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Wagner  Construct ion, Inc . v. Commissioner, T.C.
Memo 2001-160 (June 29 , 2001)
Thi s  c a s e  re l a t e s  t o  th e  compensa t i on  pa id  by  Wagne r
Const ruc t ion ,  Inc .  to  brother s  Denni s  and  Cur t i s  Wagner.
The  fo l lowing  tab le  i l lu s t ra te s  the  compensa t ion  amounts
a t  i s sue .   (The  amount s  l i s t ed  f o r  th e  IRS  a re  tho s e  a r -
gued  on  b r i e f ,  wh i ch  a re  more  than  doub l e  th e  amount s
a l l owed  by  the  IRS  in  i t s  o r i g ina l  no t i c e  o f  d e f i c i ency. )

The  Tax  Cour t  rebuked  the  e xpe r t s  on  bo th  s i d e s  o f  th e
c a s e ,  s a y ing ,

Becau s e  o f  f undamenta l  d i f f e rence s  i n  ap -
proa ch  among  the  e xpe r t s  engaged  by  bo th
pa r t i e s ,  the  va lue s  a r r i ved  a t  in  the  repor t s
a re  e x t reme l y  f a r  apa r t .  A l though  i t  i s  no t
unusua l  in  va lua t ion  ca s e s  tha t  two  exper t s
re a ch  s i gn i f i c an t l y  d i f f e ren t  conc lu s i on s ,
the  repor t s  and  t e s t imony  o f  the  expe r t s  in
th i s  c a s e  a re  so  d i s s imi l a r  tha t  the  re l i ab i l -
i t y  o f  the  expe r t s  i s  b rought  in to  que s t i on .
In  th i s  c a s e ,  t h e  e xpe r t s  re a ched  conc lu -
s ions  tha t  pa t en t l y  f avo red  the i r  re spec t i v e
c l i en t s ,  and  the i r  repo r t s  we re  d e s i gned  to

Year Dennis Curtis Total

10/31/1995 1,048,200$   246,688$ 1,294,888$       

10/31/1996 699,192        400,573   1,099,765         

Year Dennis Curtis Total

10/31/1995 243,000$      192,450$ 435,450$          

10/31/1996 258,600        202,350   460,950             

Year Dennis Curtis Total

10/31/1995 385,000$      250,000$ 635,000$          

10/31/1996 385,000        250,000   635,000             

Taxpayer

Internal Revenue Service

Tax Court
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The Financial Valuation Group
was es tabl i shed  in  1990 to
prov ide  f inanc ia l  consu l t ing
ser v ices  to  c lose ly  he ld  and
publ i c l y  t raded  compan ies.
Our  Consul t ing  and  Exper t
Witness  se r v ices  a re  based
on our  p ro fess iona ls ’ un ique
knowledge  abou t  wha t  c re -
a tes  va lue  in  a  bus iness  en-
t i ty  and the var ious methods
used to  measure  va lue .

W e  Va l u e :
•Corporate Secur i t ies

•Closely  Held Businesses

•Par tnership Interests

•Business Operat ions-subsidiar-
ies,  d iv is ions,  prof i t  centers

• I n t a n g i b l e  A s s e t s - c ove n a n t s
n o t  t o  c o m p e t e ,  c u s t o m e r
l is ts,  contract  r ights and core
depos i ts

• In te l l ec tua l  P roper ty -pa ten ts ,
t r a d e m a r k s ,  t r a d e  n a m e s ,
sof tware copyr ights and t rade
secrets

V a l u e  m e a s u r e m e n t  i s
u s e d  f o r  m a n y  p u r p o s e s ,
i n c l u d i n g :

•Business Planning

•Succession Planning

•Purchase Pr ice Al locat ions

•ESOP Values

•Economic Damages

•Cor porate Dissolut ions

•Shareholder /Par tner  Disputes

•Mar i ta l  Dissolut ions

•Estate and Gi f t

Continued on page 3

suppor t  th e i r  conc lu s i on s .

The  pu rpo s e  o f  e xpe r t  t e s t imony  i s  t o  a s -
s i s t  the  t r i e r  o f  f a c t  to  under s tand  ev idence
tha t  w i l l  d e t e rmine  the  f a c t  i n  i s sue  .  .  .
That  purpose  i s  j eopard i zed  when an  exper t
a s sumes  the  pos i t ion  o f  an  advoca te .  An  ex -
pe r t  ha s  a  du ty  t o  the  Cour t  tha t  e x c e ed s
h i s  du ty  t o  h i s  c l i en t ;  t h e  e xpe r t  i s  ob l i -
g a t ed  t o  p re s en t  da t a ,  ana l y s i s ,  and  op in -
i on  w i th  de t a ched  neu t r a l i t y  and  w i thou t
b i a s ,  re ga rd l e s s  o f  th e  e f f e c t  o f  su ch  unb i -
a s e d  p r e s e n t a t i o n  o n  h i s  c l i e n t ’s  c a s e .
When  an  e xpe r t  d i sp l a y s  an  uny i e l d ing  a l -
l e g i ance  t o  the  pa r t y  who  i s  p ay ing  h i s  o r
he r  b i l l ,  we  g ene r a l l y  w i l l  d i s rega rd  tha t
t e s t i m o n y  a s  u n t r u s t w o r t h y. . .  ( w h e n  e x -
pe r t s  a c t  a s  adv oca t e s ,  “the  e xpe r t s  c an  be
v i ewed  on l y  a s  h i red  guns  o f  th e  s i d e  tha t
re ta ined  them,  and  th i s  not  on ly  d i sparages
t h e i r  p r o f e s s i o n a l  s t a t u s  b u t  p r e c l u d e s
the i r  a s s i s t ance  t o  th e  Cour t  i n  re a ch ing  a
p r o p e r  a n d  r e a s o n a b l y  a c c u r a t e  c o n c l u -
s i o n” ) .  T h e  e x p e r t s ’  l a c k  o f  i m p a r t i a l i t y
ha s  c au s ed  a  d i s s e r v i c e  t o  th e  Cour t  and
t h e  s y s t e m  o f  t a x  a d m i n i s t r a t i o n .  [ C i t a -
t i on s  omi t t ed ]

The  t a xpaye r ’s  e xpe r t  re s e a rched  the  p r oxy  s t a t ement s  o f
pub l i c  compan i e s ,  bu t  f ound  no  comparab l e  compan i e s
f o r  compensa t i on  pu rpo s e s .   The  e xpe r t  th en  compared
the  t a xpaye r ’s  compensa t i on  to  v a r i ou s  pub l i shed  com-
pensa t ion  s tud ie s .   Because  o f  the  dut i e s  o f  the  t axpaye r ’s
two  o f f i c e r s  and  the i r  l ong  work  hour s ,  and  the  s i z e  o f
the  management  t e ams  f o r  th e  compan i e s  i n  th e  s tud i e s ,
th e  e xpe r t  d e t e rmined  i t  wou ld  t ake  f ou r  p eop l e  t o  re -
p l a c e  Denn i s .   The  Tax  Cour t ,  howeve r  wa s  c r i t i c a l  o f
the  a s sumpt ion  tha t  Denn i s’  s a l a r y  shou ld  be  equa l  t o
tha t  o f  f ou r  e x e cu t i v e s .   The  Cour t  a l s o  f ound  po r t i on s
o f  th e  s tud i e s  t o  b e  un re l i ab l e .

The  t a xpaye r  e xpe r t ’s  n ex t  app roach  wa s  t o  c a l cu l a t e  th e
t a xpaye r ’s  “re s i dua l  e conomic  i n come  a f t e r  a  f a i r  re tu rn
on  the  t o t a l  f a i r  ma rke t  va lu e  o f  th e  s t o ckho lde r s’  i n -
ve s t ed  c ap i t a l . ”   The  ana l y s i s  i n c luded  a  p e r i od  a  t ime
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O u r  p r o f e s s i o n a l s  a r e
experienced in the many
i n d u s t r i e s ,  n a t i o n a l l y
and  in te rna t iona l ly,  in -
cluding:

Aerospace

Agr icu l ture

Automot ive

Auto  & Equipment  Dealersh ips

Bank ing

Chemica l

Const ruc t ion

Dai r y  Far ms

Dis t r ibut ion

Farm Management  Companies

Financ ia l  Ser v ices

Flour  and Gra in  Mi l l s

Food Processors

Franch ises

Fur n i tu re

Heal thcare

Hospi ta l i ty

Insurance

In te l lec tua l  Proper ty

In ternet  Companies

High- tech Companies

Manufac tur ing

Mass-market  Reta i le rs

Oi l  and Gas/Min ing

Power  Generat ion

Profess iona l  F i rms

Publ ish ing

Ranching

Real  Esta te

Ser v ice  Companies

Sof tware  Companies

Star t  Up Companies

Te lecommunicat ions

Tour ism/Hosp i ta l i ty

Transpor ta t ion

Continued on page 4

d u r i n g  w h i c h  t h i s  e x p e r t  c l a i m e d  t h e  o f f i c e r s  w e r e
unde rcompensa t ed .   The  Tax  Cour t  s a i d ,  “An  exe cu t i v e
has  not  been  undercompensa ted  s imply  because  the  s tock-
ho lde r s  re c e i v ed  an  e xc e l l en t  re tu rn  tha t  g re a t l y  e xc e ed s
a  ‘f a i r ’  r e tu rn . ”   The  Cour t  t e rmed  the  u s e  o f  a  10 -y e a r
p e r i o d  f o r  a n a l y s i s  “m e re l y  a n  a t t e m p t  t o  j u s t i f y  p a y -
ment s  i n  e xc e s s  o f  t h e  amount  [ th e  e xpe r t ]  cou ld  com-
pu t e  u s ing  h i s  o the r  me thods . ”

The  f i r s t  IRS  exper t  u sed  pub l i c l y  t r aded  companie s  f ind-
ing  12  comparab le  companie s .   The  Cour t  found  tha t  th i s
ana l y s i s  h ad  a  “f a t a l  f l aw”  s ay ing ,  “none  o f  th e  12  pub -
l i c l y  t r aded  compan i e s  h e  s e l e c t ed  wa s  re a sonab l y  com-
pa rab l e  t o  pe t i t i one r.   A l l  o f  them were  much  l a rge r  than
pe t i t i one r,  p a r t i cu l a r l y  i n  t e rms  o f  t h e i r  re spe c t i ve  an -
nua l  s a l e s . ”   Th i s  e xpe r t  a l s o  f a i l ed  t o  a c coun t  f o r  s t o ck
op t i on s  in  the  pub l i c  compan i e s  and  the  Tax  Cour t  re -
j e c t ed  th i s  e xpe r t ’s  op in ion .

The  s e cond  IRS  expe r t  u s ed  pub l i shed  s tud i e s  t o  d e t e r -
mine  re a sonab l e  compensa t i on .   The  Cour t  re j e c t ed  th i s
e xpe r t ’s  op in ion  s ay ing ,  “ We  f ind  the  r epo r t  o f  [ th e  e x -
pe r t ]  t o  be  unre l i ab l e .   The  repo r t  con t a in s  s e ve r a l  t ypo -
g r a p h i c a l  a n d  m a t h e m a t i c a l  e r ro r s . ”   T h i s  e x p e r t  a l s o
f a i l ed  t o  t ake  in to  a c coun t  the  s t o ck  op t i on s  g r an t ed  by
pub l i c  compan i e s .

The  Tax  Cour t  th en  engaged  in  i t s  own  ana l y s i s  o f  com-
p e n s a t i o n  re a s o n a b l e n e s s  u s i n g  n i n e  f a c t o r s  t h a t  we re
u s ed  by  the  Cour t  o f  Appea l s  f o r  the  E i gh th  C i r cu i t ,  t o
whom th i s  c a s e  cou ld  be  appea l ed .   The s e  f a c to r s  a re :

1 . The  emp loy e e’s  qua l i f i c a t i on s ;
2 . The  na tu re ,  e x t en t ,  and  s cope  o f  th e  emp loyee’s

work ;
3 . The  s i z e  and  comp l ex i t i e s  o f  th e  bu s ine s s ;
4 . The  p re va i l i ng  g ene r a l  e conomic  cond i t i on s ;
5 . The  p reva i l i ng  r a t e s  o f  compensa t i on  f o r  compa -

r ab l e  po s i t i on s  i n  comparab l e  conce rn s ;
6 . The  s a l a r y  po l i cy  o f  the  t axpaye r  a s  to  a l l  employ -

e e s ;
7 . In  the  c a s e  o f  sma l l  co rpo r a t i on s  w i th  a  l im i t ed

number  o f  o f f i c e r s ,  t h e  amount  o f  compensa t i on
pa id  to  the  pa r t i cu l a r  emp loyee  in  p rev iou s  y e a r s ;

http://www.fvginternational.com


w w w . f v g i n t e r n a t i o n a l . c o m Page 4
L I T I G AT I O N  A N D  V A L UAT I O N  S E RV I C E S

T A X  V A L U AT I O N  E - F L A S H

WHEN RESULTS COUNT

Special Edition

We are founding members of
T h e  F i n a n c i a l  C o n s u l t i n g
Group whose  members  p ro -
v ide Business Valuat ion,  Ex-
pe r t  Tes t imony  and  L i t i ga -
t ion  Consu l t ing  ser v ices  na-
t iona l l y  and in te r na t iona l l y.

F o r  m o r e  i n f o r m a t i o n  o n
cour t  cases  invo lv ing  va lua-
t ion  i ssues  o r  fo r  a  compl i -
menta r y  subscr ip t ion  to  our
news le t te rs,  p lease  v is i t

www. fa i r marketva lue .com

We encourage you to  for-
ward th is  E- f lash to  other
interested par t ies .

Click Here for Full Text of Cases

Edited by John R. Gilbert ABV, ASA, CVA
The Financial Valuation Group

Mountain States Managing Director
(c) Copyright 2001

8. A  compar i son  o f  s a l a r i e s  p a id  w i th  the  g ro s s  i n -
come  and  the  ne t  i n come ;  and

9. C o m p a r i s o n  o f  s a l a r i e s  w i t h  d i s t r i b u t i o n s  t o
s to ckho lde r s .

The  Cour t  conc luded  tha t  an  independent  inve s to r  wou ld
no t  app rove  s a l a r i e s  i n  e xc e s s  o f  $635 ,000  un l e s s  th e  in -
ve s to r  wa s  re c e i v ing  a  f a i r  re tu rn  on  inve s tmen t .   Us ing
the  re tu rn  on  inve s tmen t  pe r c en t  d e t e rmined  by  the  t a x -
paye r  e xpe r t ,  t h e  Cour t  c a l cu l a t ed  tha t  s a l a r i e s  i n  e x c e s s
o f  th e  $635 ,000  rep re s en t ed  d i s gu i s ed  d i v id ends .
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