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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
PARR, Judge: Respondent, in a notice of deficiency,
determ ned agai nst petitioner the foll ow ng Federal incone tax

deficiencies, an addition to tax, and a penalty:

Year Addition to Tax Penal ty
Ended Defi ci ency Sec. 6661 Sec. 6662
6/ 30/ 87 $48, 610 $12, 153 - -

6/ 30/ 90 210, 354 - - $42,071



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.

After concessions,! the issues for decision are:

(1) The anpunt petitioner is entitled to deduct under
section 162 as reasonabl e conpensation to its president Lon
Martin for its year ended June 30, 1990. W find it is entitled
to deduct $406, 000.

(2) Whether petitioner is liable for an accuracy-rel ated
penal ty under section 6662(a) and (b)(2) for the year ended June
30, 1990, with respect to its clained deduction for the
conpensation to Lon Martin. W hold that it is not |iable for
the penalty.

FI NDI NGS OF FACT

Sone of the facts and certain docunents have been stipul ated
for trial pursuant to Rule 91 and are found accordingly. W
incorporate the parties' stipulations in this opinion by
ref erence.

Petitioner is an Oregon corporation. Wen its petition
herein was filed, petitioner maintained its principal office in

Portl and, Oregon.

lAmong ot her things, respondent concedes that petitioner is
not liable for an addition to tax under sec. 6661 for its year
ended June 30, 1987.
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Petitioner manufactures pressure-sensitive identification
mat eri als, such as product |abels and graphic overlays. In
addition, it offers typesetting services to retail custoners.

Lon Martin (who was petitioner's president and sole
sharehol der during its fiscal year ended June 30, 1990) conpleted
about 2 years of college and then began working in the printing
busi ness. As of 1978, M. Martin had approxi mtely 20 years of
experience working in the label and printing industry. During
those 20 years, he performed tasks ranging fromrunni ng presses
to managi ng his own | abel and printing business.

Before 1978, M. Martin, in partnership with other
i ndi vidual s, had owned and operated for a nunber of years a | abel
and printing business in southern California. Follow ng his
first wwfe's death and his remarriage, he sold his interest in
the southern California business and noved to Portland, O egon,
about 1978.

From 1978 until petitioner's incorporation in 1980, M.
Martin operated a sole proprietorship |label and printing business
in Portland. Initially, this label and printing business was a
one-man operation that he conducted with the help of his second
wi fe and his junior-high-school -age son, Mke Martin (Mke). M.
Martin call ed upon potential customers during the day and often
printed at night the |abels that were ordered. Ms. Martin
hel ped him by serving as a secretary and shipping clerk; M ke

hel ped himw th the printing of the | abels.



In June 1980, petitioner was incorporated to conduct the
sol e proprietorship |abel and printing business that M. Mrtin
had operated. Upon petitioner's incorporation, 450 shares of
petitioner's outstanding shares of stock were issued to M.
Martin and the remai ning 50 shares of petitioner's outstanding
stock were issued to another individual. In January 1986, this
ot her individual's 50 shares were redeened, and M. Mrtin becane
petitioner's sole shareholder. M. Mrtin continued to be
petitioner's sole shareholder until 1992, when he sold all of his
shares in petitioner to Mke. During its fiscal year ended June
30, 1990, petitioner's board of directors consisted of M.

Martin, Ms. Martin (M. Martin's wife), and Jerry Crispe (who
was then petitioner's executive vice president).

I n conducting his and later petitioner's |abel and printing
business, M. Mrtin concentrated on selling to conpanies in the
el ectronics industry, a nunber of which are located in the
Pacific Northwest. Since its incorporation in 1980, all of
petitioner's products have been custom desi gned and produced for
particul ar custoners. Mst of petitioner's sales are to
el ectronics conpanies, |ike Conpag and Hew ett-Packard, who
demand high quality products fromtheir suppliers.

Over the years, M. Martin has been extrenely successful in
operating petitioner profitably and in expanding its business and
sales. Petitioner has enjoyed high profit margins in selling its

cust om desi gned products to a nunber of high-technol ogy



conpanies. Petitioner mastered early the ability to produce
pol ycarbonate overlays with little loss of material. It has also
been very innovative in devel opi ng scratch-resistant coatings for

its products. By its fiscal year ended June 30, 1990, petitioner

enpl oyed 58 persons. Its plant is perhaps one of the nobst nodern
in the United States. In addition, petitioner is very highly
regarded in the | abel and printing industry. 1ts principal

conpetitors in the country are much | arger conpani es.

Over its first 8 fiscal years fromJuly 1, 1980, through
June 30, 1988, petitioner's annual gross receipts increased
dramatically. |Its gross receipts for each fiscal year during
this period were higher than the preceding year. For its fiscal
year ended June 30, 1988, petitioner had $4, 821,650 in gross
receipts.

Over its next 2 fiscal years fromJuly 1, 1988, through June
30, 1990, however, petitioner's annual gross receipts slightly
declined. This decline in petitioner's business was not
unexpected. Earlier, in 1987, petitioner's managenent had
antici pated such a possible future decline in business. At that
tinme, its managenent recogni zed that it would be difficult to
expand sales further in the Portland market and to maintain high
profit margins, as petitioner had already saturated that market
and was likely to encounter increasing conpetition for that
mar ket' s remai ni ng new busi ness. Al so, by 1987, petitioner's

managenent was concerned about sone custoners' relocating their
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manufacturing facilities to Puerto R co, as managenent believed
this relocation overseas m ght cause a reduction in petitioner's
sal es.

Around 1987 or 1988, Intel Corp. (a custonmer of petitioner
that had recently relocated certain of its manufacturing
facilities to Puerto Rico) asked whether M. Martin could
establish a plant in Puerto Rico to supply its Puerto Rican
facilities. As a result, during 1988, M. Martin incorporated
Laser Graphics Caribe, Inc. (Caribe), to conduct a | abel and
printing business in Puerto Rico.

M. Martin was Caribe's sole shareholder. Petitioner had no
interest in Caribe, as the latter corporation was a personal
busi ness venture of M. Martin that was totally separate and
distinct frompetitioner.

From 1988 t hrough 1990, M. Martin devoted sone of his tine
to Caribe's business operations. Caribe established a plant in
Puerto Rico. M. Mrtin operated Caribe for about 2 years, then
sold the business after concluding that he could not operate it
profitably.

During 1989 and 1990, petitioner successfully developed its
Mcro Clean 100 proprietary process for producing | abels neeting
the "clean room production facility standards of its el ectronics
i ndustry custoners. The process represented a significant
technol ogi cal innovation in the |abel industry. Before its

devel opnment, there were no contam nant-free | abels conparable to



petitioner's clean roomlabels. Although el ectronics conpanies
could use normal labels to identify and package sensitive

el ectroni c conponents they manufactured in their clean roons, the
normal | abels thensel ves woul d contain contam nants.

The materials used in and the processing for petitioner's
clean room | abels are quite different fromthat of normal | abels.
Cl ean room | abel production requires a special cleaning machine
that petitioner devised to clean |abels after their manufacture
and before their packaging. 1In addition, the |abels enploy a
speci al adhesive that petitioner devel oped with the assistance of
out si de adhesi ve consul tants and chem sts.

M. Martin was instrunental in developing the Mcro C ean
100 process. In 1989, it was he who envisioned a process to
produce | abels to clean room standards, initiated the engineering
programfor its devel opnent, and saw the programthrough to a
successful conclusion in early 1990. He and petitioner's staff
engi neer worked on the | abel -cl eani ng machi ne petitioner devised.
He and certain other of petitioner's enployees refined the
process for producing clean rooml abels and worked wi th outside
consultants and chem sts to devel op the special adhesive the
| abel s required.

Petitioner sold its first clean room | abels during the first
hal f of 1990. For its fiscal year ended June 30, 1990, its sales
of clean room | abels totaled $32,639. In June 1990, petitioner's

directors anticipated that clean room | abels woul d produce
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significant sales and profits in future years and woul d
strengthen petitioner's conpetitive advantage in the industry.
Their assunption proved to be correct, as by 1995 the | abels
accounted for approximately 30 percent of petitioner's sales and
were the fastest growi ng and nost profitable segnent of its
busi ness.

From 1990 t hrough 1996, petitioner's annual sales and gross

mar gi ns fromclean room | abels were as foll ows:

Year Sal es G oss Margin
1990 $174, 099 $102, 196
1991 331, 601 255, 333
1992 450, 856 360, 685
1993 1, 398, 683 1, 049, 012
1994 1, 828, 637 1,371, 478
1995 3, 954, 393 2,965, 794
1996 5, 116, 026 3, 990, 500

During its fiscal year ended June 30, 1990, petitioner's
three officers were M. Martin, president; Jerry Crispe,
executive vice president; and Ms. Martin, secretary. O
petitioner's officers, only M. Mrtin had substantial experience
in the | abel and printing industry before working for petitioner.
He desi gned petitioner's physical plant and | ayout. He also
hired and trained the other nenbers of petitioner's nanagenent
team including M. Crispe and M ke.

When he began working part tinme for petitioner around 1982
or 1983, M. Crispe had no experience in the | abel and printing
busi ness. He previously had been in the real estate devel opnent

busi ness and had sone famliarity with general business matters.



He becane a full-tine enployee in 1985.

After he began working full time for petitioner, M. Crispe
eventual |y perforned substantial adm nistrative and general
busi ness tasks that M. Martin previously handl ed.

As indicated previously, Mke had helped M. Martin while in
junior high school. Follow ng his graduation from high school
he worked for petitioner full tinme. He becane petitioner's
production manager in the late 1980's and was pronoted to vice
president for manufacturing in 1990.

In addition to Mke, during its fiscal year ended June 30,
1990, petitioner enployed a staff engineer, as well as two
producti on managers or team |l eaders. Petitioner also had four
sal esnen, each of whom worked on a comm ssion basi s.

During 1990, M. Martin's duties included: (1) Setting
corporate policy; (2) establishing and nonitoring quality policy
and aut hori zing resources to ensure conpliance; (3) maintaining
relationships with custoners, professionals, and the community,
as needed; (4) directing the investnent of funds; (5) directing
enpl oyee policies; (6) establishing 1-year and 5-year m ssion
statenments; (7) coordinating relationships with conpetitors,
suppliers, and consultants to acconplish corporate goals; (8)
chairing all board neetings; (9) approving departnental strategy;
and (10) reviewi ng and approving all capital expenditures.

From 1981 t hrough 1991, M. Martin's total annual

conpensation, consisting of a salary and bonus, from petitioner



was as foll ows:

Year Sal ary Bonus Conmpensati on
1981 1 L $27, 750
1982 L L 164, 000
1983 L L 162, 900
1984 L L 352, 200
1985 $154, 000 $150, 000 304, 000
1986 156, 600 125, 000 281, 600
1987 156, 600 125, 000 281, 600
1988 185, 000 250, 000 435, 000
1989 158, 200 200, 000 358, 200
1990 156, 000 722,913 878, 913
1991 156, 000 - - 156, 000

INo breakdown between sal ary and bonus is avail abl e.

Petitioner
annual bonuses.
petitioner's financial
For instance,
m nutes of petitioner's board of directors’

1988, state,

Rat her,

had no fixed fornula for determning M. Martin's

its directors generally considered

performance for the recent fiscal year.

concerni ng the $250, 000 bonus paid to himfor 1988,

in pertinent part:

nmeeting on June 17,

4. Bonus to Lon D. Martin. The directors reported
that the past fiscal year had been particularly
successful and that it was appropriate to raise M.
Martin's annual bonus in |ight of such success.
Additionally, M. Martin's regular base sal ary has not
been increased for several years on the theory that his
total annual conpensation would be tied significantly
to the performance of the corporation. 1In light of al
of the above circunstances, the directors ratified and
approved a bonus to M. Martin of $250, 000. 00.

Wth respect to the $722,913 bonus paid to himfor 1990, the
deductibility of which is in issue, mnutes of petitioner's board
of directors' neeting on June 27, 1990, state, in pertinent part:

5. Bonus to Lon D. Martin. Once again, the
corporation has enjoyed a successful and profitable
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fiscal year. The Directors recognize that this success
continues to be due in large part to the efforts and
expertise of President, Lon D. Martin. 1In |light of
this recognition and the fact that M. Martin's base
sal ary has been continued at the sane |evel for several
years, the Directors unaninously agreed to pay M.
Martin a total bonus of $722,913.00. This bonus is to
be paid by the corporation's forgiving a debt of
$82,566. 00 due from M. Martin to the corporation and
by payi ng the bal ance of $640,347.00 in cash to M.
Martin.

From 1985 t hrough 1991, Jerry Crispe's, Ms. Martin's, and
M ke's respective total annual conpensation from petitioner was

as foll ows:

M. Crispe
Year Sal ary Bonus Tot al Conpensati on
1985 1 L $4, 300
1986 1 1 17, 000
1987 $42, 564 $14, 917 57, 481
1988 50, 000 48, 195 98, 195
1989 50, 000 58, 650 108, 650
1990 50, 000 67,277 117, 277
1991 157, 073 - - 157, 073

INo breakdown between sal ary and bonus is avail abl e.

Ms. Martin

Year Sal ary Bonus Tot al Conpensati on
1985 $8, 000 - - $8, 000

1986 - - - - - -

1987 - - - - - -

1988 1, 200 - - 1, 200

1989 13, 800 - - 13, 800

1990 24, 000 $33, 060 57, 060

1991 23, 790 - - 23, 790

M ke
Year Sal ary Bonus Tot al Conpensati on

1985 ! ! $25, 230
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1986 ! ! 29, 923
1987 ! ! 37,409
1988 $40, 249 $21, 694 61, 944
1989 41, 937 21, 897 63, 835
1990 50, 000 54, 027 104, 027
1991 72,529 - - 72,529

INo breakdown between sal ary and bonus is avail abl e.

On June 17, 1988, petitioner's directors adopted two
separate fornulas for determi ning the respective annual bonuses
to be paid to M. Crispe and Mke. Mnutes of the June 17, 1988,
board of directors neeting state, in pertinent part:

5. Bonus to Gerald A. Crispe. The directors
ratified and approved a bonus fornmula for Gerald A
Crispe for his services as Executive Vice President of
the corporation, effective as of Septenmber 1, 1987.
M. Crispe is to receive a bonus equal to 10% of the
"net income" of the corporation. Net incone for
pur poses of calculating M. Crispe's bonus is the
i ncone the corporation would have after deducting al
taxes that would be incurred on the corporation's
i ncone before paying any executive bonuses. M.
Crispe's bonus is payable annual ly, although advances
agai nst the bonus may be nade nore frequently.

6. Bonus to Mke Martin. The directors ratified
and approved a bonus fornmula for Mke Martin for his
services as Production Manager, effective January 1,
1988. Hi s annual bonus shall be equal to 1/10th of 1%
of the conpany's annual gross profits tinmes the factor
obtai ned by dividing the corporation's costs of goods
sold by total sales. Mke's bonus is payabl e annually,
al t hough advances agai nst the bonus may be paid nore
frequently.

M. Crispe and M ke received annual bonuses for 1988 through
1990 based on the above bonus fornulas. |In 1990, petitioner

further paid to Mke an additional special bonus of $44,027, thus
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giving himfor that year a total bonus of $54, 027.°?

As indicated previously, Ms. Martin received a $33,060
"bonus" for 1990. This "bonus" was not determ ned pursuant to
any fixed bonus formula.?

Petitioner's annual financial statenents for its fiscal
years fromJuly 1, 1980, through June 30, 1990, reflect the

foll ow ng annual gross receipts and net profit or net |oss after

t axes:
Net Profit Or (Net Loss)
FYE JUNE 30 G oss Receipts After Taxes
1981 $313, 131 $38, 482
1982 688, 887 77,435
1983 954, 902 66, 425
1984 2,178, 100 264, 330
1985 2,692, 567 184, 821
1986 3, 049, 560 148, 154
1987 3, 545, 513 179, 645
1988 4,821, 650 376, 062
1989 4,581, 509 382, 755
1990 4,346, 972 (98, 639)

Its annual financial statenents for this period further

reflect the followng total assets and net assets:

M ke's $54, 027 total bonus consisted of (1) the $10, 000
regul ar bonus he earned under the bonus fornula petitioner had
adopted for himin 1988, and (2) the $44, 027 special bonus he
received "in recognition of his contribution to the manufacturing
operations of the corporation.” Neither the regular nor the
speci al bonus to M ke was chal |l enged by respondent.

3In the notice of deficiency issued to petitioner,
respondent originally determ ned that no portion of petitioner's
$53, 660 of purported total conpensation to Ms. Martin for its
fiscal year ended June 30, 1990, was deductible as reasonabl e
conpensation. As a result of a settlenent concluded between the
parties, they now agree that half of this $53,660 (which includes
t he $33, 060 "bonus" to her) is deductible by petitioner.
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FYE JUNE 30 Total Assets!? Net Assets?
1981 $147, 158 $43, 482
1982 387, 985 120, 921
1983 432, 667 187, 346
1984 1, 084, 463 451, 676
1985 1, 104, 384 636, 497
1986 1, 306, 450 741, 564
1987 1, 516, 691 921, 209
1988 2,348, 268 1, 297, 271
1989 2,527,392 1, 691, 979
1990 2,473, 200 1, 593, 340

Petitioner's cost for the assets, |ess accunul ated
depreci ati on.
2Total assets, less current and long-termliabilities.
Its annual financial statenents for this period also reflect
the follow ng equity, annual return on equity, and cunul ative

average annual return on equity:

Return on Cum Average Ret.
FYE JUNE 30 Equity!? Equi t y? on Equity?
1981 $43, 482 88. 50 percent 88. 50 percent
1982 120, 921 64. 04 percent 76. 27 percent
1983 187, 346 35. 46 percent 62. 66 percent
1984 451, 676 58. 52 percent 61. 63 percent
1985 636, 497 29. 04 percent 55. 11 percent
1986 741, 564 19. 98 percent 49. 25 percent
1987 921, 209 19. 50 percent 45. 01 percent
1988 1, 297, 271 28. 99 percent 43. 00 percent
1989 1, 691, 979 22. 62 percent 40. 73 percent
1990 1, 593, 340 (6.19) percent 36. 05 percent

' nvested capital, plus retained earnings, |less treasury
st ock.
2Net profit after taxes (see second precedi ng paragraph
above), divided by equity.
3Sum of current year's return on equity and each prior
year's return on equity, divided by petitioner's nunber of years
of operation through current year.

In 1991, petitioner retained a business valuation conpany to
appraise M. Martin's 100-percent stock interest in petitioner.

In its appraisal report, this valuation conpany concl uded that
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M. Martin's stock interest had a fair market val ue of $9, 250, 000
as of Cctober 25, 1991.

On January 1, 1992, M. Martin sold all of his stock in
petitioner to M ke.

Fromits incorporation in June 1980 through January 1, 1992,
petitioner declared and paid no formal dividends.

In the notice of deficiency issued to petitioner,
respondent, anong other things, disallowed petitioner's deduction
of a $633,313 portion of its total conpensation to M. Martin for
its year ended June 30, 1990. The notice of deficiency stated,
in pertinent part:

t he conpensation of officer/shareholder Lon Martin

clainmed in the anmount of $878,913.00 is overstated

$633,313.00. It has not been established that an

anount greater * * * [than] $245,600 is reasonable

conpensation for services provided by Lon Martin during

the taxable year. Further, it has not been established

t hat any anount represents paynents for prior years in

whi ch Lon Martin nmay have been under conpensat ed.

Accordi ngly, taxable income is increased $613, 313. 00

for the taxabl e year ended 6-30-90.
Respondent further determ ned that petitioner was liable for a
penal ty under section 6662(a) and (b)(2) with respect to the
under paynent fromthe disall owed conpensation deduction to M.

Martin.

OPI NI ON

| ssue 1. Reasonabl e Conpensati on

Section 162(a)(1) allows as a business deduction "a

reasonabl e al | owance for salaries or other conpensation for
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personal services actually rendered". A two-prong test

determ nes deductibility: (1) Wether the anbunt of conpensation
is reasonable in relation to services performed, and (2) whether
the paynent is in fact purely for services rendered. Sec. 1.162-
7(a), Incone Tax Regs. More specifically, bonuses paid to

enpl oyees are deductible "when * * * nade in good faith and as
addi ti onal conpensation for the services actually rendered by the
enpl oyees, provided such paynents, when added to the stipul ated
sal aries, do not exceed a reasonabl e conpensation for the
services rendered." Sec. 1.162-9, Inconme Tax Regs. Generally,
courts have focused on the reasonabl eness requirenent in

determ ning the deductibility of purported conpensation.

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

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

circunstances of the particular case. Pacific Gains, Inc. v.

Comm ssi oner, 399 F.2d 603, 605 (9th Cr. 1968), affg. T.C. Meno.

1967-7; Estate of Wallace v. Comm ssioner, 95 T.C. 525, 553

(1990), affd. 965 F.2d 1038 (11th Cr. 1992). Petitioner has the
burden of showing that it is entitled to a conpensati on deduction
| arger than that allowed by respondent. Rule 142(a); Nor-Ca

Adj usters v. Conm ssioner, 503 F.2d 359, 361 (9th Cr. 1974),

affg. T.C. Meno. 1971-200.

Case | aw has provided an extensive list of factors that are
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rel evant in determ ning the reasonabl eness of conpensati on.

Mayson Manufacturing Co. v. Conmm ssioner, 178 F.2d 115, 119 (6th

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

Court. No single factor is dispositive. Pacific Gains, Inc. v.

Conmi ssioner, 399 F.2d at 606; Hone Interiors & G fts, Inc. v.

Comm ssioner, 73 T.C. 1142, 1156 (1980). 1In Elliotts, Inc. v.

Conm ssi oner, supra at 1245-1248, the Court of Appeals for the

Ninth Crcuit, to which this case is appeal able, used a five-
factor test: (1) The enployee's role in the conpany; (2) a
conpari son of the conpensation paid to the enployee with the
conpensation paid to simlarly situated enployees in simlar
conpani es; (3) the character and condition of the conpany; (4)
whet her a conflict of interest exists that m ght permt the
conpany to disqguise dividend paynents as deducti bl e conpensati on;
and (5) whether the conpensation was paid pursuant to a
structured, formal, and consistently applied program

The parties recognize the applicability of the Elliotts

Inc. test. However, they disagree concerning the anount of
purported conpensation to M. Martin that qualifies as reasonable
conpensati on under that test.

Petitioner contends that the entire $878,913 M. Martin
recei ved i s reasonabl e conpensation. Although it acknow edges
that M. Martin was given an "unusual ly high" bonus of $722,913,
petitioner maintains this bonus represented reasonable

conpensation for his unique services.
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Respondent, on the other hand, contends that only $245, 600
i s reasonable. Respondent argues that there was no conpensatory
pur pose for the remaining balance, and that M. Martin arranged
this large disguised dividend in preparation for selling
petitioner to his son M ke.

Accordi ngly, we shall analyze and apply the factors
enunci ated by the Court of Appeals for the NNnth Crcuit in

Elliotts, Inc. v. Conm ssioner, supra, in order to determ ne

reasonabl e conpensation for M. Martin.

Petitioner and respondent offered the testinony of three
expert witnesses. Petitioner's two experts, John Cul bertson
(Cul bertson) and Panel a Jones (Jones), each own managenent
consulting firns and have advi sed their respective corporate
clients on executive conpensation. Respondent's expert, Paul T.
Cl ausen (C ausen), owns his own business val uation conpany and
has testified as an expert witness on the valuation of business
assets, business interests, and reasonabl e executive conpensation
i N numerous court cases.

As trier of fact, we are not bound by the opinion of any
expert witness and will accept or reject expert testinony, in
whole or in part, in the exercise of sound judgnent. Helvering

v. National Gocery Co., 304 U S. 282, 295 (1938); Silverman v.

Commi ssi oner, 538 F.2d 927, 933 (2d Cr. 1976), and cases

thereat, affg. T.C. Meno. 1974-285.



A. Role in the Conpany

The first factor focuses on the conpensated enpl oyee's
i nportance to the success of the business. Pertinent
consi derations include the enpl oyee's position, hours worked,
duties perforned, and the general inportance of the enployee to

t he conpany. Anerican Foundry v. Conm ssioner, 536 F.2d 289,

291-292 (9th Gr. 1976), affg. in part and revg. in part 59 T.C
231 (1972). \Where a large salary increase is at issue (simlar
to the instant case), it is further useful to conpare past and

present duties and salary paynents. Elliotts, Inc. v.

Conmi ssi oner, supra at 1245.

M. Martin was petitioner's key enpl oyee and the primry
reason for its success over the years. As president, he was the
driving force behind petitioner's success fromits inception, and
hi s personal services were essential to that success. He managed
and built up petitioner's business, designed its physical plant
and layout, and trained other |later nenbers of its managenent
t eam

Al t hough he had del egated sonme adm nistrative duties and
general business responsibilities to M. Crispe by the 1990
fiscal year in issue, M. Martin remained the driving force
behind petitioner. Further, while he was al so devoting sone tine

and attention to Caribe in Puerto Rico, being petitioner's



- 20 -

president remained his full-tinme job.* Thus, any reduction in

t he hours he worked per week for petitioner nust be bal anced

agai nst his know edge and experience in the industry and the

val uabl e services he continued to render to petitioner during its
1990 fiscal year

In 1989 and 1990, M. Martin was instrunental in devel opi ng
petitioner's Mcro C ean 100 process for producing clean room
| abels. The resulting clean room | abels were a technol ogically
i nnovative, comrercially promsing, and potentially significantly
profitable new product. Over the short period fromearly 1990,
when devel opnent work on the | abel s’ production process was
conpl eted, through June 30, 1990, petitioner had $32,639 in sales
of the new |labels. In June 1990, its directors anticipated the
| abel s woul d contribute significantly to petitioner's
profitability and financial success in future years.

However, M. Martin's 1990 bonus of $722,913 is al nost three
times the size of his prior |argest annual bonus of $250, 000 for
1988. Indeed, on brief, petitioner acknow edges the 1990 bonus
to be an "unusually high", "extraordinary one tinme" bonus. The
record further fails to reflect that part of this 1990 fisca
year conpensation was to renedy petitioner's alleged prior

under conpensation of M. Martin.

“The parties stipulated that his being petitioner's
president was a "full-tinme job".
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Al t hough petitioner's expert Cul bertson opined that the 1990
fiscal year conpensation was justified because M. Martin had
been underconpensated in prior years, he offered no anal ysis or
expl anation in support of his claim In light of his failure to
do so, we give his conclusion little weight.

Except for perhaps 1980 and 1981 (covering petitioner's
first year and a half of operations), M. Mrtin appears to have
been very well conpensated in prior years. H's 1984 total
conpensati on of $352,200 was al nbost as nmuch as his 1989 total
conpensation of $358,200, despite petitioner's enjoying a
substantially better financial performance for its 1989 fi scal
year than for its 1984 fiscal year. Petitioner's 1989 fisca
year Qgross receipts were nore than twice its 1984 fiscal year
gross receipts. Simlarly, its 1989 fiscal year net profit after
taxes was over 1.4 tinmes its 1984 fiscal year net profit after
taxes. Thus, any possible earlier underconpensation by
petitioner of M. Martin was likely renedied | ong before 1990.

Further, pertinent mnutes of the June 27, 1990, board
meeting authorizing petitioner's paynent of the 1990 bonus in
i ssue make no nention that any part of this $722,913 was to
conpensate M. Martin for his services in prior years.
Accordingly, we conclude that petitioner has failed to establish
that sonme of the 1990 fiscal year conpensation in issue was to

remedy its alleged prior underconpensation of M. Martin. See
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Pacific Grains, Inc. v. Comm ssioner, 399 F.2d at 606; see al so

Estate of Wallace v. Conmissioner, 95 T.C. at 553-554.

B. External Conpari son

This second factor conpares the enpl oyee's conpensation with

that paid by simlar conpanies for simlar services. Elliotts

Inc. v. Conmm ssioner, 716 F.2d at 1246; see sec. 1.162-7(b)(3),

| ncome Tax Regs.

Based on their claimed know edge of the conpensation certain
hi gh-t echnol ogy conpani es furni shed their executives,
petitioner's experts Cul bertson and Jones were each of the
opi nion that the $722,913 bonus petitioner paid to M. Mrtin was
reasonable. They noted that top executives at many hi gh-

t echnol ogy conpani es typically receive stock options as part of

t heir conpensati on package, and that these stock options can
produce substantial conpensation in the event the conpany's stock
price rises greatly. However, as Jones noted, stock options
coul d not be used by petitioner to conpensate M. Martin, because
M. Martin already owned a 100-percent stock interest in
petitioner.

Jones was also of the opinion that M. Martin was actually
entitled to even nore conpensation than he received, because,
according to her, he perfornmed nultiple executive roles,

i ncluding being petitioner's chief executive officer, vice

presi dent of marketing, vice president of sales, and chief
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technical officer. She further asserted that he woul d have been
entitled to royalties on petitioner's clean room | abels, as chief
technical officers of hi-tech conpanies typically will receive a
royalty on the sales of any products they hel p devel op.

Cul bertson and Jones failed to offer any details concerning
t he specific high-technol ogy conpani es upon which they based
their opinions. They also offered no specifics on the particul ar
executives involved, nor pertinent information on their
particular qualifications and skills and the exact conpensation
they received. W thus are unable to determne: (1) How simlar
t hese other unidentified conpanies and their businesses are to
petitioner; and (2) how simlar the services their executives
rendered are to the services M. Martin perforned.?®

Moreover, even if he were not petitioner's sole sharehol der,
we are skeptical that M. Martin, prior to and during the 1990
fiscal year, in addition to the salary and bonus he had al ready
recei ved, would al so have been conpensated by petitioner with
stock options. W do not doubt that certain top executives of
vari ous hi gh-technol ogy conpanies typically will receive stock

options as part of their conpensation and that the stock options

SBoth the parties and their experts argue at considerable
| ength over whether or not petitioner is a high-technol ogy
conpany. Petitioner contends that it is a high-technol ogy
conpany, whereas respondent contends that petitioner is not. 1In
our view, this dispute is neither hel pful nor productive to our
resol ving the instant case.
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granted them can often prove highly renunerative. However, as
di scussed previously, M. Mrtin generally does not appear to
have been underconpensated in prior years. Also, we have no way
of know ng the specific stock options petitioner's experts
believed M. Martin, hypothetically, should otherw se have

recei ved, as they provided no further elaboration in connection
with this point. The sane is true of Jones' contentions about
royal ties.

Wth respect to petitioner's expert Jones' claimthat M.
Martin coul d have taken even nore conpensation from petitioner,
we find questionabl e her suggestion that he perfornmed the work of
four full-time executives serving as petitioner's chief executive
officer, vice president for marketing, vice president for sales,
and chief technical officer. Although M. Murtin may have
performed sone of the duties and functions of four such
executives, he did not performwork equal to the full-tine
services of four such executives. |ndeed, by the 1990 fi scal
year in issue, he was devoting sone of his tine and attention to
his ot her conpany, Caribe.?®

In sum petitioner's experts have failed neaningfully to

To be sure, this Court and other courts in nunerous
reasonabl e conpensati on cases have considered the fact that the
reci pient perfornmed nore than one function for his enployer, even
t hough that individual's reasonabl e conpensati on may not be the
sum of the anounts paid to a full-tinme enployee in each such
position. See PMI, Inc. v. Conm ssioner, T.C Meno. 1996- 303.




- 25 -

conpare the executive conpensation provided by other conpanies
they selected to the situation presented in the instant case.
Consequently, we give petitioner's experts' above opinions little
wei ght .

Respondent' s expert C ausen exam ned ot her conpanies in the
printing industry. C ausen selected three public conpanies to
conpare to petitioner. Two of these conpanies were nuch | arger
than petitioner, particularly in ternms of their respective 1990
annual sal es and nunber of enployees. The third conpany (whose
1990 annual sales were sonmewhat closer to petitioner's) was far
| ess profitable than petitioner, and was acknow edged by C ausen
as not being reasonably conparable to petitioner. |In determning
M. Martin's reasonabl e conpensati on, C ausen further considered
two 1990 surveys of executive conpensation in the printing
i ndustry. However, he acknow edged these surveys to be only of
limted use in determ ning what m ght be reasonabl e conpensati on
in a particul ar conpany's case.

Cl ausen opined that reasonabl e conpensation to M. Martin
for the 1990 fiscal year would be $230, 000, consisting of a
$120, 000 salary and a $110, 000 bonus. He noted that M. Martin's
$878,913 in salary and bonus exceeded the 1990 total cash
conpensati on of each chief executive officer of the two | arge
public printing conpani es he exam ned.

None of the three public printing conpanies C ausen sel ected
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was reasonably conparable to petitioner. The |argest conpany had
sales for 1990 of $191 million and a pretax profit of $26
mllion, and enployed a total of 1,884 enployees. The next

| ar gest conpany had sales for 1990 of $65 million and a pretax
profit of $3 mllion, and enployed a total of 450 enpl oyees.
Respondent argues that M. Martin's reasonabl e conpensati on
cannot exceed the cash conpensation received by these two chi ef
executive officers of much [arger printing conpani es.

However, as petitioner points out, Causen failed to take
into account the stock options the chief executive officers of
the two | arger printing conpanies previously were granted. The
conpensation they earned fromthese stock options appears to have
been substantial. |In any event, the two larger printing
conpani es Cl ausen chose are not reasonably conparable to
petitioner. Mreover, as U ausen acknow edged, the two industry
surveys he consulted are of only limted use in determning M.
Martin's reasonabl e conpensation. Accordingly, the Court does
not accept C ausen's opinion concerning M. Martin's reasonabl e
conpensation for the 1990 fiscal year

C. Character and Condition of Conpany

This third factor considers the conpany's character and
condition. Relevant considerations are the conpany's size as
measured by its sales, net incone, or capital value; the

conplexities of the business; and general econom c conditions.
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Elliotts, Inc. v. Conm ssioner, 716 F.2d at 1246; see E. \Wagner &

Son, Inc. v. Conmm ssioner, 93 F.2d 816, 819 (9th Cr. 1937).

Petitioner was a relatively small |abel and printing conpany
that grossed nore than $4 million annually for its 1988 through
1990 fiscal years. It had secured itself a nice market niche in
suppl ying certain customdesi gned products to a nunber of high-

t echnol ogy conpani es, thus enabling it to earn high profit
mar gi ns on its product sales.

Moreover, as petitioner's directors correctly anticipated in
June 1990, its recently devel oped cl ean room | abel s woul d produce
significant profits and give petitioner a conpetitive advantage
in future years. From 1991 through 1996, the new cl ean room
| abel s hel ped reverse the slight decline in business petitioner
experienced during its 1989 and 1990 fiscal years. Al so, M.
Martin's 100-percent stock interest in petitioner was
subsequent |y apprai sed by a business val uation conpany to have a
fair market value of $9.25 mllion, as of Cctober 25, 1991. In
years after 1990 and 1991, the | abels were probably the single
nost inportant factor in spurring petitioner to even greater
sales and profitability.

Al inall, fromits inception through the 1990 fisca
year, petitioner has been an extrenely well managed and
profitable conpany. It had a very |ean nanagenent team and by

the 1990 fiscal year enjoyed an excellent reputation in the |abel



and printing industry.

D. Conflict of Interest

This fourth factor exam nes whether a relationship exists
bet ween the conpany and enpl oyee that m ght permt the conpany to
di sgui se nondeducti bl e corporate distributions as section
162(a) (1) deductible conpensation. Thus, close scrutiny nust be
gi ven where the paying corporation is controlled by the

conpensated enpl oyee, as in the instant case. Elliotts, Inc. v.

Conmi ssi oner, supra at 1246-1247. However, "The nere existence

of such a relationship, * * * when coupled with an absence of

di vi dend paynents, does not necessarily lead to the concl usion
that the anobunt of conpensation is unreasonably high." 1d. at
1246. Instead, the fact finder is further to adopt the
perspective of an i ndependent investor in determ ning whether the
investor would be satisfied wth the conpany's return on equity
after the conpensation in issue was paid. [d. at 1247.

As a result of its paynent of the $722,913 bonus to M.
Martin, petitioner had a $98,639 | 0oss and a negative 6.19 percent
return on equity for the 1990 fiscal year. W do not think an
i ndependent investor would be happy with such a negative return
on equity, especially where the "unusually high" bonus paynent
producing the loss for the fiscal year is equal to approxi mately
45. 37 percent of the investor's equity in the conpany ($722,913
di vi ded by $1, 593, 340 net assets).
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Petitioner, neverthel ess, asserts that an i ndependent
investor would still be satisfied with the corporation's 36.05
percent cumnul ative average annual return on equity through the
1990 fiscal year. W disagree.

I n our opinion, the cunul ati ve average annual return on
equity petitioner experienced over the period fromJuly 1, 1980
t hrough June 30, 1990, would not be as significant to an
i ndependent investor as the corporation's return on equity for
the current 1990 fiscal year in issue. Indeed, the record
reflects that petitioner's directors' usual practice had been to
tie M. Martin's annual bonus to the corporation's financi al
performance during the recent fiscal year. Also, the higher
36. 05 percent cunul ati ve average annual return is sonewhat skewed
by the nmuch hi gher annual returns on equity petitioner enjoyed
during its earlier years of operation, when its equity was nuch
| ower .

E. Internal Consistency

The fifth factor focuses on whether the conpensation was
paid pursuant to a structured, formal, and consistently applied
program Bonuses not paid pursuant to such plans are suspect.
Simlarly, bonuses paid to controlling sharehol ders are al so
suspect "if, when conpared to sal aries paid non-owner managenent,
they indicate that the | evel of conpensation is a function of

owner shi p, not corporate managenent responsibility.” Elliotts
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Inc. v. Conm ssioner, supra at 1247.

Petitioner's "unusually high", "extraordinary one tinme" 1990
bonus of $722,913 to M. Martin represented a departure fromits
nor mal annual bonus practice for him As reflected by m nutes of
the June 17, 1988, board neeting, petitioner's directors' usual
practice had been to tie M. Mrtin's annual bonus, in |arge
part, to petitioner's financial performance during the recent
fiscal year. Yet, M. Martin's 1990 bonus was al nost three tines
the size of his 1988 bonus of $250, 000, even though petitioner
enj oyed significantly higher gross receipts (as well as a
substantially higher net profit after taxes) for its 1988 fi scal
year than for its 1990 fiscal year

We do not accept petitioner's and its expert's argunents
that the 1990 bonus of $722,913 was justified because of M.
Martin's instrunental efforts in developing the Mcro C ean 100
process. Although petitioner's directors anticipated the
resulting clean room | abels would be significantly profitable in
future years, petitioner's later financial success with the new
| abel s was by no neans certain as of the end of the 1990 fi scal
year. Most inportantly, we do not believe that an independent
i nvestor woul d approve of paying M. Martin this |arge $722,913
"bonus", when the new | abels' profit prospects were stil
uncertain and yet to be confirmed. Wiile M. Martin is entitled

to some 1990 bonus for his efforts in devel oping petitioner's
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cl ean room | abels, in our opinion the $722,913 bonus paynent to

him far exceeds a reasonable bonus. See, PMI, Inc. v.

Commi ssioner, T.C Menp. 1996-303 (sharehol der-enpl oyee entitled

to additional conpensation of $400,000 for his prior invention of
corporation's new fabric product; new fabric accounted for a $10
mllion increase in the corporation's sales during the year in

i ssue and corporation also enjoyed a high return on equity for

t hat year).

F. Anpbunt of Reasonabl e Conmpensati on.

We consider the $156,000 salary M. Martin received to be
reasonable. As president, he managed a busi ness that grossed
nore than $4 million annually for its 1988 through 1990 fi scal
years. He had al so received approximately the sanme annual salary
since at |east 1985.

In addition, M. Martin should receive a bonus, as it had
been petitioner's practice to provide hima substantial portion
of his conpensation in the formof an annual bonus tied to
petitioner's financial performance during the recent fiscal year.
We consider a 1990 bonus of $250,000 to himto be reasonabl e.

Al t hough petitioner's business slightly declined for the 1990
fiscal year, the decline had been expected and was attri butable
to factors beyond M. Martin's control. Mreover, petitioner
still grossed over nore than $4.34 mllion for the fiscal year.

Al so, as indicated previously, M. Mrtin is entitled to sone
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bonus for his efforts in successfully devel oping the Mcro O ean
100 process.

Thi s $406, 000 of reasonabl e conpensati on, we estinate,
results in a revised return on equity for petitioner of
approxi mately 10.20 percent for the 1990 fiscal year.’” W think
an i ndependent investor would be satisfied with this return on
equity and with petitioner's 1990 fiscal year financial
performance. Despite the slight decline in business experienced
for that year, M. Martin still had done an excellent job in
managi ng petitioner. As previously discussed, petitioner was
encountering increased conpetition in the Portland market and was
experiencing sone |loss of sales due to its custoners' relocating

their manufacturing facilities overseas. Moreover, petitioner

'Petitioner's organizational mnutes provide that if the
I nternal Revenue Service or a court of conpetent jurisdiction
determ nes any "salary to any stockhol der officer"” to be a
di vidend, the paynent shall imediately be treated as a loan to
the officer (wwth interest payable at the legal rate fromthe
date of paynent thereof), due and payable within 1 year fromthe
date of determnation. |If M. Martin's total conpensation was
$406, 000, rather than $878,913, petitioner's 1990 fiscal year
i ncome woul d be increased $472,913, giving it a revised net
i ncome before taxes of $320,274 (the ($152,639) net |oss
reflected on the 1990 fiscal year financial statenent, plus
$472,913). Assum ng conbi ned Federal and State incone taxes are
i nposed equal to 40 percent of this revised net incone before
taxes, petitioner's revised net taxable inconme after taxes would
be $192,164 ($320,274 multiplied by 60 percent) and its revised
equity woul d be $1, 884, 143 (revi sed retai ned earnings, plus
invested capital, less treasury stock, per 1990 fiscal year
financial statenent). This would represent a revised return on
equity of approximtely 10.20 percent ($192, 164 divi ded by
$1, 884, 143) .
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had just finished successfully developing its commercially
prom sing and potentially significantly profitable new clean room
| abel s.

We hold that petitioner is entitled to a $406, 000 deducti on
under section 162 as reasonabl e conpensation to M. Martin for
its year ended June 30, 1990.

| ssue 2. Accuracy-Related Penalty

Respondent determ ned that petitioner was |liable for a
penal ty under section 6662(a) and (b)(2) for substanti al
understatenent of its inconme tax for the year ended June 30,
1990.

An understatenent of inconme tax is substantial if it exceeds
the greater of: (1) 10 percent of the tax required to be shown
on the return, or (2) for a corporation, $10,000. Sec.
6662(d)(1). As relevant to the instant case,® any under st at enent
is reduced by the portion of the understatenent attributable to
an itemfor which the relevant facts affecting the item s tax
treatnment are adequately disclosed in the return or in a

statenent attached to the return. Sec. 6662(d)(2)(B)(ii).° For

8 n the notice of deficiency, respondent determ ned that the
entire underpaynent for the year ended June 30, 1990, was
attributable to non-tax-shelter itens.

°The Omi bus Budget Reconciliation Act of 1993 (OBRA 1993),
Pub. L. 103-66, sec. 13251(a), 107 Stat. 531, anended sec.
6662(d)(2)(B)(ii), to also require a reasonable basis for the tax
(continued. . .)
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the year under consideration, respondent provided gui dance
t ot axpayers by neans of Notice 90-20, 1990-1 C B. 328, and Rev.
Proc. 90-16, 1990-1 C. B. 477.1°

Rev. Proc. 90-16, section 4(b)(4), 1990-1 C B. at 478,
provi des that, for purposes of reduci ng any understatenent of
i ncone tax under section 6662(d), additional disclosure of facts
Wi th respect to an issue involving the reasonabl eness of
of ficers' conpensation is unnecessary, where the Schedule E
(Conmpensation of Oficers) to the Form 1120 is conpleted in a
cl ear manner and in accordance with its instructions. Section
4(b) (4) of Rev. Proc. 90-16 further requires that the tine
devoted by the officer to the business be expressed as a specific
per cent age.

In addition, section 6664(c)(1l) provides that a penalty
under section 6662 shall not be inposed on any portion of an

under paynent if the taxpayer shows reasonabl e cause for such

°C...continued)
treatnent of the item However, this amendnent is effective only
for returns the due dates for which (determ ned wi thout regard to
extensions) are after Dec. 31, 1993, and is not applicable to the
i nstant case. OBRA 1993, sec. 13251(b), 107 Stat. 531.
Petitioner's return for the year ended June 30, 1990, was due on
or before Sept. 15, 1990. Sec. 6072(b).

10Sec. 1.6662-4(e) and (f), Incone Tax Regs., is not
appl i cabl e because they were issued to apply prospectively with
respect to incone tax returns due after Dec. 31, 1991. See T.D.
8381, 1992-1 C.B. 374, 375. However, absent further guidance,
taxpayers may rely on the rules set forth in Notice 90-20, 1990-1
C.B. 328, 330, and Rev. Proc. 90-16, 1990-1 C B. 477.
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portion of the underpaynent and that the taxpayer acted in good

faith with respect to such portion. Reliance on the advice of a
prof essi onal, such as an accountant, nay constitute a show ng of
reasonabl e cause if, under all the facts and circunstances, such
reliance is reasonable and the taxpayer acted in good faith.

Sec. 1.6664-4(c), Incone Tax Regs.

Petitioner asserts that no penalty under section 6662(a) and
(b)(2) should be inposed. It maintains that, pursuant to Rev.
Proc. 90-16, supra, its return for the year ended June 30, 1990,
adequately disclosed the relevant facts concerning its clained
conpensation deduction to M. Martin. Alternatively, petitioner
argues that it qualifies under the section 6664(c)(1l) reasonabl e-
cause-and-good-faith exception to the penalty. W agree with
petitioner that there was adequate disclosure in its return,
since a properly conpleted Schedule E concerning its officers
conpensation was included in petitioner's return. W hold that
petitioner is not liable for a penalty under section 6662(a) and
(b)(2) for the year ended June 30, 1990. Notice 90-20, supra;
Rev. Proc. 90-16, supra.

To reflect the foregoing and the parties' concessions,

Deci sion will be entered

under Rul e 155.




