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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CLAPP, Judge: Respondent determ ned the follow ng

deficiencies in petitioner's Federal incone taxes:



FYE

June 30 Defi ci ency
1990 $227, 677
1991 52,981
1992 72,081

The issue for decision is whether the conpensation paid to
petitioner's shareholder in its fiscal years ending 1990 and 1992
is deductible by petitioner as reasonabl e conpensati on under
section 162(a)(1). We hold that it is.

Al'l section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

FI NDI NGS OF FACT

W incorporate by reference the stipulation of facts and
attached exhibits. John L. G nger Msonry, Inc. (petitioner), is
a California corporation whose principal place of business was in
Ri verside, California, when the petition was filed. Petitioner
operates on a fiscal year ending June 30. The deficiency
determ ned by respondent for the fiscal year ended June 30, 1991,
stens solely fromadjustnents tied to the fiscal years ended June
30, 1990, and June 30, 1992.

A. Petitioner

Petitioner is a masonry contractor that specializes in
brick, stone, and bl ock masonry. Petitioner's founder, John L

G nger (G nger), has spent his entire career in the construction
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business. Gnger's father was a contractor, and G nger worked
for hi mduring the summers. @G nger had no formal education past
hi gh school. When G nger conpleted high school, he began worKking
full time for his father. G nger worked for other contractors
before starting his own masonry contracti ng business as a sole
proprietorship in 1978 with a capital investnent of $500 and one
enpl oyee.

I n Septenber 1984, G nger forned petitioner with a capital
i nvestment of $15,000. G nger and his wife, Toni S. G nger (Ms.
G nger), owned equally all of petitioner's issued and outstandi ng
shares of stock. G nger and Ms. G nger serve as petitioner's
board of directors. During the fiscal years ending 1985 through
1992, G nger served as petitioner's president, and Ms. G nger
served as petitioner's corporate secretary. Ms. G nger had no
role with petitioner other than being a nenber of the board and
the corporate secretary.

G nger qui ckly devel oped a reputation as an honest and
no- nonsense operator. |Immediately after form ng petitioner,
G nger negotiated with vendors and asked themto hel p finance
petitioner's purchases. |[If petitioner was out of cash, G nger
woul d call the owner of the creditor conpany, tell himthat
petitioner could not pay the bill that nonth, and expl ain what
was being done to renedy the situation.

B. G nger's Strateqy When He Forned Petitioner
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Wil e working for other contractors, G nger noticed that the
masonry busi ness was divided into contractors that worked on
commercial projects and contractors that worked on residential
proj ects. The commercial masonry contractors were |arge
conpani es that handl ed the | arge commercial jobs, such as high-
rise buildings, office buildings, and shopping centers. The
commercial masonry contractors were very professional. They had
solid reputations and had established working relationships with
the | arge devel opers overseeing the comercial construction
proj ects.

The residential masonry contractors, on the other hand,
consisted of nostly smaller conpanies that bid on projects in a
very limted geographic area. These contractors did not have
wor ki ng rel ationships with the devel opers. Conpetition for jobs
was stiff, and the contractors would try and squeeze as much
profit froma job as possible, and often quality would suffer as
aresult.

G nger devel oped a strategy that would enable petitioner to
penetrate the residential masonry market. G nger wanted to enter
that market with the same professionalismfound in comerci al
masonry. G nger wanted to avoid an adversarial posture between
petitioner and the custonmers (i.e., the developers). Rather, he
wanted to work with the devel opers to make sure that they were

satisfied with petitioner's work. @G nger reasoned that if
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petitioner provided high-quality work, the devel opers woul d
continue to hire petitioner year after year.

G nger realized that working with the | arge devel opers was
essential to petitioner's success. The |arge devel opers were
buil ding entire housing tracts, and they were the nost reliable
source for a steady volune of masonry projects. @G nger also
realized that, in order to work with | arge devel opers, petitioner
woul d need a lot of equity to neet its operating expenses.

G nger knew that sone | arge devel opers would wait 90 to 100 days
before paying the masonry contractor. The |arge devel opers

want ed contractors on the job that could conplete the project, on
time, without problens. As a result, the devel opers avoi ded
contractors with insufficient resources. G nger consulted with
petitioner's accountant, Gary Christenson (Christenson).

Chri stenson advised G nger that petitioner would have to

accunul ate substantial anmounts of working capital and maintain
strong financial statements before it could work with the | arge
devel opers. Thus, in the years 1985 through 1989, G nger's first
priority was to grow petitioner to an acceptable size; to this
end, he took | ess conpensation in order to speed the process of
reaching petitioner's capitalization goals.

G nger's insight proved accurate, and petitioner began to
devel op a good reputation anong the residential devel opers.

After winning the trust of the residential devel oper, the

devel oper woul d often contact G nger directly to get a
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prelimnary cost estimate. The devel oper woul d use the
prelimnary estimate to devel op a budget on a project. In
essence, G nger served as consultant to the residentia
devel oper, providing information such as the type of products the
devel oper shoul d use or a cost-saving approach to a problem

When the prelimnary work was finished and the job was set
to go forward, the residential devel oper would want petitioner to
get the job because G nger already was famliar with it. As a
result, the residential devel oper would be nore lenient with
petitioner in the bidding process than m ght otherw se be the
case. This proved crucial to petitioner's success because it
gave G nger the opportunity to negotiate a final bid with the
devel oper. This was not standard practice in the industry.
Typically, the subcontractor submtting the | owest bid would get
the job, but petitioner generally was not the | owest bidder. In
fact, G nger did not want petitioner to be the | owest bidder
Because of G nger's good working relationship with the
devel opers, they were willing to pay petitioner a prem um since
they trusted that G nger woul d deliver superior quality and
service. @Gnger considered this a key to petitioner's success.

Once petitioner began working with the | arge devel opers,

G nger took advantage of econom es of scal e and negoti at ed
excellent ternms on the purchase of materials. Petitioner grew
and devel oped a backl og of pending projects equal to 3-5 nonths

of work. The backl og hel ped petitioner retain quality workers
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because they knew that a steady supply of work existed. The
ability to maintain experienced crews enabl ed petitioner to
deliver the highest quality masonry work.

C. Petitioner's Qperations

Petitioner typically becane involved in a job when the
devel oper called G nger directly. G nger would go to the
devel oper's office, review the plans, discuss the details for the
j ob, and suggest cost saving alternatives. G nger would then
take the plans to his office and review the plans with
petitioner's estimator, Gary Sawhill (Sawhill).

G nger and Sawhi |l would work through the plans and cone up
with a bid. Gnger assisted Sawhill with matters such as profit
per cent ages, overhead, cost of |abor, material cost, production
rates, and anything out of the ordinary. On an annual or
sem annual basis, G nger would set the appropriate rates that
petitioner would use to bid a job. During the recession in 1990-
92, G nger revised petitioner's rates every quarter.

Sawhi |l used the current figures to calculate the bid, which
was then given to G nger. Gnger reviewed the entire bid before
it was sent to the developer. After the bid was submtted,

G nger contacted the devel oper and offered to discuss the bid
further if the devel oper believed it to be too high. This often
woul d | ead to further negotiations between the devel oper and

G nger.
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When a devel oper accepted a bid, G nger provided
petitioner's superintendent with the details of the job. On a
smal |l job, only one person would travel to the jobsite, and that
woul d be the job foreman. The foreman would travel to the site
with his equipnment and his materials and conplete the job. On
| arger jobs, the foreman woul d oversee a crew on the jobsite.

During the fiscal years 1990 through 1992, petitioner
enpl oyed approximately 80 to 100 people and had as many as 150
jobs in progress at any given tinme. @G nger separated
petitioner's operations into two categories: Brick and stone
masonry and bl ock masonry. G nger enployed a superintendent on
t he bl ock masonry side of the business. The superintendent woul d
visit the jobsites, talk wwth the job foreman, see how t he work
was progressing, and then report the progress to G nger at the
end of the day. Since 1990, Steve Adans (Adans) has been the
superintendent of petitioner's block masonry division. Until
1992 or 1993, G nger, hinself, worked as the superintendent on
the brick and stone nasonry side of the business.

Al t hough the superintendent or foreman supervised the job
once work began on the jobsite, G nger resolved any significant
probl ens that devel oped on the jobsite, such as quality,
manpower, | abor, etc. When a significant probl em devel oped,
typically the devel oper would contact G nger directly, and G nger

resol ved the problem
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As for hiring, G nger had sole authority over whether the
conpany needed a new enpl oyee. Petitioner had very | ow turnover,
and G nger discouraged hiring additional staff because he wanted
to keep overhead as | ow as possible. Every applicant conpleted
an application and a health screening. @G nger frequently nade
the final hiring decision, but Adans al so had the authority to
hire a new enpl oyee who woul d be working on a site that he
supervi sed. Adans had the authority to fire new enpl oyees
wor ki ng on the sites that he supervised. He did not, however,
have the authority to fire an established enpl oyee. G nger
deci ded whether to fire an established enpl oyee.
During the years in issue, Cheri Lawence (Law ence),

G nger's sister, wirked as petitioner's bookkeeper. She does not
have a degree in accounting. Lawence entered the accounts
payabl e and accounts receivable, prepared quarterly reports
submtted to the Internal Revenue Service, and nade entries into
the general |edger. Lawence reviewed the financial statenments
for accuracy, but she did not set petitioner's financial policy.
Kay Peterson (Peterson), G nger's nother, worked as an office
manager and paid m nor expenses, such as utilities, phone, and
of fice supplies. Peterson and G nger were the only persons with
signatory authority on petitioner's checking account.

G nger made all of petitioner's financial decisions and set
financial policy. The bookkeeper entered the nunbers, and, with

G nger's help, assenbled a nonthly report. G nger reviewed the
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accounting and bookkeeping work, in addition to all of the
estimtes for jobs over $1,000. G nger personally reviewed any

i nvoi ce over $200. G nger would interpret the contracts for work
in progress, verify the ambunt of work actually conpleted, and
assenbl e a rough draft of the invoice. @Gnger reviewed the fina
draft of every invoice. |If a change order was required, G nger
was the one who told the devel oper that the project was going to
cost nore noney.

G nger made all conpensation decisions, and petitioner paid
its enpl oyees above the market rate in an attenpt to reduce
turnover. @G nger made all decisions regarding the use of
accountants, |awers, and other professionals. G nger handl ed
all financial managenent and credit managenent. G nger
considered petitioner's cash flow crucial to survival, and he
managed the collection of past due invoices on a daily basis.
Every nmonth G nger would sit down wth the bookkeeper and review
every job in progress. G nger typically worked 13 hours a day,
and, at tinmes up to 15.5 hours a day. @G nger served as
petitioner's only marketing person, and he often spent his
weekends and evenings building relationships with custoners or
potential customers. @G nger joined and participated in |oca
organi zations related to the construction industry in an attenpt
to generate business for petitioner. He also joined
organi zations that gave him access to executives and

entrepreneurs from other industries.
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statenents reflect the foll ow ng:

FYE G oss Net Ret ai ned
June 30 Revenue Profit | ncone Ear ni ngs
1985 $3, 727, 655 1, 098, 482 256, 644 256, 644
1986 4,817, 376 1, 037, 224 66, 943 323, 587
1987 5, 427, 047 1,428, 669 230, 224 553, 811
1988 5,162, 114 1, 247, 098 245, 153 798, 964
1989 8, 607, 196 2,293, 224 549, 984 1, 279, 427*
1990 8, 937, 324 2,063, 142 18, 063 1, 297, 490
1991 5,012, 347 929, 136 (149, 901) 1, 147,589
1992 6, 995, 774 1,429, 611 22,726 1,170, 315
Petitioner has never paid dividends. @Gnger's total conpensation

was as foll ows:

FYE Tot al Di sal | owed by Al | owed by
June 30 Conpensati on Respondent Respondent
1985 $249, 145 - - - -
1986 383, 290 - - - -
1987 390, 724 - - - -
1988 280, 000 - - - -
1989 516, 371 - - - -
1990 1, 069, 001 818, 756 250, 245
1991 132, 000 - - 132, 000
1992 396, 698 186, 825 209, 873

Petitioner's sharehol ders' equity, as contained in petitioner's

financial statenents, is as follows:
FYE Shar ehol der s
June 30 Equity
1985 $271, 644
1986 338, 587
1987 568, 811
1988 813, 964
1 Due to an error in recording, the June 30, 1989, retained

earnings figure was restated on June 30, 1990, from $1, 348,948 to

$1, 279, 427.



1989 1,294, 4272
1990 1,312, 490
1991 1,162, 589
1992 1, 185, 315

Petitioner clainmed deductions for officer's conpensation in
t he amounts of $1, 069, 001 and $396, 698 for the fiscal years 1990
and 1992, respectively.

D. OGhers Familiar Wth Petitioner

Christenson, petitioner's accountant, assisted in the
formati on of petitioner in 1984, and his accounting firm has
reviewed petitioner's financial statenents since 1985.

Approxi mately 90 percent of Christenson's clients are in the
construction industry.

Chri stenson consi dered G nger the sole marketing person for
petitioner, and he characterized G nger's sales and marketing
abilities as "amazing". Christenson noticed that G nger had an
"intuition” in matters, such as profitability, overhead
managenent, and the need to maintain volunme to break even.

G nger was a rare client in that he invited Christenson to
econom ¢ forecast |uncheons.

Petitioner's banker, Geg Adanson (Adanson), tal ked with
petitioner's vendors, custoners, and conpetitors. Such contacts
were comon during Adanmson's nmanagenent of a client's portfolio.

Adanson concl uded that petitioner had a very solid reputation in

2 W have adjusted the sharehol ders' equity figure for the
fiscal year ended June 30, 1989, to account for the recording
error entered supra note 1
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the industry. Wth respect to profitability, petitioner ranked
near the top of Adanson's client portfolio. Adanmson considered
petitioner to be a high performer with gross profit margins often
exceedi ng 20 percent.

Rick Muth (Muth), an owner of Oco Block Co., characterized
G nger's sales and narketing expertise as "outstanding”. Mith
considered petitioner a low credit risk, and he ranked petitioner
at the top of its field in quality.

E. The Recessi on

In late 1989 and early 1990, econom c experts had predicted
a slowdown in the construction industry with a correspondi ng
"soft landing” for the Southern California residential housing
mar ket. There was no soft |landing. Petitioner did well through
July of 1990, and then in August 1990 petitioner's business "fel
apart".

I n August 1990, the California housing market suffered a
severe setback. Wen this happened, petitioner's custoners, the
| arge housi ng devel opers, reevaluated their positions. G nger
estimated that 50 to 60 percent of petitioner's substanti al
contract backlog that existed in July of 1990 was canceled within
60 days. Developers called G nger about building contracts
already entered into by petitioner. The devel opers told G nger
that the jobs were cancel ed unl ess petitioner would lower its
bids by 8 to 10 percent. G nger renegotiated his materi a

purchases and sl ashed his bid prices just to stay in business.
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Petitioner's strength revealed itself during the economc
sl owdown. G nger had aligned petitioner with the |arge
devel opers, the nost likely candidates to build during the
downturn. By this tinme, however, bid prices were critical in
obtai ning work. G nger studied the jobsites of his conpetitors
and talked to their custoners and suppliers in an attenpt to
determ ne whether a conpetitor could bid a |ower price than
petitioner. These were additional duties that G nger took on as
a result of the econom c slowdown. |In addition, G nger reviewed
an industrywi de credit report that indicated whether petitioner's
conpetitors were experiencing credit problens.

Many ot her construction-rel ated conpani es | ost busi ness
during the fall of 1990 and sonme went out of business entirely.
John Connors (Connors), vice president of a construction
materi als supply conpany, held an energency neeting with the
executives of his conpany in Septenber 1990 to address the
econom ¢ downturn. Connors' stores suffered a 40-percent to 60-
percent drop in sales. Connors' conpany reduced its staff from
145 to 80 and reduced sal aries across the board by 10 percent.

OPI NI ON

Section 162(a)(1) allows a corporation to deduct "a
reasonabl e al |l onwance for salaries or other conpensation for
personal services actually rendered" as a business expense. To
conme within the anbit of section 162(a)(1l), the conpensation nust

be both reasonable in ambunt and in fact paid purely for
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services. Sec. 1.162-7(a), Incone Tax Regs. Although franed as
a two-prong test, the inquiry under section 162(a)(1l) has
general ly turned on whether the amounts of the purported

conpensati on paynents were reasonable. Elliotts, Inc. V.

Conm ssioner, 716 F.2d 1241, 1243-1244 (9th Cr. 1983), revg. and

remandi ng T.C. Meno. 1980-282. \What constitutes reasonable
conpensation to a corporate officer is a question of fact to be
determ ned on the basis of all the facts and circunstances of a

case. Pacific Grains, Inc. v. Comm ssioner, 399 F.2d 603, 605

(9th Gr. 1968), affg. T.C. Meno. 1967-7. Petitioner has the
burden of proving that the paynents to G nger were reasonabl e.
Rul e 142(a). Respondent has conceded that petitioner is entitled
to a deduction for conpensation paid to G nger in the anmounts of
$300, 000 and $209,873 for the fiscal years 1990 and 1992,
respectively.

Many factors are relevant in determning the reasonabl eness
of conpensation, and no single factor is decisive. Mayson

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

1949), revg. a Menorandum Opinion of this Court. The Court of
Appeals for the Ninth Grcuit has divided the factors relevant to
t he reasonabl e conpensation determnation into the followng five

broad categories for anal ytical purposes.

1. Roles in Conpany
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The first category of factors identified by the Court of
Appeals for the Ninth GCrcuit concerns the enployee's role in the
conpany. Rel evant considerations include G nger's
qualifications, hours worked, duties perforned, as well as his

general inportance to petitioner's success. Anerican Foundry v.

Comm ssi oner, 536 F.2d 289, 292-293 (9th Gr. 1976), affg. in

part and revg. in part 59 T.C. 231 (1972).

G nger was a highly notivated enpl oyee working as nmuch as
15.5 hours a day. Hi s evenings and weekends were often spent
mar keting petitioner's services to existing custoners and
potential custoners.

Despite his lack of formal business training, G nger
acquired the skills necessary to nmanage every facet of
petitioner's operations. He attended econom c forecast
l uncheons. He joined organi zations that gave himaccess to other
busi ness executives and entrepreneurs, and he sought advice from
t hese indivi dual s.

G nger handled all of petitioner's executive and manageri a
duties. Oher enpl oyees assisted G nger, but petitioner had no
ot her managers or executives. @G nger received assistance in the
areas of bookkeeping, field supervision, and estinating, but that
assi stance extended only to routine matters. G nger devi sed and
i npl enmented petitioner's corporate strategy of targeting the
| arge residential developers. @Gnger's financial discipline and

mar keting abilities brought petitioner's corporate strategy to
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fruition. dGnger reviewed all of petitioner's expenditures,
ensured | ow overhead, resisted addi ng new enpl oyees, and insisted
that petitioner grow through retained earnings. G nger
continually marketed petitioner's services. Gnger's sales and
marketing abilities were described as "anmazi ng" and
"outstanding". Petitioner grew steadily fromits inception in
1984, weat hered the econom ¢ downturn in 1991, and began a
recovery in 1992. G nger served as the catalyst for petitioner's
growt h and success.

2. External Conparison

We al so conpare the enployee's salary with the salaries paid
by simlar conpanies for simlar services. Sec.1l.162-7(b)(3),
| ncone Tax Regs. Both parties offered expert testinony as to
what a |ike conpany would pay for |like services. Both experts
consi dered surveys of financial data on numerous organi zations,
i ncl udi ng devel opers, builders, residential building contractors,
and construction contractors in specialty trades.

a. Respondent's Expert

Respondent presented expert testinony from Scott D. Hakal a
(Hakal a). Hakal a reviewed the surveys of financial data and
concluded that it was not very "satisfying". As a result, he
relied | ess on the market data than he would prefer for the final
conclusion. |Instead, Hakala derived a formula to calcul ate
G nger's conpensation; the fornmul a does incorporate one aspect of

t he survey dat a.
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Hakal a's formul a consists of a base salary of $90, 000
increasing at a nomnal rate of 2 percent for each year of the
term plus a variable conponent equal to 20 percent of operating
i ncone before officers' conpensation

As for the base salary figure, Hakala used data on
contractor executive conpensation conpiled by Personnel
Adm ni stration Services (PAS survey). Hakala felt the PAS survey
was the nost accurate under the circunstances of this case.
Hakal a used the nedian, 50th percentile, salary of $144,000, and
broke this down into a nedi an base sal ary of $90, 000 plus a
$54, 000 bonus. Hakal a expl ai ned that $90,000 is the nedi an base
salary for someone working in a firmwth between $5 mllion and
$20 million in sales on the west coast. For conpanies in the
75th percentile, conpensation clinbed to $200,000. The top
of ficer also received additional benefits with a cash value of up
to $50, 000.

As for the variable conponent, the 2-percent figure accounts
for the slowgrowh in the real estate market in addition to an
inflation factor. Hakala cal cul ated the 20-percent bonus figure
usi ng financial projections for 1993 and 1994 and an i ntended
return on equity. Hakala concluded that 20 percent was "the nost
bonus" the executive could be paid and still allow sonme kind of
reasonabl e return expectation to the sharehol der. Hakal a opi ned

that G nger's conpensation for the fiscal years ended June 30,
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1990 and 1992 should be no nore than $300, 000 and $200, 000,
respectively.

Hakal a al so opi ned that a nedi an conpensation for the second
hi ghest corporate officer for conpanies in the building trades
was $100, 000, while conpensation at the 75th percentile was
$129, 000. The second hi ghest corporate officer also received
additional benefits with a cash value slightly under $30, 000.

b. Petitioner's Expert

Petitioner presented the testinony of Sidra Weder (Weder),
who specializes in enployee conpensati on and enpl oyee benefits.
W eder focused on the duties performed by G nger as well as the
duties perfornmed by petitioner's other enployees. W eder
specifically reviewed G nger's responsibilities and scope of
authority. Two of the factors Weder used to determ ne G nger's
conpensati on were the payroll anmpunts that petitioner saved by
having G nger serve many roles and the anount that G nger should
be paid for the various duties he perforned for petitioner.

W eder concluded that G nger served as petitioner's chief
executive officer, chief operations/adm nistrative officer, and
mar ket i ng executive. Weder concluded that G nger also served as
petitioner's chief financial officer. She did not, however,

i nclude the chief executive officer as a separate position
because she concl uded that those duties would be subsumed within
G nger's other executive duties. Based on the data revi ewed by

W eder, she opined that the total conpensation paid to a
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conpar abl e conpany's chi ef executive officer, chief
operations/adm nistrative officer, and marketing executive ranged
bet ween $476, 949 and $1, 910, 740 in 1990 and between $555, 029 and
$776,349 in 1992. Weder opined that the conpensation petitioner
paid G nger in 1990 and 1992 was reasonabl e.

c. Discussion

Respondent and respondent's expert have understated the
services provided by G nger and have overstated the services
provi ded by Sawhill, Law ence, Peterson, and Adans. Respondent
contends that the latter individuals were responsible for
petitioner's day-to-day operations. W do not agree with
respondent’'s characterization. The record indicates that G nger
pl ayed the crucial role in petitioner's operations. Sawhill,
Lawr ence, and Peterson conpleted relatively routine matters that
G nger had delegated to them They discussed anything out of the
ordinary with G nger. Adans had limted authority over the
j obsites that he supervised, including the authority to hire and
term nate new enpl oyees on those sites. G nger nmade all other
per sonnel deci sions.

Petitioner did not have a strong nmanagerial infrastructure
other than G nger. G nger effectively perforned the roles of
chi ef executive officer, chief financial officer, chief
operations/adm nistrative officer, and marketing executive.

G nger's conpensation should reflect the conbined sal aries of the
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j ob positions he perfornmed. Elliotts, Inc. v. Comm ssioner, 716

F.2d at 1246.

3. Character and Condition of Conpany

This factor requires us to focus on petitioner's size as
indicated by its sales, or capital value, the conplexities of the

busi ness, and the general economc conditions. Elliotts, Inc. V.

Comm ssi oner, supra at 1246. In a relatively short tine,
petitioner becanme a top perfornmer in a highly conpetitive market.
Petitioner maintained a high gross profit ratio. Petitioner
penetrated the residential masonry market and won contracts with
sone of the |argest residential developers in the area.
Furthernore, petitioner survived the econom c downturn that began
in 1990. Petitioner's survival was due, in part, toits
financial strength and its ability to obtain work in a declining
market. G nger was the architect of petitioner's growh
strategy, and he provided the tools necessary to inplenent that
strategy. G nger also charted petitioner's path through the

econoni ¢ decli ne.

4. Conflict of Interest

The primary issue in considering factors indicating a
conflict of interest is whether sone relationship exists between
t he conpany and the enpl oyees which mght permt the forner to
di sgui se nondeducti bl e corporate distributions of incone as

sal ary expenditures deductible under section 162(a)(1). "Such a
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potentially exploitable relationship nay exist where, as in this
case, the * * * [enpl oyees are] the taxpaying conpany's sole or

controlling shareholder[s]". Elliotts, Inc. v. Conm Ssioner,

supra at 1246.

The relationship in this case, where G nger and his wife
were petitioner's sole shareholders, warrants scrutiny. [d. The
nmere exi stence of such a relationship, coupled with an absence of
di vi dend paynents, however, does not necessarily lead to the
conclusion that the anount of conpensation is unreasonably high.
Id. They are relevant factors but are not to be viewed in
isolation. 1d. at 1247. Furthernore, we shall not presune a
di squi sed dividend fromthe bare fact that a profitable
corporation does not pay dividends. 1d. at 1244; Omensby &

Kritikos, Inc. v. Comm ssioner, 819 F.2d 1315, 1326-1327 (5th

Cr. 1987), affg. T.C. Meno. 1985-267.

The Court of Appeals for the Nnth Grcuit fornmulated the
inquiry in such a situation by evaluating the conpensation
paynments fromthe perspective of a hypothetical independent
investor. The prine indicator is the return on its investors

equity. Omensby & Kritikos, Inc. v. Comm sisoner, supra at 1326-

1327. |If the conpany's earnings on equity after paynment of the
conpensation remain at a |level that would satisfy an i ndependent
investor, there is a strong indication that managenent is
provi di ng conpensabl e services and that profits are not being

si phoned out of the conpany disguised as salary. Elliotts, Inc.
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v. Conmm ssioner, supra at 1247. The Court of Appeals for the

Ninth Crcuit, in Elliotts, Inc., calculated the return on equity

using the yearend shareholder's equity. W follow that approach.

See ol sen v. Conm ssioner, 54 T.C. 742 (1970), affd. on another

i ssue 445 F.2d 985 (10th G r. 1971). D viding petitioner's net
profit (after paynment of conpensation and a provision for incone
taxes) by the yearend sharehol ders' equity, as reflected inits

financial statenents, yields the follow ng:

FYE Percent age Return
June 30 on Equity
1985 94

1986 20

1987 40

1988 30

1989 42

1990 1

1991 (13)

1992 2

Under the circunstances of this case, we find that the
return on equity for the years at issue (1990-92) is not a
reliable indicator of the reasonabl eness of G nger's

conpensation. See Elliotts, Inc. v. Comnm ssioner, supra at 1247

n.5. W doubt that the 1-percent return on equity for the year
ended June 30, 1990, woul d satisfy an independent investor;
however, there is probative evidence that G nger had forgone

conpensation in prior years in an attenpt to enlarge petitioner's



- 24 -

capital base in order to satisfy the demands of the | arge
devel opers. Increasing petitioner's capital base in the early
years was central to petitioner's ability to penetrate the
residential masonry market. Indeed, the percentage return-on-
equity figures for the years 1985 through 1989 indicate that
petitioner could have paid additional officer conmpensation and
mai nt ai ned a satisfactory return on equity. Under these

ci rcunstances, isolating the return-on-equity figure for the
fiscal year ended June 30, 1990, would ignore petitioner's
successful corporate strategy and the steps taken to inplenent
t hat strategy.

The percentage return-on-equity figures for the years 1991
and 1992 nmust be viewed in light of the precipitous drop in the
residential housing market in late 1990. G ven the severity of
that econom c decline, the return-on-equity figures are not a
good indicator of petitioner's performance or the reasonabl eness
of conpensation that petitioner paid G nger.

5. Internal Consi stency

I nternal inconsistency in petitioner's treatnent of paynents
to enpl oyees may indicate that the paynents to G nger were not

r easonabl e. Elliotts, Inc. v. Conm ssioner, 715 F.2d at 1247.

Bonuses t hat have not been awarded under a fornmal and

consistently applied program are suspect. Nor-Cal Adjusters v.

Comm ssi oner, 503 F.2d 359, 362 (9th Cr. 1974), affg. T.C. Meno.
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1971-200. However, it is permssible to pay and deduct

conpensation for services perforned in prior years. Lucas v. X

Fi bre Brush Co., 281 U S 115, 119 (1930).

a. Conpensation for Services in Prior Years

Financial stability was a crucial elenent in petitioner's
grow h strategy. G nger knew that petitioner would need strong
financial statenments and considerable equity in order to work
with the large developers. To this end, G nger received |ess
conpensation in years prior to the years in issue. Petitioner
as aresult, retained a significant portion of its earnings and
increased its equity base. After petitioner reached its
financial goals and secured a working relationship with the |arge
devel opers, petitioner conpensated G nger for the extraordinary
services he provided petitioner from 1984 to 1989.

b. Conpensation Paid to O her Enpl oyees

W eder concluded that petitioner's other enpl oyees, such as
superint endent, bookkeeper, and adm nistrative assistant, were
all paid above-average conpensation from 1986 to 1992 with above-
average pay increases nost of those years. Hakal a concluded that
petitioner's other enployees, specifically Sawhill and Adans,
wer e under conpensated. Hakal a opined that an estinmator
Sawhi |l |'s position, would earn $70,000 and up to $100,000 in a

very good year. Included in the $100,000 figure is a bonus of up
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to $20,000. Hakal a opined that Adans' conpensation in 1990
shoul d have exceeded $70,000, which it did not.

As expl ai ned above, respondent has attributed to
petitioner's other enployees services actually perfornmed by
Gnger. Gnger filled the critical roles in petitioner's
operations. @G nger worked closely with Sawhill. Sawhil
performed the cal cul ati ons necessary to produce a bid, but G nger
determ ned the substantive financial data that was incorporated
into a bid, such as profit percentages, overhead, cost of |abor,
mat eri al cost, and production rates. The accuracy of the
substantive financial data was essential to petitioner's
profitability. After petitioner submtted a bid, G nger
contacted the devel oper and negoti ated an agreenent. \When
di scussi ng hours worked by various enpl oyees, Hakala stated that
the marketing and sal esperson is usually the estimator. But this
was not the case with petitioner. G nger served as petitioner's
mar ket i ng and sal esperson.

Adans served as the superintendent on the bl ock masonry side
of petitioner's business. However, G nger resolved significant
problens on all of the jobsites, including the sites supervised
by Adans. |ndeed, when a significant problem devel oped on one of
petitioner's jobsites, the devel oper typically would contact
G nger directly. Gnger, hinself, worked as the superintendent

on the brick and stone masonry side of the business.
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G nger served as the central figure in petitioner's growh
and success. G nger effectively discharged the responsibilities
of several corporate executives. He did so through |ong hours,
consultation wth others, and efficient use of petitioner's other
enpl oyees. Petitioner's success was due to G nger's significant
efforts and contributions, and we conclude that the conpensation
paid to G nger during the years in issue was reasonabl e.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




