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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

LARO Judge: Petitioner petitioned the Court to redeterm ne
the follow ng deficiencies in Federal incone taxes and rel ated

section 6662(a) accuracy-related penalties:?

1 Section references, unless otherwi se indicated, are to the
applicable versions of the Internal Revenue Code (Code). Rule
references are to the Tax Court Rules of Practice and Procedure.
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Accuracy-Rel ated Penalty

Year Defi ci ency Sec. 6662(a)
1999 $294, 389 $55, 165. 20
2000 405, 286 81, 057. 20

Fol l owi ng petitioner’s concessions, we deci de whether petitioner
may deduct the officer conpensation of $1,087,000 and $1, 350, 000
that it clainmed on its 1999 and 2000 Federal inconme tax returns,
respectively. Respondent determned in the notice of deficiency
that petitioner may deduct only $303,020 and $157,982 of the
respective claimed anounts because petitioner had not shown that
any greater anount was reasonable and paid for services. W hold
that petitioner may deduct all of the clainmed anmounts but for
$180, 260 in 1999.2 W also decide whether petitioner is liable
for the portion of the accuracy-related penalty attributable to
the $180,260. W hold it is not.
FI NDI NGS OF FACT

Sone facts were stipulated and are so found. The
stipulation of facts and the acconpanying exhibits are
i ncorporated herein by this reference. Petitioner is a C

corporation doing business as B & B Electric Sales. Its

2 On the basis of this holding, we also hold without further
di scussion that petitioner is not liable for the portion of the
accuracy-rel ated penalty attributable to respondent’s disall owed
conpensation for 2000 or the portion of the accuracy-rel ated
penalty attributable to respondent’s disall owed conpensati on
greater than $180, 260 for 1999.
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princi pal place of business was in Ventura, California, when its
petition was filed in this Court.

A. Petitioner’s Business

Petitioner is a wholesale distributor of notor controls
(parts) manufactured by Allen-Bradley. It was incorporated in
1991 by Robert Lance Beiner (Beiner) and his brother. Beiner and
his brother owned petitioner’s stock equally until 1992 when
Bei ner becane (and renai ns today) petitioner’s sol e sharehol der.
Since Decenber 2, 1991, Beiner has been petitioner’s sole
director and its president, secretary, and treasurer. Since at
| east Decenber 3, 1995, Bei ner has al so been petitioner’s chief
executive officer and its chief financial officer.

Petitioner began its business selling a wi de range of
mat eri al s made by various manufacturers. Shortly after starting
t he busi ness, Bei ner concluded that no distributor in the United
States stocked a wi de range of parts nade by All en-Bradl ey, and
he caused petitioner to limt its business to the sale of those
parts. Beiner surm sed on the basis of his |ongtinme experience
as an electrical designer that petitioner’s sale of only
Al l en-Bradl ey parts would be nost profitable to it in that it
could stock a wide range of those parts and i mredi ately deliver
themto custonmers upon request. O her distributors of
Al'l en-Bradley parts, and Allen-Bradley itself, were usually

unable to deliver those parts until many days after a request.



- 4 -
Bei ner’s brother, who was Beiner’s nentor in petitioner’s

busi ness at the start of that business, disagreed wth the change
and as a result of the change disaffiliated hinmself entirely from
any ownership or continued participation in petitioner. Numerous
ot her individuals also believed that petitioner’s new busi ness
woul d be a failure.

During the relevant years, Allen-Bradley sold its parts only
to its authorized distributors and to original equi pnent
manuf acturers (OCEMs). The authorized distributors sold the parts
whi ch they purchased from Al len-Bradley directly to end users.

Al en-Bradley sold its parts to CEMs not for resale but to
i ncorporate the parts into equi pnment that they manufactured and
sold as finished products.

Petitioner is neither an CEM nor an authorized distributor
of Allen-Bradley parts. Petitioner bought and sold Al en-Bradl ey
parts in a bootleg market for those parts. During the subject
years, petitioner purchased Allen-Bradley parts primarily from
three OEMs. These CEMs purchased | arge quantities of
Al l en-Bradley parts either (1) directly fromAl | en-Bradl ey at
prices which were deeply discounted fromthose of the retai
mar ket or (2) fromone or nore of Allen-Bradley s authorized
distributors at prices which were commensurate with the retai
mar ket but which were subsidized by Allen-Bradley so as to reduce

significantly the prices paid by the CEMs for those parts. These
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CEMs intentionally purchased nore parts than needed for their
manuf acturi ng process and resold the extra (surplus) parts to
petitioner at prices far |less than the prices which the
aut hori zed distributors paid Allen-Bradley for the sane parts.
During the rel evant years, petitioner also purchased
Al l en-Bradley parts at fire sale prices fromdistressed conpani es
whi ch had either overbought the parts for their own needs or gone
out of business.

Petitioner’s inventory during the relevant years included
approxi mately 50,000 different types of parts nade by
Al | en-Bradl ey, including many parts that Allen-Bradl ey no |onger
manuf actured but which were still used as replacenent parts in
sone ol der equipnment. Petitioner sold its inventory throughout
the continental United States to approximately 1,100 custoners at
prices that approximted the prices at which the authorized
di stributors purchased those parts from Al |l en-Bradl ey.
Petitioner’s typical custonmers were (1) large plants, such as
General Mdtors Corp., that had a nonperformng part that had to
be replaced imediately rather than in the 2 or nore days that it
took to receive a replacenment part from an authorized
distributor, and (2) the authorized distributors of Allen-Bradl ey
parts who al so needed a part imediately rather than in the 2 or
nore weeks that it took to receive the part directly from

Al | en-Br adl ey.
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The three OEMs sold their surplus parts to petitioner in
violation of an understanding that they had with Allen-Bradley to
not sell those parts other than as part of their finished
products or, in sone cases, as replacenent parts for those
products. Over the years, Beiner had devel oped a rel ationship
with the three OEMs such that they sold their surplus parts to
petitioner at the risk of Allen-Bradley's declaring that it would
no |l onger sell parts to themor that it would do so only at
inflated prices. Allen-Bradley |earned during the subject years
that one of the three CEMs, petitioner’s then-largest supplier,
was selling its surplus parts to petitioner. In 2000,

Al l en-Bradl ey charged this CEM nore for the parts, and petitioner
was unable to continue purchasing Al len-Bradley parts fromthat
CEM at favorable prices. Petitioner’s purchases fromthis CEM
dropped from $1, 199, 628.53 in 1999 (approxi mately 64 percent of
petitioner’s purchases during that year) to $28,505.36 in 2000.
To make up for this reduction, Beiner had petitioner purchase
nore Allen-Bradley parts fromthe other two OEMs and take steps
to establish a relationship with a fourth CEM

The three CEMs benefited from purchasing surplus parts and
selling themto petitioner in that they paid | ess per unit when
t hey purchased a greater quantity of parts which, in turn,
increased their profit margins on their sale of the finished

products. At |east one of these CEMs al so benefited from an
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i nproved cashflow in that petitioner typically paid for its
purchases within 10 days while the CEMusually had to wait at
| east 45 days to be paid on its sale of a finished product. The
three OEMs were regul arly asked by other persons to sell surplus
parts to them but the CEMs al ways turned these requests down.
The three CEMs woul d have stopped selling their surplus parts to
petitioner had Bei ner becone disaffiliated with it.

B. Rel at ed Busi ness

In 1997, Beiner and his brother incorporated California
Controls, Inc. (California Controls), whose business is the sane
as petitioner’s except that the parts that each sells are nade by
a different manufacturer. Beiner and his brother own California
Controls equally, and they share equally in making its business
decisions. During the subject years, Beiner worked for
California Controls approximately 19 hours a week, and it
conpensated himfor that work.

C. Bei ner’ s Background and H s Managenent of Petitioner

Bei ner was an el ectrical designer for 27 years before he and
his brother incorporated petitioner. |In that capacity, Beiner,
either solely or with others, designed electrical systens for
hi gh-rise office buildings, |arge hotels, shopping centers, and
nunmerous residential and commercial projects. Beiner’'s salary at
the end of his career as an electrical designer was $90,000 to

$100, 000 a year.
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During the subject years, Beiner’s know edge, experience,
and relationships with the three CEMs were critical to
petitioner’s business and were indi spensable to petitioner’s
operation and existence. He also negotiated prices and ot her
terms for petitioner, decided the price at which petitioner
bought and sold its inventory, and knew the uses for each part in
petitioner’s inventory. He established inventory controls,
purchased i nventory, resolved with the three CEMs probl ens
concerning the shipnent of parts to petitioner, and ascertained
the quantity of each part that petitioner had to maintain in its
inventory so that petitioner had a part when needed but did not
have too many parts that sat idly on the shelf. Petitioner had a
conputeri zed accounting systemthat nonitored its inventory and
al l oned Beiner to set m nimum and maxi nrum anounts of each part
that should be in inventory at any one tine. GCenerally once
during each subject year, Beiner reviewed the prior year’s sales
of each part, including whether anything unusual occurred during
the prior year that would have skewed those sal es, and
est abl i shed each part’s m ni mrum and maxi nrum anounts for each
month of the current year. Beiner’'s systemof inventory
generally allowed petitioner to turn over its inventory four
tinmes a year.

Bei ner al so set petitioner’s corporate, accounting, and

financial policies, which petitioner’s other enployees were not
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aut horized to change, and reviewed petitioner’s financi al
statenents and other records. He decided the credit limt that
petitioner gave to each of its custoners, and he was responsible
for petitioner’s exceptionally |ow nunber of uncollectible
recei vables. He also directed and eval uated enpl oyee performance
and was responsible for hiring and firing all of petitioner’s
enpl oyees.

Petitioner conducted its business out of a warehouse wth
smal |l offices in front, and it dealt with its custoners by
t el ephone rather than face to face. During the subject years,
Bei ner worked directly for petitioner approxinmately 38 hours per
week, in addition to the approximately 19 hours per week which he
worked for California Controls, and he generally was at
petitioner’s warehouse approxi mately 85 percent of the hours in
its workweek. Wien he was away fromthe warehouse, he renai ned
accessible to his staff by cell phone, facsimle, and overni ght
mai |, and he continued to make all of petitioner’s managerial and
policy decisions and to direct and control petitioner’s business.

I n January 2000, Beiner suffered a heart attack, and he
stayed away from petitioner’s warehouse for approxi mately 60
days. Petitioner’s business did not grow during that 60-day

peri od.



- 10 -

D. Petitioner's O her Enpl oyees

In addition to Beiner, petitioner enployed five individuals
during the subject years. Each of these other enployees reported
to Beiner. These other enployees and their positions or the

departnments in which they worked were as foll ows:

Nane Position or Departnent
Adam Cal dwel | (Cal dwel |) Vi ce president and sal es manager
Jenni fer Shows (Shows)? Pur chasi ng manager
Becky Gonzal ez (Gonzal ez) O fice manager
Frankki R Andrade (Andrade) Receiving and sal es
James T. Loftus (Loftus) Shi ppi ng

! Shows is now naned Jennifer Caldwell. W refer to her by

her fornmer nane, which was her nanme during the subject years.
Petitioner paid salaries to Caldwell, Shows, and Gonzalez in a
capacity that it designated during the subject years as
“clerical”. Petitioner paid salaries to Andrade and Loftus in a
capacity that it designated during the subject years as
“war ehouse work”. Petitioner paid a salary to Beiner in a
capacity that it designated during the subject years as
“officer”.

Cal dwel | began working for petitioner in 1991, and he has

served as its vice president since 1992.% During the subject

3 During the relevant years, petitioner’'s officers were

Bei ner, Caldwell, and Donna Marie Beiner. (The record does not

di scl ose the relationship, if any, between this woman and

Beiner.) In 1993, Caldwell was petitioner’s second vice

presi dent, and Donna Marie Beiner was petitioner’s first vice

president. Since at |east Dec. 3, 1995, Caldwell and Donna Marie

Bei ner have both been vice presidents of petitioner, wthout any
(continued. . .)
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years, he oversaw the mnisterial aspects of petitioner’s daily
operations. He also took orders for parts placed by petitioner’s
custoners, infornmed petitioner’s custoners about the pricing and
avai lability of those parts, and gave petitioner’s custoners
techni cal support as to the use of those parts. He did not
solicit any business for petitioner, and he did not perform any
managerial duties. He regularly consulted with Beiner on natters
pertaining to petitioner’s business, including all matters which
requi red a manageri al deci sion.

Shows al so took orders for parts placed by petitioner’s
custoners, in a capacity very simlar to Caldwell’s. She spoke
with petitioner’s custoners by tel ephone, and she entered those
orders into petitioner’s conputer. She also hel ped enter other
information into the conputer.

Gonzal ez worked with petitioner’s finances, including its
payrol |, accounts receivable, accounts payable, billing, and
i nvoicing. She also prepared certain nonthly and weekly
financial reports for Beiner’s review. The weekly reports showed
t he bal ances of petitioner’s bank accounts, accounts receivable,
open purchase orders, accounts that were 45 days or older, and a
6- week cash report. The nonthly reports included profit and | oss

statenents, bank reconciliations, and sales information |isted by

3(...continued)
distinction in title.
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product and profit percentages. The sales information also
i ncl uded the frequency and anount of each custoner’s sales and
showed whet her that custoner was paying as required. Gonzal ez
regul arly di scussed each of these weekly and nonthly reports with
Bei ner .

Gonzal ez al so was responsible for setting up petitioner’s
new sal es accounts. She spoke to each new custoner, perforned a
credit check on the custoner, and relayed the substance of her
conversation and the result of her credit check to Bei ner along
with the customer’s request for credit. Beiner then decided the
anount of credit that petitioner would allow the new custoner,
and Beiner relayed this decision back to Gonzalez. Gonzalez al so
was responsi ble for ordering office supplies.

Andr ade worked in the warehouse. She generally received the
parts which were purchased by and shipped to petitioner, verified
that the underlying orders were correct, and stocked those parts
in the warehouse. She also took orders for parts placed by
petitioner’s custoners, verified that the requested parts were in
stock, processed the orders (including shipping the parts from
petitioner to its custoners), and verified that the correct part
was shi pped to the correct |ocation. She also hel ped enter
information into petitioner’s conputer.

Loftus was a shipping clerk. He assisted Andrade in the

war ehouse.
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E. Petitioner’'s Enpl oyee Conpensati on

In 1999, petitioner paid its enployees the follow ng
sal ari es (exclusive of bonuses), bonuses, and total conpensation

(i nclusive of bonuses):

Nane Sal ary Bonus Total Compensati on
Bei ner $600, 000. 00 $487, 000 $1, 087, 000. 00
Cal dwel | 45, 759. 92 12, 500 58, 259. 92
Shows 38, 133. 28 12, 500 50, 633. 28
CGonzal ez 37, 440. 08 5, 000 42, 440. 08
Andr ade 29, 466. 64 2,000 31, 466. 64
Lof t us 24, 266. 64 2,000 26, 266. 64

Tot al 775, 066. 56 521, 000 1, 296, 066. 56

Petitioner deducted the $1,087,000 paid to Beiner as officer
conpensation. Petitioner deducted the $209,067 paid to the other
enpl oyees as sal ari es and wages paid to nonofficers.

In 2000, petitioner paid its enployees the follow ng
sal ari es (exclusive of bonuses), bonuses, and total conpensation

(i nclusive of bonuses):

Nane Sal ary Bonus Total Compensati on
Bei ner $600, 000. 00 $750, 000 $1, 350, 000. 00
Cal dwel | 53, 806. 72 17, 500 71, 306. 72
Shows 44, 433. 32 15, 000 59, 433. 32
Gonzal ez 44, 086. 68 7,500 51, 586. 68
Andr ade 34, 366. 60 3, 000 37, 366. 60
Lof t us 29, 160. 00 2,500 31, 660. 00

Tot al 805, 853. 32 795, 500 1, 601, 353. 32

Petitioner deducted the $1, 350,000 paid to Beiner as officer
conpensation. Petitioner deducted the $251, 353 paid to the other

enpl oyees as sal ari es and wages paid to nonofficers.
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Petitioner did not have a formal conpensation plan, and it
did not have a witten enpl oynent agreenent with Beiner. During
each subject year, petitioner generally paid its enpl oyees other
t han Bei ner one twenty-fourth of their annual salary on the 1st
and the 15th of each nonth, and it paid them bonuses on Decenber
31. During both years, Beiner generally was entitled to a fixed
sal ary of $50,000 per nonth and a bonus in Decenber. Beiner did
not al ways receive the nonthly salary to which he was entitled
when he was entitled to it because of problens that petitioner
experienced with its cashflow. During 1999, petitioner paid
$25,000 in salary to Beiner on January 1, Septenber 1, Septenber
15, Cctober 1, Cctober 15, Novenber 1, Novenber 15, Decenber 1,
and Decenber 15, and it paid $862, 000 (inclusive of the $487, 000
bonus) to Beiner on Decenber 31. During 2000, petitioner paid
$25,000 in salary to Beiner on January 1, January 15, February 1,
February 15, June 1, June 15, July 1, July 15, August 1, August
15, Septenber 1, Septenber 15, Cctober 1, COctober 15, Novenber 1,
Novenber 15, Decenber 1, and Decenber 15, and it credited him
with two paynents of $450, 000 (inclusive of the $750, 000 bonus)
on Decenber 31

I n Decenber of each subject year, petitioner’s accountant,
Thomas Gallardo (Gallardo), nmet with Beiner to ascertain the
bonus that petitioner paid to Beiner during that year.

Petitioner generally ascertained each bonus by using a formula
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that took into account its sales and profit for that year,
Beiner’s work during that year, and the amount of its profit that
it needed to retain at the end of that year for its operation
after that year.

F. Petitioner’s Financial Condition

Petitioner was established with a capital contribution of
$7,000. As of Decenber 31, 1999 and 2000, petitioner reported
that its sharehol der equity consisted of the foll ow ng:

1999 2000
Common st ock $7, 000 $7, 000

Ret ai ned ear ni ngs 365, 513 747, 857
372,513 754, 857

For 1999 and 2000, petitioner’s gross and net sales
(collectively, sales), costs of goods sold, gross profits,
taxabl e i nconme, total taxes, and net incone, each as reported,
and the ratios of its gross profits to its sales, expressed as

percent ages, were as foll ows:

1999 2000
Sal es $3,473,802 $3, 485, 568
Cost of goods sold 1,760, 084 1,064,976
Goss profit 1,713,718 2,420,592
Taxabl e i ncone 143, 926 579, 984
Total tax 39, 381 197,195
Net inconme 104, 545 382, 789
Ratio of gross profits to sales 49. 3 69. 4

In petitioner’s first taxable year of operation, a period of

32 weeks that ended on Decenber 31, 1991, its sales total ed
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$184,449. Petitioner reported a small loss for that 32-week

period and reported profits in each year since through 2000.
Petitioner has never paid a dividend. Its return on equity

usi ng aver age annual sharehol der equity was as follows for 1991

t hr ough 2000:

Year Return on Equity
1991 -102. 2%
1992 113.6
1993 70.0
1994 82.0
1995 23. 7
1996 39.1
1997 28.9
1998 20.0
1999 32.6
2000 67.9

G Martin Wertlieb (Wertlieb)

Wertlieb testified at trial as petitioner’s wtness. The
parties stipulated that Wertlieb was an expert on executive
conpensation, and the Court recognized himas such.* Wrtlieb
has worked for over 30 years in the conpensation and personnel
field, and he currently heads his own conpensati on consulting
firm He has advised a wi de range of clients on the subject of
executive conpensation, and he has testified before both Congress
and the courts as an expert on executive conpensation. He opined

in this case that

4 Respondent also called an individual (Janes F. Carey) to
testify as an expert on conpensation but w thdrew that individual
bef ore he was recogni zed as an expert.
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Based on the facts and circunstances of this case; our

under standing of the inportance of M. Beiner’s

contribution to the very existence and success of the

busi ness; our analysis of conpensation paid to chief

executives in other conparable conpanies; the financial

performance of Beiner, Inc., during the years in

gquestion as conpared to the financial performnce of

other sim/lar whol esal er distributors; and our

know edge, judgnent and experience in executive

conpensation, it is my opinion that M. Beiner’s

reasonabl e conpensation for the year ending

Decenber 31, 1999 was $906, 740 and that his reasonabl e

conpensation for the year ending Decenber 31, 2000 was

$1, 533, 093.

The relevant standard industrial classification (SIC) codes
5063 and 5065 include every (34 in total) publicly held whol esal e
distributor of electrical or electronic parts and conponents that
filed reports with the Securities and Exchange Comm ssi on (SEC)
during 1999 and 2000. In reaching his opinion, Wrtlieb reviewed
the financial statenments of each of these conpani es and noted
their sales, pretax inconme, and chief executive officer
conpensation. He broke that conpensation into two parts. The
first part, “fixed conpensation”, included annual salary and the
val ue of any special benefits reported as “other conpensation” in
the conpany’'s SEC filings. The second part, “variable
conpensation”, included annual bonuses contingent on conpany
profits and the val ue of any stock awards or |ongtermincentive
payouts made during the year. The fixed conpensation paid by the
34 conpani es ranged from $70, 123 to $1, 439,676 and aver aged
$399, 426. The vari abl e conpensation paid by the 34 conpanies

ranged fromzero to approximately $3.4 million. The relationship
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bet ween vari abl e conpensati on and conpany profits ranged fromO
to 64.4 percent.

Wertlieb testified that the fixed conpensation paid to a
chi ef executive officer typically correlates with the sal es of
his or her conmpany and that this correlation my be expressed in
a mathematical fornmula that nay be used to calculate the
“average” fixed conpensation for the chief executive officer of
any size conpany near and within the range of the data. Wertlieb
testified that variable conpensation of a chief executive officer
al so correlates with his or her conpany’s sales. Wrtlieb
concl uded that Beiner’s reasonabl e conpensation for each subject
year equaled the sumof: (1) Petitioner’'s gross profit |less the
gross profit that petitioner would have realized had it perforned
at the ratio of gross profit to sales corresponding to the 90th
percentile of the 34 conpanies (31.49 percent for 1999 and 34. 47
for 2000) (excess gross profits), (2) fixed conpensation
consistent with the nature and size of petitioner and the anounts
paid at the 90th percentile of the 34 conpanies, as ascertai ned
using the referenced correlation for fixed conpensation, and
(3) variabl e conpensation consistent with prevailing executive
incentive practices and contingent on the |evel of sales and
profit performance, as ascertained using the referenced
correlation for variable conpensation. Wertlieb cal cul ated these

anmounts as foll ows:



1999 2000
Excess gross profits $619, 740 $1, 219, 270
Reasonabl e sal ary 166, 000 166, 000
Reasonabl e i ncentive 121, 000 147,823
Tot al 906, 740 1,533,093

As further support for his opinion, Wertlieb also cal cul ated
and conpared for petitioner and each of the 34 conpanies (1) the
percentage return on equity and (2) the ratio (expressed as a
percentage) of gross profit to sales. As to the former, Wrtlieb
cal cul ated petitioner’s pretax return on equity (taxable incone
as ascertained by Wertlieb divided by endi ng sharehol der equity)

as foll ows:

1999 2000
Sal es $3, 473, 802 $3, 485, 568
Cost of goods sold 1,760 084 1,064,976
G oss profit 1,713,718 2,420,592
G oss profit at 90th percentile 1,093,978 1,201, 322
Excess gross profit 619, 740 1, 219, 270
Reasonabl e sal ary 166, 000 166, 000
Reasonabl e i ncentive 121, 000 147, 823
Tot al reasonabl e conpensati on 906, 740 1,533,093
O ficer conpensation deducted 1, 087, 000 1, 350, 000
Over (under) reasonable 180, 260 (183, 093)
Taxabl e i nconme, as reported 143, 926 579, 984
Adj ust ed taxabl e i ncone 324, 186 396, 891
Shar ehol der equity at end of year 1372, 857 754, 857
Pretax return on equity 86. 9% 52. 6%

! This anpbunt was actually $372,513. W consi der
the difference in figures immaterial to our analysis.

He conpared these returns to the 34 conpani es as foll ows:
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Taxabl e I ncome As
a Percent age of
Sharehol der Equity

1999 2000
Petitioner 86.9% 52.6%
SI C code 5063 and 5065
conpani es:
Hi gh 49.9 49.5
90t h Percentile 29.1 34.9
3d Quartile 21.6 23.6
Medi an 12.8 12. 6
Mean 1.6 -46. 7

He concluded fromthis cal culation that approximately one-third
of the 34 conpanies |ost noney for their sharehol ders in each of
the anal yzed years and that the return on equity produced by
petitioner in both subject years exceeded the maxi num return of
any of the 34 conpani es.

As to the latter calculation, the ratio of gross profit to
sal es (expressed as a percentage), Wertlieb calculated for
petitioner and each of the 34 conpanies the foll ow ng
per cent ages:

G oss Profit As A
Per cent age of Sal es

1999 2000
Petitioner 49.3% 69. 4%
SI C code 5063 and 5065
conpani es:
Hi gh 50. 6 48. 2
90t h Percentile 31.5 34.5
Medi an 20. 4 22.5
Mean 20.4 22.1

10t h Percentile 8.6 9.0
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Wertlieb concluded that petitioner outperfornmed the 34 conpanies
internms of that calculation with one exception in 1999.

OPI NI ON

A. Deducti on of Conpensation Paid to Bei ner

W deci de whether section 162(a)(1l) allows petitioner to
deduct as reasonabl e conpensation the portion of the officer
conpensation clainmed paid to Beiner and di sall owed by respondent
in the notice of deficiency.® A paynent of conpensation is
deducti bl e under section 162(a)(1) only if it is both (1)
reasonabl e in amount and (2) paid for services actually rendered

to the payor in or before the year of paynent. Lucas v. Ox Fibre

Brush Co., 281 U. S 115, 119 (1930); Label Graphics, Inc. V.

Comm ssi oner, 221 F.3d 1091, 1095 (9th Gr. 2000), affg. T.C

Meno. 1998-343; O.S.C. & Associates, Inc. v. Conmi SSioner

187 F.3d 1116, 1119-1120 (9th Cr. 1999), affg. T.C Meno.

1997-300; Elliotts, Inc. v. Conm ssioner, 716 F.2d 1241, 1243

(9th Gr. 1983), revg. and remanding T.C. Meno. 1980-282;
Nor-Cal Adjusters v. Conm ssioner, 503 F.2d 359, 362 (9th Grr.

5 Sec. 162(a)(1) provides:

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

(1) a reasonable allowance for salaries
or other conpensation for personal services
actual ly rendered;
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1974), affg. T.C. Meno. 1971-200; Pac. Grains, Inc. V.

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

1967-7; Haffner's Serv. Stations, Inc. v. Conmm ssioner, T.C.

Mermo. 2002-38, affd. 326 F.3d 1 (1st Cr. 2003); sec. 1.162-7(a),
| ncone Tax Regs. Petitioner conceded at trial that it nust prove
that section 162(a)(1l) allows it to deduct conpensation in an
amount greater than that determ ned by respondent.® See Rule

142(a)(1); see also Label Gaphics, Inc. v. Conm Ssioner, supra at

1095. Careful scrutiny of the facts is appropriate in a case
such as this where the payor is controlled by a payee/ enpl oyee.

Elliotts, Inc. v. Conm ssioner, supra at 1243; Paul E. Kummer

Realty Co. v. Comm ssioner, 511 F.2d 313, 315-316 (8th Gr.

1975), affg. T.C. Meno. 1974-44; Haffner’s Serv. Stations, Inc.

v. Conmm ssioner, supra. W nust be persuaded that the purported

conpensation was paid for services rendered by the enpl oyee, as
opposed to a distribution of earnings to himthat the payor could

not deduct. Mad Auto Wecking, Inc. v. Conm ssioner, T.C. Meno.

1995-153 (and the cases cited therein).

Respondent argues in his brief that the disallowed
conpensati on was neither reasonable nor paid for Beiner’s
services. Respondent asserts that the disall owed conpensation

represented funds that petitioner did not need for its operation

6 Gven this concession, we conclude that sec. 7491(a),
which in certain circunstances places the burden of proof upon
t he Comm ssioner, is not applicable here.
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and had to expend to avoid the accunul ated earni ngs tax of
section 531. Respondent asserts that Beiner perfornmed mninmal,
nonspeci al i zed services for petitioner during each subject year
and that those services did not entitle petitioner to deduct the
di sputed paynents as conpensation. Petitioner argues inits
brief that the disall owed conpensation was reasonably paid to
Beiner for his services. Petitioner asserts that Bei ner was
skilled in and deeply involved with petitioner’s business and
that his services resulted in petitioner’s realizing a superior
return on equity in each subject year. Petitioner asserts that
these rates of return would have caused a hypothetical inactive
i ndependent investor to pay Beiner the same anount of
conpensation that petitioner paid himduring those years.

I n support of their argunents, both parties rely upon the
opi nion of the Court of Appeals for the Ninth Grcuit in

Elliotts, Inc. v. Conm ssioner, supra at 1245-1248. Because this

case is nost |ikely appealable to that court, see sec.

7482(b)(1)(B), we do the sane, see &olsen v. Conm Ssioner,

54 T.C. 742, 757 (1970), affd. 445 F.2d 985 (10th G r. 1971).
Pursuant to that opinion, we generally determ ne the
deductibility of the conpensation paid to Beiner by focusing on
its reasonabl eness, and we deci de that reasonabl eness by
considering five factors fromthe perspective of a hypothetical

i nactive independent investor. Elliotts, Inc. v. Conm Ssioner,
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supra at 1243-1245. The five factors are: (1) The enpl oyee’s
role in the conpany; (2) a conparison of the conpensation paid to
the enpl oyee with the conpensation paid to simlarly situated
enpl oyees in simlar conpanies (external conparison); (3) the
character and condition of the conpany; (4) whether a conflict of
interest existed that m ght have permtted the conpany to

di sgui se dividend paynents as deducti bl e conpensation; and (5)
whet her the conpany’s paynents of conpensation to all of its

enpl oyees were internally consistent (internal consistency). 1d.
at 1245-1248. As to each factor, we ask ourselves the foll ow ng
question: “Wuld a hypothetical inactive independent investor
consider the factor favorably to require the paynent of the

di sputed conpensation to Beiner in order to retain his services

during each of the subject years?” See Haffner’'s Serv. Stations,

Inc. v. Conm ssioner, supra; cf. Elliotts, Inc. v. Comm SSioner,

supra at 1245. An answer in the negative indicates that the
paynent of the conpensation was not sufficiently tied to Beiner’s
services to constitute personal service inconme but was nore
likely a distribution of earnings. An answer in the affirmative
supports deducting the disputed conpensation as personal service
conpensation. A relevant consideration in answering our question
is whether the hypothetical inactive independent investor, after
taking into account the anmount of the conpensation paid to

Bei ner, would receive at least the mnimumreturn anticipated on
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an investnment in petitioner. See Elliotts, Inc. v. Conm SSioner,

716 F.2d at 1245; Haffner's Serv. Stations, Inc. v. Conm ssioner,

supra.

We are assisted in this case by Wertlieb. In light of his
qualifications and with due regard to all other credible evidence
in the record, we consider Wertlieb' s training, know edge, and
judgnment to be nost hel pful to our understandi ng of the executive
conpensation issue at hand. See Fed. R Evid. 702; Snyder v.

Comm ssioner, 93 T.C 529, 534 (1989). Wertlieb testified at

trial through his expert report (report). See Rule 143(f). The
Court accepted that report into evidence w thout any objection
fromrespondent. Respondent also declined to cross-exam ne
Wertlieb as to its contents.

W turn to the five factors and anal yze them seriatim None

of these factors is decisive in and of itself. Label G aphi cs,

Inc. v. Conm ssioner, 221 F.3d at 1095.

1. Empl oyee’s Role in the Conpany

We anal yze Beiner's role in petitioner’s business. A
rel evant consideration is his general inportance to petitioner’s

success. See Elliotts, Inc. v. Commi SSioner, supra at 1245.

O her considerations include his position, hours worked, and
duties perforned. See id.
Bei ner is an experienced electrical designer who had the

devotion, dedication, intelligence, foresight, and skill to
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tailor petitioner’s business to the exclusive sale of
Al l en-Bradl ey parts and to manage petitioner’s business
profitably throughout the subject years. At all relevant tines,
he was petitioner’s chief executive officer, chief financial
of ficer, president, secretary, and treasurer, and, in those
capacities, he perfornmed duties the nature, extent, and scope of
whi ch were fundanmental, substantial, and enconpassing. He was
primarily responsible for petitioner’s extraordinary growth, he
was irreplaceable in petitioner’s business operation and
inportant to its success, and his services perforned for
petitioner were directly and inextricably related to the vol une
of its sales. 1In fact, when Beiner was unable to frequent
petitioner’s warehouse for the 60-day period in 2000, its sales
ceased to grow.

Al t hough Beiner did not work exceptionally long hours in
petitioner’s business during the subject years (he worked for
petitioner an average of approxi mately 38 hours per week), nor
devote 100 percent of his tinme to that business (he additionally
wor ked approximately 19 hours a week for California Controls), he
cof ounded petitioner’s business and has worked there continuously
since its inception in a managerial capacity as its primary
officer and its nost val uable enployee. |In addition, his role
was di stinguishable fromthe role of each of petitioner’s other

enpl oyees, all of whom he directed and supervised, in that they,
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unli ke he, perfornmed clerical, nonmanagerial work. Petitioner’s
busi ness woul d have suffered dramatically, if not ceased
al toget her, had Beiner disaffiliated hinself from petitioner
during the subject years; any void created by his |oss could not
have been filled by one or nore other enployees. MNbreover, as
noted by Wertlieb, enployees such as Beiner are not paid on an
hourly basis but are paid for their |eadership, know edge, and
experience and for their ultimate accountability in achieving
conpany goals. In this regard, Wrtlieb noted, Beiner was the
| oconotive of petitioner’s business, and, but for him petitioner
woul d not have been able to obtain its inventory at the di scount
prices that allowed it to function as profitably as it did. In
fact, Wertlieb noted, the special relationships which Beiner
devel oped with the three OEMs all owed petitioner to report
greater gross profit margins and returns on sal es and i nvest nent
than virtually any other simlar public conpany for which data
was avail able for 1999 and 2000.

Respondent concedes that Bei ner played an “inportant” role
in petitioner’s business. However, respondent asserts, Beiner’s
services were nonspeci alized, Beiner spent little tine in
petitioner’s business, Beiner devoted a significant anount of his
time to working for California Controls, and Beiner’s brother was

a primary incone-producing factor in petitioner’s business.
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Respondent concludes that Beiner’s services for petitioner did
not entitle it to pay to himthe conpensation that it did.

We disagree with respondent’s assertions and conclusion. As
we see it, the nost inportant elenent of petitioner’s business
was its purchase of Allen-Bradley parts at prices |l ess than those
paid by the authorized distributors, and those purchases at those
prices were the direct product of one enployee; i.e., Beiner.

But for petitioner’s enploynent of Beiner, petitioner would not
have been able to obtain its Allen-Bradley inventory and to
operate as profitably as it did, let alone to even operate at

all. Gven the double-digit rates of return on petitioner’s
equity during the subject years, we believe that a hypothetical

i nacti ve independent investor who was know edgeabl e of Beiner’s
role in petitioner’s operation and the significant effect that he
had upon its profitability would have paid the disputed
conpensation to Beiner in order to retain his services.

Mor eover, contrary to respondent’s assertion, Beiner did not
spend little tinme in petitioner’s business during each subject
year. \Wile respondent asks the Court to find as a fact that
Bei ner worked in petitioner’s business approximtely 6 to 10
hours per week during the subject years and that Cal dwell was at
that time the business’s spearhead, the credible evidence in the
record supports a contrary finding, which we nmake, that Beiner

during the subject years worked in petitioner’s business
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approxi mately 38 hours a week as its nost val uabl e enpl oyee. Nor
does the record support respondent’s second assertion that
Bei ner’s brother was a primary incomne-producing factor in
petitioner’s business. Wen Beiner caused petitioner in 1992 to
limt its business to Allen-Bradley parts, Beiner’s brother
disaffiliated hinself entirely fromany continued participation
in the business. Although respondent notes correctly in his
third assertion that Beiner spent approximately one-third of his
time during the subject years working for California Controls,
respondent ignores in this regard that Beiner spent the other
two-thirds of his time working for petitioner in a role that was
nost significant to its existence and profitability.

We concl ude that a hypothetical inactive independent
i nvestor would consider this factor favorably to require the
paynment of the di sputed conpensation to Beiner in order to retain
his services during each of the subject years.

2. Ext er nal Conpari son

This factor conpares the enployee’'s salary wwth the salaries

paid by simlar conpanies for simlar services. Elliotts, Inc.

V. Conm ssioner, 716 F.2d at 1246.

Wertlieb's testinony is the only evidence in the record as
to this factor. Wertlieb reviewed the financial statenents of
the 34 referenced conpani es and the conpensation paid to their

chi ef executive officers. Wertlieb opined that petitioner was
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substantially nore profitable than virtually all of the 34
conpanies in terns of the ratio of gross profit to sales.
Wertlieb opined that petitioner returned nore as a percentage of
equity to its investor than any of the 34 conpanies returned to
their investors. Wertlieb concluded that Beiner’s reasonable
conpensation for the respective subject years was $906, 740 and
$1, 533,093 and that these anpbunts were consistent with the
salaries paid by simlar conpanies for simlar services.
Wertlieb noted that Beiner was performng the functions of a w de
range of enpl oyees.

Respondent argues that we should ignore the “Excess G oss
Profits” portion of Wertlieb's report as to Beiner’s reasonable
conpensati on because, respondent states: “Wrtlieb provided no
evi dence that any of the conpanies he surveyed enpl oyed such a
conpensation plan.” W decline to do so. First, experts, but
for their testinony, are not the source of evidence; the parties

are. See United States v. Scheffer, 523 U. S. 303, 317 n. 13

(1998). Second, Wertlieb s testinony, all of which was credible
and wi thout contradiction, was that an enpl oyer such as
petitioner may pay an enpl oyee such as Bei ner reasonable
conpensation inclusive of all gross profit in excess of the gross
profit that the enployer would have realized had it perforned at
the 90th percentile of simlar public conpanies. In a case such

as this, where Beiner’s services were directly, if not solely,
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related to petitioner’s realization of those excess gross
profits, we agree with Wertlieb that petitioner is entitled to
pay those profits to Beiner as conpensation for his work. See

Elliotts, Inc. v. Conm ssioner, supra at 1248.

We concl ude that a hypothetical inactive independent
i nvestor would consider this factor favorably to require the
paynment of up to $906, 740 and $1, 533,093 in conpensation to
Beiner in the respective years in order to retain his services
during each of those years.

3. Character and Condition of the Conpany

This factor concerns petitioner’s character and condition.
The focus of this factor may be on petitioner’s size as indicated
by its sales, net incone, or capital value. The conplexities of
petitioner’s business and the general econom c conditions are
also relevant. |1d. at 1246.

Petitioner was established in 1991 with a $7,000 capital
contribution. |In each year after its first short taxable year,
petitioner was an extrenely well-managed, profitable conpany in
that it experienced extraordinary growth in sales and sharehol der
equity. During the respective subject years, its sales totaled
$3, 473,802 and $3, 485,568, and its gross profit total ed
$1, 713,718 and $2,420,592. At the end of the respective years,
its sharehol der equity totaled $372,513 and $754,837. During the

subj ect years, its custonmers were | ocated throughout the United
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States and total ed approximately 1,100. |In short, petitioner had
during the subject years a strong character and a strong
financial condition.

Respondent argues that petitioner was a sinple (as opposed
to conpl ex) business that required few personal skills. W
di sagree. During the respective subject years, neither
petitioner’s sales nor its gross profits could have been attai ned
but for the personal skill of Beiner in obtaining Allen-Bradley
parts at prices |less than those at which the sanme types of parts
were sold to the authorized distributors.” Although petitioner’s
busi ness may not be the nobst conpl ex business in operation, we do
not consider it to have been a sinple task for petitioner to have
purchased its Allen-Bradley inventory fromthe three OEMs at
deeply discounted prices given their agreenment with Allen-Bradl ey
not to sell those parts at all except in a very limted situation
that did not apply here.

We concl ude that a hypothetical inactive independent
i nvestor would consider this factor favorably to require the
paynment of the di sputed conpensation to Beiner in order to retain

his services during each of the subject years.

"We find nothing in the record to indicate that these sal es
were attributable to the general econom c conditions.



4. Conflict of Interest

This factor focuses on whether a rel ationship exists between
the corporation and its enpl oyee which mght allow the
corporation to disguise nondeducti bl e dividends as deducti bl e

salary. Elliotts, Inc. v. Conm ssioner, 716 F.2d at 1246. Such

an exploitation of a relationship may exist where, as here, the
enpl oyee is the corporate enployer’s sole shareholder. |d.

The nere exi stence of such a relationship, however,
when coupled with the absence of dividend paynents,
does not necessarily lead to the conclusion that the
anount of conpensation is unreasonably high. * * *

In such a situation, * * * |t is appropriate to
eval uate the conpensation paynents fromthe perspective
of a hypothetical independent investor. |f the bulk of
the corporation’s earnings are being paid out in the
form of conpensation, so that the corporate profits,
after paynment of the conpensation, do not represent a
reasonabl e return on the shareholder’s equity in the
corporation, then an independent sharehol der woul d
probably not approve of the conpensation arrangenent.
| f, however, that is not the case and the conpany’s
earnings on equity remain at a level that would satisfy
an i ndependent investor, there is a strong indication
t hat managenent is providing conpensabl e services and
that profits are not being siphoned out of the conpany
di sgui sed as salary. [ld. at 1246-1247.]

Accord Label G aphics, Inc. v. Comm ssioner, 221 F.3d at 1099. I n

Elliotts, Inc. v. Conm ssioner, supra at 1247, the Court of

Appeals for the Ninth Grcuit concluded that the 20-percent
average rate of return on equity for the 2 years at issue there
woul d satisfy a hypothetical inactive independent investor and
indicate that the corporate enployer and its sharehol der/ enpl oyee

were not exploiting their rel ationship.
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Petitioner’s return on equity (net incone/sharehol der equity
at the end of the year) during the subject years was 28.1 percent
and 50.1 percent, respectively (104, 545/372, 513;

382, 789/ 754,857). Petitioner’s consistently high return on
equity resulted in an increase in shareholder equity from $7, 000
to over $754,000 during petitioner’s short existence through
2000. W believe that returns of this magnitude woul d satisfy an
i ndependent investor.

Respondent asserts that petitioner during the respective
subj ect years paid Beiner 31.3 and 38.7 percent of its gross
recei pts and 88.3 and 69.9 percent of its net incone (adding back

conpensation). Respondent points the Court to A pha Med. Inc. v.

Conmm ssioner, 172 F.3d 942, 948 (6th Cr. 1999), revg. T.C Meno.

1997- 464, where the Court of Appeals for the Sixth Crcuit held
that paynents to a sol e sharehol der of 44.9 percent of gross
recei pts and 64.6 percent of net incone were unreasonable.
Respondent concl udes that the conpensation paynents to Beiner

al so were unreasonabl e.

We di sagree wth respondent that the nere fact that a
corporation pays its nost val uabl e enpl oyee conpensation in an
anount exceeding a certain percentage of gross receipts or net
i ncome neans that part or all of the conpensation is
unreasonabl e. The anmount of reasonabl e conpensation that nay be

paid to a corporate officer such as Beiner is a question of fact
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t hat nust be resolved on the basis of all credible evidence in

the record. See Pac. Gains, Inc. v. Conm ssioner, 399 F.2d at

605. Here, Beiner was vital and indi spensable to petitioner’s
success and perfornmed for petitioner services which were directly
and inextricably tied to petitioner’s profitability. In
addition, fromthe view of a hypothetical inactive independent
investor, the returns on equity after taking into account the
di sput ed conpensati on paynents were mneani ngf ul

We concl ude that a hypothetical inactive independent
i nvestor would consider this factor favorably to require the
paynment of the di sputed conpensation to Beiner in order to retain
his services during each of the subject years.

5. | nt ernal Conpari son

Evi dence of internal inconsistency in a conpany’s treatnment
of paynments to its enpl oyees may indicate the presence of

unr easonabl e conpensation. Elliotts, Inc. v. Conm Ssioner, supra

at 1247.

Respondent argues that the conpensation that petitioner paid
to Beiner vis-a-vis its nonowner/officer Caldwell and to Beiner
vis-a-vis all of its enployees shows that Beiner’s conpensation
was unreasonable. W disagree. As previously stated, we believe
that a hypothetical inactive independent investor would view
Bei ner’ s conpensation during 1999 and 2000 as reasonable. The

fact that petitioner paid Beiner conpensation that was mnuch
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greater than the separate or collective conpensation that it paid
to its enployees who worked under Beiner is explained by noting
that petitioner’s profits were derived al nost exclusively through
the all-enconpassing, far-reaching efforts of Beiner and that
petitioner’s other enployees had [imted roles in that
profitability.

We concl ude that a hypothetical inactive independent
i nvestor would consider this factor favorably to require the
paynment of the di sputed conpensation to Beiner in order to retain
his services during each of the subject years.

6. Compensatory | ntent

In addition to our decision on the five factors just
di scussed, respondent invites the Court to decide petitioner’s
intent in making the disputed paynents to Beiner. Specifically,
respondent argues, the conpensation paid to Beiner was not paid
with the requisite conpensatory intent but represented the
earnings that petitioner did not need to retain in its operation
and had to expend to avoid the accunul ated earni ngs tax of
section 531. Respondent supports this argunent by asserting that
petitioner has never paid a dividend, that petitioner paid Beiner
conpensation in 1999 and 2000 equal to 88.3 and 69.9 percent of
t hose respective years’ net incone, and that Beiner’s
conpensati on i ncreased during those years from $970, 000 to

$1, 350, 000 al t hough, respondent states, Beiner reduced his hours
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during those years alnost fourfold to approximately 6 to 10 hours
per week.

We decline respondent’s invitation to decide petitioner’s
intent in making the disputed paynments to Beiner. This case is
not one of those “rare [cases] where there is evidence that an
ot herwi se reasonabl e conpensati on paynent contains a disguised
dividend * * * [so that our] inquiry may expand i nto conpensatory

intent apart fromreasonabl eness”. Elliotts, Inc. v.

Conmi ssioner, 716 F.2d at 1244-1245; cf. OS.C. & Associ at es,

Inc. v. Conmm ssioner, 187 F.3d 1116 (9th Cr. 1999). Contrary to

respondent’s assertion, petitioner did not ascertain Beiner’s
conpensation sinply by ascertaining the earnings that it needed
toretaininits operation and the earnings that it had to expend
to avoid the accunul ated earnings tax of section 531. Petitioner
set Beiner’s salary at $50,000 per nonth at or before the

begi nning of the subject years, and it ascertai ned Beiner’s bonus
for each of those years by taking into account petitioner’s sales
and profit for that year, Beiner’s work during that year, and the
anount of petitioner’s profits that petitioner needed to retain
for its future operation. |Indeed, after the bonuses were paid
for the subject years, petitioner even retained a neani ngful
anount of its earnings upon which it paid significant Federa

i ncone taxes.
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In addition, the fact that petitioner has never paid a

di vi dend does not control our analysis. As the Court of Appeals

for the Ninth Crcuit stated in a simlar setting, the court wll

“not presune an el enent of disguised dividend fromthe bare fact

that a profitable corporation does not pay dividends.” Elliotts

Inc. v. Conm ssioner, supra at 1244. Nor is it decisive that

petitioner may have paid Bei ner conpensation in 1999 and 2000
equal to 88.3 and 69.9 percent of those respective years’ net
incone. As we stated supra in rejecting the same argunent, the
anount of reasonabl e conpensation that may be paid to a corporate
of ficer such as Beiner is a question of fact that nust be
resolved on the basis of all credible evidence in the record.
Finally, froma factual point of view, we have already noted our
di sagreenent wth respondent’s proposed finding that Beiner
reduced the nunber of hours that he worked in petitioner’s

busi ness during the subject years.

7. Concl usi on

We have concluded as to four of the five factors that a
hypot heti cal inactive independent investor would pay the disputed
conpensation to Beiner in order to retain his services during
each of the subject years. W have concluded as to the renaining
factor, nanely, an external conparison, that a hypothetical
i nactive independent investor would limt Beiner’s conpensation

in the subject years to $906, 740 and $1, 533, 093, respectively.
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On the bal ance, we believe that Beiner’'s reasonable
conpensation for 1999 should be capped at $906, 740, as testified
by Wertlieb. That testinony takes into account the conparative
salaries in the industry which we believe is nost relevant to our

deci sion herein. See Metro Leasing & Dev. Corp. v. Commi ssioner,

376 F.3d 1015, 1119 (9th Cr. 2004) (the fact that a hypothetical
i nacti ve i ndependent investor would pay an enpl oyee conpensati on
equal to an anmpunt in dispute is not decisive in and of itself),

affg. T.C. Meno. 2001-119; see also Menard, Inc. v. Conm SSioner,

T.C. Meno. 2004-207 (although conpensation paid to an enpl oyee

may satisfy the independent investor test of Exacto Spring Corp.

v. Comm ssioner, 196 F.3d 833 (7th Cr. 1999), revg. Heitz v.

Commi ssioner, T.C Menp. 1998-220, the conpensation nay be

unreasonable within the context of section 162(a)(1l) to the
extent that it exceeds the conpensation paid by a conparable
conpany to a simlarly situated enployee). Although Wrtlieb

al so testified that Beiner’s conpensation for both subject years
was really only overstated by $2,833; i.e., the anmobunt by which
the $2,437,000 paid to himduring both years ($1, 087,000 +

$1, 350, 000) exceeded the $2, 439, 833 of reasonabl e conpensati on
ascertained by Wrtlieb for those years ($906, 740 + $1, 533, 093),
we believe it appropriate to view each year separately rather
than collectively and hold that petitioner correctly reported

Bei ner’ s conpensation for 2000 but overreported his conpensation
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for 1999 by $180, 260 ($1, 087,000 - $906, 740). Wile there is
firmauthority for the proposition that conpensation paid in one
year may be deductible in that year if paid to make up for

under conpensati on of services rendered to the payor in or before

the year of paynent, e.g., Lucas v. Ox Fibre Brush Co., 281 U.S.

at 119, the sane is not true in the case of a paynent for
services to be perforned in the future, e.g., Maple v.

Comm ssioner, T.C Menp. 1968-194, affd. 440 F.2d 1055 (9th G

1971). Moreover, froma factual point of view, petitioner makes
no claimthat the $180, 260 was paid in 1999 for services that

Bei ner would render in 2000. W hold that Beiner’s reasonable
conpensation for the subject years was $906, 740 and $1, 533, 093,
respectively.

B. Accuracy-Related Penalty for 2000

Respondent al so determ ned that petitioner was |iable for an
accuracy-rel ated penalty under section 6662(a) and (b)(1). That
section in relevant part inposes a 20-percent accuracy-related
penalty on the portion of an underpaynment that is due to
negl i gence or intentional disregard of rules or regulations.
Negl i gence includes a failure to attenpt reasonably to conply
with the Code. Sec. 6662(c). Disregard includes a careless,

reckless, or intentional disregard. 1d.
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Petitioner, in order to prevail, nust prove respondent’s
determ nati on wong. See Rule 142(a).® Petitioner argues in
part that it is not liable for the accuracy-related penalty
because it did not exploit its relationship with Beiner in paying
hi mthe conpensation that it did. Respondent rebuts that
petitioner is liable for the accuracy-rel ated penalty because it
di stributed noney to Beiner as conpensation wthout any regard to
the value of his services and wi thout any formal conpensation
pl an.

We agree with petitioner that it is not liable for the
accuracy-rel ated penalty. That penalty does not apply to an
under paynent to the extent that the taxpayer exercised ordinary
busi ness care and prudence as to the underpaynent. Sec. 6664(c);
secs. 1.6662-3(a), 1l.6664-4(a), Inconme Tax Regs.; see also United

States v. Boyle, 469 U S. 241 (1985). The record persuades us

that petitioner exercised ordinary business care and prudence as
to its deduction of the unreasonabl e conmpensation of $180, 260.
Bei ner, on behalf of petitioner, net with Gallardo each Decenber
to set the bonus that petitioner paid to Beiner during that year,
and petitioner generally ascertained that bonus by taking into

account certain factors including Beiner’'s work during the year.

8 Pursuant to sec. 7491(c), the Comm ssioner bears the
burden of production in this Court “with respect to the liability
of any individual for any [accuracy-rel ated] penalty” under sec.
6662(a). Because petitioner is not an individual, that section
has no applicability here.
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The conpensation paid to Beiner also |left enough of petitioner’s
profits for that year in petitioner’s equity so as to constitute
a nmeaningful return to a hypothetical inactive independent
investor. W hold that petitioner is not |liable for the
accuracy-rel ated penalty determ ned by respondent as to the

$180, 260 of disall owed conpensation for 1999.

Al'l argunments have been consi dered, and those argunents not

di scussed herein are without nerit.

Deci sion will be entered

under Rul e 155.






