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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  Ci rcu i t  a f f i rmed a  Tax  Cour t  op in ion  that  he ld
a  co rpo r a t i on  may  deduc t  on l y  a  po r t i on  o f  th e  amount s
pa id  t o  i t s  sha reho lde r /p re s id en t  a s  re a sonab l e  compen -
s a t i on .

K i rk  Ebe r l  wa s  p re s i d en t ,  d i re c to r,  and  so l e  sha reho lde r
o f  Ebe r l ’s  C l a im  Se r v i c e  In c .  (ECS) ,  wh i ch  wa s  an  inde -
penden t  c l a ims  ad ju s t e r  f o r  i n su r ance  compan i e s .   For
1992  and  1993 ,  ECS  deduc t ed  $4 .3  mi l l i on  and  $2  mi l -
l i o n ,  r e s p e c t i v e l y,  a s  E b e r l ’s  c o m p e n s a t i o n .   E C S  h a d
neve r  d e c l a red  a  d i v id end .   The  IRS  con t ended  tha t  re a -
sonab l e  compensa t i on  wa s  $500 ,000  and  $400 ,000  f o r
1992  and  1993  re spe c t i ve l y  and  the  amount s  pa id  in  e x -
c e s s  o f  t h i s  we re  d i s gu i s ed  d i v id ends .

The  Tax  Cour t  op ined  tha t  b e c au s e  o f  Mr.  Ebe r l ’s  qua l i -
f i c a t i on s  h i gh  compensa t i on  wa s  j u s t i f i ab l e .   Howe ve r,
the  cou r t  po in t ed  ou t  tha t :

1 )  ECS  pa id  Ebe r l  mos t  o f  i t s  i n come ,
2 )  Ebe r l ’s  c ompensa t i on  ag re ement  wa s  no t  a t  a rm’s

l eng th ,  and
3 )  Othe r  ECS  emp loyee s  d idn’t  sha re  i n  the  p ro f i t s .

The  cou r t  conc luded  tha t  $2 .3  mi l l i on  o f  th e  1992  and
$1  mi l l i on  o f  th e  1993  compensa t i on  wa s  re a sonab l e .

Ci r cu i t  Judge  Ca r l o s  F.  Luce ro  re v i ewed  the  Tax  Cour t ’s
ho ld ing  tha t  s ome  o f  th e  compensa t i on  wa s  re a sonab l e
and  app l i ed  the  mu l t i -  f a c to r  t e s t  o f  Pep s i -Co l a  Bo t t l i ng
Co .  v.  Commis s i one r,  528  176  (10 th  Ci r.  1976 )  t o  de t e r -
mine  the  re a sonab l ene s s  o f  compensa t i on  unde r  s e c t i on
162 ( a ) (1 ) .   Be cau s e  th e  s a l a r y  a r r angement  wa s  b e tween
Eber l  a s  a  shareho lder  and Eber l  a s  an  employee ,  the  cour t
f ound  the  compensa t i on  a r r angement  inhe ren t l y  su spe c t
and  thus  pos s ib l e  to  v i ew  a s  unrea sonab l e  on  tha t  g round
a lone .   A f t e r  con s ide r ing  the  Pep s i -Co l a  f a c to r s ,  Judge
Luce ro  ag reed  w i th  the  Tax  Cour t ’s  ana l y s i s ,  f ind ing  tha t
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th e  s a l a r y  wa s  un re a sonab l y  l a r g e ,  and  then  re l i ed  on  the
IRS ’s  e xpe r t  t e s t imony  to  f i x  a  re a sonab l e  amount .

The  Judge  a l so  cons ide red  an  a rgument  r a i s ed  by  the  t a x -
paye r  on  appea l ,  t h a t  th e  cou r t  shou ld  u s e  an  “ indepen -
d e n t  i n v e s t o r”  t e s t  i n s t e a d  o f  a  re a s o n a b l e n e s s  t e s t  t o
de t e rmine  a  re a sonab l e  compensa t i on .   A l though  no t ing
tha t  i t  i s  much  s imp l e r  than  the  mu l t i - f a c to r  app roach ,
the  cou r t  conc luded  tha t  ab s en t  en  banc  rehea r ing  i t  wa s
bound  to  u s e  th e  mu l t i - f a c to r  t e s t .
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