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Metro Leasing and Development  v. Commissioner,

T.C. Memo 2001-119, May 18 , 2001

The  Tax  Cour t  he ld  tha t  Met ro  Lea s ing  and  Deve lopment
Corp .  wa s  en t i t l ed  t o  d educ t  a  po r t i on  o f  o f f i c e r ’s  com-
pensa t i on  d i s a l l owed  by  the  IRS ,  bu t  tha t  i t  a c cumula t ed
re t a ined  e a rn ing s  b eyond  the  a l l owab l e  amount .

Geo rge  Va l en t e  wa s  th e  s o l e  sha reho lde r  i n  Met ro  Lea s -
ing  and  Deve lopment  Corp . ,  an  au to  l e a s ing  and  r e a l  e s -
t a t e  deve lopment  f i rm.  Mr.  Va l en te  became  i l l  and  he  and
h i s  w i f e  ope ra t ed  the  f i rm under  a  “coopera t i v e”  a r r ange -
ment .  Me t ro  Lea s ing  deduc t ed  $240 ,000  and  $460 ,000
in  1995  and  1996  a s  compensa t i on  t o  the  coup l e ;  how-
eve r,  the  IRS  a s s e r t ed  tha t  the  company  was  on ly  en t i t l ed
to  deduc t  $77 ,000  fo r  e a ch  y e a r  a s  re a sonab l e  compensa -
t i on  unde r  s e c t i on  162 ( a ) .   In  add i t i on ,  th e  IRS  de t e r -
m i n e d  t h a t  Me t ro  L e a s i n g  h a d  a l l owe d  i t s  e a r n i n g s  t o
a c cumu la t e  b eyond  the  re a sonab l e  ne ed s  o f  th e  bu s ine s s
and  wa s ,  t h e re fo r e ,  sub j e c t  t o  th e  a c cumu la t ed  e a rn ing s
t ax .

The  Tax  Cour t  su s t a ined  a  pa r t  o f  th e  IRS  po s i t i on  u s -
ing  the  f i v e - f a c to r  t e s t  i n  E l l i o t t s  In c .  v.  Commis s i one r,
716  F.2d  1241  (9 th  Ci r.  1983 )  and  b y  app l y ing  the  inde -
penden t  inve s to r  t e s t .  The  cour t  f ound  tha t  in come  f rom
the  s a l e  o f  a s s e t s  du r ing  1995  and  1996  wa s  due  t o  the
Va l en t e s’  e f f o r t s  and  conc luded  tha t  re a sonab l e  compen -
s a t i on  f o r  tho s e  ye a r s  wa s  $90 ,000  and  $163 ,000 .

As  t o  th e  a c cumu la t i on  o f  re t a ined  e a rn ing s ,  t h e  cou r t
he ld  tha t  Me t ro  Lea s ing  wa s  a  “mere  ho ld ing  company”
wi th in  the  mean ing  o f  s e c t i on  533(b )  and ,  the re fo re ,  had
a  pu rpo s e  o f  a vo id ing  in come  t a xe s  on  i t s  sha reho lde r s .
T h e  c o u r t  h e l d  t h a t  M e t r o  L e a s i n g  w a s  l i m i t e d  t o
$250 ,000  in  re t a ined  e a rn ing s .
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