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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

BEGHE, Judge: Respondent determ ned the foll ow ng

deficiencies in petitioner’s Federal incone tax:

Year Ended Defi ci ency
7/ 31/ 93 $24, 142

7/ 31/ 96 98, 279
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Respondent di sal | owed as unreasonabl e conpensati on under
section 162(a)(1)?! $353,911 of salaries out of $1,113,800 paid
and clained by petitioner as salaries and bonuses to its officer-
di rector-sharehol ders, WIlliam and Connie Myers, for its fiscal
year ended July 31, 1996. W sustain respondent’s determ nation.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are found
accordingly. The stipulation of facts and acconpanying exhibits
are incorporated by this reference.

Petitioner is a Colorado corporation that pours concrete
foundati ons of residential houses and |ight comrercial buildings
for real property devel opers, and provi des other concrete “fl at
wor k", such as driveways, sidewal ks, and basenent and garage
floors. \When petitioner filed its petition, it maintained its
princi pal place of business in Colorado. At all relevant tines,
petitioner has been taxable as a C corporation and reported its
i ncone and deductions, except for State inconme tax, on the cash

met hod of accounti ng.

1Al section references are to the Internal Revenue Code as
in effect during the years in issue, and all Rule references are
to the Tax Court’s Rules of Practice and Procedure. The
deficiency for the fiscal year ended July 31, 1993, is
attributable to the reduction of a net operating | oss carryback
(clainmed by petitioner fromthe fiscal year ended July 31, 1996)
by reason of respondent’s disall owance of a portion of the
conpensati on deduction clainmed by petitioner for the later year.



- 3 -

Since petitioner was incorporated in |late 1986, WIIliam
Myers, petitioner’s president, and his wife Connie Mers,
petitioner’s vice president, secretary, and treasurer, have been
its only officers, directors, and sharehol ders.

M. Mers has a high school education. After graduating
from high school, M. Mers wirked in the grocery business for
approximately 12 years and was the nmanager of a grocery store.
For the next 14 years, before petitioner’s incorporation in |late
1986, M. Myers worked in the construction industry on a variety
of jobs related to the pouring of concrete for foundations and
flat work: Delivering m xed concrete to construction sites as
the driver of a Redi-Mx concrete truck, pouring concrete
foundations and flat work for nunerous building projects as a
construction worker, foreman, or supervisor, and, beginning in
1983, nmanagi ng his own foundation and flat work business in
partnership with another individual (the B & D partnership).

Ms. Myers has an associate’s degree in conputer science.
She worked as a conputer programmer and then becane a |icensed
st ockbroker. After petitioner’s incorporation, she quit her job
as a stockbroker to join M. Myers in managi ng petitioner.

Wil e working for petitioner, Ms. Mers resuned her coll ege
educati on and obtai ned a bachelor’s degree in business in 1990.
Foll ow ng a downturn in construction in Col orado, M.

Myers’s partner sold his interest in the B & D partnership to M.
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Myers and retired. |In late 1986, petitioner was incorporated to
conduct the foundation and flat work contracting business
previously operated by the B & D partnership and by M. Mers.

Upon incorporation of petitioner, M. and Ms. Mers
invested $10,000 in its capital stock; M. Mers received 51
percent of petitioner’s outstanding shares of common stock, and
Ms. Mers received the other 49 percent. M. and Ms. Mers
have owned these sanme stock interests throughout petitioner’s
exi stence (including the year in issue, ended July 31, 1996).

M. and Ms. Mers al so nade advances to petitioner of
$77,237, which were shown on petitioner’s books and income tax
returns as debt. The record does not show how t he advances were
di vi ded between M. and Ms. Myers or whether petitioner paid
interest on them Petitioner paid off these advances over the
first 4 years of its existence.

Since 1987, when petitioner began operations, M. and Ms.
Myers have pl ayed conplenentary roles as the only nmenbers of its
managenent team M. Mers has handled all work in the field,
and Ms. Myers has naintai ned petitioner’s books and provided all
adm ni strative support. In 1987, petitioner enployed about 10
construction workers. Over the years, petitioner has enpl oyed up
to 35 to 40 construction workers, dependi ng on work vol une.

Throughout petitioner’s existence, M. Mers, during peak

construction periods, has worked | ong hours to acconplish a
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variety of tasks. M. Myers schedul es and coordi nates
petitioner’s construction activities with various builders, other
contractors, and suppliers. M. Mers nmanages and supervi ses
petitioner’s construction workers and is responsible for al
construction work done by petitioner. He exclusively solicits,
bi ds, and obtains jobs for petitioner.

For each job petitioner obtains, M. Mers orders and
arranges for delivery of the prem xed concrete to the
construction site.? He orders and arranges for all necessary
equi pnent and supplies. He often supervises the actual work by
petitioner’s workers at the site. Wen M. Mers cannot be
present to supervise the work at a site, he assigns an
experienced and responsi bl e construction worker of petitioner to
act as foreman of the work crew.?

On wor kdays during peak periods, M. Mers typically spends

nost of his tinme in the field attending to and supervi sing

2Petitioner does not performthe excavation work needed to
| ay the foundation of a building. Another contractor perforns
all required excavation work. After excavation is conpleted, M.
Myers exam nes the excavated building site and determ nes the
quantity of m xed concrete to be delivered to |ay the foundation.
To avoi d running short of m xed concrete during pouring, he
orders nore than the m ninum quantity he estimates is needed to
lay the foundation. To mnimze waste from ordering excess m xed
concrete, where petitioner is constructing a nunber of
foundations at sites in close proximty, such as the hone
foundations in a subdivision, M. Mers tries to schedule the
pouring of several foundations per day.

During the fiscal year ended July 31, 1996, petitioner
enpl oyed three individuals who served as forenen.
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petitioner’s construction activities and marketing its services
to builders. On workday evenings after he returns honme or on
weekends, he inforns and di scusses with Ms. Mers, anong ot her
things, the amounts to bill the builders for petitioner’s work on
their jobs, petitioner’s paynent obligations for equipnment and
supplies, and petitioner’s weekly payroll for construction
wor kers, and he al so works on bids he intends to submt to
buil ders on petitioner’s behalf.

M. and Ms. Mers have always mai ntained petitioner’s
office in their honme. Before petitioner’s incorporation, they
resided in Geeley, Colorado, approxinmately 50 ml|es north of
Denver.* |In early 1987, shortly after petitioner’s
i ncorporation, M. Myers decided to seek contracting work for
petitioner in H ghlands Ranch, Col orado, approximately 20 to 30
mles south of Denver, where a nunber of |arge residential
subdi vi sions were being devel oped. However, it took M. Mers
sone time to establish the reputation with the builders in

Hi ghl ands Ranch that enabled himto obtain substantial work from

‘Oiginally, the B & D partnership had been operating in the
Boul der, Longnont, and north Denver areas. After construction
work declined in those areas in the md-1980's, M. Mers had
obt ai ned contracting jobs for the B & D partnership in Col orado
Springs, approximately 120 mles fromhis honme in Geeley. For
several years, he spent many of his nights during the workweek at
an apartnent, notel or nobile hone in Col orado Springs and woul d
often see Ms. Myers only on weekends. However, by early 1987,
construction work in Colorado Springs had also started to decline
foll owi ng the Space Shuttle disaster.
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them for petitioner. During this interimperiod, M. Mers
continued to commute from Geeley to Col orado Springs while
finishing the jobs petitioner had there.

By 1990, M. Mers and petitioner began to enjoy a good
reputation anong hone buil ders and other construction industry
people in the Denver netropolitan area, particularly in Douglas
County (which includes Hi ghlands Ranch). M. MWers and
petitioner had becone well known for doing high-quality
foundations and flat work efficiently, reliably, and on schedul e.
This reputation enabl ed petitioner to obtain nore business and
increase its gross receipts and profits. Although petitioner’s
bi ds had to be conpetitive, petitioner did not always have to be
the | owest bidder to obtain work fromthe buil ders.

In the latter part of 1990, M. and Ms. Myers noved their
home (and petitioner’s office) to Castle Rock, Colorado, which is
| ocat ed about 40 mles south of Denver and 20 mles from
Hi ghl ands Ranch.

From 1986 t hrough 1996, a substantial nunber of new houses
were built in Douglas County. The rate of annual increase in new
houses built in Douglas County slightly declined from 1986
t hrough 1990, going from 11 percent for 1986 to 6.5 percent for
1990. This slight decline ended in 1991; according to U S
Census Bureau information, from 1990 t hrough 1998 Dougl as County

was the fastest growing county in the nation, in terns of
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popul ation increases. For 1996, the rate of increase in the
nunber of new houses built in Douglas County was 14.8 percent.

In 1995, petitioner becane a contractor for Kaufnman & Broad,
a national hone building conpany then buil di ng nunerous houses in
H ghl ands Ranch. During the fiscal year ended July 31, 1996,
petitioner laid nore than 600 foundations, of which approxi mately
500 were for Kaufrman & Broad.

Over the period fromJanuary 1, 1987 (when petitioner began
operations), through July 31, 1996, petitioner made annual

paynments as conpensation to M. and Ms. Mers and to

petitioner’s construction workers as set forth bel ow ®

Tot al Tot al
FYE WIIliam Conni e Oficer Construction
July 31 Myer s Myers Conp. Wor ker  Conp.
1987 $30, 000 $6, 750 $36, 750 $86, 846
1988 54, 500 12, 950 67, 450 216, 394
1989 43, 000 15, 050 58, 050 191, 414
1990 83, 000 29, 650 112, 650 269, 681
1991 173, 600 12, 500 186, 100 374, 135
1992 165, 000 65, 000 230, 000 425, 413
1993 457, 785 156, 000 613, 785 535, 051
1994 630, 750 271, 750 902, 500 592, 977
1995 455, 000 247, 500 702, 500 675, 671
1996 749, 500 364, 300 1,113, 800 679, 437
The total conpensation of $1,113,800 paid M. and Ms. Mers

for the fisca

year in issue ended July 31

bet ween sal ari es and bonuses as foll ows:

°The al | ocati on
and bonus for each year

of officers’

1996, was divi ded

conpensati on between sal ary
is set forth infra in the appendi x.
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M. Mers Ms. Myers Total s

Sal ari es $586, 500 $288, 500 $875, 000
Bonuses 163, 000? 75, 8002 238, 800
Total s 749, 500 364, 300 1,113, 800

IO this $163,000, $125,000 was said to be a bonus for

fiscal year 1995 and $38,000 a bonus for fiscal year

iggiﬁﬂ s $75,800, $58,000 was said to be a bonus for

fiscal year 1995 and $17,800 a bonus for fiscal year

1996.
As described infra pp. 10-11, 13, petitioner also nade
contributions on behalf of M. and Ms. Myers to a qualified
retirement plan and further agreed to nmake specified deferred
conpensati on paynents to each of them

Petitioner had no fixed fornula for determ ning the annual

sal ari es and bonuses paid to M. and Ms. Myers. Until the
fiscal year ended July 31, 1996, M. and Ms. Mers, petitioner’s
directors, generally around the beginning of the fiscal year,
woul d set the respective salaries they were to receive for that
year. At the sanme tine, they would authorize M. Mers, as
petitioner’s president, to pay hinmself and Ms. Myers whatever
rai ses, fringe benefits, and bonuses that he consi dered
appropriate for that year. For exanple, concerning the

respective sal aries and bonuses paid to M. and Ms. Mers for

the fiscal year ended July 31, 1995, the m nutes of petitioner’s
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annual directors’ neeting of August 8, 1994, stated, in pertinent

part:

The Corporation has experienced continued
financial growh due alnost entirely to the
efforts of WIlliam Myers and Conni e Mers.
The Board of Director’s [sic] wishes to
conpensate the Oficers for a job well done.

Upon notion duly made, seconded and unani nously
approved, the Corporation shall pay the foll ow ng

officers’ salaries for the fiscal year end July 31,
1995:

WIlliamL. Mers, President $100, 000
Connie J. Myers, Secretary 60, 000

The President is also authorized to approve what ever

rai ses, fringe benefits and bonuses he judges to be

fair.

For the fiscal year ended July 31, 1996, the Menorandum of
Action of the directors with respect to the conpensation of M.
and Ms. Myers speaks as of the end of the fiscal year.
Specifically, the Menorandum of Action states as foll ows
concerning the respective salaries and bonuses of M. and Ms.
Myers, the contribution for that year to a qualified retirenent
plan for their benefit, and the deferred conpensati on agreenents
being entered into with them

We, all the Directors of B & D FOUNDATI ONS, | NC.

a Col orado corporation, pursuant to Section 7-108-202

of the Col orado Business Corporation Act, take the

follow ng action(s), by consent and w thout a neeting,

as if by unani nous vote, and waive all notice of such
meeting pursuant to Section 7-108-203 of that Act:

* * * * * * *
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2. Deferred Conpensation Agreenent. The
Directors, after exhaustive review of the officers’
conpensati on and the sharehol ders’ returns since the
Conmpany was founded, have determ ned that the Oficers
have been substantially underconpensated since the
Company’s inception. Therefore, after recognition of a
substantial return to the Sharehol ders on their
investnment in the Conpany, the Directors have
determned to provide the Oficers deferred
conpensation in consideration of their past services
rendered. The Deferred Conpensation Agreenents between
this Corporation and WIliam Myers and between the
Cor poration and Connie Myers, copies of which are
included in the Corporation’s mnute book, are hereby
approved. The Oficers of this Corporation are
aut hori zed to execute and performthose Agreenents on
behal f of this Corporation.

3. Ratification of Defined Benefit Plan. The
Board of Directors hereby ratifies and approves of the
actions taken by the O ficers of this Corporation in
adopting a Qualified Defined Benefit Retirenent Plan,
copies of which are included in this Corporation’s
m nut e book.

4. Contributions to Qualified Plans. The Board of
Directors hereby ratifies and approves the contribution
of $92,600.00 to the trustee of the B & D Foundati ons,

I nc. Enpl oyee Retirenent Defined Benefit Pl an.

5. Salaries. The Board of Directors hereby
acknow edges that it reached a settlenent in cal endar
year 1996 with the Internal Revenue Service respecting
of ficers’ conpensation for fiscal years ending 1993 and
1994. I n accordance with the guidelines established by
the Internal Revenue Service[®] in reaching this

SPursuant to that settlenent, petitioner agreed to treat as
constructive dividend i ncome $108, 830 of the total conpensation
paid to M. and Ms. Myers for the 1993 fiscal year and $57, 533
of the total conpensation paid to themfor the 1994 fiscal year.
However, the record discloses no specific guidelines or
conpensation formula that had been applied by the parties in
determ ning the anounts deducti ble by petitioner as reasonable
conpensation to M. and Ms. Myers under this settlenent. The

(continued. . .)
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settlenment and after effecting an inflation increase
for 1996, the follow ng salaries, and the bonuses set
forth in paragraph 6 below, are hereby fixed for the
followwng Oficers until further action of the Board.

WlliamL. Mers $586, 500
Connie J. Mers $288, 500

6. Paynent of Bonus. The Board of Directors
hereby authorize and direct the Oficers of this
Corporation to pay bonuses for the fiscal years ended
July 31, 1995 and 1996, to the followng Oficers in
t he anbunts set opposite their nanes:

Tot al 1995 1996

WlliamL. Mers $163, 000 $125, 000 $38, 000
Connie J. Mers $ 75, 800 $ 58,000 $17, 800

* * * * * * *

This consent of the Board of Directors when signed
by all of the Directors of this corporation shall have
the sanme effect as having been unani nously adopted by
vote of the Board of Directors of this Corporation on
the 31st day of July, 1996.[7] The Directors of this
Corporation are as foll ows:

Appr oved:
DI RECTORS:

5(...continued)
| ncome Tax Exam nation report dated Apr. 18, 1998, of the
revenue agent who exam ned petitioner’s return for the fiscal
year ended July 31, 1996, stated that “The settlenment [for the
earlier 1993 and 1994 fiscal years] is not specific as to how a
reasonabl e conpensati on anount was determ ned.” I|ndeed,
petitioner now acknow edges no formul a was used in settling those
1993 and 1994 tax years.

"The record does not disclose the date on which petitioner’s
directors, M. and Ms. Myers, had signed the Menorandum of
Action. Respondent did not question whether the salaries and
bonuses aut hori zed by the Menorandum which petitioner deducted
on its return for the year ended July 31, 1996, were actually
paid to M. and Ms. Mers during that year.



/sl WlliamL. Mers
WlliamL. Mers

/sl Connie J. Mers
Connie J. Mers

Petitioner agreed, in the Deferred Conpensation Agreenents
referred to in paragraph 2 of the Menorandum of Action, to pay
M. Mers $362,000 and to pay Ms. Mers $126,000, as deferred
conpensation. Petitioner agreed to nake the deferred
conpensati on paynents in equal nmonthly installnments over a 60-
mont h period beginning 1 nonth after: (1) The sale or exchange
(through nerger or otherw se) of nore than 50 percent of
petitioner’s outstanding shares of stock; (2) the sale or
exchange of all or substantially all of petitioner’s assets
(other than in the ordinary course of business); or (3)
term nation of enploynment with petitioner.

Petitioner’s incone tax returns for the fiscal years ended
July 31, 1987, through 1996, disclose the follow ng annual gross

recei pts and net profit or net |oss after taxes:

Net Profit
(Net Loss)
FYE July 31 G oss Receipts After Taxes

1987 $423, 897 $18, 317
1988 856, 623 60, 729
1989 742, 876 39, 657
1990 978, 152 38, 632
1991 1,407, 191 53, 684
1992 2,053, 999 3,274
1993 3,247, 464 61, 521
1994 3, 289, 189 193, 624
1995 3, 638, 980 59, 292
1996 4,561, 878 (61, 904)
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The Schedul e L--Bal ance Sheets included in petitioner’s
inconme tax returns for these years further reflect the foll ow ng

total assets and net assets and equity (wthout regard to
petitioner’s obligation to nmake future paynents to M. and Ms.
Myers or to respondent’s contention that the $77,237 of advances

shoul d be treated as equity):

Net Asset s/
FYE July 31 Total Assets!? Equi t y?2
1987 $131, 216 $31, 405
1988 182, 088 101, 931
1989 207, 373 134, 073
1990 218, 956 172,011
1991 254, 634 218, 462
1992 255, 443 221, 554
1993 361, 949 282, 989
1994 591, 366 475, 808
1995 547, 656 534, 443
1996 378, 684 378, 542

Petitioner’s cost for the assets, |ess accunul ated
depreci ati on.

2Total assets, less liabilities, which equals capital
stock of $10, 000, plus retained earnings.

Fromincorporation in late 1986 through July 31, 1996,
petitioner declared and paid no formal dividends.

Around 1994, M. and Ms. MWers decided they woul d no | onger
seek to increase the size of petitioner’s business. Shortly
thereafter, M. Mers helped his son, Kurt Myers (Kurt),
establish another foundation and flat work construction conpany,
Myers Foundations, Inc. (Myers Foundations). M. Mers owned 51

percent of the outstanding shares of stock of Myers Foundati ons

and Kurt owned the other 49 percent. M. Mers served as vice



- 15 -
presi dent of Myers Foundations. On July 31, 1996, M. Mers’
stock interest in Myers Foundati ons was redeened, and Kurt becane
its sol e sharehol der

M. Mers also helped Bill Collins, a former enpl oyee of
petitioner and the B & D partnership, establish Collins Concrete
Construction, Inc. (Collins Concrete), another foundation and
flat work construction conmpany. M. Collins and M. Mers
t oget her owned Col lins Concrete. By 1996, M. Mers’ entire
stock interest in Collins Concrete had been redeened.

During 1996, M. Mers also engaged in certain cattle
breedi ng and feeding activities and horse breeding and show ng
activities.

In the notice of deficiency, respondent disallowed
petitioner’s deduction of $353,911 of the $875,000 of salaries
paid M. Myers and Ms. Myers for its fiscal year ended July 31,
1996, but did not nmake any adjustnent to the $238, 000 of bonuses
paid for that year and the preceding year. The notice of
deficiency stated, in pertinent part:

| ssue A: Whether the conpensation paid to the

sharehol der/officers of the corporation are reasonabl e
given the duties and services provided to the conpany.

Reconci li ati on: FYE 7/ 31/ 96
Per Return [$] 1, 113, 800
Per Exam 759, 889
Adj ust nent 353,911

The total “reasonabl e” conpensati on anmount was
determ ned as foll ows:
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Chi ef Executive Oficer [ $] 186, 420

Chi ef Financial Oficer 59, 150

Chi ef QOperations/Adm nistrative

O ficer 162, 095

Mar keti ng Executives 113,424
521, 089

Bonus (no adj ustnment to anount
paid by TP as bonuses) 183, 000 FY 7/95
55, 800 FY 7/ 96
Total conpensation all owed 759, 889

OPI NI ON

This is yet another case in which a closely held C
cor por ati on--whose sharehol ders have never el ected pass-through
treat ment under subchapter S-—faces the burden of justifying the
deductibility for U S. corporation inconme tax purposes of anmounts
paid to them as conpensation that respondent clains to be
unr easonabl e and excessi ve.

Section 162(a)(1) allows as a business deduction “a
reasonabl e al | owance for salaries or other conpensation for
personal services actually rendered”. A two-prong test
determ nes the deductibility of paynents as conpensation: (1)
Whet her the anmount clainmed to be deductible as conpensation is
reasonable in relation to services perfornmed, and (2) whether the
paynment is in fact purely for services rendered. Sec. 1.162-
7(a), Incone Tax Regs. Bonuses paid to enployees are deductible
“when * * * made in good faith and as additional conpensation for
the services actually rendered by the enpl oyees, provided such

paynments, when added to the stipulated salaries, do not exceed a
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reasonabl e conpensation for the services rendered.” Sec. 1.162-
9, Income Tax Regs.® Generally, courts have focused on the
reasonabl eness requirenent in determ ning deductibility.

Elliotts, Inc. v. Conmi ssioner, 716 F.2d 1241, 1243-1244 (9th

Cir. 1983), revg. and remanding T.C Menp. 1980-282.
The reasonabl eness of conpensation is a question of fact to
be answered by considering all facts and circunstances of the

particul ar case. Pepsi-Cola Bottling Co. of Salina, Inc. v.

Conmm ssi oner, 528 F.2d 176, 179 (10th Cr. 1975), affg. 61 T.C

564 (1974); Estate of Wallace v. Comm ssioner, 95 T.C 525, 553

(1990), affd. 965 F.2d 1038 (11th Cr. 1992). Petitioner has the
burden of showi ng that the anmount it deducted as conpensati on was
reasonable, and that it is entitled to a conpensati on deduction

| arger than that allowed by respondent. Rule 142(a); Pepsi-Cola

Bottling Co. of Salina, Inc. v. Conm ssioner, supra at 179; Nor-

Cal Adjusters v. Conmm ssioner, 503 F.2d 359, 361 (9th Gr. 1974),

affg. T.C. Meno. 1971-200.°

8 n the notice of deficiency, respondent did not adjust the
$238, 000 of bonuses paid to M. Myers and Ms. Myers for the 1995
and 1996 fiscal years that petitioner deducted on its fiscal year
1996 return. However, the total conpensation that was paid to
M. and Ms. Mers during the 1996 fiscal year in issue included
t hese bonuses. Accordingly, in evaluating the reasonabl eness of
the salaries petitioner paid and deducted for M. Mers and Ms.
Myers, we consider the total conpensation they received,

i ncl udi ng bonuses.

The I nternal Revenue Service Restructuring and Reform Act
of 1998 (RRA), Pub. L. 105-206, sec. 3001(a), 112 Stat. 685, 726-
727, enacted sec. 7491 to shift the burden of proof to respondent
(continued. . .)



- 18 -
Conpensation paid by a corporation whose stock is closely
held (as in the case at hand) is to be given special scrutiny.

Elliotts, Inc. v. Conm ssioner, supra at 1243; Pepsi-Col a

Bottling Co. of Salina, Inc. v. Conm ssioner, supra at 179. As

the Court of Appeals for the Nnth Grcuit has explained, a
closely held corporation will normally have an interest to
characterize paynents to a sharehol der-enpl oyee as deducti bl e
conpensation, rather than as nondeducti bl e dividends, and the
shar ehol der - enpl oyee and corporation are likely not to be dealing

at arms length. Elliotts, Inc. v. Conm ssioner, supra. The

probl em of determ ni ng whet her a purported conpensati on paynent
is actually a disguised dividend, the Court of Appeals further
noted, is aggravated when a sharehol der-enpl oyee is the
corporation’s sol e shareholder. An enployee who is sole
shar ehol der not only has conplete control over the corporation’s
operations but is the only eligible dividend recipient. 1d.
Case | aw has provided an extensive list of factors that are
rel evant in determ ning reasonabl e conpensation. Myson

Manuf acturing Co. v. Conm ssioner, 178 F.2d 115, 119 (6th G

1949), revg. and remandi ng a Menorandum Opi nion of this Court.

°C...continued)

in court proceedi ngs under certain circunstances. However, sec.
7491 generally applies and is effective only to court proceedi ngs
arising in connection with exam nations commencing after July 22,
1998, and is not applicable to this case. RRA sec. 3001(c) (1),
112 Stat. 727. Respondent’s exam nation of petitioner’s return
for the fiscal year ended July 31, 1996, began well before July
22, 1998.
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No single factor is dispositive. Pac. Gains, Inc. v.

Comm ssi oner, 399 F.2d 603, 606 (9th Cr. 1968), affg. T.C. Meno.

1967-7; Hone Interiors & Gfts, Inc. v. Comm ssioner, 73 T.C.

1142, 1156 (1980).

In Pepsi-Cola Bottling Co. of Salina, Inc. v. Comm SSioner,

supra at 179, the Court of Appeals for the Tenth Grcuit, to
which this case is appeal able, listed nine factors to be
considered, with the situation as a whol e being considered and no
single factor being decisive. These nine factors are: (1) The
enpl oyee’ s qualifications; (2) the nature, extent, and scope of
the enpl oyee’s work; (3) the size and conplexities of the

busi ness; (4) a conparison of salaries paid with the gross incone
and the net incone; (5) the prevailing economc conditions; (6) a
conparison of salaries with distributions to shareholders; (7)
the prevailing rates of conpensation for conparable positions in
conpar abl e concerns; (8) the salary policy of the taxpayer as to
all enployees; and (9) in the case of small corporations with a
limted nunber of officers, the anmount of conpensation paid to
the particul ar enpl oyee in previous years.

Petitioner contends it has established the reasonabl eness of
the conpensation it paid to M. Myers and Ms. Myers and deducted
for its fiscal year ended July 31, 1996. Respondent contends to
the contrary that petitioner has failed to establish its right to
a | arger conpensation deduction than respondent allowed in the

noti ce of deficiency.
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In their post-trial briefs, the parties have addressed in
cursory fashion the independent investor test used by the Courts
of Appeals for the Second, !® Seventh, and Ninth Crcuits.?

In Eberl’s daimServ., Inc. v. Comm ssioner, 249 F.3d 994,

1003- 1004 (10th Gr. 2001), affg. T.C. Meno. 1999-211, the Court
of Appeals for the Tenth Crcuit recently confirmed that it

continues to use the nultifactor approach of Pepsi-Cola Bottling

Co. of Salina, Inc. v. Commi SSioner, supra. In Eberl’s daim

Serv., Inc., the panel rejected the taxpayer’s argunent for

adoption of sone formof the independent investor test (nore
fully discussed infra pp. 47-57), stating that it was bound to

continue using the nultifactor approach of Pepsi-Cola Bottling

Co. of Salina, Inc., absent reconsideration and adoption in an en

banc rehearing. 1d.

In all likelihood, any appeal fromour decision in the case
at hand would be to the Court of Appeals for the Tenth Crcuit.
Sec. 7482(b)(1)(B). As a result, in deciding this case, we

followits decisions in Eberl’s CQaimServ., Inc., supra, and

°E, g., Dexsil Corp. v. Conmm ssioner, 147 F.3d 96 (2d Cir.
1998), vacating and remanding T.C. Meno. 1995-135; Rapco, Inc. V.
Commi ssioner, 85 F.3d 950 (2d Cr. 1996), affg. T.C Menp. 1995-
128.

1E g., Exacto Spring Corp. v. Conm ssioner, 196 F.3d 833
(7th Gr. 1999), revg. T.C Meno. 1998-220.

12E. g., Label graphics, Inc. v. Conm ssioner, 221 F.3d 1091
(9th Gr. 2000), affg. T.C. Menp. 1998-343; Elliotts, Inc. v.
Comm ssioner, 716 F.2d 1241 (9th Cr. 1983), revg. and remandi ng
T.C. Meno. 1980-282.
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Pepsi-Cola Bottling Co. of Salina, Inc., supra, and apply the

mul tifactor approach. See Golsen v. Conm ssioner, 54 T.C. 742,

757 (1970), affd. 445 F.2d 985 (10th Cr. 1971).

Petitioner argues, anong other things, that its conpensation
paynments to M. Myers and Ms. Mers for the 1996 fiscal year
wer e reasonabl e because their efforts enabled it to enjoy
out standi ng financial performance from January 1, 1987, through
July 31, 1996. Petitioner clains, in light of its alleged
out st andi ng financial performance, that an independent investor
woul d have approved the conpensation paid to M. Myers and Ms.
Myers. Not surprisingly, respondent disputes petitioner’s
clains. In applying the nultifactor approach of the Court of
Appeals for the Tenth G rcuit, whether petitioner’s owners
enjoyed a high rate of return on their equity investnent is a
relevant factor. The return on equity analysis (which, as
di scussed infra pp. 48-50, is central to the independent investor
test) can be especially useful in evaluating the taxpayer’s
financi al performance, an additional factor this Court addressed

in Eberl’s JaimServ., Inc., supra.?®

Bln Eberl’s JaimServ., Inc. v. Conm ssioner, 294 F.3d
994, 999 (10th Gr. 2001), affg. T.C Menp. 1999-211, the Court
of Appeal s noted that under the traditional multifactor approach
in Pepsi-Cola Bottling Co. of Salina, Inc. v. Conm ssioner, 528
F.2d 176 (10th Cir. 1975), affg. 61 T.C. 564 (1974), the
situation nust be considered as a whole, with no one factor being
decisive. It further noted that while the factors to be
consi dered have been stated innunerable tines in past cases,
t hose factors have never been reduced to a definitive list. |d.

(continued. . .)
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Accordingly, in determ ning whether the anounts petitioner
paid to M. and Ms. Myers and deducted on its incone tax returns
wer e reasonabl e conpensation, we first analyze and apply the nine
factors used by the Court of Appeals for the Tenth Grcuit in

Pepsi -Cola Bottling Co. of Salina, Inc. v. Conmm SSioner, supra.

We then evaluate petitioner’s financial performance using certain
el enents of the independent investor test.

A. M. Myers' and Ms. Myers’ Qualifications

An enpl oyee’s superior qualifications for his or her

position may justify high conpensation. Hone Interiors & Gfts,

Inc. v. Conm ssioner, supra at 1158.

M. Mers had substantial know edge and experience in doing
concrete work in the construction industry. Before petitioner’s
incorporation in late 1986, M. Mers already had extensive
experience in pouring concrete foundations and flat work, and in
managi ng and operating his own foundation and flat work
contracting business.

Ms. Myers had al nbost no experience in the construction

i ndustry before she began to work for petitioner. She had sone

3(...continued)
| ndeed, in reviewng and affirmng our decision in Eberl’s Caim
Serv., Inc., the Court of Appeals observed that this Court, in
concluding that the taxpayer in that case had not carried its
burden of showi ng the entire anount of conpensation deducted was
reasonabl e, had identified and exam ned 12 rel evant factors,
i ncl udi ng, where the enpl oyee and enpl oyer have failed to deal at
arm s |l ength, whether an independent investor would have approved
the conpensation. 1d.
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famliarity with general business matters and with office and
adm ni strative support functions, having previously worked as a
conput er programer and stockbroker. After joining M. Mers in
managi ng petitioner, she obtained a bachelor’s degree in business
in 1990.

This factor favors petitioner with respect to M. Mers but
is neutral with respect to Ms. Mers.

B. The Nature, Extent, and Scope of M. and Ms.
Myers’s Wrk

An enpl oyee’ s position, hours worked, duties perforned, and
general inportance to the success of the business may justify

hi gh conpensation. Hone Interiors & Gfts, Inc. v. Comm Ssioner,

supra at 1158.

M. Mers was petitioner’s key enployee and driving force
fromits inception, and his personal services were essential to
its success. He managed and built up petitioner’s business,
solicited and obtained all petitioner’s jobs, and supervi sed and
was responsible for all work perforned.

On brief, respondent argues that, by the year ended July 31,
1996, M. Mers had substantially reduced the hours per week he
wor ked for petitioner, and was devoting a substantial percentage
of his tinme to the businesses of Myers Foundations and Collins
Concrete. In doing so, respondent relies heavily on a tax return
filed for the same period by Myers Foundations, the foundation

and flat work construction conpany that M. Myers and his son
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Kurt established in March 1994. This return (signed by M. Mers
as vice president of Myers Foundations) reflects that M. Mers
that year was paid $155, 200 in conpensation. The return further
specifically states that M. Mers devoted 50 percent of his tine
to the business of Myers Foundations.! Although that return
statenent by M. Mers supports respondent’s contention, we are
satisfied that petitioner has adequately expl ai ned and di sproved
t hat statenent.

M. Mers and Kurt testified that Kurt had previously worked
for petitioner and the B & D partnership, and had al ready been
trained by M. Mers during his prior enploynment with petitioner
and the partnership. M. Mers testified that he did not
actually devote nore than about 1 percent of his overall tinme to
Myers Foundations during its and petitioner’s respective 1996
fiscal years. Simlarly, Kurt testified that his father’s work
for Myers Foundations consisted of his consulting with Kurt over

t he tel ephone.

4The record further reflects that M. Mers received
$324, 000 of reported conpensation from Collins Concrete (the
ot her foundation and flat work construction conpany he owned
together wwth Bill Collins) during 1995.
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W found M. Myers's and Kurt’s testinony credible.® As
determ ned in our findings, over the years, M. Mers has worked
| ong hours to acconplish the nunerous duties and tasks he
perforns for petitioner. He and other w tnesses further
convincingly testified that he each year (including during
petitioner’s year ended July 31, 1996) puts in nunerous workdays

of 10 hours or nore.® He also has often worked on weekends and

5\W¢ questioned M. Myers closely about the statenent in the
fiscal year ended July 31, 1996, return of Myers Foundations that
he had devoted 50 percent of his time to its business. Although
he mai ntai ned the statenent was untrue, he did not recall how
t hat 50-percent figure had been arrived at by the accountant who
had prepared that return. W note that this accountant had al so
prepared petitioner’s return for its year ended July 31, 1996,
and that return stated that M. Mers had devoted 100 percent of
his time to petitioner’s business.

®Duri ng peak construction periods, Mnday through Friday is
t he normal workweek for petitioner’s construction workers.
Al t hough petitioner does not pour concrete on Saturdays, sone of
its workers may work on Saturday to prepare or finish work on a
particular building site. On a typical workday, petitioner’s
construction workers report to a staging area by 7 am M.
Myers is usually at the staging area around 6:30 a.m, in order
to plan and direct the work to be done that day. Fromthe
staging area, after picking up and |oading any equi pnent and
supplies needed in the work that day (panels, i.e., rectangul ar
alum num forns, formoil, anchor bolts, wall ties, etc.) M.
Myers and petitioner’s work crews proceed to various construction
sites. Petitioner’s work crews normally work until 4:30 p.m or
5 p.m, although they sonetines may be required to work until 7
p.m or 8 p.m After petitioner’s construction workers have
st opped work, M. Mers usually has other tasks to perform
i ncluding preparing petitioner’s billings, its weekly payroll,
and its bids on future jobs, and planning construction activities
for the next workday.
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has not taken extended vacations, because he nust see that all of
petitioner’s work is done.?

W simlarly reject respondent’s suggestion that M. Myers
by the 1996 fiscal year was no |onger putting in |long hours for
petitioner because of his cattle breeding and feeding and horse
breedi ng and showi ng activities.

Ms. Myers is petitioner’s only office worker. She has
pl ayed a conplenentary role to M. Mers by handling petitioner’s
accounting, admnistrative, and support functions.?®

This factor favors petitioner with respect to M. Mers but
is neutral with respect to Ms. Mers.

C. The Size and Conplexities of Petitioner’s Business

The size and conplexity of a taxpayer’s business is
considered in determ ni ng whet her conpensation is reasonabl e.

Pepsi -Cola Bottling Co. of Salina, Inc. v. Conm ssioner, 528 F.2d

at 179.

Petitioner’s volunme of work generally fluctuates during
the year. In the Denver netropolitan area, the peak periods of
construction include May, June, Septenber and Qctober.

Not wi t hst andi ng fluctuations in petitioner’s workload, M. Mers
tries to schedul e and have petitioner undertake sone contracting
j obs throughout the year, in order to provide steady work for
sonme of his better workers. Because winter tenperatures in the
Denver netropolitan area generally do not fall below freezing,
concrete can usually be poured throughout the year.

8A t hough Ms. Myers was not a sharehol der or officer of
Myers Foundations, she kept its books and prepared its payrol
during its fiscal year ended July 31, 1996. During that year,
Myers Foundations nmaintained its office in the home of M. and
Ms. Mers.
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As indicated in our findings, around 1994 M. and Ms. Mers
had deci ded not to seek to increase the size of petitioner’s
busi ness. At that point, petitioner had reached the maxi num si ze
they felt confortabl e managi ng and operating. |If petitioner’s
contracting busi ness had expanded substantially, M. Mers woul d
no | onger have been able to nanage and be personally responsible
for all of petitioner’s construction work. M. and Ms. Mers
further believed it would be difficult to find and hire qualified
addi tional enployees to performany of the sane functions as M.
Myers. At any rate, they were unwilling to make the substanti al
addi tional financial commtnent needed if petitioner were to
attenpt to grow substantially, particularly since petitioner at
this time had relatively little debt. |Indeed, as respondent’s
expert suggested, petitioner’s contracting business was simlar
to other small, famly-owned-and-run construction contracting
busi nesses, distinguished fromthemonly by its relatively
outstanding ability to generate funds to pay dividends and
conpensation to its sharehol ders.

Petitioner grossed nore than $3.2 million annually fromits
foundation and flat work construction business for its 1993
t hrough 1995 fiscal years. For the 1996 fiscal year in issue,
petitioner grossed nore than $4.5 mllion and poured nore than
600 foundations. It has enployed up to as nmany as 35 to 40
construction workers during a year. M. and Ms. Mers were the

only nmenbers of petitioner’s managenent team and perfornmed
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mul tiple roles in managing petitioner’s operations.
Petitioner’s jobs did not require substantial scientific and

hi ghly technical know edge. MIller Box, Inc. v. United States,

488 F.2d 695, 705 (5th Cr. 1974) (wooden anmunition box

manuf acturing operation was sinple); Tricon Metals & Servs., Inc.

V. Conmm ssioner, T.C. Menob. 1997-360; cf. Choate Constr. Co. V.

Comm ssioner, T.C Meno. 1997-495 (taxpayer specialized in

constructing conplex projects such as hospital operating roons,
robotics facilities, high-quality glass-nmaking plants, and
i ndustrial “clean roons”).

This factor favors respondent, but the advantage to
respondent is substantially offset by the | eanness of
petitioner’s managenent team and the multiple functions M. and
Ms. Myers performed in nanagi ng petitioner’s operations. See

PMI, Inc. v. Conm ssioner, T.C Menop. 1996-303 (noting that

courts have considered the recipient-enployee’s performance of

nmore than one function for the enployer); see al so Label graphics,

Inc. v. Comm ssioner, T.C. Menp. 1998-343, affd. 221 F.3d 1091

(9th Gir. 2000).

D. Conparison of M. and Ms. Myers's Sal ari es and Bonuses
Wth Petitioner’'’s Gross Receipts and Net | ncone or Net
Loss After Taxes

Al though it is often hel pful to consider conpensation as a
percentage of both gross receipts and net incone, net incone is
usual ly nore inportant, because it nore accurately gauges whet her

a corporation is disqguising the distribution of dividends as
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conpensation. Osensby & Kritikos, Inc. v. Conm ssioner, 819 F.2d

1315, 1325-1326 (5th CGr. 1987), affg. T.C. Meno. 1985-267.
However, no particular ratio between conpensati on and gross or
net taxable incone is a prerequisite for a finding of
reasonabl eness. 1d. at 1326.

Over the period January 1, 1987, through July 31, 1996,
petitioner had the annual gross receipts and net incone (before

taxes and of ficer conpensation)? set forth bel ow.

FYE July 31 G oss Receipts Net | nconme
1987 $423, 987 $58, 299
1988 856, 623 141, 745
1989 742, 876 104, 705
1990 978, 152 158, 100
1991 1, 407, 191 251, 012
1992 2,053, 999 233, 852
1993 3, 247, 464 689, 195
1994 3, 289, 189 1,192, 457
1995 3, 638, 980 778, 656
1996 4,561, 878 1, 051, 896

From January 1, 1987 through July 31, 1996, the annual
conpensation paid M. and Ms. Myers represented the percentages
of petitioner’s gross incone and net inconme (before taxes and

of ficer conpensation) set forth bel ow

The net inconme figure given for the fiscal year ended July
31, 1996, is net of the $92,681 that petitioner contributed to
the qualified retirenment plan it established for petitioner’s
enpl oyees that year. No breakdown is available as to the portion
of the $92,681 contribution that would benefit M. and Ms. Mers
as opposed to petitioner’s other enployees. The record does
reflect that M. and Ms. Mers were anong the enpl oyees who
woul d benefit under the plan. It is thus likely that nost, if
not substantially all, of the contribution would benefit them
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Total O ficer Per cent age of Per cent age of

FYE July 31 Conpensati on G oss | ncome Net | ncone
1987 $36, 750 8. 67 63. 04
1988 67, 450 7.87 47.59
1989 58, 050 7.81 55. 44
1990 112, 650 11.52 71.25
1991 186, 100 13. 22 74. 14
1992 230, 000 11. 20 98. 35
1993 613, 785 18. 90 89. 05
1994 902, 500 27. 44 75. 68
1995 702, 500 19. 30 90. 22
1996 1,113, 800 24. 42 105. 88

For the 1996 fiscal year in issue, petitioner had a net |oss
after taxes of $61,904 as a result of the $586,500 salary and
$163, 000 bonus paid to M. Myers and the $288,500 sal ary and
$75, 800 bonus paid to Ms. Myers. These paynents equal ed 105. 88
percent of petitioner’s net inconme for that year (before taxes
and officer conpensation). Petitioner that year al so experienced
a $155,901 reduction in its equity ($534, 443 net assets and
equity at the beginning of the year, |ess $378,542 net assets and
equity at yearend, without regard to the obligation petitioner
took on in that year to pay an additional $488,000 of “deferred
conpensation” to M. and Ms. Mers).

Respondent’ s expert acknow edged that M. and Ms. Mers
wer e under conpensated during petitioner’s early years of
operation. However, as discussed nore fully infra pp. 43-47,
respondent and petitioner disagree over whether M. Mers and

Ms. Mers remained underpaid for their past services in prior
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years as of the beginning of petitioner’s fiscal year ended July
31, 1996.

This factor favors respondent.

E. Econonic Conditions

| f general econom c conditions are favorable, they may
downgrade the extent of the enployee’'s effect on the conpany’s

performance. Mayson Manufacturing Co. v. Conmm ssioner, 178 F.2d

115, 119-120 (6th Cir. 1949), revg. and renmanding a Menorandum
Qpi nion of this Court.

The record reflects the constructi on boomin Douglas County
from 1990 through 1996. |Indeed, with sone hel p and gui dance from
M. Mers, Myers Foundations and Collins Concrete, two other
foundation and flat work contracting conpani es that he hel ped
establish, were able to operate successfully and obtain
substanti al business during 1995 and 1996.

Al t hough the construction boomin Douglas County contri buted
to petitioner’s profitability during these years, the record al so
reflects that petitioner was a well managed conpany whose work
enj oyed an excellent reputation anong buil ders and ot her
construction industry people in the Denver, Col orado, area.

This factor is neutral because petitioner’s financial
success was not due nerely to fortuitous econom c conditions.

Hone Interiors & Gfts, Inc. v. Commssioner, 73 T.C. at 1158;

Neils v. Comm ssioner, T.C Meno. 1982-173.
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F. Conpari son of Sal ari es and Bonuses Petitioner Paid
M. and Ms. Myers Wth Fornal Dividend Distributions

The failure to declare and pay dividends suggests that
pur ported conpensation paynents may be di sgui sed di vi dends.

Charles Schneider & Co. v. Conm ssioner, 500 F.2d 148, 153 (8th

Cr. 1974), affg. T.C. Meno. 1973-130.

Al though M. and Ms. Mers were extrenely well conpensated,
comencing with petitioner’s fiscal year ended July 31, 1993,
petitioner made no formal dividend distributions fromthe tinme of
its incorporation in late 1986 through July 31, 1996.

This factor favors respondent.

G Prevailing Rates of Conpensation for Conparable
Positi ons in Conparable Concerns

I n deci di ng whet her conpensation to an enpl oyee is
reasonabl e, we conpare it to conpensation paid to persons hol ding
conpar abl e positions in conparable conpanies. Mayson

Manuf acturing Co. v. Conmi ssioner, 178 F.2d at 119; sec. 1.162-

7(b)(3), Income Tax Regs. In assessing this factor, we consider
the testinony of the parties’ expert witnesses. As trier of

fact, we are not bound by the opinion of any expert w tness and
wi |l accept or reject expert testinony, in whole or in part, in

t he exercise of sound judgnent. Helvering v. National G ocery

Co., 304 U S 282, 295 (1938); Silverman v. Comm ssioner, 538

F.2d 927, 933 (2d Cr. 1976) (and cases cited therein), affg.

T.C. Meno. 1974-285.



Petitioner’'s Expert

Petitioner’s expert Lawence P. Gelfond owns his own
certified public accounting and business consulting firm He has
extensi ve experience in evaluating commercial enterprises for
busi ness deci sions, and he has val ued cl osely hel d busi nesses and
pr of essi onal practices.

M. Gelfond opined that the conpensation petitioner paid to
M. Myers and Ms. Myers for its year ended July 31, 1996, was
reasonable. Anong other things, M. Gelfond heavily based his
conclusion on his exam nation of a 1996 survey of a |arge nunber
of concrete contracting conpanies. In his report, he el aborated
as foll ows:

The Conpany [petitioner] realized net profit (before
owner’ s conpensation and taxes) of 23 percent of
revenues for the tax year ended July 31, 1996. As
previously stated, the Conpany also realized an average
annual return of 43 percent over the 10 year period
ending July 31, 1996 (“the QOperating Period”)--well
above the annual return of a superior mutual fund.][?29]

According to Robert Morris Associ ates Annual Statenent
Studies - 1996 (“the Study”), Concrete Contractors
(Standard I ndustrial C assification Code #1771),
conpanies within the 75th percentile (inplies the
statistic ranks 25th of 100 sanples) realized net
profit (before officers’ conpensation and taxes) of
12.9 percent of revenues. As the Conpany realized net
profit of 23.1 percent for the tax year ended July 31,
1996, it is obvious that the Conpany realized superior
financi al performance conpared to the conpanies in the
St udy’ s dat a.

20 M. Gelfond s conpounded average annual return anal ysis
is discussed infra pp. 50-52, in connection with our discussion
of petitioner’s financial performance and the independent
i nvestor test.
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The Study’s data also reflects that conmpanies in the
75th percentile paid officers’ conpensation of 8.5
percent of revenues. Although the Conpany paid

of ficers’ conpensation of 24.4 percent (including the
bonus paid for 1995 performance; 20.4 percent excluding
the 1995 bonus) of revenues in the tax year ended July
31, 1996, consideration nust be given to the fact that
t he Conpany perfornmed far superior (as noted in the
previ ous paragraph) to the conpanies included in the
Study’s 75th percentile data.

In addition, the Study does not indicate how many
officers are included in the “officers’ conpensation as
a percentage of revenues” calculation. Gven that the
Myers coll ectively performthe duties including but not
limted to, chief executive officer; chief financial

of ficer; chief operating officer; bookkeeper; personnel
manager; and office manager, a percentage of the Mers
conpensati on should be allocated, and conpared to the
Study’ s “QOperating Expenses” category. This
appropriate allocation woul d decrease the Conpany’s
officers’ salaries as a percentage of revenues, and
woul d be a nore appropriate and consi stent manner of
conparing the Conpany’s figures to the Study’ s data.
(As the Study does not offer detail with respect to
accounting and office adm nistration salaries as a
percentage of revenues, GHP [M. Gelfond s consulting
firm is unable to make this nore appropriate and

consi stent conparison.)

O additional inportance for purposes of ascertaining
the rel evance of the Study’s information to the case at
hand is the fact that the Study’s data is not organized
by type of entity (e.g., subchapter S or C
corporations). O ficers/sharehol ders of subchapter S
corporations often mnimze officers’ conpensation in
lieu of cash distributions. As such, officers’
conpensation as a percent of revenues will generally be
| ess for a subchapter S corporation than a C
corporation. Over 85 percent of the conpanies included
in the Study had annual revenues |ess than $10 nillion,
whi ch could indicate the majority of the conpanies
included in the Study are subchapter S corporations.
Therefore, officers’ conpensation as a percentage of
revenues, as reflected in the Study, is likely to be
artificially |ow

M. Celfond offered no details concerning the specific
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concrete contracting conpanies covered in the survey upon which
he based his opinion. He also offered no information on the
particular qualifications, skills, services, or conpensation of

t he executives of those conpanies. W thus are unable to
determne: (1) How simlar these other unidentified conpanies
and their businesses are to petitioner; and (2) how simlar the
services their officers perforned are to the services perforned
by M. Myers and Ms. Mers.

Furt hernore, although M. GCel fond opined that the $1,113, 800
in conpensation paid to M. Mers and Ms. Mers that year was
reasonable, he failed to address the contribution for their
benefit to petitioner’s qualified retirenent plan. This
retirement plan contribution represented significant additional
conpensation to M. Myers and Ms. Myers and was part of their
total conpensation package during petitioner’s fiscal year ended
July 31, 1996.

The Menorandum of Board Action authorizing petitioner’s
entry into the deferred conpensati on agreenents, asserts that the
additional future paynents of $488,000 were to renedy
petitioner’s past substantial underconpensation of M. Mers and
Ms. Myers. However, as discussed nore fully infra pp. 45-47,
petitioner and M. Celfond presented no further analysis or
expl anation of (1) the amount of M. Mers’ and Ms. Myers’ prior
under conpensation during petitioner’s earlier years of operation,

or (2) the additional conpensation needed in |ater years to
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remedy that underconpensation. As noted by respondent’s expert,
M. Myers and Ms. Myers were extrenely well conpensated
commencing with petitioner’s 1993 fiscal year. W thus give
little weight to petitioner’s and M. Gelfond s unsupported
contention that petitioner’s prior underconpensation of M. Mers
and Ms. Myers still remained |argely unrenedi ed when the
deferred conpensation agreenents were entered into.?#

W also reject M. Celfond s suggestion that M. Mers and
Ms. Myers are entitled to the conpensation that would be
provided to six full-tinme executives/enpl oyees serving as
petitioner’s chief executive officer, chief financial officer,
chi ef operating officer, bookkeeper, personnel nmanager, and
of fice manager. Although M. Myers and Ms. Myers may have
performed sone of the duties of six such executives/enpl oyees,
they did not performwork equal to the full-tinme services of six

such executives/ enpl oyees. #

2lpetitioner also asserts that the anpbunts it treated as
constructive dividends under its settlenent wth respondent for
its 1993 and 1994 fiscal years, still represented reasonabl e
conpensation to M. Myers and Ms. Myers for purposes of the
case. W draw no adverse inference frompetitioner’s subsequent
treatnent as dividends under that settlenment of part of its 1993
and 1994 fiscal year conpensation to M. Mers and Ms. Mers.
See also Fed. R Evid. 408.

2This Court and other courts in nunerous reasonabl e
conpensati on cases have considered the enpl oyee-recipient’s
performance of nore than one function for the enpl oyer but have
concl uded that the recipient’s reasonabl e conpensation should be
| ess than the sumof the anmounts paid to full-tinme enpl oyees each
of whom occupi ed one such position. See, e.g., Label graphics,

(continued. . .)
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In sum M. Celfond failed to conpare the executive
conpensati on provided by other conpanies he surveyed with the
situation presented in the case at hand. Consequently, we give
his opinion little weight on the issue of conparability of
conpensation paid by simlar conpanies.

Respondent’s Expert

Respondent’ s expert Stuart J. Packard is enployed as a
general engi neer and val uati on and conpensation specialist with
the Internal Revenue Service. He has a bachel or of science
degree in nechanical and civil engineering and al so has been a
I icensed professional builder in the State of M chigan.

M . Packard opi ned that reasonabl e conpensation to M. Mers
for petitioner’s year ended July 31, 1996, woul d be $300, 000, and
t hat reasonabl e conpensation to Ms. Myers for that year would be
$200, 000. %

In arriving at those reasonabl e conpensati on anmounts for M.

Myers and Ms. Myers, M. Packard relied heavily on three

22(. .. continued)
Inc. v. Commi ssioner, T.C. Menp. 1998-343 n.6, affd. 221 F. 3d
1091 (9th Gr. 2000).

28Thi s $500,000 in total conbined conpensation to M. Mers
and Ms. Myers for the 1996 fiscal year that respondent’s expert
M. Packard opi ned was reasonable is |ess than the anount
respondent determned in the notice of deficiency. However,
respondent has not sought to anmend his answer to assert an
i ncreased deficiency.
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surveys: (1) The 1996/ 1997 Watson Watt Data Services survey of
over 1,700 conpani es throughout the nation in various industries
(Wat son Watt survey) (which survey according to Packard s report
i ncl uded an unspecified nunber of conpanies in the construction

i ndustry); (2) the 1995 Conference Board, Inc., survey of over
1,000 private and public conpani es throughout the nation in
various industries (Conference Board survey) (which survey
covered 12 conpanies in the construction industry--nine of which
had 1994 sales of $200 mllion or nore and three of which had
1994 sales of $199 nmillion or less); and (3) his own survey of
seven residential honebuil ding conpanies. M. Packard then
appl i ed regression anal ysis? to the survey sanple data (either by
the Watson Watt or Conference Board surveys thenselves or by M.
Packard) to calculate the mathematically indicated rel ationship

bet ween two chosen factors (e.g., annual sales of each conpany

24As expl ained in an excerpt fromthe Watson Watt survey
attached to M. Packard s report, regression analysis is a
statistical analytical technique that exam nes the relationship
bet ween two sel ected variables (e.g., conpensation and sal es
volunme). The data from each surveyed organi zation is plotted on
a graph. For instance, a conpany’s sales volune is neasured
al ong the horizontal (x) axis, and conpensation is nmeasured al ong
the vertical (y) axis. Assum ng sufficient data is available to
provide a realistic picture of the relationship between
conpensati on and sal es volune, a regression formula using the
“l east squares nmethod” is used to calculate the mathenati cal
equation that provides the “best fit” to the data. The resulting
equation (y = bx + a) can then be used to estinmate the y for any
value of x within the range of the nodel. The appropriate range
of the nodel is determ ned by the data on which it is estinmated.
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versus its conpensation to its chief executive officer). From
the cal cul ated mat henmati cal relationship between these two
sel ected factors anong conpanies in each survey, M. Packard then
extrapol ated and conput ed what he thought the suggested
conpensati on (based on each particul ar survey) should be for the
top two executive officers in a construction industry conpany
havi ng the same annual sales or net incone that petitioner had
for its 1996 fiscal year in issue.

M. Packard further averaged the suggested conpensation he
determned for the two top officers of a conpany having the sanme
annual sales as petitioner under (1) his own survey, (2) his
percentage of inconme nethod, (3) the Watson Watt survey, and (4)
t he Conference Board survey. Based on this foregoing
informati on, M. Packard concluded and opi ned that reasonable
conpensation for M. Myers and Ms. Mers for petitioner’s fisca

year ended July 31, 1996, would be as foll ows:

M . Per cent age Wat son Conf erence
Packard’s of Incone Wat t Board
Survey Met hod Sur vey Sur vey
Aver age?
Chai rman, President, and CEO $242, 663 $303, 479 $154, 762 $381, 140
$270, 511
Second | n Command, Chi ef 169, 864 212, 436 119, 456 277,116
194,718
Operating Oficer (COO
Total Executive Conpensation 412,527 515, 915 274,218 658, 256

465, 229
Two Top Officers

1Sum of conpensation M. Packard determi ned for the officer based on each of the
three surveys and his percentage of incone nethod, divided by 4.

Recommended Top Executive Conpensation

Wlliam Myers, Chairman, President, and CEO $300, 000

Conni e Myers, COO, Secretary, Treasurer, and 200, 000
Chi ef Financial Oficer

Total Executive Conpensation Allowable 500, 000



Al t hough statistical surveys analyzing the top executive
conpensation paid by other construction conpani es can sonetines
be useful for conparison purposes in exam ning the reasonabl eness
of conpensation, such statistical surveys are not dispositive.
More inportantly, the conpanies covered in the Watson Watt and
Conf erence Board surveys were not reasonably conparable to
petitioner. M. Packard acknow edged that the Watson Watt
survey was “normally nore appropriate for conpanies with [annual]
sales in excess of $100 mllion.” Simlarly, the Conference
Board survey al so covered construction conpani es that were
generally many tines the size of petitioner.

Wth respect to his own survey of seven other residential
homebui | di ng conpani es, M. Packard provided few specifics
regardi ng these conpani es he selected, omtting, anong other
t hi ngs, their nunmber of enpl oyees, the business conditions in the
area in which they operated, and how simlar their businesses
were to petitioner’s business. It appears that those seven
resi dential honebuil ding conpani es had annual sal es ranging from
$5.938 million to $55.628 million, and that their shares were
publicly traded. O those seven conpani es, the conpany having
t he second | owest annual sales had sales of $17.678 mllion. In
addition, M. Packard failed to el aborate on the particul ar
skills and qualifications of the individual executives in those
conpanies, and the simlarities or dissimlarities of their

services to those performed by M. Mers and Ms. Mers.
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The surveyed conpani es that Packard relied upon were
general ly much | arger conpanies that were not reasonably
conparable to petitioner. W do not believe that reasonabl e
conpensation to M. Myers and Ms. Mers should be based upon the
conpensation paid to executives of the conpanies surveyed by M.
Packard.? Accordingly, we also give M. Packard' s opinion little
wei ght on the issue of conparability of conpensation paid by

simlar conpanies. ?®

2’| ndeed, M. Packard essentially assumed that the sane
mat hematical relationship (cal cul ated through regression
anal ysi s) between the surveyed conpanies’ sales or net incone and
t hose conpani es’ conpensation to their executives, should hold
equally true for petitioner. However, we are not convinced that
assunption is valid. |In explaining the regression analysis
techni que, the Watson Watt survey notes that “Regression
equations are recommended for use in nmaking direct conparisons
bet ween managenent conpensation in your own organi zation and that
pai d by conparabl e organi zations.” Moreover, M. Packard failed
to explain what, if any, adjustnments he had made to take into
account the substantial differences between those surveyed
conpani es and petitioner. For instance, with respect to the
Wat son Watt survey, M. Packard nerely stated: “The information
* * * [Jfromthat survey] correlated well against the salaries
paid to public executives for simlarly sized | arge conpani es but
correlated less well to the conpensation paid to the CEO s of
smal | conpanies. The report did however correlate well with
conpensation and salaries paid to the non-owner enpl oyees of
conpani es regardl ess of the size of the conpany.”

26To be sure, sonme of the survey data does indicate that the
$1,113,800 in total conpensation M. and Ms. Myers were paid for
petitioner’s year ended July 31, 1996, was high. Yet, for this
data to establish persuasively that the conpensation paid M. and
Ms. Myers was unreasonably high, further analysis by
respondent’s expert was required. Anmong other things, the total
conpensati on packages furnished the executives working for the
much | arger conpani es surveyed shoul d have been eval uated and
conpared agai nst the total conpensation package petitioner

(continued. . .)
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This factor is neutral because neither petitioner’s expert
M. Gelfond nor respondent’s expert M. Packard proffered
per suasi ve conparabl e pay dat a.

H. Petitioner's Salary Policy to All Its Enpl oyees

Courts have considered salaries paid to other enployees of a
busi ness i n deciding whet her conpensation is reasonable. Hone

Interiors & Gfts, Inc. v. Conmm ssioner, 73 T.C. at 1159. W

|l ook to this factor to determi ne whether M. and Ms. Myers were
conpensated differently frompetitioner’s other enployees solely
because of their status as sharehol ders.

Petitioner’s other enployees (its construction workers) were
conpensated on a totally different basis fromM. Mers and Ms.
Myers (its two sole officer-director-sharehol ders and the only
menbers of its managenent team. The construction workers were
conpensated on an hourly basis. M. Mers testified that the
constructi on workers (who were nonuni on) received hourly wages,

i ncl udi ng higher hourly wages for any overtine work, and were
paid weekly, and that he tried to pay them above average wages

for the area. However, he added, petitioner had no uniform pay

26(...continued)
furnished M. and Ms. Myers. |In this connection, we note that
top executives of large, publicly traded conpanies often wll
recei ve stock options and deferred conpensations as part of their
conpensati on package. However, the record in the case at hand
does not disclose what, if any, stock options the executives
surveyed received. See, e.g. Labelgraphics, Inc. v.
Comm ssi oner, 221 F.3d 1091, 1097-1098 n.9 (9th Cr. 2000).
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scale for its construction workers, as M. Mers set each
worker’s hourly wage rate on an individual basis. The workers
further all usually received Christmas bonuses, and certain key
wor kers were paid additional bonuses.

In contrast, M. Myers and Ms. Mers annually have set
their own conpensati on.

For obvious reasons, M. and Ms. Myers, who were the only
menbers of petitioner’s managenent team were conpensated on a
different basis frompetitioner’s construction workers. No ot her
enpl oyees of petitioner performed services simlar to those of
M. and Ms. Mers.

This factor is neutral.

| . Conpensation Paid to M. Mers and Ms. Mers
in Previous Years

Were a large salary increase is in issue (as in the case at
hand), it may be useful to conpare past and present duties and

salary paynents, Elliotts, Inc. v. Conm ssioner, 716 F.2d at

1245, in order to determ ne whether and to what extent the
current paynents represent conpensation for services perforned in

prior years, which can be currently deductible. Lucas v. X

Fibre Brush Co., 281 U S 115, 119-120 (1930); Am Foundry v.

Comm ssioner, 59 T.C 231, 239 (1972), affd. in part and revd. in

part 536 F.2d 289 (9th G r. 1976).
As indicated previously, respondent’s expert M. Packard

acknow edged that M. and Ms. Myers were underconpensat ed during
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petitioner’s early years of operation. However, he also noted
that M. and Ms. Myers were extrenely well conpensated
commencing with petitioner’s 1993 fiscal year. M. Packard
opi ned that petitioner’s underconpensation of M. and Ms. Mers
in prior years had been fully renedi ed by the begi nning of the
1996 fiscal year in issue.

From January 1, 1987 through July 31, 1996, petitioner
paid M. and Ms. Mers the annual anounts of conpensation and
had the net incone (before taxes and officer conpensation) set

forth bel ow.

Tot al

FYE Oficer

July 31 M. Myers Ms. Mers Conpensati on Net | ncone
1987 $30, 000 $6, 750 $36, 750 $58, 299
1988 54, 500 12, 950 67, 450 141, 745
1989 43, 000 15, 050 58, 050 104, 705
1990 83, 000 29, 650 112, 650 158, 100
1991 173, 600 12, 500 186, 100 251, 012
1992 165, 000 65, 000 230, 000 233, 852
1993 457, 785 156, 000 613, 785 689, 195
1994 630, 750 271, 750 902, 500 1,192, 457
1995 455, 000 247, 500 702, 500 778, 656
1996 749, 500 364, 300 1,113, 800 1, 051, 896
We agree that M. and Ms. Mers received rel atively nodest

conpensation during petitioner’s early years of operation,

that petitioner’s business in those years was not generating

sufficient net
Myers substantially higher conpensation and also to have repaid
the $77, 237 of advances.

those early years,

i ncome for

t hey took | ess annual

As M. and Ms.

it to have paid M. MWers and Ms.

Myers testified, during

conpensation in order to

and
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build up petitioner, as they did not want petitioner to borrow
fromthird parties.

However, petitioner provided insufficient evidence to
establish the anmount of the underconpensation of M. and Ms.
Myers during its early years. Neither did petitioner and its
expert address whet her such past underconpensati on had been
recovered through its 1996 fiscal year in issue. There are only
sone vague statenents in the record by M. Mers and Ms. Mers
that this past underconpensation (which they and petitioner’s
expert failed to quantify) never had been nmade up to them The
fact of underconpensation in the past alone is not enough. For a
reasonabl e conpensati on deduction for a subsequent year in issue
to be allowed to a taxpayer-enployer for purportedly renedying
al | eged under conpensati on of an enployee in earlier years, the
t axpayer - enpl oyer nmust, anong ot her things, establish (1) the
anmount of its underconpensation of that enployee in those earlier
years, and (2) that this past underconpensation still renained

unrenedied by the later year in issue. Am_ Foundry v.

Conmi ssi oner, supra at 239-240; Label graphics, Inc. v.

Conmi ssioner, T.C. Menp. 1998-343.

During the trial, the Court pointed out the need for
petitioner to provide persuasive evidence establishing what part
of the 1996 fiscal year conpensation in issue to M. and Ms.
Myers was catchup pay. Also, as noted supra, the Menorandum of

Board Action covering the conpensation package furnished M. and
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Ms. Mers during the 1996 fiscal year indicated another $488, 000
in “deferred conpensation” petitioner agreed to pay was to renedy
its alleged substantial underconpensation of themin prior years.
The Menorandum stated that the board, after an exhaustive review
of the conpensation of M. and Ms. Myers since petitioner’s
inception, determned that M. and Ms. Mers had been
substantially underconpensated in prior years. Yet, no
convincing analysis or review data was entered in evidence by
petitioner. Neither petitioner nor its expert M. Gelfond
addressed what anount, if any, of catchup pay to M. and Ms.
Myers was still required as of the 1996 fiscal year in issue.

M. and Ms. Mers have been extrenely well conpensated
since petitioner’s 1993 fiscal year. Hence petitioner’s past
under conpensati on of them m ght very well have been fully
recovered before its 1996 fiscal year in issue. Mreover, the
Menor andum of Board Action is susceptible to the interpretation
that the sole renmedy for any underconpensation of prior years was
to be the $488, 000 of deferred conpensation paynents. W
conclude that petitioner has failed to establish that any part of
the sal ary paynments respondent disallowed for its 1996 fisca
year in issue qualifies as reasonabl e conpensation to M. Mers
and Ms. Myers for past services in prior years. Rule 142(a);

Am Foundry v. Commi ssioner, supra; Label graphics, Inc. V.




Conmi sSsi oner, supra.

This factor favors respondent.

J. I ndependent |Investor Test and Petitioner’s Financial
Per f or mance

As indicated previously, the Courts of Appeals for the
Second, Seventh, and Ninth Crcuits have applied an i ndependent
i nvestor test in determ ning whether paynents to an enpl oyee-
shar ehol der are deducti ble by a taxpayer-corporation as
reasonabl e conpensati on under section 162.

In applying their respective versions of the independent
investor test, the Courts of Appeals for the Second and N nth
Circuits have considered many of the sanme or simlar factors in
determ ni ng reasonabl e conpensati on as exam ned above, and they
have used the sane totality of the circunstances approach adopted

by the Court of Appeals for the Tenth Grcuit in Pepsi-Cola

Bottling Co. of Salina, Inc. v. Conm ssioner, 528 F.2d at 179.

Dexsil Corp. v. Conm ssioner, 147 F.3d 96, 100-101 (2d G r. 1998)

(noting that the independent investor test applied is not a
separate autononous factor; rather, it provides a | ens through
which the entire analysis should be viewed), vacating and

remanding T.C. Meno. 1995-135; Rapco, Inc. v. Conm ssioner, 85

F.3d 950, 954-955 (2d Gr. 1996) (applying a nultifactor test
from perspective of an independent investor), affg. T.C Meno.

1995-128; Elliotts, Inc. v. Conm ssioner, 716 F.2d at 1245

(sane).
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The Court of Appeals for the Seventh Circuit, on the other
hand, treats a corporation’ s enjoynent of a higher than average
return on sharehol der equity as presunptively establishing the
reasonabl eness of a sharehol der-officer’s conpensation, w thout

regard to the nultifactor analysis. Exacto Spring Corp. V.

Conm ssioner, 196 F.3d 833, 838-839 (7th Gr. 1999), revg. T.C

Meno. 1998-220.

Central to both variants of the independent investor test is
the need to exam ne the return on equity of the taxpayer-
corporation (where the enpl oyee-sharehol der receiving the
conpensation in issue also controls that taxpayer) fromthe
perspective of a hypothetical independent investor. As the Court

of Appeals for the Ninth Crcuit explained in Elliotts, Inc. V.

Conmi ssi oner, supra at 1245-1247:

I n eval uating the reasonabl eness of conpensation
paid to a sharehol der-enpl oyee, particularly a sole
sharehol der, it is helpful to consider the natter from
the perspective of a hypothetical independent investor.
A relevant inquiry is whether an inactive, independent
i nvestor would be willing to conpensate the enpl oyee as
he was conpensated. The nature and quality of the
servi ces should be considered, as well as the effect of
t hose services on the return the investor is seeing on
his investnment. The corporation’s rate of return on
equity would be relevant to the independent investor in
assessi ng the reasonabl eness of conpensation in a smal
corporation where excessive conpensation would
noti ceably decrease the rate of return.

* * * * * * *

In this case, where * * * [the enployee
receiving the conpensation in issue] was the sole
sharehol der, the sort of relationship existed that
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warrants scrutiny. The nere existence of such a

rel ati onshi p, however, when coupled with an absence of
di vi dend paynents, does not necessarily lead to the
concl usion that the anount of conpensation is
unreasonably high. Further exploration of the
situation is necessary.

In such a situation, as discussed earlier, it is
appropriate to evaluate the conpensation paynents from
t he perspective of a hypothetical independent
shareholder. If the bulk of the corporation’s earnings
are being paid out in the formof conpensation, so that
the corporate profits, after paynent of the
conpensati on, do not represent a reasonable return on
the shareholder’s equity in the corporation, then an
i ndependent shar ehol der woul d probably not approve of
t he conpensation arrangenent. |f, however, that is not
the case and the conpany’ s earnings on equity remain at
a level that would satisfy an independent investor,
there is a strong indication that managenent is
provi di ng conpensabl e services and that profits are not
bei ng si phoned out of the conpany disguised as sal ary.
[Fn. ref. omtted.]

Even under the variants of the independent investor test
applied by the Courts of Appeals for the Second, Seventh, and
Ninth Crcuits, a firms high or lowreturn on equity nay not be
di spositive of the reasonabl eness of a sharehol der-officer’s

conpensation. Exacto Spring Corp. v. Conm ssioner, supra at 839

(noting possible situations where presunption of conpensation’s
reasonabl eness nmay be rebutted by show ng that conpany’ s high

return was not due to sharehol der-officer’s efforts); Elliotts

Inc. v. Conmm ssioner, 716 F.2d at 1247 n.5 (noting a sharehol der-

enpl oyee’ s conpensati on may be reasonabl e even t hough conpany
suffers a |l oss or inadequate return on equity).
Petitioner and its expert M. Gelfond contend that an

i ndependent investor would be satisfied with the 43.82 percent
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conpounded annual rate of return they cal cul ate was enjoyed
t hrough the year ended July 31, 1996, on that investor’'s initial
$10, 000 investnment in the corporation. M. Celfond conputed this
43. 82 percent conmpounded annual rate by using a present-val ue-
future-value formul a where: Present val ue equal s $10, 000 (the
sharehol der initial investnent); future value equals $378, 542
(the conpany’s stated “equity” or net book asset value at the end
of the 1996 fiscal year before consideration of its deferred
paynment obligation to M. Mers and Ms. Mers); and N (the
nunber of years over which that investnent is annually
conpounded) equal s 10.

Under the independent investor test, a conpany’ s annual
return on equity usually exam nes that conpany’s net incone after
taxes for that year. More inportantly, the shareholders’ equity
in the conpany, upon which an annual return is cal cul ated,

i ncludes not just the shareholders’ initial invested capital but

the conpany’s prior accunul ated earnings. Dexsil Corp. V.

Conmi ssi oner, 147 F.3d at 99; Label graphics, Inc. v.

Conmi ssioner, T.C. Menp. 1998-343; see al so Exacto Spring Corp.

v. Conmm ssioner, supra at 837 (noting, anong other things, that

“What investors care about is the corporate incone available to
pay dividends or be reinvested’), revg. T.C. Menop. 1998-220;

Onensby & Kritikos, Inc. v. Commi ssioner, 819 F.2d 1315, 1326-

1327 (5th Gr. 1987) (noting that the prime indicator of the
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return a corporation is earning for its investor is its return on
equity).

In Eberl’s daimServ., Inc. v. Conm ssioner, T.C. Menp.

1999- 211, we rejected the taxpayer’s argunent that the
corporation’s “return on equity” should be based on its founding
sharehol der’s small initial investnent of $500, and noted that

t he taxpayer had cited no case in which a court gave significant
wei ght to a high return based on a foundi ng sharehol der’ s snal
initial investnent. W explained that the courts have instead
relied on other financial factors when a sharehol der’s capital

investnment is small, citing Alpha Med., Inc. v. Conm ssioner, 172

F.3d 942 (6th Cr. 1999) (Court derived return on equity by
taking increase in equity for the year at issue plus the

di vi dends paid that year, divided by shareholder’s $1, 000 capital
i nvestnment plus retained earnings at the beginning of that year)

revg. T.C. Meno. 1997-464 n.8; Labelgraphics, Inc. V.

Comm ssioner, T.C Menp. 1998-343 (cumul ative average return on

equity may be skewed by high annual returns for earlier years in

which equity was low); H&A Intl. Jewelry, Ltd. v. Conm ssioner,

T.C. Meno. 1997-467.

In contrast to petitioner, respondent, anong other things,
cal cul ated petitioner’s return on equity as equaling petitioner’s
net inconme for a year, divided by petitioner’s equity at the

begi nning of that year. W note that in various reasonable
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conpensati on cases, three different approaches generally have

been used to conpute a conpany’s return on equity. The conpany’s
net inconme that year has been divided by either: (1) Its equity

at the beginning of that year (e.g., Alpha Med., Inc. v.

Comm ssioner, T.C Meno. 1997-464 n.8, (2) its ending equity that

year (e.g., Labelgraphics, Inc. v. Comm ssioner, T.C. Meno. 1998-

343), or (3) the year’'s average equity (e.g., Dexsil Corp. v.

Conmi ssi oner, 147 F.3d at 99.

Over the period fromJanuary 1, 1987, through July 31, 1996,
petitioner’s annual net profit or net loss after taxes, equity
(begi nni ng, yearend, and year’s average), and return on equity
(cal cul ated under each of the three foregoing approaches,
bef ore consideration of petitioner’s “deferred conpensati on”

obligation to M. and Ms. Myers) are as set forth bel ow

Net Profit Equity Return on Equity?
FYE (Net Loss) Begi n. Year end Year's Begi n. Yearend Year's
July 31 After Taxes Equity Equity Avg. Eqg.‘? Equity Equity Avg
Eq.

1987 $18, 317 $10,000  $31,405  $20, 703 183.17% 58.33%  88.48%
1988 60, 729 31,405 101,931 66, 668 193. 37 59. 58 91. 09
1989 46, 655 101,931 134,073 117,502 45. 77 34. 80 39. 54
1990 38, 632 134,073 172,011 153,042 28. 81 22. 46 25. 24
1991 53, 684 172,011 218,462 195, 237 31.21 24.57 27.50
1992 3,274 218,462 221,554 220, 008 1. 50 1.48 1.49
1993 61, 521 221,554 282,989 252, 272 27.77 21.74 24.39
1994 193, 624 282,989 475,808 379, 399 68. 42 40. 69 51. 03
1995 59, 292 475,808 534,443 505, 126 12. 46 11. 09 11. 74
1996 (61, 904) 534,443 378,542 456, 493 (11.58) (16.35) (13.56)

Sum of beginning equity plus yearend equity, divided by 2
2Net profit or net loss after taxes, divided by equity.

Regardl ess of which of the three approaches is used to
calculate petitioner’s return on equity, for the 1996 fiscal year

in issue petitioner suffered a negative return on equity even
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bef ore consideration of petitioner’s “deferred conpensati on”
obligation to M. and Ms. Mers.

Sone prior reasonabl e conpensation cases have al so exam ned
and consi dered the taxpayer’s cunul ati ve average return on

equity. E.g., Labelgraphics, Inc. v. Conm ssioner, 221 F.3d

1091, 1099 (9th Gr. 2000); Dexsil Corp. v. Comm ssioner, T.C

Meno. 1999-155. From January 1, 1987, through July 31, 1996,
petitioner’s annual return on equity (under each of the three
approaches used supra, before consideration of petitioner’s
“deferred conpensation” obligation to M. and Ms. MWers) and
cunmul ative average return on equity (wthout regard to the

deferred conpensation obligation) are as set forth bel ow

Return on Equity Cum Avg. Return on Equity?
FYE Begi n. Year end Year's Begi n. Year end Year's
July 31 Equity Equity Avg. Eq. Equity Equity Avg. Eq.
1987 183.17% 58. 33% 88. 48% 183.17% 58. 33% 88. 48%
1988 193. 37 59. 58 91. 09 188. 27 58. 96 89.79
1989 45. 77 34. 80 39.54 140. 77 50. 90 73.04
1990 28.81 22. 46 25.24 112. 78 43. 79 61. 09
1991 31.21 24.57 27.50 96. 47 39. 95 54. 37
1992 1.50 1.48 1.49 80. 64 33.54 45. 56
1993 27. 77 21.74 24. 39 73.09 31.85 42.53
1994 68. 42 40. 69 51. 03 72.50 32. 96 43. 60
1995 12. 46 11. 09 11. 74 65. 83 30. 53 40. 06
1996 (11.58) (16. 35) (13.56) 58. 09 25. 84 34. 69

1Sum of current year’s return on equity and each prior year’s return on equity,
di vided by petitioner’s nunber of years of operation through current year.

I n our opinion, the cunul ati ve average annual return on
equity petitioner experienced over the period fromJanuary 1,
1987 through July 31, 1996, would not be as significant to an

i ndependent investor as petitioner’s return on equity for the
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current 1996 fiscal year in issue. This higher cunulative
average annual return is skewed by the nmuch hi gher annual returns
on equity petitioner enjoyed during its early years of operation,

when its equity was much lower. See, e.g. Labelgraphics, Inc. v.

Comm ssi oner, 221 F.3d at 1099 (88.5-percent return on $43, 482

equity enjoyed during the taxpayer’s first year of operation is
not particularly nmeaningful to a present investor judging return
on the current year’s equity in excess of $1 mllion). In

addi tion, the higher cunul ative average return on equity is even
| ess significant where, as discussed previously, petitioner’s
past underconpensation of M. and Ms. Myers, during prior years
of operation, to the extent not fully recovered prior to the 1996
fiscal year in issue, was intended to be renedi ed by the deferred
conpensati on agreenents adopted during that year. See al so,

e.g., Wagner Constr., Inc. v. Comm ssioner, T.C Meno. 2001- 160.

At any rate, petitioner has failed to show that an
i ndependent -i nvestor-return-on-equity analysis establishes that
the conpensation in issue paid to M. and Ms. Myers for its year

ended July 31, 1996, was reasonable.?” For that year, even before

2Petitioner further failed to address respondent’s argunent
that the $77,237 advance M. and Ms. Myers made to it in 1987
shoul d al so be included in sharehol der invested capital for
pur poses of calculating petitioner’s annual return on equity.
Al t hough petitioner did repay or distribute an anount equal to
the $77,237 advance to M. and Ms. Myers during its first 4
years of operation, petitioner provided neither a factual record
nor | egal argunment that would enable the Court properly to
det erm ne whet her the advance represented debt or equity, or

(continued. . .)
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consideration of its future deferred paynment obligation to M.
and Ms. Mers, petitioner had a $61,904 net |oss after taxes,
suffered a negative return on equity (ranging froma negative
11.58-percent return to a negative 16. 35-percent return under the
t hree approaches used supra to calculate its annual return on
equity), and experienced a $155,901 reduction in its equity or
net asset value (i.e., its $534,443 of equity at the begi nning of

the 1996 fiscal year, less its $378,542 yearend equity).?® W do

21(...continued)
shoul d be considered part of petitioner’s invested capital for
t he purpose of determ ning the overall conpounded rate of return
that woul d be deened to have accrued to an independent investor
as of the end of the fiscal year for which we nust anal yze
petitioner’s financial performance. Obviously, the addition of
the $77,237 to petitioner’s equity or invested capital would
reduce the conpounded rate of return regarded as havi ng accrued
as of the end of the fiscal year in issue to an independent
i nvestor who had purchased all of petitioner’s capital stock at
its inception. It can also be argued that the debt-equity
di stinction should have no bearing on assessing the overal
return that accrued on the total amount of funds--$87,237--nmade
available to petitioner by its officer-shareholders. See Pratt,
“The Debt-Equity Distinction in a Second-Best Wrld”, 53 Vand. L
Rev. 1056 (2000).

28petitioner notes that, although it reported a $61, 904 net
| oss after taxes for its 1996 fiscal year, $183,000 of the
bonuses paid to M. and Ms. Mers that year were bel at ed bonuses
to themfor its 1995 fiscal year. Petitioner argues that this
$183,000, in effect, should be reallocated and treated as a
fiscal year 1995 busi ness expense for purposes of determning its
annual returns on equity for its 1995 and 1996 fiscal years,
since the $183, 000 was reasonabl e conpensation for services M.
and Ms. Myers rendered during the 1995 fiscal year. 1In the
notice of deficiency, respondent allowed petitioner a deduction
under sec. 162 for the $238,800 in total bonuses it paid to M.
and Ms. Myers during the 1996 fiscal year. W conclude that
petitioner’s reallocation argunent does not help its case. |If

(continued. . .)
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not believe an i ndependent investor would be happy with
petitioner’s financial performance for its 1996 fiscal year,
especially where the total officer conpensation paid to M. and
Ms. Myers for that year was alnost three tines the investor’s
year-end equity in the conpany ($1, 113,800, divided by
$378,542) .2

This factor favors respondent.

28(. .. continued)
t he $183, 000 bonus paynent is reallocated to petitioner’s 1995
fiscal year, petitioner, would have a revised net |oss after
taxes for that year of $123,708, a revised yearend equity of
$368, 307, and a revised return on equity ranging froma negative
26. 00 percent to a negative 33.59 percent (under the three
approaches used supra). W think petitioner’s resulting negative
return on equity for fiscal year 1995 would be equally
unsati sfactory to an i ndependent investor.

2Under an i ndependent -i nvestor-return-on-equity-analysis
the corporation’s greatly increased market value can al so be
probative of the value of a sharehol der-officer’s services.
Onensby & Kritikos, Inc. v. Comm ssioner, 819 F.2d 1315, 1326
(5th CGr. 1987), affg. T.C. Meno. 1985-267 (noting that an
investor may garner a return on investnent through stock
appreciation); Elliotts, Inc. v. Comm ssioner, 716 F.2d 1241,
1247 n.6 (9th Gr. 1983), revg. and remanding T.C. Meno. 1980-
282. However, petitioner offered no evidence or argunent
regardi ng appreciation in the market value of its stock.




K. Concl usi on

Petitioner has failed to showit is entitled to a |arger
conpensati on deduction under section 162 than respondent all owed
in the statutory notice. W therefore sustain respondent’s
determ nation disallow ng petitioner’s deduction of $353,911 of
the salaries paid to M. and Ms. Myers for the year ended July

31, 1996. Rule 142(a); Pepsi-Cola Bottling Co. of Salina, Inc.

v. Conm ssioner, 528 F.2d at 179; Nor-Cal Adjusters v.

Conmi ssi oner, 503 F.2d at 361.

Deci sion will be entered

for respondent.




APPENDI X — ANNUAL COVPENSATI ON PAID MR- MYERS AND MRS. MYERS
FROM JANUARY 1, 1987, THROUGH JULY 31, 1996

FYE FYE FYE FYE FYE FYE FYE FYE FYE FYE
7/31/87 7/31/88 7/31/89 7/31/90 7/31/91 7/31/92 7/31/93 7/31/94 7/31/95 7/ 31/ 96

M. Mers-

Sal ary ! ! ! ! $60, 000 $100, 000 $100, 000 $100, 000 $100, 000 $586, 500

Bonus ! ! ! ! 113, 600 65, 000 357,785 530, 750 355, 000 163, 0002

Tot al $30, 000 $54, 500 $43, 000 $83, 000 173, 600 165, 000 457, 785 630, 750 455, 000 749, 500
Ms. Mers-

Sal ary ! ! ! ! $10, 000 $12, 000 $30, 000 $30, 000 $60, 000 $288, 500

Bonus ! ! ! ! 2,500 53, 000 126, 000 241,750 187, 500 75, 800°

Tot al $6, 750 $12, 950 $15, 050 $29, 650 12, 500 65, 000 156, 000 271, 750 247,500 364, 300

!No breakdown between sal ary and bonus is available for the period fromJanuary 1, 1987, through July 31, 1990.
2O0f this $163,000, $125,000 was said to be a bonus for fiscal year 1995 and $38,000 a bonus for fiscal year 1996.
5OF this 75,800, $58,000 was said to be a bonus for fiscal year 1995 and $17,800 a bonus for fiscal year 1996.



