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Pis a corporate law firm and Ais its sole
shar ehol der and only professional enployee. P has
represented a class of plaintiffs from 1974 to date and
was awarded $12,567,623 in |egal fees when the case was
settled in 1989. P received those fees from 1989
t hrough 1992 and is not entitled to further fees for
significant ongoing services which it nust performon
that case. P s workload in and after 1990 was m ni mal ,
except for the ongoing services. P paid A $10, 492,500
of "conpensation"” from 1989 through 1992 and, for each
year but one, reported no taxable inconme. For 1990 P
reported taxable incone of $3,775,699; $2,487,547 was
retained for P's future operations, and $1, 282, 998 was
retained to pay P's 1990 Federal incone tax liability.
P paid A $1, 750, 000 of "conpensation" during 1993 and
reported a $1,857,933 loss that it carried back to 1990
to claima refund of $581,812. P borrowed $916, 756
fromA and sold nost of its assets to have the funds to
pay A the $1,750,000. Exclusive of $1,373,913 of
Federal inconme tax refunds received or accrued by P on
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its carryback of losses from 1991, 1992, and 1993, P's
deficit in retained earnings on Dec. 31, 1993, was
$1, 463, 768.

Held: R did not conduct a second exam nation of
P's books of account in violation of sec. 7605(b),
. R C.

Hel d, further, sec. 162(a)(1), I.RC, allows Pto
deduct $1, 750, 000 in 1993 as reasonabl e conpensati on
paid to A

Gordon S. &old, David J. Lieberman, and Barry R Bess, ! for

petitioner.

Trevor T. Wetherington and Robert D. Heitneyer, for

respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Petitioner petitioned the Court to redeterm ne
an income tax deficiency of $546,634 for 1990. The deficiency
stens fromrespondent's determ nation that petitioner may not
deduct $1, 750, 000 paid to its sharehol der/enpl oyee in 1993
reportedly as conpensation. Petitioner reported a net operating
loss (NOL) for 1993 that it carried back to 1990.

We nust decide the follow ng issues:

1At the start of trial, the Court allowed M. Bess to
W t hdraw as counsel because he was going to be a witness for
petitioner.
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1. Wether respondent violated the prohibition of section
7605(b) agai nst a second exam nation of petitioner's books of
account for 1993. W hold he did not.

2. \Wether section 162(a) allows petitioner to deduct the
$1, 750, 000 as conpensation. W hold it does.

Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the applicable years. Rule
references are to the Tax Court Rules of Practice and Procedure.
Dol I ar amounts are rounded to the nearest dollar.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. The stipulation of
facts and the exhibits submtted therewith are incorporated
herein by this reference. Petitioner is a corporate law firm
that specializes in State and munici pal enpl oyee pension benefits
and the litigation thereof. 1t uses the cash nethod for Federal
i ncome tax purposes and an accrual nmethod for book purposes. Its
princi pal place of business was in Detroit, Mchigan, when its
petition was fil ed.

Ri chard Ashare, an attorney, incorporated petitioner in 1974
with a capital contribution of $1,000. M. Ashare is
petitioner's sol e sharehol der and one of its two enpl oyees.
Petitioner's other enployee is M. Ashare's secretary, Kathleen
Moore Baker (Ms. Moore). Petitioner has three directors: M.

Ashare, his wife, Marlene, and his longtine tax adviser, Barry



Bess. Petitioner has two officers: M. Ashare (president and
treasurer) and Ms. Ashare (secretary). M. Bess is petitioner's
(and M. Ashare's) principal tax adviser; anong other things, M.
Bess advised M. Ashare on petitioner's incorporation in 1974.

M. Ashare has focused al nost exclusively on one case (the
CGentile case) during his enploynent by petitioner. In that case,
M. Ashare, on behalf of petitioner, represented a class of 9,000
to 10, 000 persons known as the Policeman and Fireman Retirenent
Systemof the Cty of Detroit. The class retained petitioner on
a contingent fee basis to sue the city of Detroit (the city) for
a correct conputation of enpl oyee pension benefits.

In 1989, follow ng prolonged litigation, the city agreed to
pay the class $70 nillion to settle the Gentile case. The court
overseeing the litigation awarded petitioner $12,567,623 of the
settl ement proceeds as legal fees. Petitioner received these
fees from 1989 through 1992. Petitioner reportedly paid
conpensation of $10,492,500 to M. Ashare during the sane years.
Except for its work on the Gentile case, petitioner's workload in
and after 1990 was and is mninmal. Petitioner generally began to
wi nd down its business after it settled the Gentile case, and its
only case as of Decenber 31, 1993, was the Gentile case.

Petitioner reported on its 1993 Form 1120, U.S. Corporation
| ncone Tax Return, that it paid M. Ashare $1, 750,000 in

conpensation. M. Ashare lent petitioner $916, 756, and



petitioner |iquidated nost of its assets so that it would have
the funds to pay M. Ashare the $1, 750,000. Petitioner reported
a $1,857,933 taxable loss for 1993, which, on February 14, 1994,
it carried back to 1990 to receive a $581, 812 refund of taxes
paid for 1990. Petitioner's reported loss resulted in a reported
deficit of $89,855 in retained earnings on Decenber 31, 1993,
which translates into a deficit of $1,463,768 in retained

earni ngs exclusive of the tax refunds of $733, 006, $59, 095, and
$581, 812 described infra and supra. Petitioner's reported

bal ance sheet at the begi nning and end of 1993 was as foll ows:

1/1/93 12/31/93

Asset s:
Cash $146, 130 $35, 197
Mor t gage receivabl e 11, 000 11,000
Loan receivabl e 5, 000 - 0-
Prepai d expense 3, 200 3, 200
Ref undabl e i ncone tax 69, 095 582, 812
| nvest nent s- - mar ket abl e securities 569, 173 9, 048
Depreci abl e property (net of depreciation) 197,164 187,113
Total assets 1,000, 762 828, 370
Liabilities:
Payrol |l taxes w thheld 2,871 469
Accrued pension contribution 40, 002 - 0-
Loans from sharehol ders 8,800 916, 756
Total liabilities 51,673 917, 225
Shar ehol der's equity:
Common st ock 1, 000 1, 000
Ret ai ned earnings (deficit) 948, 089 (89, 855)
Total shareholder's equity (deficit) 949, 089 (88, 855)

Total liabilities & SSH s equity (deficit) 1,000, 762 828, 370
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M. Ashare, in his capacity as petitioner's enpl oyee, has
served as trustee of the Gentile case settlenent fund from 1989
to date. Following the settlenent, petitioner has had to perform
a "trenmendous anmount of work" adm nistering the fund; e.g., it
has had to identify and | ocate each Gentile case plaintiff,
ascertain actuarially each plaintiff's pension benefit with the
assi stance of few or no records maintained by the city onits
enpl oyees, and distribute to each plaintiff his or her
ascertained benefit. Both M. Ashare and Ms. More, on behal f of
petitioner, have devoted and continue to devote significant tine
and effort to the fund' s adm nistration, and petitioner continues
to enploy Ms. Moore full tinme at a salary of $45,000. Petitioner
continues to | ease the office space let to it since its
i ncorporation. Except for the $12,567,623 award, petitioner is
not entitled to any further conpensation for the postsettl enent
services performed on the Gentile case. As of Septenber 13,

1996, petitioner still had to | ocate and ascertain the benefits
of approximately 900 plaintiffs. As of March 17, 1999,
petitioner still had to | ocate and ascertain the benefits of
approximately 500 plaintiffs.

Petitioner's itens of inconme and expense as reported on its

1989 through 1993 Forns 1120 are as foll ows:



| ncone:

Legal fees

Centil e case

O her cases?

Tot al
Di vi dends
I nt er est
Busi ness prop. sales
Client costs reinb.
Medi ati on fees
Total incone

Deduct i ons:

O ficer conpensation
Secretary's conpens.
Rent s
Taxes
I nt er est
Depr eci ati on
O ficer
Enpl oyee benefits

Client/contract service
Sem nars & publications

I nsurance
Ofice

Post age

Pr of essi onal
Ent er t ai nnent
Tel ephone
Vehi cl es

Tui tion

Rei nbur senent s

f ees

NCL carryover from 1988

deduction
deducti ons

Speci al
Tot al

Taxabl e i nconme (I oss)

Tot al
! Most

Tax

pensi on pl ans

1989 1990 1991 1992 1993
$2,030, 341 $5,774,602  $100, 000 $4, 662, 680 -0-
309, 380 8, 156 20, 725 - 0- $30, 525
2,339,721 5,782,758 120, 725 4, 662, 680 30, 525
9, 993 23, 966 149, 875 202, 378 30, 746
140, 267 108, 551 11, 571 18, 635 8, 641
164 75 -0- -0- -0-
-0- -0- -0- 26, 474 -0-
3, 000 2, 250 - 0- - 0- - 0-
2,493,145 5,917, 600 282,171 4,910, 167 69, 912
2,151,666 1,690,834 $2,000,000 $4,650,000 $1, 750, 000
107, 932 145, 920 102, 090 108, 580 66, 040
23, 140 13, 820 12, 780 12, 780 12, 780
21, 036 104, 800 119, 995 30, 196 11, 898
-0- -0- 215 -0- -0-
5, 437 2,974 4,135 8, 535 7,816
88, 900 56, 089 97, 106 101, 990 27,678
13, 262 13, 037 12, 227 13, 639 14, 528
-0- 20, 889 -0- 6, 000 4, 500
3, 364 2,988 1, 844 2,500 2,124
7,199 7,979 10, 050 9, 435 9, 906
6, 478 17, 151 427 3, 730 4,156
1, 830 1,158 1, 686 1,176 2,188
8, 661 14, 797 36, 372 12, 881 22, 033
32, 450 26, 021 19, 556 16, 976 6, 624
4, 950 3, 320 4,201 4,599 3,078
11, 419 12, 356 10, 387 8, 643 7, 364
5, 250 5, 677 5, 000 -0- -0-
-0- -0- -0- -0- (36, 262)
170 2,091 -0- -0- -0-
- 0- - 0- - 0- 92, 315 11, 454
2,493 144 2,141,001 2,438,071 5,083,975 1,927,905
-0- 3,775,699 (2,155,900) _(173,808) (1,857, 933)
- 0- 1,283, 738 - 0- - 0- - 0-

(if not all) of these fees for

1989 are attributable to a cause of action all eged

inthe Gentile case but treated by petitioner as unrelated to the Gentile case.

In 1992, petitioner carried the 1991 | oss back to 1990 and

received a refund of $733,006 (and a correspondi ng abat enent of

an estimated tax penalty).

In 1993, petitioner carried the 1992

| oss back to 1990 and received a refund of $59,095 (and a

correspondi ng abatenent of the estimted tax penalty).
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Respondent audited petitioner's 1990 through 1992 taxabl e
years. In connection therewth, petitioner agreed with
respondent in Decenber 1993 that sonme of the conpensation paid to
M. Ashare during the related years was constructive divi dends;
petitioner has never formally declared or paid a dividend. The

anmounts recharacterized to dividends are as foll ows:

Year Reported conpensati on Agreed conpensation Constructive dividends
1989 $2, 151, 666 $2, 151, 666 -0-

1990 1, 690, 834 1, 563, 447 $126, 553

1991 2, 000, 000 1, 947, 045 52, 958

1992 4, 650, 000 4,602, 596 47,404

Following the audit, petitioner carried its 1993 |loss back to
1990.

During the rel evant years, petitioner's board did not
convene as a board in person. Every Decenber, the board woul d
transact its business for that year through one or nore tel ephone
conversations between Messrs. Bess and Ashare. Board action was
reflected in witten resolutions signed by all three board
menbers who, contenporaneously therewith, consented under State
law for the board to act without an actual neeting. Board action
i ncluded setting each enpl oyee's conpensation for that year in
accordance with petitioner's unwitten conpensation policy.

I n accordance with petitioner's conpensation policy, M.

Bess tel ephones petitioner's accountant? every Decenber, and the

2 Petitioner's accountant during the rel evant years was
(conti nued. ..)



accountant "recommends" to M. Bess the total anount of
conpensation that petitioner should pay its enployees. M. Bess
then tel ephones M. Ashare to relay the accountant's
recommendation to him and M. Ashare sets the specific anmounts
of conpensation that petitioner will pay to himand Ms. More.
Petitioner's plan of conpensation for M. Ashare is to pay him
annually all legal fees that petitioner receives during the year,
| ess an anmobunt equal to the sumof its corporate expenses
(exclusive of M. Ashare's conpensation) plus any funds retained
for petitioner's future operations. Petitioner's plan of
conpensation, as applied, has allowed it through 1993 to report
no profits subject to Federal incone tax, except for its first 7
years of operation and for 1990. From petitioner's incorporation
t hrough 1995, petitioner reported the followng profit (loss),
conpensation paid to M. Ashare, and contributions to M.

Ashare's pension fund:

Year Conpensati on Pensi on
Ended Profit Pai d Contri bution
9/ 30/ 74 $10, 500 $48, 500 $7, 000
9/ 30/ 75 14, 999 100, 000 10, 000
9/ 30/ 76 10, 715 63, 263 7,143
9/ 30/ 77 14, 940 87, 500 9, 960
9/ 30/ 78 12, 563 87, 500 8, 375
9/ 30/ 79 13, 616 75, 000 9, 077
9/ 30/ 80 13,014 70, 000 8, 696
9/ 30/ 81 -0- 55, 417 7,261

2(...continued)
Her bert Lazarus of Lazarus, Rice & Lopatin, CP.A's, P.C
M . Lazarus has since died.
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9/ 30/ 82 - 0- 17, 500 3,699
9/ 30/ 83 - 0- 20, 417 3, 900
9/ 30/ 84 - 0- 100, 000 107, 881
9/ 30/ 85 - 0- 130, 000 113, 082
9/ 30/ 86 - 0- 96, 250 105, 444
9/ 30/ 87 - 0- 157, 445 102, 047
12/ 31/ 87 - 0- 23, 333 20, 068
12/ 31/ 88 - 0- 921, 334 63,178
12/ 31/ 89 - 0- 2,151, 666 88, 901
12/31/90 3,775, 699 1, 690, 834 56, 089
12/ 31/ 91 (2, 155, 900) 2, 000, 000 97, 106
12/ 31/ 92 (173, 808) 4, 650, 000 101, 990
12/ 31/ 93 (1, 857, 933) 1, 750, 000 27,678
12/ 31/ 94 ! - 0- !

12/ 31/ 95 ! - 0- !

! Undi scl osed by the record.

Petitioner's board resol ved on Decenber 31, 1990, that
petitioner would retain $2,487,547 of its 1990 profit for "the
reasonably antici pated needs of the business for the forthcom ng
years";?3 petitioner used another $1,282,998 to pay its 1990
The board al so resol ved on that

Federal inconme tax liability.

date that petitioner would pay $1, 690,834 in conpensation to M.

3 The record does not identify the "reasonably antici pated
needs"” for which petitioner retained sonme of the 1990 earni ngs.
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1993 and for prior years' efforts yet unconpensated". One day
before, M. Ashare had received and deposited petitioner's check
in the amount of $1,061,971. The board al so resol ved on Decenber
31, 1993, that petitioner's officers are "authorized, enpowered
and directed, for and on behalf of the Corporation, to execute a
Prom ssory Note in favor of the sole Sharehol der in the principal
anmount of Ei ght Hundred Sixteen Thousand Seven Hundred Fifty-Six
and no/ 100 ($816, 756.00) Dollars". Petitioner issued the
referenced note to M. Ashare on the sane day. The board al so
resol ved on Decenber 31, 1993, that $100, 000 of the $916, 756 t hat
M. Ashare |lent petitioner during the year "shall be duly
reflected" on petitioner's books as a contribution to capital.
Petitioner's Decenber 31, 1993, bal ance sheet does not reflect
any of the lent amount as a capital contribution, and M. Bess
does not understand M. Ashare to have transferred the $100, 000
to petitioner as a capital contribution.

Respondent began auditing petitioner's 1993 taxable year in
or about Decenber 1994, and the case was assigned to a revenue
agent who had not been involved in the audit of petitioner's 1990
t hrough 1992 taxabl e years. The agent exam ned petitioner's 1993
tax return and requested and recei ved correspondence from
petitioner's representative, David Lieberman. The agent had no
direct contact with either M. Ashare or any of petitioner's

ot her officers or enployees.
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On August 10, 1995, the agent prepared a report that stated
that petitioner was |iable for alternative mninumtax (AMI); the
agent limted the scope of his report to AMI because the
application thereof generated the maxi mum anobunt of taxes that
could be recovered for 1993. On the sane day, respondent
forwarded the agent's report to M. Bess as part of a 30-day
letter. Petitioner had notified respondent that M. Lieberman
and his coworker, M. Bess, both served as its representatives
for purposes of the 1993 audit. On January 29, 1996, the agent,
after learning nonths before that he had incorrectly applied AMI
to petitioner's 1993 taxabl e year, prepared a second report that
stated that petitioner was not entitled to deduct any of M.
Ashare's "conpensation”. On the sanme day, the respondent mail ed
that report to M. Bess as part of a second 30-day letter.

Bet ween the dates of the 30-day letters, the agent was
considering M. Ashare's personal incone tax liability. In
connection therewith, the agent requested petitioner's board
m nutes from M. Lieberman, who al so represented M. Ashare. M.
Li eberman delivered to the revenue agent petitioner's board
resolutions for 1993, which included the resol ution nentioned
above as to the prom ssory note. The agent prepared his second
report on petitioner's 1993 taxable year on the basis of
information that he received frompetitioner on or before August

10, 1995.
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OPI NI ON

We nust deci de whether any or all of the $1, 750,000 paid to
M. Ashare in 1993 was reasonabl e conpensati on under section
162(a)(1). Petitioner argues it was, asserting that it paid M.
Ashare the disputed amobunt to conpensate him for past and present
services. Petitioner asserts that it had a fornula under which
M. Ashare would be paid all |egal fees received by petitioner
and that the $12,242,500 paid to M. Ashare over the 5-year
period from 1989 to 1993 was | ess than the $12,567, 623 received
on the Gentile case. Respondent argues that the di sputed anount
i s nondeducti bl e because it was neither reasonable in amount nor
paid to M. Ashare to conpensate himfor past or present
servi ces.

Before deciding this issue, we pause to discuss a claimby
petitioner that respondent violated its rights under section
7605(b) by conducting a second exam nation of its books of
account for 1993. Petitioner contends that the revenue agent
performed a second exam nati on when he asked M. Lieberman for
petitioner's mnutes. Petitioner asserts that respondent needed
petitioner's 1993 board resolutions to determ ne that petitioner
had paid M. Ashare unreasonabl e conpensation during that year.
We understand petitioner to conclude that respondent, because of

t he purported second exam nation, is precluded fromasserting in
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this proceeding that M. Ashare's 1993 conpensation is
nondeducti bl e.*

We disagree with petitioner that respondent is precluded by
section 7605(b) fromasserting that it may not deduct the
conpensation it paid M. Ashare in 1993. Section 7605(b)
generally limts the Conmm ssioner to "one inspection of a
t axpayer's books of account * * * for each taxable year".
Congress enacted this section intending "to guarantee that
t axpayers whose accounts had been closed * * * [will] not be
subj ect to 'unnecessary' harassnent by being required frequently
to present their 'books of account' to the inconme tax agency".

Hi nchcliff v. Gdarke, 371 F.2d 697, 700 (6th Gr. 1967).

Congress did not intend for section 7605(b) to be a severe
restriction on the Comm ssioner's powers in nonitoring and

enforcing the Code. See United States v. Powell, 379 U S. 48,

4 Petitioner, taking |anguage from Reineman v. United
States, 301 F.2d 267 (7th G r. 1962), argues that the Court "nust
* * * get aside the deficiency assessnent set forth in * * * [the
revenue agent's second report]"” because of a violation of the
sec. 7605(b) prohibition against a second exam nation. That
| anguage is inapplicable to a proceeding originating in this
Court. \When a proceeding originates in a District Court, as was
the case in Reineman, the Conm ssioner has already assessed the
deficiency that is the subject of the proceeding. Wen a
proceeding originates in this Court, the Comm ssioner usually has
not assessed a deficiency. Absent certain exceptions, none of
whi ch are applicable here, the filing of a petition in this Court
bars the Conm ssioner from assessing a deficiency until after the
deci sion entered by this Court becones final. See sec. 6213(a).
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54-56 (1964); see also Crosby v. Conm ssioner, T.C Meno.

1970- 286.

We are unable to conclude under the facts herein that
respondent violated the second exam nation prohibition of section
7605(b). The record sinply does not persuade us that respondent
performed nore than one inspection of petitioner's books of
account. \Wiereas petitioner argues that a second inspection
occurred mainly because the revenue agent, on behalf of the
Comm ssi oner, prepared two reports, we do not agree. That the
Comm ssioner may issue two or nore reports on a single taxable
year of a taxpayer does not necessarily nmean that the
Comm ssi oner perforned nore than one exam nation of the

t axpayer's books of account. See United States v. Bal anced Fin.

Mit., Inc., 769 F.2d 1440, 1446 (10th Cr. 1985) ("'the standard
is whether the exam nation or investigation sought by the IRS is
unnecessarily duplicative of sone prior exam nation'" (quoting

United States v. Davey, 543 F.2d 996, 1000 (2d CGir. 1976)); see

al so Brodhead v. Commi ssioner, T.C Mno. 1979-113. The

applicability of section 7605(b), as relevant herein, turns as a
threshold matter upon a finding of unnecessary nultiple

exam nations of a taxpayer's books of account and does not rest
upon a finding that a revenue agent may have prepared multiple
reports on his or her exam nation of the underlying year. See

Fel dman v. Conmi ssioner, T.C Menp. 1985-132; see also Hall v.
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Commi ssi oner, 406 F.2d 706, 710 (5th Cr. 1969) (the term "books

of account” as used in section 7605(b) is limted to the
t axpayer's books and records), affg. 50 T.C. 186 (1968); GCeurkink

v. United States, 354 F.2d 629, 631 (7th Cr. 1965) (sane);

Estate of Adanms v. Conm ssioner, T.C Meno. 1967-221 (sane), and

t he cases cited therein.

Nor does the record support petitioner's proposed finding
t hat the Comm ssioner needed its 1993 board resolutions to |earn
that M. Ashare had nade a |large |loan to petitioner during 1993,
or, nore inportantly, to determ ne that petitioner could not
deduct the anobunt of conpensation reportedly paid to M. Ashare
during that year. Before commencing his exam nation of
petitioner's 1993 taxable year, respondent had petitioner's 1993
corporate incone tax return, which stated explicitly that: (1)
Petitioner was deducting $1, 750,000 in conpensation paid to its
sol e sharehol der, M. Ashare, (2) the $1, 750,000 deducti on was
generating a $1, 857,933 taxable loss for 1993, (3) petitioner
owed M. Ashare $916, 756 on Decenber 31, 1993, and that he had
| ent at |east $907,956 of that amount to petitioner during 1993,
(4) petitioner had a reported retained earnings deficit of
$89, 855 at Decenber 31, 1993, and (5) petitioner had |iquidated
nost of its assets in 1993. Respondent also was privy to the
fact that petitioner had used alnost all of its 1993 reported

loss to claima $581, 812 refund for taxes paid for 1990 and that,



- 17 -

after the 1993 taxable year, petitioner would no | onger be

all owed to recover those taxes by virtue of a carryback. Section
7605(b) is not violated in a case such as this, where the

Commi ssioner sinply applies the facts, figures, and other data
within his |awful possession with an eye towards a legitinate
gover nnment al purpose of determning the correct tax liability of

a taxpayer under exam nation. See Jackson v. Conmm ssioner, T.C

Meno. 1982-556; see al so Pleasanton Gravel Co. v. Conm SsSioner,

64 T.C. 510, 528 (1975), affd. per curiam578 F.2d 827 (9th Cr
1978).

We also find it nmeaningful that the revenue agent was
cont enpor aneously considering issues as to the personal incone
tax liability of M. Ashare, who was petitioner's officer,
director, sole sharehol der, and key enpl oyee. That the
Commi ssioner may gl ean fromthe books of an individual third
party such as M. Ashare information that is relevant to the tax
l[tability of his or her controlled entity does not necessarily
mean that the Conm ssioner perforns an inproper second

exam nation of the entity under section 7605(b). See Geurkink v.

United States, supra at 631 ("W enphasi ze that sec. 7605(b)

relates to a second exam nati on of books of account of a taxpayer
and does not apply to an exam nati on of books of account of a
third person."). In sone settings, the Conm ssioner's

exam nation of the books of a corporation's officer, sharehol der,
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or enployee may actually be an exam nation of the corporation's
books because of the inextricable identity between them or
because exam nation of the individual's books serves as a
subterfuge for exam ning the corporation's books; e.g., where the
separate accounts are all maintained in the same volune. Conpare

Rei neman v. United States, 301 F.2d 267 (7th Cr. 1962), and

Application of Leonardo, 208 F. Supp. 124 (N.D. Cal. 1962), wth

Hall v. Conm ssioner, 50 T.C. at 201-202, and United States

Hol ding Co. v. Conm ssioner, 44 T.C. 323, 327-328 (1965). The

record at hand, however, |acks the requisite evidentiary
foundation to persuade us that any exam nation of M. Ashare's
books of account was a subterfuge for exam ning petitioner's
books. The record nerely suggests that the revenue agent sinply
did what he purported to do; nanely, gather information on the
potential personal inconme tax liability of M. Ashare, a taxpayer
who, although related to petitioner, is separate and di stinct

fromit. See United States Holding Co. v. Comm SsSioner, supra.

We turn to the primary issue; nanmely, whether section 162(a)
all ows petitioner to deduct the $1, 750,000 paid to M. Ashare as
conpensation. A paynent of conpensation is deductible under that
section if it is reasonable in anpbunt and for services actually

rendered to the payor in or before the year of paynent. See sec.

162(a)(1); Lucas v. Ox Fibre Brush Co., 281 U. S. 115, 119 (1930);

Al pha Med., Inc. v. Conmi ssioner, 172 F.3d 942, 945 (6th Cr
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1999), revg. T.C. Meno. 1997-464; sec. 1.162-7(a), |ncone Tax

Regs.; see al so Pul sar Conponents Intl., Inc. v. Conm SSioner,

T.C. Meno 1996-129; Mad Auto Wecking, Inc. v. Connissioner, T.C

Meno 1995-153. Petitioner nust prove that it may deduct
conpensation in an anmount greater than that determ ned by
respondent. See Rule 142(a). Careful scrutiny of the facts is
appropriate in a case such as this where the payor is controlled

by the payee/ enpl oyee. See Pul sar Conponents Intl., Inc. v.

Conm ssioner, supra; Mad Auto Wecking, Inc. v. Conmni Sssioner,

supr a.
W have no doubt that the $1, 750,000 paid to M. Ashare

nmeets the first test for deductibility; i.e., it is reasonable in
anpunt as to the conpensation that a personal service corporation
such as petitioner could pay its key enployee in a year for his
services. M. Ashare's qualifications for his position with
petitioner justify high conpensation, as does the fact that he is
vital and indispensable in petitioner's operation and success.
Petitioner's business also is conplex and highly specialized, and

it demands a person of M. Ashare's expertise. See Al pha Md.,

Inc. v. Commissioner, supra at 945; Mayson Manufacturing Co. V.

Conmi ssioner, 178 F.2d 115, 119 (6th G r. 1949), revg. and

remandi ng a Menorandum Opi nion of this Court dated Nov. 16, 1948;

see al so Pul sar Conponents Intl.. Inc. v. Comm SSioner, supra;

Mad Auto Wecking, Inc. v. Conm Ssioner, supra.
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The nmere fact that the $1, 750,000 is reasonable in anount
does not necessarily nean that it is deductible in full. A
deduction for conpensation is not allowed to the extent that the
conpensation is paid for sonething other than services rendered
by the payee/enployee primarily in or before the year of paynent.

See sec. 162(a)(1l); Witconb v. Conm ssioner, 733 F.2d 191, 193

(1st GCr. 1984), affg. 81 T.C 505 (1983); Bonaire Dev. Co. V.

Comm ssioner, 679 F.2d 159 (9th Gr. 1982), affg. 76 T.C. 789

(1981); King's &. Mbile Hone Park, Inc. v. Comm Ssioner,

98 T.C. 511, 514 (1992); Paula Constr. Co. v. Conm ssioner,

58 T.C. 1055, 1058 (1972), affd. w thout published opinion

474 F.2d 1345 (5th G r. 1973); see also Tool Producers, Inc. v.

Commi ssioner, T.C Meno. 1995-407, affd. w thout unpublished

opinion 97 F.3d 1452 (6th G r. 1996). This brings us to our
second inquiry: Did petitioner pay M. Ashare the disputed
anount primarily for services provided in or before 1993? On the
basis of our review of the record, we conclude it did. According
to petitioner, the $1,750,000 is deductible in full minly
because the $12,242,500 paid to M. Ashare from 1989 t hrough 1993
is less than the $12,567, 623 received on the Gentil e case.
Respondent replies that petitioner is incorrect as to the
mechani cs of its conpensation formula. Messrs. Ashare and Bess
testified that M. Ashare's conpensation was set at the | egal

fees received by petitioner during the year, |ess corporate
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expenses, and respondent applies that testinony to concl ude that
M. Ashare was overconpensated in each of the years rel evant
herein and entitled to no conpensation for 1993. Respondent
notes that 1993 was the | ast year fromwhich petitioner could
carry back an NCL to 1990 to recover the Federal incone taxes
paid for that year, see sec. 172(b)(1) (a carryback of an NOL
such as the one at hand is |limted to the prior 3 years), and
argues that the main reason for the $1, 750,000 paynent was to
recover those taxes. Respondent notes that petitioner had a
significant deficit in retained earnings on Decenber 31, 1993.
W agree with petitioner that it nmay deduct the $1, 750, 000
because it paid the amount to M. Ashare to conpensate himfor
work on the Gentile case. Up until the tinme that the Gentile
case was settled in 1989, M. Ashare, on behalf of petitioner,
had perforned significant services on that case to entitle the
class to receive the $70 mllion settlenent paynent. Afterwards,
petitioner, and hence, M. Ashare, was obligated to perform
significant services in admnistering the proper disposition of
that $70 million paynent. But for M. Ashare, petitioner never
woul d have received the $12,567,623 of legal fees in the first
pl ace. But for M. Ashare, petitioner would never be able to
di spose of the settlenent funds properly. G ven the necessity
and indispensability of M. Ashare's services on the Gentile

case, we do not believe it unreasonable to conclude, as we do,
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that petitioner paid M. Ashare the $1, 750,000 to conpensate him
for services connected to that case.

Respondent focuses on petitioner's |ongstandi ng conpensation
formul a and observes that the amount of M. Ashare's conpensation
does not follow froman application of that formula. Respondent
concl udes that petitioner paid the $1,750,000 to M. Ashare
w thout the requisite intent to conpensate himfor his services.
We do not agree. Although it is true, as respondent observes,
that petitioner did not correctly apply its |ongstanding formul a
to ascertain M. Ashare's conpensation for 1993, petitioner's
managenent obvi ously decided that M. Ashare was entitled to be
paid a greater anount during that year. |t does not matter that
petitioner's revenues during that year were |less than the
$1, 750, 000 paynent, or that the $1, 750,000 paynment produced a
deficit in retained earnings. The dispositive fact of this case
is that petitioner's board, through an exercise of unwitten
corporate policy, set M. Ashare's conpensation for 1993 at
$1, 750, 000.

The facts of this case indicate that the board truly
believed that M. Ashare's services were worth paying him
$1, 750,000 in 1993. M. Bess testified adanantly that the board
consi dered the value of petitioner's past and present services
when it set M. Ashare's conpensation for each year, and we find

in the record that the board knew howto Iimt M. Ashare's
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conpensation to the value of his unconpensated services as of the
end of each year. The board, for exanple, considered the val ue
of M. Ashare's unconpensated services as of Decenber 31, 1990,
and resol ved specifically that M. Ashare's conpensation for that
year was limted to services perforned during that year.
Petitioner definitely had the opportunity, the neans, and a
strong tax incentive to inflate M. Ashare's conpensation for
that year. It did not, which indicates to us that the board was
set on establishing M. Ashare's conpensation at its fair val ue.
In this regard, the board resolved that M. Ashare was
entitled to receive conpensation of $1, 750,000 during 1993 for
hi s past and present services. The board, through the exercise
of its sound business judgnent, resolved that M. Ashare was
entitled to that anount of conpensation, and we decline to second
guess the board's wsdom The board knew that 1993 was the | ast
year from which petitioner could use an NOL to recover all of the
taxes which it paid for 1990 and that paying petitioner the
$1, 750,000 would allow it to recover all those taxes. The board
al so knew that petitioner had a continuing obligation to provide
significant services on the Gentile case for many years after
1993, that petitioner's revenues in post-1992 years would
practically be nonexistent, and that petitioner would not have

any resources to pay M. Ashare future conpensation
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We also believe it critical that petitioner had the funds to
pay M. Ashare the $1,750,000. Petitioner did not pay M. Ashare
t he $1, 750, 000 by way of a debt instrunment such as a prom ssory
note. Petitioner used funds which it was able to raise through a
liquidation of assets, nost of which were obtained on account of
the efforts of M. Ashare, and through one or nore |oans. The
fact that M. Ashare is the one who lent the funds to petitioner
is of no consequence. It is a legitinmate managerial function to
ascertain the anmount of enpl oyee conpensation that will be paid
in a year, and, absent abuse, which is not present here, we
decline to second-guess managenent's deci sion on the anount and
timng of that conpensation or on the manner in which nmanagenent
goes about obtaining the underlying funds.

We hold that petitioner nmay deduct the $1, 750, 000 paynment to
M. Ashare as reasonabl e conpensation. |In so holding, we have
considered all argunents nade by the parties and, to the extent
not di scussed above, find themto be without nerit.

To reflect the foregoing,

Decision will be entered

under Rul e 155.




