—_edf
FINANCIAL VALUATION When Results Count

OR OGQ www.fvginternational.com Consulting e Valuations e Expert Testimony

T.C. Meno. 2007-305
UNI TED STATES TAX COURT

UNI VERSAL MARKETI NG I NC., Petitioner v.
COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 8744-02. Filed Cctober 9, 2007.

Daniel L. Reeves (officer), for petitioner.

Wesley F. McNamara, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency in
petitioner’s Federal corporate incone tax of $170,674 for the
fiscal year ending (FYE) May 31, 1996.

The issues for decision are: (1) Wether the anounts paid
to petitioner’s sole executive and sharehol der constituted

reasonabl e conpensati on pursuant to section 162(a)(1); and
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(2) whether petitioner is entitled to deduct $80,000 as an
expenditure for supplies pursuant to section 162(a), or if
required to capitalize the expenses, whether petitioner is
entitled to depreciate the $80, 000 expenditure over a 7-year
recovery period under section 168(c).?
FI NDI NGS OF FACT

At the tinme the petition was filed, petitioner naintained

its business office in Wlsonville, Oegon.?

A. Backgr ound

Petitioner’s predecessor, Vitamn Village, Inc. (W), was
i ncorporated by Daniel L. Reeves (M. Reeves) in the State of
Oregon in 1979. WI, an accrual basis taxpayer with an FYE June
30, was in the business of producing, distributing, and selling
skin care products, tanning |otions, diet aids, sports
per formance products, nutritional supplenents, health food
products, and apparel at both the retail and whol esal e | evel s.
WI al so provided i ndoor tanning salon services and its own
printing, advertising, and marketing services. WI used the
busi ness nanme of Vitamn Village for the production and sal es of

nutritional supplenents, health food, skin care products, and

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code (Code), as anended. All Rule
references are to the Tax Court Rules of Practice and Procedure,
unl ess otherwi se indicated. Amunts are rounded to the nearest
dol | ar.

2 The parties did not file a stipulation of facts.
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tanning lotions; Club Tan for its tanning salon services; and
Uni versal Graphics for its advertising, marketing, and printing
activities.

B. | ncorporation of Petitioner

On June 1, 1995, WI incorporated petitioner and el ected an
FYE May 31. On June 1, 1995, WI also transferred $487 in cash
along with the printing equi pnment used by Universal G aphics, an
autonobile, and fixtures with a total fair market val ue of
$53, 555 in exchange for all issued shares of petitioner’s stock.
The shares of stock were transferred to M. Reeves in a section
355 reorgani zation resulting in VWI and petitioner becom ng
br ot her-si ster corporations.?

M. Reeves was petitioner’s president, secretary, treasurer,
sol e sharehol der, and sol e manager

C. Petitioner’s Services

In June 1995, at the beginning of petitioner’s FYE May 31,
1996, WI entered into an agreenent with petitioner, in which
petitioner agreed to brand, market, and advertise skin care and
tanni ng products sold by WI for $1 mllion. Petitioner’s only
ot her custoner was its sister corporation Cub Tan Centers of

Oregon, Inc., of which M. Reeves was the sole owner and

3 Additionally, in Decenber 1994 WI incorporated Cub Tan
Centers of Oregon, Inc. (CTC), transferred the assets used by
Club Tan to CTC in exchange for all issued shares of CIC s
stock, and the shares of stock were transferred to M. Reeves in
a sec. 355 reorgani zation.
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sharehol der. Petitioner provided mniml services for CIC in FYE
May 31, 1996.

During FYE May 31, 1996, petitioner provided the follow ng
mar keti ng and advertising services for WI: Phot ographed nodel s
and WI products, sponsored pro and sem pro athl etes, sponsored
various sporting events,” negotiated with retail stores and
distributors to sell WI’'s products, including devel opi ng and
distributing advertising displays and posters to these stores,
and pronoted WI's traveling trade shows.

D. Petitioner’s Financial Condition and Enpl oyee Conpensati on

On its Form 1120, U.S. Corporation Income Tax Return, for
FYE May 31, 1996, petitioner reported gross receipts of
$1, 055,433, with total incone of $1,143,468.° After petitioner
deduct ed a $500, 000 bonus and a $9, 000 sal ary as executive
conpensation to M. Reeves, $31,757 as salary and wages to its
enpl oyees, $113,369 for a supplies business expense, and $426, 963
in various other deductions, petitioner’s taxable incone was

$62,379 with a total tax of $21,209% and a net incone book val ue

4 Sporting events included volleyball and waterskiing
conpetitions.

5 Total incone included gross rents of $67,347 and gross
royal ties of $20, 688.

6 The total tax due included an estinmated tax penalty of
$1, 029.
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of $38,886.7 One conponent of the $113, 369 expense for supplies
was evi denced by a check for $80,000 that was nade payable to
WI. The $80, 000 check was signed by M. Reeves and bore the

not ati on “asset purchase UG .3

Petitioner’s rate of return on equity was 42 percent for FYE
May 31, 1996.° Petitioner did not pay any dividends in FYE May
31, 1996.

Petitioner did not maintain a conpensation policy for M.
Reeves or its enployees. The bonus M. Reeves received was not
based upon a fornula or previously set forth in witing. Each
bonus was determ ned and paid at the end of the fiscal year when

petitioner could ascertain its cash avail abl e.

" Respondent disallowed all but $100,000 of the $509, 000
deduction petitioner clained for officer’s conpensation paid to
M. Reeves.

Net income book value was reported on petitioner’s Form 1120
Schedule M1. Net incone book val ue was conputed by subtracting
fromtaxabl e i ncone of $62,379, $21,209 of Federal incone tax and
$2, 284 conprising Federal and State underpaynment penalties,
accrued rel ated party conpensation, and a travel and
entertai nment expense recorded on the books but not deducted on
the return.

8 Respondent disallowed the $80, 000 expense deduction but
al l oned petitioner to depreciate the $80,000 over a 39-year
recovery period under the nodified accel erated cost recovery
system The all owed depreciation deduction was $2, 051.

® Rate of return on equity is conputed by dividing
petitioner’s net income book value of $38,886 by its equity val ue
of $92, 928.
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Respondent issued the notice of deficiency on March 8, 2002.
Petitioner tinely filed its petition on May 13, 2002, and filed
an anended petition on August 19, 2002.

OPI NI ON

Reasonabl e Conpensati on

Petitioner contends the $509,000 paid to M. Reeves
constituted reasonabl e conpensati on under section 162(a)(1)
during its FYE May 31, 1996.

Respondent contends petitioner is entitled to deduct only
$100, 000 as conpensation under section 162(a)(1) with the
remai ni ng $409, 000 constituting a nondeducti bl e di vi dend.

Section 162(a)(1l) permts a taxpayer to deduct “a reasonabl e
al l omance for salaries or other conpensation for personal
services actually rendered”. A taxpayer is entitled to a
deduction for conpensation only if the paynments were reasonable
in amount and in fact paid purely for services. Sec. 1.162-7(a),
| ncone Tax Regs.!® Although framed as a two-prong test, the
i nquiry under section 162(a)(1l) generally turns on whether the
anounts of the purported conpensation paynents were reasonabl e.

Elliotts, Inc. v. Conmm ssioner, 716 F.2d 1241, 1245 (9th Cr

1983), revg. T.C. Menp. 1980- 282.

10 Respondent argues only that the anount of conpensation
was unreasonabl e.
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Because petitioner’s place of business is in the State of
Oregon, absent stipulation otherwi se, an appeal of this case
woul d go to the Court of Appeals for the NNnth Circuit. See sec.
7482(b)(1)(B). The Court of Appeals uses five factors to
determ ne the reasonabl eness of conpensation, with no single

factor being determnative. Elliotts, Inc. v. Conm ssioner,

supra. The factors are: (1) The enployee’s role in the conpany;
(2) conparison of the conpensation with that of simlar
conpanies, (3) the character and condition of the conpany, (4)
potential conflicts of interest, and (5) internal consistency in
conpensation. 1d. at 1245-1248. \Were sharehol der-officers who
control the corporation set their own conpensation, carefu
scrutiny is necessary to determ ne whether the all eged
conpensation is in fact a distribution of profits and a

constructive divi dend. Hone Interiors & Gfts, Inc. v.

Comm ssioner, 73 T.C. 1142, 1156 (1980). Petitioner bears the
burden of proving the paynents to M. Reeves were reasonable. !

See Rule 142(a).

11 Petitioner does not argue that sec. 7491(a) operates to
shift the burden of proof to respondent. Even if petitioner had
so argued, the burden of proof would not shift under sec. 7491(a)
because petitioner has not shown it maintained all required
records, nor has it shown it cooperated with the reasonabl e
requests of respondent for w tnesses, docunents, or neetings.
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1. The Elliott Factors Applied to Petitioner’s Conpensation of
M. Reeves

A. Role in the Conpany

This factor focuses on the enployee’s inportance to the
success of the business. Pertinent considerations include the
enpl oyee’ s position, hours worked, and duties perforned.

Elliotts, Inc. v. Conm ssioner, supra at 1245.

M. Reeves served as petitioner’s president, secretary, and
treasurer and handled all petitioner’s managerial duties.
However, the record does not establish the specific anount of
time M. Reeves spent operating petitioner after it was
incorporated. Instead, the record indicates that M. Reeves
spent a consi derable anmount of his tinme operating petitioner’s
sister corporation, Wi

B. Ext er nal Conpari son

This factor conpares the enpl oyee’ s conpensation wth that

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

v. Conmm ssioner, supra at 1246; see sec. 1.162-7(b)(3), I|ncone

Tax Regs.

Petitioner failed to provide any data conparing the
conpensation paid to M. Reeves with that paid by simlar
conpani es providing simlar services. Only respondent offered
expert testinony. However, respondent’s expert, Scott D. Hakal a,

provi ded a reasonabl e conpensation anal ysis focusing only on
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conpani es dealing with the devel opnent and sales of nutritional
products and not on conpani es that provided brandi ng, marketing,
and advertising services.!?

C. Character and Condition of the Conpany

This factor requires the Court to focus on petitioner’s
si ze as neasured by its sales, net incone, or capital value; the
conpl exities of the business; and general econom c conditions.

Elliotts, Inc. v. Conm ssioner, supra at 1246.

Petitioner was incorporated in FYE May 31, 1996, with only
$487 in cash, and used equi pnent, including an autonobile, with a
total fair market value of $53,555. Although petitioner
generated total gross receipts of $1, 055,433, petitioner’s net
income was only $38,886 in its initial year of operation. Al
but $55,433 of its gross receipts were generated from one
custoner, its sister corporation WI. Petitioner had a snal
staff and paid wages of $31,757 to its enpl oyees. Therefore,
petitioner was a relatively small conpany whose operations were
not particularly extensive or conplex.

D. Conflict of Interest

This factor exam nes whether a relationship exists between
t he conpany and the enpl oyee which may permt the conpany to

di sgui se nondeducti bl e corporate distributions as section

12 See Vitamin Vill., Inc. v. Conm ssioner, T.C Menop. 2007-
272, for an analysis of M. Hakala' s report.
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162(a) (1) conpensation paynents. Cl ose scrutiny may be used when
t he paying corporation is controlled by the conpensated enpl oyee,

as in the instant case. Elliotts, Inc. v. Conm ssioner, 716 F.2d

at 1246-1247. However, the nere fact that the individual whose
conpensation is under scrutiny is the sol e sharehol der of the
conpany, even when coupled with an absence of dividend paynents,
does not necessarily lead to the conclusion that the anmount of
conpensation i s unreasonably high. Id.

The Court of Appeals for the Ninth Crcuit determ ned that
t he reasonabl eness of conpensation should be evaluated fromthe
perspective of a hypothetical independent investor. The prine
indicator is the return on the investor’s equity. 1d. at 1247.
| f the conpany’s earnings on equity after paynment of the
guestioned conpensation remain at a level that would satisfy a
hypot heti cal i ndependent investor, there is a strong indication
that the enployee is providing conpensabl e services and that
profits are not being siphoned out of the conpany disguised as
salary. 1d. The Court of Appeals in Elliotts calcul ated the

return on equity using the yearend sharehol ders equity. 1d.

This Court follows that approach. See Golsen v. Conm ssioner, 54

T.C. 742 (1970), affd. 445 F.2d 985 (10th Gr. 1971); Lunmber Gty

Corp. v. Commi ssioner, T.C Meno. 1996-171.

Petitioner had a 42-percent return on equity after dividing

the net inconme book value by the yearend sharehol ders equity. 1In
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Elliotts, the Court of Appeals found that a 20-percent average
rate of return on equity would satisfy a hypothetical i ndependent

i nvestor. Elliotts, Inc. v. Conm ssioner, supra at 1247.

However, because petitioner was thinly capitalized with $487 in
cash, and used equipnent with a total fair narket val ue of
$53,555, this factor is given little weight.

E. | nternal Consi stency in Conpensati on

This factor focuses on whether the conpensation in question
was paid pursuant to a structured, formal, and consistently
applied program 1d. Bonuses not paid pursuant to such a
program are suspect. 1d. Bonuses paid to enployees are
deductible "when * * * made in good faith and as additi onal
conpensation for the services actually rendered by the enpl oyees,
provi ded such paynents, when added to the stipulated salaries, do
not exceed a reasonabl e conpensation for the services rendered.”
Sec. 1.162-9, Incone Tax Regs.

Petitioner did not maintain a conpensation policy for its
of ficers and enpl oyees, and M. Reeves’s bonus of $500, 000 was
not awarded under a structured, formal, or consistently applied
program Rather, the bonus was determ ned and paid at the end of
the fiscal year when petitioner could ascertain its cash

avai l abl e.



F. Concl usi on

Petitioner has failed to neet its burden of proving that the
$509, 000 paynent to M. Reeves constituted reasonable
conpensation. Therefore, the Court finds that the paynent of
$100,000 in petitioner’s FYE May 31, 1996, as allowed by
respondent, is deductible under section 162(a)(1).1

[11. Petitioner’s $80, 000 Expense Deducti on

Under section 162(a), a taxpayer nmay deduct ordinary and
necessary busi ness expenses incurred or paid during the taxable
year. Cenerally, a taxpayer carrying materials and supplies on
hand is allowed to deduct expenditures for themonly in the
anount that they are actually consuned and used in operation
during the taxable year.* Sec. 1.162-3, |Inconme Tax Regs.
However, the cost of acquiring property having a useful life
beyond a taxable year is a nondeductible capital expenditure,
except as otherwi se provided in chapter 1 of the Code.?®®

Prudential Overall Supply v. Comm ssioner, T.C Mno. 2002-103;

13 Conversely, the Court finds $409, 000 of the $509, 000
claimed as a deduction for FYE May 31, 1996, to be
nondeducti bl e.

14 Sec. 1.162-3, Incone Tax Regs., also allows costs of
incidental materials and supplies to be deducted when purchased
if inventories and records of consunption are not kept and
taxable inconme is clearly reflected.

15 For instance, sec. 167(a) provides that there shall be
al l oned as a depreciation deduction a reasonabl e all owance for
t he exhaustion, wear, and tear of property used in a trade or
busi ness.
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secs. 1.263(a)-1 and 1.263(a)-2(a), Incone Tax Regs. The
taxpayer is required to maintain records sufficient to enable the
Comm ssioner to determne his correct tax liability. See sec.
6001; sec. 1.6001-1(a), Incone Tax Regs. The taxpayer has the
burden to prove the Conm ssioner’s determ nation was in error.15
Rul e 142(a).

At trial, petitioner produced a check payable to WI for
$80, 000, dated Cctober 3 or 5, 1995, bearing the notation “asset
purchase UG . M. Reeves testified that the $80, 000
expenditure was initially recorded in petitioner’s books as an
“equi pnment purchase” and was nost |ikely paid to purchase
dar kroom equi pnent, plates, small hand tools, paper, and ink. On
brief, petitioner indicated that the expenditure was nost |ikely
for “m scell aneous equi prent that woul d have gone hand-i n-hand
with the printing equipnent”.

Al t hough small hand tools, paper, and ink could fit the
description of incidental materials and supplies the costs of

whi ch may be deducted currently under section 162, petitioner

16 Petitioner does not argue that sec. 7491(a) operates to
shift the burden of proof to respondent. Even if petitioner had
so argued, the burden of proof would not shift under sec. 7491(a)
because petitioner has not shown it maintained all required
records, nor has it shown it cooperated with the reasonabl e
requests of respondent for w tnesses, docunents, or neetings.

7 UG was the acronym for Universal G aphics. Universal
Graphics was the business nanme for WI's printing, adverti sing,
and marketing services before petitioner’s sec. 355
reorgani zati on.
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failed to produce evidence allocating any portion of the $80, 000
to such incidental itens so as to allow themto be deducted. See
sec. 1.162-3, Incone Tax Regs.!® Therefore, the Court finds
petitioner is not entitled to deduct any of the $80,000 as an
ordi nary and necessary busi ness expense under section 162(a).

In the alternative, petitioner contends the $80,000 was used
to purchase property which is depreciable over a 7-year recovery
period under the nodified accel erated cost recovery system
(MACRS). Respondent does not dispute that the property is
depreci abl e under section 167(a) but contends that the $80, 000
was used to purchase property with a 39-year recovery period
under the MACRS. *°

Section 167(a) generally allows as a depreciation deduction
a reasonabl e all owance for the exhaustion, wear, tear, and
obsol escence of property used in a trade or business. MACRS
provi des that the depreciation deduction provided by section
167(a) for any tangi ble property nust be determ ned by using the

appl i cabl e depreci ation nethod, the applicable recovery period,

18 “Taxpayers carrying materials and supplies on hand shoul d
i nclude in expenses the charges for materials and supplies only
in the amount that they are actually consunmed and used in

operation during the taxable year.” Sec. 1.162-3, Inconme Tax
Regs. In contrast, the cost of acquiring “equipnent * * * and
simlar property having a useful life substantially beyond a

taxable year” is a capital expenditure. Sec. 1.263(a)-2(a),
| ncome Tax Regs.

19 Respondent did not delineate what type of property
petitioner may have purchased with the $80, 000.
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and the applicable convention. Sec. 168(a); Hospital Corp. of

Am v. Conmm ssioner, 109 T.C 21, 45 (1997). Only the applicable

recovery period is at issue.

Property with 39-year recovery period is nonresidential real
property.? Sec. 168(c). Nonresidential real property is
defined as “section 1250 property which is not-- (i) residential
rental property, or (ii) property with a class life of less than
27.5 years.” Sec. 168(e)(2)(B). Section 1250 property is any
real property (other than section 1245 property, as defined in
section 1245(a)(3)) which is or has been subject to the
depreci ation all owance under section 167. Sec. 1250(c). Real
property, as used in section 1250(c), includes |and, inprovenents
thereto, including a building or its structural conponents, and
other real property except that which is defined in section
1245(a)(3)(B)-(F). Sec. 1.1250-1(e)(3)(i), Inconme Tax Regs.

Respondent concedes petitioner used the $80,000 to purchase
an asset and “petitioner’s records included docunentation, at
| east at one time, indicating that the check was, in fact, paid

to purchase equipnent”. M. Reeves credibly testified that the

20 MACRS generally classifies eligible personal property and
certain real property as 3-year property, 5-year property, 7-year
property, 10-year property, 15-year property, or 20-year property
and assigns that property to a correspondi ng recovery period on
the basis of the property’s class life. Sec. 168(c), (e)(1),

(3). MACRS generally classifies real property as residenti al
rental property or nonresidential real property, assigning
recovery periods of 27.5 years and 39 years, respectively. Sec.
168(c), (e)(2).
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$80, 000 expenditure was initially recorded in petitioner’s books
as an equi pnent purchase and was |likely used to purchase
equi pnent associ ated with printing.

The record indicates that the property purchased with the
$80, 000 di d not consist of nonresidential real property, i.e.
section 1250 property which is not residential rental property,
or property with a class |ife of less than 27.5 years.
Therefore, this Court finds petitioner is not required to
depreci ate the $80, 000 over a 39-year recovery period pursuant to
section 168(c).

Petitioner did not produce evidence indicating the

equi pnent had a class life of |less than 10 years, which would
all ow petitioner to recover the $80,000 over a 5-year period.#
See sec. 168(e)(3)(B); Rev. Proc. 87-56, 1987-2 C.B. 674, as
clarified and nodified by Rev. Proc. 88-22, 1988-1 C. B. 785.
Mor eover, none of the property petitioner asserted it had
purchased with the $80,000 had a class |life of 16 years or nore
with an applicable recovery period greater than 10 years. See
sec. 168(c), (e)(1), (3)(D; Rev. Proc. 87-56, supra.

However, petitioner did produce evidence indicating the
$80, 000 was used to purchase printing equi pnent which has a cl ass

life of 11 years. See Rev. Proc. 87-56, 1987-2 C.B. at 679

2l Property with a class |life of greater than 4 but |ess
than 10 years is treated as 5-year property, which has a 5-year
recovery period. Sec. 168(c), (e)(1), (3)(B)
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(asset class 27.0). Therefore, the Court finds that the
equi pnent petitioner purchased with the $80, 000 was 7-year
property with a 7-year recovery period. See sec. 168(c), (e)(1);

Thonson v. Commi ssioner, T.C Mno. 1999-371.

The Court, in reaching its holding, has considered al
argunents nmade and concl udes that any argunments not nentioned
above are noot, irrelevant, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




