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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Petitioners sought redeterm nation of
deficiencies in Federal incone taxes and accuracy-rel ated

penal ties determ ned by respondent as foll ows:
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Accur acy-rel ated

Penal ty
Year Defi ci ency Sec. 6662
1995 $244, 906 $48, 981
1996 333, 094 66, 619

After concessions by the parties, we nust decide whet her anmounts
paid by petitioners to a related corporation are deductible as
conpensation under section 162(a)(1).! W hold they are.
FI NDI NGS OF FACT

Many facts were stipulated, and we incorporate by this
reference the parties’ stipulation of facts and the acconpanyi ng
exhibits. Wen the petition was filed, petitioners’ principal
pl aces of business were in Georgia.

1. Petitioners

Petitioners are an affiliated group of corporations, which
filed consolidated Federal income tax returns for 1995 and 1996
usi ng an accrual nethod of accounting. The group’s parent
corporation is International Capital Hol ding Corporation (ICHC),
a hol di ng conpany.

From Sept enber 1987 through 1996, the affiliated group
i ncluded |1 CHC and subsi diari es NC Acqui sition Corporation (NCAC);
Resort Designs, Inc. (RD); and Norcom Inc. |CHC has owned a

controlling interest in NCAC fromthe time of NCAC s formation on

1 Unless otherw se indicated, section references are to the
I nt ernal Revenue Code applicable to the subject years. Rule
references are to the Tax Court Rules of Practice and Procedure.
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August 1987. In Septenber 1987, NCAC purchased 100 percent of

t he common stock of Norcomin a | everaged buyout. Norcomis the
only operating conpany in petitioners’ affiliated group. It
manuf act ures and whol esal es school supplies, such as not ebooks,
filler paper, and binders. Fromthe tine of its acquisition by
NCAC t hrough the end of 1996, Norcom has been a thinly
capitalized and highly | everaged conpany.

2. Petitioners’ Omers

During all tinme periods relevant to this case, petitioners
were controlled by H Ross Arnold (M. Arnold). From Septenber
1987 through January 1991, M. Arnold owned 82.33 percent of
| CHC. From January 1991 t hrough 1996, | CHC was 100- percent owned
by M. Arnold.?2

M. Arnold is a nonpracticing attorney who previously worked
in investnent banking. M. Arnold is in the business of
purchasi ng smal |l and medi um si zed cl osely held conpani es t hrough
| everaged buyouts. Cenerally, M. Arnold does not involve
hinmself in his individual capacity in the day-to-day operations
of the conpanies he owns. |Instead, M. Arnold uses another

conpany he owns, Quest Capital Corp. (Quest), to provide

2 The only other ownership interests in petitioners were

held by Paul F. Lonmbardi (M. Lonbardi) and M. Arnold s wfe.

M . Lonbardi owned approximately 1 percent of the comon stock of
NCAC from April 1990 through April 1994. From April 1994 through
the end of 1996, M. Arnold s wife owned 1 percent of NCAC.
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financial, investnent, and strategi c managenent services to his
portfolio of conpanies.?
3. Quest
Quest is a private investnent nmanagenent conpany. Since its
i ncorporation, M. Arnold has been Quest’s sol e sharehol der and
president. M. Arnold has been a nenber of Quest’s board of
directors since COctober 1990, and its sol e nenber since Decenber
1993. Quest is not a nenber of petitioners’ affiliated group.
Quest enpl oys people who are specially trained in
accounting, finance, managenent, or law. From 1987 through 1996,
Quest enpl oyed at |east two attorneys, nunerous C P.A s, and nmany
individuals with MBA degrees. Quest’s primary purpose is to
provi de financial and investnent advice to M. Arnold and his
portfolio of companies, including Norcom For exanple, Quest was
actively involved in the equity and debt financing of the
portfolio conpanies and annually reviewed 30 to 40 potenti al
acquisitions for M. Arnold or one of his controlled conpanies,
i ncl udi ng Norcom

4. The Acquisition of Norcom

When NCAC acquired Norcomin 1987, Norcom had incurred
numerous years of operating |osses. The |everaged acquisition of

Nor com was acconplished largely through an $18 mllion |ine of

8 Prior to June 1989, Quest operated as a sole
proprietorship owed by M. Arnold.
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credit from Bank South, which provided funds to acquire Norcom
and a line of credit for working capital. M. Arnold personally
guaranteed the Bank South |loan. Additionally, Messrs. Arnold and
Lonmbardi each lent small amounts of cash to ICHC to hel p NCAC
acqui re Norcom

The | oan agreenment with Bank South included nunerous
restrictions on Norconms activities, two of which are relevant to
this case. First, the | oan agreenent prohibited Norcom from
declaring distributions wthout the bank’s approval. Second, the
aggregat e anount of conpensation Norcomcould pay to its officers
and directors was restricted to 110 percent of the prior year’s
total. In early 1990, Norcomrequested and was granted a wai ver
of these restrictions for Norconis fiscal year that ended on
January 31, 1990. Norcomrequested a waiver of the restriction
on distributions because it had declared a $1.6 million dividend
in August 1989. At |least a portion of the dividend was requested
by Bank South so that another nenber of the affiliated group,
RDI, could pay off a |loan from Bank South, which RDI did not have
the ability to pay. This was the only dividend Norcom decl ared
from 1987 through the end of 1996.

I n February 1991, LaSalle National Bank replaced Bank South
as Norcomis primary |lender. LaSalle provided Norcomw th an
extension of credit in the anbunt of $23.5 million. M. Arnold

personal |y guaranteed at least $2 mllion of this debt. Like the
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agreenent with Bank South, the agreenent with LaSalle prohibited
Norcom from decl aring distributions. Although the LaSalle
agreenent did not expressly Iimt the anmount of conpensation
Norcom could pay to its officers, directors, or outside
consultants, a net worth requirenent in the agreenent prevented
Nor com from payi ng maj or fees without consulting LaSalle. From
May 1991 t hrough Decenber 1996, the LaSalle line of credit was
amended 11 tines.

5. Servi ces Wiich Quest Provided to Norcom

At the heart of the factual dispute in this case is the
extent to which Quest provided consulting services to Norcom
Petitioners claimthat at |east since the early 1990s Norcom s
managenent team | acked anyone who carried out the duties of a
chief financial officer (CFO. According to petitioners, Quest
served as the CFO w thout being fully conpensated. Respondent
clains that Norcom had a full managenent team and that Quest was
fully conpensated for any services it provided.

a. Sept enber 1987 to April 1992

From shortly after its acquisition in 1987 through Apri
1992, Norcom had an essentially conpl ete managenent teamfor a

conpany of its size. |In relevant part, Norconm s managenent team
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consisted of M. Arnold, M. Lonbardi, Joseph Zelazny, and Vince
Ciccarello.*

M. Arnold was the chairman and a nenber of the board of
directors of Norcomsince its acquisition.® He also served as
Norcomi s secretary from Septenber 1988 to June 1992. M. Arnold
did not keep an office at Norconis facilities and was not
actively involved in Norconis day-to-day managenent. Norcom did
not conpensate M. Arnold for his work until he began receiving a
salary in 1991

Nor comi s day-to-day managenent was |argely handl ed by M.
Lonbardi, a CPA who possessed significant nanagenment experience.
He served as CEQ treasurer, and assistant secretary of Norcom
fromthe tine it was acquired in 1987, and in Septenber 1988 al so
becane president of Norcom M. Lonbardi was responsible for al
aspects of Norconmi s operations, including strategic planning,
budgeting, negotiating with | enders, manufacturing, sales and
mar keti ng, acquiring equipnment, and hiring personnel. M.
Lonmbardi was conpensated each year of his enpl oynent at Norcom

until he resigned in April 1992.

4 M. Cccarello was the vice president of sales and
mar keting. I n August 1993, he was replaced by Ted Crews 111.
The sales and nmarketing responsibilities are not material to this
case and are not discussed further.

5 M. Arnold was the sole nenber of Norconis board of
directors at the tines Norcom nmade the two di sall owed paynents
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M. Zel azny has been Norconis controller since 1987. H's
responsi bilities included, anong other things, oversight of
Nor comi s day-to-day cash managenent, preparation of nonthly and
annual financial statenents, and dealings with Norconis
account ant s. Al t hough M. Zelazny was involved in dealings with
Norcomi s | enders, for the nost part he was not responsible for
finding potential |enders, negotiating agreenments with the
| enders, finding additional sources of equity financing, or
fulfilling other functions typically assigned to a CFO

Quest’ s invol venent with Norcom before M. Lonbardi’s
resignation in April 1992 was limted. Quest enployees were
i nvol ved in acquiring Norcom seeking additional equity
financi ng; obtaining debt financing; renegotiating |oan
agreenents, including both the Bank South and LaSalle |ines of
credit; and overseeing Norconis operations, including its real
estate and long-termgrowh plan. These Quest services were
| argely provided by M. Arnold, Robert Wight, John MColl, and
their support staffs.

When t hese services were provided by Quest, there was no
witten agreenent requiring Norcomto conpensate Quest. Wile
only M. Arnold testified as to the existence of an oral
agreenent between Quest and Norcom nunerous Quest enpl oyees
testified that Norcom was not paying Quest because at that tine

paynments were not permtted by Norcoms |enders. |In fact, no
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conpensation was paid by Norcomto Quest before April 1992.
However, m nimal expenses Quest incurred in 1991 were reinbursed
by Norcom
b. April 1992 Through 1996

The rel ati onship between Quest and Norcom changed
significantly in April 1992 when M. Lonbardi resigned from
Norcom |Immediately after M. Lonbardi’s resignation, M. MCol
assuned oversight of the day-to-day operations of Norcom
especially with respect to oversight of Norcom s finances.® M.
McCol | noved his office to Norcom and worked at Norcomon a full-
time basis. In addition to oversight of Norcom s operations, M.
McCol | became a Norcomofficer.” From June 1992 until Decenber
1993, he served as Norconis secretary and treasurer. From August
1992 until Decenber 1993, he also served as the executive vice
presi dent of Norcom The record does not indicate that M.

McCol | was ever conpensated by Norcom

6 M. Arnold at |east nom nally assuned sone of M.
Lonbardi’s responsibilities by tenporarily taking the positions
of president and CEO of Norcom Despite holding these offices,
t he evidence does not indicate that M. Arnold was actively
i nvol ved in the managenent of Norcom

" Petitioner clainmed that M. MColl was not an enpl oyee of
Norcom Because respondent has not disputed this claim we have
accepted it as a stipulated fact. Accordingly, we have not
consi dered whether M. MColl was an enpl oyee of Norcom for
Federal tax purposes and that any work he perforned for Norcom
was under such enpl oynent and not on behalf of Quest. Sec.
3121(d) (1) (defining an enpl oyee of a corporation to include its
of ficers).
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In addition to his oversight of Norconis operations, M.
McColl made two inportant hiring decisions at Norcom First, in
August 1992 he hired Richard Cross Il to be Norconmis interim
part-tinme president. Thereafter, Messrs. MColl and Cross worked
toget her as col eaders of Norcom M. Cross worked 2.5 days per
week, while M. MColl worked full tinme at Norcom
Responsibility for operational, sales, and marketing issues fel
primarily on M. Cross, while M. MColl focused on the financial
managenent of Norcom M. Cross continued to be Norconis
president until April 1993. At that time, M. Cross assuned the
title of CEQ which he held until Decenber of 1993. Norcom paid
$459, 340 for 17 nonths of work by M. Cross.

In April 1993, M. MColl hired Hal Rahn to replace M.
Cross as Norcoms president. M. Rahn continued to serve in that
capacity through 1996. Like M. Cross, M. Rahn focused on
operational, sales, and marketing i ssues at Norcom High-I|evel
financial and investnent issues continued to be handled by M.
McCol | and others at Quest. Norcom conpensated M. Rahn for his
servi ces.

In 1993 M. MColl also elevated M. Zelazny to vice
presi dent of finance. Although M. Zelazny was given an
additional title in 1993, his duties continued to be primarily
that of a controller. Norcomhas not enployed any senior |evel

officers wwth significant financial expertise or experience after
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M. Lonbardi resigned in 1992. |Instead, Norcom | ooked to Quest
to carry out the duties of a CFO

Since acquiring Norcomin 1987, M. Arnold has assigned a
hi gh-ranki ng Quest enpl oyee wth expertise in financial and
i nvestment issues to oversee the financial nmanagenent of Norcom
Initially, Robert Wight provided such oversight. On or about
the tinme of M. Lonbardi’s resignation in 1992, M. MColl served
this role, and Quest substantially increased the services it
provided to Norcom |In 1994, Robert Espy becane the Quest
of ficer responsi ble for managenent of Norconmis finances. During
1995 and 1996, M. Espy and his staff were actively involved in
Norcom s financial managenent.

The services Quest provided to Norcom from 1987 through 1996
were nostly financial and investnment advice. These included
consulting on Norconis bank | oans, financing of equi pnent,
| eases, acquisition and sale of real property, and devel opnent of
busi ness plans. Quest played a critical role in negotiating
Norcom s consolidation of its operations fromfour facilities
down to a single, larger plant, which was acconpanied with a
sal e/ | easeback of the new plant. Quest personnel also reviewed
Norcomi s nonthly and annual financial statenents, as would a CFO
Quest hired at least two high ranking Norcomofficers: M. Cross
as president in 1992 and M. Rahn as president in 1993. CQuest

personnel typically were not involved in the day-to-day
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operations of Norcom wth the exception of M. MColl’s work in
1992-93.

6. Payments From Norcomto Quest

Norcom di d not nake any paynents to Quest before 1991 for
managenent services. |In Cctober 1991, Norcom paid Quest $1, 716
to rei nburse Quest for expenses incurred by M. MColl in a
nmeeti ng he conducted with LaSalle regarding Norcomis |oan. This
appears to be the only pre-1992 paynent from Norcomto Quest that
relates to consulting services provided by Quest. From July
t hrough Decenber 1993, Quest issued nonthly invoices to Norcom
for $3,146 for a “consulting fee.” FromJuly 1993 through the
end of 1996, Quest regularly issued invoices to Norcom for
rei mbursenment of expenses. Also, in July 1993, Norcompaid to
Quest $76, 000 for “managenent services” Quest provided to Norcom

On January 1, 1994, Norcom and Quest entered into a forma
consul ting agreenent (the 1994 consulting agreenent). The 1994
consul ting agreenent provided that Quest would provide to Norcom
advice on financial, strategic planning, and operational issues.
In turn, Norcomwas required to pay Quest an annual consulting
fee of $62,500, payable in nonthly installments of $5,208. 33.
From t he begi nning of 1994 through the end of 1996, Norcom paid
Quest the nonthly consulting fees. Respondent did not challenge

the deductibility of these conpensation paynents.
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The 1994 consulting agreenment had the follow ng integration
cl ause:

Entire Agreenent, Amendnents and Modification. This
Agreenent supersedes in the entirety any and all prior
agreenents or arrangenents between the parties with respect
to the subject matter hereof, and this Agreenent may not be
amended or nodified in any respect other than by a witing
that references this Agreenent, is signed by the party

agai nst whom t he anendnent or nodification is sought to be
enf or ced.

The 1994 agreenent was |ater revised to include the
foll ow ng cl ause:

(b) G her Fees. Fromtinme to tinme, additional
conpensation wll be paid to * * * [Quest] based upon
the extent of involvenent in and services provided to
NCRCOM at the discretion of the Board of Directors.

I n Septenber 1995, M. Espy proposed to M. Rahn that Norcom
make a paynent to Quest that would be in addition to the nonthly
consulting fee of $5,208.33. Mssrs. Espy and Rahn agreed that
Norcom woul d pay Quest $1 mllion for services Quest had
previously provided to Norcom Later, Messrs. Rahn and Espy
approached M. Arnold to obtain his approval of the paynent,
whi ch he granted. Before the paynent could be made, Norcom and
Quest had to ensure that any paynent to Quest would not violate
any terns of its |oan agreenent with LaSalle. 1In the fall of
1995, Messrs. Arnold and Espy sought LaSalle’s consent to the
proposed paynent. LaSalle granted its consent for Norcomto nake

the paynents to Quest as conpensation for services provided by

Quest ..
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After securing LaSalle's consent to the $1 mllion paynent,
Messrs. Espy and Rahn col |l aborated in the preparation of the
follow ng resolution for Norconis Board of Directors:

VWHEREAS, certain enpl oyees of Quest Capital
Corp. have conducted neetings wth and given
consultations to * * * [ Norcon s] nmanagenent,
provi ded advi sory services in marketing, strategic
pl anni ng, systens, and technical operations,
advi sed the Corporation's enpl oyees and negoti at ed
on behalf of * * * [Norcon] in connection with
numer ous bank transactions, reviewed and anal yzed
mont hly financial statenents and the annual
operati ng budget for 1996, and acted as general
consultant to * * * [Norcom as to its
productivity and profitability; and

VWHEREAS, the president has proposed to the
board that * * * [Norconm pay a managenent fee to
Quest Capital Corp. in the amount of $1, 000, 000. 00
in consideration for the aforenentioned services;
THEREFORE I T | S RESOLVED, that the president
is authorized and directed by the board of
directors to pay the anount of $1, 000, 000.00 to
Quest Capital Corp. for the consulting services
descri bed herein.
On Decenber 14, 1995, M. Arnold, Norcom s sole director at the
time, executed the resolution. On Decenber 29, 1995, Norcom paid
$1 mllion to Quest as a nmanagenent fee.

As part of its audit of Norcom s 1995 books, Norconis
out si de accountants advi sed petitioners that they should treat a
portion of the paynent as a dividend to obtain the benefits of
certain tax credits. In response to this suggestion, Norcom and
Quest reiterated their intention that the entire paynent was

conpensation for services rendered and should be treated as such.
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Ef fective August 1, 1996, M. Rahn, as Norcom s president,
and M. Espy, as Quest's Chief Qperating O ficer, executed a
second consul ting agreenent (the 1996 consulting agreenent). In
the 1996 consulting agreenent, Norcomstated that it desired
Quest to provide "managenent, banking, and marketing services in
connection with the operation of * * * [Norcom s] business, bank
rel ati onshi p, vendor rel ationships and customer relationships".

The 1996 agreenent provided that, for 5 years, Quest woul d
provide the foll ow ng services to Norcom

a) Reporting and Financial Planning Services -
Assi stance and review of all reports required
pursuant to | oan agreenents and ot her financing
arrangenments to which * * * [Norcon] is a party;
review, renegotiate and extend the lines of credit
made abailable [sic] by its lending institution;
review of financial statenents, annual budgets,
proj ections, insurance reports, and ot her
financial reports necessary for the operation of *
* * [ Norcom s] business.

b) Consulting Services - Consulting and advisory
services in regard to international marketing,
strategic planning, systens, technical operations
and such other matters as * * * [Norcon] deens
reasonably necessary for the conduct of its

busi ness.

c) Equipnment - Assistance in determ ning | ease
versus buy deci sions on new equi pnent; negoti ate
bank financing on new equi pnent purchases and
provi de overall consultation as to the

cost/ benefit relationship of acquiring said

equi pnent .
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Under the 1996 agreenent, Quest was to be conpensated as
fol |l ows:

a) During the termof this Agreenent, a yearly fee
will be paid equal to approximtely 10% of the
gross profit of * * * [Norcon] based on internally
prepared financial statements. Pursuant to the
terms and conditions of * * * [Norconm s] |oan
agreenent with LaSall e National Bank, paynents
approxi mati ng 25% of the total fee will be nmade on
Cct ober 10th of each year with the remaining 75%
of the estimated fee paid during the |ast week of
the fiscal year of * * * [Norcom. No paynent

will be made under this agreenent if it were to
cause an event of default under any covenant in
the LaSal |l e National Bank Loan Agreement. In
addi ti on, managenent of * * * [Norcon] and the
Board of Directors will decide each year what
additional fees, if any, will be payable to Quest
based on the services rendered and the anount of
tinme involved by Quest personnel.

For the nonths of Septenber through Decenmber 1996, Quest
al so issued invoices at the nonthly rate of $10,000. Norcom
pronmptly paid the anbunts invoiced. Respondent did not chall enge
the deductibility of these paynents.
During the fall of 1996, Messrs. Rahn and Espy comrenced
di scussi ons concerning the anmount of conpensation to be paid to
Quest during 1996. They relied on the sane consi derations
underlying the 1995 paynent. M. Espy, with input from Messrs.
Arnol d and Rahn, then drafted the follow ng resolution for
Norconmi's board of directors:
VWHEREAS, certain enpl oyees of Quest Capital
Corp. have conducted neetings with and gi ven
consultations to * * * [ Norcoml s] nmanagenent,

provi ded advisory services in marketing, strategic
pl anni ng, systens, and technical operations,
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advi sed the Corporation's enpl oyees and negoti at ed
on behalf of * * * [Norcon] in connection with
numer ous bank transactions, renegotiated and
extended the existing bank line with LaSalle
Nat i onal Bank, reviewed and anal yzed nonthly
financial statenents and the annual operating
budget for 1997, and acted as general consultant
to * * * [Norcon] as to its productivity and
profitability; and

VWHEREAS, the president has proposed to the
board that * * * [Norcom pay a managenent fee to
Quest Capital Corp. in the amount of $700, 000. 00
in consideration for the aforenentioned services,
t his anount being consistent wwth the Services
Agreenent and the amounts paid in 1994 and 1995
whi ch are hereby ratified as to anount and prior
year's consistent practice and net hodol ogy;

THEREFORE I T | S RESOLVED, that the president
is authorized and directed by the board of
directors to pay the anmount of $700, 000.00 to
Quest Capital Corp. for the consulting services
descri bed herein.

I n Decenber 1996 Norcom's board of directors executed the

resol ution, and $700, 000 was paid to Quest as a managenent fee.

OPI NI ON

We nust deci de whet her the paynents from Norcomto Quest are

deducti bl e under section 162(a)(1).8 Section 162(a)(1) allows a

8 That section provides:

SEC. 162(a). In General .— There shall be all owed
as a deduction all the ordinary and necessary expenses
paid or incurred during the taxable year in carrying on
any trade or business, including—

(continued. . .)
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busi ness to deduct “a reasonabl e all owance for sal aries and ot her
conpensation for personal services actually rendered” as an
ordi nary and necessary busi ness expense. 1In this case,
deductibility requires that the paynent be (1) purely for

services rendered and (2) reasonable in anount. Trinity Quarries,

Inc. v. United States, 679 F.2d 205 (11th Gr. 1982); Estate of

VWl |l ace v. Comm ssioner, 95 T.C 525, 553-554 (1990), affd. 965

F.2d 1038 (11th Gr. 1992); Paula Constr. Co. v. Conm ssioner, 58

T.C. 1055 (1972), affd. w thout published opinion 474 F.2d 1345

(5th Gr. 1973); Law Ofices—Ri chard Ashare, P.C V.

Comm ssioner, T.C Meno. 1999-282; sec. 1.162-7(a); Eyefull, Inc.

V. Conm ssioner, T.C. Meno 1996-238; Pul sar Conponents Intl. .

Inc. v. Commi ssioner, T.C Menp. 1996-129, |Incone Tax Regs.

It is well established that a paynent is deductible as
conpensation only to the extent that it was actually intended as

such. Elec. & Neon, Inc. v. Comm ssioner, 56 T.C. 1324, 1340

(1971), affd. w thout published opinion 496 F.2d 876 (5th Cr

1974); Eyefull, Inc. v. Commi ssioner, supra. Wether such intent

existed is a factual question to be decided on the basis of the

facts and circunstances of the case. Paul a Constr. Co. V.

Comm ssi oner, supra at 1059. The burden of proof rests upon

8. ..continued)
(1) a reasonable allowance for salaries
or other conpensation for personal services
actual ly rendered;
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petitioners to prove that they are entitled to deduct an anount
greater than that determ ned by respondent.® Rule 142(a); Paul a

Constr. Co. v. Conm ssioner, supra at 1058; Elec. & Neon, Inc. v.

Conmi ssi oner, supra at 1340.

Wi | e conpensation for personal services is a deductible
expense, distributions of corporate earnings and profits
constitute dividends and are not deductible. Therefore, a
corporation has an incentive to characterize as conpensation
paynments which are actually distributions of profits. Sec.
1.162-7(b) (1), Income Tax Regs. Thus, the Court nust closely
scrutinize the alleged conpensation paid to determine if it is a

di sgui sed distribution of profits. Pulsar Conponents Intl, Inc.

v. Conm ssioner, supra;, Mad Auto Wecking, Inc. v. Conmn Ssioner,

T.C. Meno. 1995-153.
The provision of services by one conpany to anot her conpany
does not al one establish the existence of a business relationship

consistent wth the paynent of conpensation. Eyefull, Inc. v.

Commi ssioner, supra (citing Paula Constr. Co. v. Conm SsSioner,

supra at 1058). “There nust al so be evidence that at the tine

® Pursuant to sec. 7491, the burden of proof can be shifted
to respondent if certain conditions are nmet, including that the
exam nation was commenced before July 22, 1998. Internal Revenue
Restructuring & Reform Act of 1998, Pub. L. 105-206, sec.
3001(c), 112 Stat. 727; H gbee v. Conm ssioner, 116 T.C. 438
(2001). The examnation in this case conmenced before the
effective date. Accordingly, sec. 7491 is not applicable to this
case.
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the services were rendered the parties understood themto be part
of a business transaction conducted for profit.” Id.

Petitioners allege that Quest provided val uabl e investnent,
financial, and managenent consulting services to Norcom over an
extended period of tine. Petitioners further allege that in 1995
and 1996 they paid reasonabl e conpensation to Quest for these
services. Respondent takes the position that (1) Norcom | acked
the requisite conpensatory intent; and (2) the paynents do not
constitute reasonabl e conpensati on because petitioners failed to
establish the extent of the services rendered. W disagree with
respondent.

| ntent To Conpensat e

The evidence strongly supports petitioners’ contention that
they intended to conpensate Quest for services rendered when they
made the $1 mllion paynent in 1995 and the $700, 000 paynent in
1996. The Court finds it especially significant that both
paynments were initially negotiated by officers of Norcom and
Quest who did not hold any ownership interest in either conpany.
Specifically, M. Espy, chief operating officer of Quest,
approached M. Rahn, president of Norcom wth the suggestion
t hat Norcom conpensate Quest for services rendered, whereupon
Messrs. Espy and Rahn negoti ated the anmount of the paynents. The
Court sees no reason to second-guess paynents that were

negoti ated by two disinterested nenbers of the nanagenent teans
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at Quest and Norcom Law Ofices—- R chard Ashare, P.C .

Commi ssi oner, supra (declining to second-guess the wi sdom of the

board of directors as to the anmobunt of conpensation paid to a
princi pal of the taxpayer).

There was al so uncontroverted testinony by disinterested
parties that imredi ately before and after the 1995 paynent was
made, Norcomintended it to be conpensation for services
rendered. Specifically, prior to making the 1995 paynent,

Messrs. Arnold and Espy approached LaSalle to obtain the bank’s
approval. Loan officers at LaSalle testified that they were
informed that the paynent was conpensation for services
previously rendered by Quest. Notably, LaSalle did not question
whet her Quest had provi ded services to Norcom or the anmount of
the paynent. Shortly after the 1995 paynent was nmade to Quest,
petitioners’ tax adviser |earned of the paynent and was told by
petitioners that the entire paynent was conpensation for services
render ed.

Additionally, the paynments to Quest were contenplated by the

revised 1994 consulting agreenent.!® That agreenent provides

10 petitioners alleged that the 1994 consulting agreenent
was revised, but they were unable to |ocate a final signed
version of the allegedly revised agreenent. Petitioners did
produce a draft of the revised agreenent. On brief, respondent
urged the Court to find that the 1994 agreenent included the
addi tional clause that petitioner clained was part of the revised
agreenent. W interpret the parties’ proposed findings of fact

(continued. . .)
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t hat Norcom coul d make such conpensati on paynents to Quest based
upon the extent of the services provided by Quest.!! Notably,
respondent has accepted the deductibility of other paynents nade
under the 1994 consul ting agreenent. !?

It is also clear that for both the 1995 and 1996 paynents,
Norcom foll owed its normal procedure for determ ning officer
conpensation. Specifically, Norconms president, M. Rahn, nade a
recommendation to Norcomis board of directors of the anmount the
sal ary and bonuses to be paid to Norcomis officers. For both the
1995 and 1996 paynents, M. Rahn was involved in determning the
anount of conpensation to be paid and in making a recomrendati on
to Norconmis board of directors about such conpensation

Petitioners’ claimthat Norcomi s paynent of conpensation to
Quest was deferred until 1995 because its financial condition and
financi ng arrangenents precluded such paynents is strongly

supported by the evidence. Prior to the change in ownership in

10¢, .. conti nued)
as a stipulation that the agreenent was revised as all eged by the
petitioners. Although we are not bound by the parties’
stipulated facts, the record is absent of facts indicating that
the stipulation is clearly erroneous. Rule 91(a); Jasionowski V.
Conmm ssioner, 66 T.C. 312, 318 (1976)

1 Simlarly, the 1996 consulting agreenent provides for
the application of a formula to determ ne the anmount of
addi tional conpensation paynents Norcom woul d nake to Quest.

12 Respondent has not alleged that these paynments were
contingent paynents that are deductible only if they satisfy the
test provided in sec. 1.162-7(b)(2), Incone Tax Regs.
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1987, Norcom had sustai ned years of operating |losses. Although
Norcom was restored to profitability after the acquisition,
Norcom s ability to conpensate Quest was limted. At all tines
it continued to be highly Ieveraged with mllions of dollars of
debt. The | ender, Bank South, viewed Norcomas financially
unstable and required M. Arnold to personally guarantee Norcom s
| oan. Al though Norcomwas profitable in the years after the
ownership change, its financial condition was depleted in 1989 by
the paynent of a $1.6 mllion dividend, which was requested by
Bank South. Norcomis poor financial condition is further
evi denced by the fact it did not begin to conpensate all of its
officers until 1991.

The Bank South | oan agreenent expressly restricted the
anount of conpensation Norcomcould pay to its officers and
directors. Mreover, both the Bank South | oan and the LaSalle
loan limted Norconmis ability to make paynents to rel ated
parties. As petitioners have alleged, Norconis financial
condition and its financing arrangenents severely limted its
ability to conpensate Quest until Norcomis financial condition
i nproved dramatically in 1995.

It is also clear that Norcom s managenent team | acked hi gh-
| evel financial planning expertise, at |east after M. Lonbardi
resigned in early 1992. Instead of replacing M. Lonbardi with

an officer with a finance background, Norcom | ooked to Quest for
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advi ce and counsel on financial and investnment issues. Nunerous
persons at Quest possessed rel evant experience and training not
found at Norcom

Finally, with respect to both paynents, Norcomis board of
directors executed resolutions detailing that the paynents were
bei ng made to Quest for val uable services Quest had previously
provided to Norcom Both resolutions are consistent with the
parties’ conclusion that the 1994 agreenent envisioned that
Norcom s board could exercise its discretion and nmake additi onal
conpensation paynents to Quest.

We find unpersuasive respondent’s argunents that petitioners
| acked the requisite conpensatory intent.'® Respondent initially
drew the Court’s attention to the fact that only M. Arnold
testified as to know edge of a pre-1993 oral agreenent between
Norcom and Quest. Respondent correctly notes that M. Lonbardi
Norcomi s CEO and president from 1987 through April 1992,
testified that he had no know edge of any oral agreenent. The
Court chooses not to rely upon his testinony. W find that M.

Lonmbardi’s testinony was bi ased because M. Lonbardi had a

13 W note that respondent’s briefs were not in accordance
with Rule 151(e)(3), which governs proposed findings of fact, and
coul d have been rejected. Respondent’s proposed findings of fact
were rarely concise statenents of fact and often were not based
upon evi dence. Proposed findings of fact should not be based
upon statenents nmade in a request for adm ssion (unless the
subject matter of the request has been admtted or deened
adm tted).
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di spute with M. Arnold over their respective ownership interests
in Norcom as a result of which M. Lonbardi resigned from Norcom
and |later sued M. Arnold.

Moreover, the lack of additional testinony regarding a pre-
1993 agreenent is neither surprising nor necessarily
i nconsi stent with Norcomis having the requisite conpensatory
intent at the tine the paynents were nade in 1995 and 1996.
Cl osely held corporations often act informally, w th decisions

not bei ng docunented in witing. Levenson & Kline, Inc. V.

Comm ssioner, 67 T.C. 694, 714 (1977); Eyefull, Inc. v.

Comm ssioner, T.C Meno. 1996-238. Additionally, in determ ning

whet her Norcom possessed the requisite intent, the relevant tine
is when the purported conpensati on paynment was made. Too

Producers, Inc. v. Comm ssioner, T.C Meno. 1995-407.%* The

Court finds it notable that nunmerous w tnesses testified that
before 1993 Quest was not paid by Norcom because Norcomni s
financial condition precluded it from conpensating Quest. In any
event, the substantial witten docunentation between the parties
and the parties’ actions denonstrate that Norcom possessed the

requisite intent when it nmade the paynents.

4 Unlike in Eyefull, Inc. v. Conm ssioner, T.C. Meno.
1996- 238, respondent has not alleged that Norcom and Quest | acked
t he necessary busi ness rel ationship, such that Quest did not
provide services with a view toward bei ng conpensat ed.
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Respondent al so all eges that nunerous contracts limted
Norcomis ability to conpensate third parties, including Quest.
Specifically, respondent calls the Court’s attention to Norconis
Bank South | oan agreenent, which prohibited comm ssions, finder’s
fees, and investnent banking fees, as well as Norcom s real
estate contracts that prohibited paynents of real estate broker
comm ssions. These contracts do not suggest Norcom di d not
intend to conpensate Quest. The services Quest provided to
Norcomwere simlar to that of a chief financial officer, and we
do not believe that conpensation for such services was prohibited
by these agreenents.

Addi tionally, respondent clains that Norconmis intent to
conpensate Quest for services rendered before 1994 is capped at
t he $62, 500 annual fee provided for in the 1994 consulting
agreenent, plus the anmounts invoiced by Quest before the 1994
consul ting agreenent becane effective. W do not find that
Norcomintended to limt the conpensation of Quest to these
anounts. The 1994 consulting agreenent expressly provides that
Norcom wi | | consi der naki ng conpensation paynents to Quest that
are in addition to the required paynent of $62,500. The
agreenent provides that such additional conpensation is to be
reflective of Quest’s “involvenent in and services provided to

NCRCOM ” Moreover, there is nothing in the agreenent that would
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not permt Norcomto conpensate Quest for services provided to
Nor com bef ore 1994.

W find that the circunmstances underlying Norcom s paynents
to Quest in 1995 and 1996 confirmthat the paynents were made to
conpensate Quest for services rendered.

Reasonabl eness of the Conpensation

The second el ement of the conpensation test is whether the

paynments are reasonable in anbunt. Trinity Quarries, Inc. v.

United States, 679 F.2d at 210; Estate of Wall ace v.

Conmi ssioner, 95 T.C. at 553; Haffner’'s Serv. Stations, Inc. V.

Commi ssioner, T.C Menp. 2002-38. Respondent has conceded t hat

the paynents were reasonable if petitioners substantiate that the
services were provided as cl ai ned.

To determ ne whether petitioners satisfied this condition,
we nust initially determne the extent of the services
petitioners clained to have received from Quest. In the
petition, petitioners nade the follow ng clains regarding the
services provided by Quest to Norcom (1) Norcomhired Quest in
the early 1990s, (2) Quest enployed at |east four senior |evel
managenent advi sers who worked with Norcom and (3) Quest
provi ded along with other services, the following: (i) analyzing
Norcomi s financing needs; (ii) hiring senior and key executives

at Norcom (iii) managing Norcoms facilities; (iv) negotiating
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sal es and | eases on Norconis behalf; and (v) devel oping Norcom s
busi ness pl ans. 1°

Petitioners established that Quest began to provide services
at least as early as 1991, when Norcom began to reinburse Quest’s
expenses. Moreover, Quest’s services to Norcomincreased
substantially in early 1992 after M. Lonbardi resigned.

The evi dence established that nunerous senior-Ilevel Quest
enpl oyees or consultants worked on Norcom matters, including
Messrs. McCol |, Espy, Arnold, Wight, and Cross (prior to his
enpl oynent at Norcon). Additionally, nunerous other Quest
enpl oyees provi ded val uable services to Norcomin support of
t hese indivi dual s.

The evidence al so establishes that Quest provided all of the
services identified in the petition, plus many others. W find
that petitioners have established that services were provided as
claimed in the petition. Throughout the 1990s Quest worked on

Norcomi s financing needs. This includes attenpts to find new

15 Petitioners nade essentially the sane clains in a
position paper provided to respondent during the audit.
Conversely, respondent argues that petitioner nust establish that

Norcom was the |argest client of Quest and its
predecessor and that the personnel of Quest and its
predecessor spent the majority of their tinme in
perform ng services for Norcom

The Court finds no indication in the record that petitioners nmade
any such clainms to this Court at the tinme that respondent nade
his concession. No such clains were nade in the petition.
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sources of equity financing and repeated work on Norcom s debt
financing. Quest personnel were also very active in Norcoms
equi pnent financi ng.

Quest also played a critical role in hiring the last two
Norcom presidents. M. MColl hired both M. Cross and M. Rahn.
Additionally, M. MColl hinmself assuned numerous offices at
Norcom w thout being paid by Norcom

Quest played a very inportant role in negotiating Norconis
consolidation of its operations fromfour facilities down to a
single, larger facility. Quest assisted in negotiating the
purchase, sale, and | easeback of Norcom s plant. Quest personnel
played simlarly inportant roles in equipnment acquisitions.

Quest participated in the devel opnent of Norconis business plans,
particularly with respect to financing and investnent issues.
Quest reviewed nunmerous potential acquisitions for Norcom which
woul d have all owed Norcomto expand and diversify its business.
Additionally, Quest hired M. Cross to provide a review of
Norcom s operations after M. Lonbardi resigned. W find that
petitioners have established that services were provided as
claimed in the petition and that respondent has conceded that the
conpensati on was reasonable in anount. Accordingly, petitioners’
paynents of $1 million in 1995 and $700,000 in 1996 are
deducti bl e under section 162(a)(1) as ordinary and necessary

expenses.
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We have considered all argunents nade by respondent, and to
t he extent not discussed above, we find themto be without nerit.
To reflect the foregoing,

Deci sion will be entered for

petitioners.




