated effort and
therefore constituted excess conpensation.

After considering the reasonabl e conpensati on adj ustnents

proposed by each expert, we conclude that neither accurately
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accounts for Renier’'s related-party excess conpensation. M.
Kraner’s nethod was unsupported by any objective criteria; his
report’s assertion that there was a duplication of effort equal
to 15 percent of the anmobunts paid to rel ated-party managenent
appears to be no nore than a conclusory guess. The estate cites
no data to support the claimthat the sales, managenent, and
bookkeepi ng functions being perforned by related parties were
actually worth $120, 000 per year in the Dubugue area. In
addition, the estate concedes on brief that in Renier’s fiscal
year ended June 30, 1990, Mark Renier, decedent’s other son, was
pai d $100, 000 i n excess conpensation. M. Kramer’'s report,
however, fails to account for this figure. For these reasons, we
find nore reliable M. Sliwoski’s approach based on actual data
froma Dubuque area wage survey.

While we find satisfactory M. Sliwoski’s basic nethodol ogy
of attenpting to estimate the “market” replacenent cost of the
necessary services that were provided by related parties, and
treating the excess of the anpbunts actually paid over their
mar ket val ue as a normalizing add-back to i ncone, we nevert hel ess
believe that M. Sliwoski’s estimte of the replacenent cost of
t he sal es and managenent services provided by related parties
significantly understates the services value. M. Sliwoski
assuned that the sal es and managenent functions being perforned
by Kent could be acconplished in a 40-hour work week. Kent

testified that he worked in excess of 70 hours per week. Wile
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this claimmght be inflated, the record establishes that Renier
was open 68 hours per week. We do not believe that Kent’s sales
and managenent functions could be duplicated with a 40-hour work
week at $19.23 per hour, plus 20 percent in fringe benefits (or
total annual conpensation of approximately $48,000), as M.
Sliwoski’s postulates. |f one considers only Kent’'s sal es
function, his annual conpensation woul d exceed $40, 000, ° before
considering his multiple managenent and adm nistrative duti es.
In addition, M. Sliwoski failed to consider that except for the
| ast approximately 7 nonths of the base period, decedent also
actively assisted in Renier’'s operation. W therefore do not
believe M. Sliwoski’s conputations of reasonabl e conpensation
for the sal es and managenent functions performed by rel ated
parties are reliable.

On this record, we have no alternative but to substitute our
best judgnent of the value of the sal es and managenent services
that were performed by Kent as of the valuation date (and various
other famly nmenbers during the base period). Taking into
account the hours clainmed in Kent’'s testinony, it is our judgnment
that the sal es and managenent functions performed by himcoul d be

acconplished in a 60-hour work week. Using M. Sliwoski’s

10 Respondent conceded that Kent was responsible for
approximately one-third of Renier’s annual sales of $1.5 mllion.
I f Kent received a commssion of 6 to 8 percent on those sales, a
comm ssion which M. Sliwoski hinself conceded was reasonable in
t he busi ness, plus benefits equal to 20 percent of this anount,
hi s conpensation as a sal esman woul d have exceeded $40, 000.
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docunent ed wage and benefit figures, this assunption produces an
annual conpensation package of $71,997 (60 hours at $19.23 per
hour tinmes 52 weeks plus 20-percent fringe benefits). |If this
anmount is adjusted for inflation for each of the years in the
base period,! the total for the period is $418,117. Wen added
to M. Sliwoski’s reasonabl e conpensation estimate for the
bookkeepi ng/ of fi ce manager functions perforned by Mria
($106,832) (the rate and hours assunptions for which we find
satisfactory), and increased by Renier’s average payroll tax
expense of 6.76 percent,?!? the total reasonabl e conpensation
expense for related-party enployees for the base period is
$560, 436. When this amount is subtracted from Renier’s actua
conpensation to rel ated-party enpl oyees during the base period of
$788, 889, 12 t he excess conpensation to rel ated-party enpl oyees
equal s $228, 453, or an average of $39, 540 per year. Thus, we

conclude that a normalizing adjustnent in this amunt to Renier’s

M. Sliwoski used the consumer price index (CPl)
published by the U S. Census Bureau to adjust for inflation. W
make a simlar adjustnment in our conputation. See U S. Census
Bureau, Statistical Abstract of the United States, The Nati onal
Dat a Book 495 (119th ed., 1999).

12 Renier’s average payroll tax expense was derived fromthe
average payroll tax rate incurred by Renier during the base
period. The difference between this rate and the statutory rate
of 7.65 percent applicable during nost of the base period is
presumably due to fringe benefits not subject to payroll tax.
See secs. 3111, 3121(a).

13 Actual related-party conpensation figures were taken from
M. Sliwoski’s report; M. Kraner provided no conparable figures.
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reported net inconme is appropriate.

b. Adjustnment for Incone From Excess WbrKki ng
Capi tal

Both experts agreed that Renier’s cash and short-term
i nvestments exceeded its working capital needs, that the excess
shoul d be treated as a nonoperating asset, and consequently that
the interest earned by the excess should be subtracted from
reported net inconme as a nornmalizing adjustnent. They di sagreed,
however, on the size of Renier’s excess working capital and the
met hod of its cal cul ation.

M. Sliwoski concluded that Renier only required working
capital equal to 7 days of annual sales (7/365 of annual sales),
which resulted in estimted working capital needs during the base
period ranging from $24,417 for 1989 to $35, 152 for the parti al
year ending on the valuation date. Consequently, M. Sliwoski
made a nornmali zing adjustnent that subtracted all interest earned
by Renier during the base period and added back an estimated
amount of interest'* that woul d have been generated by the
wor ki ng capital he estinmated was needed.

M. Kranmer concluded that Renier required working capital
equal to 2 nonths of average operating expenses during the base
period, plus 1.5 tinmes average nonthly inventory purchases in

1994, or $259, 205 on the valuation date, |eaving $362,038 in

4 M. Sliwoski conputed interest for this purpose at a rate
of 5 percent. To avoid “unwarranted controversy”, M. Kraner
adopted the sane rate for purposes of his conputations.
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excess working capital on that date. To account for the interest
generated by this excess working capital, M. Kraner took the
excess working capital anmount on the valuation date, multiplied
it by 5 percent, divided the result by 12 (to get a nonthly
figure) and then nultiplied that anmount by 69.33 nonths. The
result was then subtracted fromreported net incone as a
normal i zing adjustnent. Using this fornula, Renier’s excess
wor ki ng capital generated $104,584 in interest over the base
peri od. 1

As to which expert’s nethodol ogy best adjusts for excess
wor ki ng capital, we believe that M. Sliwoski’s formula
substantially underesti mates Renier’s working capital needs. For
exanple, for the year ended June 30, 1989, M. Sliwoski estimated
Reni er would require working capital of just $24,417. However,

Renier’s financial statenent for that year indicates that it

15 See supra note 14.

¥ 1n his report, M. Kraner assumed Renier had only
$225, 000 i n excess working capital, which would have generated
approximately $65,000 in interest over the base period. M.
Kraner’s conputation of excess working capital, however, does not
account for the double-counted liability of $137,038 conceded
during trial by both experts. Wen this double counting is
corrected, it results in a reduction in Renier’s liabilities of
$137,038 and a corresponding increase in total assets. Because
Renier’s working capital requirenments using M. Kraner’'s formul a
are unaffected by this correction, M. Kramer’s conputation of
excess working capital would increase by $137,038 as a result,
from $225,000 to $362,038. Therefore, under M. Kraner’s
formula, the interest generated over the base period fromthe
i ncreased figure for excess working capital is $104, 584, rather
t han $65, 000.
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spent $920, 861 on inventory purchases and had operating expenses
of $363,304, for total expenditures of $1,284,165. Thus,

al t hough Reni er had outl ays averagi ng over $107,000 per nonth in
fiscal 1989, M. Sliwoski assuned Renier would require |l ess than
one-fourth of that amobunt as working capital. This estimate is
unduly low, particularly in light of the fact that Renier paid
for its inventory wwth cash in order to take advantage of early
paynment cash discounts offered by trade creditors. M.
Sliwoski’s estimates for the other years are no nore reasonabl e.
G ven the obvious shortcom ngs of M. Sliwoski’s working capita
estimates, we reject his nethodology in favor of that used by M.
Kraner, which not only left sufficient working capital to cover
Reni er’ s operati ng expenses but al so provided additional working
capital to purchase inventory wth cash. Based on M. Kraner’s
formul a, as adjusted to account for the double-counted liability
of $137,038, we conclude that $104, 584 should be subtracted from
Renier’s reported net income as a normalizing adjustnment to
account for the interest generated by its excess working capital.

c. Spread for Cost-of-Goods-Sol d Adj ust nent

The parties agree that for a nunber of years Renier had used
an incorrect inventory accounting systemthat overstated cost of
goods sold. The errors in cost of goods sold were corrected by
means of adjustnents to the 1993 and 1994 fiscal years, which
resulted in reported net incone for those years that

substantially exceeded anounts in the preceding 4 years. The
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experts disagree on the appropriate normalizing adjustnment for
the correction of the inventory error.

M. Sliwoski believed that, since average inconme for the
69. 33-nont h base period (including the correction years) was
bei ng used, no further adjustnent was necessary. The averaging
of the correction years’ income with the incone of the 4
precorrection years (which incone was al nost certainly
under st ated) woul d produce an accurate average for the 69. 33-
month period, in his view. This position effectively “spread”
the cost of goods sold adjustnent over the 69.33-nonth base
peri od.

M. Kramer, however, believed that the cost-of-goods-sold
adj ust nrent shoul d be spread over 10 years, on the grounds that
Reni er had sold the sanme product |ine for approximtely 20 years
and “it was estinmated” that the erroneous inventory nethod had
been used “for at least half of that period’”. As a result, M.
Kraner spread the cost-of-goods-sold adjustnment over a 10-year
period and excluded from normalized i ncone sone 50.67 nonths’
worth of the adjustnment which fell outside the base period.

Wth respect to the cost-of-goods-sold adjustnent, we
conclude that the estate has failed to show error in respondent’s
approach. The estate has offered scant evidence of the nature of
the inventory adjustnent; there is no evidence in the record of
the exact nature or duration of the error in accounting for cost

of goods sold. Such evidence was presunmably available to the
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estate or executors. On this record, we do not believe the
estate has shown that a 10-year spread of the inventory
adjustnent is appropriate. W accordingly conclude that M.
Sliwoski’s treatnment of the cost-of-goods-sold adjustnent in

conputing normalized incone is the appropriate one.
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d. Adjustnent for Partial Year

The experts al so di sagree on how to “annualize” the incone
fromthe partial fiscal year fromJuly 1, 1993, through the Apri
10, 1994, valuation date for purposes of conputing average incone
for the base period. M. Sliwoski extended the partial year
inconme data pro rata to a full fiscal year, added this anmunt to
the net inconme fromthe previous 5 years and divided the result
by 6. M. Kranmer, on the other hand, sinply added the net incone
fromthe 9.33 nonths of the partial fiscal year to the incone
fromthe previous 5 years, divided the result by 69.33 nonths,
and nmultiplied the result by 12 to conpute the average.

The estate finds fault with M. Sliwoski’s approach, and we
agree. By sinply extending the results of the 9.33 nonths of the
partial fiscal year pro rata into 12 nonths, M. Sliwoski
ef fectively postul ates | evel inconme over each nonth of the fisca
year. W agree with the estate that this approach distorts
Renier’s income. The first 9.33 nonths of Renier’s fiscal year
i nclude the holiday season, a period of high retail volunme. The
assunption that the average of the first 9 nonths of the fiscal
year would be replicated in the last 3 is highly unlikely. In
addi tion, both sides have conceded that 1994 inconme was
anomal ous, due to the correction of the inventory error. As a
result, we believe a nore accurate average is achi eved by
averaging the actual results of the first 9.33 nonths of fiscal

1994 with the preceding 5 fiscal years, as M. Kramer has done.
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e. Inclusion of Interest Expense

Because M. Sliwoski used a capitalization rate that
i ncorporated an assuned cost of debt that a purchaser of
decedent’s interest would incur to effect the purchase, he was
requi red for consistency to add back Renier’s interest expense to
his income base, so that nornmalized i ncone woul d approxi mate the
i nvestnment return available to both equity and debt. M. Kraner
used a sinpler “return on equity” to fornulate the capitalization
rate he enployed. As nore fully discussed infra, we concl ude
that the appropriate capitalization rate is a sinple return on
equity as used by M. Kraner, since the interest being val ued
here is an equity interest. Accordingly, it is not appropriate
to add back Renier’s interest expense when conputing expected
future incone available to equity al one.

f. Adjustnent for | nconme Taxes

Bot h experts account for the effect of inconme taxes as part
of normalizing Renier’s income. M. Sliwoski normalized reported
pretax net income and then adjusted for Federal and State incone
taxes at an assumed conbined rate of approximately 38 percent,
whereas M. Kraner used reported after-tax net inconme, and then
adjusted for inconme taxes associated wth the net inpact of the
normal i zi ng adj ustnents using the average of the actual conbined
Federal and State inconme taxes paid by Renier over the base
period. M. Sliwoski provided no justification for his assuned

rate, while M. Kraner’'s rate reflected Renier’s historic
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average. Because M. Kraner’s approach is consistent with
Renier’s actual inconme tax liabilities over the base period, we
believe it is nore accurate. W therefore adopt his nmethod of
using after-tax net income and taking account of the incone tax
effect of normalizing adjustnents at Renier’s historic average
rate of 34 percent.

g. Concl usion

Based on the foregoing, we conclude that the foll ow ng
normal i zi ng adj ustnents should be made to Renier’s reported net

i ncone after taxes for the base period:

Adj ustments to Base Period Net |ncone
(negative anmounts in parentheses)

Excess rel ated-party conpensati on $228, 453
I nterest generated by Renier’s excess working (104, 584)
capita
Depr eci ati on? 35,012
Property taxes! 1,782
Aut onpt i ve expenses!? 6, 650
Capital |oss? 9,219
Rent al incone!? (6, 000)
Total adjustnents before tax 170, 532
Tax on adjustnents (at bl ended Federal and State (57,981)
rate of 34 percent)
Total adjustnents after tax 112, 551

! The experts agreed to the nornalizing adjustnment anpbunts with
respect to depreciation, property taxes, autonptive expenses,
capital loss, and rental incone.
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By adding $112,551 in adjustnents to Renier’s after-tax net
i ncone for the base period of $579,367, we arrive at nornalized
income for the period of $691,918. By dividing this figure by
the 69.33 nonths in the base period and multiplying the result by
12, we calculate Renier’s expected future annual incone avail abl e
to equity at $119, 761.

2. Calculating the Capitalization Rate

The experts reached w dely divergent concl usions regarding
the appropriate rate to use in capitalizing Renier’s expected
future income. M. Sliwoski concluded that the rate should be 10
percent, whereas M. Kramer set it at 22 percent. The principal
source of this difference concerns whether the capitalization
rate should be conputed based on the return on equity that a
hypot heti cal buyer would require (M. Kramer’'s view) or should
consi st of a weighted average of the return on equity as well as
the return on an assuned anount of debt that a hypothetical buyer
woul d incur to acquire decedent’s interest in Renier (M.
Sliwoski’s view). In addition, the experts disagreed regarding
the estimate of the rate of growmh in Renier’s future earnings
that should be factored into the conputation of the
capitalization rate.

a. Weighted Average Cost of Capital or Return
on Equity

M. Sliwoski estimated the return on equity that a

hypot heti cal buyer would require in calculating a value for
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Renier at 24.76 percent, quite close to M. Kraner’s estinmate of
24.90 percent. M. Sliwoeski then reduced this required rate of
return by 6 percent to account for Renier’s estimated growth
after the valuation date.! M. Sliwoski also believed that the
capitalization rate should reflect a “weighted average cost of
capital”; that is, a blending of the rate of return on equity
with the cost of debt incurred in a hypothetical purchase, which
rate he estimated woul d be 2 percent above prine, or 8.45
percent, on the valuation date. M. Sliwoski further conputed an
after-tax cost of the debt by discounting it 38 percent. Using
t he assunption that a purchase of decedent’s interest would be
financed 65.5 percent with debt and 34.5 percent with equity, M.
Sl iwoski conputed the wei ghted average cost of capital as

foll ows:

Wi ght ed Average Cost of Capital Per M. Sliwoski

Bef ore Tax After Tax

Per cent age of Cost of Cost of
Fi nanci ng Fi nanci ng Fi nanci ng I ncome Tax Fi nanci ng
Conponent Conponent Conponent Adj ust ment Conponent
Debt 65. 5% 8. 45% 62. 0% 3.43%
Equity 34. 5% 18. 76% NA 6.47%
Tot al 9. 90%

or
approxi mately
10%

Thus, the effect of M. Sliwoski’s weighted average is to reduce

the capitalization rate from 18. 76 percent (24.76 percent

7 M. Kraner also believed that Renier’s estimted growth
rate should reduce its capitalization rate.
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estimated return on equity |ess 6-percent growth rate in
earnings) to 10 percent.

We are not persuaded by M. Sliwoski’s approach. This Court
has often rejected the use of a weighted average cost of capital
in valuing an equity interest in a closely held corporation.

See, e.g., Estate of Hall v. Conm ssioner, 92 T.C 312, 341

(1989); Estate of Maggos v. Comm ssioner, T.C Meno. 2000-129;

Estate of Hendrickson v. Commi ssioner, T.C Meno. 1999-278;

Furman v. Conm ssioner, T.C Meno. 1998-157. This approach has

al so been criticized in valuation conmmentary. See Bogdanski,
Federal Tax Valuation, par. 3.05[5][b] (1996 & Supp. 1999), and
authorities therein cited. Although respondent cites G 0Ss V.

Comm ssioner, T.C Meno. 1999-254, as support for the use of this

met hod, we note that in that case, the corporation’ s actua
borrowi ng costs were incorporated in the fornula. Here, M.
Sliwoski has relied entirely on a set of assunptions about the
cost and anount of debt that a hypothetical purchaser of Renier
woul d incur. The estate argues, and presented evidence, that

t hese assunptions were unrealistic. W agree. A |ocal banker
testified that financial institutions in the area would not have
extended an acquisition loan with respect to a retail business
i ke Renier at anywhere near the anount postul ated by M.
Sliwoski and, further, would have required personal guaranties.
Such guaranties raise the effective cost of borrowng. See Pratt

et al., Valuing Small Businesses and Professional Practices 220
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(3d ed. 1998) (“it seens reasonable to recognize a prem um of
upwards of three percentage points to the face val ue interest
rate if personal guarantees are required.”). W do not have
confidence that M. Sliwoski’s attenpt to estinmate a wei ghted
cost of capital is reliable, even if we were satisfied that it
represents an appropriate approach for valuing an equity
interest. Consequently, we reject the capitalization rate
proposed by M. Sliwoski and conclude instead that the
appropriate capitalization rate is one based upon a return to
equity alone, as proposed by M. Kraner.

b. Computation of Capitalization Rate Based on
Equity Return

As previously noted, M. Sliwoski and M. Kranmer |argely
agreed on the rate of return on equity that a purchaser of Renier
woul d require. M. Sliwoski concluded that an equity investor
woul d require a 24.76-percent rate of return, while M. Kraner
concluded that an equity investor would require a 24.90- percent
return. The discrepancy between the two figures can be
attributed to the risk-free rate of return enpl oyed by each
expert.® M. Sliwoski chose as his risk-free rate the 7.26-
percent return from 30-year U S. Treasury bonds on the valuation
date, while M. Kraner utilized the 7.40-percent rate of return

on 20-year U.S. Treasury bonds. This 0.14-percent rate

18 While the experts’ other assunptions also differ, these
di fferences are exactly offsetting.
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di fference equals the difference between M. Sliwoski’s required
rate of return on equity of 24.76 percent and M. Kraner’s rate
of 24.90 percent. In the instant case, the correct risk-free
rate is that of 20-year U S. Treasury bonds used by M. Kraner.
We so concl ude because both experts devel oped their estimates of
the required rate of return on equity using data from | bbot son
Associ ates, which publishes equity risk premumdata related to
20-year coupon bond maturities, but no such risk prem umdata for
30-year maturities.! For this reason, we find nore appropriate
M. Kraner’'s required rate of return on equity of 24.90 percent.

c. Estimate of Earnings Gowh Rate

Both experts agreed that the required rate of return on
equity used to convert expected future earnings into a val ue
figure should be adjusted to account for the estimated rate of
growh in Renier’s earnings after the valuation date. The
experts di sagreed, however, in their estimtes of Renier’s |ong-
termgrowh rate. M. Sliwoski reduced his required rate of
return on equity by 6 percent to account for expected growh in
Renier’s future incone stream while M. Kraner reduced his
required rate of return by only 3 percent.

We do not believe either expert used a reasonable estinate

of the rate of growh. M. Sliwoski derived his 6-percent growth

19 See | bbotson Associ ates, Stocks, Bonds, Bills &
Inflation: 1994 Yearbook, 146; see also Pratt et al., Valuing a
Busi ness, The Anal ysis and Appraisal of O osely Held Conpanies
163, n.10 (3d ed. 1996).
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rate based on growmh within the consunmer electronic products
i ndustry and normal inflationary price increases, while M.
Kraner limted his growh rate to the rate of inflation. Neither
of these estimates finds support in the record. M. Sliwoski’s
6-percent growh rate is based on the consuner el ectronics
industry as a whole and is not tailored to Renier’s specific
product m x. Renier did not sell personal conputers or cellular
t el ephones, both of which exhibited very high growh rates and
were included in M. Sliwoski’s growh-rate estimate. As our
findings indicate, the national annual conpound growh rate for
the itenms in Renier’s product m x, weighted to reflect the
per cent age of sales of each, was only 4.15 percent from 1989
t hrough 1993. Although Renier’s actual sales increased at a
conpound rate of 8.3 percent fromJuly 1988 through June 1993,
the majority of that increase occurred in Renier’s fiscal year
ended June 30, 1993. Sales in that year, however, were
substantially boosted as a result of a major flood in the spring
of 1993.2° |f Renier’'s fiscal year ended June 30, 1993, is
excl uded, Renier’s conpound growth rate equals just 3.8 percent,
or slightly less than the national average for Renier’s product
mx. W are thus faced with the problem of how to account for

Reni er’s bunper sales during 1993, only a portion of which should

20 Al t hough the flood likely al so boosted sales in the
fiscal year that began on July 1, 1993, M. Sliwoski did not
factor any of this period into his estimate of Renier’s growth
rate.
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be projected into the future as sustai nable growmh. M. Kraner
addressed this issue by adding 5 percent to Renier’s expected
future annual inconme prior to capitalization. W agree that this
met hod correctly accounts for the recent strength in Dubuque’s
retail econony, while excluding growh attributable to the area’s
1993 flood. W therefore conclude that the nbost accurate |ong-
termgrowth assunption for Renier is 4.15 percent. However, we
al so believe it is appropriate to adopt M. Kraner’s nethodol ogy
of adding 5 percent to Renier’s expected future annual inconme to
account for the recent strength in Dubuque’s retail econony. 1In
further support of this conclusion, we note that Renier faced
stiff conpetition froma nunber of nmuch larger chain retailers,

i ncluding K-Mart, Radi o Shack, Sears, and Wal-Mart, putting in
doubt Renier’s ability to sustain a high sales gromh rate after
t he val uation date.

d. Conclusion: Inconme Valuation of Renier’s
Operating Assets

Based on the foregoing, we conclude that the appropriate
capitalization rate on the valuation date equal ed 20. 75 percent;
namely, M. Kranmer’s discount rate of 24.9 percent, |ess an
estimated long-termgrowh rate of 4.15 percent. Furthernore, as
previously discussed, this capitalization rate should be applied
to 105 percent of Renier’s expected future annual incone, or

$125,749. Dividing this amunt by the capitalization rate, we
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conclude that Renier’s operating assets had a val ue of $606, 019
on the val uation date.

3. Valuing Renier’'s Nonoperating Assets

Finally, to arrive at a total value for Renier, each expert
added to his incone valuation of Renier’s operating assets his
estimate of the asset value of Renier’s nonoperating assets. The
bi ggest di screpancy in the experts’ valuation of the nonoperating
assets concerns their conputation of Renier’s excess working
capital. (Under both experts’ nethodol ogy, their estimte of
excess working capital is added to nonoperating assets.) Because
we previously rejected M. Sliwoski’s estimate of Renier’s
wor ki ng capital requirements, we adopt M. Kraner’'s figure and
concl ude that Renier had excess working capital of $362,038. The
experts largely agreed with respect to the value of Renier’s
remai ni ng nonoperating assets, which M. Sliwoski val ued at
$105, 036 and which M. Kraner, using primarily M. Sliwoski’s
figures, valued at $108,887.%' To the extent M. Kraner’s val ue
exceeds M. Sliwoski’s, we consider the anmpbunt conceded by the
estate and therefore conclude that Renier had nonoperating assets

totaling $470, 925.

21 The remai ni ng nonoperating assets consisted of a
residence and two cars. M. Sliwoski valued the residence at
$81,686 and the two cars at $9,500 and $13, 850, respectively, for
a total of $105,036. M. Kraner valued the residence at $86, 975
and the two cars at $8,938 and $12,974, respectively, for a total
of $108, 887.



C. Mar ket Appr oach

M. Kranmer al so used a market approach to val ue Renier,
while M. Sliwoski considered but ultimately rejected this
approach. Typically, a market approach valuing the stock of a
cl osely held conpany involves three considerations: Past
transactions in the conpany’ s stock, past offers to purchase the
conpany, or, if neither of these is available, the market val ues
of stocks of conparable conpanies. See sec. 20.2031-2(a)-(f),
Estate Tax Regs.; Rev. Rul. 59-60, 1959-1 C B. 237.

M. Kranmer concluded that a market approach conparing Renier
to publicly traded conpani es was inappropri ate because there were
no publicly traded conpanies sufficiently simlar to Renier to
provi de an adequate basis for conparison. Instead, M. Kraner
utilized a market approach which he ternmed the “busi ness broker
method”. In M. Kraner’s analysis, the business broker nethod
postul ates that the purchase price of a business equals the
mar ket val ue of the inventory and fixed assets plus a nmultiple of
the seller’s discretionary cash-flow, defined as the total cash-
fl ow avail able to the owner of the business. Seller’s
di scretionary cash-flow is conputed by addi ng owner’s
conpensati on, depreciation, and interest expense to pretax
income. The multiple applied to seller’s discretionary cash-fl ow
is determ ned based on the strengths and risks associated with a

particul ar business; such nmultiples comonly range between 1 and
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2. In M. Kraner’s judgnment, the appropriate nmultiple for
val ui ng Renier was 1.5.

We do not find M. Kranmer’s application of the business
br oker net hod hel pful in valuing Renier. M. Kraner provided no
justification for the nmultiple he chose to apply to Renier’s
di scretionary cash other than his own judgnent. |In the absence
of any underlying data supporting M. Kraner’s selection of a
multiple, we are unable to assess its appropriateness. See Rule
143(f)(1). Thus, on this record the reliability of the business
br oker nmethod has not been established.

D. Concl usi on

Bot h experts used an asset approach to value Renier’s
nonoper ati ng assets and concede that such an approach woul d be
i nappropriate to value Renier’s operating assets. W agree with
their conclusions in this regard. As M. Sliwoski also
di sregarded his market approach and as we have rejected M.
Kramer’s busi ness broker nethod, we conclude that the incone
approach provides the best nethod for valuing Renier’s operating
assets. Therefore, with nonoperating assets of $470, 925, using
an asset approach, and operating assets of $606,019, using an
i ncome approach, we find Renier had a fair market value on the
val uation date of $1,076,944, or $43.08 per share. Consequently,
we further conclude that decedent’s 22,100 shares in Renier on
that valuation date had a val ue of $952, 000.

1. Addition to Tax
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Respondent al so determ ned that the estate was |iable for an
addition to tax under section 6662(a), which i nposes a 20-percent
addition for certain underpaynments of tax. The addition is
i nposed where there is an underpaynent of estate tax resulting
froma substantial estate tax valuation understatenent. See sec.
6662(b)(5). A substantial tax estate val uati on under st at enent
occurs if the value of any property clained on an estate tax
return is 50 percent or |ess of the amobunt determ ned to be
correct. See sec. 6662(g)(1l). In the instant case, the estate
reported Renier’s stock on its return as having a val ue of $33.02
per share. As we have found that the correct value is $43.08 per
share, no substantial estate or gift tax valuation understatenent
has occurred. G ven our conclusion, we need not address whet her
the estate qualifies for the reasonabl e cause exception contai ned
in section 6664(c)(1).

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




