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Eberl’'s Claim Service, Inc.v. Commissioner, No. 99-
9033, 2001 U.S. App. Lexis 8162, United States Court
of Appeals for the Tenth Circuit, May 4, 2001

The Tenth Circuit affirmed a Tax Court opinion that held
a corporation may deduct only a portion of the amounts
paid to its shareholder/president as reasonable compen-
sation.

Kirk Eberl was president, director, and sole shareholder
of Eberl’s Claim Service Inc. (ECS), which was an inde-
pendent claims adjuster for insurance companies. For
1992 and 1993, ECS deducted $4.3 million and $2 mil-
lion, respectively, as Eberl’s compensation. ECS had
never declared a dividend. The IRS contended that rea-
sonable compensation was $500,000 and $400,000 for
1992 and 1993 respectively and the amounts paid in ex-
cess of this were disguised dividends.

The Tax Court opined that because of Mr. Eberl’s quali-
fications high compensation was justifiable. However,
the court pointed out that:

1) ECS paid Eberl most of its income,

2) Eberl’'s compensation agreement was not at arm’s
length, and

3) Other ECS employees didn’t share in the profits.

The court concluded that $2.3 million of the 1992 and
$1 million of the 1993 compensation was reasonable.

Circuit Judge Carlos F. Lucero reviewed the Tax Court’s
holding that some of the compensation was reasonable
and applied the multi- factor test of Pepsi-Cola Bottling
Co.v. Commissioner, 528 176 (10th Cir. 1976) to deter-
mine the reasonableness of compensation under section
162(a)(1l). Because the salary arrangement was between
Eberl as a shareholder and Eberl as an employee, the court
found the compensation arrangement inherently suspect
and thus possible to view as unreasonable on that ground
alone. After considering the Pepsi-Cola factors, Judge
Lucero agreed with the Tax Court’s analysis, finding that
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SERVICES OFFERED: the salary was unreasonably large, and then relied on the
Corporate Transaction Services IRS’s expert testimony to fix a reasonable amount.

The Judge also considered an argument raised by the tax-
payer on appeal, that the court should use an “indepen-
dent investor” test instead of a reasonableness test to
determine a reasonable compensation. Although noting
that it is much simpler than the multi-factor approach,
Employee Stock Ownership Plans the court concluded that absent en banc rehearing it was
bound to use the multi-factor test.
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We are founding members
of The Financial Consulting
Group whose members pro-
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Expert Testimony and Liti-
gation Consulting services
nationally and internation-
ally.
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